WHAT BORROWERS NEED TO
KNOW ABOUT CREDIT SCORING
MODELS AND CREDIT SCORES

HEARING

BEFORE THE

SUBCOMMITTEE ON
OVERSIGHT AND INVESTIGATIONS

OF THE

COMMITTEE ON FINANCIAL SERVICES
U.S. HOUSE OF REPRESENTATIVES

ONE HUNDRED TENTH CONGRESS

SECOND SESSION

JULY 29, 2008

Printed for the use of the Committee on Financial Services

Serial No. 110-133

&

U.S. GOVERNMENT PRINTING OFFICE
44-906 PDF WASHINGTON : 2008

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001



HOUSE COMMITTEE ON FINANCIAL SERVICES
BARNEY FRANK, Massachusetts, Chairman

PAUL E. KANJORSKI, Pennsylvania
MAXINE WATERS, California
CAROLYN B. MALONEY, New York
LUIS V. GUTIERREZ, Illinois
NYDIA M. VELAZQUEZ, New York
MELVIN L. WATT, North Carolina
GARY L. ACKERMAN, New York
BRAD SHERMAN, California
GREGORY W. MEEKS, New York
DENNIS MOORE, Kansas
MICHAEL E. CAPUANO, Massachusetts
RUBEN HINOJOSA, Texas

WM. LACY CLAY, Missouri
CAROLYN McCARTHY, New York
JOE BACA, California

STEPHEN F. LYNCH, Massachusetts
BRAD MILLER, North Carolina
DAVID SCOTT, Georgia

AL GREEN, Texas

EMANUEL CLEAVER, Missouri
MELISSA L. BEAN, Illinois

GWEN MOORE, Wisconsin,
LINCOLN DAVIS, Tennessee

PAUL W. HODES, New Hampshire
KEITH ELLISON, Minnesota

RON KLEIN, Florida

TIM MAHONEY, Florida

CHARLES A. WILSON, Ohio

ED PERLMUTTER, Colorado
CHRISTOPHER S. MURPHY, Connecticut
JOE DONNELLY, Indiana

BILL FOSTER, Illinois

ANDRE CARSON, Indiana

JACKIE SPEIER, California

DON CAZAYOUZX, Louisiana
TRAVIS CHILDERS, Mississippi

SPENCER BACHUS, Alabama
DEBORAH PRYCE, Ohio

MICHAEL N. CASTLE, Delaware
PETER T. KING, New York

EDWARD R. ROYCE, California
FRANK D. LUCAS, Oklahoma

RON PAUL, Texas

STEVEN C. LATOURETTE, Ohio
DONALD A. MANZULLO, Illinois
WALTER B. JONES, JRr., North Carolina
JUDY BIGGERT, Illinois
CHRISTOPHER SHAYS, Connecticut
GARY G. MILLER, California
SHELLEY MOORE CAPITO, West Virginia
TOM FEENEY, Florida

JEB HENSARLING, Texas

SCOTT GARRETT, New Jersey

GINNY BROWN-WAITE, Florida

J. GRESHAM BARRETT, South Carolina
JIM GERLACH, Pennsylvania

STEVAN PEARCE, New Mexico

RANDY NEUGEBAUER, Texas

TOM PRICE, Georgia

GEOFF DAVIS, Kentucky

PATRICK T. McCHENRY, North Carolina
JOHN CAMPBELL, California

ADAM PUTNAM, Florida

MICHELE BACHMANN, Minnesota
PETER J. ROSKAM, Illinois

KENNY MARCHANT, Texas
THADDEUS G. McCOTTER, Michigan
KEVIN McCARTHY, California

DEAN HELLER, Nevada

JEANNE M. ROSLANOWICK, Staff Director and Chief Counsel

1)



SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS
MELVIN L. WATT, North Carolina, Chairman

LUIS V. GUTIERREZ, Illinois GARY G. MILLER, California

MAXINE WATERS, California PATRICK T. MCHENRY, North Carolina
STEPHEN F. LYNCH, Massachusetts EDWARD R. ROYCE, California
EMANUEL CLEAVER, Missouri RON PAUL, Texas

MICHAEL E. CAPUANO, Massachusetts STEVEN C. LATOURETTE, Ohio

AL GREEN, Texas J. GRESHAM BARRETT, South Carolina
RON KLEIN, Florida MICHELE BACHMANN, Minnesota

TIM MAHONEY, Florida PETER J. ROSKAM, Illinois

ED PERLMUTTER, Colorado KEVIN McCARTHY, California

JACKIE SPEIER, California

(I1D)






CONTENTS

Page

Hearing held on:

JULY 29, 2008 ...ttt ae s 1
Appendix:

JULY 29, 2008 ..ottt ettt e e b e sateebeenaaeenee 57

WITNESSES
TUESDAY, JULY 29, 2008

Abrahams, Clark, Chief Financial Architect, SAS Institute, Inc. .........ccccuuveee... 36
Goerss, Richard G., Chief Privacy Officer and Regulatory Counsel, Equifax,

IC. ettt 11
Hendricks, Evan, Publisher and Editor, Privacy Times ........ccccocceevvieecveeennnennn. 41
Oliai, Stan, Senior Vice President, Experian Decision Analytics, Experian

PLOC ettt ettt ettt e ae et s bt et e bt e nas 9
Quinn, Thomas J., Vice President, Fair Isaac Corporation 7
Staten, Dr. Michael, Professor, University of Arizona ..........ccccceeeveivenienieeennnnn. 37
Turner, Dr. Michael, President and Senior Scholar, Political and Economic

Research Council (PERC) ....ccccooociiiiiiiiiecieeec ettt 39
Wiermanski, Chet, Group Vice President, Global Analytical and Decision

Systems, TransUnion LLC .....ccoooiiiiiiiiiiiieeieeieceeee et e e 13

APPENDIX
Prepared statements:
Abrahams, CIATK  ........ooooueiiiiiieeieeee e eeeetee e e e et e e e eeeaareeeeeeeenes 58
Goerss, RIichard G. ......occoiiioiiiiiieecee e et 82
Hendricks, EVAN ....ooooiiiiiiiiieee ettt e 119
() - T 1 7Y« RS R R RURR 126
QuIND, ThomAS J.  .oocoiiiiiiec ettt e e e rae e e reeeea 136
Staten, Dr. MIichael .........cccooiiiiiiiiiiiiiec et 140
Turner, Dr. MAchael .........ooooiiiiiiiiiiiecee e eanaees 153
Wiermanski, CRet .......ccccoooiiiiiiiiecciee ettt ee e 173
ADDITIONAL MATERIAL SUBMITTED FOR THE RECORD
Watt, Hon. Melvin L.:

Letter to Federal Reserve Chairman Ben Bernanke from Chairman Watt,

dated July 24, 2008 .......cccoeiiiiiiiiie et 184
Letter to Federal Trade Commission Chairman William Kovacic from

Chairman Watt, dated July 24, 2008 ........c.cccocoviieiiiiiriieeeiieeeiieeerieeeees 185
Letter to Mr. Jack Forestell, Capital One, from Chairman Watt, dated

JULY 24, 2008 ..ot sttt et neas 186
Written statement of Jack Forestell, Capital One .........ccccccovvcvveivciieencineenne 188
Response letter from Federal Trade Commission Chairman William

Kovacic, dated July 28, 2008 ........cccooiiriiiiriieiieiieeieeete et 195
Written statement of Sandra F. Braunstein, Board of Governors of the

Federal Reserve SYStem ........ccccviieciiiieiiee e eceeeeeeee e re e e evneeeevaeen 203

Consumer Federation of America press release, dated July 10, 2008
Written statement of Payment Reporting Builds Credit ..

Responses to questions submitted to Clark Abrahams .. . 231
Responses to questions submitted to Richard Goerss ..........ccccccoviieviienieenns 235
Responses to questions submitted to Stan Oliai ........ccccccevevvieeiecieeicieeennnen. 242
Responses to questions submitted to Thomas J. QuInn ..........ccccceeveevveennnns 251

%)






WHAT BORROWERS NEED TO
KNOW ABOUT CREDIT SCORING
MODELS AND CREDIT SCORES

Tuesday, July 29, 2008

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON OVERSIGHT
AND INVESTIGATIONS,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2 p.m., in room
2128, Rayburn House Office Building, Hon. Melvin L. Watt [chair-
man of the subcommittee] presiding.

Members present: Representatives Watt, Cleaver, Green, Speier;
Royce, and Barrett.

Chairman WATT. This hearing of the Oversight and Investiga-
tions Subcommittee of the Financial Services Committee will come
to order. Without objection, all members’ opening statements will
be made a part of the record, and I will recognize those who wish
to make an opening statement in order of seniority. I will now rec-
ognize myself for 5 minutes for an opening statement to kind of
frame what we are here about.

I welcome all of you here. Credit reports and credit scores have
become important instruments in evaluating whether to extend
credit to borrowers. Surveys taken by the Consumer Federation of
America indicate that most individuals do not understand credit
scores even when they think they are knowledgeable about credit.
Perhaps I am the best example of that. I probably know more
about credit reports and credit scores today than I ever have before
because, for the first time ever in my entire life, in preparation for
this hearing, I actually got a copy of my credit report and my credit
score; and even tried to get three of them, but I didn’t have enough
information to get into the machine to do all of that.

As the economy has slowed and credit is becoming harder to get,
it has become even more important for consumers to understand
credit reports, credit scores, and what it takes to improve them.

Today’s hearing will focus on credit scores and credit scoring
models, consumer access to credit scores, and proposals to use al-
ternative data in assessing the creditworthiness of consumers. We
are fortunate to have with us today representatives of all three of
the nationwide credit reporting agencies, Experian, Equifax, and
TransUnion, as well as a representative of Fair Isaac Corporation,
which is widely credited with developing the first credit scoring
model that became widely used in evaluating credit. These wit-
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nesses are very knowledgeable and will help us to understand the
process by which credit scores are calculated.

While we do not have a user of credit scores with us today, we
do have a written statement from Capital One, one of the largest
users of credit scores, explaining how they use both external and
internally developed credit scores. Including this information in the
hearing record will assist us in understanding how credit scores
are developed and how they are evaluated by lenders when making
credit decisions.

So I ask unanimous consent to insert the written statement of
Capital One into today’s hearing record at this point. Without ob-
jection, it is so ordered.

We will also explore at today’s hearing the use of so-called “alter-
native credit data,” such as rent and utility payments, in evalu-
ating an individual’s creditworthiness. This issue has a particular
importance to individuals who have little or no credit history, com-
monly referred to as consumers with what are called “thin files.”
Some believe that increased reporting and consideration of this
type of data could help to improve access to credit by consumers,
especially those with thin files or those who have no payment his-
tories currently being collected by the credit reporting agencies.

Others have raised concerns, however, about the collection and
use of alternative credit data in evaluating an individual’s credit-
worthiness. Concerns about accuracy, volume, and verifiability of
this information have been raised by some people about alternative
data.

We look forward to hearing more about this issue from our wit-
nesses; and that is a segment of our hearing, which I hope those
who raised it and wanted me to include it as part of the hearing
will show up to talk about.

In addition to the written statement I have submitted for the
record from Capital One, I also request unanimous consent to sub-
mit written statements from the Federal Trade Commission and
Payment Reporting Builds Credit. We have requested a written
statement from the Federal Reserve, and we will submit that for
the record when we receive it, although it is not here today.

The Equal Credit Opportunity Act provides that a creditor may
consider age in a credit scoring model as long as it is not assigned
a negative value and is empirically derived and statistically sound
in accordance with the Federal Reserve Board’s regulations. And
that is what we expect the Federal Reserve’s written statement to
explain, how they have been implementing this requirement.

The Federal Trade Commission, under the Fair and Accurate
Credit Transactions Act, is charged with establishing the fair and
reasonable fee that consumer reporting agencies may charge for
disclosure of a consumer’s credit score and their written statement,
and the FCC’s written statement explains how they have imple-
mented this requirement. Payment Reporting Builds Credit, a con-
sumer reporting agency that allows consumers to enroll and self-
report on-time alternative credit information has also submitted a
written statement describing their unique process. And without ob-
jection, I would submit for the record the FTC’s statement and the
statement of Payment Reporting Builds Credit. It is so ordered.
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I thank all of our witnesses for being here today and look for-
ward to an informative and useful hearing. And with that, I will
recognize the gentleman from South Carolina, Mr. Barrett, who is
substituting for our ranking member, who couldn’t be with us
today. You are recognized for 5 minutes.

Mr. BARRETT. Thank you, Mr. Chairman. I appreciate it.

Gentlemen, thank you for coming today.

Mr. Chairman, I want to thank you for holding this timely hear-
ing on what borrowers need to know about credit scoring models
and credit scores. Given the influence of credit scores on the finan-
cial lives of Americans, this hearing is appropriate and much need-
ed.

Credit scores are not just numbers. The scores affect many parts
of Americans’ lives, including the terms and rates of their credit
cards, what they pay on their mortgages, and even their job
searches.

Unfortunately, credit scores are often misunderstood, and I hope
this hearing will help clear up some misconceptions about these
seemingly mystical numbers, which I believe allow credit to be ex-
tended more effectively and efficiently.

Before coming to Congress, I ran a small furniture store in the
town of Westminster, Barrett’s Furniture—Your First Choice for
Quality and Value, gentlemen, by the way. We are not in business
anymore, so no more deals.

Because I knew most of the people who came in my store—I
knew where they worked, I knew their families, I knew their char-
acter—I was able to determine the credit risk readily available and
often extended credit to those who might look a little risky on
paper. Even if my customers might have to stretch a bit to make
payments, they would make them; and because they would have to
see me in the grocery store, walking around town, they felt obliged
to do so in many cases. The system worked for me at Barrett’s Fur-
niture.

However, larger businesses or ones that are online need a way
to determine the creditworthiness of a much bigger group of people,
and credit scores provide a valuable tool to compare the credit risks
of borrowers. Credit scores are simple, inexpensive, and effective
predictors of risk that a business owner can use to make sound
business decisions.

Generally, as policymakers, we want to create an environment
where lenders can price risk as accurately and efficiently as pos-
sible, and the market will encourage and improve tools that help
lenders make these risk calculations more accurate. Because of
competition, lenders will choose to price risk as accurately and
competitively as possible. Lenders want to ensure that their rates
are competitive so they can attract borrowers.

At the same time, a lender who makes a practice of lending
money that never gets repaid will probably not be in business too
long. If credit scores are a valuable tool for predicting risk, they
will apply them to lending decisions; but if credit scores don’t accu-
rately predict risk of late payments or default, they won’t use them
anymore. In short, the free market should help ensure the validity
of credit scoring.
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We have seen in the mortgage markets what can happen without
proper lending discipline. While credit scores are only one tool that
lenders can use to determine who gets a loan and the terms of a
loan, I think it is a valuable tool in the way they are standardized,
inexpensive, unbiased, and, most importantly, predictive of risk.

I would be very concerned about curtailing or banning the use of
any impartial measure that helps companies better determine risk.
I would also be concerned about any efforts that would make this
number less predictive of risk. If we did any of these things, we
would drive up the cost of credit for lower-risk borrowers, and we
would essentially be subsidizing the risk for high-risk borrowers.

While availability of credit can be a benefit for those who can
repay, we have seen in the housing market what happens when
credit is widely available for those who cannot pay. Credit scores
are not only a market-based method of allowing businesses to bet-
ter estimate risk; they also reward sound financial decisions by
borrowers. Credit scores are based on objective numbers and pat-
terns of behaviors, and the very acts that lead to high credit scores
basically constitute sound financial behavior.

Simply paying bills on time and not overextending oneself with
debt tends to lead to better financial health; I think that is pretty
much a given. At the same time, borrowers should know that credit
scores are accurate measures of financial behavior; and I applaud
Congress for passing the Fair Credit Act and the FACT Act so that
consumers know their personal information is protected and that
their credit reports contain accurate information.

Americans should also be familiar with what they should be
doing for a good credit score, which should then also help improve
financial behavior. I plan to hold a TeleTown Hall meeting for my
constituents on financial literacy, because I believe this is an im-
portant skill for Americans. We should have the proper tools to
make sound financial decisions, and I hope that this hearing will
reinforce that, Mr. Chairman.

Once again, I would like to thank you for holding this hearing,
Mr. Chairman, and I am confident that the findings will be very
informative. I yield back.

Chairman WATT. I thank the gentleman for being here and for
substituting for the ranking member.

Mr. Cleaver, do you wish to make an opening statement?

Mr. CLEAVER. Yes, Mr. Chairman.

Chairman WATT. You are recognized for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman, and Acting Ranking
Member Barrett.

To the witnesses, we appreciate very much your presence and
participation in this subcommittee hearing. I am very anxious to
hear your testimony and to become involved dialogically with you,
because I have some understandable concern about this issue.

The timing of this hearing, Mr. Chairman, I think is very, very
appropriate, maybe fortuitously because of the current challenges
facing the American public with the housing value dropping almost
daily. And with almost all of the financial indicators suggesting
that this may be one of the toughest financial periods that the peo-
ple in our country have faced, at least this generation, credit be-
comes extremely important.
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Recent news reports and congressional intervention have indi-
cated that the impact of mortgage defaults has extremely damaged
or decreased the availability of credit. Banks just a few years ago
were making loans through the drive-out/drive-in window. You
would just drive by and wave, and you got a loan.

And, of course, today it is very difficult, as you know, to get
loans; the banks are closing their wallets. So the information that
is gained for purposes of attaining credit and the vehicle by which
credit is issued is of utmost importance right now.

A few years ago, I brought my grandmother, my maternal grand-
mother, from Waxahachie, Texas, to Wichita Falls, Texas. She was
unable to care for herself, so we brought her up to give her a
chance to spend her sunset years with two of her four grand-
children.

My grandmother eventually died, and as my sister and I began
to put the pieces together, we discovered that not only did our
grandmother not have a checking account, we could find no evi-
dence that she had ever had one. We found no evidence that she
ever had a savings account. She did have some money that she had
sewn into a pillow. That was her savings. And you could see where
she had restitched many, many times where she made deposits.

So I came to the conclusion—and she had an insurance policy,
which needs to be discussed at another hearing, where she was
paying 50 cents a week. And on the day she died—she had been
paying it since I was a little boy; I remember when the insurance
man used to come by with a little leather bag to collect his 50 cents
every week, and when she died, she had $350 in life insurance. But
that is another hearing.

The point I want to make is that my grandmother had no credit,
but she paid all her bills. If she was out of town and her water bill
became due, she would go back home to pay $3.50 for a water bill.

I am very interested in some of the uncommon ways that the En
Bancs are functioning today. The Missouri Department of Insur-
ance filed a report which suggested that the average credit scores
were 12.8 percent lower in the inner cities of Kansas City and St.
Louis in what is called the Boothill, the southern part of the State
of Missouri—12.8 points lower. It also reported that certain ZIP
codes could be looked at to see the low credit scores.

I am interested in discussing all of these issues with you, and I
appreciate Chairman Watt calling this hearing. I look forward to
your testimony.

Thank you, Mr. Chairman.

Chairman WATT. I thank the gentleman for his opening state-
ment. And as usual, he brings a real-world perspective to these
issues, so we need that.

The gentleman from California, Mr. Royce, is recognized for 5
minutes.

Mr. RoYCE. Mr. Chairman, thank you. I would just like to briefly
welcome Mr. Stan Oliai here from Costa Mesa, which is in Orange
County, California. He is the senior vice president of decision
sciences for Experian Decision Analytics. Experian is here, along
with Equifax and TransUnion; they are the three major credit re-
porting agencies that provide useful information to both consumers
and to lenders in the United States.
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I think the ability of lenders to properly assess the risk posed by
potential borrowers through risk-based pricing is one of the most
fundamental tools necessary for our financial services sector to
function properly here in the country. Additionally, a consumer’s
ability to track their credit report through credit monitoring serv-
ices allows them to understand what is impacting their credit
score. It helps protect them against identity theft, and it limits the
damage following security breaches.

So, again, I would like to welcome Stan Oliai here and all of our
other witnesses testifying today. I yield back the balance of my
time, Mr. Chairman.

Chairman WATT. I thank the gentleman for being here.

The gentlelady from California is recognized for 5 minutes.

Ms. SPEIER. Mr. Chairman, thank you for providing us the oppor-
tunity to have this hearing. I think the consumers of this country
would be well-served to listen in on what we are going to be talking
about this afternoon.

I want to welcome Mr. Quinn from Fair Isaac—which is located
in northern California—a company that, over the years, I
interacted with when I was in the State legislature.

I would just like to say in my opening comments that there is
an incredible mystique associated with one’s FICO score. And when
I have reviewed this in the past, I am reminded of its being like
a black box. We really don’t know what goes into the Fair Isaac for-
mula to come up with the FICO score, and in many respects it is
guarded more rigorously than Fort Knox.

Having said that, I would just like to say to all of you who will
be participating in this first panel, the biggest problem is with the
errors in credit reports; and when there are errors in credit reports
that are then transmitted to Fair Isaac and then incorporated into
a FICO score, it is virtually impossible to undo it.

I was part of an exercise with a local TV station in Sacramento
a couple of years ago where we took my credit information and
looked at my FICO score and looked at the errors associated with
my credit reports. And, Mr. Chairman, I would think it would be
an interesting experiment if all the members who are on the com-
mittee this afternoon were given an opportunity to look at their
FICO scores and then their credit reports to see how much misin-
formation there is in one’s credit report. Because the credit report,
from a historical perspective, has looked at 40 percent error rates
associated with what is in the credit report. When that is then
factored into a FICO score, you can see how many consumers
across this country would be dismayed at a credit score that was
not, in fact, reflective of their credit behavior.

I yield back my time.

Chairman WATT. I thank the gentlelady for being here. And we
also were surprised at the interest in this hearing today. We wel-
come the presence of C—SPAN 3 that is covering this hearing. I
think the topic has kind of taken on a life of its own in this credit
environment, in this mortgage environment.

So we are anticipating an extremely interesting, informative, and
educational hearing. It is not just for legislative purposes, but
hopefully, people will look in and become more informed about
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their own individual credit. And if they do that, I think we will
have achieved a nonlegislative objective also.

I am going to proceed with introducing the witnesses. Their full
biographies will be put into the record, so I am going to do a very,
very abbreviated—with your permission—introduction of the wit-
nesses.

Our first witness will be Mr. Thomas J. Quinn, who is the vice
president at Fair Isaac Corporation, the corporation that I de-
scribed briefly in my opening statement.

Our second witness has been informally introduced by his Mem-
ber of Congress, Mr. Royce. He is Mr. Stan Oliai—I think I got it
right—senior vice president, Experian Decision Analytics, Experian
PLC.

Our third witness on this panel will be Mr. Richard G. Goerss,
chief privacy officer and regulatory counsel at Equifax, Inc.

And our final witness on the first panel will be Mr. Chet
Wiermanski, group vice president, global analytical and decision
systems, TransUnion LLC.

Without objection, each of your written statements will be made
a part of the record in their entirety, and each of you will be recog-
nized for 5 minutes or thereabouts to summarize your testimony.

You have a lighting system in front of you. It starts off green,
goes to yellow at 4 minutes and to red at 5 minutes. We don’t ex-
pect you to stop in the middle of a sentence; just sum up as quickly
as you can. I have not been accused of being all that tough on the
gavel in opening statements because we are here to learn what you
have to tell us. But your full statements will be made a part of the
record, and so we hope that you will summarize within approxi-
mately 5 minutes.

Mr. Quinn, you are recognized for 5 minutes.

STATEMENT OF THOMAS J. QUINN, VICE PRESIDENT, FAIR
ISAAC CORPORATION

Mr. QUINN. Mr. Chairman, and members of the subcommittee,
my name is Tom Quinn, and I am vice president of global scoring
solutions for Fair Isaac Corporation. Thank you for the opportunity
to testify before you today regarding consumer education issues in-
volving credit scores.

Founded in 1956, Fair Isaac Corporation is the leading provider
of analytics and decision-making technology. We are not a credit
reporting agency, but partner with the national credit reporting
agencies to implement and distribute the FICO scores we develop
to the thousands of U.S. lenders who use this score in their deci-
sion process.

A FICO store is a three-digit number ranging from 300 to 850,
where the higher the score, the lower the risk. Lenders use the
score, along with other information, to decision the request for
credit and set the credit line and pricing terms.

Creating the FICO score model requires two samples of credit re-
ports, 2 years apart, for the same randomly selected depersonalized
set of consumers provided by one of the national credit reporting
agencies. Those credit factors found to be most powerful and con-
sistent in predicting credit performance individually and in com-
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bination form the basis for the complex mathematical algorithm
which becomes the score.

The traditional FICO score model evaluates five broad types of
data elements from the consumer credit report. These include, list-
ed in order of importance: Previous credit payment history, about
35 percent contribution; level of outstanding debts, about 30 per-
cent contribution; length of credit history, 15 percent contribution;
pursuit of new credit, 10 percent contribution; and mix of type of
credit, about 10 percent contribution.

FICO scores were first introduced to the marketplace in 1989
and have been consistently redeveloped and updated throughout
the years to ensure their predictive strength. Since it was first in-
troduced, authorized user credit account information present on the
credit report has been considered in the FICO score calculation.

Last year, Fair Isaac announced that with our new model up-
date, which is referenced as FICO ’08, authorized user accounts
would no longer be included in the calculation of the scores. Fair
Isaac was trying to protect lenders and consumers from a new type
of credit repair practice known as “piggybacking.” Piggybacking is
an attempt to artificially and deliberately misrepresent consumers’
credit histories to potential lenders by paying consumers with good
credit scores to add strangers with poor credit scores to their credit
card account as an authorized user.

After consulting with the Federal Reserve Board and the Federal
Trade Commission earlier this year, we have now decided to con-
tinue considering authorized user account tradeline information in
the FICO ’08 models. Our scientists have devised a method to con-
sider these trades while materially reducing the negative impact
that could arise from the piggybacking practice.

Fair Isaac also pioneered the use of alternative data to assist in
credit decisions for the 30 to 50 million consumers with thin credit
files or no credit files. Our FICO expansion score service evaluates
nontraditional credit history information provided by specialized
credit bureaus, including payment performance records for pur-
chases such as furniture bought on layaway, verified bill payment
information, membership account performance at retail lenders,
and selected performance involving bank deposit accounts such as
the propensity to overdraw checking accounts.

Fair Isaac has been a pioneer in consumer education about credit
scores. On March 19, 2001, Fair Isaac, in partnership with Equifax,
launched its score explanation Web site for consumers called
myFICO.com. At myFICO.com the consumer obtains their FICO
score, the underlying credit report on which it was generated, as
well as a detailed explanation of the score and the reasons why
their score was not higher.

The price of the product was $12.95 in 2001, when first intro-
duced, and has increased over 7 years to, currently, $15.95, for an
average annual rate of increase of 3.3 percent. During the past 7
years, Fair Isaac has introduced additional products to help con-
sumers with their credit management objectives.

To date, approximately 20 million FICO scores have been deliv-
ered to consumers from myFICO.com and Equifax.com via affili-
ates. By using myFICO, consumers have taken the step to control
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their credit lives and help improve and protect their overall finan-
cial health.

There also is an abundant amount of educational materials about
credit scoring on myFICO.com; myFICO has also partnered with
consumer outreach entities such as the Consumer Federation of
America on creation of credit score educational materials which
have been distributed to thousands and thousands of consumers
nationwide by both organizations.

Fair Isaac is regulated at the Federal level by the Federal Trade
Commission. We have a regular, ongoing dialogue with the FTC in
which we explain our products and practices. In addition, we fre-
quently interact with and conduct education programs on FICO
scores for the FTC, the OCC, the OTS, the FHA, the FDIC, and the
Federal Reserve. We also regularly speak with many State attor-
neys general and other government officials.

I thank you for the opportunity to share with you Fair Isaac’s ex-
pertise and experience in this important area.

[The prepared statement of Mr. Quinn can be found on page 136
of the appendix.]

Chairman WATT. Thank you so much for your testimony.

Mr. Oliai.

STATEMENT OF STAN OLIAI, SENIOR VICE PRESIDENT,
EXPERIAN DECISION ANALYTICS, EXPERIAN PLC

Mr. OL1AL Good afternoon, Chairman Watt, Representative Bar-
rett, and members of the subcommittee.

My name is Stan Oliai, and I am senior vice president for
Experian Decision Analytics. I would like to thank the committee
for the opportunity to testify here today and provide the informa-
tion that will describe how credit scores are developed and used.
I will summarize the longer statement that I have submitted for
the record.

In starting, I would like to go over a brief background of
Experian. With our North American headquarters in Costa Mesa,
California, Experian currently operates in 65 countries with more
than 15,000 employees worldwide. Experian is well known in the
United States as one of the three national credit reporting agen-
cies; however, Experian is also a global leader in providing infor-
mation, analytical tools, and marketing services to organizations
and consumers to help manage the risk and reward of commercial
and financial services. My business unit, Decision Analytics, serves
as one of the world’s largest providers of software for credit scoring,
fraud detection, and risk-based pricing.

Most lenders use a credit score to estimate the relative risk that
a consumer presents in repayment of a loan, and use the score as
part of a process to price the product accordingly. The use of scores
for risk-based pricing has led to significant increases in efficiencies
in the market that provides tremendous benefit to both businesses
and consumers. Some of the tangible consumer benefits include less
cross-subsidization of risk, lower prices, more available capital, and
real-time lending decisions.

Despite these benefits, the process is often not fully understood
or appreciated. One thing that is sometimes misunderstood is the
role of the credit reporting agency in the lending process.



10

I want to emphasize that neither the company that developed
scores nor the credit reporting agency that delivered the informa-
tion to scoring models participate in the actual lending decisions.
We simply are not in a position to testify as to how scores are
weighted or what other information, besides the scores, is consid-
ered when a lending decision is made. The lender is the entity that
makes those decisions.

Credit reporting agencies do, however, provide credit reports and
can generate a credit score from a model chosen by a lender. These
credit scores are then used in the lenders’ own proprietary under-
writing process which would likely use information from multiple
internal and external sources when making such a decision.

It is worth noting that each lender is different. An acceptable
risk level for one lender may not represent an acceptable risk level
for another. For example, one lender may see one recent 60-day
late payment as acceptable while another may not.

I would like to briefly describe what a credit score is and how
it is calculated.

A credit score is a numerical expression of risk of default based
on a credit report. The score is produced by a mathematical for-
mula created from a statistical analysis of a large representative
sample of credit reports. The formula is typically called a “model.”

The credit score is calculated by the model, using only informa-
tion in the credit report. These reports include the following types
of information: The credit account history, such as was the account
paid, was it paid on time, how long has the account been open, and
what is the outstanding balance; the type of account, is it a mort-
gage, is it an installment, is it revolving; the public record informa-
tion, liens, judgments, bankruptcies, for example; and inquiries in
the credit file that represent applications for new credit and other
consumer-initiated transactions.

A credit report does not include information such as income or
assets. It also does not include demographic information such as
race or ethnicity. Demographic factors are not used in the calcula-
tion of a credit score.

Regulation B allows lenders to use models that are empirically
derived and demonstrably and statistically sound.

Regulatory oversight of credit scores is accomplished through
routine bank examinations for compliance with a number of laws
that govern fair lending, such as the Equal Credit Opportunity Act.
This makes sense because the lender chooses the scoring model to
assist in this proprietary underwriting process. The lender is ulti-
mately responsible for demonstrating to regulators that the scoring
model it has chosen complies with the lending laws.

Next, I would like to describe how consumers can obtain their
credit scores, as well as maintain a good credit score.

A consumer can obtain a free disclosure of the credit report once
a year from www.annualcreditreport.com. While obtaining an
Experian credit report through that Web site or at any time
through Experian.com, a consumer can obtain their VantageScore
for $5.95. Since Experian believes it is in the consumer’s best inter-
est to acquire the credit report and the score at the same time, we
also offer a combined package of both for $15. This way, consumers
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are able to see how the score and the accompanying reason codes
actually relate to the information in the credit report itself.

The committee has asked about the total number of scores and
consumer disclosures Experian has made to consumers since the
FACT Act was enacted. We are pleased to provide an aggregate of
those numbers to the committee through our trade association, the
Consumer Data Industry Association, or CDIA, that is compiling
this information across the industry, and will provide it to the com-
mittee as soon as possible.

I would also like to describe the benefits of credit scoring. Credit
scores provide a marked improvement over manual review. Their
use allows for lending decisions to be made accurately, efficiently,
and in a timeframe convenient for consumers. Since a credit score
is calculated on the information in the credit file, the potential sub-
jectivity on the part of a lender is limited. Credit scores form con-
sistency in decisions as the same formula is applied evenly across
a lender’s portfolio. In fact, automated credit scoring leaves much
less opportunity for discrimination in a potentially subjective as-
sessment by a lender.

Credit scores are blind to the factors protected by the Equal
Credit Opportunity Act, which include race, color, religion, national
origin, sex, marital status, and age.

In conclusion, credit scores remain one of the great advance-
ments in consumer lending and represent enormous opportunity for
both consumers and lenders. Experian works hard to ensure that
we have accurate and up-to-date credit information. We do this so
that consumers are assured that their credit scores will serve as a
ulseﬁ}ﬁ tool in helping them to obtain the credit for which they are
eligible.

Thank you for the opportunity to express Experian’s views on
this important issue.

[The prepared statement of Mr. Oliai can be found on page 126
of the appendix.]

Chairman WATT. Thank you for your testimony.

Mr. Goerss of Equifax, you are recognized for 5 minutes.

STATEMENT OF RICHARD G. GOERSS, CHIEF PRIVACY
OFFICER AND REGULATORY COUNSEL, EQUIFAX, INC.

Mr. GOERSs. Mr. Chairman, and members of the subcommittee,
I am Richard Goerss, chief privacy officer and regulatory counsel
for Equifax Inc. We have filed written testimony for the record, and
with your permission, I would like to take just a few moments to
highlight that testimony.

I want to thank you for this opportunity to testify regarding
what borrowers need to know about credit scoring models and cred-
it scoring. My oral testimony is primarily focused on the informa-
tion that Equifax provides to consumers about credit scores, and
how consumers can obtain credit scores from Equifax.

Founded in 1899, Equifax Inc. is the oldest, the largest, and the
only U.S. publicly traded of the national companies that provide
consumer information for credit and other risk assessment deci-
sions. As one of the three national credit reporting agencies, the ac-
tivities of Equifax are highly regulated under the Fair Credit Re-
porting Act and other related Federal and State statutes. Equifax
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is a highly responsible steward of sensitive consumer information,
and as such, we are committed to fairness and privacy protection
for consumers.

My written testimony describes what a credit score is, discusses
the benefits which credit scoring provides to both consumers and
lenders, discusses Equifax’s scoring models and scores, explains
how consumers can obtain their credit score directly from Equifax,
and identifies some steps that consumers can take to improve their
creditworthiness and, by extension, their credit scores.

Even more of that information is available on the Equifax Web
site. For $7.95, consumers can obtain a disclosure of the Equifax
FICO, or Beacon score, which is the credit scoring model most com-
monly distributed by Equifax to lenders.

Consumers can request a credit score disclosure by itself, that is,
without a copy of their credit file, a credit monitoring product, or
any other ongoing scoring products, by sending a written request
with proof of identity to Equifax, Post Office Box 105252, Atlanta,
Georgia 30374, or by calling us toll free at 1-877-SCORE-11 or 1-
800-685-1111.

Consumers calling these toll free numbers also have the option
to order their credit score disclosure together with a copy of their
Equifax credit file, and if they choose to, just order a copy of their
Equifax credit file without, in fact, the score disclosure.

In addition to the consumer’s score, the Equifax score disclosure
package includes the key scoring factors that affected the con-
sumer’s credit score, the FTC’s summary of consumer rights under
the Fair Credit Reporting Act and other information.

Additionally, consumers who obtain their free FACT Act annual
file disclosure from Equifax through the annualcreditreport.com
Web site can also obtain credit score disclosure along with their
free annual credit file disclosure, if they wish to do so.

Further, consumers entitled to free credit file disclosures for
other reasons under the Fair Credit Reporting Act or State law can
request free disclosure, free file disclosure at www.Equifax.com/
FCRA where these consumers are also offered the opportunity to
obtain their credit score disclosure. Additionally, at our Web site,
www.Equifax.com, consumers can obtain, at no cost, general but
helpful information about credit scores.

Let me close by saying a word about the critical and positive role
played by credit scores.

These scores promote fairness in consumer lending decisions,
help to make credit available to a broad range of consumers, and
help to increase efficiency and cost effectiveness in our consumer
credit markets. Increasingly, the emphasis on credit scores is help-
ing consumers to better understand their underlying credit reports
and the financial literacy elements of consumer credit.

At Equifax, we are proud of the early and pivotal role we have
played in developing credit scores and working with lenders and
consumers to meet their lending and borrowing needs, but more
needs to be done in this very dynamic marketplace. Equifax, for ex-
ample, is continuing to look at alternative data and other sources
and means for credit scores and for credit decisions.

Thank you again for the opportunity to testify on this important
issue. Equifax looks forward to continuing to work with the Con-
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gress on scoring issues and on educating consumers as to what
they need to know as borrowers about credit scoring models and
credit scores. Thank you.

[The prepared statement of Mr. Goerss can be found on page 82
of the appendix.]

Chairman WATT. Thank you for your testimony.

Mr. Wiermanski, you are recognized for 5 minutes.

STATEMENT OF CHET WIERMANSKI, GROUP VICE PRESIDENT,
GLOBAL ANALYTICAL AND DECISION SYSTEMS,
TRANSUNION LLC

Mr. WIERMANSKI. Chairman Watt, Congressman Barrett, and
committee members, thank you for your invitation to TransUnion
to testify today on the important subject of what borrowers need
to know about credit scoring models and credit scores.

At TransUnion we are proud of our contribution to the con-
tinuing development of credit scoring models which have fostered
the availability of financial services to American consumers.
TransUnion provides our customers in the financial services indus-
try with scoring models which help financial institutions increase
the breadth of their services to consumers. We provide individual
consumers with educational information about credit scores, and
we have for many years encouraged full-file reporting by utilities
and telecommunication firms as, if practiced, benefits in particular
those consumers with thin credit files.

Mr. Chairman, without any doubt, the use of credit scoring has
produced significant consumer benefits. The growth of consumer
credit scoring has allowed lenders to more accurately predict risk
exposure at multiple levels. This has allowed the implementation
of more granular, risk-based pricing strategies which, in turn, has
led to decreased cost and increased availability of consumer credit.
The same phenomenon has occurred in the property and casualty
insurance marketplace.

It is important to explain what a credit score is. A credit score
is simply a numeric reflection of a consumer’s predicted behavior,
such as creditworthiness, based upon an evaluation of several dif-
ferent factors. Prior to credit scoring, lenders relied on individual
loan officers to eyeball a credit application and determine whether
the consumer was a good credit risk. Credit scoring standardizes
that process within a lender’s company and allows for a more objec-
tive and uniform review of applications.

It is important to note that there is not one credit score for a con-
sumer. Credit scoring models vary among lenders, consumer re-
porting agencies, and credit score providers. Credit scoring models
can vary within the same lender, such as if a lender uses one scor-
ing model for approving credit card applicants, but a different
model for mortgage underwriting.

We believe that a credit score such as the TransRisk or
VantageScore a consumer can buy from TransUnion is very useful
in giving the consumer a general understanding of how a lender
may evaluate the consumer’s creditworthiness. Although these
credit scores are used by lenders and insurers, they also allow con-
sumers to have a general understanding of credit scores.
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I should also note that a consumer need not even buy a credit
score to understand the key factors considered in most credit
scores. This type of information is available from us at no cost. Al-
though understanding the credit scoring process has clear con-
sumer benefits, in our experience it is more important for the con-
sumer to verify the accuracy of the information in his or her credit
file at a consumer reporting agency.

At TransUnion, we believe that a consumer’s first priority on this
issue should be to exercise the right to obtain a free annual disclo-
sure of his or her credit report and to ensure that the information
is complete and accurate.

There are hundreds of credit scoring models used by creditors
and insurers, but there are presently just three nationwide con-
sumer reporting agencies which maintain a central Web site,
annualcreditreport.com, from which each American can obtain a
free annual credit report from either TransUnion, Equifax, or
Experian.

Credit scoring models depend on the accuracy, completeness, and
integrity of the underlying information in the credit report; as
such, that deserves priority.

Finally, I want to touch briefly on the issue of alternative data.
There is strong evidence to suggest that consumers would benefit
from the increased reporting of nontraditional credit information.
For example, consumers with thin credit files and, in particular,
minorities, immigrants, young and old, all experience a net benefit
from full-file reporting by energy companies and telecommunication
providers. Consumers with impaired credit histories also obtain a
net benefit from full-file reporting by these companies.

We are presently engaged in a follow-up study to learn more
about the impediments to full-file reporting faced by the utilities
and telecommunication industry. It may be very well that Congress
may have a role to play in removing roadblocks to encourage vol-
untary full-file reporting.

Thank you again, Chairman Watt and Ranking Member Barrett,
for this opportunity to present our views. I look forward to answer-
ing any questions you may have.

[The prepared statement of Mr. Wiermanski can be found on
page 173 of the appendix.]

Chairman WATT. Thank you so much.

I would like to thank all of these witnesses for being with us.

We will now recognize each member of the subcommittee for 5
minutes each to ask questions of this panel. And, as usual, I have
a whole file full of questions. That is what happens when you learn
more and more about what is going on in a particular area.

I would say as a general statement, just to set you at ease, that
I have become more and more convinced of the value of having
some form of credit reporting and credit scoring. There are a couple
of concerns about things, though.

Number one, I noticed when I got my credit report that because
I had gone into a department store, for example, where they told
me, okay, if you open our department store credit card we will give
you a 10 percent discount on your purchase. It sounded like a no-
brainer to me—I mean, 10 percent off the top. But I didn’t realize
until today, when I started reviewing my credit report, that by
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doing that, I was actually worsening my credit. On each of those
three occasions where I did that, I got the 10 percent or 15 percent
discount; on at least two of the three occasions, I have never used
the credit card again.

So the first question I have is, you mentioned that debt is obvi-
ously one of the factors that you consider in your modeling. But in
that case, debt was not the amount that they required me to
charge on that first transaction, but the $5,000 credit limit that
they gave me that I never went back or used.

So I am concerned that either we ought to be making retailers
disclose that opening those accounts could have an adverse impact
on credit or that the definition of debt when you are doing your
modeling perhaps should take into account only what somebody
has incurred as opposed to some limit that they quite often never
use.

In fact, I don’t think on any of the credit cards that I had re-
ported on, I have ever gotten anywhere close to the maximum cred-
it that they have authorized me, yet it seemed to me that you were
taking into account the maximum credit that really never got used.
How can this be addressed?

Now, the second question I have is—and I am going to let you
answer both of these together because I know I am going to run
out of time; and this is happening with a bunch of students now,
apparently. They are shopping around for the lowest rate that they
can get on a student loan.

I noticed on my credit report, when I went shopping for alter-
native credit to find the best available credit, the inquiries count
against my credit rating. That seems to indicate to me I am a bet-
ter shopper, I am a better consumer or to be a positive that I am
shopping around, rather than a negative that I am shopping
around; yet, it seems to me in the models that are being used, that
becomes a negative factor in evaluating my credit.

In fact, all three of your companies will be getting a letter from
a number of us about these student loan issues soon. So if you are
not prepared to answer that one today, we are going to try to get
you to answer it at a later date.

But give me your responses on both of those two issues that I
have raised.

Mr. Oliai, do you want to go first?

Mr. OuIAL I would like to.

On the first question regarding applying for a retail card at point
of sale to get a discount, that is actually a very common practice
and, frankly, like you say, a no-brainer by and large. While it does
post an inquiry to your account, which generally the more inquiries
you have, the higher—the relationship is towards a higher level of
risk, that occurs when there is a good amount of new inquiries.
One, two, or three generally don’t move the dial that much. And
I am using some general terms.

If I were to take your example even that much further, there are
multiple ingredients in a credit score. And so, while having the ad-
ditional retail inquiries may have taken a few points off of it, open-
ing up a new account for which you have so much available credit,
the difference between what you actually used versus the line that
was assigned actually works in your favor. This shows the more
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avalilable credit you have, the better your credit standing in gen-
eral.

So we can’t look at these kind of on a one-attribute-by-one-at-
tribute basis, as it is a combination of factors that come into and
feed the score.

It would be interesting to look at your case in particular. My gut
feeling tells me your score probably would have increased over time
because of that tradeoff between the one inquiry and the increased
amount of available credit.

Chairman WATT. I confess I did have a pretty good credit score,
but it wasn’t 850. I understand that there is a zero probability that
somebody can get an 850 score. That is another thing I learned in
this process.

Mr. Goerss.

Mr. GOERSs. Well, I am not the—the gentlemen here are the
statisticians and model developers. But for the Equifax models, the
combination of inquiries, our models that we develop don’t take in-
quiries into much account at all. So that addresses either—

Chairman WATT. Into much account or into no account?

Mr. GOERSS. Four of our models take them into no account, one
or two of our models use it to less than 1 percent. So most of our
models—

Chairman WATT. So in your model, students who are shopping
around for student loans, making inquiries, that is not going to
count against them?

Mr. GOERsS. That is correct, it would not. Nor—

Chairman WATT. What about you, Mr. Wiermanski?

I am going to get it right at some point. That is what you get
for accusing me of being Polish. I am just going to butcher your
name the rest of the day.

Mr. WIERMANSKI. Just to add to what Stan had mentioned, in-
quiries are included in the model because they prove statistically
that they do rank-order the risk. So that is why any components
in a credit scoring system find their way into the score. The
amount—

Chairman WATT. Say that one more time.

Mr. WIERMANSKI. The inquiries find their way into a credit scor-
ing system based upon empirical and statistically valid data, and
that 1s how they find their way into being included as a component
of a credit scoring model.

The weights that are assigned—

Chairman WATT. So you are saying, by and large, the more in-
quiries you have, generally the worse your credit is going to be. But
for somebody where that is not the case, it ends up working against
them because on a general level, statistical level, it is predicted.

Mr. WIERMANSKI. And as Stan had mentioned, as the number of
inquiries increase over a period of time, they become more severe
in terms of how you might be penalized on your credit score.

I do want to note that in one of our models, developed specifically
for consumers with past credit delinquencies, the presence of the
first inquiry actually is treated positively. So consumers who may
have had delinquent information posted to their credit file, when
they go shopping after a period of time and if that is one inquiry,
they actually are rewarded for shopping responsibly. If there are a
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number of inquiries quickly afterwards, then they do become penal-
ized. So inquiries, by nature, are not always treated negatively.

And then the last piece on student shopping, there is a practice
in the industry, which varies across scoring systems, which is
called “inquiry de-duping,” where inquiries within a period of time
from the same type of institution—and this is particularly imple-
mented for auto loans and mortgages; they group the inquiries
from banks, finance companies and mortgage companies and treat
them as one. And at TransUnion we have looked at this student
shopping phenomenon; and the way that our de-duping process
works, we believe that consumers would not be adversely impacted
by shopping for student loans because the way we go about de-dup-
ing the inquiries, reduced—minimizes that shopping behavior.

Chairman WATT. Okay. My time has expired. We will do follow-
up on the student side of this in particular because I think, more
and more, people are raising this as a concern. And it may not be
a real concern based on what you have testified, but I think we
need to get that verified.

Mr. Barrett is recognized for 5 minutes for questions.

Mr. BARRETT. Thank you, Mr. Chairman.

Mr. Goerss, you mentioned alternative sources rather than, I
guess, your standardized. And there are a lot of different things.
Talk to me a little bit about alternative sources and what other
issues or what other scoring methods we can use.

Mr. GOERSS. There are a number of different alternative sources.
I think probably a definition of alternative data would be data that
is not currently used in the credit file. We, at Equifax, have experi-
ence working with utility companies, have developed and managed
utility exchanges. They contain a limited amount of telco and util-
ity information accounts that are used by the members of that ex-
change in limited roles at this point, but they are used to help the
members determine if a credit deposit needs to be assessed or not.

And so we are working with them and will continue to work in
that area. We are also looking at different sources for rental-type
accounts, such as landlord-tenant, are there other rental-type ac-
counts that can be used.

For all of the information that can be used, that is alternative
data, it is important to analyze what it brings to a credit-reporting
decision. Are the data furnishers or would the data furnishers be
in a position to meet all of the FCRA requirements for data fur-
nishers, in terms of making sure the information is accurate, mak-
ing sure that they participate in the reinvestigation process as
needed? But we feel that there are certainly a lot of opportunities
in that area that we continue to pursue.

Mr. BARRETT. Okay. Let me move along a little bit.

Now, Mr. Oliai, you talked about an automatic credit system. I
guess when I thought about somebody’s credit score, I thought
about a person coming in and somebody taking a look and saying,
“That is Gresham Barrett,” yada, yada, yada.

Do you plug all this stuff into a machine and the machine just
factors all of this data? Tell me a little bit about an automatic cred-
it score.

Mr. OLIAL Sure. First of all, there are so many different types
of credit scores. But, typically, they are implemented electronically,
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so that when a lender or credit granter of any kind pulls a credit
report, the score is returned straight away, either calculated and
returned by one of the bureaus or calculated in their own environ-
ment with their own application processing and decisioning soft-
ware.

So that score is, just as we mentioned before, one element of the
overall credit decision that is then plugged into some sort of deci-
sion framework, that proprietary decision framework that a lender
or credit granter would have. So it is done very much on the fly,
real-time, with respect to credit applications.

Mr. BARRETT. Okay. Mr. Wiermanski, I know when I was in the
furniture business, when we pulled somebody’s credit report, there
was hardly anybody who didn’t have some type of medical bill in
some shape, form or fashion. Tell me how that affects credit scores,
some type of medical bill, because we had people who had excellent
credit with the exception of medical bills, and they always paid
their bills. So, kind of factor that into it.

I am a big proponent of the free market. I think everybody needs
to use their own formula. But would there be an advantage—two
questions: about medical bills; and the possibility of some standard-
ized form that everybody used, just one, rather than several dif-
ferent ones. If you would take those two.

Mr. WIERMANSKI. The way that medical bills would find their
way into a credit bureau typically would be from a bad debt collec-
tion opportunity. So my understanding is that most of the generic
models that are offered, whether they are developed by TransUnion
and other third parties, typically do include those medical items
when they surpass a certain threshold. And, at this point, I don’t
know what that threshold is; I believe it might be $100.

At TransUnion, we have just introduced our new versions of our
TransRisk scores, the 3.0 versions. They do not take medical collec-
tion items into consideration in the score calculation. So we have
engineered those where we cannot include them for credit scoring.

So I think in terms of how we might be able to standardize our
approach, it would be worthwhile to have the debt collection agen-
cies have some type of standardized nomenclature returned to the
bureaus to identify medical debt so that they can be considered in
the scoring systems, or not.

Mr. BARRETT. Okay. Thank you.

Mr. Quinn, say I am a high school student getting ready to go
to college. How do I build my credit history, number one? And,
number two, we as leaders, how do we do a better job of educating
individuals on financial situations, how to keep their rear end out
of debt? That is a South Carolina term; sorry about that.

Mr. QUINN. I think we can all understand that term.

I think one of the best ways to help young adults establish credit
is through the family interaction, parents educating the young
adults about how to manage their credit in their day-to-day exam-
ples in household debt management.

And there is a variety of different institutions out there that
have programs set up to help young people establish credit. Some-
times it requires a cosigning, for example, with a parent. Credit
card issuers do have the authorized user approach as one way to
help younger consumers get established with credit.
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So I think there is a variety of different options out there to help
young people get established with credit. I think, again, the chal-
lenge is, are they aware of that, and if they are not, how can we
collectively make them more aware of those opportunities?

Mr. BARRETT. Thank you, gentlemen.

My time is up, Mr. Chairman.

Chairman WATT. I thank the gentleman.

Mr. Cleaver is recognized for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman.

I was sufficiently depressed listening to you talking about what
you learned about your credit score and the inquiries. I have a lot
of questions, so I am hoping you can give some succinct responses.

Let us say I have a credit card, the “Sink You” credit card, and
I have a $20,000 limit, and someone inquires about my credit, and
my highest monthly balance has been $10,000. But, as the report-
ing comes in, the software suggests that my highest balance is also
my credit limit, so that the $10,000 represents an exhaustion of my
credit, that I have gone to the top.

Does that negatively impact my credit score?

Mr. QUINN. No. With FICO scores, the way we look at credit card
information in calculating the scores is we first look at the limit
field to see if there is information that has been supplied by the
credit card issuer in terms of the line, so the $20,000 in your exam-
ple, if that is available, that is the figure that we would use in try-
ing to calculate a revolving utilization calculation, for example.

If it is missing, then we default to the highest balance field and
use that as the limit in default, if it is not provided in the limit
field, because the data in our analysis shows that is predictive.

If that information is missing, then we bypass that credit card
in any of our utilization calculation characteristics in the score.

Mr. CLEAVER. Thank you.

I am probably more interested in the three rating agencies.

Mr. OuialL I will take the first crack.

With the VantageScore, we actually do not include the trades
without a limit reported.

Mr. CLEAVER. Say that again, please.

Mr. OLIAL In VantageScore—let me take a step back. Typically
where credit limit becomes an issue, or the reporting of credit lim-
its becomes an issue, is when you are calculating utilization or the
relation between the balance on the card over the limit. So—

Mr. CLEAVER. And when you do this, this is not taking into any
account the credit limit?

Mr. OriAL. Well, more often than not, the limit is reported to us.
And so we are getting the actual limit from the card issuer. There
are some models, and you just heard Mr. Quinn talk about one in
which there is some logic built in that will go to high balance if
limit is not available.

As an alternative, with VantageScore, we do not let that par-
ticular trade line come into the utilization calculation where we
have no limit. So it wouldn’t adversely impact a consumer because
an issuer hasn’t reported the limit information.

Mr. CLEAVER. But if a person appears on the credit report to uti-
lize his or her credit limit, that impacts negatively; is that right?
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Mr. Orial. Well, in general, the more available credit that you
have that is used up and therefore not that much available credit
left, that will point in the direction of a higher level of risk on its
own.

As I mentioned before, there are multiple ingredients in a credit
score.

Mr. CLEAVER. Okay. In your opening statement, which I appre-
ciated, you essentially said that the credit rating agencies, and let
me use a Biblical term—there is no respect of persons, right?

Mr. OriAL I am sorry?

Mr. CLEAVER. “No respect,” it is a biblical term, means that no-
body gets preferential ratings, that everything is equal, that you
mentioned there is no consideration given to race or gender. In the
Bible—I don’t want to do a Bible study, but the quote is, “For there
is no respect of persons with God.” Anyway, and now turn, please,
to the New Testament.

[Laughter]

But I have a report here which would suggest the opposite from
the Missouri Department of Insurance, which I made reference to
earlier. It suggests that regions and ZIP codes suggest credit rat-
ings.

Mr. OLIAL One is not necessarily tied to the other. The data that
we use in the credit scores is what is available on the credit report,
and we are completely blind to issues of any kind of ZIP preference
or redlining or race or ethnicity.

The fact that there are correlations doesn’t necessarily imply
cause and effect. So we have done extensive studies, as I am sure
other groups have done, that show that these models work very
well irrespective of what geography or segment of the population
you are looking at.

Mr. CLEAVER. Well, I don’t think it is racial. I mean, the
Bootheel of Missouri is essentially all white, and the report sug-
gests that their credit scores are lower than the wealthier regions.
But it also suggests that if you go to the ZIP codes, the minority
communities then pop up as having lower ratings.

When you are giving out information—this is a question—when
you are giving out information, you do not use any information
other than the actual score? I mean, you are not extracting any in-
formation that would give the lender any clue or indication about
the geography of the person seeking that credit?

Mr. OuIiAL. That is correct; the geography will not play into a
credit score.

I would add, though, that if you were to take it and dissect it
a little bit further, you might look at certain geographies and see
a higher incidence of delinquency or default that has nothing to do
with the geography in general, just that you have like-minded con-
sumers living closer together. And that is probably more what is
driving the score result than anything else.

Mr. CLEAVER. Okay. One final question, Mr. Chairman, please,
sir?

Chairman WATT. Go ahead. It looks like we are going to have to
give people an opportunity to come back. So if the gentleman
doesn’t mind holding his question, we will do another round, be-
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cause I have about 15 more questions that the staff has given me
since I used up my 5 minutes.

Mr. CLEAVER. Well, thank you, Mr. Chairman. I yield back the
balance of my time.

Chairman WATT. Okay. Which you didn’t have.

[Laughter]

Mr. Green is recognized for 5 minutes.

Mr. GREEN. Thank you, Mr. Chairman.

And I thank the Reverend for introducing, I believe it was the
New Testament where you left off. So I will move us from the New
Testament to the Now Testament, if I may, and the Book of Credit.

Mr. Quinn, my suspicion is that you may be picked on more than
your colleagues simply because of the difficulty of pronouncing
their names. So if it seems as though I am leaning toward you, it
may have something to do with this difficulty.

But let’s start with the comment that was made about on-the-fly,
real-time, automated results. I believe that this is a question that
would go to Mr. Oliai.

And am I pronouncing your name correctly, sir?

Mr. OviaL “Oliai.”

Mr. GREEN. “Oliai,” all right. Mr. Oliai, you said real-time re-
sults; what does that mean in terms of actual time? Is it seconds,
minutes? What is it, please?

Mr. OvLialL It is typically subsecond.

Mr. GREEN. Subsecond?

Mr. OLiAlL Yes.

Mr. GREEN. Meaning you can make the inquiry, press some key,
and within as much time as it takes to print, you have the results?

Mr. OuiAL That is a fair statement. Probably an easy example
of that is Chairman Watt’s experience getting the 10 percent dis-
count on a card. That a real-time decision, and the discount was
offered right there on the spot.

Mr. GREEN. And I would assume that this is then full-file tradi-
tional credit?

Mr. OLiAL This would apply to any applicant.

Mr. GREEN. Any applicant? All right, well, let’s talk about an ap-
plicant who does not have traditional credit but may have what we
will call alternative credit—light bill, gas bill, water bill, phone bill,
and maybe some other nontraditional things. Will those be factored
into the file that you currently have?

Mr. OLIAL Those sources of data don’t currently feed the credit
file, but there are multiple offerings. It really depends upon which
ones the lenders choose to employ.

Mr. GREEN. Is it safe to say then, when we have this nontradi-
tional applicant, that we move from real-time to some time more?
Is that a fair statement, if you are going to assess and use the al-
ternative credit?

Mr. OLIAL It is fair to a degree. It really does depend on the situ-
ation and how the lenders make their decision.

Technically speaking, if you are going to now go to another alter-
native source, that is another transaction, another data trans-
mission. That would add to the transaction time. Would it add so
measurably or significantly? Probably not. If the lender had—
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Mr. GREEN. Are you equipped, are you established, are you set
up to go to alternative credit scores immediately upon realizing
their file is thin?

Mr. OLIAL. Experian is not set up to do that automatically today.
We do have a third-party partnership in which, if the lenders
choose to go that route, we can help them set that up.

Mr. GREEN. And that is time-consuming, I assume.

What I am trying to do is get a handle on how long, what does
the process require in terms of time, when you move from tradi-
tional full file to alternative thin file? Can you help me with this,
please?

Mr. OLIAL You know, there is no rule of thumb per se, because
it all is relatively new, and it really is dependent upon the lending
criteria.

The data is available—well, to the degree that the data is avail-
able and pertinent to the decision, it can be brought in. And then
it is incumbent upon the lender to determine how to base their de-
cision on it.

Mr. GREEN. In every case, can you move to an alternative thin
file if the applicant wants you to do so in every case?

Mr. OLIAL That would be a function of what the lender or credit
granter wanted to set up, as opposed to the applicant.

Mr. GREEN. So you are prepared to give us a traditional full-file
result, and if we want something in the alternative, the lender has
to give some judgment as to whether or not it is appropriate to do
so. Is that a fair statement?

Mr. OuIAL I believe that is a fair statement. “Appropriate” in the
context of is it relevant to the decision, does it help align with their
business strategies, etc.

Mr. GREEN. Do you agree that persons with alternative credit
can pay bills and can perform to the same extent as persons who
have the traditional full files—not all, but a good many can? It is
just that you don’t have the means of measuring them to the same
extent that you do the persons with full files. Is that a fair state-
ment?

Mr. OL1AL I believe that is a fair statement.

Mr. GREEN. Okay. See, my concern relates to something that Mr.
Wiermanski—and is that a fair way of pronouncing your name, sir?

Mr. WIERMANSKI. Yes, it is.

Chairman WATT. You just designated yourself as Polish.

Mr. GREEN. Believe me, folks have been trying to figure out what
I am for years. Now I know. This hearing has been a blessing for
me.

But, sir, you seem to indicate that people with thin files, they
don’t get the same benefits as persons with full files, and that some
of these people may be minorities and women. Is that a fair state-
ment?

Mr. WIERMANSKI. Yes, that is.

Mr. GREEN. Would you say that a good many of them are minori-
ties and women?

Mr. WIERMANSKI. No, I would say that it—you are looking at a
thin file right here. One of the few times I could be called thin is
my credit report. So it really does encompass all walks of life.
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Mr. GREEN. But, as is the case with most things, they impact
some more than others. Do they seem to impact minorities and
women more than others?

Mr. WIERMANSKI. I would say that, yes, minorities in particular
and lower-income individuals would benefit more from full-file re-
porting from other—

Mr. GREEN. Or would they also benefit from an automated alter-
native credit scoring system comparable to the full-file traditional
credit scoring system?

Mr. WIERMANSKI. From our perspective and based upon our anal-
ysis, TransUnion does accept utility information and other alter-
native data into our credit reporting system. So from our perspec-
tive, that information being added to a traditional credit report, not
set outside as a different database, would actually make the credit
processing quicker, more efficient, by having all the data in one re-
pository.

Mr. GREEN. So you would recommend your system to those that
do not have a system comparable to yours?

Mr. WIERMANSKI. That is correct.

Mr. GREEN. All right, my time is up. I will wait for the second
round. Thank you, Mr. Chairman. I yield back the time that I do
not have.

Chairman WATT. Ms. Speier, you are recognized for 5 minutes.

Ms. SPEIER. Thank you, Mr. Chairman.

Let me first start out by asking all of you if you are privately
owned enterprises.

Mr. QUINN. No.

Mr. OuialL No.

Mr. GOERsS. No, we are not. We are publicly traded.

Mr. WIERMANSKI. TransUnion is privately held.

Ms. SpEIER. All right. And as publicly traded—none of you are
Government-owned or -operated, correct?

Mr. QUINN. Yes, we are not Government-operated.

Mr. OriaL. We are not Government-operated.

Mr. GOERsS. That is correct.

Ms. SPEIER. Okay. Each of you is required, of the credit reporting
firms, are required to offer consumers one free credit report a year,
is that correct?

Mr. OLIAL That is correct.

Mr. GOERSS. Yes, that is correct.

Mr. WIERMANSKI. Yes, that is correct.

Ms. SPEIER. And how much do you charge for a credit score re-
port?

R Mr. OLiAL At Experian, a score only, for VantageScore we charge
5.95.

R Mr. GOERSS. At Equifax, for FICO’s Equifax score, we charge
7.95.

Mr. WIERMANSKI. I apologize. I don’t know that information, but
I know it is included in our written testimony.

Ms. SpEIER. All right. And the FICO score that you would get
from Fair Isaac, how much is that?

Mr. QUINN. Currently, $15.95 for the score and the credit report.
We don’t deliver score only to the consumer.
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Ms. SPEIER. Mr. Chairman, I raise that because it is kind of in-
teresting. At least back in December 2004 when I went through
this exercise, what I found was that many of these scores are what
are called “FAKO scores,” not FICO scores, because they are not
the scores that are provided to the lending institutions. So con-
sumers may be purchasing something that they think is their FICO
score but, in fact, is not their FICO score.

I will just read you very quickly the example of my credit scores
at that time. From Equifax, I got a credit report plus a FICO score
of 750. From Experian, I got a credit report and a PlusScore of 761.
From TransUnion, I got a credit report plus a consumer score of
782. And then from FICO, I guess through Fair Isaac, I got a score
of 731. So it actually varied by as much as 30 points.

I raise this, in part, because I think the consumers of America
should be getting a straight score. And if, in fact, the score that is
being offered by the credit reporting companies is not the score
that is then given to a lending institution, then the consumer is
paying for something that is of little or no value.

So I guess my question now is to you, as credit reporting compa-
nies, do you provide a different score to lenders?

Mr. OLIAL There are so many scores that lenders use to under-
write a credit decision.

Ms. SpEIER. If you would, sir, just answer the question. Is the
score that the consumer gets the same score that is offered to the
lender?

Mr. OLIAL In the case of the VantageScore, it is.

Ms. SPEIER. The VantageScore being?

11}/11". OLial. Being a commercially available score that Experian
sells.

Ms. §PEIER. You understand my question and are not evading it,
I trust?

Mr. Orial. No. In the case of the VantageScore, it is. We also
offer the PlusScore, as you pulled in your own experience, which
is more of an educational score.

Ms. SPEIER. So the consumer typically is going to get a PlusScore
and not the VantageScore?

Mr. OriAL It depends how the consumer comes in. It is pretty
clear on the site which one to order, whether it is the Plus or the
VantageScore.

Ms. SPEIER. And what is the difference in the pricing of the two?

Mr. Orial. The same price, as far as I know. I would have to
check it, but I believe it is the same price.

Ms. SPEIER. All right.

Next?

Mr. GOERsS. For Equifax, we deliver the FICO score, which is a
score that is used by lenders. We also advise consumers in the dis-
closure package that lenders do use a variety of scores and that the
score we are providing may or may not be the score a particular
lender uses in connection with their specific credit decision.

Mr. WIERMANSKI. TransUnion provides two scores to consumers,
two different types of scores, both of which are used by hundreds
of lenders making millions of decisions.

Ms. SPEIER. In California, there is a requirement that for em-
ployers who access credit scores or credit reports, that information
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must be made available to the prospective employee and that the
company, the credit reporting companies, must communicate with
the prospective employee, so that if, in fact, they do have a credit
report that is erroneous, they can at least make their case to the
prospective employer when they have their interview.

Is that the case across the country?

Mr. GOERsS. Yes. For Equifax, when that was passed in Cali-
fornia, we set up procedures to do that.

And one point for Equifax is also that we do not use or sell credit
scores with the intention that they be used in employment deci-
sions. We have a credit file that is called our Persona Report,
which is intended for employment purposes. It does not have age,
it does not have account number information and other information
which we feel is not relevant or appropriate in the employment de-
cision.

Also, as you know, the Fair Credit Reporting Act was amended
to specifically change the procedures for employers using consumer
reports. And we obtained certification from users of consumer re-
ports or credit files for employment purposes that they do tell the
consumer that they are ordering a credit report. If they are going
to be taking an adverse action decision or there is a possibility that
they might, that they, in fact, provide the prospective employee
with a copy of that credit file so they can review it to make sure
that it is accurate and, if they have any questions about it, can go
back to the consumer reporting agency to have that information in
it reinvestigated and changed, as appropriate, before any employ-
ment decision is made.

hM% SPEIER. Is this the policy of Experian and not Federal law
then?

Mr. GOEeRrss. This is Equifax.

Ms. Speier. I am sorry.

Mr. Goerss. And it is both policy and a requirement of the Fed-
eral law, as well as California law.

Ms. SPEIER. All right.

Mr. OLIAL I believe our answer is that your statement is correct
the way you said it. I would have to verify that for the record, but
I believe that to be a true statement.

Mr. WIERMANSKI. This area is outside my area of expertise, but
I believe that is TransUnion’s approach. But I would certainly want
to get back to you with the correct and full answer.

Ms. SPEIER. Thank you, Mr. Chairman. I yield back my time.

Chairman WATT. I am going to recognize myself for another
round here.

The one legislative possibility that is being discussed, has been
bandied around some, was touched on, I think, by all three of the
reporting agencies, or at least two of the three. You are required
under the FACT Act to provide one free credit report annually. And
I think both Mr. Oliai and Mr. Goerss suggested that it probably
is not all that helpful without a score. And there is a proposal float-
ing around to require a free annual credit score, too.

The question is, what would be the public policy implications of
that? And which score would you provide if you did? I am actually
more interested in the first part of that, because I can get to the
second question through a different question.
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So how would you all react, the three of you, to a requirement
that an annual score be provided? Or, actually, all four of you,
since it would be a FICO score, too, I guess.

Mr. GOERsS. That is a point I wanted to clarify. I did not mean
to leave the impression, if I did, that a credit file disclosure is not
important for consumers, because—

Chairman WATT. Oh, yes, I am sure of that. But you did leave
the impression that it would be helpful or that, for most people,
really, it is helpful to them to have both at the same time. Isn’t
that right?

Mr. GOERSS. Yes, it is. I mean, as we know, the credit file is the
information on which a score is based, so it is very important for
consumers to review their credit file, make sure it is correct, and
raise any questions about it so it can be reinvestigated and ad-
dressed as necessary.

Chairman WATT. Is there some reason we should not be consid-
ering doing that?

Mr. GOERsS. It was considered, as you know, by the Congress
when it passed the FACT Act in 2003. And by a bipartisan margin
at that time, Congress established the free annual credit file re-
port. It considered score disclosure. It made score disclosure—

Chairman WATT. That is not a good reason, that a prior Congress
didn’t do it. Is there a good policy reason not to do it? What are
the arguments against it? This is not a trick question. I am just—

Mr. GOERsS. I understand. I am not trying to give you a trick an-
swer.

Chairman WATT. I am just trying to get some solid information
here.

Mr. GOERSS. One of the things that we know is that, because
consumer scores—in our score disclosure, we provide a telephone
number that consumers can call and speak to live representa-
tives—that credit scoring, because consumers are learning about
that, it is a time of education.

Chairman WATT. So you are saying when you give a free credit
report under the FACT Act, somebody can call and get a verbal
score and have that explained to them for free?

Mr. GOERSS. Under the free credit file disclosure, we have a tele-
phone number that consumers can call and speak to a live rep-
resentative. When we provide score disclosure, either along with
credit file disclosure, there is also a telephone number that con-
sumers can call to speak with a live representative to get their
questions that they may have—

Chairman WATT. You are not answering my question. I get my
annual free report. Can I then call your company and say, “I want
my score,” and have you give it to me verbally, free, with an expla-
nation? Is what you are saying, or is that not what you are saying?

Mr. GOERSS. At this time, no. Because we do have the score that
is disclosed—the score disclosure provides a telephone number that
consumers can call and speak with a representative.

Chairman WATT. I am going to run out of time again. Let me ask
a couple of other questions here.

My VantageScore, interestingly enough, is the maximum you can
get, 990. My Equifax score doesn’t even begin to approach 850,
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which is the maximum. I mean, how do you explain that? I am
having trouble reconciling that.

And then, second, Mr. Wiermanski, in particular, I was very in-
terested to hear you say, “I am a thin-file guy.” That is kind of
counterintuitive for a guy who is here testifying on behalf of a cred-
it reporting agency. There has to be more to the story. What is the
reason that you have elected to be a thin-file guy?

Okay, answer those two questions. I won’t ask any more.

Mr. WIERMANSKI. If I can answer the first question, what is im-
portant in looking at and evaluating your credit score is not only
understanding what that score is, but also the relative risk associ-
ated with that score. So for a VantageScore of 990—and I presume
your other credit score from Equifax was a Fair Isaac score—what
is used are odds of performance or a projected bad rate that is asso-
ciated with the score.

And the scores themselves are kind of like you can think of Fair
Isaac being Fahrenheit and VantageScore being Celsius. They are
scored differently to reflect the risk, so you will see differences in
the absolute value of the score itself. What is relative is to under-
stand what is the risk associated with any given score or where
you stack up in the random distribution of the country. Think of
it as what percentile.

Chairman WATT. As you know, the problem I have with what you
just said is I never have understood what Celsius meant. I know
what it feels like when it is 60 or 70 degrees outside, but I don’t
have a clue what that translates into in Celsius. And if you came
to me on a regular basis and reported to me in Celsius, I guess I
would learn it. But the problem here is that there is no under-
standing that people have when they get these two things. I mean,
I got a VantageScore, I kind of stuck my chest out and said, “Hey,
I am doing all right. I have the maximum possible score that Van-
tage could give me.” And then I got a Celsius score, and I said, I
don’t like that. It is the same temperature outside, I presume, but
I don’t understand it.

Mr. WIERMANSKI. Just to reiterate, there are different scoring
systems out there. They vary by the developer. The scoring systems
vary by the credit bureau. So if you were to get a score from the
same developer from all three credit bureaus, you are going to see
differences in scores because the information is different and the
algorithms may be different. So that is a concern.

Chairman WATT. My time is up. I am dying to know why you are
a thin-file guy.

Mr. WIERMANSKI. I am thin-file person because I paid cash for
my automobiles. I have the benefit of having a working spouse, and
so I could pay off my mortgage early. And I only use one credit
card.

Chairman WATT. Have you made those decisions because you un-
derstand the intricacies and nuances of credit reporting, or have
you made them for a whole different set of reasons?

Mr. WIERMANSKI. I made them from a standpoint of keeping my
life simple and just having one credit obligation.

Chairman WATT. Okay. I appreciate your straightforwardness.

Mr. Barrett, you are recognized for 5 minutes.
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Mr. BARRETT. Thank you, Mr. Chairman. I have found out one
thing, Mr. Chairman. You have good credit. And I have a couple
of used cars in South Carolina that I would love to talk to you
about.

[Laughter]

Just one follow-up question.

Chairman WATT. I can’t make any inquiries, though, because it
might mess up my credit.

er. BARRETT. One question, Mr. Chairman, that I want to talk
about.

The chairman makes a good point, gentlemen, when he talks
about Celsius, that he doesn’t know anything about it. Let me read
you something. Last month’s issue of the Journal of Financial Plan-
ning said that young adults under the age of 25 are now the fast-
est-growing age group for filing bankruptcy. In addition, less than
10 percent—10 percent—of our high school graduates take any
course on money management.

I think that boils down to what the chairman—I mean, he was
kind of joking about Celsius, but he makes a good point. You can
read your credit scores, you can have this information, you can talk
about it verbally, but unless you know how to keep your life in
order, like Mr. Wiermanski, you are going to get in trouble.

So my question to you gentlemen is, what do we do as a Con-
gress, what do we do as a society, to help this? There is so much
information available out there, but yet when you talk to people on
the street—I have town hall meetings—nobody knows how to ac-
cess it, how to get this information that is free, that is readily
available.

Tell me what we need to do, how do we fashion something so this
subprime problem does not turn into an ongoing problem? Any sug-
gestions, gentlemen, please.

Mr. Ovrial. For starters, the regular encouragement for con-
sumers to take advantage of their annual free credit report I think
is a great spot to begin. There is so much content and so much edu-
cation out there on the Web that is available with that. Really, I
can’t think of a time in which there has been more transparency
along the lines of tips for how to manage your credit. And I think
that is at least a good starting point.

Beyond that, you know, encouraging broader outreach and edu-
cation, whether it be on the part of lenders or, frankly, in the fam-
ily, around how best to teach your youngsters how to keep things
simple and keep things in check and not let things get out of hand.
It really just strikes me as a bit of a back-to-the-basics approach.

Mr. QUINN. I think one of the things that we have tried to do
is change the medium for how we disseminate the information. So
there is a plethora of information out there on the Internet, but not
everybody learns through reading a pamphlet or going to the Inter-
net and reading text. So, more visually oriented educational mate-
rials—we have recently created CD-ROMs and DVDs to try to help
spread the message of how credit scoring works. If you search the
word “FICO” on YouTube, there are actually rap videos that are
out there on YouTube about FICO scores.

But I think it is a good idea to explore different types of media
that will resonate with the young population, for example. And it
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is not going to be a piece of paper with a bunch of statistical
mumbo-jumbo. It has to be something that they want to watch or
read or see.

Mr. BARRETT. In our high schools, in our 2-year institutions and
in our 4-year institutions, we require math, English, you know, a
whole myriad of issues. Is that something—I am not saying man-
date—but is that something we certainly need to encourage with
our K-12 and our higher-ed institutions, that maybe this is some-
thing that we need to strongly suggest that our incoming freshmen,
our seniors in high school take, Real World 101, how to pay your
bills, what debt-to-income ratios are, yada, yada?

Mr. WIERMANSKI. I would agree with that. I personally speak at
my daughters’ high schools. I have two daughters, at two different
high schools, and I speak there twice a year at each. And I am
amazed as to the lack of understanding just about the whole gamut
of financial services. I personally believe that is something that
would help.

Mr. BARRETT. Thank you.

I yield back, Mr. Chairman.

Chairman WATT. Thank you.

Mr. Cleaver, you are recognized.

Mr. CLEAVER. Thank you, Mr. Chairman.

I am not going to talk about the class action lawsuits against the
three majors, because I am sure you have all been told that you
are supposed to say, “We can’t talk about that because it is in
court.”

What I want to find out, though, is has there ever been a lawsuit
filed on the other side? In other words, have you been sued on the
other side by lenders for giving data that was ultimately seen as
inaccurate and so some credit was rendered based on an inaccurate
or inadequate information?

Mr. WIERMANSKI. At TransUnion, to my knowledge, and I cer-
tainly could be wrong on this, but we have never been sued about
the information, the content of the information provided to a lend-
er. We have been sued by lenders for other reasons, but not for the
quality of the data.

Mr. GOERsS. For Equifax, it is not to my knowledge that we have
been sued on that issue.

Mr. OLIAL I don’t know of a situation where that has happened,
but it is not my area of expertise.

Mr. CLEAVER. Well, the point I am trying to get to, and perhaps
poorly, is, are you overly cautious in the information you pass on
to lenders in order to protect, if not yourselves from class action
suits, from criticism from the people who ultimately pay for your
existence?

Mr. Orial. At Experian, we take every protection to safeguard
our core data. It is really our core asset, so we tend to operate very
conservatively in that regard.

So that is a roundabout way of saying it is something we take
very seriously. It is part of our culture to safeguard that asset and
to be a steward of the data.

Mr. GOERsS. For Equifax, we want to, and feel we do, report ac-
curate information that is fair both to the consumer as well as our
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customers. And if our information wasn’t helpful to both consumers
and customers, we wouldn’t be here today.

Mr. CLEAVER. Okay.

You are going to say the same thing probably.

Mr. WIERMANSKI. Only with more emphasis on the consumer.

Mr. CLEAVER. Okay.

I want to talk about Zoe Alexander. That is my maternal grand-
mother, who was obsessed with paying bills. But based on every-
thing I have read, she would have access to no credit, because she
didn’t use the traditional system of doing her business.

And there are, believe it or not, people, particularly in the urban
core, who do that today. There are not a lot of banks in the urban
core, which is why Charlie’s Quick Check-Cashing rip-off company
exists, because there are no banks. And so a lot of people just take
care of their bills with cashier’s checks and money orders.

I mean, what is taken into account, or is there anything taken
into account, for Zoe Alexander?

Mr. WIERMANSKI. When we talk about the reporting of utility in-
formation and telecommunication information, that is one approach
where your grandmother could have been assisted.

At TransUnion, about 5 percent of our credit database has this
type of nontraditional credit information being reported into it. And
if utility companies and telecommunication providers, in particular,
were encouraged to voluntarily contribute that data, I think that
would make a big difference to the lives of many Americans.

Mr. CLEAVER. But it would have to be voluntary. I mean, that
doesn’t happen currently.

Mr. WIERMANSKI. Today’s credit reporting system is a voluntary
approach.

Mr. CLEAVER. Yes. What I am asking is, how often are the utili-
ties factored in in a credit score?

Mr. WIERMANSKI. At TransUnion, if the utility information is re-
ported, it is taken into consideration into the score.

Mr. CLEAVER. Yes. How often is it reported? That is the point.

Mr. WIERMANSKI. Approximately 5 percent of the consumers in
our database have some type of information.

Mr. CLEAVER. Okay.

Anyone else?

Mr. GOERSS. And for Equifax, as I indicated previously, we have
an exchange database with utility companies, so that information
is used in a limited way in connection with telco and utility account
and application processes.

Mr. CLEAVER. Of course, if that is all you have, you are still not
going to be creditworthy. Even if you pay everything you have on
time, but you simply have not gone out and had enough credit, you
have not gone out and spent enough money on credit, you still are
going to have a problem. Isn’t that right?

Mr. GOERrss. We also have, in addition to this utility data that
we use in a limited way, as was mentioned previously, we also
have an arrangement with an outside third company, which is
called RiskWise, that provides some information for individuals
who have a thin file in the main credit reporting database or no
file in that, and that RiskWise information is made available and
can be used.
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Now, to the extent that it would address all consumers, I am not
prepared to speak to that at this point, at this time.

Mr. CLEAVER. Of course I would like to have a thin file because
it also means that I have a rich file. I mean, you know, the thinner
my file, the richer I am.

Mr. GOERSS. It certainly could mean that.

Mr. CLEAVER. Yes.

Thank you, Mr. Chairman.

Chairman WATT. Mr. Wiermanski is taking issue with what you
just said. He says he has a thin file and he is not rich.

Mr. Green, you are recognized.

Mr. GREEN. Thank you, Mr. Chairman.

Some folks have thin files by choice and others because they
don’t have any choice, is my assumption. Is that a fair statement,
Mr. Wiermanski?

Mr. WIERMANSKI. I would agree.

Mr. GREEN. Here is what I am concerned with. I would like to
see a system, one system, it can have these various different cap-
tions on it, but that brings in the alternative credit as well as the
traditional credit.

Is that something that each of you would like to see, as well?
Would you like to have a world where we could have light bills, gas
bills, water bills, phone bills, and rental payments all included in
the one system?

If you differ with me on this, would you kindly extend your hand
into the air so that I don’t have to ask everyone?

Okay, let’s let the record reflect that everyone would like to have
a system wherein we can have all of the credit available included
in the system.

Chairman WATT. I just want the record to show that the chair-
man raised his hand and he has some concerns with what is being
proposed.

Mr. GOERsS. And I didn’t raise my hand, but—

Mr. GREEN. Mr. Chairman, I think you started something.

Mr. GOERSS. I would say that we would provide some additional
information on our thoughts on that.

Mr. GREEN. Well, I would like to hear your thoughts now, be-
cause I suppose that would give me the chance to do the follow-up
ri}glhlt now. If we start exchanging letters, that could take us a
while.

Mr. GOERss. Well, as I indicated previously, there is a variety of
information that we are looking at, that all of the credit reporting
agencies are looking at, and they need to continue to study and de-
termine what is the best use of that information. It could well be
to put that in the one file system, as you suggest, but there may
also é)e other approaches to it. And I am just saying I am not pre-
pared—

Mr. GREEN. Well, right now it seems to me we have one company
that tries to get as much of it as possible. Your company gets it,
but you also have another way of evaluating it, and my suspicion
is that is the same with the third company.

But what I am trying to find out is whether we can have all of
the information available to you so that you can use whatever for-
mula you use, whatever standards you use, whatever asset test,
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but come to a conclusion with the information immediately avail-
able. Because with the alternative credit scoring, that is a two-step
process, it seems. And I am trying to see if there is a way for us
to have a one-step process.

So is a one-step process beyond the realm of probability, possi-
bility? Is it doable? If you think that a one-step process is not do-
able, would you raise your hand, please?

Okay. Now let’s let the record reflect that everybody thinks a
one-step process is doable and that the chairman didn’t raise his
hand so far.

You are raising your hand?

Mr. OLiAL Well, it is a mini-raise. It is not all the way, but it
is halfway.

I think it is really an aspiration, a one-step process that you de-
scribe is an aspiration. And there are multiple perspectives that
need to be explored.

You know, coming from a background of one of the guys who
likes to build the models, the statisticians, the math geeks, the
more data you have, the better. You can never have enough data
to try all the different quantitative approaches to predicting con-
sumer behavior. So that one-step process appeals to my nature in
that regard.

Mr. GREEN. Now, one step, as I have defined it, means just ac-
quiring all of the intelligence available, get the empirical evidence,
and then you sort through it however you choose. But is there
something inherently wrong with that kind of thinking, just have
all of the empirical evidence and then come up with your own asset
test for sifting the sand and finding the pearls?

Mr. OLIAL I think it is a great aspiration. I think there are some
practical hurdles to get over, not so much on the part of a company
like Experian, but more so on the part of the providers of that in-
formation.

Mr. GREEN. I understand, but you would not oppose having the
utility companies send you their information, would you?

Mr. OLialL Absolutely not.

Mr. GREEN. You would not oppose the landlord sending you his
or her information, would you?

Mr. Ou1AlL No.

Mr. GREEN. Okay. And if you had that information, would you
place it into your asset test?

Mr. OLIAL. We would look to. We would do a compliance review
and make sure that we are covered by issues of compliance and
consumer privacy. But—

Mr. GREEN. Assuming it is done in the same fashion that you get
your information from the auto dealership, that you get it from the
mortgage company, assuming you have the same reliability stand-
ards, would you use the information?

Mr. Ovrial. Conceivably, yes.

Mr. GREEN. Well, why is it that you are reluctant to say “abso-
lutely yes,” for my edification, please?

Mr. OLialL Absolutely, yes.

Mr. GREEN. Okay. Thank you.

Mr. OLIAL But, again, for the record—

Mr. GREEN. Absolutely, however.
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[Laughter]

Mr. OLiaL I am only here overnight.

[Laughter]

Mr. GREEN. You are only here overnight, but you have your boss
forever, hopefully.

Mr. OLiAL. Again, there are some practical hurdles that aren’t
trivial to get over on the part of all involved. I think it is a great
aspiration to manage to.

Mr. GREEN. Okay, the final question is this, and you may have
to give me the answer in writing. I would like for you to tell me
how we can best achieve what is a vision, that the notion that we
would have all of this information available to you, how can we
best achieve it, or get as close to achieving it as possible, assuming
that it can’t be done to the 100 percent standard. But I would like
to know how we can best to achieve it. Because that really is what
this is all about, trying to give everybody a fair opportunity to have
a thin file if they choose to, but get the use of credit if they don’t
choose to and they still pay their bills.

Thank you, Mr. Chairman. I yield back.

Chairman WATT. Were you expecting a response?

I can give you a response. The problems are not necessarily on
the reporting side; it is on the other side. Because with utility com-
panies, for example, they are not normal users of the information,
so their interest in making sure that credit scores are reliable—
they almost have to give you a utility, right? They have a lot more
vested interest in giving negative information than they do in giv-
ing accurate information, so you would have to deal with that. And
a lot of these are much, much smaller providers of credit who are
not in the habit of doing anything other than reporting negative
credit information. So the problems are not so much—and the vol-
ume of it, if you mandated everybody to do it correctly, could be
overwhelming.

I raised some of those concerns in the opening statement that I
made just before you got here. It is a great vision, but it has some
practical concerns associated with it that are not necessarily con-
cerns about the modeling of it, which is what these gentlemen do
in their companies, as much as it is some of the practical concerns
from the providers of the information. Because they are only as
good as the information that they are provided, even if their model
is impeccable. If the information they get is not correct, it can be
a negative for consumers as well as a positive.

So that was the concern I was raising my hand to express to you.

The gentlelady from California?

Ms. SPEIER. Thank you, Mr. Chairman.

To all of you at the credit reporting firms, how many free credit
reports are actually requested per year as a percentage?

Mr. OuIAL I don’t have the specific number. It is something that
the CBIA, our trade association, is compiling on behalf of the in-
dustry to provide to the committee, but I don’t have the exact num-
ber with me today.

Ms. SPEIER. Well, my sense is it is probably a very small percent-
age. Is that a fair assumption?

Mr. OLIAL I really dare not speculate.

Ms. SPEIER. Next?
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Mr. GOERSS. Similarly, we are working with our trade associa-
tion to provide the information. In terms of your question, you said
a large percent, I am not sure that I am following your question.
You said a large percentage of?

Ms. SpPEIER. No, I am suggesting that it is probably a small per-
centage of American consumers who actually request their credit
reports on a yearly basis for free.

Mr. GOERrss. Okay. Again, I don’t have that specific information
today.

Ms. SPEIER. All right.

Mr. WIERMANSKI. Again, I know that TransUnion produces tens
of millions of free reports. We are working with our industry orga-
nization to provide that information.

Ms. SpEIER. All right. Both Consumer Reports and U.S. PIRG,
last year and in 2005, did studies on the number of credit reports
that had erroneous material in them. And U.S. PIRG, in a 2005 re-
port, suggested that 79 percent of credit reports contained errors,
and 25 percent contained mistakes serious enough to prevent the
individual from obtaining credit.

So my question to all of you is, how quickly do you correct erro-
neous credit reports? How long does it take the average consumer
to have their credit report corrected? And do you actually correct
it, or do you put a note in the credit report that the consumer is
disputing that information.

Mr. GOERSS. In terms of—it depends on the—to go through the
reinvestigation process, the Fair Credit Reporting Act allows 30
days for that process to take place and for the reinvestigation to
be completed and responded to the consumer. On average, I believe
our reinvestigation completion times are in the 10-to-15-day range,
and depending on the circumstances, depending on what the spe-
cific information is that is disputed, we may be able to correct it
or address it at the time when the consumer is on the phone with
our representative.

Mr. WIERMANSKI. This is an area outside of my area of expertise,
but I would believe that TransUnion provides a similar type of
turnaround time to correct this information as Equifax has stat-
ed—certainly within the guidelines provided in the Fair Credit Re-
porting Act.

Mr. OLi1AL I believe the same holds true for Experian.

Ms. SPEIER. So it certainly would make the case that consumers
in America should feel very confident that if they have an erro-
neous credit report and they submit a correction, that that is cor-
rected within a very short period of time.

It makes it seem like we have no problems. Excuse me for being
a little cynical about that.

Let me ask you about identity theft. On average, how long does
it take an individual who has had their identity stolen to be in a
position where their credit report is then rectified to reflect legiti-
mately their credit?

Mr. OLiAL It is an area that I would have to look into and pro-
vide information back to the committee. I came more prepared to
talk to credit scoring, per se, but we can get that information to
you.

Ms. SpPEIER. All right. Thank you.
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Mr. GOERss. I think part of it is, that is a very—there are a lot
of different activities that a consumer can do to protect themselves
if they feel they are victims or might be victims of identity theft.

Certainly one of the things that they can do is put a fraud alert
on their credit file. They can receive a free disclosure of their credit
file to see if there has been any inappropriate activity or inquiry
to their credit file. They can provide an identity theft report and
identify the account information that they feel, or that they say,
was opened fraudulently. And under the requirements of the FACT
Act, the consumer reporting agencies are going to delete that infor-
mation; and the consumer reporting agency that receives that iden-
tity theft with information removal request is going to refer it to
the other two consumer reporting agencies who are also going to
remove that information.

So beyond, I think that whole process can move relatively quick-

In terms of the specific timeframes, I am not prepared to address
it. We would have to look back into that.

Ms. SPEIER. All right. Thank you.

I yield back.

Chairman WATT. I thank the gentlelady for her questions.

The Chair notes that some members have today asked and may
hereafter have additional questions for this panel, which they may
wish to submit in writing. Without objection, the hearing record
will remain open for 30 days for members to submit written ques-
tions to these witnesses and to place their responses in the record.
There are a number of things that have already been put out, but
it would be good to get follow-up, and we will follow up specifically
on the percentage of people who are asking for their credit reports,
the free credit reports.

This has been an absolutely fascinating and informative panel.
I am sure it has helped to inform the members of the sub-
committee, and the record will help to inform the members of the
full committee. And the panel has informed the members of the
public who have been watching on C-SPAN 3.

So it is extremely important that we educate the public about
some of these issues, and we thank you so much for being here
today and helping to inform us. This panel is excused, and we will
call forward the second panel.

I thank these witnesses for being here today, and I will proceed
with the brief introductions. The full, more complete information
from your bios will be inserted into the record.

The first witness on this panel is Mr. Clark Abrahams, chief fi-
nancial architect at SAS Institute Inc., a North Carolina-based
company, I understand, so I need to give a little shout-out to the
home folks.

The second witness is Dr. Michael Staten, a professor at the Uni-
versity of Arizona.

The third witness is Dr. Michael Turner, president and senior
scholar at the Political and Economic Research Council.

And our final witness on this panel is Mr. Evan Hendricks, the
publisher and editor of Privacy Times.

We thank all of you for being here. As we indicated to the earlier
panel, without objection, your entire written statements will be



36

made a part of the record, and each of you will be recognized for
a 5-minute summary of your testimony.

There is a lighting system in front of you. It goes to green ini-
tially, yellow at 4 minutes, and red at 5 minutes. Try to wrap up
as quickly as you can after the red light goes on if you haven’t com-
1[’)lleted your testimony, but we are not trying to cut anybody off

ere.

So, Mr. Abrahams, we thank you for being here and you are rec-
ognized for 5 minutes.

STATEMENT OF CLARK ABRAHAMS, CHIEF FINANCIAL
ARCHITECT, SAS INSTITUTE, INC.

Mr. ABRAHAMS. Good afternoon, Chairman Watt, Ranking Mem-
ber Barrett, and members of the subcommittee. I am Clark Abra-
hams, chief financial architect at SAS, a leading provider of busi-
ness intelligence and analytical software. I appreciate the oppor-
tunity to provide my views on ways that we might improve our ex-
isting credit granting system.

Credit markets are influenced by what information is made
available and tools that are used to manage and analyze that set
of available information. I acknowledge today’s ready access to his-
torical information provided by the credit bureaus and the pio-
neering work by Fair Isaac. I have been privileged to work with all
of them in my career.

The road to improving the current credit system is paved with
greater information, illuminated by proper context, and built
through collaboration. The comprehensive credit assessment frame-
work, or CCAF, which I developed in the course of other risk re-
search, integrates the positives from proven lending principles and
the current system of credit scoring. This integrated approach cap-
italizes on the strengths that both proven judgment and best
science offer to provide a comprehensive and complete view of risk.

CCAF treats a multifaceted decision-making process as exactly
that, one that involves many factors that are interrelated. We build
on the five “C’s” of credit, namely, character, capacity, capital, col-
lateral, and conditions. Each of these primary factors is comprised
of several rating categories that are generically termed, such as
“strong,” “moderate,” “weak,” or “poor.”

A loan applicant is rated according to objective criteria. For ca-
pacity, these criteria might include the borrower’s debt ratio and
savings rate. This is not an exhaustive list, but is meant to dem-
onstrate the objectivity of the factors.

Once the borrower is classified, he is assigned a segment number
and that number can easily be deciphered to reveal exactly where
he stands relative to primary qualifications. Depending upon the
borrower’s primary givens, secondary factors or policy rules may be
brought into play to render a final decision.

The CCAF is also adaptive by nature, it becomes more predictive
over time, and from the day it becomes operational, the data set
is constantly being increased and refreshed. As such, it does not
need to be replaced at regular intervals.

We need to step back a bit from asking who is a predictable risk
based on select historical facts or a lack thereof, and broaden the
object of the exercise to ask, “Who is creditworthy and who is not?”
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This question will drive other questions like, “Based on what?” One
answer has been, “Whatever is in your credit file.”

Similarly, should creditworthiness depend on how often we seek
credit? Why should seeking credit cause greater risk? A model may
indicate so. With any observed phenomenon, there are many sup-
porting theories that can be posed. But theories are theories, and
when we are trying to convince ourselves that a model is correct,
then the theory can become all too compelling.

If consumers make other choices such as not using installment
credit to make major purchases, does that or should that affect
their credit standing? Why is a ratio of revolving to installment
credit indicative of a borrower’s willingness or ability to repay?
Similarly, does the fact that the borrower lacks a history with cred-
it truly suggest that such a borrower is less creditworthy?

An obvious question for consumers is, how can they know what
impact any particular choice they make will have? To open or close
a credit account, or apply for a loan, or decide to pay cash rather
than finance a purchase, or how much they utilize their credit?
Even with full disclosure, are we to tell consumers that being fi-
nancially responsible means that they need to modify their behav-
ior so as to maximize their credit score? The point is that an indi-
vidual’s creditworthiness should depend upon their ability and will-
ingness to repay an obligation.

CCAF primary factors guarantee that all relevant information is
considered versus giving that power to models.

Touching on the issue of borrowers with little or no credit his-
tory, there is data available that can be used to make reasonable
estimates of their credit worthiness. This data is referred to as “al-
ternative data,” and it will be addressed in depth by my colleague,
Dr. Turner.

Alternative data is crying out; we must allow it to speak.

In the beginning, we had guiding principles in lending that re-
lated creditworthiness directly to the borrower’s ability to repay the
loan. Then science came along and we determined that our models
could find substitutes. CCAF revisits that fork in the road, and it
retains reliable guiding principles while incorporating comprehen-
sive information, including alternative data, in a single, over-
arching context with the best that science has to offer.

I appreciate the opportunity to be here today and I am happy to
take questions.

[The prepared statement of Mr. Abrahams can be found on page
58 of the appendix.]

Chairman WATT. Thank you for your testimony.

Dr. Staten, you are recognized for 5 minutes.

STATEMENT OF DR. MICHAEL STATEN, PROFESSOR,
UNIVERSITY OF ARIZONA

Mr. STATEN. Thank you, Mr. Chairman, and members of the
committee. My name is Michael Staten, and I am a professor in the
Norton School of Family and Consumer Sciences at the University
of Arizona and Director of the Take Charge America Institute for
Consumer Financial Education and Research.



38

I have had the privilege of testifying before this committee pre-
viously over about 10 years when I was at Georgetown University.
I am pleased to be able to join you again this afternoon.

From the consumer standpoint, maintaining a good credit score
is more important now than it has ever been. We know that the
rapid escalation in loan delinquencies and foreclosures has caused
lenders to pull back, in some cases sharply, from granting credit to
higher-risk applicants. The widespread adoption of risk-based pric-
ing and consumer lending means that a low credit score will cost
%rou money, possibly big money in the case of mortgage and auto
oans.

In addition to tightening lending standards, lenders have also
raised the bar for qualifying for the best interest rates. And we
know, as has been pointed out earlier today, the credit score in-
creasingly impacts consumers outside the loan markets as well.
Landlords routinely pull credit reports and may reject apartment
rental applications or require a higher deposit or cosigner to com-
pensate for a lower credit score. Cell phone providers certainly pull
credit reports on a routine basis, as do many utility companies.
Some insurance companies and many employers do, as well.

Consumer awareness of credit reports and the importance of
credit scores has improved in recent years, but much education re-
mains to be done. Again as has been mentioned earlier this after-
noon, the Consumer Federation of America partnered with
Providian and Washington Mutual Bank to sponsor a series of sur-
veys since 2005 to track consumer knowledge of credit scores. The
latest edition of that survey released earlier this month found that
only half of U.S. adults had obtained their credit score within the
past 2 years.

Answers to other questions in the survey indicate a significant
gap in the knowledge of how scores are used between those who
have viewed their scores and those who have not. Overall, the sur-
vey indicates that a large portion of the population has yet to focus
on management of their credit history and their credit score as part
of their personal financial affairs.

In my submitted testimony today, I have tried to make two main
points. First, business reliance on credit reports and credit scoring
to make decisions about financial transactions is here to stay.
Credit scoring has proved overwhelmingly superior to manual,
judgmental loan evaluation systems of a generation ago. Wide-
spread adoption of credit scoring is a decision tool that has gen-
erated significant benefits for consumers and has transformed the
U.S. consumer financial markets into the most competitive in the
world. Because they are so useful, scoring models have been con-
stantly improving and will continue to do so as long as financial
institutions compete for new customers.

My second point springs from the first. Because the use of scor-
ing 1s so commonplace in financial transactions, consumers need to
develop a better understanding of the importance of their credit
histories and their credit scores and better awareness of their
power to manage the components to obtain more favorable offers in
the financial marketplace.

Credit scoring is no longer the impenetrable black box that it
may have appeared to consumers as recently as 2001. Even prior
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to the FACT Act in 2003, the major consumer reporting agencies
and scoring model vendors had recognized a marketing opportunity
and began to view consumers as customers of scoring information
products, including a host of credit score monitoring and ID theft
alert services.

Today, numerous Web sites, originated in both the public and
public sectors, provide consumers advice on how to understand
their credit reports and what goes into determining their credit
scores. Managing a FICO score, for example, into the 700 Club has
gained a bit of a cult following with advice flying around the Inter-
net regarding how to manipulate account balances and manage ex-
isting accounts to tweak a score to a higher level. Yet, according
to the Consumer Federation of America surveys, a large portion of
U.S. borrowers still don’t understand what a credit score represents
or the factors that determine a score.

Far more important than coaching consumers to tweak their
scores, it seems to me that the bigger policy challenge is to make
a large proportion of American borrowers aware of the following
points:

First, failing to properly manage a credit score costs you money
and, again, sometimes big money. Fair Isaac’s myFICO.com Web
site provides ready examples of loan rates that correspond to var-
ious score ranges. The cost differential between low scores and
higher scores can easily translate into hundreds of dollars per
month in additional finance charges for larger loans such as home
mortgages. It can also cost you opportunities for apartments, jobs,
insurance, and similar services. Credit scores really matter.

Second, your credit score can be managed. You don’t have to ac-
cept it passively. Your credit score reflects your decisions. Con-
sumers have the ability to raise and lower their scores. Because
credit scores reflect a consumer’s own past payment history and
current use of credit, consumers can control their own score to a
large degree, especially over time. This makes a credit score an im-
portant, but underappreciated personal financial management tool.

Third, I would say to consumers, knowing your own score and
knowing what lenders consider to be a good score and a poor score
helps you shop and recognize a good offer from a bad one.

And lastly, a consumer’s FICO and VantageScore credit scores
are based solely on information in their credit report. So I would
say to consumers, check your credit report periodically to see what
is there and be sure what is there is correct.

Thank you for the opportunity to contribute to the discussion.

[The prepared statement of Dr. Staten can be found on page 140
of the appendix.]

Chairman WATT. Thank you for your testimony, Dr. Staten.

Dr. Turner, you are recognized for 5 minutes.

STATEMENT OF DR. MICHAEL TURNER, PRESIDENT AND SEN-
IOR SCHOLAR, POLITICAL AND ECONOMIC RESEARCH
COUNCIL (PERC)

Mr. TURNER. Good afternoon, Chairman Watt, and Representa-
tive Barrett. Thank you both for the invitation to testify.

My name is Michael Turner, and I am the president of the Polit-
ical and Economic Research Council based in Chapel Hill, North
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Carolina. PERC is a nonprofit, nonpartisan policy research organi-
zation that focuses on market-based economic development both in
the United States and globally.

As highlighted in an earlier PERC study that was presented to
Congress in 2003, the pervasive use of automated underwriting so-
lutions and consumer credit has yielded considerable social and
economic benefits. However, the system is not perfect.

Specifically, it is often difficult for consumers to enter the credit
market. To start down that path, you can’t get credit because you
don’t already have credit and you don’t already have credit because
you don’t have any credit history. This is the credit catch-22 con-
fronting many potential first-time borrowers.

Several recent developments have started to ease that transition
for millions of Americans. Specifically, because of the increasing
availability and acceptance of so-called “alternative data,” millions
of Americans are now facing a shortened path to entering the cred-
it mainstream.

Traditional consumer credit files generally include records of
credit and payment obligations between individuals and creditors,
typically financial organizations or retailers. “Alternative data” are
other payment organizations from nonfinancial institutions that
are generally not reported at all to credit bureaus or are under-
reported. Some of the more prominent alternative data sets include
gnergy utility, telecoms, rental remittance, and insurance payment

ata.

While tremendous strides have been made in making credit ac-
cess both fairer and more affordable, there remain an estimated 35
to 54 million Americans who are outside the credit mainstream
owing to insufficient credit information about them. Because of this
information gap, many Americans still cannot be scored.

Without a score, the two primary means by which most Ameri-
cans build assets and create wealth, homeownership, and owner-
ship of a small business, are not attainable. In this context the lack
of sufficient data in a credit file acts as a barrier to wealth cre-
ation, opportunity, and social and economic advancement.

The good news, however, is that the world is changing and
changing rapidly. The tens of millions who might otherwise have
been left outside the mainstream are finding that payment data re-
ported by nonfinancial organizations is thickening their files and
increasing their attractiveness to lenders. Rigorous empirical test-
ing by PERC and the Brookings Urban Markets Initiative yielded
irrefutable evidence that energy and telecoms payment data are
predictive of an individual’s credit risk.

PERC and Brookings UMI examined a sample of over 8 million
TransUnion credit files that contained one or more fully reported
utility and telecoms payment tradelines. The key findings of the
PERC Brooking UMI report are compelling. Those with thin files
have similar risk profiles as those in the mainstream.

Fully reporting alternative data broadens and deepens access to
affordable mainstream sources of credit, especially for thin file and
no file borrowers. Fully reporting energy utility and telecoms pay-
ment data reduces bad loans. More comprehensive data can im-
prove scoring models. The problem that remains is that this data
is not yet widely reported.
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Energy utility and telecom firms have two primary direct incen-
tives to report accurate data. The first pertains to operating costs.
As the rate of inaccuracy rises, customer service and administra-
tive costs to the furnisher providing the inaccurate data will also
rise. Firms have a compelling market incentive to control costs,
making it unlikely that any firm with a higher error rate in the
payment data reported to a credit bureau would continue to report
without improving accuracy.

The second direct incentive concerns improved cash flow. Accord-
ing to PERC’s recent survey, energy utility and telecoms firms fully
reporting to a credit bureau witnessed a decline in delinquencies
and charge-offs. This reduction has a positive cash flow impact. Re-
spondents to the forthcoming PERC survey also indicated that the
perceived benefits from reporting outweighed costs. Reporting inac-
curate data would fundamentally alter this cost-benefit equation.

Just yesterday, PERC released a new empirical study entitled,
“You Score, You Win” at the National Press Club that specifically
addresses concerns about alternative reporting data. The key find-
ings are, there is no evidence that those who open new accounts
after having only nonfinancial accounts become overextended.
There is no evidence of deteriorations of credit score over time for
those with nonfinancial payment data in credit files. No empirical
evidence supports the notion that chronic late payers would be
harmed by fully reporting energy utility and other payment data.
And all evidence suggests that reporting payment data serves both
as a consumer protection and as a wide protection.

Congress can play a role in helping achieve this socially and eco-
nomically optimal outcome. They can work to help remove statu-
tory barriers, including the perceived prohibition on sharing posi-
tive data contained in section 222 of the Telecommunications Act
of 1996 that some telecom firms have unfortunately interpreted as
permitting the reporting of only negative payment data, but not
positive payment data.

Congress could consider passing a law permitting energy utility
and telecoms companies to choose to report their customer payment
data. This would remove the most significant barrier identified by
NARUC in a State, that of regulatory uncertainty.

Finally, Congress could use their bully pulpit to act and to exhort
and incentivize energy utility companies to fully report.

Thank you for this opportunity to testify.

[The prepared statement of Dr. Turner can be found on page 153
of the appendix.]

Chairman WATT. Thank you for your testimony. I didn’t realize
that you were based in North Carolina, too. I should have given
you a shout-out, as well.

Mr. Hendricks, you are recognized for 5 minutes.

STATEMENT OF EVAN HENDRICKS, PUBLISHER AND EDITOR,
PRIVACY TIMES

Mr. HENDRICKS. Thanks you, Chairman Watt, Ranking Member
Barrett, and members of the committee for the invitation. My name
is Evan Hendricks, and I am in my 28th year of publishing a news-
letter called Privacy Times.
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I have been in Washington a long time. And I am also the author
of a book called, “Credit Scores and Credit Reports: How This Sys-
tem Really Works, What You Can Do.” And in the spirit of the
book, I will try and speak on behalf of the millions of consumers
who all have credit reports, either full files or thin files.

Mr. Chairman, you have planted a very powerful seed today, and
that is the idea that we should be entitled to one free credit score
per year. I think the answer to your question, is there a policy rea-
son not to do that, is, no, there is no good reason not to do it. We
should do it. To do it right, we have to seriously understand how
the system works, and we have to talk about what I am calling the
“secret sauce,” and we will get to that in a minute; but to make
this a meaningful score for consumers, there is a secret sauce in
the system that we have to deal with.

Now, right now, you take it for granted that we know about cred-
it scores. But you have to remember what it was like 12 years ago
in the mid-1990’s when credit scores started being widely used.
They were a complete secret; the industry did not even acknowl-
edge their existence. Then, when they found out about it and re-
porters like Michelle Singletary of the Washington Post started re-
porting on it, then they would not disclose the score to you.

Then California led the way with a State law, and now we have
the FACT Act, which means that you can get one, you can buy a
credit score for a fair and reasonable price.

Mr. Chairman and Congresswoman Speier put their finger on
some very important problems, first, the problem that they are sell-
ing knock-off scores, or FAKO scores, ones that are not used by
lenders. And so consumers are paying for scores. And we have lots
of anecdotal situations where this consumer tries to be educated,
they buy their score, they go out there; and then when they apply
for credit, they find their score is much lower and so they are in
a very disadvantaged situation.

And, Mr. Chairman, the Fahrenheit versus Celsius problem is a
very real problem because the industry has created a very con-
fusing situation here because we have the standard FICO score,
which is used by about 75 percent of the lenders, that is the one
most widely used. And then they sell you the PLUS score, and the
TrueCredit, or TransRisk score, has a range that goes up to 950;
the VantageScore, which all three have created, goes up to 990.
And there is very little evidence of market penetration by those
scores, and I hope that they produce some numbers on that.

But I think maybe, probably the most profound problem is that
as far as we have come, consumers cannot buy or get access to the
actual score on which they are judged.

Let’s use the mortgage setting as an example of this. When you
apply for a mortgage, the broker, the lender, goes to a reseller, they
pull a Tri-Merge report—your TransUnion, your Equifax, and your
Experian—and they merge them into one report, and you get three
FICO scores, one from each bureau. And those are the ones you are
really judged on. So even when you are buying a FICO score from
Equifax, the one you are being judged on is probably based on a
different model. The ones you buy for yourself can give you a good
idea, but there can also be significant differences.



43

So when we are talking about consumers really understanding
where they stand, we need consumers to have access to those
scores and also access to those Tri-merge reports.

Now, the reasons that those are a subscriber version of the re-
ports, those are the most meaningful version of the reports; and I
will explain a difference here in the minute that I have left.

Right now, consumers cannot get access to those reports because
the resellers that compile them are barred by contracts from show-
ing them to the consumer. Now, in the FACT Act it used to be they
could not show the consumer anything after the fact. The FACT
Act already changed that, so after the fact they can show you.

Now we need to make it so consumers can see this information
before they apply for credit. The reason this is important is that
they also use algorithms to decide what information goes in your
report when you apply for credit versus when you get your own.
When you ask for your own report, they use very precise algo-
rithms to make sure that information really deals with you. But
when they are selling a report about you to a creditor, they use
looser, partial-matching algorithms, so if something might relate to
you, they are going to make sure it is included on that report be-
cause they don’t want to miss out on anything.

Instead of maximum possible information—or accuracy really is
maximum possible information—those are the reports that con-
sumers need to get access to; and these resellers, the network of
resellers, is a wonderful place to start. Including getting scores that
are meaningful, we just have to override those contracts through
national policy and bring more transparency and fairness to the
system.

Thank you. I yield back the rest of my time that I don’t have ei-
ther.

[The prepared statement of Mr. Hendricks can be found on page
119 of the appendix.]

Chairman WATT. Thank you so much.

And I thank all of the witnesses.

The members of the subcommittee who have been here have been
absolutely diligent, and they have been here throughout. So I am
going to reward them by going last in my questions to this panel,
since I have to be here anyway, and some of them may, because
we went two rounds, have other competing appointments.

So, Mr. Cleaver, I am going to recognize you first for 5 minutes.

Mr. CLEAVER. Thank you, Mr. Chairman.

I want to go back to the issues I raised with the previous panel.
And one of the questions that I raised—I am just curious as to
whether or not any of you would have a different response—and
that is, is there a correlation between the place of residence and
credit scores?

And, specifically, I think my question is, in areas of high minor-
ity concentration, the study I have suggests that they have worst-
ever scores. And if credit scores have a disproportionate impact on
residents in communities with high minority concentrations, what
other socioeconomic factors might account for this reality?

Mr. HENDRICKS. Well, I am familiar with the Missouri study, and
I think it is a very useful study, though its controversial. Industry
doesn’t like it.
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Mr. CLEAVER. Well, yes.

Mr. HENDRICKS. But it showed that there was disadvantaged
credit scores in disadvantaged communities. And I think that is—
you know, I compare credit scoring—I agree with Professor Staten,
it is something that is here to stay, so I think we have to under-
stand and deal with it.

But it is a lot like SAT scores. SAT scores are sort of a test cre-
ated by a circle of people which is meant to measure a certain kind
of skill. And the credit scoring system is kind of the same way.

And so there are people who are extremely responsible in paying
their bills, but if they are not plugged into our surveillance system
of credit, then they don’t get the credit in terms of a good credit
history and good score.

And so if you have a thin file and then you also have a late pay-
ment on top of it, then it is a double whammy that sends your
score down more because part of your score is based on good news,
and if you are a disadvantaged community, it is much harder to
build up the history of good news that will give you a buffer in case
the bad news comes.

So that is why I think it is a useful study.

Mr. CLEAVER. Do minorities and poor folks have worse credit
scores regardless of the geography?

Mr. HENDRICKS. I don’t know. I think the actual research shows
that there are people from disadvantaged communities who have
good credit scores, too. But that means that they basically play by
the rules of that system of building credit, avoiding late payments,
not maxing out their credit cards.

That is kind of a tall order in today’s society, though; and so I
think you are going to see falling median levels of the population’s
credit scores.

But I think clearly we need especially targeted presence in pro-
grams and education. Because now getting credit is going to be im-
perative to any sort of social mobility, and so people have to under-
stand how the system works and how they can use it or find the
alternative system that will give them a chance.

Mr. CLEAVER. Well, “alternative system,” I am glad you men-
tioned those words. Why do we have, essentially, three credit rat-
ing agencies?

Mr. HENDRICKS. That was a result of business evolution. We
used to have five major ones, and merger and acquisition made it
so we have the three that we have today.

Mr. CLEAVER. Do we need more than three, or is there a reason
to make some adjustments in the three we have that would allow
the underserved communities to have greater access to credit?

Mr. TURNER. If I could respond to that, the national credit re-
porting system certainly is an evolving system; and as I mentioned
in my oral statement and in my written prepared statement, the
phenomenon of automated underwriting has absolutely, by every
measure, made lending broader and deeper and fairer. And as I
also mentioned, it is not perfect.

And, of course, I was asked to speak about the promise of non-
traditional or alternative data; and I actually agree wholeheartedly
with Evan’s observation that having this data reported in greater
volumes would actually help mitigate the adverse consequences of
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a negative in a delinquency or default for thin and—well, for thin
file, particularly, individuals.

So the system is evolving. You have seen niche players move into
this market. Four years ago you could probably count the number
of them on one hand. PRBC was a pioneer. Now we have link-to-
credit, Experian, Equifax—or Experian and TransUnion are cer-
tainly making great strides in this. But it is a slow process.

We have worked on the demand side. The study that PERC pro-
vided actually brought lenders and the bureaus together to under-
stand the payoff for using alternative data for risk assessment. The
issue now is that we have to make a business value proposition to
energy utility and telecoms firms to report the data because they
absorb very real costs under the Fair Credit Reporting Act in terms
of data furnisher obligations.

We have a forthcoming study. We have surveyed a large number
of energy utility and telecoms companies with the American Gas
Association, the Edison Electric Institute, TransUnion, and
Experian. We will be providing those results in the next quarter.

But it is a challenge. Our hope is to realize that aspiration. So
it is an evolving system, and I think strides are being made.

Mr. HENDRICKS. And I think the answer to your question too is,
the credit reporting system is basically built to collect the informa-
tion behind your back and then the information surfaces when you
try and make a credit move. In other words, it is sort of a “gotcha”
system.

So one policy or goal would be to have one credit reporting agen-
cy that would be more a consumer-facing reporting agency.
think Dr. Turner has cited pay rent—you know, PRBC is one
where it is an opt-in approach—and others. So I think we do need
alternatives, and we need to have it so consumers are plugged into
their own information as much as all those thousands of creditors
are plugged into it.

Mr. CLEAVER. Mr. Chairman, one of my hopes is that some time
later we will have another hearing. But I certainly would love to
have an opportunity to read the study that Dr. Turner spoke of
that will come out in the next quarter.

Mr. TURNER. We would also be happy to provide, if you are inter-
ested for the record, our report from just yesterday that empirically
speaks to some of these questions as well.

Mr. CLEAVER. Yes, I am very interested.

Thank you, Mr. Chairman.

Chairman WATT. We certainly would welcome that report.

And for the gentleman’s information, I don’t think there is any
anticipation that there will be any legislative moves on this issue
this year. So we have a period of time to get forward-looking infor-
mation that is in process now.

Mr. Barrett is recognized for 5 minutes.

Mr. BARRETT. Thank you, Mr. Chairman. Drs. Staten and Turn-
er, can you kind of elaborate on the effect of credit scores on our
senior citizen population?

Mr. STATEN. Well, it basically has the same effect as it does for
the rest of the population. It is built on past experience, experience
with credit, repayment of credit. There isn’t any particular bias in
the credit scoring models with respect to senior citizens; and in
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fact, if anything, the Federal Reserve Board’s study last year sug-
gested that if there is an age bias at all built into the standard
scoring models, it tends to look at files and take time on file as an
indication of or a proxy for age. Senior citizens who have used cred-
it in the past probably have a very long time on file, and it prob-
ably counts very much to their advantage.

Mr. ABRAHAMS. I would offer that actually in cases where there
is loss of a loved one and the major spouse who had the credit his-
tory passes on, then the widow or widower may experience some
issue there. So that would be a factor.

Mr. TURNER. And I would add to that, in fact, one of the key
findings from our previous studies with Brookings UMI was, a sig-
nificant number of above-66 individuals who had a thin file. And
so we see, actually, great promise in having the energy utility and
telecoms payment data in assisting elderly individuals who, in fact,
as Clark notes, we have an increased incidence of late-stage divorce
and the widow-widower effect.

And our actual numbers were corroborated by another study
done by one of our supporters for that study, which was GE Money,
and they came up with almost the exact same percentage. So there
is an issue that we think alternative data reporting can actually
help resolve.

Mr. BARRETT. And, Dr. Turner, while I have you on the line here,
I know that we have talked about credit scores, and there is a lot
of hemming and hawing about whether it is the right thing, or fac-
tors we take into it. But out of all the findings that we have seen,
would you agree that, using some type of scoring system, you get
the most accurate predictor of risk, fairness, affordability, the
whole 9 yards of any system that is out there today?

Mr. TURNER. Well, again, we have advocated as part of our alter-
native data initiative having data reported directly to credit bu-
reaus and consumer reporting agencies.

I think—and if I understood correctly the one system that Rep-
resentative Green alluded to—that has been our stated objective.
We think that is very efficient.

TransUnion has been on that path for a long time. Certainly,
Experian and all the bureaus are looking at that at this point.

Mr. BARRETT. And the last thing I want to—Mr. Chairman, we
have talked about—Mr. Hendricks brings up some very wonderful
points, but isn’t the key for the consumer education—I mean, didn’t
he or she need to know all there is no know about the scores, how
they are obtained, how it affects them?

And again, let me pose this same question to you guys. I know
you all heard it all from the first panel, how, as much as is out
there, so many people still don’t understand what is going on. How
do we impart that information to the average citizen?

Mr. HENDRICKS. Well, it has to be a multifront attack, and I have
written a book; you are holding a hearing, you passed the FACT
Act. All these things have contributed to it.

Again, in my 30 years following this, I am still optimistic be-
cause, again, 12 years ago, they weren’t even acknowledging there
were credit scores. Now we are deciding between which color is
best and which best serves consumers.
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So I think the idea that—like the State attorneys general have
gone around their State holding identity theft things which relate
to credit scores, the 13-Town Tour. You are talking about going to
your community at teleconferences with your community. I think it
is like giving it every chance we get and, you know, a concerted
push.

There is supposed to be a financial literacy push as part of the
2003 FACT Act. I don’t think that has the aspirations that it is
supposed to. But I think, now it is not just interesting, it is vital
for people.

So I think in terms it is worth public policy, it is worth resources
to go into our communities, starting with the high schools, and
really make a concerted effort that this is pocketbook stuff and peo-
ple need to understand it.

Mr. BARRETT. Absolutely. Thank you gentlemen.

I yield back, Mr. Chairman.

Chairman WATT. I thank the gentleman. I am going to report to
my ranking member that he should have a substitute for him all
the time.

The gentleman from Texas, Mr. Green, is recognized.

Mr. GREEN. Thank you again, Mr. Chairman. Let’s start with
Mr. Abrahams.

Sir, you have seemed to intimate, if not state, that a comprehen-
sive system, while not necessarily perfect, is still a better system
on balance than what we have currently if you want to extend
credit fairly to everyone.

Is that a fair statement?

Mr. ABRAHAMS. I would say that is a fair statement, yes.

Mr. GREEN. And you have heard some of the indications about
information collected about utilities and landlords and persons who
are without what we will call the “traditional reporting system.”

How is it that your standard or your asset test, this equation
that you have developed, how is it that it can tweak the process
such that you get results that are consistent?

Mr. ABRAHAMS. It would first classify the borrower or the loan
applicant. So we talked about the Celsius and the Fahrenheit. That
is because the credit score is an odds quote. That is what a credit
score is. We are not giving the consumer—we are not giving the
consumer the scale, but we are giving him the odds, if you will.

I am advocating a system where we would have a classification
to the consumer that would be decipherable, so you would know
precisely what your position was relative to the primary factors of
the loan decision. And it is much more difficult and challenging for
score card developers to provide that kind of information because
of the secret recipe.

Mr. GREEN. And, Mr. Turner, you gave some information con-
cerning this as well. It seems to me that you are of the opinion that
reporting all of this information as much as possible makes sense.

Is that a fair statement?

Mr. TURNER. It is a fair statement, but I would recognize the
chairman’s caveat that there are certainly going to be road bumps
along the way.

Mr. GREEN. Is there a means, a methodology, by which the road
bumps, while they are there, they can still be factored into the
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equation and you can still service people who have only nontradi-
tional credit?

Mr. TURNER. Well, I think the market is responding. I think you
are seeing, in fact, a number of models that rely heavily on non-
traditional data for credit positioning purposes. And certainly to
the extent that the volume increases—

Mr. GREEN. I am going to take it from your answer, that is “yes.”

Mr. TURNER. Yes.

Mr. GREEN. Okay. Just so that I can move on, must you report
to the agency to benefit from the information that the agency has?
For example, if I am a landlord and I would like to use credit infor-
mation, do I have to report information to the agency to use the
information that I can receive?

Is there reciprocity involved in this process, is what I am asking.

Mr. TURNER. Well, there are a number of alternatives available
right now, and some emerging.

Actually, we are working currently with TransUnion’s rental
screening services and testing the validity of using rental payment
data and credit risk assessment. Similarly, with a group in At-
lanta, a rent bureau. This data is just being collected now; it just
really didn’t exist in numbers before.

But also pay rental credit has an opportunity for individuals to
work through lenders to have lenders report payment data to a
third party to make credit decisions as well.

So there are a number of different alternatives.

Mr. GREEN. You indicated earlier that more and more landlords
and?nontraditional users are now starting to use these scores, cor-
rect?

Mr. TURNER. That is correct.

Mr. GREEN. If they are using the scores, is that a means by
Whi(‘l?h we can induce them to also present information that is accu-
rate?

I am trying to find a means by which we can inculcate them into
the process without making it mandatory. If you want to benefit
from it, let’s have some reciprocity of participation from you is
what I am leaning toward.

Mr. TURNER. I would suggest—again, I think that TransUnion
would be better situated to talk about their standards on this. But
clearly, all the bureaus have data quality standards for taking in
new data.

It is not just that you may report and the bureaus have to take
it. There are certain standards for quality that are in place already.
And I think that there are a number of low-hanging fruit, particu-
larly among the energy utility and telecoms firms that are very
large, have sophisticated databases and billing cycles and can re-
port very high quality data that is verifiably accurate.

Mr. GREEN. I understand.

It seems to me—and I will come to you in just a moment, Mr.
Hendricks, because I am interested in what you have to say. But
it seems to me that if more and more companies are moving toward
these scores and they are utilizing these scores, if we can encour-
age them to not only benefit from the score, but also to have reason
to participate in the process by virtue of benefiting from the score,
we can inculcate them.
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Is there something in that logic that I need to better understand?

Mr. TURNER. No. I agree, and that is what we are trying to show.
We are trying to basically show the business value to prospective
furnishers from reporting; and that is what will get the buy-in into
the system and why they will report accurate data.

Mr. GREEN. Mr. Hendricks.

Mr. HENDRICKS. I wanted to answer your question.

Right now, there is not really reciprocity. Even the Act defines
that there are furnishers of information to the credit reporting
agencies, and then there are users; and you don’t have to be a fur-
nisher to be a user.

I think the way to go is to let this be a consumer-driven thing
to the extent that to have—let’s say, as an example, the utility
company—they can tell their customers, we can report data about
you to consumer reporting agencies if you opt into this. If you do,
these are the benefits that are going to be.

The problem, if we did this en masse, top down, is that we have
gone decades and decades where people don’t expect information on
utilities to be reported to credit reporting agencies. So if there are
people who generally pay on time, but had a few late payments,
but had a thin file, then all of a sudden that is going to hurt them
rather than help them.

Mr. GREEN. Because my time is up, let me share this. I think I
comprehend what you are saying. You are saying that this is an
evolutionary process, and it may metamorphose into something
comparable to what we are talking about.

But, listen, one more thing before we leave this. I am concerned
about those who are left out of the process, and that is what all
my questions have been leading to.

How do I get them, those who really do pay bills, but don’t have
this traditional credit, how can they benefit from credit? Because
you made it transpicuously clear that it pays to have good credit.
I mean, you save money, you can then have wealth-building by
some other means. That is the concern that I am trying as best as
I can to extract from you: How do we get to this point where we
can do this?

And I think I am hearing you say “comprehensive”—that is the
term you used—comprehensive reporting makes a difference. You
can’t compel it, but there may be a way to entice it. Is that a fair
statement? Does anybody differ with me on that, don’t compel but
entice?

And before I yield back, what do you perceive to be the most effi-
cacious methodology for enticement?

Mr. TURNER. We would encourage clarification on section 222 of
TA-96 and permit—pass a law that permits utility companies and
telecoms firms to report payment data to bureaus and CRAs.

There is a lot of regulatory uncertainty in the States. There are
utility companies that want to report that have been told “no” by
their PUC or PSC despite the fact that there is no statutory prohi-
bition. And we found out that many regulators believe that this
data will be used for marketing, which is incorrect because the
FCRA explicitly prohibits that. So there is an issue of regulator un-
certainty.
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There are States right now—we are working in California and we
are working in Illinois—there is a great interest in California and
a great interest in Illinois in doing something legislatively or
regulatorily that will promote this reporting.

Mr. GREEN. Mr. Chairman, I don’t know if this is something that
is already being reviewed by a committee member or someone else.
But if it is appropriate, perhaps my office can work with the good
offices of Mr. Turner and try to craft some language.

Now, I am not sure that we are the committee of jurisdiction for
that.

Chairman WATT. We are not the committee of jurisdiction. And
the gentleman may be surprised to know that he is the leader on
this issue. You really are. I mean, I think perhaps you and Mr.
Castle have probably taken more leadership on the issue of alter-
native data than anybody else on the committee or the sub-
committee.

So it was through your efforts that we made that a part of the
hearing today, in fact, at your urging and Mr. Castle’s urging. And
I am glad we did because my initial inclination was not to, because
I thought it was a sufficiently different subject that would just con-
fuse people.

I think it has really been an enlightening discussion, and I would
encourage you, as we develop questions, follow-up questions, to
submit in writing to this panel and the earlier panel to aggres-
sively think through some of the issues that you have put out
there; and let’s build a record on it. We won’t be the legislating
subcommittee, but our whole purpose is to build a legislative record
for the committee of jurisdiction, the subcommittee of jurisdiction,
or the full committee, to act on this.

So this is the place to do it, and you are the leader on it, whether
you know it or not. Whether you like it or not, you are the leader
on it.

Mr. GREEN. Thank you, Mr. Chairman. Sometimes I am better
than I realize I am. Thank you.

Chairman WATT. You just don’t know what your power is.

Mr. GREEN. Mr. Chairman, if I may ask unanimous consent to
give a quick response?

I am more concerned about—section 222 of the Telecom Act of
1996 is what I think was referred to. I am not sure that Financial
Services is the committee of jurisdiction to deal with an amend-
ment.

Chairman WATT. It sounds like, from Dr. Turner’s response, that
there is no real—that the problem is a lack of clarity. There is not
a directive that says they cannot do it; it is just that a number of
them have found it in their interest not to do it, and they are using
the lack of clarity to hide behind, as I understand it.

Is that correct, Dr. Turner?

Mr. TURNER. Actually, in this case, there was a major telecom
firm that did fully report to all three bureaus. But internal counsel
conservatively interpreted the FCRA carve-out in section 222, be-
cause the prevailing practice at the time was reporting only nega-
tive data, and they felt they could be exposing themselves to class
action litigation for being in violation of Federal law.
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Chairman WATT. And that is one of the concerns that has been
raised about it. Unless you put some parameters around it, only
the negative data that will adversely impact people’s credit, not the
positive data that will enhance their ability to get credit, will be
reported.

And in response to Mr. Hendricks’ comment, one concern about
an opt-in or opt-out approach has been if you opt out, certain lend-
ers will view that as an indication that you are admitting that your
credit was bad, and they will use that against you. So I mean, you
kind of meet yourself here coming and going.

But I think you have to pursue it because you and Mr. Castle
are the—I am not just humoring you publicly here—you are the
leaders on this issue.

Mr. GREEN. Thank you, Mr. Chairman.

Chairman WATT. The gentlelady from California is recognized for
5 minutes.

Ms. SPEIER. Thank you, Mr. Chairman.

And thank you to our panel, and a special hello to Evan Hen-
dricks with whom I have had the pleasure of working over a num-
ber of years.

I am going to share, Mr. Chairman, my bias. We call these credit
reporting agencies or credit bureaus, which gives the average con-
sumer the impression that they are dealing with some Federal en-
tity, when in fact they are not. We heard this afternoon they are
privately or publicly traded companies.

And yet this information is so critical, and to Mr. Barrett’s com-
ments, who suggested that the consumer needs to be educated,
needs to know what goes into their FICO score and what they can
do to improve their FICO score, we can’t give those kinds of an-
swers because, for all intents and purposes, it is a proprietary for-
mula. It is sort of like a secret sauce; we don’t know what it is.

Now, there is something wrong when the government can’t ar-
ticulate what should be considered in a FICO score. I mean, the
fact that we are talking about enticing these bureaus or agencies
to include alternative information is, I think, pretty weak. And I
hope, Mr. Green, you will make it compulsory, because I think that
is part of what we should be looking at, a complete picture.

Based on what has been said here, more companies are coming
into the market, which means we will have more FICO numbers,
not fewer; that consumers are going to be buying numbers that
may or may not be the numbers that are being used by their lend-
ers; that, in effect, over the long-term we are going to have more
subjectivity as to who gets what premium or who gets what mort-
gage at what interest rate because these numbers aren’t the same
for everyone based on a specific set of indices that are used.

So here is my question, and let me start with Professor Staten.

We will have, it is anticipated, 5 million Americans who will be
foreclosed on in a very short period of time. What are we going to
say to them if, in fact, they were lured into a loan that was a
subprime loan when they were really eligible for a more traditional
loan and they are upside down? What are we going to tell them?
What are all of us going to tell them in terms of how they are going
to improve their FICO score?
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Second scenario—and this will be a question to you to start off
with and then to everyone else, because the second scenario is why
I am particularly talking to you. I have a son who is about to be
a junior in college, he goes to a great university, and is a smart
kid. Literally last week, he sent me an e-mail, “Mom, I just found
out that I have a FICO score of 600.” And it was because when he
opened up his checking account at a very prominent national bank
they automatically gave him a credit card. He didn’t know it was
a credit card because kids mostly deal in debit cards. So he is using
his debit card and, I guess, used this credit card in addition; and
over the course of 3 months, he didn’t pay in a timely manner and
he now has a 600 FICO score.

What are we doing about all these young people who are lured
into all kinds of products on the college campuses and who start
out in life with lousy credit scores, because we are complicit in cre-
ating an environment where they exceed what they should be en-
tering into?

So that is kind of a two-part question. I will start with you, Mr.
Staten, and then I would like all of you to answer.

Mr. STATEN. Sure. I think we start by teaching them to pay their
bills.

I am going to trade you another story. I taught a class in retail
financial services at the University of Arizona this last semester.
I asked all my students, as a matter of course, to pull their credit
report.

I had one student who apparently didn’t. At the end of the se-
mester, he got a job, went to California, and was trying to look for
an apartment. At that point, the landlord pulled the credit report
and found that he has, despite having three bank cards, that by his
admission that he has paid very well, he had a FICO score of about
560. Reason? He had collection activity that came from the Tucson
Police Department because he had gotten several traffic violations
tﬁat he had failed to pay—just ignored them, swept them under
the rug.

I suspect that is not an uncommon thing that happens to young
people.

It doesn’t matter what the bill is, whether it is a credit card bill
or a loan payment or a utility bill or a cable bill or a traffic ticket,
young people have to understand that when they don’t pay, there
1s a consequence; and that consequence comes forward in a lender’s
evaluation of their past payment history. Whether it is through
their credit score or whether it is through pulling the credit report
without the score, the lender is going to see that, to the extent that
it is reflected in the credit report.

And I don’t think young people fully appreciate how sloppy pay-
ment in the past has major implications for them, not just in get-
ting credit and pricing credit, but in finding an apartment and
doing other things.

It is a matter of education. We have to teach them that it mat-
ters, that it is important, that it can cost them; and then how to
manage it.

Ms. SPEIER. And the answer to the first question?

Mr. STATEN. I have forgotten now what the first question was.

Ms. SPEIER. The 5 million Americans—
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Mr. STATEN. I think you have raised another issue there in terms
of the suggestion that some of them were duped into mortgages
they couldn’t afford. The fact is, now they are in a mess and they
are stuck with a foreclosure on their record.

It will go away over time; we do know that after 7 years the
thing drops off, and in fact more quickly than that, it has less im-
pact on the credit score. How much impact it has is going to be a
function of how much other credit they actually have, how much
positive experience that they have been able to amass.

But that is about the best answer I can give you on that point.

Mr. ABRAHAMS. If I could go next, I would like to say that I
think, from some of the statistics that I have heard, it takes them
11 years for, I think, a white non-Hispanic and maybe 14 years for
an African-American borrower who has had to go through the fore-
closure process before they can get on their feet again. So—there
is a period of time before one has the capital to recover to approach
homeownership, so it is a pretty severe problem.

The system that I am advocating would have determined from
the get-go vulnerability that there was a product that would put
at risk the affordability. And, secondly, just the concentrations,
that the amount of concentration and the degree of concentration
in certain borrower segments would be surfaced immediately, we
are doing a lot of this product of people who are living paycheck-
to-paycheck, have no savings, bought a home that was 3 times
their annual salary, had 10 percent down. It is the perfect storm
that you don’t see when you are looking at all these things individ-
ually, but when you put them all together it paints a pretty com-
pelling picture.

So I am not suggesting that CCAF would have prevented a
subprime crisis. There are a lot of factors that went into that. But
ic{o fbelzlieve that a comprehensive approach would have been more

elpful.

And as for the student, I was a student. I remember when I was
at Stanford, I got my first Bank of America card back in 1974. And
I was encouraged to get some credit, use it, let it revolve, don’t pay
it ﬁlld()ff’ let it revolve a little bit and then pay it and get estab-
ished.

My point would be, if we have alternative data, if we could also
track savings records—and we have to be creative about it, but
other means of sourcing information outside of just credit usage,
that one can be qualified, I think that would be helpful.

Mr. TURNER. In terms of your first question, we are actually in
discussions right now with the Governor’s office in the State of
Ohio to analyze the efficacy of the Ohio Compact, which is an
agreement between nine large lenders in Ohio, in the State of Ohio,
about certain practices designed to effectively minimize the prob-
ability of moving folks from homeownership to foreclosure. And this
model is being considered in other States. We want to operate in
fact and know whether or not this is making a difference. So we
would be happy to report those results.

I don’t know what I would tell consumers who have been fore-
closed or are facing foreclosure. But certainly, we would like to look
at solutions and viable solutions.

That is what I will offer.
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Mr. HENDRICKS. And I think, Congresswoman Speier, that where
this committee can start is people have to know where they stand;
and right now we are only halfway there in terms of seeing the ac-
tual scores on which they are judged and seeing the actual data
that is in their subscriber version reports. We have to start there,
because until you know where you stand, you don’t know what you
need to do next to get there.

But this goes back to our discussion with Congressman Barrett
that we need a massive effort going into the communities to get
people more financially literate on these issues because now it is
not just interesting, it is crucial.

Chairman WATT. The gentlelady’s time has expired.

I will just make one point as a reminder to the members who
participated in the insurance scoring hearing that this is not
unconnected, because once you get a 500 score on your FICO for
credit purposes, you also have driven up your insurance rates be-
cause, remember, we were all troubled by that.

So this is not only credit, this is insurance. There is a transfer-
ability here.

The second point I would make, and I know you all want to,
there is a big caucus that is getting ready to convene very shortly,
the Democratic Caucus, so the members have to leave. It seems to
me, with these 5 million people, Representative Speier, we may end
up having to grade on the curve at some point. Otherwise, I don’t
know how you are going to go forward extending credit to people
who, but for having gotten into these kind of mortgages that they
really couldn’t afford, would have reasonably good credit.

So, anyway, I didn’t get a chance to ask questions. I am con-
cerned—well, I am going to stay long enough to ask my questions,
but you all feel free to leave, which is why I decided to go last, be-
cause I knew you all had given at the office today, beyond the call
of commitment, and I definitely appreciate it.

Mr. Abrahams, the concern I have about your approach—and I
want you to convince me that I am wrong about it—is that it seems
to inject more subjectivity into it. There will be a category of people
for whom your approach would be a lot fairer, but I think there
would be some concern about the level of subjectivity that is in-
jected into the process.

And that would be a concern that I think Representative Cleaver
would have. So if you can address that quickly, that would be help-
ful, I think, to him and to me.

Mr. ABRAHAMS. Thank you, Chairman Watt.

What we are advocating is not going back to the old method of
every loan officer is a system. We are talking about systematic pol-
icy application, proven principles that are understandable, that are
the basis for how people would want to responsibly handle their fi-
nancial affairs.

I am talking absolutely connected to, that we didn’t reinvent the
wheel of the five “C’s” of credit. And the character part deals more
with just your payment history, which are capacity and your cap-
ital. And so the idea is that this would not be anything like pulling
out of the air; it would be proven and it would be accepted and it
would be well-documented and consistently applied. It would be
more consistent than credit scoring because credit scoring today
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has overrides after the fact, anywhere from 5 to 10 percent over-
rides on the low side and sometimes 10 to 15 percent on the high
side. So we say we have this great score but then other things come
into play.

I don’t dispute that those are not correct decisions, but this
method brings all that together in one at the same time and ren-
ders a decision without first creating a score. It first classifies, then
risk rates; it doesn’t risk rate and then classifies. So I think we
ha&ze that a little bit turned around in the way we are doing things
today.

I hope that is helpful. But the idea is that the judgment is sys-
tematically applied. And it is not an individual’s judgment; this
would be a corporate judgment.

Chairman WATT. I think I am going to withhold the rest of my
questions, and just submit them in writing.

Let me, while I have somebody here who could object if they
chose to, ask unanimous consent to submit for the record the Fed-
eral Reserve’s response to a list of questions that we asked them
to address, that we thought we would have at the beginning of the
hearing. It hadn’t gotten here, but it came during the course of the
hearing today.

And the Federal Reserve also released a report in August of 2007
that was required under section 215 of the FACT Act. I ask unani-
mous consent to submit that for the record.

[The Federal Reserve report can be accessed at http:/
federalreserve.gov/boarddocs/rptcongress/creditscore/default.htm]

And I also ask unanimous consent to submit for the record the
Consumer Federation survey that I referred to in my opening state-
ment. I am just trying to get a full record here so that anybody who
wants to go and really, really delve into this subject will have the
information they need to do it.

It has been wonderful. I am sorry that we backed you into a
timeframe where we couldn’t explore as extensively with you as we
did with the first panel. I can tell you that one of the questions I
am going to want you all to be addressing in writing is whether
the credit reporting agencies can, consistent with the FACT Act ob-
ligation, which requires complete and accurate consumer reports,
base their numbers on maximum available credit as opposed to
credit that is actually outstanding. It would be interesting to get
your reaction to that. That was one of the questions that I asked
in the earlier panel and didn’t seem to get as forthcoming an an-
swer as I thought I might.

We thank the members for being here, and this is an extremely
important subject. We hope that people have flocked to their tele-
visions to watch C-SPAN 3. And if they did, that they learned a
lot about credit scores, credit reports, alternative data, and the pit-
falls that are out there. I would tell them that it is not only out
there for credit decisions; it is out there for insurance decisions,
too, because of the way this thing is structured now.
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So, with that, I will note that the members may have additional
questions for this panel which they may wish to submit in writing.
Without objection, the hearing record will remain open for 30 days
for members to submit written questions to these witnesses and to
place their responses in the record.

And with that, thank you all for being here. The hearing is ad-

journed.
[Whereupon, at 5:15 p.m., the hearing was adjourned.]
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“What Borrowers Need to Know About Credit Scoring Models and Credit Scores”

Testimony of Clark Abrahams, Chief Financial Architect, SAS Institute, Inc.
Before the House Financial Services Committee, Subcommittee on Oversight and Investigation

July 29, 2008

Chairman Watt, Ranking Member Miller, and other distinguished Members of the
Subcommittee, I am Clark Abrahams, Chief Financial Architect at SAS, a leading provider of
business intelligence and analytical software, based in North Carolina. SAS has more than a
quarter century of experience providing decision-based support to the financial services sector.! In
terms of my own personal background, I have twenty-five years in the credit assessment and
banking business, and another ten years in consulting and software development. On the technical
side, I have developed, or directed the development of, thousands of credit models in my career.?
On the business side, I have served on corporate and board-level loan committees, developed and
enforced credit policies, and dealt with customer and shareholder concerns. I have personally
conducted corporate loan policy assessments for consumer and commercial lending under
regulatory supervision, managed the liquidation of bank assets comprised of defaulted loan

collateral and have had to deal with disposal of assets associated with all aspects of defaulted

! With more than 30 years of experience in financial services, SAS works closely with top financial institutions to
provide timely solutions that address critical business needs. In the financial services industry, SAS data integration,
fraud detection, risk management, regulatory compliance, Customer Relationship Management and other software is
used by more than 3,000 financial institutions worldwide, representing 97 percent of banks in the Fortune Global
500. SAS’ industry expertise is evidenced by long-term relationships with large and medium-sized banks and
financial institutions. Furthermore, financial services is SAS’ largest industry segment by revenue, contributing 42
percent of the total company worldwide revenues of $2.15 billion in 2007.

? These include: 1) credit scoring systems for secured and unsecured lending, 2) credit validation and monitoring
systems for assessing underwriting performance, 3) scorecard adaptability assessments, 4) consumer credit auditing
models used to assess of judgmental model decisions and loan grading, 5) post-scoring judgmental extensions to
credit bureau scores and custom application credit scores to increase automatic approvals 6) behavioral and
econometric credit loss and loan pre-payment forecasting, 7) commercial loan grading and default estimation, 8)
loan portfolio sub-prime concentration risk to capital, 9) valuation of credit card portfolios for sale, 10) construction
and quality assessment of credit card securitizations, 11) fair lending disparate treatments testing for mortgage loans
and override analysis for credit scored HMDA-reportable loans, 12) fair pricing analysis and overage/underage
statistical testing for mortgages.
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loans, including foreclosure proceedings. In my current position at SAS, T have conducted
research and helped to pioneer new software solutions in the areas of credit granting and fair and
responsible lending assessment.  The breadth of my experience has afforded me a multi-faceted
perspective of the issues currently discussed by Congress, and being felt by the nation. Based on
all of my experiences, I believe there are opportunities for improving credit risk measurement, with
the added benefits of more accurate assessment of fair and responsible lending, and advancing

financial literacy of consumers.

I very much appreciate the opportunity to testify before you today on the important issue of
credit scoring and fostering better understanding of the credit modeling process and the
interpretation of credit scores. Credit markets are influenced by what information is made
available and also by tools that are used to manage and analyze that set of available information.
Therefore, I want to acknowledge the contributions made to affording the ready access to historical
credit information provided by Experian, TransUnion, and Equifax and the pioneering work by
Fair, Isaac, and Company. Over the years | have been privileged to work with all of them. Their
efforts have unquestionably resulted in far greater access to credit for many consumer segments.
As with any new idea, in order to make the case for a change I must necessarily point to areas
where improvements can be made. 1 believe that the road to improving the current credit system is

paved with greater information, illuminated by innovation, and built through collaboration.

My objective for testifying today is to discuss how the credit scoring process can be
enhanced to help consumers, financial institutions, and regulators better measure and understand

risk. The current system has met many needs and continues to be appropriate in many situations.
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Like most things, however, our current system can be improved to provide both a more effective
measurement and a better understanding of borrower risk, loan portfolio risk, and credit
concentration risk at the enterprise, regional, industry, and national levels. This will be critically
important to regain and maintain financial stability going forward. David Nason, Assistant
Treasury Secretary for Financial Institutions recently said that the industry has "to be able to
segment a population in a way that can create long-term solutions." I wholeheartedly agree with
Assistant Secretary Nason, and have devoted a great deal of energy to create some applicable
segmentation examples and a computer-based methodology that can leverage any segmentation
scheme to measure, monitor, and control credit risk for the lender, while thoroughly identifying for

consumers how they rate overall, and also relative to the primary loan qualification factors.

Over the past five years I have been conducting research on this subject and developing
software solutions for the marketplace at SAS. My initial focus was actually on fair lending
statistical analysis, including development of a singular measure that captures all fair lending risk,>
a systematic approach for fair loan pricing analysis, and an enhanced regression model that more
effectively captures how lending policies are applied to loan approval and pricing decisions,
resulting in better predictive power and a reduced chance that patterns of potential disparate
treatment will remain undetected. As a by-product of this research, it became clear that if the
credit underwriting system could segment borrowers into homogeneous risk groups relative to their
credit qualifications, and the givens of the loan transaction; and if that system could also decision
the loan applicant and price the risk of the loan according to that segmentation scheme, then the
fair lending analysis would be considerably simplified. A Comprehensive Credit Assessment

Framework (CCAF) accomplishes this objective, because it groups similarly situated borrowers

* based on HMDA, US Census Bureau, and credit underwriting data
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relative to primary factors in the loan underwriting process, better ensuring that all loan applicants
are evaluated fairly and consistently. As a result, all fair lending disparity indices, including
decline and above-trigger pricing should be close to parity within each of CCAF’s borrower

segments.

Underwriting Gap

Today there is an underwriting gap in credit evaluation and loan underwriting practices,
and a more comprehensive approach is needed. The underwriting gap refers to the difference
between the underwriting decision model and the borrower, the business and market realities. The
realities I refer to encompass how well the loan approval and pricing process meshes with: 1)
borrower objectives (such as home ownership), their true credit qualifications and the sacrifices
they are willing to make to attain their objectives, 2) the lender’s business objectives, risk tolerance
and policies, and 3) the ever changing levels of market prices, interest rates, loan demand, and
liquidity. Narrowing this gap will result in more accurate loss and default predictions, fairer
treatment of the customer and less reliance on pure scientific models and their attendant
assumptions. We must view borrower’s answers to the most relevant credit qualification questions
simultaneously in order to evaluate the credit risk and to know what type of credit is affordable,
and most appropriate for their needs. The benefits of putting borrowers and their credit
transactions in the proper context before attempting to determine creditworthiness, or how much to
charge for a particular loan, will be invaluable in understanding the overall risk. A Comprehensive
Credit Assessment Framework combines the best of judgment and science to create a holistic

picture of borrower risk.
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There are several modeling components that can be leveraged to close the gap, namely a
data component, a sampling/segmentation component, a model factor component, a model
formulation/construction component and a model deployment/operational component. These
areas are described in greater detail in a CCAF white paper that we have included with this
testimony. In a nuishell, underwriting gap components can be addressed by 1) improvements in
methodology, such as requiring that known causal factors are included as opposed to letting the
data determine what is included based upon pure statistical correlations in the sample, 2) inclusion
of a broader set of information that is input to the models, such as alternative data and insurance, 3)
inclusion of more observations that might otherwise be excluded due to missing data and
indeterminate loan performance 4) less reliance on assumptions, such as “the past determines the
future” or the degree to which non-mainstream consumers seeking credit resemble their
mainstream counterparts relative to scorecard factors, and 5) more effective model
deployment/operation to continually gather and incorporate information to improve decisions over
time, and to eliminate any override processes, which can lead to inconsistency in treatment.
Relative to the last point, unlike credit scoring, the system becomes less reliant on the original data
sample as time progresses and any changes in borrower qualification rules or ratings are handled

within CCAF, not “after-the-fact.”

Historical Context for Credit Scoring
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A good way to understand the credit environment of today is to understand where we
started. Over time, there has been a transition from a more “judgment-based” credit granting
system (as the phrase is used in Regulation B, Section 202.2(t)), to what we have today, which is
primarily a science-based system.* Before the 1960’s, consumer loans were made using loan
officer experience, with some guiding principles. Common practice was to consider the “5C’s of
credit”, namely Character, Capacity, Capital, Collateral, and Conditions when evaluating a
consumer loan request.® This approach looked at the ability of the borrower to repay the loan
through income (Capacity) and, in the event of any interruption in income, their savings or liquid
assets (Capital). It also considered the borrower’s character by evaluating indicators of stability,
his/her performance in meeting current and past credit obligations, and the liquidation value of any
collateral and the borrower’s equity share in cases where the loan collateral was the property being
financed, e.g. real estate, automobile, boat, etc. Finally, conditions were considered that related to
the general economic climate and the terms of the loan agreement, such as loan amount, interest
and fees, and repayment schedule. This represented a comprehensive approach that had been

validated over a long period of time.

The “judgmental” approach, as then practiced, was not without its shortcomings.® Because
each loan officer constituted “a system,” resulting loan decisions were sometimes inconsistent.
The breadth and depth of experience varied by loan officer, and there was always the potential for

bias in individual decisions. Indeed, there is anecdotal evidence that some occupational biases

* Regulation B Section 202.2 (t) describes a “judgmental system” of credit evaluation: “Judgmental system of
evaluating applicants means any system for evaluating the creditworthiness of an applicant other than an empirically
derived, demonstrably and statistically sound, credit scoring system.”

* For examples of the 5C’s see Abrahams & Zhang (2008) pp.185-186

¢ For a list, see Abrahams & Zhang (2008) pp.187
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existed by virtue of the 3B’s: “Never lend to beauticians, bartenders, or barbers,” or the 3P’s,

“Never lend to preachers, plumbers, or prostitutes.”™

Credit scoring offered a more objective approach, providing consistency, speed, and
quantification of the risk that a borrower might default on the loan. Furthermore, scoring was
believed to be more accurate because no one loan officer could possibly have all of the relevant
information about the total lending pool to make legitimate predications about which ones were
good, and which loans would go bad. It was further asserted that even if the loan officer was given
access to the information, he/she would be incapable of taking into account the multitude of factors
that might come into play in scorecard development, nor could he/she account for all of the
correlations among the variables and causally link the result to loan defauit outcomes. Scoring
models can make large quantitative assessments not possible by humans. With scorecards, you
could standardize the criteria by which loans are granted, which made comparisons between
borrowers facially more objective. This was invariably felt to demonstrate the superior predictive

ability of the scoring model over any particular loan officer’s judgment-based decision.

The increase in accuracy was actually attributable to a combination of several factors,
including the type of modeling approach, the technological means to create the model, and the
available data. In reality, the comparison was between a judgmental model, developed by a human
being and based on a limited set of loans, versus a statistical model, developed on a computer and
based on all of the loans made by all of the loan officers. Our new approach combines the
strengths of the two modeling approaches using a computer and it possesses the ability to include

an even greater number of observations while incorporating altemative data, insurance data, and

7 Ibid, p.187, Figure 6.3, note (a)
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other information that is pertinent to the lending decision. Instead of a scorecard that has fixed
factors and fixed point values, our approach consists of an action table comprised of segments that
can have actions based on a combination of factors, which can vary by table entry, with different
weights. Furthermore, each segment, or table entry, can access predictive models and utilize
business rules that can represent any conceivable credit policy before quantifying the risk and
rendering a decision. Due to its flexibility and degree of sophistication, the system can provide

thorough and concise supporting reasons for any loan decision, per Regulation B.

Early-on, scorecard developers found that correlations made it unnecessary to consider
more than 7-10 factors and it was determined that the presence or absence of particular factors
having perhaps a more explanatory relationship with loan default was irrelevant. In the 1970°s
applicant income was eliminated from most scorecards because it was inflation-bound so that
specific income ranges would quickly become out of date, thus requiring the scorecard to lose
effectiveness. Scorecard developers found that dropping income from the scorecard did not have
significant impact because of the fact that it was highly correlated with other factors they could
include. It was also reasoned, and empirically verified, that wealthy people do not pay their bills
on time and hence scorecard bad loan development samples included delinquent borrowers
possessing strong capital, irrespective of whether or not they actually ever defaulted on a loan. As
a direct result of the inclusion of delinquent payers in the sample with defaulters, the finding that
wealth is not predictive has to fall in the self-fulfilling category rather than be categorized as a
surprising result. We assert that if non-defaulters are excluded from the bad loan samiple, then

factors that measure borrower capital and capacity will reflect higher information values.
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There is no dispute that credit scoring models work. They do a great job of what they set
out to do, namely classifying historical samples of credit applicants with known performance into
good and bad groups. However, if we step back a bit and broaden the object of the exercise to
revisit the basic question of “Who is creditworthy and who is not?” then we must ask ourselves the
question “Based on what?” So far, the resounding answer has been “Whatever is in your credit
file,” and also “Whatever is not in your credit file.” So, we must ask ourselves if creditworthiness
should depend on how often we seek credit. Why should seeking credit (i.e. number of credit
inquiries) cause greater risk? A model may indicate so. The problem is that with any observed
phenomenon there are always plenty of supporting theories that can be posed. But theories are
theories, and when we are trying to convince ourselves that a model is correct, then theory can
become all too compelling. If consumers make other choices, such as not using installment credit
to finance purchase of cars or major appliances, does that, or should that, affect their credit
standing? Suppose they do use installment credit, but if they do not respond to credit card offers
that fill their mailbox so that the ratio of their revolving to installment credit is within an expected
range of, say, six to one, does that mean they are any less creditworthy?® An obvious question for
consumers is how can they know what impact any particular choice they make will have, e.g. to
open, or not open, or close, or not close a credit account, or apply for a loan, or moving their
residence, or changing jobs, and so on.” The point is that an individual’s credit worthiness should

depend upon their ability and willingness to repay an obligation. Suppose consumers could know

* I have heard it rationalized that consumers who do have a lower revolving to installment ratio are people who do
not get a lot of offers in the first place. The fact that they are not on the pre-screen mailing lists may be viewed as a
signal that they do not meet the pre-screening criteria and therefore are probably higher risks.

 Common practice is to penalize mortgage applicants if they have been less than 24 months on their job. This is
another example of a case where, despite data that indicates the longer someone is at their job, the lower their credit
risk. It makes intuitive sense. The problem is that other relevant facts are missing, such as the circumstances of the
job move. Was it to take a better job for more money, versus a layoff? Are we saying the people who get promoted
are higher risk because they are grouped in with their statistical counterparts? Variables in a model may lack
valuable context.
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exactly how points are assigned to come up with their credit score. Are we to tell consumers that
being responsible in their financial affairs means that they need to modify their behavior so as to

maximize their credit score?

In the beginning, we had guiding principles in lending that related creditworthiness directly
to the borrower’s ability to repay the loan. Then science came along, and we determined that our
models could find suitable substitutes for common sense. The CCAF approach seeks to revisit that
fork in the road, and retain the guiding principles, while incorporating comprehensive information,

including alternative data, and the best that science has to offer.

The Comprehensive Credit Assessment Framework, CCAF

The basic idea of CCAF is to first ensure a comprehensive view of the lending decision
with respect to the broadest primary factors that are pertinent to any credit granting. For that
exercise, we did not have to “reinvent the wheel” known as the five C’s of credit, namely
character, capacity, capital, collateral, and conditions. Each of the primary factors are comprised
of several rating categories that are generically termed, such as strong, moderate, weak, or poor.
A loan applicant is rated according to objective criteria, for example for capacity the borrower’s
debt ratio and other factors would be taken into account. The character, capacity, and capital
factors relate to the borrower, while the collateral and conditions factors relate to the specifics of
the loan transaction. Once the borrower is classified by the primary factors, they are assigned a
segment number and that number can easily be deciphered to reveal exactly where they stand

relative to primary qualifications. Depending upon the borrower’s primary givens, secondary

10
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factors or policy rules may be brought into play to render a final decision. Just like credit scoring
models, CCAF is validated to ensure model accuracy is achieved and maintained. Moreover,
because CCAF’s primary elements are explanatory in nature, a deeper qualitative validation is
possible and performed, and because it is adaptive in nature, it becomes more predictive over time

and does not need to be replaced at regular intervals.

A system that integrates the best from sound credit principles and statistical modeling is
ideal for today’s credit environment for several reasons. It creates a better, more complete and
comprehensive view of risk for borrowers, lenders, and regulators because it includes more data,
and it guards against over-reliance on pure statistical correlations or incomplete models and data.
An integrated approach can also allow for a flexible, robust system that can accurately evaluate the
risk of borrowers, regardless of the depth of their credit history, providing them the appropriate
access to credit at appropriate rates. Most important, an integrated approach affords better control
of the models and can provide more stringent qualitative and quantitative-based safeguards for the
credit granting process. Existing credit scoring models can be incorporated in this framework, and
indeed a scoring approach to rate borrowers by the primary factors used to categorize credit
applicants may result in far more credit scoring models than are in use today. In any particular
implementation, the degree to which scoring is used will depend upon what the data indicates, and

other considerations.

CCAF represents a comprehensive and integrated approach for credit granting. More

information used in an effective manner can improve credit risk management and increase

transparency. Credit granting is a multi-dimensional problem, and it demands a multi-dimensional

11
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solution. When structural changes occur in the incoming loan applicant population relative to
several primary credit factors, CCAF can provide deep understanding of the root causes.
Acceptance rates and loan originations can be tracked relative to any factor, or combination of
factors. Positive and negative variances relative to originations, declines, and loan defaults can be
effectively examined and better understood. CCAF represents a common sensc approach to
understanding borrower-level credit risk that can also help foster understanding of institutional

credit risk when viewed in the aggregate.

CCAF also is flexible in its loan approval process because loan applicants that require
further action based on their primary classification are evaluated based on their segment, and not
the general population. That means that the secondary factors appropriate for one set of borrowers
is not necessarily sufficient for others. Furthermore, even if the secondary factors are identical for
different segments of borrowers, they can have completely different weights. Moreover, CCAF is
not restricted to variables and formulas — it can also use business rules in the loan decisioning
process. In this way the system can be updated by changing rating thresholds, by modifying
secondary factor thresholds, by introducing or eliminating secondary factors, and by modifying or
adding business rules at the consumer segment level. The longer the system is in place the more it
can evolve to meet important credit qualification considerations for borrowers. Credit scoring
models do not possess this flexibility, as the factors are fixed and the factor weights are also fixed.
However, credit scoring models can be applied at the segment level to address combinations of
segments that require additional risk evaluation. In this way, CCAF not only enforces credit policy
~ it can help shape it as results are compiled. Hence, CCAF constitutes both a risk evaluation and

a policy formulation system.
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Strengths of the CCAF

As just described, the CCAF differs from traditional credit scoring in that it categorizes
borrowers according to all primary underwriting factors. These factors generally are derived from
key risk indicators, such as debt ratio and loan to value ratio, and are also derived from business
rules that examine multiple items that measure such things as capital strength and liquidity. The
resulting categorization provides a single number (transaction contour identifier) which
immediately provides a picture of the strengths and weaknesses of the borrower relative to the
primary qualification criteria. Then, a rating scale is used to describe the overall credit rating when
all relevant factors are combined. The scale is based on the observed performance in each
borrower categorization. The importance of categorizing borrowers before attempting to risk rate
them on pieces of the framework, such as payment history, is that the resulting odds quote is then
implicitly based on an “average” over all other factor groups not considered, and so it represents a
probability of default, or score, that is “out of context.” The result is either an understatement, or
overstatement, of the true credit risk, which is bad both for the lender who is trying to price the risk
and help the consumer select an affordable loan, and also to the consumer who may either end up

over-charged or approved for a loan that could put them at risk of default.

The power of the CCAF is in its ability to look at the 5 C’s of credit in context with one
another, a method that is not currently used with credit scoring. One must understand a borrower’s
current financia} position and, especially for mortgages, future market conditions to understand his

or her comprehensive risk profile. Consider the simple case where we define strong, moderate,

13
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and low capacity based on a ratings associated with a financial obligation ratio and borrower
savings ratio, defined as their monthly savings amount divided by their monthly income. The
savings ratio categories in this hypothetical example are none, low (less than 3%), moderate
(3-7%), and high (8% or more). Suppose we are dealing only with credit payments so we use a
debt ratio that we categorize as low (for values under 30%), moderate (for values 31-45%), and
high (for values greater than 46%).

Debt Savings Capacity
Ratio  Rate Rating

Case

1 L None | Moderate
2 L Low Strong
3 L Mod Strong
4 L High Strong
5 M None Low

6 M Low | Moderate
7 M Mod | Moderate
8 M High Strong
9 H None Low
10 H Low Low
11 H Mod Low
12 H High | Moderate

Figure 1.Capacity Rating
If a consumer had a debt ratio of 34% and had a savings rate of 6%, he/she would be
classified in case 7 and would be rated as a moderate capacity risk, as shown in figure 1 above.
From a consumer literacy standpoint, this type of model would not only encourage savings, but
would provide useful information to consumers on how the rate of savings can impact their

classification.

Similarly for capital, suppose we were to simply adopt the ratio of liquid assets divided by

after-tax monthly income, ignoring savings. Suppose we define the rating categories for capital as

14
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follows: Low (less than 3 months), Moderate (4-6 months), Strong (7-23 months), and Excellent
(24 months or more). If a consumer had $15,000 in liquid assets and an after-tax monthly income
of $3,000, then the months of reserves would be 5 and they would fall into the moderate capital

category.

The following hypothetical examples contrast how a couple of different consumers would

be evaluated based on a bureau credit score versus CCAF based on just the first 3 C’s of Credit.

Example #1: Let’s take a borrower who is a well-established revolving credit user
primarily for the rewards benefit, pays his credit off monthly, and possesses very strong capacity
and ample liquid capital reserves. This consumer pays cash rather than instaliment credit to
purchase automobiles and home appliances, which will lower his credit score. The CCAF would
categorize this person and rate them based on their strong capacity and liquid capital. Lack of
installment debt would be irrelevant to CCAF. If alternative data were included with full file
positive information, the outcome would be surely be a loan, and accompanying rate that is

commensurate with the total risk picture of the borrower.

Aside from the issue raised by this borrower, there are other issues. For example, some
borrowers in a better financial position, generally speaking, may risk delinquency in their credit
payments because the late fees that might be charged are not viewed as a deterrent. The
delinquencies could also lead to a lower credit score under traditional credit scoring methodologies
despite the borrower’s capacity to repay. Because the lowered credit score may over-penalize the

borrower, with credit score-driven risk-based pricing, this consumer may pay more for their

15
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financing than is necessary or reasonable given their total risk picture. Also, borrowers who
experience hardship, but eventually pay their debts, have to suffer for two years or more with a
blemished credit history when that history may represent no additional risk to a creditor. The
CCAF would treat such a borrower quite differently. A borrower in a strong financial position
would be viewed not solely on their delinquencies in isolation, but on their overall financial
position, taking into consideration their income {(capacity) or their capital (savings). This
borrower’s delinquency pattems do not pose the same risk when other factors are considered to put
the facts in their proper context. With CCAF, the consumer would experience a quicker

improvement in his/her credit standing based on current information.

Example #2: Let’s take a borrower with a small amount of capital and a relatively small,
but steady, income over several years, with very little existing debt. In this instance, his or her
payment history of meeting obligations must play a greater role. Under traditional scoring models,
this borrower may not obtain a loan, or may have to pay a high interest rate. This conclusion is
consistent with the Federal Reserve Board’s recent report to Congress on credit scoring, which
noted that recent immigrants and young people were assigned lower scores by the models they
developed than is appropriate, given the actual performance of these groups.'” CCAF, on the other
hand, would evaluate this borrower more holistically, so that the lack of credit usage would be

given less weight.

For loans secured by real property or financial assets (like a mortgage, where the house is

the collateral), the 4® C of Credit comes into play. For purposes of simple illustration, we can

1 “Report to Congress on Credit Scoring and Its Effects on the Availability and Affordability of Credit,” Board of
Governors of the Federal Reserve System, Angust 2007, p.117

16



74

adopt loan-to-value as a measure for collateral (in practice physical properties, appraisal, and other
mformation come into play). Suppose we assign a rating of high (over 90%), moderate (70-90%),

and low (less than 70%).

Furthermore, we can examine the 5™ C of Credit and we may rate conditions as a measure
of borrower vulnerability to changes in economic conditions. CCAF takes into account future
possible scenarios that impact capacity relative to changes in payment amount due to rising interest
rates, capital relative to principal pay down of the loan that increases equity position in the
property, and collateral relative to prevailing housing market conditions.'” Borrower vulnerability
will alert the lender immediately if the consumer is applying for a type of loan product that is not
suitable due to future affordability risk, even if that product provides a smaller payment amount in
the short run, which in turn improves borrower capacity. Current credit scoring models could
possibly incorporate this type of factor, presenting this as an opportunity to use scoring technology

to quantify borrower vulnerability.

Alternative Data-A Critical Component

The purpose of the Equal Credit Opportunity Act, or Regulation B, was to promote the

availability of credit to all creditworthy applicants without regard to race, color, religion, national

"' Two candidate metrics combine to capture this risk in three rating categories ~ high, moderate, or low. First is
future LTV, defined as the ratio of the remaining principal amount to the quantity equal to the current market value
of the property minus the standard deviation of the value of the property over the past 5 years. The second metric is
a future to current payment ratio. The numerator is equal to a probability-weighted payment amount based on the
current payment amount at loan origination, the maximum possible payment amount 5 years into the contract, and
the simple average of the two payment amounts; the denominator is the loan payment amount at origination. A
business rule rates vulnerability as high, moderate, or low, based upon whether the new payment will exceed the
policy debt ration and whether the future LTV exceeds a threshold, e.g. 100%. This takes into account both 1) the
impact of a housing bubble which can lower the value of the home and curtail access to capital via cash-out
refinancing and 2) the risk of rising interest rates which can dramatically increase loan payments
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origin, sex, marital status or age.”” In principle, borrowers should be able access credit at a risk-
appropriate price, regardless of the extent of their credit history, provided they have a track record
of acceptable payment on their regular payment obligations. Bill payment history can be
substituted in cases where there is a lack of credit history, or it may be used to create a bill
payment history that integrates both sets of information. There are important indicators that can
be derived from these data, similar to what is being done successfully by the credit bureaus today
for credit data. Most often these data are either unavailable or they are not sourced for inclusion in
the loan underwriting process. Examples of alternative data include bill payment data for rent,
utilities such as electricity, gas, cable, water, telecommunications, insurance, and so on.
Additional examples include deposit-related data that covers savings deposit frequency and
amounts, checking and savings account duration and balances, frequency of checks with
insufficient funds, and so on. Empirical studies conducted on this type of data have demonstrated
that they have predictive value. As such, they could help make credit more accessible to
consumers who are presently not in the financial system mainstream, or for those who greatly limit
their use of credit, but are nonetheless capable of repaying a loan. Alternative data is now more

often being considered by lenders but has not yet become mainstream.

In many instances in today’s credit system, consumers are rewarded for being more highly
leveraged (i.e. having more debt), and penalized for paying with cash. For example if a consumer
having no installment debt has $15,000 of capital and uses most of it to purchase a car and a major
appliance, his/her capital position is lowered, but his capacity is unchanged, and his credit bureau
score is unaffected. Consider case 2, where the consumer finances the car and major appliance

with installment contracts, his‘her capital position is unaffected, capacity is lowered duc to a

2 Regulation B Section 202.1, Authority, Scope and Purpose
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higher debt ratio, and his credit bureau score will improve, all else being equal. Clearly there is
more credit risk and cost to the consumer in the second case, but the credit score is focused on

credit usage, and mix of credit, and it sees a lower credit default risk.

The information value contained in alternative data and community data'® has made it
increasingly apparent that significant ground can, and must, be gained in enhancing the state-of-
the-art in consumer and small business lending relative to those segments in particular, and
perhaps for all borrowers in general. ' A recent study by the Brookings Institution Urban Markets
Initiative and the Political and Economic Research Council (PERC)" found that those outside the
credit mainstream have similar risk profiles as those in the mainstream when including
nontraditional data in credit assessments. The report also found that using nontraditional data

decreases credit risk and increases access to credit for those who are creditworthy.

With greater information, lending decisions become better, with lower rates of
delinquencies, less overextension, and an increase in the number of performing loans. This will
shore up data gaps in the credit evaluation process, especially relative to payment history for non-

credit obligations and borrower capacity.

Alternative data can be readily fed into CCAF’s handle structure for the purse of
segmentation and modeling. Without changing any model factors for payment history, one can

incorporate non-credit trade lines. Consider the following example.

* See www,socialcompact.org for more information.

MSee Turner, Michael, S. Alyssa Lee, Ann Schnare, Robin Varghese, and Patrick D. Walker. “Give Credit Where Credit Is Due
—Increasing Access to Affordable Mainstream Credit Using Alternative Data,” Political and Economic Research Council and
The Brookings Institution Urban Markets Initiative, ©2006. avajlable:

http/fwww.brookings reports/2006/1 2communitydevelopnient_turner.aspx
15 bid.
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Suppose the payment history dimension of CCAF consists of three ratings, Good, Fair, and
Poor. Further suppose that this rating is based on three factors, namely whether or not the
consumer has defaulted on an obligation in the past 5 years, whether they are new (credit file less
than 2 years old) or established, and their delinquency record, characterized as mild, moderate, and

severe'®. With this information, one can rate borrower payment history based on the scheme shown

in Figure 2 below:
Late

Case  Non-Payment History Payment  Rating
1 Defaulter New Mild High
2 Defaulter New Moderate | High
3 Defaulter New Severe High
4 Defaulter Established Mild Medium
5 Defaulter Established | Moderate | High
6 Defaulter Established | Severe High
7 Non-Defaulter New Mild Low
8 Non-Defaulter New Moderate | Medium
9 Non-Defaulter New Severe High
10 Non-Defaulter | Established Mild Low
1 Non-Defaulter | Established | Moderate | Low
12 Non-Defaulter | Established | Severe | Medium

Figure 2. Borrower Rating for Payment History
The point here is that even delinquent patterns need to be put within the context of whether the
consumer is a defaulter and how long they have been paying their bills. The identical definitions
can be used to characterize alternative payment data if we simply modify the definition of defaulter

to be service discontinued with a balance, apartment vacated with rent due, etc. In this case a

' In this example mild delinquency would include no delinquency.
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lender using CCAF would require simply the segment number (from 1 to 12) for the consumer. It

is possible that the typical credit score would be retained for comparative purposes.

As mentioned earlier in my testimony, challenges exist in obtaining alternative data. For
example, many public utility companies are concerned with the liability of reporting the
information reliably and accurately to the credit bureaus. There are companies like Payment
Reporting Builds Credit, where my colleague Michael Nathans is currently able to effectively
create a credit history for individuals without a traditional credit history (mortgage, student loans,
credit cards) by putting together non-credit payment data'’. Many people with a little or no credit
history can end up with a more representative credit score, and thereafter access to credit and a

lower interest rate when this type of information is compiled.

Benefits of CCAF: Transparency, Accessibility, Comprehensibility

Greater transparency for the consumer will enable them to understand how they are rated in
primary qualification areas and will provide them with specific thresholds that they need to achieve
in order to strengthen their credit standing. This puts control into the hands of the consumer while
fostering “good” habits. One issue with a statistical model is the concern that, if divulged,
consumers will try to “game the system.” On the other hand, depending on the factors in the

scorecard, the factors might indicate that the consumer needs to borrow more, or borrow

17 Example from Brookings Roundtable on Use of Alternative Data in Credit Scoring, December 2005, presentation
by Michael Nathans, PRBC,:Consumer had a FICO Score of 568 and a PRBC Bill Payment Score of 781; Medical
issue over 3 years ago caused financial hardship; No late payments in past 36 months; Some slow payments 29+
month s ago; On a $225,000 mortgage the difference in APR is 2.5% based on the score differential; The financial
dollar impact by score differential is $5,600/yr or $468/mo in the mortgage payment Since that time, In November
2007, PRBC partnered with Fair Isaac to deliver more comprehensive capabilities with the Fair Isaac Expansion
score, which incorporates alternative data.
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differently, or follow some pattern that is not in sync with the consumer’s particular lifestyle,
culture, normal habits, or desire. We should have a credit granting system that encourages safe and
sound practices — why encourage people to borrow just so they can create a payment record for
credit qualification? Its primary focus must be on the financial position of the borrower, the
borrower’s history of meeting payment obligations, the borrower’s equity stake in collateral
secured by the loan, and the borrower’s vulnerability to increases in market interest rates and
softening of economic sectors that impact collateral values. We envision that the consumer would
have access to their segment identifier and their factor ratings, perhaps on their monthly statement,
so that they can examine it, verify it, and observe how it changes based on the financial choices

they make and as their circumstances change.

CCAF can also deal more effectively with missing data than credit scoring. In many cases,
the data may not be required due to the primary factor categorization. CCAF is deployed in two
stages. Stage 1 consists of primary factors. Stage two consists of secondary factors and business
rules. Depending upon the segment, any particular data items may or may not be required.
Observations that are missing data for factors not pertinent to the particular segment in which the
record falls can be included with zero impact on the model. If the data is required, CCAF has the

capability to apply business rules to compensate in the most appropriate manner.

The CCAF provides consumers with the ability to see their risk picture and the attributes
that make up that picture. With an understanding of the attributes, the borrower is empowered to
take the steps he or she needs to, to change or improve that picture. It thus fosters financial

literacy and it represents a very transparent process for the consumer. Loan portfolio managers,
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loan pool securitizers, regulators, economists, policy makers and fair lending compliance officers
can all benefit from greater transparency that the CCAF segmentation can provide when
aggregated appropriately. Limits can be set to regulate segment concentrations per corporate or
secondary market requirements. If industry standards are adopted, then CCAF could provide
important new benchmarks and early warning on consumer and portfolio trends. For exarple, if at
a national level we see a perfect storm brewing whereby the borrower segment representing low
capital, low capacity, high loan to value, and high vulnerability, then we would not have to wait for
the normal early warning barometer, namely delinquencies, to start flashing. Going forward,
CCAF would provide lenders and regulators with a multi-dimensional capability to spot
concentration risk while it is building, so that risk can be limitea. From a loss mitigation
standpoint, CCAF may be of use to systematically segment loans that either are, or will be, in

trouble and assign them to appropriate workout strategies.

Conclusion

For the benefit of borrowers, institutions, and regulators, as well as the overall economic
well-being, a fresh perspective on measuring risk is needed. The approach I have described in this
testimony will ultimately prove to afford superior accuracy as data and borrower performance
accumulate over time. It will also provide greater transparency for all stakeholders in that it will
enable consumers to easily see a broader and more direct impact of their financial choices and
habits on their credit standing. The flexibility of this approach will enable the consumer’s

creditworthiness to be viewed in a deeper and more complete context. As a result, the final loan
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decision will have incorporated and weighed only those secondary factors that are relevant for the

loan in question.

A comprehensive framework that combines the best that judgment and science have to
offer, can greatly enhance existing credit scoring models and underwriting processes, and ensure

fair access to credit by promoting transparency and common-sense.

I appreciate the opportunity to be here today to present views on enhancements to the credit

system I welcome the opportunity to further contribute to this discussion and would be happy to

answer any questions.
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INTRODUCTION

Mr. Chairman and members of the Subcommittee, | am Richard Goerss, Chief Privacy
Officer and Regulatory Counsel for Equifax Inc. I want to thank you for this opportunity to
testify regarding what borrowers need to know about credit scoring models and credit scoring.
My testimony primarily is focused on our Equifax Information Services subsidiary, which is our
Fair Credit Reporting Act (FCRA)'-regulated credit reporting business, which for purposes of
convenience, I will refer to simply as Equifax. In addition, given the focus of the hearing, my
testimony focuses on scores and scoring models used by our lender customers, as opposed to

scores used by others, such as insurers.

This staternent briefly describes Equifax Inc.; describes what a credit score is; discusses
benefits credit scoring provides to both consumers and lenders; discusses Equifax’s scoring
models and scores; and explains how consumers can obtain their credit score directly from

Equifax.

ABOUT EQUIFAX

Founded in 1899, Equifax Inc. is the oldest, the largest, and the only U.S. publicly traded
of the national companies that provide consumer information for credit and other risk assessment
decisions. As one of the three “national” credit reporting agencies, Equifax’s activities are

highly regulated under the FCRA and other related federal and state statutes. Equifax isa

V15 U.S.C. Sec. 1681 et. seq.
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responsible steward of sensitive consumer information and, as such, is committed to consumer
privacy. We actively work with governments, consumers, and businesses to forge effective
solutions to complex information and privacy issues. Equifax believes that the marketplace can

offer solutions that enlighten, enable and empower consumers.

WHAT IS A CREDIT SCORE?

A credit score, broadly speaking, is an analytical methodology used to objectively assist
in the prediction of consumer credit behavior. Credit scores allow lenders to project future
account behavior more precisely, allocate their resources more efficiently, and minimize risk
throughout the life cycle of an account. Credit scores may be used in connection with a variety
of purposes, such as opening new accounts, determining down payment or deposit amounts,
establishing and reviewing credit limits, and prioritizing collection efforts. Lenders can obtain
scores based on credit scoring models developed by third parties, such as Equifax or Fair Isaac,
or they can develop their own scoring models and obtain credit reports from Equifax (or other

consumer reporting agencies) to which those scoring models are applied.

Credit scores are tools that lenders can use to assist in evaluating a consumer transaction
or an account. Any decisions ~ such as whether to lend to a borrower or what terms to offer the
borrower — are made by the lender, not those creating the scoring model or supplying credit
information for use in the generation of the credit score. Lenders determine the role credit scores
have in their credit risk decisions. For example, in the case of a mortgage loan, credit scores are

not the sole factor in their decision as other factors, such as the value of the property, loan to
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value ratios, the size of the down payment, and the consumer’s debt to income ratio commonly
would be considered in a lender’s decision. Three lenders obtaining the same credit score on the
same day could chose to offer the consumer different loan products or rates depending upon their

underwriting decisions.

BENEFITS OF CREDIT SCORING TO CONSUMERS AND LENDERS

Credit scoring systems provide benefits for both consumers and lenders. According to
last year’s report to the Congress by the Federal Reserve Board, “the introduction of credit-
scoring systems has increased the share of applications that are approved for credit, reduced the
costs of underwriting and soliciting new credit, and increased the speed of decision making.”
Examples of other benefits of credit scoring, also identified in the Federal Reserve Report,
include:?

¢ Credit scoring has promoted competition between lenders by making it possible for
creditors to readily solicit business from their competitors.

» Credit scoring increases the consistency and objectivity of credit evaluation and therefore
may reduce the possibility that credit decisions will be influenced by personal
characteristics or other factors prohibited by law.

» Credit scoring increases the efficiency of consumer credit markets by helping creditors
establish pricing that is more consistent with the risks and costs involved.

¢ Credit scoring has broadened creditor access to capital markets, thereby reducing the cost

of funding loans and strengthening public and private scrutiny of lending activities.

? Board of Governors of the Federal Reserve System, “Report to the Congress on Credit Scoring and its Effects on
the Availability and Affordability of Credit: Submitted to the Congress pursuant to Sectxon 215 of the Falr and
Accurate Credit Transactions Act of 2003” (Aug. 2007). pp. O-4 — O-5.
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CREDIT SCORES OFFERED BY EQUIFAX

Equifax markets third-party credit scores, including the FICO® score (sometimes also
referred to as the Beacon score when sold by Equifax) and the VantageScore.® Equifax also has
developed scoring models of its own. Also, as noted above, some customers choose to develop
their own scoring models and then purchase consumer credit reports from Equifax to use with
their ecwn models in connection with the lender’s credit determinations. As we understand that
Fair [saac, developer of the FICO score, has been invited to testify at today’s hearing about its

scoring models, we will focus our testimony on a description of our own scoring models.

Equifax develops hundreds of credit models for use by its customers. Equifax credit
scores predict the likelihood of a particular behavior, such as payment, delinquency, or
bankruptey, within a set time period. Of course, Equifax credit scores are not a guarantee that a
defined behavior will occur and do not use factors, such as gender, race, color, national origin,

marital status, religion, or address. Nor do we use age as a factor.

Equifax credit scores are mathematically-derived and correlated to actual historical
performance. Scores also are consistent, objective, and free from bias. Scores are an alternative
to judgmental decision making, which typically is based on the experience of the decision
makers, may be influenced by professional intuition, and can be biased or influenced by

emotional states or consideration. Regulation B, which implements the Equal Credit

® VantageScore is an alternative to the FICO score created by Equifax, Experian, and TransUnion.
*12 CFR. Part 202.
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Opportunity Act, addresses creditor use of credit scoring models and the development and
validation practices that distinguish what the Regulation refers to as an “empirically sound,
demonstrably and statistically sound” credit scoring system from judgmental assessments of

applicants.

Equifax scoring models typically assign higher scores to consumers who exhibit a
likelihood of high or satisfactory credit performance and lower scores to consumers who exhibit
a likelthood of low or unsatisfactory performance. Our scores potentially are based on hundreds
of discrete factual items of information, commonly referred to as “factors.” The factors can be
broadly grouped into cgtegories such as payment history, amounts owed, length of credit history,
new credit account activity, and the types of credit used (installment, revolving, etc.). The
weighting of particular factors varies from model to model depending upon how that factor
impacts the type of behavior or outcome that the scoring model is seeking to predict. For
example, the Equifax FICO (Beacon) score weighs the broad categories of factors described
above as follows:

¢ Payment history (approximately 35%)

s Amounts owed/utilized (approximately 30%)
* Length of credit history {approximately 15%)
* New credit (approximately 10%)

¢ Type of credit (approximately 10%)

315 U.S.C. Sec. 1691 et. seq.
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Equifax offers both custom and generic credit scoring models. A “generic” credit score
is derived from a scoring model that has been designed on the basis of information from a
sampling of the general population. A “custom” credit score is a score that is based on scoring
model that has been developed on the basis of a sampling of a more specific population, such as

a specific lender’s customers.

Equifax scores are based on information in a consumer’s Equifax file, which is subject to
the full range of standards, rights, and protections, afforded by the FCRA. Information used in
scoring Equifax scoring models may include tradeline information regarding a consumer’s credit
accounts (such as the type of account,}he date the account was opened, the credit limit or loan
amount, the outstanding balance, and the consumer’s payment history); inquiry information
regarding certain inquiries (discussed further below); and public record or collection information
such as certain judgments, tax liens, and collection account information. Credit reports also
include identifying information about consumers, but this information is not used as factors in a

credit scoring model.

Equifax does not score files in cases where the consumer’s file either has no tradelines,
no tradeline that has been open for more than six months, or no tradeline that has been updated
within the last six months. Disputed items in a consumer’s file are not used in Equifax scores. In

addition, authorized-user tradelines generally are excluded from Equifax scoring models.

Equifax scoring models may utilize inquiries arising from consumer-initiated transaction

~ such as applications for auto loans, credit cards, mortgages, home equity lines, or retail credit
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cards — in the calculation of credit scores, however, these inquiries are not heavily weighted.
Inquiries arising from non-consumer initiated transactions, such as account review, pre-approved

offers of credit, and consumer disclosure requests are not used by Equifax scoring models.

Information that may be predictive of creditworthiness, other than those customarily
found in the traditional credit report, often are commonly referred to as “alternative data.”
Alternative data sources might include, for example, utility payment history information,
telecommunications history information, rental payment history information, or checking and
savings account ’information. The use of such information, once collected, in credit scoring
models would require continuing study, looking both at its content and the ability of alternative
data providers to meet their FCRA furnisher obligations. Equifax already captures some types of
alternative data and is committed to developing additional sources of alternative data so as to

assist in scoring thin-filed and “un-banked” consumers.

HOW CONSUMERS CAN OBTAIN CREDIT SCORES FROM EQUIFAX

Consumers can obtain the FICO/Beacon score, which is the credit scoring model most
commonly distributed by Equifax, based on information in the consumer’s Equifax credit file
from Equifax Information Services in a variety of ways. In each case, the price paid by

consumers for the score disclosure is $7.95:

® Consumers also may obtain their credit scores through other sources. For example, consumers are entitled under
the FCRA, as amended by FACTA, to receive their credit score in connection with certain mortgage transactions.
See FCRA Sec. 609(g) (15 U.5.C. Sec. 1681g(g)).
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Consumers can request a FICO credit score alone (without a copy of their credit file,
credit monitoring, or ongoing scoring products) by sending a written request with proof
of identity or by calling us, toll free, at 1-877-SCORE-11 (1-877-726-7311) or 1-800-
685-1111. Consumers calling these toll-free numbers also have the option to order their
FICO score together with a copy of their Equifax credit file, and the option to order a

copy of their Equifax credit file without a score.

In addition to the consumer’s FICO score, the consumer also is provided with the key
scoring factors that affected the consumer’s credit score, the FTC’s summary of
consurner rights under the Fair Credit Reporting Act, and other information. An example

of such a disclosure is provided with our testimony as Attachment A.

Consumers who obtain their free FACTA annual file disclosure from Equifax through
annualcreditreport.com can also purchase their FICO credit score along with their free

annual file disclosure, if they wish to do so.

Consumers entitled to free credit file disclosures under FCRA or state law for various
reasons (other than the FACTA free annual file disclosures, whiéh are handled through
the centralized source at annualcreditreport.com, discussed above) can request free credit
file disclosure at www.equifax.com/fcra. These consumers are also offered the

opportunity 1o purchase their FICO credit score.
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In addition, our Equifax Personal Solutions subsidiary, which offers services and
products directly to consumers, also makes credit scores available to consumers as a component
of credit file monitoring products or credit scoring and credit scoring monitoring products such
as Credit Watch™, Score Power®, and ScoreWatch™., These products, which vary in cost, are

available to consumers through Equifax.com.

We also make educational information available to consumers through our website,

www.Bquifax.com. Examples of these materials accompany our festimony as Attachment B.

CONCLUSION

Thank you again for the opportunity to testify on this important issue. Credit scoring has
important benefits for both consumers and lenders. Equifax looks forward to continuing to work
with the Subcommittee on scoring issues and educating consumers as to what they need to know,

as borrowers, about credit scoring models and credit scores.

10
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RICHARD G. GOERSS

CHIEF PRIVACY OFFICER
AND REGULATORY COUNSEL

Richard G. Goerss is Chief Privacy Officer and Regulatory Counsel. He was appointed to these
positions in April 2005 after having served as Vice President and Corporate Regulatory Counsel
for various Equifax companies since March 2001. He had responsibility for regulatory and
compliance issues on a global basis.

Previously, prior to March 2001, Mr. Goerss had served as Vice President - Group Counsel,
North American Information Services for Equifax. He was responsible for a broad range of legal
services to Equifax domestic credit services operations. Before that, Mr. Goerss served as Vice
President - Assistant Group Counsel from 1993 until 1996 and as Vice President of Equifax
Credit Information Services from 1991 until 1993. He has held various leadership positions
since joining Equifax in 1977,

Mr. Goerss earned both a Bachelor of Arts degree with honors and a Master of Arts degree in
teaching in 1972 from Emory University. In 1977, he received a Juris Doctor degree with honors
from the University of Georgia.
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P O Box 740256
Atlanta, GA 30374

July 24, 2008

Ludbnslbehidd i din b o] adddad o 8

0000065821

Cshelltest Cshell Ctest

211 Perimeter Center Pkwy NE
Atlanta, GA 30346-1308

Dear Cshelifest Cshell Ctest:

Thank you for requesting your credit score, Credit scores are generated by applying a risk scoring model to
information in an individual's credit file.

Your FICO acredit score of 850

was created on July 24, 2008 and was based on the contents of your Equifax credit file on that date.

The credit scoring madel most commonly distributed by Equifax is FICO ®. A FICO ®credit score is generated from
a formula developed by Fair, Issac and Company, Inc.

NOTE: The range-of possible FICO @credit scores is 300-to 850. Generally, the higher tHe scote the ToTe Tavorably it
is viewed by a lendar.

The key factors that affected your credit score are:
Reason Code | Explanation

38 Serious delinquency or derogatory indicators/remarks, and public record or collection information is
being reported on your credit file

18 There is evidence of multiple accounts with missing paymenis or having derogatory
indicators/remarks reported

13 The time since your most recent past due payment is too recent or unknown

18 There is a lack of recent revolving/charge account information on your credi file

The above information and credit scoring mode! may be different than the credit score used by a lender. Lenders and
other credit grantors may use their own custom scoring model or one developed by another company.

The confirmation number for this Score Report is: 82060000389. If you need to speak with a customer service
representative concerning the information on this Score Report, please call (800) 435-7730 and have the Score
Report confirmation number available.

You may wish to view the contents of your Equifax credit file. To receive your credit file via the Postal Service,

piease order it from our automated system at 1-800-885-1111. For instant on-line access to your credit file log on to
www.eguifax.com.

You may contact Fair Isaac onfine at: www.fairisaac.com or by mall at: Fair Isaac Corporation, 901 Marquette
Avenue, Suite 3200, Minneapolis, MN 55402 USA.
The FBI Has Named ldentity Theft As The Fastest Growing Crime In America.

Protect yourself with Equifax Credit Watch™ , a service that monitors your credit file every business day and
notifies you within 24 hours of any activity. To order, go to:  www.creditwatch.equifax.com

Page 1 of 6 8208000038F02-000006562- 1- 1-S
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Para informacion en espariol, visite www.ffc.gov/credit o escribe a la FTC Consumer
Response Center, Room 130-A 600 Pennsyivania Ave. N.W., Washington, D.C. 20580.

A Summary of Your Rights Under the Fair Credit Reporting Act

The federal Fair Credit Reporting Act (FCRA) promotes the accuracy, fairness, and privacy of
information in the files of consumer reporting agencies. There are many types of consumer
reFomng agencies, including credit bureaus and specialty agencies Ssuch as agencies that sell
information about check writing histories, medical records, and rental history records). Hereis a
summary of your major rights under the FCRA. For more information, including information
about additional rights, go to www.fic.govicredit or write to: Consumer Response Center,
?{?508'3 130-A, Federal Trade Commission, 600 Pennsylvania Ave. N.W., Washington, D.C.

° You must be told if Information in your file has been used against you. Anyone who uses
a credit report or another type of consumer report to deny your application for credit,
insurance, or employment or to take another adverse action against you must tell you, and
(n;:st gi\{_e you the name, address, and phone number of the agency that provided the
information.

® You have the right to know what is in your file. You may request and obiain all the
information about you in the files of a consumer reporting agency (your "file disclosure”). You
will be required to provide proper identification, which may include your Social Security
number. In many cases, the disclosure will be free. You are entitled to a free file disclosure if:

o a person has taken adverse action against you because of information in your credit report;
o YEU are the victim of identify theff and place a fraud alert in your file] o
© your file contains inaccurate information as a result of fraud;

© you are on public assistance;

¢ you are unemployed but expect fo apply for employment within 60 days.

In addition, by September 2005 ail consumers will be entitled to one free disclosure every 12

months upon request from each nationwide credit bureau and from nationwide specialty
consumer reporting agencies. See www fic.gov/credit for additional information.

<

You have the right to ask for a credit score. Credit scores are numerical summaties of your
credit-worthiness based on information from credit bureaus. You may request a credit score
from consumer reporting agencies that create scores or distribute scores used in residential
real property loans, but you will have fo pay for it. In some morigage transactions, you will
receive credit score information for free from the mortgage lender.

-]

You have the right to dispute incomplete or inaccurate information. If you identify
information in your file that is incomplete or inaccurate, and report it to the consumer reporting
agency, the agency must investigate unless your dispute is frivolous. See www fic. gov/credit
for an explanation of dispute procedures.

o

Consumer reporting agencies must correct or delete inaccurate, incomplete, or
unverifiable information. Inaccurate, incomplete or unverifiable information must be
removed or corrected, usually within 30 days. However, a consumer reporting agency may
continue to report information it has verified as accurate.

Page 2of 6 8206000038F02-000008662- 1~ 1-S
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Consumer reporting agencies may not report outdated negative information. In most
cases, a consumer reporting agency may not report negative information that is more than
seven years old, or bankruptcies that are more than 10 years old.

Access to your file s limited. A consumer reporting agency may provide information about
you only o people with a valid need ~ usually to consider an application with a creditor,
insurer, employer, landlord, or other business. The FCRA specifies those with a valid need

for access.

You must give your consent for reports fo be provided to employers. A consumer
reporting agency may not give out information about you to your employer, or a potential
employer, without your written consent given {o the employer. Written consent generally is
not required in the trucking industry. For more information, go to www.ftc.gov/credit.

You may limit "prescreened” offers of credit and insurance you get based on
information in your credit report, Unsolicited "prescreened" offers for credit and insurance
must include a toll-free phone number you can call if you choose to remove your name and
address from the lists these offers are based on. You may opt-out with the nationwide credit
bureaus at 1-888-5-OPTOUT (1-888-567-8688).

You may seek damages from violators. i a consumer reporting agency, or, in some cases,
a user of consumer reports or a fumisher of information to a consumer reporting agency
violates the FCRA, you may be ablie to sue in state or federal court.

Identity theft victims and active duty military personnel have additional rights. For more
information, visit www ftc.gov/credit. | . R

tates may enforce the FCRA, and many states have their own consumer reporting laws.

in some cases, you may have more rights under state law. For more information, contact
yo?r state or local consumer protection agency or your state Attorney General. Federal
enforcers are:

TYPE OF BUSINESS: CONTACT INFORMATION:

o} reporting agencies, ifors and others not jisted below Federal Trade Commission. Consumer Response Center - FCRA
Washington, DC 20580 1-877-382-4357

National banks, federal branchesfagencies of foreign banks Office of the Comptroller of the Currency

(word "National" or initials "N.AL" appear in or after bank’s name} Compliance Management, Mall Stop 6-6

Washington, DC 20218 800-613-6743

Federal Reserve System member banks {(except national banks, arnd | Federal Reserve Board

federal branches/agencies of foreign banks) Diwision of Consumer & Community Affairs
Washington, DC 20551  202-452.3693

Savings associations and federally chartered savings banks (word Office of Thrifl Supervision

“Federal” or initials "F.5.B,” appear in federal instifution's name) Consumer Complaints

Washington, DC 205562  800-842-6929

Federal credit unions (words "Federal Credit Umion® appear in
institution's name)

Nationaf Credit Unfon Administration
1775 Duke Street
Alexandria, VA 22314 703-518-6360

State-chartered banks that are not members of the Federal Reserve
SBystem

Fedsral Deposit Insurance Corporation
Consurmer Response Center, 2345 Grand Avenue, Suite 100
Kansas City, Missouti 64108-2638 1-877-275-3342

Air, surface, or rall common carriers regulated by former Civil
Aeronautics Board or Cor Ci i

Department of Transporiation , Office of Financial Management
Washingtor, DC 20590  202-366-1306

Activities subject to the Packers and Stockyards Act, 1921

Department of Agriculture
Office of Deputy Administrator - GIPSA
Washington, DC 20260  202-720-7051

Page 3of 8 8208000038F02-000008562-  1-
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Para informacién en espaiiol, visite www.consumer.qov/idtheft o escribe a la FTC,
Consumer Response Center, Room 130-B, 600 Pennsylvania Avenue, N.W. Washington,

D.C., 20580. Remedying the Effects of Identity Theft

You are receiving this information because you have notified a consumer reporting company that
you believe that you are a victim of identity theft. Identity theft occurs when someone uses your
name, Social Security number, date of birth, or other identifying information, without authority, to
commit fraud. For example, someone may have committed identity theft by using your personal
information to open a credit card account or get a loan in your name. For more information, visit
www.consumer.gov/idtheft or write to: FTC, Consumer Response Center, Room 130-B, 600
Pennsylvania Avenue, N.W. Washington, D.C., 20580.

The Fair Credit Reporting Act (FCRA) gives %/ou specific rights when you are, or believe that you
are, the victim of identity theft. Here is a brief summary of the rights designed to help you recover
from identity theft.

1. You have the right to ask that nationwide consumer reporting companies place "fraud
alerts” in your file to let potential creditors and others know that you may be a victim of
identity theft. A fraud alert can make it more difficult for someone to get credit in your name
because it tells creditors to follow certain procedures to protect you. It also may delay your
ability to obtain credit. You may place a fraud alert in your file by calling just one of the three
nationwide consumer reporting agencies. As soon as that agency processes your fraud alert,
it will notify the other two, which then also must place fraud alerts in your file.

* Equifax: 1-800-525-6285 www.equifax.com
*Experian: 1-888-397-3742 ~ www.experian.com”
* TransUnion:  1-800-680-7289 www.transunion.com

An inifial fraud alert stays in your file for at least 90 days. An extended alert stays in your file
for seven years. 10 place either of these alerts, a consumer reporting agency will require you
to provide appropriate proof of your identity, which mag include your Social Security humber.
If you ask for an extended alert, you will have to provide an identity theft report. An identity
theft report includes a copy of a report you have filed with a federal, state, or local law
enforcement agency, and additional information a consumer reporting agency may require you
to submit. For more detailed information about the identity theft report, visit
www.consumer.gov/idtheft.

2. You have the right to free copies of the information in your file (your "file disclosure”).
An initial fraud alert entitles you to a copy of all the information in your file at each of the three
nafionwide agencies, and an extended alerf entitles you to two free file disclosures in a
12-month period following the placing of the alert. These additional disclosures may help you
detect signs of fraud, for example, whether fraudulent accounts have been opened’in your
name or whether someone has reported a change in your address. Once a year, you also
have the right fo a free copy of the information in your file at any consumer reporting agency,
if you believe it has inaccurate information due to fraud, such as identity theft. You also have
the ability fo obfain additional free file disclosures under other provisions of the FCRA. See

www.ftc. govicredit.

3. You have the right to obtain documents relating to fraudulent transactions made or
accounts opened using your personal information. A creditor or other business must give
you copies of applications and other business records relating to transactions and accounts
that resulted from the theft of your identity, if you ask for them in writing. A business may ask
you for proof of your identity, a police report, and an affidavit before giving you the
documents. it also may specify an address for you to send your request. Under cerfain
circumstances, a business can refuse to provide you with these documents. See
www.consumer.gov/idtheft.

Pagedof & 8206000039F02-000006562- t- 1-S
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4. You have the right to obtain information from a debt collector. If you ask, a debt collector
must provide you with certain information about the debt you believe was incurred in your
name by an identity thief - like the name of the creditor and the amount of the debt.

5. if you believe information in your file results from identity theft, you have the right to
ask that a consumer reporting agency block that information from your file. An identity
thief may run up bilfls in your name and not pay them. information about the unpaid biils may
appear on your consumer report. Should you decide to ask a consumer regoning agency to
block the reporting of this information, you must identify the information to block, and provide
the consumer reporting agency with proof of your identity and a copy of your identity theft
report. The consumer reporting agency can refuse or cancel your request for a block if, for
example, you don't provide the necessary documentation, or where the block results from an
error or a material misrepresentation of fact made by you. If the agency declines or rescinds
the block, it must notify you. Once a debt resulting from identity theft has been blocked, a
pe!r'so?_ or business with notice of the block may not sell, transfer, or place the debt for
collection.

6. You also may prevent businesses from reporting information about you to consumer
reporting agencies if you believe the information is a result of identity theft. To do so,
you must send your request to the address specified by the business that reports the
information to the consumer reporting agency. The business will expect you to identify what
information you do not want reported and to provide an identity theft report.

To learn more about identity theft and how 1o deal with its consequences, visit
www.consumer.govfidtheft, or write to the FTC. You may have additional rights under state law.
For more information, contact your local consumer protection agency or your state attorney
generak-- S e R R ! A At MR

?n addition fo the new rights and procedures to helpy consumers deal with the effects of identity
theft, the FCRA has many other important consumer protections. They are described in more

detail at www.ftc.gov/credit.

To request a free copy of your credit file after adding an initial or extended fraud alert please
contact our automated ordering system at 1-800-685-1111. If you believe that the your credit file

may contain inaccurate information due fo fraud, such as identity theft, please submit your request

in writing to:

Equifax Information Services LLC
P.0O. Box 740250
Atlanta, GA 30374-0250

Page 5of 6 8206000039F02-000006562- 1- 1
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EQUIFAX

FCRA

Your Credit Rights
Key Rights Contained in the Fair Credit Reporting Act

(FCRA)

The Fair Credit Reporting Act (FCRA) is a federal law that regulates how credit reporting
agencies use your information. Enacted in 1970 and substantially amended in the late 1990s and
again in 2003, the FCRA restricts who has access to your sensitive credit information and how
that information can be used.

Summary of Key Rights

The FCRA is a complex piece of legislation and contains mumerous provisions-not discussed-on.
this page. Below are several important features of how the FCRA that are designed to help
consumers (for the complete text, visit the Federal Trade Commission). The FCRA protects you
by ensuring that credit reporting agencies:

Disclose your credit report to you upon request. Credit reporting agencies must give you the
information in your file if you ask for it and provide the agency with proper identification. See
“To Receive Your Credit Report" below for more information.

Limit access to your information. A credit reporting company may not provide your credit
report to any party that lacks a permissible purpose, such as the evaluation of an application for a
loan, credit, service, or employment. Permissible purposes also include several business and
legal uses. For details, see the FCRA.

Get your consent before providing your information to an employer. An agency may not
give your credit information to an employer or potential employer unless you first give that
employer written permission to request your credit.

Investigate disputed information. If you tell a credit reporting company that your file contains
inaccurate information, the agency must promptly investigate the matter with the source that
provided the information, If the investigation fails to resolve the dispute, you may add a
statement explaining the matter to your credit file. For more information, see Correcting Frrors

in Your Report.

Correct or delete inaccurate information, A credit reporting company must correct or, as the

case may be, delete from your credit file the information that is found to be inaccurate or can no
longer be verified from your credit file. The eredit reporting company is not requxred to remove

accurate data from your file unless it is outdated or cannot be verified.
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Delete outdated information. In general, negative information that is more than 7 years old (10
years for bankruptcies) must be removed from your file.

Remove your name from marketing lists upon request. Creditors and insurers may share
information in your credit file with marketers who send you unsolicited offers. To request that
the three credit reporting agencies not share your information with marketers, call 888-567-8688.

Disclose your eredit score to you upon reqguest, For a fee, you may get your credit score. In
some mortgage transactions, you will get credit score information without charge. See "To
Obtain Your Credit Score” below for more information.

Add identity theft and active duty alerts. Identity theft victims may place fraud alerts and
active duty military personnel serving away from their regular duty station may place "active
duty™ alerts to help prevent identity theft.

Remedying the Effects of Identity Theft. If you are, or believe that you are, the victim of
identity theft, you have specific rights under the FCRA. These rights will help you deal with the
effects of identity theft. Click here to view a brief summary of the rights designed to help you
recover from identity theft.

Place a Security Freeze on your Credit File. If you reside in select states you have the right to
place a security freeze on your Equifax credit file. To determine the availability of a security
freeze for your state and to determine the fees for placing and temporarily lifting a security
freeze, please see the State Freeze Requirements and Fees. A security freeze will prevent us from
reporting your Equifax credit file to third parties, such as credit grantors and other companies
and agencies, except those exempted by law or those for whom you contacted us and requested
that we temporarily lift the security freeze.

A security freeze will require you to plan shead for all your credit applications as you will need
to contact us to request that we temporarily lift your freeze to allow us to report your Equifax
credit file to the credit grantor you identify. Under the laws of most states, it may take up to three
business days to process your request to temporarily ift the security freeze. It may take longer if
you have lost the security freeze confirmation number which we provided to you when you first
requested the security freeze be placed on your Equifax credit file. You may not be able to
request a temporary lift of a security freeze during non-business hours or on weekends. A
security freeze may hinder your ability to immediately obtain credit to make major purchases.
Again, if you are credit active and apply for credit on a regular basis and have a security freeze
on your Equifax credit file you need to be especially mindful of the need to plan ahead and
contact us in advance to request a temporary lift of the security freeze on your Equifax credit file.

Only you can request a security freeze be placed on your Equifax credit file and only you can
request the security freeze be removed or temporarily lifted. A security freeze will remain on
your Equifax credit file until you request the security freeze be permanently removed or you
request a temporary lift of the security freeze for a specific credit grantor/credit file user, or date
range.
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If you choose to request a security freeze on your Equifax credit file you must write to us. Your
written request must be sent via certified mail and include the following information:

IR

Name

Address

Date of Birth

Social Security Number

Proof of current address such as a current utility bill

Payment of applicable fees to request a security freeze of your credit file ( State Freeze
Requirements and Fees to determine fees for your state). We accept personal checks,
American Express, Mastercard, VISA, and Discover Cards for payment of fees. If you
are paying by credit card, please include the following information:

oo o

~

Name of the person as it appears on the credit card

Type of credit card (American Express, Mastercard, VISA, or Discover Card)
Complete account number

Expiration date (month and year)

For American Express - 4 digit Card Identification Number (on front of card
above the account number)

-~ For Mastercard, VISA, or Discover Card - 3 digit Card Number {on back of card

at the end of the account )’

Please do not send cash through the mail.

If you are an identity theft victim and are requesting a security freeze you must
also include a copy of a police report, Identity Theft report, or other government
law enforcement agency report, such as a DMV report.

Please send your security freeze request information via certified mail to the address below.

Equifax Security Freeze
P.O. Box 105788
Atlanta, Georgia 30348

Once we receive your security freeze request information and place a security freeze on your
Equifax credit file we will send you via US mail a confirmation letter that contains a 10 digit
security freeze confirmation number. You will need to provide us your security freeze
confirmation number to request temporary lifts of your security freeze or permanent removal of
your security freeze. Please store this confirmation letter in a safe place to prevent delays when
requesting a temporary lift or removal of your security freeze.
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To Receive Your Credit Report

This chart outlines fees by state for requesting one or more copies of your credit file within one
calendar year (unless otherwise stated).

‘State Free ‘ Fees ‘
-California '$8.00 ;
%Colorado 1 per calendar year %800 ;
! $ 5.00 for the first report , §

, Connecticut 7.50 for each additional report

i within 12 months

‘Georgia 12 per calendar $10.00

Maine {1 within 12 months _ $5.00 |
EMaryland 1 within 12 months $5.00
(Massachusetts  ilpercalendaryear ;8800

f T $ 3.00 for the first report, §

. Minnesota 10.00 for each additional report

i within 12 months

{Montana $8.50

{New Jersey 1 within 12 months $8.00

.US Virgin Islands $1.00

;’Vexmont 1 within 12 months $7.50

{All other states 1$10.00

;*Unemployed : 1 within 12 months i

;*Welfare g} wit}}m 12 months } !

You are entitled to one free report during any 12-month period no matter where you live, if you:

Are unemployed and intend to apply for employment in the next 60 days

«  Are on public welfare assistance

« Believe your file contains inaccurate information due to fraud

»  Youare also entitled to a free report if you have received notice of an adverse decision
(such as denial of credit, insurance, or employment) within the past 60 days

To receive your free Equifax credit report:

«  Visit www.equifax.com/fera (This is the quickest and easiest way to gain instant access
to your credit report) . -
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« Call 800-685-1111 ~OR-~

«  Write to:
Equifax Information Services
P.0O. Box 740241
Atlanta, GA 30374

When requesting a credit report by mail, be sure to include your full name, current address,
Social Security Number, and most recent former address for file-matching purposes. Also
include a personal check made payable to Equifax Information Services LLC, based on the state
rates above.

For immediate access to your online Equifax Credit Report&trade Click here. A $10.00 service
fee applies.

Under the FACT Act amendments to the Fair Credit Reporting Act you are entitled to one free
credit report disclosure in a 12 month period. To request this free annual disclosure you must
contact the Central Source. To contact the Central Source on-line, please click here to
www.annualcreditreport.com. You can also contact the Central Source to request this free annual

-~disclosure by-calling toll free (877) FACTACT or by using the mail request-form available atthe
central source website by clicking the following link www.annualcreditreport.com

To Obtain Your Credit Score

By law, you are entitled to obtain your credit score. There is a fee of $7.95 to obtain your credit
score from Equifax Information Services. To request your credit score, please contact:

Equifax Information Services LLC
PO Box 105252

Atlanta, G4 30348

or call 1-877-SCORE-11

If you are in the process of obtaining a mortgage, you may be entitled to free credit score
information. Contact the person making or arranging your loan for further information,
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Learn at Equifax Page 1 of ]

Understanding Credit Scores Print this page

Looking for the ability to improve your atiractiveness to lenders by improving your credit score?
There's good reason fo do so - a higher score can provide you a greater array of financial options
and more favorable credit offers. Even if you already have a good score, there's always room for
improving your creditworthiness by understanding your credit score. Keep in mind, however, that
your credit score is based on your history of borrowing and repaying money, so there's no way to
instantly change it. But here are some effactive strategies that can help fo strengthen your
creditworthiness over time,

Top 10 Strategies That May Help You

10. Learn what your current FICO® credit score is and what appears on your credit report. Score
Power® gives you immediate access to your Equifax Credit Report and includes your current
FICO® credit score.

9. Don't open new credit cards that you don't need just to increase your available credit. This
approach could backfire and actually lower your score.

8. Try to keep your total account balances as low as possible, High outstanding debt may
negatively affect your score, as you have a greater chance of missing payments, .

7. Correct any incorrect information that might appear on your credit report. Visit Disputing
Information on Your Report for more information.

8. If your credit is severely damaged, or you have a very short credit history, there are still ways to
improve your creditworthiness over time. Consider opening new accounts responsibly and paying
them off on time.

5. If you fall behind on paying a bill because of ifiness, unemployment, or family issues, write a
short explanation to the credit reporting agencies. They will add # to your credit report. Also, call
your creditor to explain the circumstances and, if possible, work out a payment schedule you can
meet.

4. If you need help managing your credit, contact a reliable nonprofit agency, such as:
Consumer Credit Counseling Service {CCCS)

800-388-2227

www.ceesinthorg

3. To minimize the number of inquiries on your credit report, don't apply for multiple credit cards
over a short period of time, or for a card you're not likely to get. Apply for new credit accounts only
as needed.

2, Make all of your payments on time. If forced to miss a payment, be sure to pay the missed
payment the following month along with the current payment. Accounts more that are past due
will be indicated on your credit report. If you have missed payments, get current and stay current,
As a general rule, the longer you pay your bills on time, the better your score.

And the number one way...?

1. Continue to check your credit report regularly, charting your progress along the way. Get your
FICO® score and your Equifax Credit Report today with Score Power®!
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Frequently Asked Questions for Free and Discounted Disclosures

General Questions

Why can’t | access my credit file online?

If you are unable fo pass authentication at Equifax"s Free and Discounted Disclosures site, your credit file will not be
delivered online. If you are unable 1o pass authentication, you can request your credit file be mailed to the address
you supplied during registration through the Equifax Free and Discounted Disclosures site or by contacting us at 1-

800-685-1111.
What information is included in my Equifax credit file?

Your Equifax credit file inciudes identifying information, trade line information, inquiry information, public record and
collection information.

» identifying information includes information that is used io identify you such as your name, address, social
security number, date of birth and employment information. This information is not used in scoring. Updates to
ihis information come from information you supply to lenders,

Trade lines are your credit accounts, Lenders report on each account you have established with them. They
report the type of account (bankcard, auto loan, mortgage, etc), the date you opened the account, your credit- - -
limit or Joan amount, the account balance and your payment history.

Inguiry information contains information about companies that have requested and/or viewed your credit
information and remain up to two years.

Public Record and/or Collection information - Your credit file may contain public record information such as
judgments, tax fiens, and bankruptcies. Your credit file may also contain collection account information from
professionat services e.g. doctors, hospitals, cable companies etc. that have been furned over to an outside
collection agency. Not alf credit files conitain public recard andior collection information.

.

How do | request a “fraud alert” be placed on my file? ;

You have the right to ask that nationwide consumer credit reporting companies place “fraud alerts” in your file to let
s potential creditors and others know that you may be, or have been a victim of identity theft. A fraud alert can make it
" more difficult for someone to get credit in your name because it tells creditors to follow certain procedures to protect
you. It also may delay your ability to obtain credit. You may place a fraud alert in your file by calling just one of the
three nationwide consumer credit reporting companies. As soon as that agency processes your fraud atert, it will
notify the other two, which then also must place fraud aleds in your fite.

s Equifax: 1-800-525-6285; www.equifax.com
i » Experian: 1-888-397-3742; www.experian.com/fraud
o TransUnion: 1-800-680-7289; www.transunion.com

An initial fraud alert stays in your file for at least 90 days. An exfended alert stays in your file for seven years, To
place either of these alerts, a consumer credit reporting company will require you to provide appropriate proof of your
identity, which may include your Social Security number. If you ask for an extended alert, you will have to provide an
identify theft report, An identity theft report includes a capy of a report you have filed with a federal, state, or local law
enforcement agency. For more detailed information about the identity theft report, visit www.consumer.gov/idtheft,

How do | dispute i ies on my Equifax credit file?

As stated in the FCRA, you have the right to dispute information that you feel is being reported incorrectly on your
Equifax credit file. You are able to initiate an online investigation immediately or you can contact our dispute center
at the toll-free number fisted at the top of your Equifax credit file. You must have a current copy of your Equifax eredit
file and your 10-digit confirmation number to complete this process online, which is found at the top of your Equifax
credit file.

To initiate an online investigation, visit www.equifax.comiinvestigate

This link will lead you to a page that is not screen-readable at this time.
. Your investigation requests are covered by the FCRA.

https://aa.econsumer.equifax.com/aad/sitepage.ehtml ?forward=ec_pop_faq 7/2312008
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Additionally, you can dispute inaccuracies via US mail by writing to:

Equifax information Services LLC
£.0. Box 740258
Atlanta, GA 30374

What is a credit file disclosure?

A credit file disclosure provides you with ail of the information in your credit file maintained by a consumer reporting
company, such as Equifax that could be provided by the consumer reporting company about you to a third party,
such as a lender. A credit file disclosure also includes a record of everyone who has received a consumer file about
you from the consumer reporting company within a certain period of time ("inquiries®). The credit file disclosure
includes certain information that is not included in a consumer file about you to a third party, such as the inquiries of
companies for pre-approved offers of credit or insurance and account reviews, and any medical account information
which is suppressed for third parly users of consumer files. You are entitied to receive a disclosure copy of your
credit file from a consumer reporting company under Federal law and the laws of various states.

What is a credit score?

A credit score is a complex mathematical model that evaluates many types of information in a credit file. A credit
score is used by a lender fo help determine whether a person qualifies for a particular credit card, loan, or service.
Most credit scores estimate the risk a company incurs by lending a person money or providing therm with a service —
such as, the fikelihood that the person will make payments on time in the next two o three years. Generally, the
higher the score, the less risk the person represents.

How can | get my Equifax credit score?

You can purchase an Equifax credit score when you request your Equifax credit file through the Free and Discounted
Disclosures for a fee of $7.95.

" Yo tanalso ordér your Score by phdneé by ¢alling 1-800-685-1111.
What about companies that claim they can improve my credit file for a fee?

The Federal Trade Commiission (FTC}) cautions consumers to be wary of companies that make claims regarding
credit repair. These companies, commonly called credit clinics, don't do anything for consumers that consumers
cannot do for themselves at little or no cost. Beware of any organization that offers to create a new identity and credit
file for you. The FTC and state attomeys general have filed actions against those who pursue these fraudutent
practices. Here are some warning signs that the FTC and others say consumers should look out for fo determine if
they might be dealfing with a credit clinic:

An organization that guarantees to remove late payments, bankruptcies, or similar information from a credit file
An organization that charges a lot of money to repair credit

A company that asks the consumer to write to the credit reporting company and repeatedly seek verification of
the same credit account information in the file, month after month, even though the information has been
determined to be correct

An organization that is reluctant io give out their address or one that pushes you to make a decision immediately
For a helpful brochure about credit clinics, you can write to the Federal Trade Commission and requesta
brochure titled "Credit Repair: Self Help May Be Best.”

Federal Trade Commission
Sixth and Pennsylvania Avenues, NW.
Washington, D.C. 20004

Am | entitled to a free credit file under state and federal faws?

The chart below cutlines fees by state for requesting one or more copies of your credit file within one calendar year
(unless otherwise stated).

| State Free Fees
California | $8.00
1 per calender
i Colorado year $8.00
Connecticut $ 5.00 for the first file, § 7.50 for each additiona file within 12 months
N 2 per calendar
Georgla year $10.50

https://aa.econsumer.equifax. com/aad/sitepage.ehtm!?forward=ec_pop_faq 7/23/2008
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Maine 1 within 12 months | $5.00

Maryland 1 within 12 months | $5.00

1 per calendar
Massachuselts year $8.00
. $ 3.00 for the first file, $ 10.50 for each additional file within 12

Minnesota manths

Montana $8.50

New Jersey 1 within 12 months | $8.00

US Virgin -

islands, 1 within 12 months | $7.50

Vermont 1 within 12 months | $7.50

All other states $10.50

Under the Federal Fair Credit Reporting Act:

*if you have been denied credit, insurance, change in credit limit, or other credit-based benefit within the last 60 days,
you are entitied by law to one free copy of your credit file per calendar year. If you have recently placed an initial 80
day fraud alert on the file, you are entitied to one free credit file. if you have recently placed an extended seven-year
alert, you are entitied to two free credit files within 12 months.

. **You are entitfed to one free credit file during any 12-month period regardless of your state of residence if:

» Unemployed and intend to apply for employment in the next 60 days.
o Receiving public welfare assistance.
e You believe you may be a victim of fraud.

Under the FACT Act amendments fo the Fair Credit Reporting Act you are entitled to one free credit file disclosure in
a 12 month period. To request this free annual disclosure you may contact the Centraf Source on-line at
www.annualcreditreport.com. You can also contact the Central Source fo request this free annual disclosure by
calling toll free (877) FACTACT or by using the mail request form available at the central source website at

- How do | add a Security Freeze to my file?

Answers to all of your questions regarding placing a state legislated security freeze on your credit file can be found
via our Equifax website. Please visit our website at www.equifax.com

This link will lead you to a page that is not screen-readable at this time.

How da | confact the Federal Trade Commission (FTC)?

Federal Trade Commission
Consumer Response Center
Room 130

600 Pennsylvania Avenue, N.W.
Washington, D.C. 20580

www fte.goy

How de | request a credit file by mall for a child under 13 years of age?

Equifax does not knowingly maintain credit files on minor children. If you suspect that your minor child's information
has been used fraudulently, you should contact the credit reporting agencies directly and report the illegal use of your
child's information to law enforcement. Piease supply each credit reporting agency with your child's complete name,
address, date of birth and a copy of the minor child's birth certificate and social security card. Additionally, please
provide a copy of your driver's license or ather government-issued proof of your identity, which includes your current
address, and a current utifity bill containing your current address so the credit reporting agencies may promptly
respond to your request. The addresses for the credit reporting agencies are listed befow:

Equifax
P.O. Box 740256

https:/faa.cconsumer.equifax.com/aad/sitepage.chtml?forward=ec_pop_faq 7/23/2008
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Atlanta, Georgia 30374

Experian
P.0. Box 8532
Allen, Texas 75013

TransUnion
P.0. Box 6790
Fullerton, CA 92834

Security Questions

How secure is my information?

Equifax recognizes the importarice of secure online transactions, and takes steps to safeguard the privacy of
information you provide online. The site”s security profocols and measures are designed 1o protect the personally
identifiable information you provide from unauthorized access or alteration. These measures include physical,
electronic, procedural safeguards, and encryption designed to guard your personal information.

To help ensure the privacy and protection of your personal information, i is recommended that you do not access the
Equifax Free and Discounted Disclosures site through links from unfamiliar websites. We recommend that you
access Equifax™s Free and Discounted Disclosures site directly at www.equifax.comffcra.

Is it safe to provide my Social Security number to Equifax”s Free and Discounted Disclosures site?

The site’s security protocols and measures are designed to protect the personally identifiable information you provide
from unauthorized access or alteration. As an added security measure, you can choose to have your credit file
display no more than the last four digits of your Secial Security number. You must enter your Social Security number
15'feceive a credit file through Equifax"s Fieé dnd Discounted Disciosures site.

See answer to "How secure is my information?" above for more information.

How does the online authentication process work?

To assure that your Equifax credit file is disclosed only fo you, Equifax will authenticate your identity utilizing the
personat identification information you provide on this site, including, but not limited to, your Social Security number,
and then require that you answer certain questions. For your protection, if your identity cannot be authenticated for
online delivery of your credit file, you will receive further instructions on how to request your Equifax credit file for
delivery by the U.S, Postal Service.

What is a cookie?

A cookie is a piece of text information that a web server may transfer to the hard drive of your computer through your
web browser when you visit a web site. Cookies are commonly used on web sites to improve your experience and fo
enable systems to recognize your browser. Some cookies last only through a single visit (session cookie); other may
have an expiration date; still others may remain on your computer untit you delete them (persistent cookie). Only the
information that you provide, or the choices you make while visiting a web site can be stored in a cookie. For
example, the web site cannot determine your e-mail address unless you choose to type it

How are cookies used on this website?

Equifax uses session and persistent cookie technology for several purposes. For example, cookies:

» Allow you to order more than once during a visit without your having to re-enter your information each time you
place an order for 2 Personat Solutions product;

Allow us fo gather aggregated statistical data about the use of our website for research purposes;

Help us improve your navigation of our web site(s);

Enable us to store your preferences for certain kinds of information and marketing offers;

Help us to provide features such as personalized greetings;

if you're a Member of Personal Solutions, aflow us to store your user name and encrypted customer identification
number so that we recognize you when you return to our web site;

e Help us combat identity theft and fraud with more refiable identity verification and authentication data.

Our cookies only collect information during your online activity at our web sites to which this privacy policy applies,
and not during any of your other Internet activity. Cookiss set by us or our agents are not interpreted or shared with
any other third party. We may combine cookie data with personally identifiable information or business erganization- -
identifiable information you provide to us {e.g., your e-mail address) so that you may receive marketing offers likely to
be of interest to you. Of course, you may opt out of recelving these offers at any time by foliowing the instructions in

hitps://aa.cconsumer.equifax.com/aad/sitepage.ehtml ?forward=ec_pop_faq 7/23/2008
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the marketing offer. We may sometimes use outside technology companies to set cookies on our web site and collect
cookie information for us. We use the cookie information coliected by these companies in the same manner as stated
above in this section. Those companies may not use these coakies for their own internal purposes or share the
information collectsd with any party other than Equifax.

How can t accept cookies?

You can decide if and how your computer will accept a cockie by establishing your preferences in your web browser.
Please understand that, if you choose fo rejsct cookies, you may not be able to use certain of our online services or
web site features. Internet Explorer is set up to afiow the creation of cookies; however, you can specify that you be
prompted before a web site puts a cookie on your hard disk, so you can choose fo allow or disaflow the cookie; or
you can prevent internet Explorer from accepting any cookies. You can specify different settings for different security
zones. For exarnple, you might want to allow web sites to create cookies if they are in your Trusted sites or Local
intranet zone, prompt you before creating cookies if they are in your Internet zone and never allow coakies if they are
in your restricted sites zone. Cookies and pop-ups must be enabled to access your credit file through Equifax’s Free
and Discounted Disclosures site.

How can | learn more about guarding against internet fraud and protecting my § I inf tion?

OnGuardOntline.gov provides practical tips from the federal government and the technology industry to help you be
on guard against phishing and Internet fraud, secure your computer, and protect your personal information.

hitps://aa.cconsumer.cquifax.com/aad/sitepage.chtmi?forward=ec_pop_faq 7/23/2008
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Welcome to Equifax

Step 1 of 3: Personal Information Check

1. Step 1: In Process
2. Step2: To Be Done
3. Step 3: To Be Done

View a New or Recently Requested Credit File
If you've been denied credit, insurance, change in credit limit, or other benefits within the last 60
calendar days, or you've recently placed a fraud alert on your credit file, you may use this site to request

and view a free copy of your file as allowed under FCRA, state or federal legislation. (The use of this
site requires that you allow popups and have cookies enabled)

Personal Information

*Required Field

o *First Name:
« * Last Name:
o Initial]
. Sufﬁx:{ =1

. *DateofBirth:MWl .

s * Social Security Number (encrypted for your protection) | . -

» * Would you like the first 5 digits of your Social Security Number masked in your credit file
disclosure?: & Yes € No

o * Current Address:|

o *City:[

o * State: [AR 7]

. * ZIP:{

o *E-Mail Address: ] * Please re-enter e-mail address: ]

Reason for Credit File Request

Click here to view information regarding your state's guidelines for receiving free or reduced-fee access

to a copy of your credit file.

https://aa.econsumer.equifax.com/aad/landing.ehtml 7/23/2008
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" Free Fraud Alert Credit File (not denied) ¢ Receiving Public Welfare Assistance Free Credit
€ Free State Credit File (not denied) File (not denied)
€ Denied Credit, Insurance, Change in Credit © Reduced-Fee State Credit File (not denied)

Limit or Other Benefit € Believe You May Be a Victim of Fraud Free

€ Unemployed Free Credit File (not denied) Credit File (not denied)

You may alse request a copy of your credit scere.
€ Include Credit Score for $7.95
€ Include Score Watch monitoring with two in depth FICO® score reports just $7.95 per month

Privacy and Security Notices

We understand your desire to know how your information will be used. See our Privacy and Security
Notices for complete description on how we collect, use and maintain your submitted information.

Terms of Use
EQUIFAX FREE AND DISCOUNTED DISCLOSURE REQUEST WEB SITE TERMS OF USE

SERVICE AGREEMENT TERMS OF USE - YOU MUST READ, UNDERSTAND, AND AGREE
TO THE FOLLOWING TERMS OF USE AS WELL AS THE GENERAL TERMS OF USE

1 Accept the service agreement terms of ¢ I Decline

use.
We use SSL encryption {o secure the confidentiality of your personal records. You can learn more about

how we protect your information online in "Security " Notice.

Copyright Equifax 2008 | Privacy Policy | Terms of Use | Security Policy | Disclosure Information |
FAQs| FCRA

https://aa.econsumer.equifax.com/aad/landing.ehtml 7/23/2008
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Why Is My Score Not In My Report?

Your credit score is generated by information on your credit report, but is not part of the
credit report itself. Your Equifax credit report is 2 compilation of information about you
and your credit history that has been reported to Equifax by others, mostly by those who
granted you credit. Your credit score, on the other hand, is a number calculated using the
information in your credit report. The score projects the amount of risk you pose to a
lender.

» Two common scoring models are the Vantage Score and the FICO® score.

« Large creditors may use a customized scoring model. For example, car dealers
may use a scoring model that focuses on car payment history.

« When lenders request your credit report, they often choose to receive a credit
score at the same time, and will select which scoring model they want to use.

When you receive your yearly, free FACT Act credit report disclosure from Equifax you
have the option of purchasing disclosure of your FICO® credit score OR

Get Score Power®, which provides your FICO® score along with a detailed analysis and
explanation. (Encouraged)

Document #: 136939
Credit Score Information - Equifax web site #2
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Information from Equifax web site.

How is a credit score determined?
A credit score is based on information contained in your credit file. The FICO®
score is calculated using the following credit file items:

-

Payment history: Approximately 35% of the FICO score is based on this

category.
Amounts owed: Approximately 30% of the FICO score is based on this

category.
Length of credit history: Approximately 15% of the FICO score is based

on this category.
New credit: Approximately 10% of the FICO score is based on this

category.
Type of credit used: Approximately 10% of the FICO score is based on

this category.

Please keep in mind that there are many different scoring models that can be used
to calculate a credit score, and each scoring model may give more or less weight
to the various items of information in your credit file.

What factors impact my credit score?
Doing the following typically has a positive impact on your credit score:

Document #: 136937

Paying your bills on time. Delinquent payments and collections can have a
significantly negative impact on your score.

If you have missed payments in the past, getting current and staying
current on your payments.

Paying off debt rather than move it around.

Re-establishing your credit worthiness if you have had problems. Opening
new accounts responsibly and paying them off on time may help in the
long run.

Applying for and opening new credit accounts only as needed.

Keeping credit cards and managing them responsibly. In general, having
credit cards and installment loans (and making timely payments) may help
in the long run. Someone with no credit cards, for example, may be seen
as a higher risk than someone who has demonstrated a history of
managing credit cards responsibly.

If you are having trouble making ends meet, contacting your creditors or
seeing a legitimate, reputable credit counselor,

Keeping balances low on credit cards and other lines of revolving credit.
Doing your rate shopping for a loan or credit line within a short period of
time. FICO® scores distinguish between a search for a single loan and a
search for many new credit lines in part by the length of time over which
inquiries occur.

Credit Score information - Equifax web site #1
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The following factors typically do not have a positive impact (or may even
have a negative impact) on your credit score:

Ld

Opening a number of new credit cards that you do not need, just to
increase your available credit. This approach could backfire and actually
have a negative impact on your score,

Opening a lot of new accounts in a short period of time, especially if you
have been managing credit for a short time. New accounts will lower your
average account age. If you do not have a lof of other information in your
credit file, this could have a larger effect on your score. Also, rapid
account build-up can look risky if you are a new credit user.

What is a "good" credit score?
FICO® scores can range from 300 to 850, but the majority of scores usually fall

within the 600s and 700s:
e 20% are above 780
s 20% are in the range of 745 - 780
e 20% are in the range of 690 - 745
o 20% are in the range 0f 620 - 690
+  20% are below 619

Since there is no universal score cutoff used by all lenders, it is hard to say what a
good score is outside the context of a particular lending decision. For example,
one lender may determine that a score of 750 may qualify you for a platinum
credit card, whereas a score of 675 may indicate that you are a better match for a
standard card.

Why is my Equifax score different from my Experian and TransUnion credit scores?
There are several reasons for variations in your credit score among the different
credit reporting agencies and even among different credit grantors:

.

Document . 136937

First, your credit score from each credit reporting agency is based on the
information in your credit file at the credit reporting agency, and the credit
history information each credit reporting agency has about you can differ,
This can result in your score at the other credit reporting agencies being
different from your Equifax score.

Second, there is a slightly different FICO credit scoring model at each of
the three nationwide credit reporting agencies due to the differences in
credit history information they each have about you. Remember: your
FICO score at a given credit reporting agency is only based on the credit
data that credit reporting agency has about you.

Third, although the FICO® credit scoring model is the score used most
often by lenders, each of the credit reporting agencies, including Equifax,
has their own scoring models. These other models may evaluate your
credit file differently from the FICO® model and, in some cases a higher
score may mean more risk, not less risk as with FICO® scores.

Credit Score Information - Equifax web site #1
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Personal Solutions Products

"How do | get my4 This doesri't _

FREE Equifax seam right, so about id

credit report?' what do I do?" theft, wi
i

We work hard fo You tan contact da?

keep the us to dispute You can 38

information in =~ % Information in -+ ¢ fraud alert,

your credit fle up your creditfils % i freezs, or

1o date, and you oniine, over the i vour credit

hava the right to phore or by a

know what it mail

says.

Explore How > ‘ Explors How >> 1 Explore Ho

Commercial Information Solutions

Need information on other businesses?

Equifax Commercial Information Solutions brings new accuracy and trust to business intefligence. Going far beyond se
credit history, financial payment history, business demographics and organizational insight. Access to better informatic
business viability, potential prospects and more.

http://www.equifax.com/home/ 7/23/2008
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Consumer Information Solutions

About Equifax investors Online Dispute Contact Us

Are you a retailer or B2C company?
Equifax Consumer information Solutions is a leading provider of consumer information and insight. We don't just chect

acquire new customers, retain them, and gain greater share of their wallet.

Workforce Solutions

8w 5|

: ‘f}v i P PO

Need to manage employment and income verification?
For HR and financial professionals that need help with payroll and tax issues, as well as any business that needs insig
we are the market leader; working with three fourths of the Fartune 500.

Copynght © 2008 Equifax Inc | Careers | FORA | Pavacy Policy { Terms of Use

hitp://www.equifax.com/home/ 72312008
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Understanding Credit Scores Print this page

Looking for the ability to improve your attractiveness to lenders by improving your credit score?
There's good reason to do so -- a higher score can provide you a greater array of financial options
and more favorable credit offers. Even if you already have a good score, there's always room for
improving your creditworthiness by understanding your credit score. Keep in mind, however, that
your credit score is based on your history of borrowing and repaying money, so there's no way fo
instantly change it. But here are some effective strategies that can help to strengthen your
creditworthiness over time.

Top 10 Strategies That May Help You

Power® gives you immediate access to your Equifax Credit Report and includes your current

FICO® credit score.

9. Don't open new credit cards that you don't nsed just to increase your available credit. This
approach could backfire and actually lower your score.

8. Try to keep your total account balances as low as possible. High outstanding debt may
negatively affect your score, as you have a greater chance of missing payments.

7. Correct any incorrect information that might appear on your credit report. Visit Disputing
Information on Your Report for more information.

6. If your credit is severely damaged, or you have a very short credit history, there are still ways to
improve your creditworthiness over time. Consider opening new accounts responsibly and paying
them off on time.

5, If you fall behind on paying a bill because of illness, unemployment, or family issues, write a
shart explanation to the credit reporting agencies. They wilf add it to your credit report. Also, calt
your creditor to explain the circumstances and, if possible, work out a payment schedule you can
meet.

4. If you need help managing your credit, contact a reliable nonprofit agency, such as:
Consumer Credit Caunseling Service (CCCS}

800-388-2227

www.ccesintlorg

3. To minimize the number of inquiries on your credit report, don't apply for multiple credit cards
over a short period of time, or for a card you're not likely to get. Apply for new credit accounts only
as needed.

2. Make all of your payments on time. If forced to miss a payment, be sure to pay the missed
payment the following month along with the current payment. Accounts more that are past due

wilt be indicated on your credit report. If you have missed payments, get current and stay current.
As a general rule, the longer you pay your bills on time, the better your score,

And the number one way...?

1. Continue to check your credit report regularly, charting your progress along the way. Get your
FICO® score and your Equifax Credit Report today with Score Power®!

http:/leam.equifax.com/cs/Satellite?c=DS_General Cont_C&childpagename=DecisionSi... 7/23/2008
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Mr. Chairman, and Members of the Subcommittee, thank you for the opportunity to

testify before the Subcommittee. My name is Evan Hendricks, Editor & Publisher of Privacy
Times, a Washington newsletter since 1981. For the past 31 years, I have studied, reported on
and published on a wide range of privacy issues, including credit, medical, employment, Internet,
communications and government records. I have authored books about privacy and the Freedom
of Information Act. T have served as an expert witness in litigation, and as an expert consultant
for government agencies and corporations.

I am the author of the book, “Credit Scores and Credit Reports: How The System Really

Works, What You Can Do.” (Brd Edition, Privacy Times 2007)

Privacy Times, Inc. P.O.Box 302  Cabin John, MD 20818
(301) 229 7002 (301) 229 8011 [fax] evan@privacytimes.com




120

Credit Scores & American Consumers: Only Half Way There

This is a very important hearing, as it highlights how far we have come on the issue of
credit scores, while at the same time underscoring how far we have to go.

The bottom line is that consumers cannot obtain, prior to applying for credit, the actual
credit scores that lenders use to judge them. This is because the three major credit reporting
agencies (CRAs) use contracts to prohibit resellers from providing consumers with their “tri-
merge reports,” the version of credit reports sold to lenders. Tri-merge reports and other
creditor-version reports, and the credit scores associated them, are truly where the “rubber meets
the road,” for American consumers. They remain the “secret sauce” that consumers may not
access. Congress can and should change this.

Moreover, the proliferation and sale of credit scores not used by lenders can cause
confusion and even mislead consumers in a manner that is patently unfair. Ata minimum,
Congress can and should provide for greater transparency and fairness.

Accordingly, Congress needs to act to bring the appropriate level of transparency and
fairness to credit scoring. In addition, the area of “alternative data” is an important and complex
field that requires careful weighing of a myriad of factors. While I applaud the Subcommittee
for exploring this area, I would urge it to proceed with caution. Similarly, I would urge caution
on another issue before the Committee — amending the law in regards to credit monitoring. This
too is a complex area and I fear the current proposals are designed to give undeserved breaks to
the credit reporting industry, while at the same time, not advancing consumer protection.

Credit Score: A History of Secrecy

When use of eredit scores first became widespread in the mid-1990s, they were
completely secret. First, lenders did not inform consumers that credit scores existed or that they
were using them. Despite their importance consumers were not told how they were calculated or
who was using them.

‘When people began learning that credit scores existed, and would ask to see them,
lenders and the credit reporting agencies (CRAs) refused to provide them.’

In fact, the Federal Trade Commission (FTC) put out an opinion stating that federal law
did not require the credit bureaus to reveal credit scores to consumers who requested their credit
reports. This was in part, because the 1996 revisions to the Fair Credit Reporting Act (FCRA)
specified disclosure was not required of “any information concerning credit scores or any other
risk scores or predictors relating to the consumer.””

Public criticism of this policy mounted as the vital role of credit scores in credit and
insurance decision-making became evident. The changing environment was best illustrated by a

! One of the first to report on credit scores and their importance was Michelle Singletary of the Washingron
Post in the mid-1990s.
*15U.8.C. Sect. 1681g(a)(1)
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situation that arose in February 2000 at E-Loan, an Internet lender that could quickly approve
mortgage and auto loans, in part because credit scores facilitated automated decision-making. To
better advise consumers where they stood, E-Loan decided to tell prospective loan applicants
their FICO scores—a radical move at the time. Within a month, thousands of people took
advantage of the service.”

But the move sparked an uproar in the credit industry, as two of the three national credit
reporting agencies (CRAs) moved to cut off E-Loan’s use of credit scores. E-Loan ultimately
prevailed when California passed a state law, sponsored by State Senator Liz Figueroa, requiring
lenders to provide California mortgage and home equity applicants with the score used in their
loan decision. The law also required Equifax, Experian and Trans Union to disclose credit scores
to consumers who requested them.

“The passage of this law is a giant step forward for California consumers, but there’s still
more that needs to be done,” said Chris Larsen, E-Loan’s Chairman and CEQ. “This is
information that should be readily and freely available to consumers nationwide. There should be
very little difference between getting information about a stock or mutual fund and finding out
your credit score. Just like consumers can research an investment before they commit their
money to it, consumers should have free access to information about their credit score before
they apply for a loan.™

FACT Act: Another Step Forward
In 2003, Congress took a major step forward in fulfilling Larsen’s plea.

The Amendments to the FCRA, known as the FACT Act, require credit bureaus, for a
“fair and reasonable” fee, to disclose to consumers their credit scores and how those scores are
determined. Moreover, the Act for the first time required mortgage lenders and brokers to
provide scores that were pulled in connection with their mortgage or re-financing applications.
This was important because the CRAs by contract prohibited lenders from giving consumers the
actual scores by which they were being judged.

However, the FACT Act does not require CRAs to provide consumers with the scores
that lenders actually use. Instead, CRAs can disclose “educational scores,” meaning FICO
“knock-offs” or “FAKOs,” that approximate scores used by lenders, but which can differ
significantly.

This means that a consumer, who is trying to be diligent and find out what his or her
credit score is before applying for credit, will pay for a “FAKO” score that might be higher than
the one ultimately pulled by the lender. When the consumer applies for credit, she learns that
she was not as creditworthy as she thought, and doesn’t qualify for the interest rate she expected.
We have heard of several such anecdotal cases.

3 E-Loan Opens Over 10,000 Personalized Loan Management Accounts In First Month,” E-Loan Press
Release, March 23, 2000

4 E-LOAN, Inc., A Full Credit Score Disclosure Pioneer,

Calls For National Legislation,” E-Loan Press Release, June 27, 2001
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Two of the major CRAs — Experian and TransUnion — prominently push their own
knock-off scores — the Experian Plus score and the TU TrueCredit score. The Plus score is also
pushed at the notorious FreeCreditReport.com, which is run by Experian subsidiary
ConsumerInfo.com. While the traditional FICO score on which consumers are judged uses a
range of 350-850, TrueCredit Score uses a different range, going up to 950. Neither Experian
nor TransUnion prominently inform consumers that the scores they are selling are not used by
lenders and may differ significantly from the FICO scores used by lenders.’

To top it off, the three CRAs joined forces to create the “VantageScore,” which features a
range of 501 to 990. Although it was unveiled with great fanfare in March 2006, it does not
appear that VantageScore has achieved significant market penetration. However, it has added to
the confusion that uninitiated consumers experience when they try to understand what their
actual score is.

At a minimum, fundamental fairness dictates that sellers of knock-off scores clearly and
conspicuously disclose that their scores are not used by lenders and may differ significantly from
the ones that are.

Epitome of Unfairness: No Consumer Access To Actual Credit Scores

Consumers can purchase their FICO scores through Equifax or through Fair Isaac’s Web
site, www.myfico.com. These are likely to be the closest to the actual scores pulled by lenders
when the consumer applies for credit. Moreover, knowledgeable consumers who know to ask
can obtain, after-the-fact, their actual FICO scores that were pulled by lenders — thanks to the
FACT Act Amendments.

However, consumers, prior to a major credit application, still cannot even purchase the
actual scores that lenders puil.

Why? It is an artificial barrier unilaterally imposed by the three CRAs through their
contracts with “resellers,” i.e., which include the small, independent credit bureaus that compile
“tri-merge” reports for the mortgage industry. Tri-merge reports are the “subscriber” (i.e.,
creditor) versions of the credit report. They can have more information because the CRAs
attempt to include in them the maximum possible information that might relate to the consumer —
in essence, so no negative item is missed. Thus, Tri-merge reports and “subscriber” versions of

® In its terms and conditions, Experian and its subsidiary Consumerlnfo.com, which runs
FreeCreditReport.com, states, “The PLUS Score(R), developed by Experian, and the different risk levels
presented by it, are for educational use only. The PLUS Score(R) is not currently sold to lenders, and is not
an endorsement or guarantee of your credit worthiness as seen by lenders.

Please be aware that there are many scoring models used in the marketplace. Each scoring model may have
its own set of factors and scale. The information and credit scoring model may be different than that used
by a lender. The PLUS Score(R) may not be identical in every respect to any other credit score produced by
another company or used by your lender. The PLUS Score(R) is not a so-called FICO score, and may differ
for a variety of reasons.”
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credit reports are the “secret sauce” to which consumers still do not have access in advance of
applying for credit.

This is unconscionable, in my opinion. Congress should make it illegal for CRAs to
prohibit by contract or any other means the sale or purchase of tri-merge reports or subscriber
versions, and the actual credit scores associated with them. This is not only patently unfair to
consumers, it is an unacceptable barrier to commerce. Not only would some educated consumers
be interested in buying their actual scores, but enterprising companies that base their business
model on serving as the consumer’s advocate would also greatly expand the market.

It is important to understand that even if a consumer buys his FICO score, it could differ
significantly from the FICO score pulled by the lender.

This is because the CRAs use “partial matching” algorithms in determining what
information to sell to lenders, but use more exact matching of identifiers when determining what
information to include on a report disclosed directly to a requesting consumer.

The following passage from my book, Credit Scores & Credit Reports: How The System
Really Works, What You Can Do, helps explain:

The three CRAs each store this information in their own massive database.
The CRA databases include data on virtually all American adult users of credit—
an estimated 205 million people.’

A credit report is not fully assembled until the CRAs have a reason to
assemble one. For instance, when a consumer applies for credit, the credit grantor
or “subscriber” relays to the CRA identifying data from the consumer’s credit
application, at a minimum, name and address, often the SSN, and sometimes date
of birth. (It’s worth noting that the CRA can return a credit report to the credit
grantor without an SSN.)

This is when the key moment occurs. Applying this identifying or
“indicative” data, the CRA’s algorithm then decides which information in the
database relates to or “matches” that consumer, and then “returns” to the credit
grantor (subscriber) a consumer credit report consisting of this information. Thus,
it is the algorithm, or “business rule,” that decides which data go into your credit
report.

The Search Logic/Algorithm

In the Matthew Kirkpatrick trial cited in the previous chapter, Equifax
Vice President Phyllis Dorman said that when “building a file” after receiving
data from a creditor, or when deciding what data to include on a credit report that
will be disclosed to the creditor, the first factor considered by the Equifax system
is geographic region.

¢ www.experian.com/small business/knowledge.html, visited 9/14/07.
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Then its “matching algorithm,” known as L90, relies on 13 matching
elements. Two of the elements that constitute a distinct category are: (1) exact
Social Security number (SSN) and (2) partial SSN (meaning that most, but not all
digits are the same).

The remaining elements are (3) last name, (4) first name, (5) middle name,
(6) suffix, (7) age, (8) gender, (9) street number, (10) street name, ® (11) apartment
number, (12) City, state and zip, and (13) trade account number.

There is a very important difference in how the system works when you
ask to see a copy of your own credit report as opposed to how it works when a
subscriber asks the CRA for your credit report. One reason for this is that the
CRAs have a duty to ensure that they do not give your credit report to anyone who
does not have a permissible purpose to see it—particularly someone who is trying
to impersonate you or otherwise do you harm. Accordingly, when you ask for
your own report, you are required to give extensive identifying information to
authenticate yourself—to prove that you are really you. This also enables the
CRA’s algorithm to more concisely assign the proper accounts to your credit
report.

However, it can be a very different story when a credit grantor or other
subscriber asks for your credit report. For starters, the setting is different. To
have instant access to credit reports, subscribers must sign contracts pledging to
only use credit reports for permissible purposes, to abide by other restrictions, and
comply with the FCRA. CRAs look at their subscribers as members of a trusted
circle who know and play by the rules.

More importantly, the priorities are different. Since the subscriber is
buying the credit report in order to decide whether or not to grant you credit, the
CRA wants to ensure that it does not leave out anything that could be relevant to
that decision. After all, if the CRA failed to include evidence of late payments in
your credit report, and you default, the credit grantor is going to blame the CRA.
Another factor is the credit grantor might only have limited information about the
consumer, like name and address, and no SSN, or its employee might have
written down the SSN incorrectly. Therefore, the CRA seeks to maximize
disclosure of any possible information that might relate to the consumer about
whom a subscriber inquires. This becomes trickier when the CRA conducts the
search based upon very limited, or even imperfect, identification information.

To accomplish this, the CRAs’ algorithms are designed to accommodate
such errors as transposed digits within SSNs, misspellings, nick names, and
changed last names (women who marry), and different addresses (people who
move), by accepting “partial matches” of SSNs and first names, and in some
circumstances, assigning less importance to last names.

Thus, while you must provide an exact match of your SSN to obtain your
own credit report, a subscriber can still obtain your credit report even if there is a

" Testimony of Phyllis Dorman, Matthew Kirkpatrick v. Equifax Credit Information Services, U.S. Dist.
Ct., Oregon, CV-02-1197-MO; 1/20/05

& Some algorithms may only use the first 4-to-6 characters of the number-address field, which would mean
that “123 Main Street” would match “123 Mainwright Street.”
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match of only seven of the nine digits in your SSN. What’s more: if the SSN on
the credit application exactly matches yours, the CRAs’ algorithms often will
tolerate major discrepancies in last name, street address, city, and state.

Accordingly, it’s quite possible that the “subscriber” credit report sent to
the company holding your credit application will have more data than the credit
report you obtained directly from the credit bureau. There have been occasions
when a subscriber will reject an application for credit based on information in a
credit report, but when the consumer gets her own report, the information isn’t
there. It was only in the subscriber report.

[End of book passage.]

Alternative Data

There continue to be quality studies about the use of alternative data — mainly from
utilities and telephone companies — in credit reporting and scoring. Iam familiar and somewhat
sympathetic to the arguments that an expansion of credit reporting by utilities and phone
companies would benefit significant sectors of the population, particularly those that do not
participate in mainstream credit.

However, a word of caution. Because of decades of practice, there is an expectation that
utilities and phone companies do not report data to CRAs (except seriously derogatory data in
some circumstances). Accordingly, I see serious problems with making people aware that a
fundamental change had occurred and that their data would be regularly reported. One cause for
concern is that people who are generally responsible but occasionally late could suffer significant
blows to their creditworthiness, without realizing that such a blow was possible. The harm
would be greatest to the very “thin-file” populations that alternative reporting was supposed to
help because one derogatory item would have a greater negative impact on a thin file versus a
full file.

Moreover, the systematic reporting of data like utilities’, which traditionally has not been
reported, has implications for privacy that should be carefully weighed.

That is why if there is to be movement in this area, 1 favor an opt-in approach. My
understanding is that such an approach is embodied in the proposed legislation (CA AB 588)
introduced by California Assistant Assembly Majority Leader Kevin de Ledn (D-Los Angeles)
that would to allow consumers to authorize utility payment information to be incorporated into
consumers’ credit profiles.”

Credit Monitoring Legislation

The Committee in May held a hearing on “Legislative Proposals to Address Credit
Monitoring Services.” 1 would urge caution on this issue. This too is a complex area and I fear
the current proposals are designed to give undeserved breaks to the credit reporting industry,
while at the same time, not advancing consumer protection.

Mr. Chairman, thank you again for this opportunity. I would be happy to answer any
questions.
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1. Introduction

Good afternoon Chairman Watt, Ranking Member Miller and Members of the
Subcommittee. My name is Stan Oliai, and I am Senior Vice President of Decision
Sciences for Experian Decision Analytics. I'd like to thank the Committee for the
opportunity to testify here today and provide information that will describe how credit
scores are developed and used. 1 will summarize the longer statement that I have
submitted for the record.

1’d like to start with a brief background about Experian. With our North
American headquarters in Costa Mesa, California, Experian currently operates in 65
countries with more than 15,000 employees worldwide. Experian is well known in the
United States as one of the three national credit reporting agencies. However, Experian is
also a global leader in providing information, analytical tools and marketing services to
organizations and consumers to help manage the risk and reward of commercial and
financial services. My business unit, Decision Analytics, serves as one of the world’s
largest providers of software for credit scoring, fraud detection and risk-based pricing.

Most lenders use a credit score to estimate the relative risk that a consumer
presents in repayment of a loan and use the score as part of a process to price the product
accordingly. The use of scores for risk-based pricing has led to significant increases in
efficiencies in the market that provides tremendous benefit to both businesses and
consumers. Some of the tangible consumer benefits include less cross-subsidization of
risk, lower prices, more available capital and real-time lending decisions. Yet despite

these benefits, the process is often not fully understood or appreciated.
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I1. The Role of Credit Reporting Agencies in the Lending Decision Process,

There is often confusion surrounding the role of the credit reporting agency in the
lending process. It is worth clarifying one key fact: credit reporting agencies do not make
lending decisions; only lenders can do that. Therefore, respectfully, I must say that it is
unfortunate that a lender is not part of the today’s panel, because only a lender can testify
as to how a score is used in the loan underwriting process.  You will learn from my
testimony that neither companies that develop credit scores nor credit reporting agencies
that deliver information to scoring models participate in actual lending decisions. We
simply are not in a position to testify as to how scores are weighted or what other
information besides a score is considered when a lending decision is made.

Credit reporting agencies do provide credit reports and can generate a credit score
at the request of the lender from a model chosen by a lender. These credit scores help
lenders make lending decisions. However, credit scores are not the only piece of
information upon which lending decisions are made. Each lender has its own proprictary
underwriting process and uses information from multiple internal and external sources
when making a lending decision. A credit score is only one tool that a lender uses in
deciding whether to extend a loan to a consumer. The volume of information sought
would depend on many factors, from the type of loan being offered (i.e. small business
loan vs. mortgage) to the type of collateral for the loan (i.e. year and model for an auto
loan vs. similar sales records for real property). A credit score alone in any of these

situations would not and should not be the sole determining factor for the extension of the
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loan, but would be balanced against other information included in the consumer’s
application or obtained by the lender.
II1. What Are Credit Scores and how are they Calculated?

A credit score is simply a numerical expression of risk of default produced by a
mathematical formula or model. A credit score formula is created based on a statistical
analysis of a large, representative sample of historical credit files. There are numerous
credit models in use today.

A credit score predicts the relative likelihood that the person will pay his debts in
a timely manner. Information used in calculating a credit score comes from an
individual’s credit file and generally includes credit account history (was the account
paid, was it paid on time, how long has the account been open, what is the outstanding
balance, etc.), type of account (revolving, installment, mortgage, etc.), public record
information (liens, judgments, bankruptcies) as well as those inquiries in the credit file
that represent applications for new credit or other consumer-initiated transactions. A
credit file does not include information such as income or assets, and does not include
demographic information such as race or ethnicity, and those factors are not used in
credit risk scores.

It bears noting that a number of other factors, not reflected in a credit report or
credit score, go into the underwriting process, such as income, collateral value, debt to
income ratios and the like. Each lender decides its own risk tolerance. Many consumers
might think they only have three possible credit scores: one from Experian, one from
Equifax and one from TransUnion. In fact, a consumer could have many different scores,

depending on the lender. Each lender can develop its own in-house “custom™ score or
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select a model developed by a third party, such as Experian, that reflects the individual
lender’s own level of risk tolerance and control for different risk factors. There are many
vendors offering different scoring models aimed at different types of risk. For example,
one lender’s risk model may see one 60-day late payment as acceptable, while another
would not. Or, another lender may acquire a third-party score aimed at determining
whether a person is likely to be progressing toward bankruptcy.

Experian and other model developers design credit score models that are
“empirically derived, demonstrably and statistically sound,” as required by Regulation B.
Regulatory oversight of credit scores is accomplished through routine bank examinations
for compliance with a number of laws that govern fair lending, such as the Equal Credit
Opportunity Act. This makes sense, because a credit score is a model chosen by a lender
to assist in its proprietary underwriting process. The lender is ultimately responsible for
demonstrating to regulators that the scoring model it has chosen to use complies with
lending laws.

IV. How Consumers Can Obtain a Credit Score and Maintain a Good Score

A consumer can obtain a free disclosure of the credit report from

www.annualcreditreport.com. While obtaining an Experian credit report through that

website -- or at any time through www.experian.com -- a consumer can obtain their
VantageScore for $5.95. This price has not changed since the enactment of FACTA.
Since Experian believes it is in the consumer’s best interest to acquire the credit report
and score at the same time, we offer a combined package for $15. This way, consumers
are able to better understand how the score and accompanying reason codes actually

relate to the data in the credit report.
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The Committee has asked about the total number of scores and consumer
disclosures Experian has made to consumers since the FACT Act was enacted. We are
pleased to provide an aggregate of those numbers to the Committee through our trade
association -- the Consumer Data Industry Association or CDIA -- just as soon as
possible.

One of the greatest misconceptions regarding credit scores is that there are fast
and easy tricks a consumer can take to improving a score. This is simply not the case.
This misinformation is typically perpetuated by credit repair clinics and other similar
organizations. Some of these “tricks” include: closing unused credit accounts, becoming
an “authorized user” on another’s credit card, and disputing accurate information in the
hopes of getting it removed.

While misleading information abounds, the truth is that a bad credit score derived
from a credit report with accurate but derogatory information cannot be cleaned-up
overnight, despite promises to the contrary. A bad credit score was not created overnight
and it cannot be quickly “fixed” with a few simple changes. Improving one’s credit score
requires time and diligence in changing one’s credit behaviors. While these changes are
simple in theory, the application can often prove challenging. Simply put, the best way to
“fix” one’s credit score involves paying bills on time and keeping the debt to available
credit ratio low.

Attempts by consumers to use some of these tricks can create secondary issues for
the consumers. For example, I know the subcommittee is interested in how authorized
user tradelines are treated in scoring models. For background, an authorized user on a

credit account has the account holder's permission to charge to that account, but is not
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liable to the lender for payment of those charges. This is different than the situation of a
joint account where multiple users are each liable for the account. Reg. B under the
Equal Credit Opportunity Act requires lenders to report these authorized user and joint
accounts that are designated to reflect the participation of both spouses in a manner that
allows the reporting of data in both names.

Lenders also may (and do) report all authorized user and joint accounts. These
include accounts shared among other family members, siblings, friends, roommates, etc.
In many instances, lenders are prohibited from asking whether an authorized user account
is held with a spouse. In these situations, a credit report only reflects that an individual is
an authorized user of an account, not the relationship (spousal or otherwise) with the
account holder.

Offers abound on the Internet to improve a consumer's credit by adding that
consumer (for an exorbitant charge) as an authorized user on the credit account of a
complete stranger. The account is in good standing, and the consumer added as an
authorized user never gets access to the account. Presumably the goal of such offerings is
for individuals with bad credit to benefit from others with better credit scores. In many
scoring models, this practice will have the effect of increasing the consumer’s credit
score. Depending on other factors in the consumer's report, this could result in the
consumer qualifying for a loan or a rate on a loan for which they would otherwise have
not qualified.

We should label the practice I have just described as what it is: fraud. In order to

prevent this fraud, some model developers do not consider authorized user accounts.

VantageScore is one of those models. Because Reg. B only requires lenders to use data
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on spousal authorized user accounts if it is available to them, such models are in
compliance with Reg. B. The underlying credit reports on which the scores are based do
not (and should not) report which of these accounts are held by spouses, because this data
is simply not reported to consumer reporting agencies by lenders.

V. Benefits of Credit Scoring

Credit scores provide a measurable benefit for consumers and a marked
improvement over the old process that required every consumer to be subject to a manual
review and judgmental decisions. A credit score is calculated strictly based on the
information in the credit file, limiting potential subjectivity on the part of a lender. Credit
scores promote consistency in decisions, as the same formula is applied evenly to every
consumer’s credit file. In fact, for this reason, automated credit scoring leaves much less
opportunity for discrimination than a potentially subjective assessment by a lender.
Credit scores are blind to the factors protected by the Equal Credit Opportunity Act,
which include race, color, religion, national origin, sex, marital status, or age.

Credit scores also have other benefits for consumers. Scores allow for lending
decisions to be made accurately, efficiently and in a time frame convenient for
consumers. For example, while consumers may not realize it, credit scores allow for
quick decision-making in the purchase of a new automobile. When a consumer goes into
a dealership, they can drive off the lot with a new or used car even though they do not
know anyone at the dealership. Because of automated credit scoring, the bank could pre-
approve the consumer quickly for a loan amount before they even enter the dealership.
Alternatively, the dealership could also approve the consumer for financing that

afternoon.
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VI. Alternative Data and Credit Scores

Another issue I would like to address is that of alternative data and credit scores.
Questions have been raised by policymakers, consumers and lenders as to what could be
done to help more low-income groups and recent immigrants develop a credit history
allowing access to credit, financing and mortgages. Many lower-income Americans
either do not have access to or choose not to utilize traditional lenders that report
information to the credit reporting agencies. As a result, credit reporting agencies are not
able to produce a credit score for these consumers that would help them in transitioning
to using more traditional lenders. One solution Experian is pursuing is to work with
“alternative” credit data sources, specifically utilities and telecommunications providers.
These alternative sources of data can provide information that is reliable in a similar way
as traditional credit history data in evaluating risks to lenders. For example, indicators
that show that individuals pay monthly utility bills on a timely basis can be used to
develop reliable scores that may provide lenders with information they previously did not
have, but is sufficient to assess the risk of a loan.

While there could potentially be many different sources for alternative credit data,
utilities and telecommunications are generally a form of credit services utilized by almost
all consumers and therefore are a potentially very important source of information. A
recent study by the PERC (Political and Economic Research) Council found that fully
reporting energy utility and telecommunications customer payment data to consumer
reporting agencies would help up to 70 million Americans gain access to affordable

mainstream sources of credit.
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It would be immensely beneficial to consumer reporting agencies, potential
alternative credit data furnishers, low-income consumers and lenders if Congress clearly
encouraged or endorsed the use of such data for these important uses.
VIII. Conclusion

I hope that my testimony today helped to dispel many of the myths surrounding
credit scores. Credit scores remain one of the great advancements in consumer lending,
and represent enormous opportunity for both consumers and lenders. Experian works
hard to ensure that we have the most accurate and up-to-date credit information possible.
We do this so that consumers are assured that their credit scores will serve as a useful
tool in helping them to obtain the credit they need and deserve. Credit scores remain one
of the best and most efficient ways of assessing a consumer’s credit habits, and T hope
that my testimony today will help the Committee to consider the importance of credit
scores to the lending process.

#H#
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Introduction. Mr. Chairman and members of the subcommittee, my name is Tom Quinn. [ am
the Vice President of Global Scoring Solutions for Fair Isaac Corporation. Thank you for the
opportunity to testify before you today regarding consumer education issues involving credit
scores and credit scoring models, including: (1) use of credit scores in underwriting, (2)
development of credit score models, and (3) consumer access to credit scores.

Scoring Models

Fair Isaac Corporation is the leading provider of analytics and decision management technology.
Founded in 1956, Fair Isaac has customers in more than sixty countries who use our analytic
models and technology to make credit available to people, to reduce fraud and credit losses, and
to make smarter decisions. Fair Isaac pioneered the development of statistically based credit risk
evaluation systems, commonly called “credit scoring systems.” Thousands of U.S. credit grantors
use “FICO® scores” generated using Fair Isaac-developed scoring systems, which are
implemented at the national credit reporting agencies Equifax, Experian and TransUnion LLC.
Fair Isaac also has developed a version of its FICO scoring model for use by credit bureaus
outside of the U.S. This model is now in use or being installed in 16 countries in Europe, Asia,
the Middle East, Central and South America.

Fair Isaac created the way credit scoring systems are developed. Creating the FICO scoring
model requires two samples of credit reports two years apart for the same randomly selected
depersonalized set of consumers, provided by one of the national credit reporting agencies. Our
analytic scientists then analyze the data in the earlier data set to isolate and prioritize factors that
consistently predict the credit account performance noted two years later in the later data set.
Those factors found to be most powerful and consistent in predicting credit performance,
individually and in combinations, form the basis for a complex mathematical algorithm which
becomes the predictive scoring model. The traditional FICO scoring model evaluates five types of
data elements from consumer credit reports: 1) payment history, 2) outstanding debts, 3) length
of credit history, 4) pursuit of new credit, and 5) mix of types of credit. The contribution of each
type of data element to a typical consumer’s FICO score is approximately: payment history
(35%), outstanding debt (30%), length of credit history (15%), pursuit of new credit (10%), and
mix of types of credit (10%). These factors have been published on Fair Isaac public websites
since June 6, 2000. On March 19, 2001, Fair Isaac and Equifax launched the first product for
consumers that contained their FICO score.

Fair Isaac has also developed custom scoring systems for hundreds of the nation’s leading banks,
credit card issuers, finance companies, retailers, insurance companies, and telecommunication
providers. Some form of credit scoring is now used in the majority of consumer credit decisions,
and the most widely used credit scores in the U.S. today are FICO scores. A FICO score is a 3-
digit number within the 300-850% range that tells lenders how likely a borrower is to repay as
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agreed. FICO scores use information from consumer credit reports to provide a snapshot of credit
risk at a particular point in time. Scores change over time, as that credit risk prediction reflects
changes in underlying behaviors and factors present on a consumer’s credit report.

Fair Isaac Works to Serve the Market’s Needs

FICO scores were first introduced to the marketplace in 1989 and have been consistently
redeveloped and updated through the years to ensure their predictive strength. A redevelopment
project is currently underway, called FICO® 08, which is being rolled out this summer and fall.
FICO 08 has been developed with up-to-date data from the credit bureaus and incorporates our
latest technical enhancements.

In addition to renewing the FICO score, Fair Isaac works to serve the marketplace with other
credit-related programs and analytics. For example, Fair Isaac has recently developed a new tool
to assess a consumer’s ability to take on more debt given the consumer’s present financial
circumstances. This tool, called the Credit Capacity Index™, can be used by financial
institutions along with the FICO Score to assess a potential borrower’s ability to take on more
debt. The Index identifies consumers best able to repay incremental debt, increases lenders’
control over loss exposure and reserves, and facilitates responsible lending practices

Fair Isaac also pioncered the use of alternative data to assist in credit decisions for consumers
with thin credit files or no credit files. Fair Isaac launched its FICO® Expansion® Score in
August 2004, to address the estimated 30-50 million consumers for whom insufficient credit
history data exists at the credit reporting agency to calculate a traditional FICO score. The FICO
Expansion model evaluates nontraditional credit history information provided by specialized
credit bureaus including payment performance records for purchases such as furniture bought on
lay-away, verified bill payment information, membership account performance at retail vendors,
and selected performance involving bank deposit accounts such as the propensity to overdraw
checking accounts. The FICO Expansion score is designed to have a very similar odds-to-score
ratio as the FICO score. The FICO Expansion score includes programs to assist in building credit
such as one Fair Isaac announced in 2007 with Pay Rent Build Credit (PRBC). Consumers can
submit bills to PRBC which are then verified and posted, thereby allowing consumers without
traditional credit to establish their own credit history. A PRBC Credit Report could then be used
with a FICO Expansion Score to enable lenders to assess the risk of applicants who have little or
no traditional credit history.

Authorized Users

Since it was first introduced, the traditional FICO scoring model has calculated a score using
information about any authorized user credit accounts present on the credit report available to the
scoring algorithm. Fair Isaac regularly updates the FICO scoring model in a rigorous process
called model redevelopment. On June 5, 2007, Fair Isaac announced that with our next model
update which we called FICO 08, authorized user accounts would no longer be included in the
calculation of the scores. Fair Isaac was trying to protect lenders and consumers from a new type
of credit repair practice known as “piggybacking” or “tradeline renting”, which has received
national attention from news media since March 2007. Piggybacking is an attempt to artificially
inflate consumers’ FICO scores and deliberately misrepresent consumers’ credit history to
potential lenders, by paying consumers with good FICO scores to add strangers with poor FICO
scores to their credit card accounts as authorized users.

After consulting with the Federal Reserve Board and the Federal Trade Commission earlier this
year, Fair Isaac has decided to include consideration of authorized user tradelines present on the
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credit report in the FICO 08 model. Our scientists have devised a method to consider these
tradelines while materially reducing the negative impact that could arise from piggybacking.

Federal Regulatory Oversight

Fair Isaac is regulated at the federal level by the Federal Trade Commission. We have a regular,
ongoing dialogue with the FTC in which we explain our products and practices. We recently
trained 30 new FTC attorneys and examiners on a basic understanding of FICO scoring. In
addition, in the past year, Fair Isaac has met with senior officials and provided training sessions
for examiners at the Federal Reserve Board, the Office of Thrift and Supervision, the Federal
Deposit Insurance Corporation, the Office of Management and Budget, the Federal Housing
Administration, and the GSEs (Freddie Mac and Fannie Mae). We regularly speak with many
state attorneys general and other government officials.

Fair Isaac’s Commitment to Financial Literacy

Fair Isaac has been a pioneer in consumer education about credit scores and credit scoring
models. In the past year, we have participated in consumer financial literacy forums provided by
the Greater Washington Urban League, Corporation for Enterprise Development, and Brookings
Institute. We were active members of President Bush’s Advisory Council on Financial Literacy,
the Committee on the Underserved.

On March 19, 2001, Fair Isaac launched its score explanation website for consumers,
www.myFICO.com, which has become a central source of information for consumers interested
in learning about credit scoring. At myFICO.com, the consumer obtains their FICO score, the
underlying credit report on which it was generated as well as a detailed explanation of the score,
score range, how the consumer’s score compared with the scores of consumers nationally as well
as primary reasons why their score was not higher. The price of Score Power was $12.95 in 2001
when first introduced and it has increased over seven years to $15.95, for an average annual rate
of increase of 3.3%. Score Power was made available to consumers at both www.myFICO.com
and www.Equifax.com. During the past seven years Fair Isaac has introduced additional products
to help consurmners monitor their credit scores and credit reports, and products that provide
coaching on credit management from nationally recognized author and expert Ms. Suze Orman.
www.myFICO.com is the only place where consumers can get their FICO scores calculated from
Fair Isaac’s scoring model at all three of the national credit reporting agencics. To date,
approximately 20 million FICO scores have been delivered to consumers from
www.myFICO.com, www.Equifax.com, and affiliates. By using myFICO, consumers have taken
steps to control their credit lives and help improve and protect their overall financial health.

myFICO also has added abundant educational materials about credit scoring to
www.myFICO.com. This includes the original list of all the credit factors that are assessed by the
FICO scoring model with explanations, what information the model ignores, how consumers can
take action to improve their scores over time, how to prepare for a loan, and much more.
myFICO created an 18-page booklet for consumers titled “Understanding Your FICO Score”
which is available through the website. myFICO also has partnered with the Consumer
Federation of America on a pamphlet for consumers titled “Your Credit Scores™ which has been
distributed to consumers nationwide by both organizations and the Federal Citizens Information
Center. This pamphlet is now being updated for re-release. Most recently, myFICO created a
permanent, public online discussion group called FICO Forums for any consumers interested in
discussing and comparing notes on credit scores and related subjects.
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In addition, Fair Isaac is working with lenders to develop programs in which bank customers can
sce their current credit scores when they access their accounts electronically. This Sceres on
Statements  program presents consenting consumers with free FICO scores monthly, along with
score explanations and extensive credit management educational content via participating
lenders’ secure banking websites. The score-tracking feature shows consumers how responsible
use of credit results in score improvements over time.

I thank you for the opportunity to share with you Fair Isaac’s expertise and experience in this
important area.
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Good afternoon Mr. Chairman and members of the Committee. My name is
Michael Staten. I am a Professor in the Norton School of Family and Consumer Sciences
at the University of Arizona, and the Director of the Take Charge America Institute for
Consumer Financial Education and Research. I've had the privilege of testifying before
this committee previously when I was at Georgetown University, and am pleased to be
able to join you again this afternoon.

1 appreciate the Committee’s wish to explore consumer education issues related to
the development and use of credit scores and credit scoring models. From the
consumer’s standpoint, maintaining a good credit score is more important now than it has
ever been. The rapid escalation in loan delinquencies and mortgage foreclosures over the
past 18 months has caused many lenders to back away from higher risk applicants. A low
credit score today can sharply limit credit availability, relative to the borrowing
opportunities available as recently as two years ago. The widespread adoption of risk-
based pricing in consumer lending means that a low credit score will also cost you
money, possibly big money in the case of mortgage and auto loans. In addition, the bar
has been raised for qualifying for the best interest rates. Two years ago you might
qualify for the best mortgage rates with a FICO score of 720 — 750. Today, you will
likely need a score well above 750 to get the best rates. The same is true for auto loans,
especially on the subsidized dealer or manufacturer financing deals (heard in radio ads,
etc).

Credit scoring impacts consumers outside of loan markets as well. Landlords
routinely pull credit reports and may reject apartment rental applications or require a
higher deposit or cosigner to compensate for a lower credit score. Cell phone service
providers routinely pull credit reports, as do many utility companies. Many insurance
companies use credit reports and scores in the decision to approve and price property and
casualty insurance policies. Some employers also obtain credit bureau information,
including credit scores, in evaluating applicants. In short, a consumer’s credit report and
the resulting credit scores have become an important dimension of personal financial
management.



142

Consumer awareness of credit reports and the importance of credit scores has
improved in recent years, but much education remains to be done. The Consumer
Federation of America has partnered with Providian and Washington Mutual Bank to
sponsor a series of consumer surveys since 2005 that track consumer knowledge of credit
scores. The latest edition of the survey released earlier this month (Consumer Federation
of America, 2008) found that only half of U.S. adults had obtained their credit score
within the past two years. While this was a distinct improvement from the 42% who
answered similarly in the prior year’s survey, answers to other questions in the survey
indicate a significant gap in knowledge of how scores are used between those who have
viewed their scores and those who have not. Overall, the survey indicates that a large
portion of the population has yet to focus on management of their credit history and
credit score as part of their personal financial affairs.

In my testimony today I'd like to make two main points. First, business reliance
on credit reports and credit scoring to make decisions about financial transactions is here
to stay. Credit scoring has proved overwhelmingly superior to the manual judgmental
loan evaluation systems of a generation ago, for a variety of reasons. Widespread
adoption of credit scoring as a decision tool has generated significant benefits for
consumers and transformed the U.S. consumer financial markets into the most
competitive in the world. Because they are so useful, scoring models have been
constantly improving, and will continue to do so as long as financial institutions compete
for customers. My second point springs from the first: because the use of scoring is so
commonplace in financial transactions, consumers need to develop a better understanding
of the importance of their credit histories and credit scores, and better awareness of their
power to manage the components to obtain more favorable offers in the financial
marketplace.

In the following sections I respond to the committee’s request for information
about the development of credit scoring models and the use of credit scores in
underwriting. Based on this information, I also offer some suggestions regarding the
most important things that consumers should know about their credit scores.

The Evolution of Credit Scoring as a Key Decision Tool for Lenders

Possibly the most significant development in consumer lending in the past 25
years has been the widespread adoption of credit scoring as a standard tool for evaluating
applicant and account risk. During this period, lenders shifted from manual and
judgmental systems for evaluating credit decisions to automated underwriting using
statistical scoring, dramatically impacting the supply of consumer and mortgage credit in
the U.S. The quantity of available credit has greatly expanded as scoring facilitated
better sorting of the pool of potential borrowers according to likelihood of default. Credit
decisions are made much faster and at far lower cost. Compared to the manual loan
decisions of a generation ago, scoring brings consistency to credit decisions
companywide, supports highly accurate estimates of portfolio losses, allows for rapid
implementation of company-wide changes to lending policy, and provides greater
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assurance that lending decisions will comply with regulatory rules regarding fair-lending
practices. It is no wonder that lenders have embraced credit scoring across all
dimensions of consumer lending, and in other credit-related businesses.

Credit scoring is not the lending decision: it is a tool to assist the lender in
making a decision. Through most of the past century in American consumer finance,
lenders trying to assess a borrower’s creditworthiness have been guided by an industry
maxim known as the five “C”s of lending: Character, Capacity, Capital, Collateral, and
Conditions. An evaluation of “character” is really an assessment of the borrower’s
willingness to repay, typically gauged by the borrower’s past payment behavior and
current use of credit. Capacity refers to the size, source and stability of the borrower’s
income stream relative to existing (and proposed) debt obligations. Capital refers to the
borrower’s assets, liquid or otherwise, which could be tapped if income proved
insufficient to meet the required payments. The value of Collateral, and the possibility
that it might be repossessed by the lender, comes into play on secured loans such as
automobile loans or home mortgages both as an incentive to the borrower to continue
making payments and as an assurance to the lender that some portion of the loan
principal could always be recovered through sale of the repossessed asset. Lastly, an
assessment of economic Conditions is prudent because they are likely to affect the
borrower’s capacity to repay.

Until the late-1960s, consumer lending decisions in the United States were
typically made by thousands of loan officers who each exercised their individual
judgment with each new application. Loan officers gathered information from and about
the applicant in each of the five critical areas and applied lessons from their personal
lending experience to decide whether an application should be approved. However, a
number of factors combined to push the consumer credit industry away from this
“judgmental” model of underwriting. The judgmental approach was too slow and labor
intensive in the face of the enormous post-World War II boom in consumer loan
applications. More importantly, the inconsistency inherent in a fragmented, judgmental
approach rendered a company-wide underwriting policy nearly impossible. Management
had no way of expressing a corporate policy of accepting only applicants with a
probability of default of, say, 5% or less. Loan officers were left to figure out for
themselves the level of risk an applicant represented and whether that risk was acceptable
to the company. As Lewis (1992) notes, “In a nationwide loan company with, perhaps,
one thousand offices, there might be as many as two to three thousand people defining
overall corporate policy.”!

The advent of statistical credit scoring dramatically changed consumer loan
underwriting. The “5 Cs” of lending were no less important for conceptualizing the
factors that determined loan risk, but credit scoring gave lenders a powerful tool for
rapidly and consistently evaluating a key component of risk (past payment behavior and
current credit usage) as well as summarizing it via a numerical score that translated into
probability of default. Between 1970 and 2000, judgmental credit decision systems in

! Lewis, 1992, p2-3.
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consumer and mortgage lending were gradually supplemented or replaced with
empirically derived, statistically sound scoring systems. This dramatic change in risk
evaluation technology greatly reduced the subjective nature of the lending decision.

The conceptual rationale for statistical credit scoring is essentially the same as for
judgmental lending: patterns observed in the past are expected to recur in the future.
Borrower and loan attributes that have been observed to be associated with loan defaults
in the past become the basis for expecting default on similar loans in the future. Using
multivariate statistical methods and data on millions of loans made in the past, credit
scoring models today are built to identify predictive relationships between a wide variety
of variables and loan performance.

The first credit scoring models were built to guide the loan application process,
and application scoring remains an important use of scoring technology. The primary
concern in granting a new loan (although not the only concern) is whether the borrower
will repay the loan as agreed. Consequently, most new-account application models have
been built to predict the likelihood that a loan will default within a given time period,
usually 12 — 24 months. Default has been defined in a variety of ways, but often refers to
a loan that achieves a level of serious delinquency, e.g., 90 days or more, or generates a
repossession or chargeoff loss for the lender. From the outset of scoring and through
decades of evolution in commercially available models, discriminant analysis and
multivariate regression techniques have been the most common statistical tools used to
model loan defaults. These models calculate credit scores for each application in such a
way as to rank applications according to their relative risk of a loan default. Typically,
scoring systems are scaled so that a ower score signals higher risk. That is, applications
that receive lower scores are more likely to default within a specified time period than are
applications with higher scores.”

During the 1970s and 1980s, many lenders (and most of the large national
lenders) invested in the development of proprietary custom application scoring models
(Mays, 2004). A custom application scoring model is built for a specific loan product
(e.g., general purpose credit card) using a single lender’s account data and experience.
Custom models typically incorporate both credit bureau data and application data. There
are very few published studies of these models, perhaps not surprisingly since an accurate
scoring model can confer a distinct competitive advantage on a lender. As scoring
developed through this period, new ideas were plentiful, lots of variables were explored,
and public discussion of successful model components could quickly dissipate the value
of the intellectual capital acquired through scorecard development.

? Some applicants with low credit scores will actually pay as agreed and some applicants with high credit
scores will defaunlt. This fact underscores the probabilistic nature of risk assessment: at the time of the loan
application the lender never knows with certainty who will repay and who will not. What the lender wants
is a scoring system that will achieve significant separation in the score distributions of good accounts and
bad (defaulted) accounts. More separation is better. This gives the lender more confidence that the event
of a high-scoring applicant defaulting on a loan will be an anomaly. So, the key to building a good
(predictive) application scoring model is to find readily observable borrower and loan characteristics that
consistently distinguish consumers who will pay as agreed from those who will not. For an overview of
how the typical scoring model is developed see Mays, 2004, pp 63-130.
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The Federal Reserve Board recognized the increasing use of application scoring
systems when it developed its Regulation B that implemented the Equal Credit
Opportunity Act of 1974, and the ECOA amendments of 1976. Both pieces of legislation
were intended to prohibit discrimination in lending by prohibiting the use of information
on the borrower’s gender, marital status, race, nationality, age and certain other attributes
from consideration in the underwriting process. Regulation B established criteria that
scoring systems must satisfy to be considered methodologically and statistically sound.’

By the mid-1980s a clear divergence in processing procedures had emerged
across loan products. Larger loan transactions (mortgage and automobile loans) still
warranted loan officer scrutiny of paper application forms, credit reports and supporting
documents. However, credit card account application processing had become
increasingly automated. In large part this was due to improved quality of credit report
data and the demonstrated success of statistical scoring models in rapidly and accurately
determining applicant risk. The drive to lower processing costs also favored automation,
and further pushed the credit card industry toward risk assessment based mostly on credit
bureau data. Information from a loan application was time-consuming to code into
machine-readable form that could be used by the scoring models. Moreover, application
data was costly to verify, which meant that it was subject to exaggeration and outright
fraud. Verification would delay an approval decision, a clear negative for a retailer
considering a new account application at the point of sale.

For all these reasons the consumer credit industry migrated to the use of statistical
scoring of credit applications first for credit cards and only later for automobile loans and
virtually every other type of consumer loan by the early 1990s. Last to accept scoring
was the mortgage industry, but by mid-1996, credit scoring was endorsed as a valid tool
for evaluating mortgage applications by the Federal Reserve (Avery, et al 1996) and by
the government-sponsored-enterprises Freddie Mac and Fannie Mae. By the end of the
decade automated underwriting of mortgages using credit scoring had become the
industry standard (Stracka, 2000).

Components of Scoring Models

What types of information are scored? This, of course, depends on the outcome
to be predicted. Credit scoring began as a tool for evaluating new loan applications. In
the early days of credit scoring, model builders sought data that would approximate the
various factors represented in the “5 Cs” of lending. Models were initially designed to
incorporate information that was commonly collected on loan application forms as well
as information from credit reports.* Credit card application data in the 1980s included
attributes such as the applicant’s age, time at current/previous residence, time at

? Interestingly, Regulation B made the case for using credit scoring to standardize risk evaluation even
more compelling than did the economic efficiencies alone. The ECOA created liability for a lender if it
could be shown that loan acceptance policies were based on prohibited attributes. Credit scoring gave
lenders an easily monitored tool for demonstrating that their loan acceptance decisions were consistently
based on economic factors associated with the borrower and loan that could be shown to impact loan risk.
* Eventually, loan application forms were redesigned to reflect the information found to be most useful to
scoring models.
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current/previous job, housing status, occupation group, income, number of dependents,
presence of telephone at residence, banking relationships, outstanding debts and open
credit accounts. In addition, the models would also utilize credit bureau variables
including the number, type and recency of any delinquencies, balances on open accounts
and lines of credit, and the number and type of creditor inquiries (an indicator of credit
shopping and new account activity).”

Chandler and Parker (1989) demonstrated that U.S. credit bureau data
outperformed application data in predicting risk on bank and retail credit card
applications. Using models built to score bank card applicants, and data from a period
during which credit card issuers still collected detailed application information, the
authors found that application data without the credit bureau data yielded the lowest
predictive power and fared poorly when compared with predictions based on any level of
credit bureau data. The predictive power increased substantially when the models
incorporated higher levels of credit bureau detail, with the most detailed model exhibiting
predictive power 52% greater than the simplest credit bureau treatment. In fact, a model
incorporating the detailed credit bureau data plus application data actually performed
worse than a model based on the detailed credit burcau data alone. Perhaps this is not
surprising given that most application data on bank card products is not verified because
of the cost and consequent delay in the accept/reject decision. The authors noted that for
most applicants (those with an established credit history) a detailed examination of credit
bureau data alone provided the most accurate assessment of new account risk.®

Generic Scoring Models and the FICO Score

By the mid-1980s the predictive power of credit bureau information convinced
credit score model developers that effective models could be developed with credit
bureau information alone. Fair, Isaac Corp. and other scoring system developers
(including the major consumer reporting agencies) created and introduced “generic”
credit bureau scoring models that incorporated only information from credit reports.
Generic scoring models marked a sharp departure from the custom application models
based on data that was unique to a specific creditor’s loan product and customer base. In
short, generic scoring models opened up credit scoring to the entire credit industry.

> Chandler and Parker (1989), pp 47-48.

¢ Lay observers of the consumer credit industry, including members of Congress, often misinterpret the
credit card industry’s lack of explicit consideration of income in the application process. Income has much
intuitive appeal as an important predictor of repayment risk. But, credit bureau data allow a creditor to
infer repayment capacity from the degree to which past and existing lines of credit have been utilized and
whether payments were made on time or late. In short, risk assessment based on credit bureau data rewards
those consumers who find a way to make their payments. This is why credit bureau data can be more
predictive than credit card application data that is unverified. The empirical evidence of the predictive
superiority of credit bureau data over application data might change if application data were verified. But,
verification is costly. In the mortgage arena, where the stakes are larger (loan size, potential interest
income and loss in the event of foreclosure), it pays to measure risk attributes more precisely. But for
smaller loans like credit card loans, the number of accounts is much larger (driving up total risk evaluation
costs), and the size of the loan is typically much smaller (reducing the potential loss). And, objective credit
bureau data is readily available.
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The first generic scoring model was brought to market by Fair Isaac Corp. in 1986
to evaluate new applicant risk on credit card solicitations mailed to consumers. In 1987,
Management Decision Systems, Inc. (MDS) rolled out the first generic scoring models
that used credit bureau data to predict bankruptcy. In 1989, in partnership with Equifax,
Fair Isaac introduced the first general purpose credit scoring model that utilized its FICO
score, a product that 15 years later would become so ubiquitous as to become nearly a
household term. The first model was built using Equifax credit report data. By 1991,
Fair Isaac had developed similar models for the other two major U.S. consumer reporting
agencies (Experian and Trans Union) using their respective credit report databases so that
all three major consumer reporting agencies were selling their equivalent of the FICO
score product under each bureau’s marketing brand.”

The precise composition of commercially available generic scoring models is
proprietary.® According to the Fair, Isaac website (www.myfico.com) the key
determinants of a consumer’s FICO score can be divided into the five general categories
described below. A consumer’s FICO score may vary across the three credit bureaus
because the FICO score obtained from each bureau is built on the information in that
bureau’s database. The content of consumer credit reports varies across the three
bureaus. The website hints at the direction of influence of specific attributes and
provides, in percentage terms, the approximate influence on the overall FICO score.

1. Payment history: Accounts paid as agreed, Late Payments, Delinquencies,
Bankruptcies (35%): Fair, Isaac advises individuals who seek to improve their
FICO score to always pay their accounts before the due date. Simply put, the fewer
late payments, the better the score. In the event of a late payment, the more serious
is the degree of delinquency, the greater the negative impact on the score. In
addition, more recent late payments tend to be more indicative of future default than
those that occurred in the past. And, a late payment in a consumer credit report that
has relatively few accounts, or accounts that are only recently opened will have a
greater negative impact than the same late payment in a credit report with more
accounts that have been long established.

2. Outstanding Debt (30%): Fair, Isaac advises consumers who seek to improve their
credit score to keep balances low, especially credit card balances. People who have
used a large portion of the credit available to them tend to be higher risks than those
who use credit conservatively.

7 Over the years Fair Isaac has developed several versions of its FICO score products tailored for different
market segments (e.g., FICO Classic, NextGen, and Expansion score products). The FICO Classic model
is the one most commonly referenced and the one dissected on the firm’s website with advice for
consumers. The three major consumer reporting agencies collaborated to develop their own generic
scoring model which hit the market in 2006 as VantageScore.

% For a variety of reasons, commercial generic scoring models such as the FICO score are typically
constrained to the 10-20 most predictive variables from the credit report. Also, generic bureau scorecards
marketed to date have generally been customer-based rather than loan-based models. That is, the
observation unit for the generic bureau scorecard is a consumer, not a loan, and the dependent variable
describes whether a consumer with a given credit profile at the start of the observation period becomes
seriously delinquent (90+ days) by the end of the period (18-24 months) on at least one account.
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3. Length Of Credit History (15%): Importantly, for a consumer to have a credit score,
they must have some history of using credit. In addition, Fair Isaac advises that the
longer someone has had credit established, the better is his or her credit score.

4. New Applications For Credit, or Inquiries (10%): Fair, Isaac advises individuals to
apply for new credit sparingly if they seck a better credit score. In particular, they
suggest that borrowers should not open lots of new accounts in a short period of
time, as multiple new account acquisition can be a sign of financial distress and
higher risk.

5. Types of Credit in Use (10%): The model considers how many types of credit
accounts (credit cards, mortgage, auto loans, other instaliment loans) a consumer has,
and how much credit usage falls into one category vs. others. The website notes that
a good score doesn’t require accounts in all categories, and that opening accounts
Just to broaden the mix probably won’t boost the score.

Generic credit bureau scores (e.g., FICO scores) are now used to evaluate individual
credit risk in virtually every sector of the consumer and mortgage credit industry in the
United States.’ The nearly instantancous availability of rich and comprehensive credit
bureau information on a borrower, coupled with the proven predictive power of scoring
models has made instant credit at the point of sale commonplace. The industry-wide shift
from manual to automated underwriting transformed the competitive landscape in the
U.S. by encouraging new entry into the consumer lending business (at much lower cost
than would be the case for a new lender in nearly every other country) and bringing a
broader range of product offerings, wider credit availability and lower prices to
consumers.

In addition, generic credit bureau scores are frequently combined with additional
data from existing account activity to give a lender a powerful “behavioral score”
decision tool for existing accounts. Behavioral credit scoring is now used to determine
when and how much to increase the limit on credit card accounts; approve authorizations
of new credit card purchases at the point of sale; monitor credit card account transactions
for possible fraudulent activity (including identity theft); predict account attrition so that
lenders can take steps to recruit and keep loyal customers; initiate collection strategies on
delinquent accounts, set their tone and predict dollar recoveries; select potential new
customers for receipt of pre-approved invitations to apply for credit; and identify existing
customers who may respond favorably to the cross-selling of other products.

Three Criticisms of Scoring
Debate over the pros and cons of reliance on credit scoring often incorporates one

or more of the following criticisms: 1) generic credit scoring models are biased against
consumers in certain minority groups because the models include credit-history items that

® Chandler (2004) catalogued 70 different generic credit scoring systems containing over 100 different
scoring models or scorecards that were available in the market as of 2004 to assist in a wide range of credit
decisions.
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may have a differential (and negative) impact on certain minority groups; 2) lender
decisions based on credit-history scoring models (i.e., generic models) are flawed
because of errors in credit reports, and 3) generic scoring models rely on credit report
data that is an incomplete picture of a consumer’s ability to handle recurring monthly
obligations such as rent and utility payments. A thorough discussion of each criticism is
well beyond the scope of this testimony, but below I offer some short observations about
cach.

Regarding the faimess of scoring models toward minority groups, the Federal
Reserve Board in 2007 released a major study of the issue as required by the Fair and
Accurate Credit Transactions Act of 2003 (FACT Act). In the report, the Fed researchers
concluded that generic, credit-history-based scoring models do not have a differential and
negative impact on certain racial minority groups. None of the credit characteristics in
standard models were found to serve as proxies for race or ethnicity. However, the
researchers also noted that recent immigrants have somewhat lower credit scores than
would be implied by their actual performance on loans. This is because their credit
histories resemble those of young consumers {e.g., fewer accounts and shorter history,
relative to general borrower population) who generally perform somewhat worse on
credit repayment. The researchers suggested that expanding the information supplied to
credit reporting agencies to include rent payments and other recurring bill payments
would possibly enhance the credit profile of these consumers.

Credit reporting agencies and scoring model vendors have recognized that
conventional credit reports are missing information that could be useful for predicting
loan performance. In fact, the industry is breaking new ground in the collection and use
of alternative payment history data for consumers with little or no past credit history
captured in traditional credit reports. As of 2006, an estimated 35 — 54 million American
adults had limited or nonexistent credit files (Turner, et al, 2006). Most of these
consumers in what the industry calls the “thin file/unscoreable population” are new to or
completely outside of the credit-granting system, either because they are young, or are
recent immigrants or have simply operated on a cash basis or through non-traditional
sources of credit. Their lack of traditional credit history makes them appear to lenders as
high risk when, in fact, they are often not. Data on payments for rent, utilities, insurance
premiums, pay day advances, and rental furniture could enhance scoring models. Utility
and telecommunications sources of data show the most promise, as studies estimate that
90% or more of the thin file/unscoreable population has one or more such accounts. The
major consumer reporting agencies, established scoring vendors (e.g., Fair Isaac) and
new entrants to the credit reporting industry are exploring how to collect, store, and score
monthly bill payment data that has traditionally not been reported to the major consumer
reporting agencies. Success on this front will undoubtedly expand credit availability and
open up a large consumer market to competition from major national lenders.

As for the accuracy of information that is utilized by credit-history-based scoring
models, this is a decades-old issue that has yet to be definitively resolved through
empirical evidence. I only point out here that this is more of a “reporting” problem than a
“scoring” problem. The effectiveness of scoring will always depend on the quality of the
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underlying information being scored. In the absence of credit scoring, lenders would still
be basing their decision on the content of credit reports, flawed or otherwise. Erroneous
information can lead to bad decisions in both judgmental and automated scoring systems.
Recognizing this, Congress included one requirement in the 2003 FACT Act (Section
319) that directs the Federal Trade Commission to study the accuracy and completeness
of information in consumers’ credit reports and make a series of biennial reports to
Congress over a period of 11 years beginning in December 2004. The FTC is currently
undertaking a series of pilot studies to determine the feasibility of engaging a nationally
representative sample of consumers in a review of their credit reports from the three
major consumer reporting agencies. Should the large national study take place, it could
provide the first reliable evidence regarding incidence of such “errors of commission”
and their impact on consumer credit scores.

In this arca, the consumer plays an important but underutilized role. Although
participation is improving, too few consumers understand the importance of credit scores,
and too few check their credit reports. Under the Fair Credit Reporting Act (FCRA),
Congress gave the consumer the role of “quality inspector” with the power to dispute and
initiate re-investigation of any piece of information in the credit report. For consumers to
find errors, they have to look. Much of the FCRA’s effectiveness in promoting accurate
credit reporting hinges on consumer willingness to exercise the power to monitor their
reports. Given the heightened consumer awareness of credit scoring (especially for
mortgages), concerns over identity theft, and the right to one free annual credit report (per
bureau) under the FACT Act, it seems likely that consumers will inspect their reports
more often than was the case a decade ago, and the problem of “errors of commission” in
credit reports will gradually diminish.

What Should Consumers Know About Credit Scores?

Credit scoring is no longer the impenetrable “black box” that it may have appeared to
consumers are recently as 2001. Even prior to the FACT Act in 2003, the major
consumer reporting agencies and scoring model vendors recognized a marketing
opportunity and began to view consumers as customers of scoring information products,
including a host of credit score monitoring and ID theft alert services. Today, numerous
websites, originating in both the public and private sectors, provide consumers advice on
how to understand their credit reports and what goes into determining their credit scores.
Managing a FICO score into the “700 club” has gained a bit of a cult following (WSJ,
2008), with advice flying around the internet regarding how to manipulate account
balances and manage existing accounts to tweak a score to a higher level.

Yet, according to the Consumer Federation of America surveys, a large proportion of
U.S. borrowers still don’t understand what a credit score represents or the factors that
determine a score. Far more important than coaching to tweak their scores, American
borrowers should be aware of the following points:

10
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* Your credit score reflects your decisions. Consumers have the ability to raise and
lower their scores. Because credit scores reflect a consumer’s own past payment
history and current use of credit, consumers can control their own score to a large
degree, especially over time. This makes a credit score an important but
underappreciated personal financial management tool.

+ Failing to properly manage your credit score costs you money: sometimes big
money. Fair Isaac’s myfico.com website provides ready examples of loan rates
that correspond to various score ranges. The cost differential between low scores
and higher scores can easily translate into hundreds of dollars per month in
additional finance charges for larger loans such as home mortgages

+ Knowing your score — and knowing what lenders consider to be a good score and
a poor score - helps you shop and recognize a good offer from a bad one

* Your FICO and VantageScore credit scores are based solely on information in
your credit report, so check your credit report periodically to see what is there and

be sure that what is there is correct.

Thank you for the opportunity to contribute to your discussions.
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Good afternoon Chairman Watt and Ranking Member Miller. Thank you both for
your invitation to testify before this subcommittee on issue of great social and
economic importance. My name is Michael Turner, and | am President and
Senior Scholar at the Political & Economic Research Council in Chapel Hill,
North Carolina. PERC is a non-profit, non-partisan policy research organization

focusing upon market-based economic development in the US and globally.

Today, at your invitation and based upon guidance from your staff, | will address
automated underwriting and the extensive role it has played in improving access
to credit for all Americans, but particularly minorities and the poor. Then | will
address how the data collected and used for credit risk assessment is evolving,
and how a growing number of non-financial firms that traditionally have not
provided payment information to credit bureaus have started doing so, and the
extraordinarily positive effect that these developments have had to further

enhance credit availability, again particularly among minorities and the poor. | will
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then examine whether alternative data is accurate, and whether there are
incentives of furnishers to accurately report Finally, | will conclude with a brief
discussion of the adequacy of disclosures to consumers who are purchasing their

credit scores.

Co-Evolution of National Credit and Credit Reporting Markets

The growth, development, and performance of the national consumer credit
marketplace is integrally linked to the national credit reporting system. Since the
enactment of the Fair Credit Reporting Act in 1970, as highlighted in an earlier
PERC study that was presented to Congress in 2003, the evolution of regional
and national consumer credit markets in the United States have been enabled by
the increased use of sophisticated credit decisioning tools that rely upon credit
file data.! In fact, the pervasive use of automated underwriting solutions by
mainstream lenders has yielded considerable social and economic benefits,
including:
« Between 1970 and 2001, the overall share of families with general-
purpose credit cards increased from 16 to 73 percent (Federal Reserve);
» The percentage of households in the lowest income quintile with a credit
card has increased from 2 percent in 1970 to 28 percent in 2001 (Federal

Reserve);

currently
! Turner, Michael A. The Fair Credit Reporting Act: Access, Efficiency & Opportunity—
The Economic Importance of Fair Credit Reauthorization. Washington, DC: The
National Chamber Foundation of the U.S. Chamber of Commerce, 2003. Publication
#0320.
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+ During the same period, the percentage of African American households
with credit cards has more than doubled, from 23.6 percent to 55.8
percent (Federal Reserve); and,

o Competition, credit scoring, and technology have reduced the consumer’s
price for credit card credit. Assuming constant prices for credit card credit
since 1997, PERC estimated the consumer savings from increased
competition in the credit card industry to be about $30 billion per year from

1998 to 2002.2

However, the system is not perfect. Specifically, as we all know, it is often
difficult for consumers to enter the credit market. To start down that path - you
can't get credit because you don't already have credit, and you don't have credit
because you don't have any credit history. This is the “credit catch-22”

confronting many potential first time borrowers.

However, several developments over the last 10 years, pioneered by cutting
edge research by PERC, the Brookings Institution’s Urban Markets Initiative and
others, has started to ease that transition for millions of Americans. Specifically,
because of the increasing availability and acceptance of so-called “alternative
data,” millions of Americans are now facing a shortened path to entering the
credit “mainstream.”

currently:
? Ibid. Pg. 98. Calculated from figures in Revenue figure derived from Credit Card

Management. “A Little Help from UNCLE SAM.” Published by Thomson Financial.

Article shows 2001 revenues of $92.47 billion and charge-offs of $29.87 billion. Thus,
revenues net of charge-offs are $62.6 billion.
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What is alternative data?

Traditional consumer credit files most commonly include, among other
information, records of credit and payment obligations between individuals and
creditors, typically financial organizations or retailers. Mortgage loans, student
loans, auto loans, and credit cards are the most common examples of traditional
credit data contained in a personal credit report. “Alternative” or “non-traditional”
data are other payment obligations from non-financial institutions that are
generally either not reported at all to credit bureaus, or are under-reported. While
there are many potential data sets contained in the universe of “alternative” data,
some of the more prominent ones include energy utility, telecoms, rental,

remittance, and insurance payment data.®

In the Federal Trade Commission’s Report to Congress as per Section 319 of the
2003 Fair and Accurate Credit Transactions Act (FACT Act), the FTC noted a
variety of different alternative data sets being tested in the market.* In a follow
on study to the FTC’s report, PERC’s Information Policy Institute released a
report that identified energy utility and telecoms payment data as the most

promising alternative data sets given the objective of increasing financial

currently
3 Afshar, Anna. “Use of Alternative Credit Data Offers Promise, Raises Questions,” New
England Community Developments: Emerging Issues in Community Development and
Consumer Affairs. Federal Reserve Bank of Boston: Issue 1, Third Quarter 2005.

* Report to Congress Under Sections 318 and 319 of the Fair and Accurate Credit
Transactions Act of 2003. Washington, DC: Federal Trade Commission.
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inclusion in America.® Energy utility and telecoms payment data are the most

promising data sets, given the objective of increased financial inclusions, as they:

(1) have broad coverage among the thin-file and no-file population so that
if the data is predictive then the greatest number of thin-file and no-file
persons will benefit;

(2) they are derived from relatively concentrated industries so collection
will be less of a challenge; and,

(3) they reflect credit-like transactions in that a good or service is provided

before payment is required.®

The report also examined technological, economic, and regulatory barriers to
having these two alternative data sets reported to credit bureaus and consumer
reporting agencies. While there were few technological or economic barriers of
note, there were varying prohibitions in four states—CA, NJ, OH, and TX—that
preclude the onward transfer of customer payment data fo third parties. In
addition, there exists considerable “regulatory uncertainty” in the states. Many
state regulatory commissions are unwilling to grant permission to regulated
utilities and telephone companies to report without direction from the

statehouse—despite the absence of any statutory prohibition.”

currently
> Turner, Michael A. Giving Underserved Consumers Better Access to the Credit System:
The Promise of Non-traditional Data. New York: The Information Policy Institute at
PERC. 2005. Downloaded from www.infopolicy.org/pdf/nontrad.pdf

S Ibid. Pg. 14.

7 Ibid. Pg. 21.
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Based upon its initial research, PERC hypothesized that the most effeclive
means to help the greatest number of thin-file and no-file persons develop a
credit history in order to access affordable sources of mainstream credit was to
have energy utility and telecoms customer payment data fully reported to
traditional credit reports, and to promote scoring models that are better able to
incorporate alternative data into a credit score. Currently, 91 percent of energy
utility and telecoms firms surveyed by PERC report only negative data to credit
bureaus, either directly or indirectly through collections agencies. By contrast,
PERC advocates that energy utility and telecoms firms report both late and timely
payment information. We want people to benefit from their good payment history,

not just be penalized for late payments.

PERC then proceeded to empirically test this hypothesis. This is an important
point—whether or not various sets of alternative data are predictive of credit risk,
credit capacity, and credit worthiness are empirical and objectively measurable

questions and not merely theoretical and speculative.

The Social and Economic Value of Fully Reporting Alternative Data

As discussed above, tremendous strides have been made in making credit
access both fairer and more affordable, but there are still an estimated 35 to 54

million Americans who remain outside of the credit mainstream owing to
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insufficient credit information about them.® Because of this information gap,
millions of Americans still cannot be scored. In such cases, the default position of
mainstream lenders that heavily rely on automated underwriting solutions is to

reject an unscoreable credit applicant as being too high of a risk to provide credit

This rejection is consequential. The two primary means by which Americans build
assets and create wealth are homeownership and small business ownership.
And both of these typically require access to credit, and decisions about credit
are based upon the borrower’s risk profile (e.g. the business owner, and not the
business). In this context, the lack of sufficient data in a credit file acts as a

barrier to wealth creation, opportunity, and social and economic advancement.

The good news, however, is that that world is changing, and changing rapidly.

The tens of millions who might otherwise have been left outside the mainstream
credit fold, because there is insufficient or no information about them in their
credit files, are finding that payment data reported by non-financial organizations

is thickening their files and increasing their attractiveness to lenders.

We believe that the market has responded with an emerging solution. By fuily
reporting so-called “alternative data”—that is, reporting timely and positive

payments on gas, electric, heating oil, water, wireline and wireless telecoms,

currently
¥ Burr, Sara and Virginia Carlson. “Utility Payments as Alternative Credit Data: A
Reality Check.” Milwaukee: Asset Builders of America, 2007. Downloaded from
www.assetbuilders.org/pdf/PAID-casefor_final.pdf
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cable TV, and rent—to credit bureaus and consumer reporting agencies, lenders

93

are better able to see and understand this “thin file™ population, increasing their

ability to obtain competitive loans and offers.

Alternative data as a predictor of credit risk, credit capacity, and credit
worthiness:

For many alternative data sets, the jury is still out on this question. For energy
utility and telecoms payment data, however, rigorous empirical testing by PERC
and the Urban Markets Initiative at the Brookings Institution yielded irrefutable
evidence that these “alternative data” data sets are predictive of an individual's

credit risk and credit worthiness.®

As discussed above, much of this data is already finding its way into traditional
credit reports, and it has tremendous potential. PERC and Brookings UMI
examined a sample of over 8 million TransUnion credit files that contained one or
more fully reported energy utility or telecoms (wireline and wireless) payment
tradelines. A validation sample of a further 4 million randomly selected credit

files was used for benchmarking.

The report had a strong focus on the impacts of fully reporting energy utility and

telecoms payment data upon credit access for consumers outside of the credit

currently
? Turner, Michael A. Alyssa Lee, Ann Schnare, Robin Varghese, Patrick Walker. Give
Credit Where Credit Is Due: Increasing Access to Affordable Mainstream Credit Using
Alternative Data. Washington, DC: Brookings Institution Urban Markets Initiative and,
Chapel Hill: Political and Economic Research Council, December 2006.
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mainstream. In addition, the report examined impacts upon scoring model

performance—10 commercial scoring models were used in the simulations,

including four generic scoring models (VantageScore and TransRisk), three

credit card models (thin-file, new account, bankruptcy), and three mortgage

scoring models that rely on credit bureau data for internal routing decisions such

as “needs more information.” The key findings of the PERC/Brookings UMI report

are compelling:

Those with thin files have similar risk profiles as those in the
mainstream when including alternative data in credit assessments.
The evidence from the report suggests that most borrowers in the thin-file
and no-file segments are not high risk in terms of lending. For example, by
including fully reported utility payment data in credit files, 40% of African
Americans who were previously unscoreable were found to have prime
credit scores.

Fully reporting alternative data dramatically increases credit access
for thin-file borrowers: : Given that credit scoring models now exist that
can generate a score based upon two and sometimes one credit tradeline,
fully reporting alternative data such as energy utility and telecoms
payment data virtually eliminates the phenomenon of unscoreability. Two-
thirds of both the thin-file utility sample (60.3%) and the thin-file
telecommunications sample (67.7%) become scoreable when alternative

data are included in their credit files.
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Fully reporting alternative data broadens and deepens access to
affordable mainstream sources of credit. including energy utility data in
all consumer credit files increases the acceptance rate by 10%, and
including telecommunications data increases the acceptance rate by 8%,
given a 3% target default rate using a VantageScore generic model.
Minorities, the poor, the young, and the elderly are the greatest
beneficiaries of fully reported alternative data: For instance, Hispanics
saw a 22% increase in acceptance rates. The rate of increase was 21%
for Blacks; 14% for Asians; 14% for those under 25 years of age or
younger; 14% for those 66 years of age or older; 21% for those who earn
$20,000 or less annually. In addition, renters saw a 13% increase in their
acceptance rates, and those who prefer Spanish as their primary
language (a proxy measure for recent immigrants) saw a 27% increase.
Fully reporting energy utility and telecoms payment data can reduce
bad loans. By integrating fully reported energy utility data, a lender’s
default rate (percentage of outstanding loans 90 days or more past due)
declines 29%, given a 60% target acceptance rate. These reductions
allow lenders to make more capital available and improves their margins,
capital adequacy, and provisioning requirements. Such improvements
have further positive economy-wide effects.
More comprehensive data can improve scoring models. In the
PERC/Brookings UMI report, we assume that creditors interpret little or no

data as the highest credit risk. As a result, when fully reported utility or

10
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telecoms trade lines are added to credit files, we see a significant rise in
the KS statistic—an industry gauge to measure model performance.
Specifically, we see a 300% rise for a sample of thin-file consumers, and a
nearly 10% rise for the general sample. In the most conservative case, in
which the general sample is used but unscoreable credit files are excluded
from the calculations, we stili find a 2% improvement in model

performance with the addition of alternative data.

There is further prima facie evidence from the market that suggests that other
alternative data sets may also be predictive of credit risk, credit capacity, and
credit worthiness. Rental payment information has been used by Freddie Mac'’s
and Fannie Mae's models as deployed by Loan Prospector and Desktop
Underwriter with success. Mortgage insurers including Genworth Financial have
been using rental payment data, energy utility and telephone payment data, and
other alternative data for underwriting purposes for affordable housing loan
insurance for almost two decades. FirstAmerican Credco’s Anthem score

similarly uses rental payment data to successfully assess risk.

To be sure, a growing number of mainstream lenders are adopting scoring
models to account for alternative data reported directly to credit bureaus or
CRAs. But this data is not yet widely reported. As a result, innovative new firms
like PRBC, Link2Credit, RentBureau and VantageScore are offering solutions.

Larger and established players like Experian, Fair Isaac, Lexis-Nexis, SAS, and

11
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TransUnion are also introducing new products that are predicated upon using
alternative data in credit risk assessment. On a larger level, these data, like
financial data, will prove to be more predictive in some models and less so in

others. Ultimately, scoring is an empirical not explanatory enterprise.

Why alternative data furnishers provide bureaus with accurate data.

On the face of it, there appears to be good reasons to be skeptical that non-
traditional data providers have less of an incentive to provide accurate data
compared to traditional data providers. But our understanding that credit
providers have an incentive to provide accurate data because they are also users
of this data obscures the complexities of the structure of incentives in the
traditional and non-traditional sectors, the history of reporting, and the institutions

that promote accuracy in reporting.

Energy utility and telecoms firms have both direct and indirect incentives to report
accurate data to credit bureaus and consumer reporting agencies. The first direct
incentive pertains to operating costs. As the rate of inaccuracy rises, it is almost
certainly the case that the customer service and administrative costs for the
furnisher providing the inaccurate data will also rise. Given the data furnisher
obligations under the Fair Credit Reporting Act, highly inaccurate data will result
in a large number of disputes, the resolution of which requires resources. Firms

have a compelling market incentive to control costs, making it unlikely that any

12
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firm with a high error rate in the payment data reported to a credit bureau would

continue to report without dramatically improving the accuracy of its data.

The second direct incentive concerns improved cash flow. According to PERC’s
recent survey, every firm energy utility and telecoms fully reporting to a credit
bureau witnessed a decline in delinquencies and charge-offs. This reduction had
a positive cash-flow impact. Respondents to the forthcoming PERC survey also
indicated that the perceived benefits from reporting outweighed the perceived
costs. Reporting inaccurate data would fundamentally alter this cost/benefit

equation, and affect firm level decisionmaking about whether to report.

And the logic behind the provision of data by these utility and other non-
traditional data providers for them rests in the promise and observed fact that
they can reduce charge-offs and late payments by reporting because consumers
would have stronger incentives to pay on time. Relatively high levels of
inaccuracy would destroy the incentive on the part of the consumer to pay on
time. That s, if what gets reported on a consumer may or may not be true, and if
a consumer can be sanctioned when paying on time and rewarded when paying
late in unpredictable ways, consumers will have no incentive to pay on time as a
result of reporting. In short, as the rate of inaccuracy grows for data furnished by

a utility or telecom firm, the lower the value of reporting becomes to the furnisher.

13
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There are also powerful indirect incentives to ensure that data reported by
energy utility and telecoms to credit bureaus is accurate. Both for non-traditional
and traditional data, data repositories have an incentive to monitor and promote
data accuracy. Inaccuracy hurts the consumer to be sure, but it also hurts the
lender. Less accurate data is less predictive. Poor data can adversely affect the
performance of models and thereby portfolios. For bureaus, providing poor
information is to provide a substandard product to your consumer (here the
bank), and is bad for business. The industry’s investments in reporting and
dispute verification systems were born out of this incentive structure. That is,
the repositories have a strong incentive to not accept, and to subsequently reject,

poor quality data.

Alternative data: Current reporting practices and emerging trends

It should be noted that the vast majority of utilities (at least as indicated by
results from PERC’s forthcoming national survey of utility companies) do already
report negatives to bureaus directly or indirectly through collections. 90 days
past due (and sometimes 60 days past dues) reach consumer files. (30 days
past dues is treated as an indeterminate, neither a good nor a bad payment, by
most.) Consumers are already punished for late utility payments. Unfortunately,
they often just aren’t generally rewarded for timely ones. PERC, and its applied
study center MAIN—the Markets and Information Nexus—are committed to
changing the status quo and exhorting energy utility and telecoms companies to

fully report customer payment data to consumer reporting agencies.

14
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Concerns associated with fully reporting alternative data.

In concept, alternative data can improve access to credit for individuals who pay
their utility and telephone bills on time. It can generate systemic benefits by
reducing errors due to omission, thereby decreasing the probability of default to
lenders. And fully reporting alternative data provides increased protection for
borrowers who are not well positioned to undertake debt. However, the use of
alternative data in credit risk assessment and loan underwriting is in its infancy in
some ways, though it should be noted that alternative data collected manually
(e.g., rental histories) have been used for a long time by some lenders and

mortgage companies, notably Fannie and Freddie.

Since the public release of the PERC/Brookings UMI study, PERC has given
over 50 public presentations on the report's key findings to lawmakers,
regulators, industry executives, and consumer advocates both domestically and
internationally. During this time, PERC staff have heard expressed several
concerns about potential harms from having energy utility and telecoms payment
data fully reported to credit bureaus and consumer reporting agencies. The
following three primary concerns were most frequently voiced:

+ New borrowers who receive credit as a result of having alternative data

reported will quickly find themselves over-extended;

15
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¢ Reporting alternative data will result in lower credit scores for most; and,

« Chronic late payers will be harmed as a result of having a subprime score.
Just yesterday, PERC, in conjunction with its applied study center the Markets
and Information Nexus (MAIN), released an empirical study titled “You Score,
You Win" at the National Press Club that specifically addresses each of these
questions.™® The key findings from the report are:

+ No evidence in our data that those who open new accounts after having
only non-financial accounts become over-extended and witness declines
in credit scores;

+ No evidence in our data of deteriorations of credit score over time for
those with non-financial payment data in the credit files and little or no
traditional payment data;

* No empirical or theoretical evidence to support the notion that chronic late
payers would be harmed by fully reporting energy utility and other
payment data to credit bureaus; and,

s All evidence suggests that reporting payment data serves both as a

consumer protection and as a system wide protection.

Ancther concern expressed is the tension that exisis between an individual's
desire to maintain their good credit, on the one hand, and a requirement that they

provide a disconnection notice to be eligible for state assistance grants to pay

currently
107 ee, Alyssa, Michael Turner, Robin Varghese and Patrick Walker. You Score, You
Win: The Consequences of Giving Credit Where Credit is Due. Chapel Hill: Markets and
Information Nexus (MAIN) at the Political and Economic Council (PERC). July 2008.
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their utility bills on the other."’ No one should be forced to choose between
protecting their credit score and keeping the heat on. We initially were concerned
by this practice, but since we have had discussions with many utility providers in
the course of conducting research for our forthcoming study of potential data
furnishers, we've come to suspect that this problem is very rare as very few

locales (none we could actually identify) require a turn-off notice.

To the extent that the problem does exist, states and municipalities must change
the eligibility criteria. There are ample other criteria—for example, that an
individual receives other forms of government assistance—that demonstrate

financial need and that do not require someone to avoid paying their bills on time.

Here it should be noted that the practice of using energy utility, telecoms, and
other non-financial payment data for credit risk assessment purposes is neither
new, nor unique to the United States. This practice has been ongoing in several
emerging markets characterized by large credit-underserved populations. PERC
was able to conduct quantitative analysis using 5 million Colombian credit files
containing alternative data to verify the predictive value of fully reported non-

financial payment data in Colombia. "

currently
" Saunders, Margot. Testimony regarding “Helping Consumers Receive the Credit They
Deserve,” before the United States House Subcommittee on Financial Institutions and
Consumer Credit. 12 May 2005.

"2 Turner, Michael A. and Robin Varghese. Economic Impact of Payment Reporting
Participation in Latin America. Chapel Hill: Center for Competitive Credit (CCC) at the
Political and Economic Research Council {PERC), May 2007.
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This approach to extending credit access to the financial excluded in emerging
markets has attracted considerable attention from the World Bank, the
International Finance Corporation (IFC), the Consultative Group to Assist the
Poor (CGAP), and the Inter-American Development Bank, all of which have
requested consultations with PERC on this topic. In addition, a growing number
of consumer advocacy groups, lawmakers, and regulators are endorsing PERC’s
Alternative Data Initiative to promote the full reporting of energy utility and
telecoms payment data and to have all statutory and regulatory barriers to

alternative data reporting removed.

The adequacy of disclosures to consumers purchasing credit scores.

There are literally thousands of different proprietary scoring models that perform
dozens of different functions ranging from simple account maintenance to
predicting the likelihood that someone will respond to a firm offer of credit.
Scores can be developed in-house or by third party vendors. To suggest to
consumers that there is a single score or scoring model with which they should
be concerned is inaccurate and misleading because there is no way for a
consumer to know what score a particular lender has chosen to use. For
borrowers, far more important than a single score attached to a single model, is
having a clear understanding of their broad risk tier or risk band—are they
subprime, non-prime, near-prime, prime, or super-prime—and what measures

they can take to either preserve their good credit or improve their credit standing
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if it needs improving. Knowing their band will allow consumers to best negotiate

the interest rate they deserve.

On this front, there is no great mystery to be solved. In so far as consumers pay
their bills on time, and keep their debt levels manageable, they should always
find themselves contained within a prime score band. Other factors such as

inquiries don't affect one’s overall credit profile except on the margins.

In the context of the adequacy of disclosures when an individual is purchasing a
credit score, those sites may lead an individual to believe that there is only a
single score of consequence, or that represent one score to be superior to
another score, or that misrepresent the nature and use of scores are clearly

inadequate and should be modified.

Conclusion

The research conducted by PERC, the Brookings Institution’s Urban Markets
Initiative, and now the Markets and Information Nexus at PERC has provided
irrefutable evidence of the predictiveness of energy utility and telecoms payment
data of credit risk and credit worthiness. Similarly, the research has shown the
tremendous measurable social and economic benefits from fully reporting these
alternative data sets, while demonstrating a lack of any apparent harm from their
inclusion in credit files and use in credit scoring models. The same research also

demonstrates that the method by which the greatest number of thin-file and no-
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file persons can be brought into the credit mainstream in order to build assets
and create wealth to improve their lives and life’s chances is by promoting the
pervasive full reporting of energy utility and telecoms payment data to credit

bureaus and consumer reporting agencies.

Congress can play a role in helping achieve this socially and economically
optimal outcome. They can work to help remove statutory barriers—including the
perceived prohibition on sharing positive data contained in Section 222 of the
Telecommunications Act of 1996 that some telecoms firms have unfortunately
interpreted as permitting the reporting of only negative payment data but not
positive payment data. Congress could also pass a law permitting energy utility
and telecoms companies to choose to report their customer payment data to
credit bureaus and consumer reporting agencies. This would remove the most
significant barrier identified by NARUC in the states—that of regulatory
uncertainty. Finally, Congress could act to exhort or incentivize energy utility and

telecoms companies to fully report.

Thank you Chairman Watt and Ranking Member Miller for the opportunity to

share PERC’s perspective on fully reporting alternative data to credit bureaus

and consumer reporting agencies.
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TransUnion

TransUnion Testimony
Before the Oversight and Investigations Subcommittee of the
Financial Services Committee
United States House of Representatives

By Chet Wiermanski, Group Vice President
Global Analytic and Decision Systems, TransUnion LLC

Tuesday, July 29, 2008
On the Topic:

“What Borrowers Need to Know about Credit Scoring Models and Credit Scores™

Good afternoon Chairman Watt and Ranking Member Miller, Thank you for your
invitation to testify before your subcommittee this afternoon. My name is Chet Wiermanski and
I 'am Group Vice President in TransUnion’s Global Analytic and Decision Systems business unit.

It is my pleasure to appear before you today to discuss the important issue of credit scoring.

The Evolution and Benefits of Credit Scores

First and foremost, [ think it is important to explain what a credit score is. A credit score
is simply a numeric estimate of a consumer’s predicted trait (e.g., creditworthiness) based on an
evaluation of several factors. Prior to credit scoring, lenders relied on individual loan officers to
evaluate a credit application and determine whether the consumer was a good credit risk. Credit
scoring standardizes that process within a lender’s company and allows for a more objective and
uniform review of applications. It is important to note that there is not “one” credit score for a
consumer. The credit score is dependent on the model used to calculate it. Credit scoring
models will vary among lenders, consumer reporting agencies, and credit score providers. Credit
scoring models can vary within the same lender, such as if a lender uses one scoring model for a

credit card, but a different model for a mortgage loan,
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Lenders have used various types of scoring models to promote fair and uniform decision-
making long before the arrival of generic credit risk scoring models developed using the
databases of national credit bureaus such as TransUnion. These models were generally built
based on the experiences of the individual lenders using them, and thus were based on a total
population of a few thousand loans. Scoring algorithm development companies such as Fair
Isaac were at the time, as they remain today, principal providers of these types of tailor-made
scoring models, based on an individual lender’s experiences and customer footprint.

By the late 1980s TransUnion was completing its jouney toward becoming a nationwide
consumer reporting agency. Among the many benefits for both lenders and consumers of the
existence of nationwide consumer reporting agencies such as TransUnion are the facts that such
a large, dynamically updated database, having thousands of active data furnishers, can be used as
the basis to accurately and fairly assess credit risk and to develop scoring models which
generally have far superior predictive performance than custom models, which were based on the
experiences of a single lender. By harnessing the full and complete reporting of positive and
negative data from thousands of lenders, generic credit scoring models have allowed lenders to
more accurately predict their risk exposure at multiple levels. This allowed implementation of
more granular, risk-based pricing strategies, which have in turn led to decreased cost, and
increased availability of consumer credit. This phenomenon was described by the Information
Policy Institute in their paper, “The Fair Credit Reporting Act—Access, Efficiency and
Opportunity. The Economic Importance of Fair Credit Reporting Act Reauthorization.” (June
2003)

TransUnion was the first of the nationwide consumer reporting agencies to bring these
benefits to lenders and consumers when, in December 1987, we introduced the first generic
model as an added dimension to the consumer credit report used to approve credit applicants.
This first credit bureau-based scoring model, Delphi, which was developed to identify consumers
likely to become bankrupt, was produced in conjunction with an Atlanta-based model developer
named Management Decision Systems. Later, in conjunction with San Rafael-based Fair Isaac,
another generic credit risk model was introduced, Empirica. In the ensuing years, Delphi and
Empirica and their successors and competing products at the other nationwide consumer
reporting agencies have grown to be more and more commonly used due to the benefits they

provide to both lenders and consumers. For example:
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. A valid credit risk assessment tool for a variety of loan products and credit applications.

Most models predict some dimension of creditworthiness, and are used throughout the
account life cycle on a wide variety of credit-risk decisions. Other models predict
account revenue, likely response rate, and collectability of past-due accounts, among
many other outcomes.

. Fair and objective. Credit bureau scoring models are based exclusively upon the account
payment histories, public record information and credit inquiries generated by consumers
when seeking credit. Demographic information that may be part of one’s credit report,
such as age, 1s not used to develop or calculate a credit score. As a result, the scores
generated are fair and objective.

. Surrogate for individual judgment. An alternative to, or supplement of, the use of

automated decision systems using credit scores relies upon the judgment and local
knowledge of individual credit or risk managers. If employment of individual decision-
makers also results in a more human face being put on the process, this could translate to
an advantage. However, this approach is also subject to being less objective, less
consistently applied and less scalable from a cost perspective.

. Uniform application. From the standpoint of risk management, uniform application of a
decision criteria results in a loan portfolio (or group of insurance policies) which can be
expected to perform uniformly over time. In contrast, the performance of loans or
policies that were created using more subjective, individual criteria tends to fluctuate
with less predictability. This is important to both risk managers and consumers, because
the more predictable the risk, the less hedging must be built into the price of the financial
instrument. For example, this is an important part of the reason that mortgage loans in
the United States are roughly two hundred basis points less costly than in Europe. This is
based on the existence of a reliable consumer credit reporting information infrastructure,
which allowed the creation of highly predictable credit scoring algorithms. The GSEs
endorsed and encouraged the use of these algorithms because they supported the
securitization of mortgage loans.

Scalable. Credit decision making systems using credit scoring models can be scaled in
two important ways: One, they are independent of volume, which means that they can be
used to uniformly evaluate 10 or 1,000 or 1,000,000 decisions each day. Two, they can

be calibrated to create precise risk tiers. A binary yes/no credit decision is no longer the



176

only option. Interest or premium rates or other levels of service can be offered to
consumers based on the risk reflected in the score. Because they provide a very granular
scale (e.g., VantageScore™ ranges from 501 to 990), risk managers can adjust their
decisions based upon the different points assigned by the scoring model.

6. Promote competition. As noted above, the use of risk scores allows financial institutions
and property/casualty insurance providers to make decisions without reliance on local
credit managers or agents. These systems offer important elements of scalability and
objectivity that result in reduced customer acquisition costs and improved portfolio
performance. This lowering of barriers to competition lowers costs and thus provides
more choices for consumers in the marketplace. The increased competition among
financial institutions and property and casualty insurance providers in the U.S. in the past
10 years is in part attributable to the deployment of decision systems that rely upon credit

scores.

The Underlying Processes of Credit Scores

The components used to develop credit risk models and subsequently calculate a
consumer’s credit score are based on an objective approach whereby hundreds of candidate
credit characteristics from the credit histories of millions of consumers are empirically evaluated
and selected for their ability to distinguish future loan performance. The candidate
characteristics evaluated originate from the collective experience of consumer credit risk experts
who construct and apply different rules against the underlying contents of the credit reporting
system from which the model is developed. The list of candidate characteristics, which grows
with each generic model redevelopment effort, are analyzed and tested using advanced multi-
variant statistical techniques which find the optimal combination of credit characteristics that are
the most predictive of the credit risk for which the model is being constructed. Characteristics
that are identified from this process are then evaluated by highly trained and experienced
statisticians who review each characteristic identified in terms of their relative importance and
relationship with other characteristics selected. Characteristics that cannot be rationalized from
this process are then replaced with other characteristics and reevaluated until all characteristics
selected for the final model can be logically understood and explained by the team of statisticians

involved in the project.
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What Borrowers Need to Know about Credit Scoring Models and Credit Scores

We believe that these four major points are important for consumers to understand about
credit scoring models and credit scores:
a. First, consumers should be aware of the major building blocks of most credit scoring models:
i. History of prompt payments. An individual’s history of prompt payments obviously
contains several dimensions—first, what is the frequency and severity of any previous
account delinquencies, or instances of non-payment or other default? How recent, or
long ago, were these instances? How many years has the individual maintained
prompt payments?
ii. Capacity to absorb additional debt. How fully has the individual maximized his or

her available credit? What is the ratio of current cutstanding debt to credit limits on
open-ended accounts? How much debt has the consumer taken on?

iii. Recent credit-seeking behavior. What are the indications that the individual is

actively seeking to obtain additional credit? The number of recent loans and the
presence of recent consumer initiated inquiries are often an indicator of this. Many
scoring models bundle similar multiple inquiries and count them as one inquiry as
they are associated with a single effort such as shopping for home or auto financing.

iv. Balanced use of credit (credit cards, mortgages. installment loans). Does the
consumer have a healthy mix of credit, such as unsecured credit cards, installment
loans for autos or other major purchases, and home mortgages and is the consumer
using them responsibly by not overextending their credit obligations?

b. Consumers should be aware that there are many different types of credit scoring models, and

often many components—both generic and proprietary—to a lender’s decision-making process,

Creditors often apply additional, proprietary decision steps to supplement the credit scores
received from their proprietary models and generic credit bureau models. Itisoftena
combination of credit scores and the creditor’s internal logic driven from credit applications
completed by the borrower and information about the terms of the particular credit transaction,
which together form the basis of the credit-granting decision. While a general awareness of
credit scores and credit scoring is useful knowledge for individual consumers, we believe that it
is a mistake to communicate to individual consumers that a specific score using a specific model

will necessarily result in a particular outcome, irrespective of other circumstances.
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¢. In the long term, the most effective strategy for an individual is to focus on the accuracy and
completeness of the underlying information in his credit report. It is the consumer’s credit
activity, as reflected on an accurate and complete credit report, rather than any particular credit
score, that is key to producing the terms and conditions of offers which lenders and insurers are
able to make to that particular consumer. (Credit reports can be checked annually at no cost

through accessing www.annualcreditreport.com).

d. Credit history, and credit scores are essentially individual, although spousal and other

authorized user behavior on shared accounts can impact the credit reports of both persons. At
TransUnion, credit files are maintained and updated at the individual consumer level. Accounts
jointly shared among two or more individuals will thus appear on the individual credit histories,
and will impact the individual credit scores, of each. Therefore, the payment behavior of an
individual who shares an account with others can impact the scores of each of those other
individuals. The effect can endure after the account sharing has ended (e.g., in the case of a
divorce) since the liability for the debt incurred during the time in which the account was shared

may continue to inure to each of those account participants.

Common Misconceptions About Credit Scoring Models and Credit Scores
Consumers should be aware of these misconceptions:

s  Myth: My score will drop if I check my credit.

Fact: Inquires associated with checking your own report and credit score are considered
"soft inquiries” and have no negative impact on your credit score.

s Myth: There's only one score that all lenders use to determine my credit-worthiness.
Fact: There are literally hundreds of different credit scoring models used by lenders in
the marketplace today. To see where you stand from a lender's perspective, scores can be
purchased online, but it's important to select a service that provides summaries that are
easy to understand.

s  Myth: Closing old credit card accounts will clean up your credit report and improve your
credit score.

Fact: Some people advocate closing old and inactive accounts as a way to manage their
credit. In most cases, closing your older accounts will make your credit history appear

shorter, which can negatively impact your overall credit score.
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+ Myth: Once you pay off a delinquent loan or credit card balance, the item is removed
from your credit report.
Fact: Negative information such as late payments, collection accounts and bankruptcies
remain on your credit reports for up to seven years. Certain types of bankruptcies appear
for up to 10 years. Paying off a delinquent account won't remove it from your credit
report, but it will update the account to indicate it as "paid" and will over time improve
your credit score

» Myth: IfIdon't pay a medical bill on time because [ believe it is incorrect, I can't be held
accountable.
Fact: If you fail to pay a medical bill in a timely manner, the delinquent payment may be
reported as late to a credit bureau. If you believe a medical bill you have received is
wrong or was sent to you in ervor, it's best to contact the provider to resolve or discuss the
matter prior to the bill becoming past due. (N.B.: The most recent versions of
TransUnion’s credit risk models (versions 3.0) do not consider medical collection
accounts when calculating a consumer’s credit score.)

e Myth: The credit bureaus report people as having either good or bad credit.
Fact: Credit reporting companies compile information that is provided directly and
voluntarily by lenders. If you have a credit card, home or auto loan, or make other
monthly payments, details of your use and payment track record on these are likely being

reported by those parties.

The “Authorized User” Issue

Some widely used scoring models have included authorized user accounts in their credit
score calculations. This has produced an opportunity for score manipulation and fraud.
Specifically, credit repair clinics and others have taken advantage of the fact that financial
institutions generally have not scrutinized “authorized user” requests. Often for a substantial fee,
the scam artist is therefore able to add his client as an authorized user to an otherwise
creditworthy account (although the client is usually not provided use of the account in any real
sense). Websites by persons seeking to cash in on this fraud by helping consumers exercise the
scam sprang up and still exist today. As general awareness of this caper grew, some adjustments
within the industry, among model developers, credit reporting agencies, and financial institutions

have occurred.
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At TransUnion, it has been our position that authorized user trades were not appropriate
to include in credit scoring models and other risk evaluation products we developed. An
authorized user has no contractual liability for the account—he or she has only been added to the
account as an “authorized user”, at the courtesy of the account holder. Some have argued that
federal law (Regulation B, implementing the Equal Credit Opportunity Act) requires lenders in
certain limited circumstances to consider spousal authorized user information when making a
credit decision. This is a very nuanced issue, but existing available guidance does not appear to
require the countenance of “authorized user” fraud. Furthermore, as noted above, consumer
reports from consumer reporting agencies such as TransUnion do not contain information
regarding marital status or spousal relationships. Therefore, TransUnion is not equipped to
provide information regarding whether an authorized user is the spouse of the accountholder.
However, we are committed to working with our customers to address any compliance issues

that may arise in connection with the use of our scores.

Score Disclosures to Consumers—Room for Improvement but still a Positive Trend
Toward Financial Literacy

TransUnion was the first nationwide consumer reporting agency to announce, in May,
2000, our plans to make scores available to consumers, upon request. In 2001, we implemented
that plan, providing consumers with our proprietary TransRisk™ score—a scoring model used
by hundreds of lenders in making millions of lending decisions. A growing marketplace soon
evolved, to the point that today information on credit scores is widely available to consumers.'
Our own affiliate, TrueCredit™, provides unrestricted daily access to an individual’s TransUnion
credit report information and his or her VantageScore™, in addition to file monitoring and other
services, for a monthly fee of $11.95. (Access to credit reports and scores from all three of the
major nationwide consumer reporting agencies [ TransUnion, Equifax and Experian] is offered

for $14.95 per month.) In addition, consumers exercising their rights to a free annual disclosure

! The disclosure of a consumer’s credit score from a credit bureau is sometimes referred to as an “educational” credit
score. We believe this term can cause misunderstanding. The term “educational score” suggests that the score in
question is not used by actual lenders or insurers to make actual, real-world risk decisions. At TransUnion, the
scores we provide to consumers are used by lenders and insurers. We believe that effective disclosure of many
different scores, with the appropriate factors and the underlying credit report, can be educational for the consumer,
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of their TransUnion credit report at the centralized site (www.annualcreditreport.com)
maintained in conjunction with the other nationwide consumer reporting agencies, may also
obtain their VantageScore™ for a fee of $7.95.

This balance between the right to obtain a free annual credit report and the right of the
consumer reporting agencies to charge a reasonable fee for the sale of credit scores, subject to
FTC oversight, was carefully crafted by the Congress in the 2003 amendments to the Fair Credit
Reporting Act, in the FACT Act. Today, millions of consumers each year exercise their rights to
obtain a free annual credit report, and many of these also opt for credit score disclosure. In
addition, there are many other score disclosure services, such as those maintained by credit
scoring providers, that also sell consumers credit scores based upon the underlying information
contained in a credit report,

The Subcommittee has specifically asked whether a consumer can obtain a “stand-alone”
credit score. TransUnion strongly feels that a credit score, derived from the contents of a
particular credit report, must be understood in terms of that particular credit report. The score
factors® which are normally provided to the consumer with the score are best viewed as pointers
back into the detail of the credit report. If, for example, one of the factors indicated too much
outstanding credit, or serious delinquency, the details essential to understanding those
evaluations are contained in the credit report. We believe that, in terms of financial literacy and
consumer education, a score alone, without the factors and the credit report upon which it is
based, is inherently meaningless.

It is also worth noting that proposed regulations recently promulgated jointly by the
Board of Governors of the Federal Reserve and the Federa! Trade Commission under their
rulemaking authority provided by the FACT Act’s risk-based pricing notification provision may
offer another opportunity to consumers applying for new credit to obtain a free credit score
disclosure in certain circumstances.

We feel that access for consumers to information about their credit scores, and the factors
that are used in calculating scores, is, manifestly, widely available, We believe that the
challenge for all of us is to support efforts to increase the financial literacy of individuals about
the operation of the credit reporting system in the United States which supports so much of our

country’s economic prosperity.

% The factors which most negatively impacted the score, as calculated by that particular scoring model.
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To that end, TransUnion is proud to support several initiatives in the United States aimed
at boosting Financial Literacy:

+ Through our website, www.transunion.com and that of our affiliate, www.truecredit.com
we provide educational information on credit reports and credit scores.

« As a proud national sponsor of the non-profit organization, Operation Hope.> Operation
Hope is a leading global nonprofit social investment banking and financial literacy
organization. Through various initiatives and programs, TransUnion is helping to
educate inner-city families and youth on banking and credit financial principles.

s Asa sponsor of the Jump$tart Coalition for Personal Financial Literacy. The JumpStart
Coalition supports educational programs in personal finance. Jump$tart’s website states
that: “The Coalition’s direct objective is to encourage curriculum enrichment to ensure
that basic personal financial management skills are attained during the K-12 educational
experience.”

We believe that, by seeking to improve financial literacy, and by increasing the full-file
reporting of “non-traditional” furnishers of credit/payment information from providers such as
energy utilities, telecommunications companies, apartment rental management firms, among
others, that more consumers can, at once, be brought into the mainstream credit economy and

become more financially literate.

The TransUnion Perspective on the Alternative Data Issue

For more than 15 years, TransUnion has encouraged the full-file reporting of such “non-
traditional” information furnishers as energy utilities and telecommunications providers. The
positive benefits accruing to consumers, especially those with thin files, was examined and
documented in the 2006 paper by the Political and Economic Research Council (PERC) and the
Brookings Institute in their study, “Give Credit Where Credit is Due”,® which TransUnion
proudly supported. Just yesterday, on July 28" PERC announced an update on this work with a
new study entitled, “You Score You Win: The Consequences of Giving Credit Where Credit is

Due.” Also, earlier in 2008, TransUnion published our own white paper on the subject, zeroing

? http://operationhope.org.

* http://www jumpstartcoalition.org.

¥ Turner, Michael A., Alyssa Stewart Lee, Ann Schnare, Robin Varghese and Patrick Walker. “Give Credit Where
Credit is Due.” Chapel Hill, NC and Washington, DC. The Political and Economic Research Council & The
Brookings Institution Urban Markets Initiative. 2006,

10
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in on the impact of full-file reporting by these industries on consumers with impaired credit,
“Alternative Data: How the Use of Utility Data in Credit Reporting Impacts Both Lenders and
Consumers with Blemished Credit.”

In general, we believe the following points are worth emphasizing:

s There is a net benefit to consumers, particularly those with “thin files” to promoting more
“full-file” reporting by new sectors of service providers, in particular energy utilities and
telecommunications services providers,

o There is sufficient flexibility in the reporting framework to allow for exceptions created
by special payment agreements to mitigate, or eliminate, adverse impacts on consumers
in special, distressed, conditions.

¢ Best practices by service providers to notify their customers before inception of full-file
reporting are critical—both to the provider and to consumers.

» The federal Fair Credit Reporting Act provides a robust, world-class, set of consumer
rights covering access, rights to dispute, rights to correction, etc. to protect consumers,
We are presently engaged in a follow-up study with PERC to learn more about the

impediments—whether systemic, political, legal or otherwise-—which are faced by the utilities
and telecommunications companies who might otherwise wish to begin full-file reporting. It
may very well be that Congress may have a role to play in removing roadblocks and encouraging

voluntary full-file reporting.

Conclusion

Chairman Watt and Ranking Member Miller, thank you again for the opportunity to
present our views on this important matter this afternoon, We stand ready to work with you to
provide additional information to support your efforts to explore the use of credit scoring models

and credit scores.
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BARNEY FRANK, MA, CHAIRMAN m‘i“it[d smtcg iﬂoug[ “r T&zﬂrnﬁtntutium SPENCER BACHUS, AL, RANKING MEMBER

Committee on Financial Services
2129 Rapbuen Houge Sffice Building
AWashingtan, BE 20515

July 24, 2008

Honorable Ben S. Bernanke
Chairman

Federal Reserve Board

20™ Street and Constitution Avenue
Washington, DC 20551

Dear Chairman Bernanke:

The Oversight and Investigations {(O&I) Subcommittee of the House Financial Services
Committee has scheduled a hearing entitled “What Borrowers Need to Know About
Credit Scoring Models and Credit Scores™ on Tuesday, July 29, 2008.

Section 701(b)(3) of the Equal Credit Opportunity Act (ECOA), provides that a creditor
may consider age in a credit scoring model if the model is empirically derived and
statistically sound in accordance with Federal Reserve Board (“Board”) regulations.

In preparation for this hearing, I request that your agency provide a written statement
explaining how the Board has implemented this requirement under the ECOA,
particularly how the Board provides ongoing oversight that credit scoring models used by
creditors are empirically derived and statistically sound. Please submit your response by
July 28, 2008 in order that your respouse may be made a part of the hearing record.

Thank you in advance for your assistance in this matter.
)

s

’;:QC Lm ““‘

Melvin L, Watt, Chairman
Subcommittee on Oversight & Investigations
House Financial Services Committee
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BARNEY FRANK, MA, CHAIRMAN m“itm %[ﬂt[s ihnusz uf 'I{Eprtsgumnuts SPENCER BACHUS, AL, RANKING MEMBER

Committee on Financial Services
2129 Raptuen Honse Otfice Building
Washington, D 20815

July 24, 2008

Honorable William E. Kovacic
Chairman

Federal Trade Commission
600 Pennsylvania Avenue
Washington, DC 20580

Dear Chairman Kovacic:

The Oversight and Investigations (O&1) Subcommittee of the House Financial Services
Committee has scheduled a hearing entitled “What Borrowers Need to Know About
Credit Scoring Models and Credit Scores™ on Tuesday, July 29, 2008,

Under Section 212(b) of Title II of the Fair and Accurate Credit Transactions Act (FACT
Act), the Federal Trade Commission (FTC) is required to establish the definition of a fair
and reasonable fee that consumer reporting agencies are allowed to charge for disclosure
of a consumer’s credit score.

In preparation for this hearing, I request that your agency provide a written statement
explaining how the FTC has impl ted this requi t under the FACT Act. Please
submit your response by July 28, 2008 in order that your response may be made a part of
the hearing record.

Thank you in advance for your assistance in this matter.

P gl é(/wt; -
N S >

N -
Melvin L. Waft; Chairman
Subeommittee on Oversight & Investigations
House Financial Services Commiitee
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BARNEY FRANK, MA, CHAIRMAN fla“itm 5‘3“:5 -1:‘ BUsC Gr I{(prmcnm[ium SPENCER BACHUS, AL, RANKING MEMBER

Committee on financial Secvices
2128 Raphuen Bonge Office Building
Washingten, BE 20915

July 24, 2008

Mr. Jack Forestell

Senior Vice President, Business Analysis
Card Customer Management

15000 Capital One Drive

Richmond, VA 23238

Dear Mr. Forestell:

The Oversight and Investigations (O&I) Subcommittee of the House Financial Services
Committee has scheduled a hearing entitled “What Borrowers Need to Know About
Credit Scoring Models and Credit Scores” on Tuesday, July 29, 2008.

In preparation for this hearing, I request that your company provide written responses to
the following questions by July 28, 2008 in order that your responses may be made a part
of the hearing record:

(1) How does your company use both external and internally developed credit scores
in assessing creditworthiness?

(2) How does the bank use credit scores to market your company’s credit card
accounts to potential customers and to determine the terms and conditions that are
offered to new and existing credit card account customers?

(3) How does your company ensure that its use of external and internally developed
credit scores is in compliance with the Equal Credit Opportunity Act and other
laws?

(4) Does your company consider any sources of alternative data in assessing the
creditworthiness of customers? If so, please explain.

(5) Does your company report full trade account information to each of the
nationwide consumer reporting agencies for all of its credit card products?

(6) Does your company report information on credit card limits for all of the
company’s credit card accounts to each of the nationwide consumer reporting
agencies?
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Thank you in advance for your assistance in this matter.

Melvin L. Watt, Chairman
Subcommittee on Oversight & lavestigations
House Financial Services Committee
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Testimony of Jack Forestell, Senior Vice President of Card,

Capital One Financial Corporation

House Committee on Financial Services

Subcommittee on Oversight and Investigations

“What Borrowers Need to Know About Credit Scoring Models and Credit Scores.”
July 29, 2008

Chairman Watt, Ranking Member Miller and members of the Subcommittee, I greatly
appreciate this opportunity to offer testimony on behalf of Capital One Financial Corporation for
the record on the issue of credit scoring.

Capital One Financial Corporation (www.capitalone.com) is a financial holding company
whose subsidiaries collectively had $92.4 billion in deposits and $147.2 billion in managed loans
outstanding as of June 30, 2008. Headquartered in McLean, Virginia, Capital One has 740
locations in New York, New Jersey, Connecticut, Texas and Louisiana. It is a diversified
financial services company whose principal subsidiaries, Capital One, N.A., Capital One Bank
(USA), N. A, and Capital One Auto Finance, Inc., offer a broad spectrum of financial products
and services to consumers, small businesses and commercial clients. Among its product lines,
Capital One is one of the largest issuers of Visa and MasterCard credit cards in the world. A
Fortune 500 company, Capital One trades on the New York Stock Exchange under the symbol
"COF" and is included in the S&P 100 index.

Capital One applauds the Chairman and the Subcommittee for holding this hearing on a
topic of great importance to American consumers, particularly at a time when economic
conditions have become more challenging. For consumers, maintaining a strong credit rating is
vital to ensuring their continued financial well-being through these difficult times. A strong
credit rating has, in many ways, become a prerequisite to success in the modern economy, often
playing a critical role in ensuring access not only to mortgages, credit cards, auto loans and other
financial instruments, but also affordable insurance, rental housing and even employment.

Financial Education

As a diversified financial services company, Capital One continues to innovate and create
new financial products and services that can vastly improve opportunities for many Americans.
We strongly believe that it is in our best interest to ensure that our customers understand our
products and services and make informed decisions that enable them to successfully manage
their personal finances. As we continue to make improvements, we understand that information
and education are essential. In this regard, it is imperative that consumers understand the nature
and importance of credit scores.

Capital One Confidentiall
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To this end, at Capital One, we are committed to helping improve financial literacy skills
in communities across the country and across the age spectrum. Through partnerships with
leading non-profit organizations, Capital One has developed a multi-faceted set of programs to
promote financial literacy and deliver financial education tools, particularly among low- and
moderate-income populations. Many of our programs are designed to reach young people and
teach them the fundamentals of money management that are critical to improving individual
economic well-being.

Highlights of Capital One’s comprehensive efforts to provide access to financial
education and our innovative partnership efforts include:

Junior Achievement

Capital One partners with Junior Achievement (JA) on a number of initiatives intended to
help prepare students from low- and moderate-income families to make smart financial decisions
as adults.

- Finance Park: Capital One has an on-going partnership with Junior Achievement
Worldwide ~Capital One/Junior Achievement Finance Park — to introduce fifth through
eighth-grade students to money management basics. This unique, mobile program travels
to select cities to provide students the opportunity to experience a day-in-the-life of an
adult. The goal is to prepare students to make wise financial decisions, Since 2006,
more than 5,000 students have been reached by the program. We project more than
14,000 students will be reached in 2008 alone. We are especially proud that in Fairfax,
Virginia, the Finance Park pilot has been adopted by Fairfax Public Schools. Beginning
in 2009, every 8th grade student will participate in the financial education program as
part of the required middle school curriculum.

- JA in a Day: Hundreds of Capital One associates delivered financial literacy education
to every classroom in three elementary schools in Washington, D.C.

MoneyWiSe Consumer Action Partnership

Capital One partners with Consumer Action, a national non-profit organization dedicated
to advancing consumer rights through education, to produce and distribute the “MoneyWiSe”
series of financial education materials to consumers. The MoneyWi$e program includes
informational brochures, train-the-trainer guides, and lecture curriculums.

One of our recent workbooks was designed to guide parents through the process of
teaching their teens the basics of money management. The tool includes exercises ranging from
how to plan a budget to how to write a check and, like all other MoneyWi$e materials, it is
available at no cost on the Web (www.money-wise.org) and by mail. Among other issues, Capital
One and Consumer Action partnership has also focused on the following topics:

- General credit awareness and credit
- Homeownership and homebuyer awareness
- Military financial education
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- Identity theft and fraud protection and awareness
- Elder fraud prevention

Working with Consumer Action, Capital One has provided more than 1.5 million free
brochures to consumers in five languages. In addition, the MoneyWiSe “train the trainer” seminars
have been given to more than 450 community organizations, across 30 states.

Branch Banking Financial Education
Capital One Bank associates throughout the New York area conduct a range of financial

education programs for local community members. The bank offers individual program modules
targeted for elementary, middle school and high school-aged children and a program to teach basic
banking to adults as part of workplace education initiatives.

- Money Matters is a four-week program that introduces elementary aged-children to the
basic principles of managing money. The program includes three separate modules: one
for grades 3 and 4; one for grades 4 and 5; and one for middle school.

- Banking Tools for College and Life addresses financial concerns at a critical point in
students’ lives. Capital One Bank associates emphasize to the students the seriousness of
incurring debt. Students learn about the different types of credit and, perhaps even more
importantly, how to protect themselves from identity theft.

- Student Run Bank Branch: In 2007, Capital One opened a bank branch at the Bronx-
based Fordham Leadership Academy's Theodore Roosevelt Complex. The fully
functioning branch is run by the Academy’s seniors under the supervision of Capital One
Bank management. The student bankers are participants in the Fordham Leadership
Academy's Virtual Enterprise Program -- a business simulation program between the
school and the business community. In its second year, the program provides an
opportunity for select students to work with North Fork Bank to connect practical
knowledge and skills lcared in the Virtual Enterprise classroom with structured work
outside the classroom.

JumpStart Coalition for Personal Financial Literacy

Capital One is a proud sponsor of the Jump$tart Coalition’s efforts to help ensure that
basic money management skills are attained in American schools. Capital One has partnered with
the Jump$tart Coalition to encourage the addition of basic personal financial management skills to
the K-12 educational curriculum. Capital One also played a very active role in helping to form a
Coalition in Virginia and has co-sponsored the Coalition’s Annual Summit for the past two years.

MoneyWiSe University
To help give students the information they need to become financially responsible,

Capital One has introduced MoneyWi$e University, a program to-teach responsible spending and
basic money management skills to college-aged students. Developed in partnership with Visa
and first introduced on campuses in 2002, the MoneyWi$e University curriculum educates
college students about the fundamental elements of credit and budget management., MoneyWi$e
University has provided personal instruction to hundreds of students on five campuses across the
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country. Information about MoneyWi$e University can be found online at www.moneywise-
w.com.

Through our partnerships with leading national non-profit organizations, the volunteer
efforts of Capital One associates and our grassroots approach to training non-profits to lead our
programs on a local level, Capital One has established a broad and comprehensive approach to
Financial Literacy. Additional information and links to all of our programs can be found at
www.capitalone.com/financialeducation.

Credit Scoring and Modeling

Today, we are here to discuss how financial institutions develop and utilize credit scores
and credit scoring models, as well as to discuss the protections we put in place to ensure that
these scores and models accurately and fairly reflect the credit risk posed by our consumers.
Like most financial institutions, Capital One uses a blend of internally derived and externally
available consumer data to develop its own credit scoring models. Capital One prides itself,
however, on using its highly sophisticated “Information Based Strategy” to help us identify,
develop and offer the right product to the right consumer at the right time. Through this process,
we believe that we can offer our customers a unique and beneficial range of products specifically
tailored to their needs.

A critical component of this strategy hinges on Capital One’s ability to manage risk
prudently and effectively. Unlike the lending marketplace of old, where firmly entrenched local
banking institutions dominated their communities and interacted with their customers often on a
both a professional and personal level, institutions like Capital One may never meet the vast
majority of its customers, particularly those outside of our branch network who carry our credit
cards or auto loans.

This lack of personal contact has both advantages and disadvantages. One could be
assured that the local banker of old knew much about his customer’s financial status through a
long-standing, deeply-rooted relationship, where a variety of factors played into any lending
decision, including the customer’s personal character or community standing. In some cases,
however, inappropriate factors could influence a loan decision, including a customer’s race or
religion. In the modern marketplace, particularly with respect to national scale lending
businesses such as credit cards, financial institutions often do not interact personally with their
customers. A lender may not know much about an individual’s “character” beyond what can be
discerned about their past financial performance. Such lender, however, also know nothing
about a customer’s race, religion or other demographic data that, quite simply, should have no
bearing on whether that customer receives a loan.

The above example illustrates a critical overarching point of context to any discussion on
this topic. While we should endeavor to ensure that credit scoring is appropriately regulated and
well understood by consumers, we should not forget that credit scoring models were developed
precisely to combat some of the perceived downside risks of traditional lending, including racial
and ethnic “red-lining.” The strength of credit scores lies in their objectivity. The modern
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financial services marketplace is a substantially more fair and equitable arena for all American
consumers — one in which credit scores play a critical role in helping to ensure that individuals
are judged on the merits of their actual financial performance.

The remainder of our testimony describes how Capital One develops and utilizes credit
scores in its lending processes.

Capital One uses external credit scores and scores developed internally based on our own
lending experience. In essence, both types of scores measure the probability that a borrower will
repay a debt. We rely on those predictions to provide valuable credit to our customers while
preserving the safety and soundness of Capital One as financial institution.

As you know, credit scoring, and use of customer data more broadly, is subject to a long-
standing, extensive statutory and regulatory regime enacted by Congress and administered by the
Federal Reserve, the other banking agencies and the Federal Trade Commission. The key
statutes include the Fair Credit Reporting Act (“FCRA”) and the Gramm-Leach-Bliley Act’s
privacy provisions (“GLBA”). Under these framework’s, credit scores are given special privacy
protections by Capital One. For example, we certify that we have a “permissible purpose” under
the Fair Credit Reporting Act whenever we obtain scores and we strictly limit how we use and
disclose those scores.

Marketing
Capital One uses credit data including credit scores in automated marketing models to

make pre-approved offers of credit. This process, known as “prescreening,” allows us to partner
with credit bureaus to avoid marketing credit cards to populations less likely to be interested in
them or unlikely to be approved.

The FCRA specifically authorizes prescreen marketing and creates requirements that we
follow. For example, when we prescreen a consumer, we are required to extend a “firm offer of
credit.” In essence, a firm offer is one we will honor so long as the applicant continues to meet
the criteria by which the consumer was selected. When we send a prescreened offer to a
consumer, the credit bureaus record what is known as a “soft inquiry” on the consumer’s credit
file. Soft inquiries put consumers on notice that a lender has accessed the credit file, but they are
never visible to other creditors and are not factored into credit scores. In other words, prescreen
marketing does not negatively impact consumers’ credit scores. Importantly, consumers who do
not want prescreened offers have the right to opt out of prescreen marketing by contacting any
one of the three nationwide consumer reporting agencies. The process for opting out is simple
and is explained prominently in every written prescreened firm offer of credit.

Underwriting
Capital One uses credit data, including credit scores, in underwriting models. When an

applicant responds to a prescreened offer, Capital One obtains a credit report to ensure that the
applicant continues to meet the credit criteria for which he or she was selected. When a
consumer seeks a non-prescreened offer of credit, for example, after reviewing card or other loan
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products on our web page, Capital One obtains a credit report to see if the consumer qualifies for
that product. In some instances, we may use the credit data to determine an appropriate loan
amount or credit limit, the interest rate to be apllied, or to make a counteroffer of a different
product if the consumer cannot be approved for the product for which he or she applied. Credit
scores help us extend credit to a full range applicants, including those in underserved
populations. In addition, using credit scores in conjunction with automated models makes our
underwriting more efficient, which ultimately drives down the cost of credit for our customers.

Account Review

Capital One may consider credit scores, among other data, to manage the loans of
existing customers. As we have testified on a number of occasions before this Committee and its
counterpart in the Senate, Capital One does not use any form of “universal default” in our credit
card business. Thus, we do not use bureau data in our decision to increase an existing
customer’s interest rate. We find that a customer’s actual account performance with us — for
example, their payment history — is a better predictor of their future performance than are bureau
based credit scores.

Credit scores, however, do inform other of our account management practices,
particularly those that allow us to improve our customers’ terms as their credit profiles improve.
For our credit card products, for example, credit scores enhance our ability to offer account
upgrades such as removing an annual membership fee, reducing an annual percentage rate or
offering rewards for purchases. We also consider credit scores as one factor among others in
decisions to increase or decrease the amount of credit available to the customer.

Fair Lending

Capital One takes its obligations under the Equal Credit Opportunity Act (“ECOA”) very
seriously. We pride ourselves on developing the most sophisticated, and fair, credit scoring
models in the industry. These models, and the processes we have put in place to ensure that only
valid, appropriate criteria are used in our credit decisioning, are state of the art, and continuously
evaluated to ensure they remain so.

Each factor, or variable, used in Capital Onc’s internal credit models is evaluated for
compliance with the ECOA, the Fair Housing Act and the FCRA among other laws through a
review process known as Statistics Compliance and Legal Engagement or “SCALE.” In this
process, a fair lending expert reviews every variable to ensure that it is neither expressly
prohibited by fair lending laws nor an obvious proxy for such a variable. An additional
component of the SCALE process is an internally-developed computer program that
incorporates current fair lending laws and legal advice in an easy-to-use decision tree that
evaluates the variable itsclf along with its intended use for compliance with fair lending laws.
The SCALE process has been thoroughly reviewed on multiple occasions by our federal
regulators since its inception, and has received praise from our supervisors for its effectiveness.
In fact, Capital One’s primary bank regulatory, the Office of the Comptroller of the Currency
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(OCC), has requested that Capital One discuss the process at the OCC’s upcoming 2008 Fair
Lending Conference -- Statistical Analysis and Modeling for Risk Assessment.

All Capital One associates involved in lending receive annual fair lending training
through a sophisticated and comprehensive computer-based training module. Associates who
work with credit scoring models receive additional classroom training on the SCALE process,
taught by representatives from Capital One’s compliance and legal departments.

For externally developed credit scores, Capital One requires its vendors to identify the
types of variables included in their credit scoring models and to certify that the variables are not
among those prohibited by fair lending laws. Capital One has declined to do business with
companies that refused to follow these criteria.

Other Sources of Data

In assessing an applicant’s creditworthiness, Capital One may consider information not
available from credit bureaus and not factored in to credit scores. For example, Capital One may
ask an applicant for household income or whether he or she has a checking or savings account.
We use this information to determine whether the applicant meets certain pre-established
eligibility requirements, such as debt-to-income ratio.

As discussed above, for account management purposes, Capital One relies predominately
on our own account performance information, rather than credit data, to assess an existing
customer’s creditworthiness.

Credit Bureau Reporting

Capital One’s practice is to report all data we believe to be relevant to the credit
worthiness of our customers. We report this data to each of the nationwide consumer reporting
agencies. This data includes loan balances, credit limits and payment history. Capital One seeks
to report all such information in a manner that ensures the consistency, accuracy and integrity of
the data. In this regard, we adhere to guidelines set forth in the Consumer Data Industry
Association’s Credit Reporting Resource Guide.

* & %

Chairman Watt, Ranking Member Miller, we thank you for this opportunity to provide
testimony to your Subcommittee.
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION
WASHINGTON, D C. 20580

July 28, 2008

The Honorable Melvin L. Watt

Chairman

Subcommittee on Oversight & Investigations
House Financial Services Committee

United States House of Representatives
‘Washington, D.C. 20515

Dear Chairman Watt:

This responds to your letter of July 24, 2008 requesting that the Commission provide a
written statement explaining how the FTC has implemented Section 212(b) of Title IT of the Fair
and Accurate Credit Transactions Act (“FACTA”).

Section 212(b) of FACTA amended Section 609 of'the Fair Credit Reporting Act
{“FCRA”) to provide consumers the right to obtain disclosure of their credit scores and related
information from consumer reporting agencies (“CRAs”). Pursuant to Section 609(f)(8) of the
FCRA, CRAs may charge a “fair and reasonable fee, as determined by the Commission™ for such
disclosure. The statute does not specify the manner in which the Commission should make its
determination, nor set any time period by which the determination must be made.!

In November 2004, the Commission published an Advance Notice of Proposed
Rulemaking (“ANPR”), copy attached, requesting public comment to inform its determination
of a fair and reasonable fee> The ANPR set out the legal background, described conditions in
the credit score market at the time, and outlined possible advantages and disadvantages of
various approaches that the Commission might use to reach its determination. The three
principal approaches set forth in the ANPR were: (1) establishing a single mandatory price that

! Consumers’ right o purchase their credit score is in addition to their right to a free
annual credit report from each of the nationwide CRAs.

2 69 FR 64698 (November 8, 2004).
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regulated entitics must charge for a credit score disclosure; (2) setting a maximum fee; or (3)
making a market-based determination by periodically surveying the degree to which the market
remained competitive and the fees remained reasonable.

With respect to the options of establishing a mandatory or maximum fee, the Commission
stated that these approaches would provide clarity and certainty, but could impair competition in
the industry and result in higher fees for consumers than a competitive market would generate.
The Commission further noted that the statute only covers certain members of
the credit score industry, and that a fixed price might place regulated sellers at a competitive
disadvantage to unregulated sellers.

With regard to the market-based approach, the Commission stated that this option was
“attractive because a competitive market generally provides the most rational, responsive, and
efficient form of pricing.”? The Commission characterized the market at that time as “extensive
and dynamic,” with many different types of credit scores available to consumers from many
different companies at fees ranging from $4 to $8. The Commission stated that, absent
additional Commission action by the effective date of the credit score disclosure requirement, its
enforcement of the “fair and reasonable fee” provision would be by reference to the extant
market in credit scores, and that it could question any fee that significantly exceeded the current
market rates for credit scores.*

Since 2004, the Commission staff has continued to monitor the credit score market to
evaluate whether it has remained competitive and has generated fees that are reasonable. Over
that time period, the fee for credit scores has ranged from approximately $6 to $8. It appears that
competition in the industry has remained robust, and that the range of prices for credit scores has
remained fairly constant.

1t is worth noting that consumers have, or will have, the ability to obtain credit score
information at no charge in many instances. Under Section 609(g) of the FCRA, mortgage
lenders and brokers that use credit scores from CRAs in considering loan applications are

3 69 FR at 64700.

# The Commission received nearly 300 comments in response to the ANPR,
although the vast majority were nonsubstantive. Of the few substantive comments, credit score
sellers generally favored a market-based approach, while consumer groups favored a fixed or
maximum fee. Laws in California and Colorado allow consumer to get their credit scores for a
“reasonable” fee.
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required to provide applicants with a free disclosure of those scores.” Additionally, as part of a
recent settlement of a class action litigation against one of the three nationwide CRAs,
TransUnion, most U.S. consumers will be entitled to six to nine months of free credit
monitoring, which will include unlimited daily access to their TransUnion credit reports and
credit scores.® Finally, under a rule recently proposed by the Commission and the Board of
Govemors of the Federal Reserve System, many consumers that apply for credit would receive a
free credit score with explanatory information from creditors that engage in “risk-based
pricing.””

In sum, competition in the credit score market has continued to be robust, with many
different sellers offering scores for fees that remain in the range of $6 to $8. The Commission
will continue to monitor the market to ensure that the fees remain reasonable, and will take
further action as appropriate.

By direction of the Commission.

£ linn & oD

William E. Kovacic
Chairman

3 15U.S.C. § 1681g(g). If a mortgage lender uses a score obtained from an entity

other than a CRA, however, it may provide either the actual score or a score obtained from a
CRA for the purpose of providing a disclosure to the consumer. Id.

¢ In re TransUnion Corp. Privacy Litigation, Case No. 00-CV-4729 (U.S. Dist. Ct.,
N.D. IiL, Eastern Division May 28, 2008). The class includes all consumers who had an open
credit account or an open line of credit from a credit grantor (e.g., automobile loans, bank credit
cards, department store credit cards, other retail store credit cards, finance company loans,
morigage loans, and student loans) located in the United States anytime from January 1, 1987 to
May 28, 2008. This case followed on the settlement of a Commission law enforcement action
against TransUnion alleging that TransUnion sold lists of consumer information to third parties
for marketing purposes in violation of the FCRA.

7 73 Fed Reg 28966 (May 19, 2008). Under this proposed rule, creditors that price
credit, in whole or in part, based on information in the consumer’s credit file must either (1)
provide a notice to those consumers who received materially less favorable terms, or (2) provide
a free credit score to all of its applicants. The comment period on the proposed rule closes on
August 18, 2008.
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FEDERAL TRADE COMMISSION

16 CFR Chapter |

[RIN 3084-AA94}

Fair and Reasonable Fee for Credit
Score Disclosure

AGENCY; Federal Trade Commission
(FTC).

ACTION: Advance notice of proposed
rulemaking, request for comment.

Comments filed in clectronic form
should be submitted by clicking on the
following Web link: htips://
secure.commentworks.com/fc-
CreditScoreFee and following the
instructions on the Web-based form. To
ensure that the Commission considers
an electronic corament, you must file it
on the Web-based form at the hitps://
secure.commentworks.com/fic-
CreditScoreFee weblink. You may also
visit http://www regulations.gov to read

SUMMARY: Section 212{b) of the Fair and
Accurate Credit Transactions Act of
2003 {"FACT Act”} amends the Fair
Credit Reporting Act {“FCRA™] by
adding 4 new section 609(f}, which
mandates that consumer reporting
agencies make available upon request a
consumer’s credit score, together with
other information. Section 809{f}{8)
provides that a consumer reporting
agency may charge a “fair and
reasonable fee, as determined by the
{Federal Trade] Commission’” for such
disclosure.

In this docoment, the Federal Trade
Commission (“FIC" or "Commission”)
is publishing for comment an advance
notice of proposed rulemaking that

this advance notice of proposed
rulemaking, and may file an electronic
comment through that Web site. The
Commission will consider all comments
that regulations.gov forwards to it.

The FTC Act and other laws the
Commission administers permit the
collection of public comments to
consider and use in this proceeding as
appropriate. All timely and responsive
public comments received by the
Commission, whether filed in paper or
in electronic form, will be considered by
the Commission, and will be avaitable
0 the public an the FTC Web site, to the
extent practicable, at http//www.fic.gov.
As a matter of discretion, the FTC makes
every effort to remove home contact
information for individuals from public

would impl the reg in
section 609(f}(8) of the FCRA that it
determine a fair and reasonable fee to be
charged by a consumer reporting agency
for providing the information required
under FCRA section 809{f).
DATES: Comments must be received by
January 5, 2005,
ADDRESSES: Interested parties are
invited to submit written comments.
Comments should refer to “FACTA
Credit Score Fee, Project No. R411004”
to facilitate the organization of
comments. A comument filed in paper
form should include this reference both
in the text and on the envelope, and
should be mailed to the following
ission/

co ts it receives before placing
those comments on the FTC Web site.
More information, including routine
uses permitted by the Privacy Act, may
be found in the FTC’s privacy policy, at
httpd fwww.ftc.gov/privacy him.

FOR FURTHER INFORMATION CONTACT:
Christopher Keller, Attorney, {202} 326
3224, Division of Financial Practices,
Federal Trade Commission, 601 New
Jersey Avenue, NW., Washington, DC
20580.

SUPPLEMENTARY INFORMATION:

L Background

The FCRA, enacted in 1870, sets
standards for the callection,

address: Federal Trade C
Office of the Secretary, Room H-159
{Annex 0}, 600 Pennsylvania Avenue,
NW., Washington, DC 20580. The FTC
is requesting that any comment filed in
paper form be sent by courier or
overnight service, if possible, because
U.8. postal mail in the Washington area
and at the Commission is subject to
delay due to heightened security
precautions.

Comments containing confidential
material must be filed in paper form,
must be clearly labeled “Confidential,”
and must comply with Commission
Rule 4.9{c). 18 CFR 4.9{(c) {2004).2

1The commont must be accompanted by an

< ication, and use of information
bearing on a consumer’s credit
worthiness, credit standing, credit
capacity, character, general reputation,
personal characteristics, or mode of
living that is collected and
communicated by consumer reporting
agencies. 15 U.8.C. 1681-1681x, Since
its inception in 1970, the FCRA has
provided generally that a consumer roay
learn of the information that consumer
reporting agencies maintain concerning
the consumer. As originally enacted, the
FCRA provided that a consumer could
obtain disclosure of the “nature and

comment to be withheld from the pablic 1ecord.
The roquest will bo granted or denied by the
ion’s General Counsel, consistent with

expliclt request for
including the factus and logal basis for the request,
and wmust identify the specific portions of the

applicable lew and the public interest, Ses
Commission rule 4,9{c}, 16 CFR 4.9(c).

ReinOnline -~ 69 Fed. Rey. 64698 2004

substance” of the information in his or
her file at the consumer reporting
agency.
In 1996, the Consumer Credit
Reparting Reform Act, Pub. L. 104-208,
110 Stat. 3009, amended the FCRA to
provide that a consumer may obtain
disclosure of “[all] information in the
consumer’s file at the time of the reguest
* * %7 as well as a summary of
consurmer rights under the FCRA.
However, the 1996 amendment
specifically excluded from the
information required ta be disclosed to
consumers “any information concerning
credit scores or any other risk scores or
predictors relating to the consumer.”
The Fair and Accurate Credit
Transactions Act of 2003, Pub. L. 108~
159, 117 Stat. 1952, amends the FCRA
to add a new subsection 609(f} to the
FCRA, giving consumers the right to
obtain disclosure of credit scores and
related information.? The requirement
to disclose a credit score applies to
consumer reporting agencies that
“distribute scores that are used in
connection with residential real
property loans,” or “develop scores that
assist credit providers in understanding
the general credit behavior of a
consumer and predicting the future
credit behavior of the consumer.”? The
provision requires only the disclosure of
a “morigage score” or “educational
scare,” and does not require disclosure
of other risk scores based on credit
information, such as those used to
underwrite auto loans, personal loans,
credit cards, or insurance products.

#In relovant part, Section #12{(b} of the FACT Act
provides:

(h) DISCLOSURE OF CREDIT SCORES—~Section
609 of the Fair Credlt Reporting Act {15 US.C.
1681g), as amended by this Act, is amended by
adding at the end the followlng:

“(f) DISCLOSURE OF CREDIT SCORES—

“(1} IN GENERAL~—Upon the request of
consumer for a credit score, 2 consumer reparting
sgency shall supply to the consumer a statement
indicating that the information and credit scotlng
model may be different than the credit score that
may be nsed by the lender, and a notice which shall
include—

*“{A) the current credlt score of the consumer or
the most recent credit score of the consumer that
was previously calculated by the credit reporting
agency for 8 purpose related 1o the extension of
credit;

“(B) the range of possible credit scares under the
model used;

*{C} ali of the kay factors that adversely affected
the credlt score of the consumer in the model used,
the tote] number of which shall pot exceed 4 * * *;

“{0) the daoto on which the credit score was
created; and

“(€] the name of the parson or eatity that
provided the credit score or credit §le upon which
the credit score was crested.”

3FCRA section 669(N{4).

3 Section 609(I(7)(A} provides that “In complylng
with this subsection, a consumer repotting sgency
shall supply the consumer with 11} & credit score
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New subsection 609(f){8} provides that
the consumer reporting agency may
charge a “fair and reasonable fee, as
determined by the Commission” for
such disclosurs

New section 609(0(2)(:&) of the FCRA
defines a credit score as “‘a numerical
value or a categorization derived from a
statistical tool or modeling systom used
by a person who makes or arranges a
loan to predict the likelihood of certain
credit behaviors, including default.”
Generally, the higher the score, the
lower the predicted risk.®

Currently, there appears to be an
extensive and dynamic market for credit
score products. In addition, several
sellers are developing and introducing
diverse new scoring products. Many of
these sellers are not consumer reporting
agencies, and thus would not be subject
to the Commission’s fee determination
under FCRA section 609(f)(8).
Consumers can buy scores from several
companies, including subsidiaries of
nationwide consumer reporting agencies
and Fair Isaac and Company {FICO), the
company that initially developed credit
scaring. Other compantes have also
entered the market.®

Scores are available to consumers in
a wide variety of forms and delivery
methods, both directly from the
companies that provide the scores and
score products themselves, and
indirectly through entities that have
existing relationships with consumers
{e.g., credit card issuers} who “partner”
with the score suppliers. Some
companies that offer consumer credit
scores also provide a variety of

thet Is derlved from 8 credit scoring model that is
widely disiributed to users by that consumer

educational material, including tutorials
and interactive exercises that allow
consumers to see how modifications in
credit behavior {(such as closing an
account or making a Jarger payment)
might affect their credit score.”

Most credit score products available
to consumers includs not only a score,
but also a copy of the consumer’s
complete credit report and educational
materials.¥ Some products include
additional features, such as a
monitoring function—e.g., a service that
alerts the consumer when new or
negative information is added to the
consumer’s file or new accounts are
opened in the consumer’s name.? The
“pundled” services are available at
prices that range from $14 to $90,
depending on the duration of the service
and the range of options offered with
the package. For those packages that
include only the consumer’s full report
plus a score, the incremental cost of the
score component of the product appears
to be in the range of 84 to §7.1¢

Stand-alone scores, such as those
required by section 606(f), appear to be
available in those states ibat mandate
free credit reports, and particularly in
California and Colorado, where state
laws require the disclosure of credit
scores, 1t In California and Colorado, the
iaws requiring disclosure of scores also
permit a consumer reporting agency to
charge a “reasonable” fee.22 In those
states where a score-only product is
available, the cost range is
approximately $5 to §8.13

? See, e.g., hitp/fwsw.myfico.com/
®See, e.g., hip/fwww.transunion.coms; RUp i/
wrw.experian.com/; hitps:/?
com/; hup:H

reporting agency in with voal
property loans or {2] with 8 credit score that assists
the consumer in uoderstanding the crodit scoring
assessmont of the eredit bebavior of the consumer
and pmdimnns about the future credit behavior of
the consumer.” Section 609(5(7}, 18 US.C,
1681g{f)(71. Thus, consumer regorting sgencles may
provide consimers with  score derived from an
actusl model used to ealculate scores for mortgage

swww.fresereditadvice.com/; hitpy/
www.consunerinfo.coms; hitp:/f
www.trugcredit.com/.

#See, 2.g, Mip://www freecreditreport.com/.

19We look only at report-plus-seore products
becanse where the “bundle” includes added
services or products, the cost of the additionel items
would be difficult to ascertain. The score

ion is basod on an

II Possible Approaches for Commission
Determination

Section 609(0)(8) of the FCRA states
that consumer reporting agencies may
charge a fair and reasonable fee “as
determined by the Commission.” The
law does not specify the manner in
which that fee is to be determined. The
Ce ission invites ¢ from all
interested parties on any aspect of a
proposed determination of a fair and
reasonable fee for score disclosure. in
setting out its background discussion
above, and in reviewing various
potential approaches to its
determination below, the Commission
does not wish to preclude comment on
auy alternatives, or the submission of

pmpna(e background infermation.

e Commission invites comment on
appmnches and factors that should be
considered in determining a fee for the
disclosures required under FCRA
section 609(f), as well as comment on
underlying premises that it should
employ in considering various
approaches and factors.

There are several possible approaches
that the Commission could take to make
the required determination. One
appmach would be to estabhsh a single

price that regul  entities
must charge for a score disclosure. Such
an approach could provide clarity and
certainty for both the industry and
consumers. On the other hand, a fixed
price might result in a higher fee than
a consumer would be asked to pay ina
competitive market; where the price is
set above the leve] the regulated seller
would otherwise charge, consumers
could pay more than they would
without intervention. If the fee is st too
low, howsver, it may discourage
competition on other terms of the
transaction. For example, the seller may
choose to cut corners elsewhere, such as
quality, service, or willingness to
innovate. In a market such as this—with
both Jated sellers (co

underwriting, or may opt fo provid:

with a so-called “educational score.” which shows
aconsuwer how scaring works snd the perceived
crodit risk that the consumer presents relative o
other consuiers,

that, of the total fee for the package, the basic cost
of the full credit repost avcounts for approximatoly
$9, which is the price generally charged by
consamer reporting agencles for s stand-alone copy

3 See hitpif fovvws fi

ing/

Atm g the dovel and
application of scoring models). Section 212(c} of the
FACT Act ["Disclosura of Credit Scores by Certain
Morlgage Lenders™}, which adds subsection {g) to
section 80O of the FCRA, specifiss the text of an.
educational disclasure notice that mottgage leaders
are required to supply te consumass. The notice
describes how scores are derived and explains their
slgnificance to the consumer. Section BOARHINA)
and (D); 15 U.S.C. 1681g(gi(1KA), D).

ofa report.

¥ Sections 1785.10 and 1785.15.1 of tho
Caltfornie Civil Code, effective july 1, 2001; Section
12-14,3-104.3 of the Colorado Revised Statues.
Section 212(b) of the FACT Act is based on the
California statute.

12 Section 1785.15.2(b) of the Califarnia Civil
Code, and section 12-14.3-104.3(3) of the Colorade
Revised Statutes, respectively. Although the
slatutes permit consuimer reporting agencies (o
chargea ‘rensomb)e fee,” they do not specify a fea
ors h one.

S For exampls, in April 2004, ne.
acompany specializing in providing vartous cmdil
information products direct to consumers, mede an
inttie] public offering of common :!ock See

33 TransUnlon afleﬁ a stand-along scory for 54,85
through its Weh slte. Sec Attp//
www.lransunion.com/

American Bonker, *Young Credit Firm
Gets Cap Une Feather In Cap,” Sept. 13, 2004,

naifl  Based on
lslephons Ingulries m Callfornia msde in mid-2004,

HeinOnline -- 69 Fed. Reg. 64629 2004

reporting agencies who distribute
mortgage scores or develop their own
scoring models) and unregulated sellers
{non-consumer reporting agencies and
consumer reporting agencies that do not
sell mortgage scores ot develop
proprietary scores)—a fixed price may
place regulated sellers ut a competitive
disadvantage to unregulated sellers.

A maximum fee is anather potential
approach {setting a “‘cap” or upper Jimit
on the fee that could be charged}. A
maximam fee may be preferable to a
mandatory fee because it would allow

Experian sells a score alone for $6, and Equifax
charges $8.
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regulated entitics to compete on price.'s
If the price cap is set below the level the
regulated seller would otherwise charge,
however, it shares many of the
drawbacks of a mandatory price.
Furthermore, as academic commenters
have recognized, a maximum price can
become a de facto mandatory price.i®
For example, the nine-dollar maximum
fee specified in the Fair Credit
Reporting Act's section 809(f} for the
disclosure of consumer report
information to consumers has become,
in practice, the industry norm: the three
major nationwide consumer reporting
agencies all charge $9 for consumer file
disclosures, despite the opportunity to
compete on price below the statutory
limit

Moreover, any set {ee, whether
mandatary or maximurm, runs the risk of
becoming obsolete.?® A set fee may
become too low—e.g., if the costs of
producing or delivering a score rise; or
it may become too high—e.g., if new
technology lowers the costs of selling a
score o if markel participants would
compets on price absent the regulation.

Some of these problems may be
addressed by adjusting the set price
periodically by a preannounced external
factor—e.g., the consumer price index.
There is a variety of ways in which such
adjustments might be undertaken—they
could be automatic and required within
any rule that the Commission adopts as
its determination, or they could be
initiated by the Commission in the
context of periodic review of its
determination. If the adjustments were
automatic, the Commission could itself
make the adjustment based on
preannounced criteria,!? or it could

4 “{Clutting prices io order to Increase business
1s often the very gssence of competition.”
‘Matsushita Elec. Industriel Co. v, Zenith Radio
Corp., 475 UK. 574, 594 {1088).

15 See, e.g., Scherer, Industrial Market Structure
and Feonomic Performance st 180-93, 204 (1980);
Scherer, “Focal Point Pricing and Consclous
Parallelism,” in Scherer, Competition Policy,
Domestic and Interational, at 89-97 (2000).
Although uniform prices might be the resnlt of
colluson, the outcome also van be due more

to g ph referred to
as “focal point pricing.” In this situstian,
competilors In a merket coslesce around an
externelly imposed “focal point,” such as o
government price control. See also Arizona v.
Maricopa County Med. Soc., 457 U.8. 332, 148
{1382) {stating that & meximum price fixing

“mmay bea de for en
to fix uniform prices, or it may in the future take
on that character™},

6 ‘The reasonable price fixed today may through
economic and business changes become the
unreasonable price of tomorrow,” United S1ales v.
Trenton Potteries Co,, 273 115, 392, 397 {1927},

17 Suck an sdjustnent provedurs would be
analogous to the statutory edjustment, undertaken
annuaily by the Commission, to the fee that
consumer reporting agencles tan charge consumers
for disclosure of thon cradit files. (in 1996,

provide a formula for periodic
adjustment that those subject to the rule
would be required to apply and
implement.

One limitation to the usefulness of an
externally-derived price adjustment is
the fact that it would not take into
account possible changes, e.g., in
technology or costs, that are internal to
a specific firm or the industry. In order
te account for such changes, the
Commission could readjust fees based
on an examination of the internal
operations of each individual firm. n
the public utility context, this is
typically done by a detailed
examination of a firm’s operaling costs
and profits, capital employed, cost of
capital, and rate of return on capital. Of
course, this would be a potentially
difficult and complex inquiry for the
Commission to undertake in this
proceeding, especially because it may be
difficult to specify which cost elements
should be included in the calculations
or how to allocate {ixed costs, such as
the cost of developing the scoring
model.

Ancther approach that the
Commission might consider would be to
make a determination that looks to those
charges produced by a competitive
market as the basis for a fair and
reasonable fee. Such a determination
raight be done with varying degrees of
Commission involvement. For example,
the Commission might conduct a
periodic market survey to determine the
range of prices charged and whether
those prices are the product of
competition, and set a price or a range
of prices.

A market-based approach is attractive
because 3 competitive market generally
provides the most rational, responsive,
and efficient form of pricing. Typically,
the market is able to produce and
account for relevant factors: prices,
quality, service, costs, encouragement of
investment, and promotion of
competition. The government often sets
cost-based fees in the public utility
context, becanse regulators often have
no competitive market to which they
can refer. In the case of direct-to-
consumer credit scores, however, there
currenily exists a market with many
buyers and sellers on which the
Commission might base a
determination. In its consideration of

Congress specified an $8 “cap™ on the fee thet
consumer reposting agencles can charge for full-file
disclosurs to consumers. Section 612{a){ AN of
the FCRA, 15 U.5.C. 1681{(f{1{A)1}. FCRA section
812(7){2) provides that the Federal Tmde
Commission shall focrease the amount based
proportionsily on chianges in the Consumer Price
Index. The current limit is 39, See htip./7

www.flo.govi 1 htm.).
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whether a market-based determination
is appropriate and feasibile, the
Commission seeks comment on whether
there Is reason to believe that the fees
being charged consumers for credit
scores today are not fair and reasonable,
that there is not active price
competition, or that the market is not
producing appropriate pricing
incentives.}®

More specifically, the Commission
soeks comment on an appropriate
methodology for determining a fair and
reasonable fee i it elected a market-
based approach. One method that the
Commission might consider would take
advantage of the market in credit scores
by determining a fee that fluctuates
based on that market. For example, the
Commission’s survey of the market to be
regulated shows that prices between $5
and $8 currently are charged.1¢ A
determination that reflects a dynamic,
competitive market might include a set
or maximum fee based on a calculated
weighted mean figure. This approach
could require the fee to be readjusted as
the weighted mean price for credit
scores rises and falls. If the Commission
adopted such an approach, it would
need to specify whether the
Commission itself would make such
market-based readjustments, or whether
affected parties would be required to
determine and apply readjustments
based on a Commission-supplied
formula.

The Commission also sceks comment
on whether a fee determination based
on ongoing assessment of the market
might be an appropriate method on
which to base its determination, and
also whether such an approach might
bave drawbacks. Any market-based
approach assumes that the market in
direct-to-consumer credit scores will
persist. The Commission seeks comment
on both the current state of the market
for credit scores and anticipated
changes in the market. For example, a
factor that could lead to changes in
market forces is consumers’ new right
under the FACT Act to obtain & free
annual copy of their cansumer reports
from each of the nationwide consumer

18 While thers seems fo be liftlo variation in the
price of the underlying consumer credit flle that is
‘being scored, which as noted is cappod currently
at 59, the several participants in the market appear
to compets vigorously In other aspects of the direct-
to-consumer scors package {e.g., the score itself,
accompanying educational materials, and follow-up
serviens). Furthermore, there Is price dispersion in
the market for bundled scores, as well as the market
for stand-atone soores. See supra notes 7-13 and
accompanying text {the current range for bundled
seores is $4 0 $7 and the cwrrent range for stand-
alone scores is §5 to $8)

2 Prices for credit scores appoar to range belween
$4 end 37 in the unregulated market.
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reporting agencies through a
“centralized source.”"?° Nationwide
consumer reporting agencies may
choose to market scores to consumers
{and may choose to fulfill their statutory
obligation under section 809{f}) through
the centralized source.2t The
centralized source may increase demand
for scores by promoting consumer
awareness of score availability, and
might further competition among the
nativnwide consumer reporting agencies
that sell scores through the centralized
source. On the other hand, the
centralized source might provide a
competitive advantage to these
consumer reporting agencies vis-a-vis
other sellers of scores due to the
“captive” audience of consumers that it

su&)‘glies.”

¢ Commission is seeking to make a
determination that would preserve for
consumers the benefits of competition
in both the regulated and unregulated
market, while protecting consumers
from the non-competitive prices that
might occur in these markets in the
event that competition deteriorates.
Optimally, the Commission seeks to
identify and implement an approach
that will result in o fes that is fair to
consumers; will provide regulated
entities with a sufficient level of
certainty; will encourage regulated
entities to compete on price, quality,
and service; will encourage innovation
and cost-cutting; will avoid uaduly
interfering with the unregulated market
for credit scores; and does not involve
a lengthy rate-making proceeding or
reliance upon proprietary cost or
revenue data.

The Commission seeks comment on
the relative merits of each approach, as
well as comments and suggestions on
other appropriate factors to take into
account in determining a fair and
reasonabls fee or periodically adjusting
that fee.

2 Sectton 211(d) ef the PACT Act. Under the
& 's rule this
this centialized source will first be available to
some cansumers beginning December 1, 2004, with
full implementation by September 1, 2005, Sca 16
CFR 612, 69 FR 35488 {June 24, 2004). See also
htp A www fic.govios/2004705/0405 20factafin pdf
and http:tiwww fic.govlos/2004/06]
040624factafreeannualfon.pdf.

BH

2 Tha FACT Act slso contains ¢ new requitsment
that mortgage lenders disclose a credit score to
home loan appilcents, along with sn explanatory
notice. Section 212(¢) of the FACT Act adds new
FCRA section 809(g}, effoctive Decomber 1, 2004,
mandating score disclosure and providing the text
of the educalional “Notice to the home loan
applicant.” This mandated disclosure and notice
way incresse conssimer awareness of eredit scores,
which might incresse consusmer demand for scores,
but also could diminish demand for score
purchases, hecause those consumers who spply for
home losns wil] receive scores for free.

Effective Date

The Commission proposes an
effective date of thirty days after
promulgation of its final determination.

The Commission recognizes that the
provisions of FGRA scction 609(f} will
become effective on December 1, 2004
without regard to whether the
Commission has made a determination
or given guidance on how it will
determine whether a particalar fee is
fair and reasonable.2? Althongh
Congress has directed credit scores be
available for a fair and reasonable fee as
determined by the Commission, it did
not impose a deadline for a
determination nor bas it required that
the determination be made in any
particular manner. Furthermore, there is
no indication that Congress meant to
require regulated entities to make the
required disclosures free of charge. For
these reasons, the Commission
interprets section 609(f) to allow
regulated entities to charge a fee for
required disclosures in advance of any
specific Commission determination or
other guidance, so long as that lee is fair
and reasonable. Thus, absent additional
Commission action on or before
December 1, 2004, consumer reporting
agencies must disclose mortgege or
educational scores to consumers and
may charge a fair and reasonable fee for
those disclosures. Indeed, this process is
currently used in the states that require
similar disclosure.

The Commission's enforcement of the
“fair and reasonable” requirement will
be by reference to the extant market in
credit scares. Thus, at present the
Commission may question any fee that
significantly exceeds the corrent market
rates for credit scores, which are
currently in the range of $4 to §8.

L Request for Comments

The Cu ion welcomes
on all aspects of the determination it
will make, including policy and
pragmatic considerations associated
with any potential approach te
determining a fair and reasonable fee for
credit score disclosure, costs and
benefits to all affected parties,
impl ion consideration
other issues bearing on the
Commission’s delermination.
Specifically, the Commission seeks
comment on the range of approaches
outlined gbove, as well as suggestions
for alternative approaches to lee
determination, and comments prompted
by the following considerations and
questions. All comments should be filed

and any

*35ee 16 CFR 802.1(c}{3)(x) festabiishing
Decomber 1, 20064 as the offective date for FACTA
Section 212(0)L

HeinOnline -- 69 Fed. Reg. 6470L 2004

as prescribed in the ADDRESSES section
above, and must be received by January
5, 2005.

{1) The Commission believes that the
current market in direct-to-copsumer
scores is competitive and healthy—there
appears to be price dispersion,
innovation, and a variety of products
and sellers. Is this an accurate
characterization of the market? If so,
why? If not, why? The Commission
believes that one nationwide consumer
reporting agency—TransUnion—sells
stand-alone credit scores to consumers
for $4.95 in states that mandate free file
disclosures. Three nationwide consumer
reporting agencies sell stand-alone
scores in California and Colorado for
prices ranging from $4.95 to 88. Is this
accurate? Are these the only
circumstances under which consumers
can obtain stand-alone credit scores?
The Commission believes that most
scores are sold as part of a package or
are bundled with a consumer report and
other information or services. Is this
accurate? What is the range of prices for
these products? By what method should
the score component of a package or
bundle or goods and services be valued?

{2} The Commission recognizes that
its determination nnder FCRA Section
609(f] will apply only to a portion of the
market—consumer reporting agencies
that distribute “mortgage” scores or
develop their own credit scares—and
only to two scoring products currently
offered to consumers—* mortgage”
scores and “‘educational” scores. How
many conswmer reporting agencies
would be subject to this requirement?
What percentage of the credit score
market would be regulated, and what
percentage unregulated?

(3} The Commission is aware that
many non-consumer reporting agencies
offer scores and related products to
5. What is the market
for purposes of the Commission
determination? What would be the
competitive effects of the imposition of
a maximum price requirement that
applies only to & part of the market for
scores? Would a maximum price
requirement in the limited market for
“statutory” scores {i.e., mortgage or
educational scores provided by
reporting agencies) have
effects on the broader, unregulated
market for scores?

{4) 1t is the Commission's
understanding that many consumer
reporting agencies do not currently
provide scores directly to consumers,
but do so through non-consumer
reporting agency subsidiaries, Will
consumer reporting agencies choose fo
fulfill the statutory requirement in

Pele
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FCRA Sectiop 609 through non-
consumer reporting agency subsidiaries?
{5) Consumer reporling agencies can

fulfill FCRA Section 609's requirement
by providing consumers with mortgage
or educational scores. How will
consumer reporting agencies choose to
fulfill this requirement and what type of
score are they most likely to provide to
consumers? Why?

(6) Among the potential approaches
available to the Commission is
determining a fee based on the market
for scores, In that context, what is the
appropriate market to consider: the
market for stand-alone mortgage and
educational scores sold by consumer
reporting agencies, or the market for all
credit scores sold by consumer reporting
agencies and non-consumer reporting
sgencies? If a market-based approach is
appropriate, are these two markels
appropriate reference points? Are there
other markets that should be
considered? Overall, what is the
appropriate market, and what ave the
factors that the Commission should
consider in determining the appropriate
market?

(7) The Commission welcomes
comment on whether other factors, in
addition to prices charged in a
competitive market, should be taken
into account in determining a fair and
reasonable fee for required disclosures
{e.g. cost data, revenue data, other
market conditions). Comments should
discuss the pragmatic aspects of each
factor advanced for consideration; for
example, whether data underlying a
given factor are readily available or
difficult to obtain.

(8} For any determination involving a
specified dollar amount for a fair and
reasonable fee, should the Commission
include within a final determination a
ism for periodic adj t of
the specified amount? If so, what
gpproach is desirable for such
adjustment and what entity or entities
should determine the specific
adjustment? Should the C«

1
mec

By direction of the Commission.
Denald S. Glark,
Secretary.
[FR Doc. 04-24841 Filed 11--5~04; 8:45 ain}
BILLING CODE 6750-01-F

of publication in the Federal Register at
hitp://www.gpoaccess. govifr/
index.html, It is alsc available on the
Internet site for SSA {i.e., Social
Security Onlme) at hltp //palmy Sset.

i
gov/pnp

SOCIAL SECURITY ADMINISTRATION
20 CFH Part 404

{Regulation No. 4]

RIN 0960-AF28

Revised Medical Criteria for

FOR FURTHER INFORMATION CONTACT:
Suzanne DiMarino, Social Insurance
Specialist, Office of Regulations, Social
Security Administration, 107 Alimeyer
Building, 6401 Security Boulevard,
Baltimore, Maryland 21235-6401, {410)
865-1787 or TTY {410} 966-5609. For
information on eligibility or filing for

of the Digt e

AGENCY: Social Security Administration.
ACTION: Proposed rules; limited
reopening of comment period.

P ¥

fits, call our national toll-free
number, 1-800-772-1213 or TTY 1~
800-325-0778, or visit our Internct Web
site, bocxal Secunty Online, at
www ity.gov.

summanrY: We are reopening for limited
purposes the comment period for the
notice of proposed rulemaking (NPRM}
that we published in the Federal
Register on November 14, 2001 (66 FR
57009}, We have decided to reopen the
comment period for 60 days to solicit
additional public comments on our
proposal 1o revise and remove several of
the chronic liver disease listings from
the Listing of Impairments {the listings)
because we believe that the revisions we
propose are significant. We are
reopening the comment period only to
accept comments about chronic iver
disease. Due to the limited reopening of
the NPRM, we will not consider any
comments on other aspects of the
proposed listings for the digestive
systern.

DATES: To be sure your comments are
considered, we must receive them by
Tanuary 7, 2005,
ADDRESSES: You may give us your
comments by: using our Internet site
facility {i.e., Social Security Online) at:
http://policy.ssa. gov/pnpublic.nsff
LawsRAegs or the Federal eRulemaking
Portal at hitp.//www.regulations.gov; e-
mail to regulations@ssa.gov; telefax to
(410) 966--2830; or by letter to the
sioner of Social Security, P.O.

initinte now assessments of all of the
factors underlying its determination ata
fixed time interval, or only when a
factor changes significantly? Should the
Commission’s determination include an
“automatic” adjustment keyed 1o the
consumer price index or similar
aconomic index? Should periedic
adjustments be required to be both
determined and implemented by the
regulated entities based on a formula set
forth within the Commission’s
determination? Are there other bases for
periodic adjustment that might be
appropriate?

Box 17703, Baltimore, Maryland 21235~
7703. You may also deliver them to the
Office of Regulations, Social Security
Administration, 107 Altmeyer Building,
6401 Security Boulevard, Baltimore,
Maryland 21235~8401, between 8 a.m.
and 4:39 p.m. on regular business days.
Comments are posted on our Internet
site, at Ritp://policy ssa. gov/
pnpublic.nsffLawsRegs or you may
inspect them on regular business days
by making arrangements with the
contact person shown in this preamble.
Electronic Version: The elecironic file
of this document is available on the date

HeinOnline -- €9 Fad. Reg. €4702 2004

SUPPLEMENTARY INFORMATION: On
November 14, 2001, we published
“Revised Medical Criteria for Evaluating
Impairments of the Digestive System” as
an NPRM in the Federal Register (66 FR
57008). You may find this document at
our Web site: htlp://policy.ssa.govierm/
rules.nsf/5da82b031
06677dc85255b41005b7f8d/
a37bb476ch 227bdd85256b410067a74d?
OpenDocument.

‘This NPRM proposed to revise the
criteria in the Listings that we use to
evaluate claims involving impairments
of the digestive system. We explained in
the proposed rules that we were revising
and removing several of the chronic
liver disease listings because of the
progress in medical and surgical
advancements in treating these discases.
When we published the NPRM, we
provided a 60-day comment pericd that
ended January 14, 2002. We have
reviewed and considered all the
comments we received during the
comment period. However, we received
few comments regarding our proposed
revisions to the listings that specifically
invelve chronic hiver disease. Because
we believe that the vevisions we propose
are significant, we want to ensure that
the public has another opportunity to
review and comment on those proposals
involving the evaluation of chronic liver
disease. In order to allow the public
sufficient time to review and comment
on our proposals, we have decided to
provide an additional 60-day comment
period within which to comment on our
proposal to revise and remove several of
the listings for evaluating chronic liver
disease. If you have already provided
comments on the proposals, your

will be considered and you
do not need to resubmit them,
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Statement submitted by

Sandra F. Braunstein, Director,
Division of Consumer and Community Affairs

Board of Governors of the Federal Reserve System
to the
Subcommittee on Oversight and Investigations
Committee on Financial Services

U.S. House of Representatives

July 29, 2008
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The Board of Governors of the Federal Reserve System (Board) is pleased to have this
opportunity to address the nexus between the efforts of the Board to combat credit discrimination
and the use by lenders of credit scoring systems to evaluate consumers’ credit risk. Specifically,
we appreciate the opportunity to outline the findings of the Board’s report on credit scoring and
its effects on the availability and affordability of credit, and how this report further informs
ongoing efforts to prevent impermissible factors from being considered in the credit evaluation
process.

There are three aspects of the Board’s role relating to fair lending and credit scoring
systems. First, as a rule writer, the Board has issued Regulation B, which implements the Equal
Credit Opportunity Act (ECOA). Regulation B prohibits discrimination against credit applicants
on any prohibited basis (such as race, national origin, age, or sex). bRegulation B also addresses
the use of prohibited bases in credit scoring systems. Second, as a supervisor of financial
institutions, the Board conducts fair lending examinations to ensure that financial institutions
comply with ECOA and other applicable fair lending laws, and takes enforcement action when it
finds violations. Third, as research instigutions, the Board and Reserve Banks study significant
trends in the credit market, such as the use of credit scores and credit scoring models, publishes
their research, and encourage research by other parties as well.

L Backgroeund on Credit Scoring Systems and ECOA

A Credit Scoring Systems

Credit scoring is a statistical methodology that quantifies the credit risk--the likelihood of
nonpayment or default--posed by a prospective or current borrower. The prevalence of credit
scoring systems has increased significantly over the past two decades. Today, credit scoring is

widely used to underwrite and price all types of consumer credit, such as mortgage loans, auto
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loans, and credit cards. When used appropriately, credit scoring can increase the objectivity and
consistency of the credit evaluation process. Credit scoring also has increased access to credit
for consumers, enhanced competition, and decreased costs for lenders.
| At the same time, the growing use of credit scoring has been accompanied by concerns

about its potential negative effect on fair access to credit, especially for women and minorities.
In recognition of these concerns, Congress directed the Board to study how credit scoring has
affected the availability and affordability of credit, to determine the relationship between credit
scores and actual credit losses, and to determine how these relationships vary for the population
groups protected under ECOA.! In addition, Congress directed the Board to study the extent to
which consideration of certain factors included in credit scoring systems could have a negative
effect on protected populations, and the extent to which alternative factors could achieve
comparable results with less negative effect.

There are little data available linking credit scores to relevant demographic information.
As a result, there has been limited research on credit scoring and its effect on credit markets or
protected segments of the population. F or this reason, the findings of the Board’s report, which
are based on the ;nique research conducted by the Board staff specifically for this study, are
significant.

B. ECOA and Credit Scoring Systems

ECOA, enacted in 1974, generally prohibits creditors from discriminating against a credit

applicant on a prohibited basis (such as race, national origin, religion, age, or sex) in a credit

! In Section 215 of the Fair and Accurate Credit Transactions Act of 2003 (FACT Act), Congress directed both the
Board and the Federal Trade Commission (FTC) to study the effect of credit scoring on the availability and
affordability of financial products and report on their findings. The Board focused on stdying the effects of credit
scoring on credit markets, reporting its findings in August 2007. See Board Report to Congress, Credit Scoring and
Its Effects on the Availability and Affordability of Credit (August 2007). The FTC focused on the effects of credit
scoring in the area of insurance and issued a separate report on automobile insurance in July 2007, and is preparing a
separate report on homeowner’s insurance. See FTC Report to Congress, Credit-Based Insurance Scores: Impacts
on Consumers of Automobile Insurance.
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transaction. ECOA covers business credit, as well as consamer credit. Lenders are prohibited by
ECOA from using credit scoring systems that take into account any prohibited basis under
ECOA, except for age. For example, a lender is not permitted to use a credit scoring system that
considers race or gender to evaluate the creditworthiness of an applicant.

ECOA is implemented by the Board’s Regulation B. In 1977, the Board adopted rules
under Regulation B to implement the ECOA’s provision permitting lenders to consider age in
limited circumstances. Thus, Regulation B allows lenders to consider age as a predictive factor
in an empirically derived, demonstrably and statistically sound, credit scoring system (“validated
system”).” Any system that does not qualify as a validated system is classified as a judgmental
systemn under Regulation B. In judgmental systems, lenders are limited to considering age only
for the purpose of determining a “pertinent element of creditworthiness.” For example, age may
not be considered directly, but can be used if it relates to other information used to evaluate
creditworthiness, such as to assess the significance of length of employment (a young applicant
that recently entered into the job market) or residence (an elderly applicant that recently retired
and moved from a long-term residence).

Regulation B establishes the criteria for qualifying a credit scoring system as a validated
system. A credit scoring system is a validated system for purposeé of Regulation B if it is
(1) based on empirical data that compares sample groups or actual populations of creditworthy
and non-creditworthy applicants within a reasonable time period, (2) developed to calculate the
credit risk of applicants for legitimate business purposes, (3) validated using accepted statistical

methods, and (4) subject to periodic revalidation meeting the same standards.

? Under ECOA and Regulation B, a lender can consider age to ensure the applicant has the capacity to contract. In
addition, under Regulation B, a lender can consider age when it is used more favorably towards a credit applicant
age 62 or older. For example, if a lender assigns “points” to applicants in its credit scoring system, a credit applicant
62 years or older must receive the same or a greater number of points than a younger applicant when calculating the
credit score.
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Regulation B does not stipulate how often lenders must revalidate these systems to ensure
the accuracy of their predictive ability, but provides that it should be frequent enough to continue
to meet recognized professional statistical standards for statistical soundness. For example,
periodic review of a system’s performance could include analyzing shifts in a lender’s customer
base to detect deviations from the applicant population used to validate the system. Regulation B
also explicitly permits lenders to use validated systems that are developed by third-parties.
However, lenders retain responsibility for ensuring that these systems meet the criteria set forth
in Regulation B.

It is important to note that although Regulation B prohibits inclusion of certain factors, it
does not require that a lender assign a particular weight or value to data that can be permissibly
used in a credit scoring system. In addition, Regulation B does not prescribe the method of
credit analysis a lender must use, unless age is used as a predictive variable in evaluating the
creditworthiness of an applicant (in which case a lender must use a validated system). However,
even when age is not used as a predictive variable, lenders may look to the Regulation B criteria
as useful fair lending benchmarks when developing and evaluating a credit scoring system.

A benefit of credit scoring systems, if properly constructed, is the objectivity they instill
in the credit evaluation process. Well-constructed systems apply the same criteria to all credit
applicants, without consideration of prohibited bases, such as gender or race and, to a limited
extent, age. Credit scoring systems may help lenders facilitate consistency and limit discretion in

the credit evaluation process, and thus, promote fair lending.?

® Generally, federal fair lending laws recognize two types of lending discrimination: disparate treatment and
disparate impact. Disparate treatment occurs when there is overt discrimination or when a lender treats similarly
situated applicants differently based on one of the prohibited factors under ECOA or the Fair Housing Act, even if
unintentionally. Disparate impact can occur when a facially neutral policy applies equally to all applicants, but
adversely affects protected groups.
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11. Fair Lending Enforcement under ECOA

As a supervisor of financial institutions, the Board has a Jong-standing commitment to
ensuring that every bank it supervises complies fully with the federal fair lending laws (ECOA
and the Fair Housing Act). Fair lending is an integral part of every consumer compliance
examination. Following the Interagency Fair Lending Examination Procedures, each fair lending
examination includes an assessment of the bank’s fair lending risk across its business lines, such
as mortgage, consumer, and auto lending. Based on this risk assessment, examiners identify the
specific business lines on which to focus, and in each examination evaluate in detail at least one
product or class of products. As part of this process, examiners may evaluate an institution’s
credit scoring system, as well as how credit scores are used in the credit evaluation process.

When evaluating an institution’s proprietary credit scoring system, examiners review all
of the factors considered within the system. First, examiners ensure that prohibited bases, with
the exception of age, are not used. If a credit scoring system considers age, examiners ensure
that it meets the appropriate standards pursuant to Regulation B. Second, examiners consider
whether any factors in the system may serve as proxies for a prohibited basis or may have a
disparate impact on a prohibited basis. If examiners have questions about the appropriateness of
a factor, they engage in further review to assess its legitimacy. This additional review may
include an evaluation of the factor’s predictiveness and whether other factors might be used
instead.

The Board also supervises many institutions that do not develop and use their proprietary
credit scoring systems, but rely on }hird-paﬁy credit scoring systems. When performing
underwriting and pricing examinations, examiners evaluate how institutions use credit scores and

credit scoring systems. Examiners focus on whether the credit scores, as well as other
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underwriting and pricing factors, are applied consistently to all applicants. Particular attention is
paid to any exceptions to credit score thresholds and whether those exceptions are applied
consistently. Within the past five years, the Board has not found any fair lending violations
based on a lender’s proprietary credit scoring system or a lender’s use of third-party credit
scoring system.

Fair lending violations have been found on other bases, however. When examiners find
fair lending violations, the Board does not hesitate to take action. If there is reason to believe
that an institution has engaged in a pattern or practice of discrimination under ECOA, the Board,
like the other federal banking agencies, has a statutory responsibility under that Act to refer the
ma;cter to the Department of Justice (DOJ).4 The Board takes this responsibility seriously.

For example, in 2007, the Board referred eight institutions to DOJ after concluding that
there was reason to believe that the institutions had engaged in a pattern or practice of
discrimination. One referral involved racial discrimination in the pricing of automobile loans.
Four referrals involved discrimination on the basis of marital status. Another referral involved
an institution with two loan policies found to be discriminatory. One policy prohibited lending
on Native American lands and the other restricted lending on row houses, which resulted in
discrimination against African-Americans. The last two referrals involved ethnic and racial
discrimination in mortgage pricing by nationwide lenders.

III.  Credit Scoring and Its Effects on the Availability and Affordability of Credit
As aresearch institution, the Board conducts and publishes analyses of significant trends

in the credit markets. In recent decades, consumer credit markets have become national in scope,

* After receiving an agency referral, DOJ reviews the matter and decides if further investigation is warranted, A
DOJ investigation may result in a public civil enforcement action or settlement. DOJ may decide instead to return
the matter to the Board for administrative enforcement. If a matter is returned to the Board for administrative
enforcement, or if the violation does not constitute a pattern or practice, the Board acts to ensure the institution
corrects the problems and makes amends to the victims.

-6-
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with credit being made available to a broader spectrum of consumers. The development and use
of credit scores has greatly facilitated these trends. As noted earlier, credit scoring is a statistical
methodology that quantifies the credit risk posed by a prospective or current borrower. Credit
scores seek to rank-order individuals by their credit risk; those with poorer scores are predicted
to perform on average worse on their credit obligations than those with better scores.

Credit scoring is widely used to evaluate applications for credit, identify prospective
borrowers, and manage existing credit accounts. It is also used to facilitate decision-making in
other areas including insurance, housing, and employment. The large savings in cost and time
that have accompanied the use of credit scoring are believed to have increased access to credit,
promoted competition, and improved market efficiency.

As directed by Congress in the FACT Act, the Board in August 2007 prepared a report on
a number of matters regarding credit scoring, including how it has affected the availability and
affordability of credit, the relationship between credit scores and other factors, and whether the
use of credit scoring systems has fair lending implications under ECOA.

4. Background on the Report

Little research has been conducted on the potential effects of credit scoring on minorities
or other demographic groups, largely because of a lack of data linking credit scores to race,
ethnicity, and other pertinent demographic information about individuals. With the exception of
dates of birth, the credit records maintained by the consumer-reporting agencies,” which serve as
the basis for most credit-scoring systems, do not include any personal demographic information.

In addition to reviewing public comments, previous research, studies and surveys, Board
staff conducted unique research specifically to develop information needed to prepare this report.

Board staff created a database that, for the first time, combines information on personal

° The three national consumer-reporting agencies are Equifax, Inc., Experian, and TransUnion LLC.

-7-
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demographics collected by the Social Security Administration (SSA) with a large, nationally
representative sample of the credit records of individuals. The sample comprised the full credit
records of more than 300,000 anonymous individuals drawn in June 2003 and updated in
December 2004 by TransUnion LLC (TransUnion).® Because the data set consisted of the credit
records of the same individuals for both of these dates, Board staff was able to construct
measures of loan performance, credit availability, and credit affordability and was able to create
its own credit-scoring model (the FRB base model) and credit scores (FRB scores).”

The data supplied by TransUnion for each individual in the sample also included two
commercially generated credit scores--the TransRisk Account Management Score (from
TransUnion) and the VantageScore (from VantageScore Solutions LLC).® The design of the
FRB base model followed general industry practice to the extent possible.” The three credit
scores, together with the unique combination of credit and demographic information in the data
set created for this purpose, allowed the Board to address the questions posed by the Congress.

B. Findings of the Report

The report’s findings focus on: (1) the effects of credit scoring on access to credit;

(2) differences in credit scores, loan performance and credit availability and affordability across
different populations; and (3) the extent to which individual credit characteristics included in
credit scoring systems may have a negative or differential effect on specific demographic

populations.

© Personal identifying information of the individuals in the sample, such as names and Social Security numbers, was
not made available to the Board.

" For the study, Board staff developed five distinct measures of performance that relate to payments on new or
existing accounts and to collection actions and derogatory public records. The study focused on credit history scores,
that is, scores calculated exclusively on the basis of individuals’ credit records as assembled by the three national
consumer-reporting agencies. Other kinds of credit scores were not studied bere.

® TransRisk Account Management Score is a registered trademark of TransUnjon LLC, and VeantageScore is a
service mark of VantageScore Solutions LLC.

® The details of the estimation process and the credit characteristics and their associated weights are provided in the
report.
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1. Access to Credit

‘The evidence from public comments received for this study, from review of previous
research, and from an assessment of data from the Board’s Survey of Consumer Finances
indicate that credit scoring has increased the availability and affordability of credit. Credit
scoring allows creditors to quickly and inexpensively evaluate credit risk and to more readily
solicit the business of their competitors’ customers regardless of location. Credit scoring
increases the consistency and objectivity of credit evaluation and thus, has reduced some of the
discretion that could lead to discrimination against certain segments of the population.

Credit scoring also increases the efficiency of consumer credit markets by helping
creditors establish prices that are more consistent with the risks and costs inherent in extending
credit. By providing a low-cost, accurate, and standardized metric of credit risk for a pool of
loans, credit scoring has broadened creditors’ access to capital markets.

2. Credit Scores and Loan Performance, Availability, and Affordability
Across Populations

The data assembled for the study were used to investigate the variation in credit scores
across populations, and the relationship between credit scores and subsequent loan performance,
availability, and affordability across populations.

(a) Credit Score Variation

Credit scores differ among subpopulations: Blacks, Hispanics, single individuals, those
younger than age 30, and individuals residing in low-income or predominately minority census
tracts have lower credit scores on average than other subpopulations defined by race or ethnicity,
age, or location. Because individuals with identical items in their credit records receive the same
credit score, population differences in scores must stem from average differences in their credit

record information, such as differences in the incidence of serious delinquencies. Groups with
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lower average scores tend to have had a higher incidence of payment problems on credit
obligations, collection actions, and public record items such as garnishment and bankruptcy.
Other factors, such as utilization of available credit and the length of credit history, also affect
credit scores. The study found that differences across groups in average credit scores are
narrowed, but not always eliminated, when differences in other persenal demographic
characteristics, such as marital status, residential location, or a census-tract-based estimate of an
individual’s income, are taken into account.
(b) Loan Performance

The study analyzed whether loan performance, as measured by several different metrics
of serious delinquency, differed across population groups controlling credit scores. For every
performance measure evaluated and for every population group considered, the study found that
credit scores consistently rank-order the credit risk of individuals. Regardless of credit score
range, the higher (better) the credit score, the lower the observed incidence of future default.
This finding was true for the population as a whole and within all major demographic groups.
Thus, when other personal demographic characteristics, as well as marital status, residential
location, or a census-tract-based estimate of an individual’s income, are controlled, credit scores
consistently predict relative loan performance across all population groups.

(¢) Credit Availability and Affordability

The study also analyzed the extent to which credit scoring affects the availability and

affordability of credit by geography, income, race, color, national origin, age, sex, or marital

status. The study found that credit scores consistently relate to measures of “inferred” loan

-10-
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denial and Joan pricing.'® For all populations, interest rates and average inferred denial rates
consistently decline as credit scores increase. Similar to the findings for loan performance, some
differences were observed across population groups after controlling for credit score. Most
notably, younger individuals appear to experience somewhat higher inferred denial rates than
older individuals; blacks appear to incur somewhat higher interest rates on automobile and
installment loans than do non-Hispanic whites; and Asians incur interest rates that, on average,
are typically lower than, or about equal to, those paid by non-Hispanic whites across all loan
categories for which interest rates could be estimated. Data limitations prevent a full assessment
of the reasons for the remaining differences in credit outcomes. Most importantly, credit records
do not include information on many of the factors lenders consider in underwriting and pricing
credit, including income and assets, down payments, employment experiences, or wealth.
(d) Individual Credit Characteristics and Their Effects Across Populations

The study reviewed the extent to which the consideration of certain factors, or lack
thereof, by credit scoring systems could 1;esu1t in a negative or positive differential effect for
different populations. By law, credit scoring systems must exclude from consideration an
individual’s personal characteristics, such as race or ethnicity, national origin, sex, and, to a
limited extent, age. A concern exists that, despite this prohibition, a credit characteristic may be
included in a credit scoring system as a substitute, or proxy, for a prohibited demographic
characteristic, such as race, ethnicity, or sex.

Analysis of the data used for the study found that few credit characteristics (for example,
number of credit inquiries, utilization rate, and months since recent delinquency) that would be

included in credit scoring systems, and which were used in the FRB base model, correlated with

** In this report, Board staff used the data on credit inquiries to infer whether an individual likely experienced a
credit denial. For example, an inquiry on an individual’s credit record without any record of a subsequent extension
of credit to the applicant was treated as a denial of credit.

-11-
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personal demographics, such as race, ethnicity, sex, and age. Therefore, the study found that
such credit characteristics are unlikely to serve as proxies for demographic characteristics. A
primary exception to this finding is that some credit characteristics correlate highly with an
individual’s age.

To determine whether the credit characteristics in the FRB base model served, at least in
part, as proxies for race or ethnicity, sex, or age, the FRB base model was re-estimated in race-
neutral, age-neutral, and sex-neutral environments. To accomplish this, the models were
estimated with samples limited to a single population for each model. In those models, any
credit characteristics serving solely as a proxy for race, ethnicity, age, or sex should have little
weight in the re-estimated model. Credit characteristics that have both an independent effect on
performance and a correlation with race, ethnicity, age or sex would be expected to have
significantly different weights {either larger or smaller) in the re-estimated models.

Re-estimating the FRB base model in a race-neutral or sex-neutral environment had
virtually no effect on average group credit scores. This finding suggests that the credit
characteristics included in the FRB base model to predict loan performance do not serve, to any
substantive degree, as proxies for race, ethnicity, or sex. However, when the model is re-
estimated in an age-neutral environment, credit scores did change slightly. The study traced this
result to the inclusion of a specific credit characteristic--the length of an individual’s credit
history. Further analysis showed that this credit characteristic served, in part, as a proxy for age.
However, the length of credit history showed significant predictive power in an age-neutral
environment. As a result, excluding the length of credit history would reduce the overall
predictiveness of the model, lowering the scores of older individuals and raising the scores of

younger individuals.
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Evidence also shows that recent immigrants have slightly lower credit scores than would
be implied by their loan performance. Credit history profiles of recent immigrants resemble
those of younger individuals, whose credit performance tends to be poor relative to the rest of the
population. To address this concermn, however, the length of credit history would have to be
excluded from the model, which would create other problems including loss of model
predictiveness. An alternative approach to address this concem would be to expand the
information supplied to credit reporting agencies to gain a broader picture of the credit
experiences of recent immigrants and other individuals. Such information could include rent,
utility, and other recurring bill payments.

Conclusion

The Board is committed to addressing racial and ethnic gaps in the availability and
affordability of credit. In its multi-faceted role as a rule writer, bank supervisor, and research
institutjon, the Board is able to take a comprehensive approach towards identifying and
addressing potential fair lending concerns within the credit evalvation process, including credit
scoring. The Board reviews and updates Regulation B to ensure its rules continue to effectively
prohibit consideration of any prohibited basis under ECOA throughout the lending process.
Second, the Board supervises financial institutions to ensure their compliance with ECOA and
other fair lending laws, and takes enforcement action when necessary. ‘Third, the Board studies
significant trends in the credit market, and uses data from these studies to inform and facilitate

the Board’s ongoing rule writing and enforcement efforts.
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For Immediate Release:
Contacts:

Thursday, July 10,2008 .
CFA: Jack Gillis, 202-737-0766
WaMu: Alan Elias, 415-850-3597

CONSUMER UNDERSTANDING OF CREDIT SCORES
IMPROVES
BUT REMAINS POOR

Consumers Could Save $28 Billion a Year in Lower Credit Card Finance
Charges
If They Improved Credit Scores by 30 Points

Washington, DC-- Although consumer understanding of credit scores has
improved over the past year, it remains poor, according to the latest credit score
survey commissioned by the Consumer Federation of America (CFA) and
Washington Mutual Bank (WaMu). Less than one-third of Americans (31%), for
example, understand that credit scores indicate risk of not repaying a loan, rather
than factors like knowledge of, or attitude toward, consumer credit.

"Lack of consuméﬁ/léﬁfiwledge about credit scores not only increases the
costs of their credit and instirance, but also reduces the availability of these and
other services," said CFA Executive Director Stephen Brobeck.

However, learning about these scores and applying the knowledge can
significantly raise them. "By taking a few simple steps, American consumers have
the power to reduce their collective credit costs by billions of dollars annually,"
said Anthony Vuoto, president, Washington Mutual Card Services.

For this report, WaMu -- using data supplied by Argus Information and
Advisory Services -- estimated that U. S. consumers could reduce card finance
charges by $105 annually if they raised their score by 30 points. If all consumers
raised their scores by 30 points, total annual consumer savings would be an
estimated $28 billion.
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Consumers can raise their credit scores in many ways, especially by:
Consistently paying their bills on time every month.

Not maxing out, or even coming close to maxing out, their credit cards or
other revolving credit accounts.

Paying off debt rather than just moving it around, as well as not opening
many new accounts rapidly.

Regularly checking their credit reports, which can be obtained for free, to
make sure they are error-free. Federal law requires the three main credit
bureaus -- Experian, Equifax, and TransUnion -- to make available to
consumers, upon request and at no charge, one credit report per year at
www.annualcreditreport.com.

In August 2005, May2007,yand June 2008, Opinion Research Corporation

(ORC) conducted extensive surveys of consumer knowledge of credit scores for
CFA and WaMu. In all three years, ORC surveyed more than 1,000
representative adult Americans. The margin of error in these surveys is plus or
minus three percentage points.

Consumer Understanding of Credit Scores Improves

Comparing responses in the 2005 and 2007 surveys found little

improvement in consumer understanding of credit scores. But, comparing
responses in the 2007 and 2008 surveys revealed that an increasing percentage of
Americans understand several important facts about credit scores.

Twenty-eight percent, up from 24% in 2007, knew that 700 was the
approximate lowest credit score that would qualify one for a low-rate
mortgage; and 26%, compared to 19% in 2007, selected 400 or 500 as the
score (incorrect) qualifying for a low-rate mortgage.

Credit scores wouyld rise if one paid off a large credit card balance -- up
from 62% to 67% -- and would fall if one made a monthly credit card
payment more than 30 days late -~ up from 71% to 78%.

The fact that insurers often use credit scores -- up from 58% to 64%, --
and that landlords often use these scores -- up from 55% to 59% -- in deciding
whether one can buy a service or rent housing and at what price.
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. From a list including Experian, Equifax, and TransUnion, the percentage
of respondents recognizing that Tenneco is not a credit bureau -- up from 47%
to 54%.

But This Understanding Remains Poor

Few consumers understand what a credit score actually represents. Only
31% correctly identified the answer "risk of not repaying the loan" in a multiple
choice question that also included "financial resources to pay back loans" (21%),
"amount of consumer debt" (16%), "knowledge of consumer credit" (15%), and
"attitude toward consumer credit" (9%) as other options. And, as noted above,
less than one-third (28%) knew the lowest score (700) that might qualify for a
low-rate mortgage.

Many Americans fail to understand that one's credit score reflects only
how they use credit, not factors such as income and age. Significant percentages
erroneously believe that credit scores are influenced by income (74%), age (40%),
marital status (38%), the state in which they live (29%), level of education (29%),
and ethnicity (15%).

While more than thiree- ~quarters (78%) correctly understand that making a
monthly payment more than 30 days late lowers one’s score, less than three-fifths
(59%) know that maxing Sut a credit catd by using the entire credit line also
lowers scores.

Large majorities correctly understand that they can learn their credit scores
if they are denied a mortgage loan (72%) or declined for a credit card (65%). But,
an even larger majority, (79%), incorrectly believes that credit scores can be
obtained for free once a year. (Only credit reports can be obtained annually for
free.)

Those Who Have Obtained Their Scores Are Most Knowledgeable

The improvement in consumer knowledge of some credit score issues may
largely reflect the fact that more Americans have obtained their credit score in the
past two years -- up in 2008 to 49% from 42% the year before. Those who obtain
their scores know more about credit scores than those who have not. They are
more likely to know, for example that:

. Credit scores mdlcafte the rxsk of nonpayment (34% vs. 27%);

. Tenneco is nota credlt bureau (65% vs. 35%);
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. 700 is the lowest score (approximately) that may qualify for a low-rate
mortgage (35% vs. 16%);

. Maxing out a credit card lowers one's score (65% vs. 51%), but paying
off a large credit card balance raises one's score (71% vs. 62%), and;

. The fact that many service providers use credit scores -- not just
mortgage lenders (94% vs. 80%) and credit card issuers (89% vs. 76%), but
also cell-phone companies (63% vs. 55%) and landlords (62% vs. 54%).

[P o
However, the gap between obtainers and non-obtainers, in terms of those
who consider their knowledge of credit scores to be excellent or good, is far larger

-- 67% vs. 26% -- than specific knowledge gaps. This is worrisome because

knowledge levels for both are low, and those who think they know something, but

don't, may make poorer decisions that those who know they don't know
something,

The Most Important Information Consumers Should Know About Credit
Scores

CFA and WaMu believe that all consumers should know important facts
about credit scores:

. Scores reflect only one's past credit history, not personal characteristics,
such as age, gender, or level of income. Over time, consumers have the ability
to raise their scores.

. Low scores could not only cost individual consumers thousands of dollars
a year in additional finance charges, but can also deny access to credit,
insurance, telephone service, a rental unit, and even a job.

. Consumers with credit scores below 600 are almost always charged
relatively high "subprime" loan rates, while those with scores above 700 are
often charged relatively low "prime" rates, while those with scores above 760
are generally charged the lowest rates.

While consumers are entitled to one free credit report each year from each
of the credit bureaus, those who want to more carefully or regularly monitor their
credit score must pay a fee (starting at $15). Contact Fair Isaac
(www.myFICO.com), or the three bureaus -- TransUnion (www.transunion.com),
Experian (www.experian.com) or Equifax (www.equifax.com)

.WaMu credit card and home equity line of credit customers can receive a
TransUnion-derived credit score monthly for free online.

About Consumer Federation of America
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CFA is an association of some 300 non-profit consumer groups that seeks
to advance the consumer interest through research, education, and advocacy.

About Washington Mutual

WaMu, through its subsidiaries, is one of the nation's leading consumer
and small business banks. At March 31, 2008, WaMu and its subsidiaries had
assets of $319.67 billion. The company has a history dating back to 1889 and its
subsidiary banks currently operate approximately 2,500 consumer and small
business banking stores throughout the nation.



222

P R B c ‘V Payment Reporting
Builds Credit®

Everyone’s Equai Credit Opportunity

July 29, 2008

Congressman Melvin L. Watt

Chairman, The Financial Services Subcommittee on Oversight and Investigations
U. S. House of Representatives Financial Services Committee

2129 Rayburn House Office Building

Washington, DC 20515

RE: What Borrowers Need to Know About Credit Scoring Models and Credit Scores
Dear Congressman Watt:

Pay Rent, Build Credit, Inc., dba PRBC® and dba Payment Reporting Builds Credit®,
appreciates the opportunity to submit comments to The Financial Services Subcommittee on
Oversight and Investigations in connection with its timely hearing today, “What Borrowers Need
to Know About Credit Scoring Models and Credit Scores”, and about non-reported bill payments
in particular, also known as “alternative credit”.

PRBC commends the Members of Congress and The House Financial Services Committee on
their efforts to inform the public about credit reports and scores, and the processes that cover
credit information and its use under the Fair Credit Reporting Act (FCRA), the Fair and Accurate
Credit Transactions Act (FACTA), and the Equal Credit Opportunity Act (ECOA).

PRBC offers brief comments today covering three (3) topics to provide information on non-
reported bill payments that when better understood, could help the estimated 50 million
consumers with little or no traditional credit histories or scores such as young adults, divorcees,
new immigrants, minorities and the elderly to avoid high interest rate auto and mortgage loans
and to increase their chances of building asset-based wealth and financial security. These
comments are also intended to illustrate an innovative, responsive, and potentially profitable new
way for financial institutions to assist their depositors, check cashing and bill payment customers
to build a more complete and accurate credit report and score that the institution can use to make
proactive loan offers on fair and appropriate terms, while assuring the safety and soundness of
their institutions.

The three topics discussed herein are:

1. Itis a myth that it is possible to build a good credit history and score simply by paying all
of your monthly bills on time.

2. The FHA and GSEs make a distinction between “bill payments” and other forms of “non-
traditional” or “alternative” credit information.

3. The “Credit Rating in Your Shoe Box” and ECOA Regulation B, Section 202.6

One Annapolis Street, Sutte 101 1952 Whitney Avenue, 3™ Floor
Annapolis, MD 21401 prbc.com Hamden, CT 06517
443.569.8040 (Phone) 203.889.0665 (Phone)

410.280.0049 (Fax) 203.248.9119 (Fax)
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RE: What Borrowers Need to Know About Credit Scoring Models and Credit Scores
July 29, 2008, Page 2

About PRBC

Founded in March 2002, and with early R&D funding from The Ford Foundation, Fannie Mae,
Freddie Mac, Citimortgage and IBM, PRBC is today a venture capital-funded consumer
reporting agency, commonly known as a credit bureau. PRBC was launched to include
commonly recurring but non-reported monthly bill payments in credit reports and scores, and to
support automated underwriting, as well as fair and accurate risk based pricing.

PRBC aggregates, stores, scores, and reports payments for common credit-like obligations that
most adult individuals, family households, and small business owners make each month for
housing, auto loans, commercial leases, utilities, phone service, cable, and insurance.

PRBC accepts monthly bill payment data from three sources, the first two of which are unique
for a credit bureau:

1. Reported from a financial institution’s bill payment service on behalf of its customers

2. Self-reported by a consumer, subject to a rigorous third-party verification that meets and
exceeds FHA’s and the GSEs’ standards

3. Directly from billers, lenders, and landlords in the traditional credit reporting mode

PRBC enables consumers and small business owners to build their own PRBC bill payment
history that can be scored, using a secure Internet connection based on their past three (3) years
of payments. It only takes 24 - 48 hours to build a file and obtain a third-party verification.

A PRBC Report ™ with a Bill Payment Score® (BPS®) or FICO® Expansion® Score can be
accessed electronically directly from PRBC or from an authorized reseller with a consumer’s
permission under the FCRA, similar to a report and score from Equifax, Experian, and
TransUnion, whenever a credit report and score are used to assess their creditworthiness.

PRBC Reports ™™ with BPS® or FICO® Expansion®™ Score are designed to be used as a
supplement to a traditional credit report and score if any exists, or if an applicant has no
traditional report and score, to provide a more complete and accurate picture of an applicant’s
creditworthiness,

PRBC does not charge consumers to view their own file , nor does it sell their identifying
information or bill payment histories for pre-screened offers without their express consent.

For more information about PRBC Reports *™ with BPS ® or FICO® Expansion” Score, see
Attachment A.



224

RE: What Borrowers Need to Know About Credit Scoring Models and Credit Scores
July 29, 2008, Page 3

Myth — pay your bills on time to build a good credit history and score

The common wisdom is that consumers can build a good credit history and score by paying all of
their monthly bills on time. The FDIC's Money Smart, and most other financial literacy
materials advocate this responsible practice, Paradoxically and unfortunately, it is not true for
many of the common bills that consumers pay on-time each month, The truth is that to build a
credit history and score, consumers must go into debt and borrow money from a lender that
reports to a credit bureau, and not all lenders report. The reason is that credit reporting in the
United States is “voluntary”. That is, service providers or “billers” such as landlords, utilities,
telcos, and insurance companies, as well as lenders may report to a credit bureau, but they are not
required to do so. Further, many smaller lenders, billers, and landlords can not report to a bureau
even if they want to because they do not have the minimum number of accounts required and it is
not economically feasible for a bureau to credential them under the FCRA, or to accept their data
with the necessary quality controls.

Credit scorves only reflect what is reported to a bureau. If credit reports are missing payment
accounts or “trade lines” because they are not reported, or if there are errors in the report, no
credit score or scoring model will produce a complete or accurate picture of the applicant’s
creditworthiness.

Missing positive payment information has an unintentional but distinctly unfair and negative
impact on two groups of consumers when they apply for housing (rent or mortgage), auto loans,
short term loans, insurance, utility hook-ups, telecom service, and employment.

The first group is large, estimated at 50 million individuals, and includes those who pay
their regular bills such as rent, utilities, phone, and insurance on time, but who have
chosen not to use traditional forms of credit. While this category of consumers are often
fiscally responsible and otherwise good credit risks, they have little or no payment
histories in Equifax, Experian, or TransUnion, or traditional credit scores. Ironically,
having no positive or negative credit history in one or more of these three credit bureaus
has the same effect as having bad credit when a traditional report and score are used to
assess an applicant.

The second group of consumers who are negatively impacted by missing positive
payment information are among the 60 million individuals who have had late payments
and/or have defaulted on credit obligations in the past. Many of these consumers are
trying to rehabilitate their financial situation and behavior, and have paid their bills on
time since then, While many in this group defaulted on their credit obligations because
of moral hazard (i.e. they misused credit to live beyond their means), others’ past credit
problems may have resulted from predatory lending practices or circumstances beyond
their control such as illness, loss of employment, or divorce.. When their credit accounts
are closed, their “traditional” credit reports and scores become frozen in time and become
outdated. A consumers’ inability to show that they have paid their bills on time since
their last reported late payments or charge-offs, prevents them from recovering
financially from prior events either beyond their control or due to past financial
management mistakes.
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The unintended impact of missing positive monthly bill payment data on these two groups of
consurners is that: i) consumers who make their monthly bill payments on time do not have a
complete and accurate record of payment that can be accessed electronically or scored, ii) their
creditworthiness is difficult to accurately assess by housing providers, lenders, insurance, utility
and telecom providers, as well as by employers, iii) they often are required to post high security
deposits for utility hook-ups and phone service, and iv) because they often have lower credit
scores than they should, they often pay more for housing, credit, and insurance than they
deserve, making it difficult for them to build assets and to secure their financial futures.

The problem of missing positive payment information also makes it difficult for authorized users
of credit reports to accurately assess applicants, price loans and insurance offers, to compete for
new business, and to efficiently securitize loans in the secondary markets made to borrowers
with low- and no- FICO scores.

FHA defines monthly “bill payment” information. It is not “non-traditional” or “alternative”.
Everyone pays bills.

The FHA, Fannie Mae, and Freddie Mac have long-accepted evidence of an on-time bill

payment history for borrowers with no traditional credit report or score. On April 29, 2008, the

FHA reiterated this policy in Mortgagee Letter 2008-11 and listed those bill payments that are

acceptable. They include:
¢ rental housing payments (subject to independent verification if the borrower is a renter)
» utility company reference (if not included in the rental housing payment), including gas,

electricity, water, land-line home telephone service, cable TV

insurance coverage, i.e., medical, auto, life, renter’s insurance (not payroll deducted)

payment to child care providers — made to a business providing such services;

school tuition

retail stores — department, furniture, appliance stores, specialty stores; rent to own — iL.e.,

furniture, appliances;

payment of that part of medical bills not covered by insurance

¢ Internet/cell phone services

¢ adocumented 12 month history of saving by regular deposits (at least quarterly/non-
payroll deducted/no NSF checks reflected), resulting in an increasing account balance

* automobile leases, or a personal loan from an individual with repayment terms in writing
and supported by cancelled checks to document the payments.

. & o o

These commonly recurring bill payments are not “non-traditional” or “alternative”. They are
clearly defined by the FHA, and many consumers pay them on-time each month.

Recognizing that use of this bill payment information in the past has resulted in loan
performance that varied widely from lender to lender, and that paper-based evidence of an
applicant’s bill payment history can not be scored or used outside of mortgage lending, the FHA
Mortgagee Letter 2008-11 stated the FHA s requirement that “bill payment histories™ be:

1. “Independently verified” by a third-party with no financial connection to a lender
2. Reported by a “credit bureau”, opening the door to the use of scores.
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The “Credit Rating in Your Shoe Box” and the Equal Credit Opportunity Act — an economic
opportunity and responsibility for lenders and consumers.

Business Week Magazine reported in its April 21, 2008 edition about The Credit Rating in Your
Shoe Box, featuring the PRBC service of converting a consumer’s paper-based proof of past bill
payments into a credit report and score that can accessed electronically.

Consumers have a legal right and personal responsibility under ECOA' Reg B, Section 202.6 to
have their non-reported monthly bill payments considered to qualify for the lowest rates and best
terms they deserve when a lender assesses their “creditworthiness”. To comply with ECOA Reg
B, lenders may sift through an applicant’s “shoe box™ full of paper, verify it and score it
somehow, or pull a PRBC Report™ with BPS® or FICO® Expansion® Score, electronically — in
seconds.

The problem is that consumers do not know they have this valuable right, nor do they know how
to take advantage of it. Policy makers and financial service institutions could play an important
role in creating public awareness, and financial service institutions have a strong economic
incentive to do so.

The PRBC bill payment reporting service is designed to be offered by financial service
institutions under their own “brand identity”, to attract new depositors and customers interested
in building credit with the institution’s bill payment service. The PRBC service provides lenders
and service providers with a unique opportunity to adopt the responsible policy and practice of
advising their applicants to proactively demonstrate their creditworthiness before they apply for
credit, or if they are rejected or do not receive the most favorable rate and terms, so that
valuable and predictive bill payment data that is often missing from traditional reports and scores
can be counted in the applicant’s favor.

As a bonus, financial institutions regulated by the Federal reserve, FDIC, OCC, OTS, and State
of NY Banking Department may receive CRA credit® for providing a “community development
service” for doing so.

Sincerely,

Michael G. Nathans
Founder & Chairman
Pay Rent, Build Credit, Inc.
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NOTES
"ECOA Subsection 202.6 (b) (6) Rules concerning evaluation of applications.
(b) Specific rules concerning use of information.

(6) Credit history. To the extent that a creditor considers credit history in evaluating the
creditworthiness of similarly qualified applicants for a similar type and amount of credit, in
evaluating an applicant’s creditworthiness a creditor shall consider:

(i) The credit history, when available, of accounts designated as accounts that the
applicant and the applicant's spouse are permitted to use or for which both are
contractually liable;

(ii) On the applicant's request, any information the applicant may present that tends
to indicate that the credit history being considered by the creditor does not accurately
reflect the applicant's creditworthiness; and

(iii) On the applicant's request, the credit history, when available, of any account
reported in the name of the applicant's spouse or former spouse that the applicant can
demonstrate accurately reflects the applicant’s creditworthiness.

? The founders of PRBC received an opinion letter from the Federal Reserve Board of
Governors, Division of Consumer and Community Affairs in March 1997, and a similar letter
from the State of New York Banking Department in May 2003 stating that it is an innovative and
responsive “community development service” under the Community Reinvestment Act when an
institution uses it information reporting technology to assist its low- and moderate-income
customers to build a credit history with their rental and other bill payments by reporting to a
credit bureau such as PRBC.

http://www.prbc.com/pub/Federal Reserve Board CRA letter.pdf

http://www.prbe.com/pub/NY_State Banking Dept Letter.pdf
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Attachment A

A. PRBC Report™ with FICO® Expansion® Score
Credit Scoring - Finding the Prime in Subprime
By Shawn Moore, Product Management Director, FICO Global Scoring Solutions.

Even during times of lean credit availability, there is still a need to serve thin-file consumers and identify
the good risks.

The problem the mortgage industry faces in reaching out to these consumers is separating the good risks
from those who are truly high risk. Because they were unscorable, without a time-consuming manual
validation they all look alike. As exceptions, they get thrown into the subprime processes regardiess of
whether or not they might really be *prime” worthy.

And, as lenders discovered in the subprime meitdown, too many self-documented, thin-file loans turned
out to be fraught with fraud. Some consumers used inflated or misleading information on applications,
and that information might have been validated by parties with vested interests—for example, brokers
who were trying to push a loan through.

But the other side of the story is that many individuais who fell into the thin-file bucket—including many
who were likely turned down even for subprime loans—were potentially creditworthy.

Finding the creditworthy among thin-file, no-file borrowers

Fair Isaac recently announced a collaboration with Payment Reporting Builds Credit (FRBC), a credit
information repository that (with a consumer’s approval) coliects, verifies and scores rental and bill
payment data. PRBC'’s service is designed to enable lenders to better evaluate applicants who have little
or no recent credit history.

The collaboration combines PRBC'’s verified data with FICO® Expansion® score data and analytics to
deliver a more complete and accurate assessment of applicant risk—one that meets Fannie Mae, Freddie
Mac and HUD requirements.

The collaboration will solve several problems for lenders. Lenders now can:

* Qualify creditworthy customers among the large no-hitithin-file group. Thin-file consumers
make up a large population—an estimated 35-50 million aduits in the US——almost 25% of the
adult population and 5% to 8% of the mortgage market. They fall into several categories: young
borrowers who haven't had time to establish a credit history, new immigrants, and many olider
people with assets but who did not ever become part of the "credit card generation.” Among this
huge popuiation, lenders can identify applicants who represent more clearly defined risks (prime,
near-prime, subprime) and offer them more accurately priced products and potentially more
attractive rates than they couid otherwise.

* Reduce verification time and focus resources. Lenders who want to serve this population face
a daunting need for documentation and verification of applicant-supplied information. Applicants
that do not have enough trade lines to create a score have to prove they have paid rent and
utilities. Lenders faced a choice of spending days of elapsed time and many hours of their
underwriting staff time tracking down landiords and billers, or relying on verifications provided by
brokers or loan officers who in many cases have conflicts of interest when acting as verifiers.
PRBC Verifications reduce that time to approximately 24-48 hours. And with the addition of a
score, lenders can segment applicants by risk, price accordingly, and see where they should
further concentrate their underwriters’ efforts.
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» Obtain a robust score for thin and no-file applicants. The combination of PRBC data and a
FICO® Expansion® score provides a solution that is more than the sum of its parts. The addition
of properly verified trade line information from the PRBC repository to the FICO® Expansion®
score gives new power to the score. And because the FICO® Expansion® score combines
additional data sources (e.g., traditional credit repositories, utilities, membership club, public
records, demand deposit, third-party non-traditional data) with PRBC bill payment data, it can
uncover signs of risk that would otherwise go unnoticed——for example, a history of NSF checks or
non-payment of rent. The result of this wide range of validated data is a balanced, robust risk
management score with the same range and scaling as traditional FICO® scores.

Scores, reason statements and trade lines are delivered in the report. Lenders using it are compliant with
FCRA, GLBA, ECOA and FACT Act regulations, while earning CRA credit.

Lenders now want to renew their focus on risk management. They aiso want safe ways to reach out
to new, rapidly growing but traditionally credit-underserved populations. This partnership gives them the
tools to fulfill both those objectives.

Lenders can easily access this new package through their existing connections to NCRA member credit
reporting agencies.

B. PRBC Bill Payment Score®

The PRBC Bill Payment Score (BPS®) reflects a consumer’s or small business owner’s
willingness and ability to pay on time consecutively, and takes into account many bill
payment history factors to generate a score between 350 and 800. Consumers, small
business owners, and automated underwriting systems alike can understand the simplicity
and predictive power of the PRBC Report and BPS.

PRBC scores individual trade lines based on the length of history for the trade line type and
the timeliness of payments made. The timeliness score is affected by siow and late
payments, the number and severity of late payment(s), the account type, and the number
of months since the most recent late payment. A late payment three months ago will impact
the score more than a late payment five months ago.

The overall BPS is based on the number of trade lines scored and the weighted scores for
those trade lines. Trade line scores are weighted to give certain trade line types greater
impact on the score than others. For example, mortgage and rent payments are weighted
higher than electric bill payments which are weighted higher than furniture lease payments.
In addition to the common credit obligations of most households such as rent and utilities
payments, PRBC also collects and reports both positive and negative payday loan
repayment data. On the advice of its consumer advocate advisors, PRBC does not score
payday loan payments. PRBC displays payday loan repayment data in a separate section of
PRBC Reports that illustrates a consumer’s willingness and ability to repay these short-term
obligations as agreed, or not, potentially enabling them to migrate to more affordable credit
alternatives.

For illustration, a consumer who has made 12 consecutive on-time residential rent
payments plus three utility trade line payments (i.e. electric, cable, and phone) wouid have
a PRBC BPS 616. A PRBC BPS of 616 comprised of 12 months of consecutive on time
payments for rent plus three other tradelines meets the FHA, Fannie Mae, and Freddie Mac
underwriting guidelines for using non-traditional credit data to qualify an applicant with no
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credit file or score from any of the “big 3” for a mortgage loan. A consumer who has made
these same payments for 24 months would have a BPS 689,

It is simple for a consumer or business owner to build their PRBC file and raise their PRBC
BPS by paying more biils on time consecutively.

PRBC BPS Key Factors and Score Weighting:
« Length of Payment History - 20%

«  Timeliness of Payments - 25%

* Severity of Late Payments - 10%

+ Time since last Late Payment - 15%
» Number of Trade Lines - 10%

o Types of Trade Lines - 20%

To assure data security, quality, reliability, and to mitigate cost, PRBC accepts billing and
payment data uploads directly from bill payment service providers, biliers, and lenders using
an XML format and a Secure Socket Layer Internet connection with 128 bit encryption.

PRBC assures the reliability and quality of historical data that is provided directly from
consumers, by utilizing trained FCRA-certified specialists to verify SSN, ITIN, EIN, current
address, historical lease, mortgage, utility, phone, cable, and other recurring bill payments,
along with judgments and collection accounts. PRBC's procedures for historical verifications
meet and exceed industry and regulatory standards.
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Submission of Additional Information Relating to the Oversight and Investigations Subcommittee
Hearing Entitled: “What Borrowers Need to Know About Credit Scoring Models and Credit Scoring,” July
29, 2008

During the second panel, Chairman Watt posed a question to Clark Abrahams suggesting that the
proposed comprehensive credit framework might increase the subjectivity of the credit granting process.
Chairman Watt asked to be “convinced that he is wrong”. The purpose of this submission is to provide
additional information as to how the Comprehensive Credit Assessment Framework decreases the amount
of subjectivity in the credit process.

Thank you Mr. Chairman for this opportunity to provide additional information about how the
Comprehensive Credit Assessment Framework (C-CAF) actually diminishes subjectivity in the
credit granting process.

Let’s start by taking Congressman Cleaver’s grandmother as an exampie. As the Congressman
explained during his opening statement, his grandmother paid everything in cash and on time.
She had no history with credit. Because she lacked a credit history, she would not, under current
metrics, qualify to get credit. Most current credit scoring models today only examine the
experiences that one has using credit to make observations about that individual’'s potential risk of
default relating to the granting of additional credit.

Certainly, how one handles existing credit is an important criteria. But, the problem is that that
criterion is used to make decisions regarding the risk of default about many other people who
have chosen, for any number of excellent reasons, not to have credit. That, in my mind, sets up a
subjective distinction—or a partial preference-- for those that already have credit. The impact of
that distinction is the true credit worthiness or credit risk of individuals that do not have credit is
grossly understated. We cannot honestly say that Congressman Cleaver’'s maternal
grandmother had a higher risk of default simply because she had no credit. Absence of credit
history may be due to greater financial discipline where consumers elect not to borrow in order to
live within their means. Sadly, in instances where a specific need arises, these borrowers must
turn to lenders of last resort, which will be far more costly for them. The current system also
rewards consumers who have come fo rely on credit to support a lifestyle that puts them at
greater risk for financial difficulty if there is any unforeseen or uncontrollable interruption in their
cash flow.
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There are other examples of how “subjectivity” is injected in the current scoring system. Credit
scoring “objectivity” is hindered by the choice and weighting of certain variables, failure to include
all of the relevant categories of factors, incomplete data, and the use of historical samples that do
not include the full range of possible conditions and outcomes. And, as stated above, they also
specifically exclude consumers possessing little or no credit history, thus providing an incomplete
picture of the total population. When these judgments are not well-founded, the impact is
widespread.

Moreover, some credit models may actually be rewarding or incentivizing behavior that may not
be predictive or objectively demonstrative of ability to repay. For example, most credit
applications ask potential borrowers how long they have lived at their current residence. While
years at one residence may superficially provide insight into an individual's stability, it would be
extremely dangerous to draw conclusions about someone that has lived in multiple residences in
a limited time frame. Yet, that is precisely what happens with most credit scoring models today.
In fact, someone who moves may be doing so in response to a better job with a higher income—
factors which are not picked up under the present system. In my view, the picture that is being
presented of such a person is both underinclusive, as well as subjective as to which factors
should be considered in making credit decisions about that person. Similarly, while individuals
who are older and presumably have had long histories may appear to be better credit risks, in
fact, these people are actually penalized by the current system when they lose a spouse {either
through separation or death) if the credit was in the name of the other spouse.

In contrast, the C-CAF evaluates individuals like Congressman Cleaver’s grandmother more
holistically and by using parameters that are long established and accepted as providing complete
benchmarks about an individual’s risk profile.  The starting point has to be the “Five C’s of
Credit”. The concepts embodied by the Five C's unfortunately have been deemed to be
“judgmental” factors. In this instance, the use of the word “judgment” is not used interchangeably
with the word “subjective”. The latter word, as we discussed above, really means a decision that
is based on factors that are not impartial. Judgment, in this context, means a systemic decision
that has been reached based on the consideration of all sound principles and facts, not just a few
select, unrelated indicators.

So, what are the facts and principles that are at the core of the C-CAF?

Character: This factor expressly examines an individual's past payment record—including past
borrowings and the manner in which each obligation was repaid; payment history for non-credit
obligations, such as water, gas, electric, telephone, rent; education and professional certification;
time in the specific professions and type of employment; and length of employment and length of

SAS INSTITUTE INC. WORLD HEADQUARTERS  SAS CAMPUS DRIVE  CARY,NC 27513
TEL: 919 677 8000  FAX: 918 677 4444  U.S. SALES: 800 727 0025 WWW.SAS.COM



233

Osas

THE
POWER
TO KNOW.

time at present address. C-CAF also accounts for recent changes and the reasons for such
changes.

Collateral: This factor examines whether the individual has savings accounts, stock, bonds, or
other investments or assets; the degree to which these assets are already pledged to cover other
obligations; whether the individual has life insurance (or perhaps disability and loss of employment
insurance); loan to value ratios; age of the asset(s) to be purchased and type of appraisal it
received; and certain collateral attributes (including things like age of the structure and where it is
located).

Capital: This factor examines the personal assets that the individual has that might constitute
secondary sources of income; how many months of reserves the individual has; the types of liquid
assets that may be available; and the borrower’s net worth.

Conditions: This factor examines the terms and conditions of the loan to be extended (such as
term, interest rate, purpose, amount); the external conditions of the labor market, the economy,
and industry.

Capacity: This final factor examines things such as residence type and arrangement, percent and
amount of savings, level of existing credit limits and degree of utilization, debt to income ratio,
payment to income ratio and, finally, income. On income, the applicant must be capable of
earning enough money, during the course of the loan, to be able to repay it. Besides current
earnings, the outlook for earnings to continue or increase in the future is examined, as well as the
mix of salary, commission, and bonus to the overall income calculation.

To continue the analogy with Grandmother Cleaver, she either would not be granted credit under
traditional credit scoring, or would be charged a much higher rate. With C-CAF, she stands a
better chance of receiving some credit given her strong payment history, and lower risk-based
pricing as a result of substituting her C-CAF classification for her credit bureau score. We know
that she has some assets that could be used for collateral (the life insurance policy), which would
also provide positive insights into her credit standing. We do not, however, have enough
information to proceed further because we do not know things like how much credit would she be
seeking, what other sources of income exist to repay the loan, and things such as the terms,
conditions and purpose for the loan.

Let's assume, for the sake of discussion, that the Five C’s point in favor of lending to Grandmother
Cleaver. By considering these individual factors—which have a forward iooking component-- we
can begin to make other determinations, such as whether loan terms and conditions are
appropriate for an individual borrower like Grandmother Cleaver. C-CAF also provides each
individual borrower with precise information as to why the loan was granted, or why the terms
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were structured in a particular way. [t provides the individual with clear insight into specific steps
or action that he or she must take to improve their credit standing.

One of the hearing’s principal focus areas involved asking panelists what could be done to
improve the financial education of our country, and particularly for our youth. Clearly, paying bills
on time is important, but it is not the only answer. One cannot now look at either the credit report
or credit score and understand why individual decisions were or were not made. No_amount of
financial education will change that outcome unless and until the components of the credit report
and the credit score are known and understood by the consumer. One important component of
the C-CAF is that credit decisions are not left up to some undisclosed “secret sauce” so, in that
sense, it is much more objective than traditional credit scoring methodologies.

Again, | appreciate the opportunity to clarify my comments and would be happy to provide any
additional information that you or other members of the Committee would like.
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Responses of Equifax Inc. to Questions for the Record
In connection with the July 29, 2008 Hearing

“What Borrowers Need to Know About Credit Scoring Models and Credit Scores”

1. What is your position on providing consumers a free annual credit score at
the time they obtain their free annual credit report?

Equifax does not believe that providing consumers with a free annual credit score
disclosure at the time they obtain their free annual file disclosure is either
necessary or appropriate. Credit scoring algorithms are the property of their
developers and the Congress should not mandate that these services be provided
for free.

When the Congress last examined this issue, only five years ago, it concluded that
it is appropriate to charge a fair and reasonable fee for credit scores. Equifax
charges a fair and reasonable fee for credit score disclosures to consumers,
consistent with Federal Trade Commission guidance.

As noted in our testimony before the Committee, Equifax—alone among the three
nationwide consumer reporting systems—provides consumers requesting credit
score disclosure with their Equifax FICO/Beacon score, because that is the credit
score most commonly distributed by Equifax to its customers. We provide
consumers the FICO/Beacon score because we believe that this score is the single
most informative score Equifax can provide to requesting consamers. (Our
customers, of course, are the ones who decide whether to use a score or scores in
their lending decisions, which score(s) to use, and the manner in which they
evaluate the score(s) as part of their lending decision process). Generation of the
FICO/Beacon score is not free to Equifax, however. Equifax, for example, pays
royalties to Fair, Isaac for the use of FICO scoring models. The Congress should
not require Equifax to provide for free a product that it must itself pay to obtain.

We also note that consumers are entitled to obtain free credit score disclosures
from their lenders in connection with mortgage transactions pursuant to FCRA
Section 609(g). In addition, the Federal Trade Commission and the Federal
Reserve Board have proposed an alternative to the risk based pricing notice
requirements of FCRA Section 615(h) for lenders that provide free credit score
disclosures to consumers.

The free annual file disclosure—created by the Fair and Accurate Credit
Transactions Act of 2003 (the “FACT Act”)—provides all consumers with the
ability to review the credit file information that Equifax maintains about the
consumer. This free file disclosure is in addition to other free file disclosures to
which the consumer may be eligible, such as those relating to fraud alerts, adverse
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actions, unemployed individuals seeking employment, recipients of public
assistance, and other statutorily recognized instances. File disclosures promote
financial literacy and promote the accuracy of information in a consumer’s credit
file. With this information, the consumer is able to review their credit file
information for accuracy and is empowered to request the reinvestigation and
correction of any information that the consumer may believe to be inaccurate and,
indeed, this is the very credit file information from which the credit score is
derived. Credit score disclosures, while informative, do not facilitate the
correction of any inaccurate information that may be in a consumer’s file. We
believe that it is appropriate to charge a consumer a fair and reasonable fee for a
credit score disclosure or any product. :

2. Currently, can a consumer access your website to obtain their stand-alone
credit score without also obtaining a eredit report? If they can’t please
explain why net allowing access to a stand-alone score is consistent with the
FACT Act.

As discussed in our written and oral testimony, a consumer currently can obtain
his or her credit score disclosure without also obtaining his or her credit file by
mail request or by calling Equifax toll-free at 1-877-SCORE-11 (1-877-726-7311)
or 1-800-685-1111. Stand alone credit scores are not made available to
consumers through Equifax’s website, Equifax.com. Information is available on
the website, however, advising consumer’s of their ability to obtain their scores
by mail or telephone request.

Equifax’s practices are consistent with the FACT Act, which requires that stand-

. alone score disclosures be made to consumers upon their request. The FACT Act
does not require that these requests be accepted through an internet web site,
leaving the means by which requests are accepted and fulfilled to the discretion of
the consumer reporting agency required to make the disclosure.

3. What is the total number of people that have requested their free annual
credit report from Equifax, either on your website or through other means,
since the FACT Act was passed in 2003? What percentage of all of your
consumers does this represent? ’

Equifax has requested that our trade association, the Consumer Data Industry
Association, compile aggregate figures representing the total number of free
annual file disclosures provided by Equifax, Experian, and TransUnion in
accordance with FCRA Section 612(a) since that provision became effective on
December 1, 2004.
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4. What “due diligence” do you conduct with creditors who repert data to your
institution to ensure that it is accurate?

Equifax accepts information regarding a consumer’s credit accounts and payment
history only from those sources of credit information, including banks, creditors,
debt collectors and merchants, which, either on the basis of Equifax’s prior
experience, or because of the particular source’s reputation for accuracy, are
determined by Equifax to be reliable sources of information and whose
information adds value to credit granting decisions.

Equifax maintains reasonable procedures to assure maximum possible accuracy of
the information it includes in its consumer reports. These procedures start when
Equifax receives a request from a company to become a customer and furnisher of
information. Equifax conducts an extensive investigation of those companies that
apply to become data furnishers. Typically, the business submits an application
for service that includes a current business license. Equifax will then conduct an
on-site inspection of the business. The new customer signs an Agreement for
Service that includes certifications under the FCRA and applicable state laws that
it will provide accurate information, perform reinvestigations upon request, and
will only obtain credit reports for a valid, permissible purpose. Equifax also runs
a security check on the business and pulls a credit report on it. Each new
customer is provided a unique member/subscriber number that is used with the
account information they report. Equifax provides written instructions to the new
customer on the use of the services as well copies of the FCRA required FTC
Notices to Data Furnishers and Users of Consumer Reports.

In connection with the account information data furnishers report, the consumers’
identifying information, including address, social security number, and date of
birth are provided. The identifying information is used by Equifax to link the
credit items to the credit file of the appropriate consumer. Equifax follows strict
security procedures for the transmission of the data furnishers’ account
information to Equifax.

Prior to a data furnisher’s account information being loaded into the Equifax
credit reporting database, various tests are run to assure that the information
provided is accurately reported. Equifax also has extensive quality assurance
procedures to review and monitor its data furnishers reporting of information.
Equifax assigns a data analyst to for each data furnisher who contacts the data
furnisher if there are any questions regarding the account information reported by
the data fumisher.

The data furnishers report account information in either of two credit reporting
industry standard formats, Metro or Metro 2. This provides consistency and
uniformity in how credit information is received and reported in the credit files.
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Equifax also has detailed procedures regarding the reinvestigation of consumer
disputes regarding information included on a consumer’s credit file. Upon receipt
of a dispute, Equifax initiates those procedures to verify the information obtained
from the source, generally through the credit reporting industry developed
electronic dispute processing mechanism. Equifax also maintains procedures so
that when an account is deleted pursuant to a reinvestigation it will not be
reinserted into a consumer’s credit file.

In addition, the Federal Trade Commission and the financial regulatory agencies
have proposed a rule, as required by the FACT Act, which will further define the
responsibilities of data furnishers.

The accuracy of credit reports was criticized at the hearing, in part based on an
accuracy study conducted by U.S. PIRG. The Government Accountability Office,
however previously has questioned the reliability of various accuracy studies.
“We cannot determine the frequency of errors in credit reports based on the
Consumer Federation of America, U.S. PIRG, and Consumers Union studies.
Two of the studies did not use a statistically representative methodology because
they examined only the credit files of their employees who verified the accuracy
of the information, and it was not clear if the sampling methodology in the third
study was statistically projectable,”1

You testified at the hearing that your agency is beginning to use some
alternative data in your credit scoring models. Precisely what types of
alternative data are you using and you are not using? Are there certain types
of alternative data that should not be included in credit scoring models
because they are less predictive of risk?

Equifax benefits from being able to compile rabust credit files for consumers.
Equifax also believes that consumers with thin files and “unbanked” consumers,
including many young consumers and minority consumers, also would benefit if
reliable and predictive alternative data can be added to consumer files. As such,
Equifax is carefully evaluating alternative data sources for potential inclusion in
our credit files and for use in the credit scoring models that we develop. In doing
so, we are cognizant of our obligations under the FCRA to maintain reasonable
procedures to assure maximum possible accuracy of the information we report
about consumers. Further, we must be assured that the a new data furnisher will
comply with the various FCRA requirements for data furnishers.

Equifax is beginning to use alternative data by evaluating and reviewing its
effectiveness in the development of new score models. Examples of alternative
data that we are evaluating include apartment rental payment information,
telecommunications and utility payment data, and checking direct deposit account
data. Our evaluation of this data for use in scoring models is ongoing. Our

! Statement of Richard J. Hillman, Director, Financial Markets and Community Investment, General
Accountability Office, Before the Senate Banking Committee, July 31, 2003.
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research to date, however, suggests that alternative data that reflects payment or
lack of payment on a service received generally is the best data for predicting risk
when traditional credit data is unavailable.

Once types of alternative data have been confirmed to have predictive value,
alternative data types could be added to consumer files once it has been obtained
from potential furnishers of that particular type of alternative data.

Contribution of information to consumer reporting agencies by data furnishers is
voluntary. The traditional voluntary reporting system has served consumers,
furnishers, and consumer reporting agencies well since the FCRA was originally
enacted. Congress looked at the voluntary nature of the reporting system as
recently as the 2003 and elected to retain the voluntary nature of the reporting
system. As a result, before altemative data can be added to credit files on a large
scale, it will be necessary to persuade furnishers to provide the information for
inclusion in credit files and to undertake the corresponding obligations that the
FCRA imposes on furnishers of information to consumer reporting agencies. In
some cases, it also may be necessary to address state law limitations on the ability
of utilities or other potential furnishers of alternative data to provide that
information to consumer reporting agencies for inclusion in consumer reports to
be made available for all FCRA permissible purposes.

6. How is reporting high balance in lieu of credit limit consistent with the
FACT Act obligatien of complete and accurate consumer reports,
particularly when rate utilization is a factor used to calculate credit scores?

As discussed further below, Equifax reports both high balance or highest amount
of credit actually used (“High Credit”) and credit limit information, the maximum
amount that the consumer can charge on the account, (“Credit Limit”) when both
are reported to Equifax by its data furnishers. Almost all Equifax data furnishers
report both High Credit and Credit Limit.

Credit Limit information is somewhat different than other account information
that is reported by a data furnisher. A Credit Limit for an account is set by the
credit grantor, based on factors and determinations that the credit grantor
considers appropriate based on its credit risk parameters and expertise.
Accordingly, Credit Limit information is not like the other account information
provided in a tradeline or in a credit report, which is information about the
consumer’s performance - borrowing, repaying, or filing for bankruptcy. While it
is useful and valuable to have a creditor’s evaluation of a consumer’s
creditworthiness for their account, as embodied in the Credit Limit set by the
creditor, we do not believe that the fact that a creditor declines to provide credit
limit is a basis for not reporting other accurate information about the consumer’s
performance on the account with that creditor.
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Users of Equifax credit reports know if the Credit Limit for an account is
reported, or if it is not reported. Equifax also reports High Credit information and
it is identified as the High Credit information. Accordingly, users of Equifax
credit reports know whether Credit Limit is reported on an account and can
distinguish between High Credit and Credit Limit information on the account.

Since users of Equifax credit reports know if Credit Limit is reported on an
account, they take this into consideration in their review of the credit file, i.e., the
presence or absence of Credit Limit information on an account.

In connection with credit scores, score developers also understand the data
Equifax reports and they build or adjust their credit scoring models to address
whether Credit Limit information on an account is reported. For example, the Fair
Isaac Corporation knows if High Credit and Credit Limit on an account are
reported. Fair Isaac utilizes this information to produce FCIO credit scores that
are appropriate and valid.

Equifax, as a consumer reporting agency, is required by FCRA Section 607(b),
whenever it prepares a consumer report, to follow reasonable procedures to assure
the maximum possible accuracy of the information concerning the individual
about whom the report relates.

A consumer reporting agency’s FCRA obligation for reporting accurate
information, as set forth in Section 1681e(b), is met when the consumer report
accurately reports the account information and clearly states what is being
reported. As to this issue, the users of the report know if Credit Limit is being
reported or not, understand what is being reported, and are not misled by the
information contained in the report. As discussed above, this is the situation with
Equifax credit reports and their users and the FCRA obligation regarding
accuracy is fulfilled.

7. Which government regulator oversees your credit scoring model(s) to ensure
that they are empirically derived and statistically sound? Describe in detail
how the regulator makes this assessment.

Consumer reporting agencies and the consumer reports they furnish are highly
regulated under the FCRA and corresponding state statutes. In addition, when
developing scoring models, Equifax uses accepted statistical principles and
methodologies as part of its development process.

Requirements that credit scoring systems used by lenders be “empirically derived
and statistically sound” arise from Regulation B, implementing the Equal Credit
Opportunity Act. Under Regulation B, lenders are permitted to develop their own
empirically derived and statistically sound credit systems or they may utilize a
credit scoring system developed by a third party. The choice of what scoring
system to be used is the lender’s decision and the lender is responsible for
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validating the utility of the credit scoring system they elect to use based on the
lender’s own credit experience. Regulatory oversight of this process is the
responsibility of the federal regulatory agency responsible for the activities of the
particular lender. Equifax is not in a position to speak to how particular federal
regulators assess use of credit scoring systems by lenders subject to their
oversight.

Why should “hard inquiries” for new credit be included as factors in credit
scoring models? Has your research demonstrated that inquiries are
predictive of risk?

“Hard inquiries”, which generally are credit file inquiries for transactions initiated
by a consumer, should be permissible as factors in credit scoring models because
our research has shown that hard inquiries can have some predictive value with
respect to risk. The importance of hard inquiries as a factor depends upon the
scoring model used and the information that is available in the credit file being
scored. Equifax developed general risk models developed with Equifax credit
file information either ignore inquiries or they are given minimal statistical weight
(typically less than one per cent).

Is there raw data in consumer reports that are not seen by consumers
because these data do not appear on their credit reports but show up on
“machine readable” credit reports used by lenders and their scoring models?
(Evan Hendricks, “Credit Scores and Credit Reports: How the System
Really Works, What You Can De”, pp. 46-47).

No. There is no information in credit files reported to lenders that is not disclosed
to consumers in human readable form. However, there is certain information that
is disclosed to consummers that is not reported to users of consumer credit reports,
such as inquiries for account reviews or in connection with a credit or insurance
transaction that is not initiated by the consumer, i.e., prescreening.
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August 21, 2008

The Honorable Melvin L. Watt

Chainman

Subcommittee on Oversight and Investigations
Committee on Financial Services

U.S. House of Representatives

2129 Rayburn House Office Building
Washington, DC 20515

Re: July 29 Hearing and the Reasonable Fee for Credit Score Disclosures

Dear Chairman Watt:

1 am writing to respond for the record to a question you asked during the July 29, 2008
hearing of the Subcommittee on Oversight and Investigations titled, What Borrowers
Need 10 Know about Credit Scoring Models and Credit Scores. Specifically, you asked
me and the other members of the panel why a consumer should have to pay for a credit
score disclosure. As you noted in your question, consumers may request a copy of the
consumer disclosure once a year at no charge from a consumer reporting agency.
Therefore, you asked for reasons why a consumer reporting agency should not ajso
provide a credit score with the disclosure at no charge.

The answer is that credit score is an analysis of a credit report that would not exist but for
the developer of the credit score model. Therefore, a credit score is the intellectual
property of the developer. The developer of a credit score model makes significant
investments in developing, maintaining, updating and marketing the credit score model.
First, the developer will purchase millions of de-personalized credit histoties. Then the
developer will employ a highly-technical workforee to statistically analyze the credit
histories to determine how predictive each factor in a file is of future behavior and risk.
Then the developer will test the model repeatedly to determine if it is “demonstrably and
statistically sound,” as required by Reg. B of the Federal Reserve Board. After all of this
work is done, the developer needs to find customers for this credit score before any
revenue can be realized, thus marketing is a significant and ongoing cost.

Put another way, the ability to charge a fee is ultimately a fairness issue. If an author
writes a book with important information, and Congress werc to conclude that the author
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should have to give the book away for frec, the reaction would be outrage. Why should 2
score developer be any different than an author who creates intellectual property?

The Federal Trade Commission (FTC) looked at the issue of the price of credit scores
sold directly to consumers by credit reporting agencies in the rulemakings subsequent to
enactment of the Fair and Accurate Credit Transactions Act of 2003 (FACT Act). In the
Advance Notice of Proposed Rulemaking (ANPR) on the Fair and Reasonable Fee for
Credit Score Disclosure (November 8, 2004, Federal Register 64698 — 64702), the FTC
observed that “[i]f the fee is set too low it may discourage competition on other terms of
the transaction ...such as quality, service, or willingness to innovate.”

At the time of the ANPR, the FTC noted that there is a competitive dircct-to-consumer
market for credit scores at work. This competitive market continues today. A prohibition
on a consumer fee for credit scores sold by the credit reporting agencies would likely
eliminate much of the current market. In the ANPR, the FTC observed that even a limit
on consumer fees could disrupt the market 1o the detriment of consumers. Such a limit
would create an unfair competitive landscape since there are other companies which are
not consumer reporting agencies that would not be subject to such price controls.

In the final analysis, the FTC properly concluded that the market was adequately
competitive to set a faix price for these services and declined to set a regulated, below
matket price. Today, Experian offers consumers disclosure of VantageScore, which is
being used today by hundreds of creditors, for a fair and reasonable price of $5.95.

Many who promote the notion that consumers should be provided an annual free credit
score disclosure misunderstand fundamental and irresolvable issues with such a proposal
that go further than the elementary unfairness of dictating that a private company provide
its product for free. Understanding these jssues is critical to realizing why, during
consideration of what became the FACT Act, an overwhelmingly large and bipartisan
majority of the House of Representatives voled to require that a) consumer reporting
agencies must provide a consumer disclosure at no charge and a credit score for a fair
reasonable fee; and, b) mortgage lenders must disclose the specific score used in the
transaction with the consumer at the carliest possible time.

To understand why Congress came to this conclusion, I would like to itemize these
issues.

1. Lenders use many different credit scores and other information to make

decisions.

A credit score allows a lender to quickly analyze a report and place it on a continuum
from high risk to low risk. A typical credit scoring system takes the information in the
credit file - and only the information in the credit file —and uses it to predict the
likelihood that the consumer will pay the loan back under agreed upon terms and
conditions. A credit score can be developed by a credit bureau, another third party or by
the lender itself. As a result there are thousands of commercial credit scores in the
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marketplace being used by lenders daily. It is a fundamenta} truth that a consumer does
not have a single eredit score, even thongh many would like to alter this reality by
suggesting that there is a dominant score and all others are of little use.

1o addition, lenders use a variety of different scores when making a lending decision. A
generic risk score typically measures the risk of the consumer paying his/her obligations
as agreed. Other scores may predict the risk of bankruptey, the likelihood of an
application being fraudulent, the likelihood a consumer may default on an unsecured
revolving line of credit, or of being late more than 90-days on an account. Moreover a
developer may design a credit score for a particular industry or kind of business, like
mortgage, automotive, bank card, or credit union.

1t is essential to understand, however, that lenders use more than just a credit score to
make a decision. Jfthe public policy goal of requiring a free credit score is to make the
lender’s underwriting process transparent, a credit score is insufficient for this purpose.
As Capital One made clear in its written testimony to the Commitice, lenders use
multiple scores and otber information from a variety of internal and external sources to
make a lending decision. These factors will likely include items such as the consumer’s
income and assets, the value of collateral and the amount of down payment. These
factors are likely to be included in a custom model used internally to make the
underwriting decision. While there are many developers for custom models, the lender is
always in control of which scores it chooses to use and interpret. Therefore, picking a
particular score, or even type of score, does the consumer a disservice,

2. What score should be disclosed and by whom?

With so many scores being used in the marketplace, a Jegitimate question is which score
should be disclosed. Some would suggest that the “dominant” score be disclosed.
However, it must be understood that there is no single dominant score being used by all
lenders and that a consumer reporting agenicy does not own a credit score it has not
developed itself. Therefore, requiring a credit reporting agency to disclose a score that it
has not developed itself would not only affect the agency's revenues as a result of lost
sales, but would also require an agency to pay a royalty to the owner of whatever
"dominant" score Congress might preseribe,

In addition, the FTC observed in the 2004 ANPR, that if the FTC were 1o regulate the
price of credit scores, it would only be the scores sold by national credit teporting
agencies. That would leave other companies selling credit scores to consumers that
would not be affected, such as other score developers, specialty consumer reporting
agencies and even financial institutions. The FTC concluded that “a fixed price may
place regulated sellers (i.¢.; national credit reporting agencies) at a competitive
disadvantage to unregulated sellers.”

This competitive fairness issue leads to who should have to provide consumers with a
credit score for free. If ope was to conelude that there needs to be more copsumer
disclosure about credit scores, then you should consider other key participants in the
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Iending process, specifically the lender. In fact, the FACT Act did just this by requiring
credit score disclosures to consumers by mortgage lenders.

Moreover, it is important to understand that another joint rulemaking under the FACT
Act — the rule regarding risk-based pricing notices - will likely result in many more free
credit score disclosures to consumers. As proposed, the rule would allow lenders to
either 1) provide a notice to consumers that a risk-based decision may have led to pricing
of the loan at a rate significantly higher than that received by other consumers; or, in licu
of this notice 2) a disclosure of the consumer’s score and the factors that Jed fo the
consumer receiving the score. This rule alone will result in significant expansion of the
number of credit score disclosures provided to consumers and will significantly enhance
the transparency of credit scores.

3. Disclosure of a constumer’s credit report is the best tool for ensuring
transparency and for allowing consumers to understand and improve their credit

histories.

A credit score, whether derived by a credit bureau, another third party or by the lender
itself, is only a nuroerical summary of the contents of a consumer’s credit file, Itisa
summation of current accounts, late payments, discharged accounts, certain credit
inquiries and public records that indicate a consumer’s creditworthiness.

Interestingly, while developers expend significant effort in building the models, at the
conclusion of this analysis, the recommendations for copsumers are simple. Consumers
who want to have a good credit score should pay their bills on time, only borrow what
can reasonably be repaid, not become overextended on revolving debt like credit cards,
and avoid bankruptcy. They should also check their credit reports at least anoually and
dispute any inaccurate information in the file.

It is this reality that guided Congtess in its decision in FACTA to require a disclosure of
the credit report at no charge to the consumer and a disclosure of the credit score to the
consumer for a fair and reasonable fee.

Experian Jooks forward to continuing to our dialogue with the Subcommittee regarding
issues of the development, use and transparency of credit scores.

Bestyegards,

Stan Oljai
SVP Experian Decision Analytics
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September 8, 2008

Mr. Thomas G. Duncan

General Counsel

Committee on Financial Services
U.S. House of Representatives

2129 Rayburn House Office Building
Washington, DC 20515

RE: July 29 Subcommittee on Oversight and Investigation Hearing entitled “What
Borrowers Need to Know about Credit Scoring Models and Credit Scores™

Dear Mr. Duncan,

1 am writing in response to your August 18, 2009 letter seeking answers to a number of
questions relating to the July 29, 2008 hearing of the Subcommittee on Oversight and
Investigations entitled, “What Borrowers Need to Know about Credit Scoring Models and
Credit Scores.” 1 appreciate the opportunity to respond to your questions, by further
enhancing and clarifying the hearing record. I will answer each question in the order you
presented them.

1. What is your position on providing consumers a free annual credit score at the
time they obtain their free annual consumer report?

Experian believes that consumer reporting agencies should be able to charge a fair and
reasonable fee for credit scores. I addressed this question in more detail in an August 21
letter to Chairman Watt, which I have enclosed.

2. Currently, can a consumer access your wehsite to obtain their stand-alone credit
score without also obtaining a credit report? If they can’t, please explain why net
allowing access to a stand-alone credit score is consistent with the FACT Act.

Any consumer may purchase a stand-alone credit score for $5.95 through the Experian
website without also purchasing a credit report. Please go to www.experian.com and
select “view all products.” The next page displays an option for purchasing a
VantageScore.
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3. What is the total number of people that have requested their free annual credit
report from Experian, either on your Website or through other means, since the
FACT Act was passed in 2003? What percentage of all your consumers does this
number represent?

Experian has provided this data to our national trade association, the Consumer Data
Industry Association (CDIA), and has asked CDIA to aggregate this data with the other
two national consumer reporting agencies and provide it to the Committee. This data
includes the number of credit reports and credit scores Experian has disclosed since the
FACT Act of 2003 took effect.

4. What “due diligence” do you conduct with creditors who report data te your
institution to ensure that it is accurate?

The Fair Credit Reporting Act requires Experian and all other consumer reporting
agencies to establish reasonable procedures to assure maximum possible accuracy of the
information we maintain about individuals. Part of our reasonable procedures governs
the means by which we allow data furnishers to report information to Experian. For
example, we require each data furnisher to explicitly acknowledge that they are subject to
the obligations and liabilities of the FCRA pertaining to data furnishers. This means that
data furnishers understand their duties to report accurate information to Experian and
their obligation to respond when consumers dispute the accuracy of information provided
by the data furnisher. As you are aware, the FTC and financial regulatory agencies are
finalizing a rule required by the FACT Act that will further define the obligations of
companies that furnish data to consumer reporting agencies, as well as to establish
procedures for receiving and dealing with direct disputes from consumers. Finally, data
furnishers must also provide business information so that Experian can perform an
investigation of the company, including a physical, on-site inspection.

5. You testified at the hearing that your agency is beginning to use some alternative
data in your credit scoring models. Precisely what types of alternative data are you
using and are you not using? Are there certain types of alternative data that should
not be included in credit scoring models because they are less predictive of risk?

Experian believes that the acquisition and use of certain data sets commonly called
“alternative data™ hold promise for helping to demonstrate the creditworthiness of
individuals who do not have an existing credit file or who have a “thin” file that lacks
sufficient information to score. We have conducted and sponsored a good deal of
research to identify the data sets that would be advantageous to the most number of
persons who fall within these categories. Because almost all credit decisions are
automated, Experian believes data sets that can be easily integrated into consumer credit
files hold the most promise for providing the greatest lift to consumers. These data sets
include information furnished by utility and telecommunications providers. These data
sets consist of highly accurate, electronic information that can be furnished to consumer
reporting agencies similar to the way credit history is furnished by creditors. We have
also found that this information can serve as a proxy for credit worthiness and can easily
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be integrated into existing scoring systems. Stated simply, individuals who pay monthly
utility or telecommunications bills on a timely basis demonstrate the same discipline as
consumers who pay a monthly credit obligation on time. These alternative data sets are
sufficient to assess the consumers’ risk when making certain credit decisions. While
there could potentially be many different sources for alternative credit data, utilities and
telecommunications are generally a form of credit services utilized by almost all
consumers and therefore are a potentially very important source of information. A recent
study by the Political & Economic Research Council (PERC) found that fully reporting
energy utility and telecommunications customer payment data to consumer reporting
agencies would help up to 70 million Americans gain access to affordable mainstream
sources of credit.

Despite this encouraging research, there exist marketplace and other barriers to the
furnishing of data by utility and telecornmunication providers. These barriers include
concerns about consumer privacy and about the burdens and liabilities imposed on data
furnishers by the Fair Credit Reporting Act. Experian supports efforts by the House
Financial Services Committee to identify and remove barriers to the reporting of utility
and telecommunications data.

6. How is reporting high balance in lieu of credit limit consistent with the FACT
Act obligation of complete and accurate consumer reports, particularly when rate
utilization is a factor used to calculate credit scores?

Experian supports complete reporting by data furnishers and encourages data furnishers
to do so. However, the data reporting system is voluntary and Experian has no authority
to force reporting. Some would say that creditors who do not report credit limit should
be disallowed from reporting any information on the tradeline. Experian believes that to
deny the ability to report any information from those data furnishers who do not report
credit limit would be even more damaging to the consumer’s score. For instance, a
consumer who has paid a tradeline on time would likely be disadvantaged if the tradeline
were excluded from the calculation of a credit score because of the absence of a credit
limit.

7. What government regulator oversees your credit scoring model(s) to ensure that
they are empirically derived and statistically sound? Describe in detail how the
regulator makes this assessment.

The Federal Reserve Board’s Regulation Z requires lenders to use credit scoring models
that are empirically derived and statistically sound. Therefore, it is the lender — not the
developer of the credit scoring model -- who is subject to government oversight regarding
its use of credit scoring models. Of course, when Experian develops a scoring model for
a lender, we work with the lender to ensure the lender is satisfied that the score meets
Regulation Z requirements. The lender, during routine compliance oversight by its
regulatory agency, must be able to demonstrate that the credit scoring model meets all of
the obligations to which the lender is subject. Experian is not in a position to describe the
process by which a regulator would ensure compliance with the myriad of laws
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governing the lending process, which include the Fair Credit Reporting Act, the Equal
Credit Opportunity Act and other applicable fair lending laws. It is important to note that
while Experian may develop a score, or contribute information to a third party score or a
lender’s proprietary score, it does not make lending decisions.

8. Why should “hard inquiries” for new credit be included as factors in credit
scoring models? Has your research demonstrated that inquiries are predictive of
risk?

“Hard inquiries” are included as factors in credit scoring models because our research has
demonstrated that they are predictive of risk. When a consumer applies for a new credit
account, a hard inquiry is logged and this is retained in the consumer file for a period of
two years. Credit scoring models are designed to calculate the risk these inquiries pose,
while accounting for legitimate patterns indicating that consumers are “shopping around”
for the best pricing and terms they can obtain. In order to account for this shopping
behavior, Experian de-duplicates similar inquiries during a period of time. Hard inquiries
may be an indication that a consumer has taken out new lines of credit which have not yet
displayed on a credit report. A lender, therefore, needs to account for this potential risk.
An excessive number of hard inquiries may also be an indication of fraud. While hard
inquiries are predictive of risk, Experian has found that they typically have less relevance
than other factors in the credit report. In our opinion, the media and some financial
counselors pay too much attention to hard inquiries when they should be advising
consumers to pay their bills on time and not over-utilize their available credit. To put
hard inquiries in perspective, a few do not change a credit score significantly, but
Experian has found that increasing the number of hard inquiries is predictive of greater
risk. Conversely, Experian has also found that including hard inquiries in the calculation
of the credit score is helpful in the case of a credit report with a few derogatory items, but
the consumer was prudent in applying for new loans.

9. Is there raw data in consumer reports that are not seen by consumers because
these data do not appear on their credit reports but show up on machine readable
credit reports used by lenders and their scoring models? (Evan Hendricks, “Credit
Scores and Credit Reports: How the System Really Works. What you can do”, pp.
46-47)

The FCRA requires that a consumer reporting agency disclose to the consumer upon
request g/l information in the consumer’s file at the time of the request. Experian refers
to this as a “consumer disclosure.” Experian discloses what we refer to as a “credit
report” to a user upon request under a permissible purpose certification. A credit report
does not include certain information, pursuant to the FCRA, such as “soft” credit
inquiries or information blocked as a result of a consumer filing an ID theft report.
Therefore, the consumer would typically see more information than a user of a credit
report. Mr. Hendricks’ book discusses the potential for creditors to receive either a
“merged” credit report or a “fragmented” credit report that represents information that the
consumer does not see in his or her own consumer disclosure. It is important to note that
Experian organizes all information about a specific consumer around a unique identifier.
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When there is a request for a credit report on a consumer, Experian discloses information
in that file to the user of the credit report. Therefore, in all but a few extraordinary cases
the reports received by the consumer and the user of the report would have the same
information -- except for soft inquiries and tradelines blocked as a result of the consumer
filing an ID theft report — even in those rare instances when a file might be merged.
Then, if a file contains erroneous information as a result of a merged file, the consumer
may dispute the erroneous information and have it removed. Since Experian does not
deliver multiple reports or fragmented credit reports on a single consumer to a user,
consumers will always see the same information as a user.

Conclusion

In closing, I want to express my appreciation for the opportunity to assist members of the
Subcommittee on Oversight and Investigations to better understand how credit scoring
models are developed and how credit scores are used by the lending community.
Experian looks forward to continuing to work with the Committee and Subcommittee on
this topic.

Stdn Oliai
Senior Vice President
Experian Decision Analytics

Si

Enclosure
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WRITTEN RESPONSE OF FAIR ISAAC CORPORATION
TO QUESTIONS ON CREDIT SCORING MODELS AND CREDIT SCORES

FOR THE U.S. HOUSE OF REPRESENTATIVES
COMMITTEE ON FINANCIAL SERVICES
SUBCOMMITTEE ON OVERSIGHT AND INVESTIGATIONS

WASHINGTON, D.C.
SEPTEMBER 15, 2008

Mr. Duncan:

Thank you for your letter conveying questions submitted by Chairman Watt as a result of the July 29,
2008, hearing titled “What Borrowers Need to Know About Credit Scoring Models and Credit Scores.”

To specifically address the seven questions in your letter:

1. What is vour position on providing consumers a frec annual credit score at the time they obtain their
free annual consumer report?

Fair Isaac has given consumers access to their credit scores and the credit reporting process since
2001 through its myFICO.com score explanation website. In addition, we have created programs
such as “Scores on Statements” which facilitate a lender’s ability to provide their customers, for no
charge, with access to the FICO® scores they use in their lending decisions. Through these
channels, tens of millions of consumers have already taken steps to obtain informative, actionable
credit information services and to help improve and protect their overall financial health. We believe
consumers benefit from knowing and understanding their credit score and how it is used by lenders in
their credit decision process.

Should a decision be made to provide consumers with a free annual credit score at the time they
obtain their free annual consumer report, we believe the following parameters are critical to
effectively fulfill the consumer empowerment objective:

= In the same way that the free annual credit report has value to consumers because lenders use
that same credit report information to help them make credit decisions, so does a credit score
have value to consumers if it's a score that lenders use to help them make credit decisions.
For this reason, the free annual credit report should be accompanied by a score from a scoring
model that is used most widely by lenders. An educational score or credit bureau score not
widely used by lenders will provide little value to the consumer, and confuses consumers. In
fact, if a consumer were to take steps to improve a little-used credit score he or she receives,
those steps may not bave the intended effect on the credit score that lenders actually use.

= Disclosure of the credit score number alone will provide no indication of whether that credit
score is favorable, unfavorable, or average when compared to credit scores of other
consumers. The score should be accompanied by the meaning of the score as described in a
graphic representation of the distribution of credit scores (i.e., the proportion of consumers
who have credit scores within the specified ranges), a statement about how the consumer’s
score compares to the scores of other consumers, and an explanation of key factors that
adversely affected the score received.
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2. How did Fair Isaac determine the weight given to factors (e.g. payment history, outstanding debt)
used in FICO scores?

The FICO® scoring model is data-driven. Developing the FICO scoring model requires two samples
of credit reports two years apatt for the same randomly selected depersonalized set of consumers,
provided by one of the national consumer reporting agencies. With this data, our scientists analyze
the data in the earlier data set using statistical methodologies to isolate and prioritize factors that
consistently predict the credit account performance noted two years later in the later data set.
Hundreds of factors are evaluated to determine the most effective combination that will predict credit
performance. These factors form the basis for a complex mathematical algorithm which becomes the
predictive scoring model. The traditional FICO scoring model evaluates five types of data elements
from consumer credit reports: 1) payment history, 2) outstanding debts, 3) length of eredit history, 4)
pursuit of new credit, and 5) mix of types of credit. The contribution of each type of data element to a
typical consumer’s FICO score is approximately: payment history (35%), outstanding debt (30%),
length of credit history (15%), pursuit of new credit (10%), and mix of types of credit (10%).

3. At the hearing, you testified that Fair Isaac used high balance for the credit limit if the credit limit

information is ot reported by credit card issuers. How is reporting high balance in lieu of credit limit

consistent with the FACT Act obligation of complete and accurate consumer reports, particularly
when rate utilization is a factor used to calculate credit scores?

As Fair Isaac is neither a lender nor a consumer reporting agency, we do not report information, nor
do we create or maintain credit files. We build our credit scoring system using the most predictive
data available to us. We take no position on whether reporting high balance in lieu of credit limit is
consistent with the requirements of the FACT Act.

4. Are credit scores developed for individual lenders, often referred to as “subscriber scores™ also
available to consumers? If not. explain why.

We are not familiar with the term “subscriber scores™, but assume you are referring to what is
commonly known in the industry as “custom scores.” Custom scores are typically developed on data
about only those applicants who applied for credit with that particular lending institution in the past.
Custom scores evaluate the lender’s experience with its own customers regarding whether or not they
paid as agreed over the life of the loan.

Disclosure of custom scores could result in a very high degree of confusion for consumers because
there are so many customer scoring models and they each have different scales, factors and weights
that are specific to that lender.

5. Why should “hard inquiries” for new credit be included as factors in credit scoring models? Has your
research demonstrated that inquiries are predictive of risk?

Fair Isaac research consistently shows that consumers searching or applying for new credit are riskier
borrowers compared to consumers who are not actively seeking new credit, irrespective of whether
new credit is ultimatcly granted. For example, statistically, people with six inquiries or more on their
credit reports can be up to eight times more likely to declare bankruptcy than people with no inquiries
on their reports. This is why the FICO score includes in its calculation the inquiries that lenders make
for consumer’s credit reports or scores when consumers apply for credit. However, FICO scores
consider inquiries carcfully as there are different types of inquiries and not all inquiries are related to
credit risk.

Some background on this subject may be helpful:
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Many types of inquiries are ignored when calculating a FICO score. The FICO score does not count
or consider inquiries that represent consumers’ requests for their own credit reports or credit scores
from a credit reporting agency or affiliate. Also, the FICO score does not count inquiries that lenders
make for credit reports or scores in order to make “pre-approved” credit offers, or as part of managing
their existing customers’ accounts. Inquiries that are made for purposes of employment decisions are
also not counted.

The FICO score accommodates for “rate shopping.” The FICO score has special inquiry logic that is
used when consumers rate-shop among multiple lenders for the purpose of obtaining a single loan.
The use of that logic is driven by inquiry codes used by lenders when requesting credit reports or
credit scores to the three national credit bureaus.

Rate shopping for a mortgage or auto loan are two examples of consumer activity that would drive the
use of this special inquiry treatment logic. This reflects Fair Isaac’s analysis of the impact these types
of inquiries have on a consumer’s propensity to repay debt. Based on that analysis, Fair Isaac has
found that the special inquiry logic is more accurate than other analytic approaches. For these types
of inquiries, the FICO score ignores all inquiries made in the 30 days prior to scoring. In addition, the
score reviews the consumer’s credit report for rate shopping inquiries older than 30 days. If it finds
any, it counts all those inquiries that fall in a typical shopping period as just one inquiry when
determining the person’s score.

This rate shopping treatment does not apply when a consumer is seeking to open multiple lines of
new credit - for example, applying for multiple retail credit accounts.

The FICO scoring model is data-driven. While in general more credit inquiries for new credit reflect
a lower likelihood of repayment, the research has also shown that the special inquiry logic is a more
predictive way to evaluate rate shopping inquiry information.

Which government regulator oversees your credit model(s) to ensure that they are empirically derived
and statistically sound? Describe in detail how the regulator makes this assessment.

Fair Isaac is regulated at the federal level by the Federal Trade Commission. We have a regular,
ongoing dialogue with the FTC in which we explain our products and practices. In addition, Fair
Isaac frequently interacts with senior officials and examiners at those entities that regulate lenders”
use of credit scoring (the Federal Reserve Board, the Office of Thrift and Supervision, the Federal
Deposit Insurance Corporation, the Office of Management and Budget, the Federal Housing
Administration) regarding our credit scoring methodologies, validations, and scoring research.

Although the “Next Generation” scoring model was rolled out in 2001, not many lenders and
investors adopted it and instead continued to use older versions. Because there can be variations
between older and newer FICO models that can lead to substantial differences in scores, why does

Fair Jsaac continue to allow creditors to use older versions and continue to provide support for them?

FICO scoring models were first introduced in 1989. Fair Isaac has frequently enhanced and
redeveloped these models to ensure that FICO scores remain highly predictive and reflect trends in
consumer credit behaviors, reporting enhancements and new predictive technology. In fact, since their
inception our FICO scoring models have been updated a minimum of five times at each of the three
credit reporting agencies. We developed the most recent versions after the introduction of NextGen
FICO scores. We are in the process of redeveloping and releasing to market the next update of FICO
scores (referred to as FICO score 08).

The “Next Generation” FICO scoring model (NextGen) was created by Fair Isaac in the early 2000°s
as an enhanced credit bureau scoring product with different features compared to the FICO score.
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While many lenders have adopted “NextGen,” the majority of lenders continue to rely on the FICO
score version for use in their credit decision processes because converting to NextGen presented
many challenges.

In response to market demand, Fair Isaac actively supports both NextGen and FICO versions and we
are commiitted to providing the lending community with highty predictive credit bureau scoring
systems. We believe that most lenders will migrate to the latest versions of FICO scores once they
have completed a rigorous validation and testing process. One result of this process is that there are
multiple versions of FICO scores in production at any given time so that all lenders can continue to
access FICO scores as they conduct their transition work.

* % ok ¥ %

We very much appreciate you contacting Fair Isaac to convey Chairman Watt’s questions and we truly
hope this information meets his need for additional information..

Sincerely,
Tom Quinn

Vice President — Systems Integration
Fair Isaac Corporation
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