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Executive summary
The economy may be recovering and the credit picture improving, but lending 
institutions still find themselves coping with some troubled portfolios. Plus, they 
always need to be prepared to identify high-risk accounts. What they can discover 
is that turning around a challenged loan portfolio requires taking just a few basic 
steps. This white paper explores how to best manage troubled portfolios, examining 
the most predictive elements of creditor behavior. It also provides a real-world 
example of how one lending institution — Arizona Federal Credit Union — turned its 
money-losing portfolios into profitable ones.

In 2008, Arizona Federal Credit Union, not unlike many lending institutions, found 
itself with a money-losing portfolio. While it had solid reserves to weather the storm, 
it still found itself on the “bleeding edge” of the financial crisis. 

With $1.74 billion in assets at the time and $1.3 billion in loans outstanding,  
the Phoenix-based financial institution had seen its historical capital ratio of more 
than 10 percent slide to 4.75 percent. Its loan delinquency rate, historically less than 
1 percent, quadrupled and climbed to 4.73 percent.

At the time, 15 percent of its portfolio comprised the weakest tier credit, and it had 
lost approximately $100 million in one year. 

A year later, the 200,000-member credit union’s financial condition had deteriorated 
even further. Its assets had fallen to $1.46 billion by year-end 2009 and its loans 
outstanding to $975 million. Its capital ratio had declined to 3.47 percent (on its 
way to a record low of 1.68 percent). Its loan delinquency rate had climbed to 6.67 
percent, and 30 percent of its portfolio represented the lowest-subprime credit tier.

Its deteriorating situation became very clear to Arizona Federal.

Business as usual couldn’t continue. A proactive strategy to manage its portfolio 
was required. The institution recognized it had to reduce exposure with its high-
risk members while still retaining the human touch that characterized its customer 
service. It simply had to make different decisions — and it had to do so quickly.

How Arizona Federal reversed its misfortunes to emerge two years later prosperous 
and with $30 million in profits illuminates what lenders can do to manage troubled 
portfolios and reverse poor performance. 

A wake-up call
This case study serves as a wake-up call to lending institutions with challenged 
portfolios that don’t quite know how to turn them around. It also identifies specific 
steps that successful lenders can take to better oversee their challenged loans.

In addition, the case study underscores why it’s increasingly essential to fully 
understand the circumstances and then act quickly and aggressively.   Lending 
institutions no longer can afford to wait to better manage their troubled loan 
portfolios. Times have changed, and lenders must get their loans in order.
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One big reason is that financial institutions face increasing regulatory pressure. 
The financial crisis prompted regulators and lawmakers to more closely monitor 
financial institutions and to establish some new rules and regulations. Among them 
is the Credit Card Accountability Responsibility and Disclosure Act of 2009, or the 
Credit CARD Act of 2009. This comprehensive credit card reform legislation, passed 
with bipartisan support, aims to establish fair and transparent practices for the 
extension of credit under “an open end consumer credit plan, and for  
other purposes.” 

Another reason is a new regulator altogether: the two-year-old Consumer Financial 
Protection Bureau. Its new director, Richard Cordray, has emphasized that his 
agency intends to closely watch the lending industry. Lenders should expect more 
financial regulation. 

Taking steps to correct a troubled portfolio actually can help identify customers 
whose creditworthiness has improved and who could become growth avenues. 
At the other extreme, an examination can identify those customers whose 
creditworthiness appears as if it will worsen before it improves — if it ever does. 

For lenders, establishing a sound strategy and structuring a plan of action are 
critical to better managing a troubled portfolio.

The first step is to analyze the situation. This encompasses understanding gaps in 
a lender’s current credit policy, studying trends, rejecting inferences that can color 
decision making, and determining the financial impact of decisions. It also requires 
recognizing portfolio behavior, examining decisions and their impact on costs, and 
determining lost opportunities.

Step two involves predicting what your loan portfolio will do, taking into 
consideration market and worthiness factors. This includes the impact of economic 
conditions. It also covers the ability of customers to pay, interest rate and credit 
risks, concentration and liquidity risks. Regional issues also must be considered. 

The third step comprises creating a credit policy and, specifically, determining  
its impact on consumer relationships as well as on its short-term and  
long-term tradeoffs. 

Then comes decision time. A lender must determine what adverse actions to take, 
including reducing or closing lines of credit and imposing risk-based pricing. It 
also must decide what, if anything, to do about lowering the cost of maintaining 
accounts, including the end to no-fee waivers and the limiting of special offers. 
Further, the lender must set collection priorities and treatment of deteriorating or 
bad loans; perhaps, for instance, it establishes queuing and loss forecasting. 

Refresh is the fifth step. A lender can periodically recharge its credit policy along 
with updating models, determining new score cutoffs, and examining new scores  
or uses for them. 
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The Arizona Federal Credit Union story
So how did Arizona Federal Credit Union turn itself around?

First, it’s important to understand the economic setting at the time. From 2007 to 
2009, Arizona, and especially Phoenix, were hit hard. Arizona’s unemployment rate 
rose from 3.3 percent in September 2007 to a high of 10.8 percent in 2009, among 
the largest spikes in the country.1 During the height of the recession, Arizona lost 
338,000 jobs,2 and the Phoenix area suffered the third-highest job-loss rate among 
the nation’s 50 largest metropolitan areas from 2008 to 2010.3  

Figure 1: Arizona Forclosure rate by county — March 2012

As for home values, only Las Vegas, Nev., had a steeper decline in home values  
than Phoenix. On the mortgage front, nearly half are still underwater. Also,  
since the recession officially ended in June 2009, it’s been a very slow economic  
recovery in Arizona. Even in 2012, Arizona still has a challenging foreclosure  
issue (see Figure 1).
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1United States Bureau of Labor Statistics, http://data.bls.gov/timeseries/LASST04000006?data_tool=XGtable  
2Ibid.  
3The Arizona Republic, http://www.azcentral.com/news/articles/2011/09/22/20110922phoenix-area-among-worst-unemployed.html
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Arizona Federal set some specific objectives. It sought to overcome economic 
challenges, reduce risk yet retain customers whose behavior suggests they’ll 
weather the storm, improve its monitoring of loans and identify external  
risk factors.

The credit union also began its return to profitability with sound responses. It 
created a dedicated Risk Mitigation Analytics group that monitored for declining 
performance and closed most of each line for high-risk members. The group also 
combined internal and external data to change collection-queue strategies,  
develop workout loan programs and provide information on members’ overall 
financial status. 

Its internal data sets covered 30 data points of origination data, including 10 key 
credit elements at the time of underwriting; internal payment patterns and those 
reported to the credit reporting agencies; advance behaviors and payments; cure 
rates; and internal attributes, including debt rations and residual income and  
risk score. 

Experian,® which Arizona Federal engaged, provided key account review data.  
Arizona Federal, having stored quarterly account reviews since 2007, used this 
Experian insight and combined the data together with its internal data.  
(See Figure 2.)

Figure 2
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This served several purposes. It enabled the credit union and Experian to know 
a member’s total debt and financial picture. It made clear that credit migration 
signifies that trouble is ahead. It improved the interpretation of a member’s internal 
behaviors. It also enabled Arizona Federal to take action on limits based on any 
internal negative behavior, to reduce limits on potential risk and to establish 
outreach programs for “at-risk” members. 
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The Experian data comprised generic credit attributes, including loan debt 
elsewhere and the monitoring for new credit; custom attributes to help remove the 
potential for “false-positive” results; credit migration indicators, primarily custom 
attributes that contribute to its portfolio performance; and scores, including risk, 
ability-to-pay and bankruptcy-risk scores. 

This data itself was useful and employed in several ways. It helped to limit 
loan reductions and exposure to unsecured mortgages. It provided key data for 
knowledgeable conversations and helped to identify candidates for settlement. It 
assisted in flagging strategic defaulters — those who are deliberately defaulting as 
a financial strategy and not involuntarily — for the credit union’s outreach program.

The data also assisted in creating loss models and delinquency-roll rate models. 
It helped to reduce loss exposure without purging all bad loans. It delivered a 
snapshot of a member’s current financial condition, and it enabled Arizona  
Federal to generate projections that fell within 3 percent of actual experience.

On the monitoring and validation front, Arizona Federal:

•	 Ran	multiple	models,	including	those	that	compared	the	performance	of	its	
members with negative trends elsewhere. This included performance with 
Arizona Federal, with others, and with and without limit reductions. 

•	 Compared	actual	versus	expected	performance.

•	 Regularly	updated	its	loss-projection	and	delinquency-roll	modules.	This	
complemented the allowance made for loan and lease-loss calculations.

What the changes triggered
Arizona Federal’s results from changes made only from its portfolio lines proved 
substantial and noteworthy.

The credit union managed to limit reductions of nearly $28 million since November 
2007 and avoided $4.7 million in actual losses. The $4.7 million savings was from 
credit lines it closed where the entire loan later defaulted. 

The credit union’s return on investment equaled savings valued at 10 times the  
cost as the $4.7 million in savings from loss since 2007. Arizona Federal also  
rewrote $29 million in workout loans that still are performing, and loss rates and 
delinquency rates are less than 10 percent.

As for predicting default using credit migration by comparing credit- and account-
based account reviews, 25 percent were made without consideration of internal 
delinquency patterns, 41 percent were made with consideration of internal 
delinquency patterns, and two triggers are performing with an astounding  
88 percent predictability of loss.
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Today, the landscape for Arizona Federal is much healthier.

While its assets have declined to $1.25 billion and its loans outstanding to  
$537 million, its capital ratio has improved to 6.81 percent (still below the  
historic 10 percent), and its loan delinquency rate has declined to 2.79 percent. 
The percentage of its loan portfolio in “E”-tier credit, while still high by historic 
standards, has declined to 18 percent from 30 percent at year-end 2009.

Overall, the credit union is realizing specific improvements. It is using key financial 
data in managing its risk, and that will continue. Delinquency is dropping, as its loss 
rates are less than 7 percent and falling compared with 12 percent previously.  
It has restored $12 million in lines of credit it had reduced. It is focusing on proactive 
collections, and data is powering settlement campaigns and queue strategies.

The credit union has posted early success in using recovery scores, which typically 
assess a consumer’s likelihood of payment based on his or her current levels of 
indebtedness, past history of debt and repayment. Recoveries are projected to be  
30 percent to 50 percent of gross charge-offs monthly.

What others can learn from Arizona Federal 
Arizona Federal’s case study illuminates what lending institutions can do to better 
manage troubled portfolios. It also spotlights how assistance from Experian and its 
vast store of consumer data can help a business become profitable again.

Arizona Federal’s improvement underscores the need for a lending institution to:

•	 Keep	its	strategy	flexible	to	react	quickly

•	 Segment	and	understand	its	customers’	behaviors

•	 Think	about	member	retention	in	the	long	term

The process of reviving and managing a troubled portfolio isn’t one accomplished 
overnight. It involves a sound strategy and a plan of action that takes time to 
develop and execute. However, the rewards and the return on investment can well 
exceed the costs. Arizona Federal certainly found it well worth the effort. 
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