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Re: FACT Act Scores Study
Ladies and Gentlemen:

This comment letter is submitted on behalf of Fair Isaac Corporation
(“Fair Isaac”) in response to the February 28, 2005 Federal Register notice (“Notice™)
and request for public comment by the Federal Trade Commission (“FTC”). The Notice
requests comments to assist the FTC and the Board of Governors of the Federal Reserve
System in conducting a study on the effects of credit scores and credit-based insurance
scores on the availability and affordability of financial products. Fair Isaac appreciates
‘the opportunity to comment on this important matter.

Fair Isaac is the preeminent, global provider of statistically based credit risk
evaluation systems, commonly known as credit scoring systems. Fair Isaac helps
thousands of companies, in over 60 countries, acquire customers more efficiently,
increase customer value, reduce fraud and credit losses, lower operating expenses and
make credit available to more consumers. Founded in 1956, Fair Isaac powers more than
180 billion decisions a year for the world’s leading banks and credit card issuers, as well
as insurers, retailers, telecommunications providers, healthcare organizations and public
agencies. We also help millions of individuals manage their credit health through the
www.myfico.com website. Visit Fair Isaac online at www.fairisaac.com.

In the following pages you will find responses to the questions posed in the
Federal Register Notice. In addition to the answers provided, we have included specific
examples of some of the consumer education that Fair Isaac has provided. Fair Isaac
believes that continuous consumer education improves the accessibility of credit to
consumers. As consumers understand how to build, improve and manage their credit,
they will have better access to credit and better access to the products best suited to their
needs.
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A. CREDIT SCORES AND CREDIT

Q1. Specifically, how are credit scoring models developed? Who develops credit
scoring models? What data and methodologies are used to develop credit scoring
models? What factors are used in credit scoring models? Why are those factors used?
What other factors have been considered for use in credit scoring models, but are not
used? Why are those other factors not used? Are there benefits or disadvantages, either
to creditors or consumers, from the use of particular factors by credit scoring models?

Fair Isaac develops credit scoring models empirically. That is, Fair Isaac uses
statistical methods to analyze historical credit data to determine how that data is
predictive of future credit performance.

Credit scoring models are based on credit information that is predictive of future
credit performance. However, a credit scoring model can be based only on the types of
information that are available to the model’s developer. For instance, a consumer
reporting agency (“CRA”) risk scoring model will use credit information available in
consumer reports, such as payment history, amounts owed on credit accounts, length of
credit history and the types of credit used, to evaluate whether and to what extent that
information is predictive of future credit risk.

In developing FICO® scoring models,' Fair Isaac uses only certain information
that is available in consumer reports. More specifically, Fair Isaac uses only consumer
report information that meets three requirements: (1) the information must be predictive
of future credit performance; and (2) use of the information will not violate the Equal
Credit Opportunity Act (“ECOA”), implementing Regulation B or other applicable
federal or state law. Information will be used only if it meets these requirements. In
addition, in developing FICO scoring models, Fair Isaac does not use personal identifying
information.

Q2. How many different credit scoring models are in use today? What different types of
general purpose or specialized credit scoring models are available? Who offers credit
scores?

While many different types of credit scoring models are used in the market today,
the most well known “non-custom” models are those Fair Isaac models that use consumer
report information from nationwide CRAs. FICO scores, which include the Classic FICO
Score and the NextGen FICO Score, rank-order consumers according to the likelihood
that their credit obligations will be paid as expected. More specifically, FICO Scores are
designed to predict the likelihood that within a 24-month period an individual will
become 90 or more days delinquent on one or more credit accounts. The FICO scores
currently available are:

! All references in this comment letter to “FICO scores” refer to FICO scores that lenders may obtain from
the three nationwide CRAs.
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Classic FICO Scores
Equifax BEACON®
TransUnion FICO® Risk Score, Classic (formerly EMPIRICA)
Experian Experian/Fair Isaac Risk Model

NextGen FICO Scores
Equifax Pinnacle™
TransUnion FICO® Risk Score, NextGen (formerly PRECISION)
Experian Experian/Fair Isaac Advanced Risk Score

Credit Risk Score for Underserved Market
Fair Isaac Credit Services, Inc. Expansion™ Score

The nationwide CRAs and other persons also develop credit scoring models and
offer credit scores. In addition, Fair Isaac, other scoring companies, and analytic groups
within Lenders, all develop custom credit scoring models for use by individual lenders
and specific industries.

03. How are credit scores used? Who uses credit scores, and how widely are they used?
How do they fit into the underwriting process for mortgages, auto loans, credit cards,
and other credit products? For what purposes are credit scores used, other than the
initial underwriting or pricing decision?

Lenders use credit scores for various credit-related decisions, including to provide
“firm offers” of credit to prospective and existing customers in connection with
prescreening, to make application decisions and to manage existing accounts. For
example, lenders may use credit scores in connection with prescreening to determine the
consumers to whom to send “firm offers” of credit, what credit products to offer and how
often to prescreen. In addition, lenders may use credit scores to determine whether to
approve or decline an application for credit and, for those applications that will be
approved, to determine the interest rate and other terms. Lenders also may use credit
scores in connection with existing account management to mange credit lines and to
develop collection strategies.

Credit scores, however, only comprise one aspect of the information considered
by lenders in connection with credit-related decisions. That is, a lender will consider
other information that may be predictive of future credit performance, including
information provided by the consumer. For example, in analyzing an application for an
automobile loan, a lender may use a credit score, in conjunction with the loan-to-value
ratio, the age of the automobile and the applicant’s debt-to-income ratio, in determining
whether to approve the applicant for the loan and also to determine the terms of that loan.

Q4. How has the use of credit scores changed over time? When were they first used for
each type of financial product (credit cards, mortgages, auto loans, etc.)? How has their
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use expanded to encompass different groups of borrowers (e.g., lower income borrowers,
urban/rural borrowers, borrowers with poor credit histories, borrowers with non-
traditional credit histories)? If the use of credit scores has expanded to encompass
different groups of borrowers, how has this affected the price or availability of credit to
those borrowers? '

Credit scores have been used by lenders for over forty years, within various credit
industries including credit card, auto lending, and mortgage lending. FICO scores
specifically have been used by lenders since 1989.

In addition, the Expansion Score, which was introduced in 2004 by Fair Isaac
Credit Services, is used by lenders to extend credit to consumers with little or no
traditional credit history. Specifically, the Expansion Score assists lenders in evaluating
and extending credit to creditworthy individuals who have little or no credit history with
the three nationwide CRAs.

Q5. Has the use of credit scores affected the price and availability of mortgages, auto
loans, credit cards, or other credit products? If so, are there estimates of the type and
size of such changes? Have some groups of consumers experienced cost reductions while
others have experienced cost increases? Have some groups of consumers experienced
greater access to credit while others have experienced reduced access?

Q6. Has the use of credit scores affected the amount of credit made available to
consumers? Has it affected initial loan-to-value ratios at which auto loans or mortgages
(first- or second-lien) are originated to different groups of borrowers? Has it affected
credit limits on credit cards and home equity lines of credit for different groups of
borrowers?

Q7. How has the use of credit scores affected the costs of underwriting and/or the time
needed to underwrite?

The use of credit scoring has improved the consistency, objectivity and efficiency
of lenders’ credit decisions, allowing more lenders to offer credit products and price those
products commensurate to the level of risk for the specific consumer. As a result, both
consumers and lenders have benefited from the increased use of credit scoring in
connection with credit-related decisions. Prior to the use of credit scores in the 1960s,
lenders manually reviewed and oftentimes subjectively evaluated applications and
accounts. This manual and judgmental process was both costly and could result in
inconsistent and potentially discriminatory credit decisions. These processes, in turn,
limited the availability and kept the price of credit at relatively high levels compared to
today’s standards.

Credit scoring allows consumers to gain more access to credit, at lower rates. The
use of credit scoring lowers the cost of credit by reducing loan losses, reducing the cost
of evaluating applications, reducing the cost of managing credit portfolios, lowering
marketing costs, increasing market transparency through prescreening and cutting the
cost of funding by facilitating securitization of retail credit portfolios. In addition, credit
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approval, not just on credit cards but on installment loans and mortgages, can be done
more rapidly due to less manual review, less paperwork and fewer requests by lenders for
additional information, while the lender is able to better manage and to strengthen its
control over risk exposure. These cost and time savings are passed on to the consumer in
a competitive marketplace.

Credit scoring also has increased the availability of credit to consumers because it
allows lenders to better assess credit risk for and tailor credit to each consumer’s needs.
The credit risk of an individual consumer may be assessed and accounted for, whether or
not the lender has a preexisting relationship with the consumer, in a less intrusive manner
than a subjective evaluation process. A lender that uses credit scoring as part of its
decisioning process can extend credit to more consumers without increasing its credit

risk.

Case studies conducted by Fair Isaac demonstrate that credit scoring can make
credit available to more consumers and maintain the safety and soundness of the credit
issuer. For example, the results of one case study, conducted for a credit card issuer that
was judgmentally evaluating applicants, concluded that if credit scoring had been used in
the decisioning process, the issuer would have been able to either double its approval rate
without increasing its credit risk, or reduce its credit risk by half without decreasing its

approval rate.

This study found that the credit card issuer’s original decisioning process, which
did not include the use of credit scoring, resulted in a 36% acceptance rate and a 10.5%
bad debt rate. If the lender had used FICO scores as part of its decisioning process and
established a cutoff FICO score of 680, the lender could have achieved a 39% acceptance
rate but a much lower bad debt rate of 4.8% for this portfolio. Selecting a cutoff FICO
score of 620 could have potentially resulted in a similar 10.3% bad debt rate, but doubled
the acceptance rate. The following chart(s) illustrate(s) the performance results that this
credit card issuer could have achieved if it had incorporated credit scoring into its
decisioning process.

CRA Risk Score Overall Acceptance Overall
Rate Bad Debt
Rate
550 91% 15.9%
600 82% 13.8%
620 73% 10.3%
640 62% 8.8%
660 48% 6.6%
680 39% 4.8%
700 26% 3.3%
720 18% 2.1%
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In this case study, the lender has the option of approving a much higher
percentage of applications thus providing credit to more consumers; reducing bad debt
rates which in turn reduces the cost of credit and allows credit at lower rates; or some
combination of these two benefits.

Q8. What impact has the use of credit scores had on the accuracy of underwriting
decisions? What impact has the use of credit scores had on the share of applicants that
are approved for mortgages, auto loans, credit cards, or other credit products? What
impact has the use of credit scores had on the default rates of mortgages, auto loans,
credit cards, or other credit products? Have the sizes of such changes or effects been
estimated and reported?

Credit scoring models utilize consumer report information to assess the factors
that statistically are most predictive of future credit performance. Factors that do not
have predictive value and factors that by law cannot be used in the credit decisioning
process are excluded from consideration. The resulting credit scores for a given scoring
model are more consistent from consumer to consumer because they assess the same
factors the same way. Credit scoring ensures that consumer report information will be
objectively evaluated in accordance with accepted statistical principles, and therefore the
results are fairer to all consumers. That is, credit scoring assures that consumers will be
evaluated empirically and objectively according to the same criteria.

The case study in response to question 7 above is an example where the credit
score can be used to make credit available to twice as many applicants without an
increase in bad debt rate; or to provide credit to the same number of applicants at
improved interest rates due to decreased bad debt rates.

Q9. Has the use of credit scores affected the cost and availability of credit to consumers
with poor credit histories? If so, how? What effect has it had on the use of credit by
consumers with poor credit histories?

Before the use of credit scores became common, lenders used so-called “rule-
based” systems to make credit-related decisions. Under a lender’s rule-based system, for
example, any applicant who had a previous 90+-day delinquency in his or her credit
history might not be approved. With the advent of credit scoring, specific credit
information can be evaluated in relationship to other credit information and weighted
according to their empirical relationship to predict future credit performance. As a result,
unlike a rule-based system, all consumers with a previous 90+-day delinquency in their
credit history do not need to be declined, and some of those consumers can be approved.

Credit scoring systems operate so that certain positive factors can compensate for
the presence of, for example, a prior 90+-day delinquency, and individuals with those
factors should score higher than others who do not have those positive factors. The end’
result for lenders is that they better understand and can more accurately predict the risk of
consumers with past credit problems. Moreover, lenders have been more able and
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willing to extend credit to these consumers. For consumers with past credit problems that
also have positive factors, the result has been greater access to credit at better rates.

QI0. How has the use of credit scores affected the cost and availability of credit to
consumers with no credit history? What effect has it had on the use of credit by
consumers with no credit history?

As noted above, before the advent of credit scoring, the credit-decisioning process
was often time-consuming, requiring that lenders gather and manually review extensive
documentation for all applicants. With the increased use of credit scoring, the credit
decisioning process has become more streamlined for many applicants with credit
histories.

While credit scoring has increased efficiencies and reduced lenders’ expenses and
made borrowing more affordable for the vast majority of consumers, these benefits may
not be directly realized by consumers with little or no credit histories. Sensing the need
for tools to extend similar benefits to this “underserved” segment of the population, Fair
Isaac Credit Services, Inc. introduced the Expansion™ Score in 2004. As noted above,
the Expansion Score assists lenders in evaluating and extending credit to creditworthy
individuals who have little or no credit history with the three nationwide CRAs.

Q11. How has the use of credit scores affected refinancing behavior for mortgage, auto,
or student loans? How has it affected the average life of revolving lines of credit
(including credit cards)?

As with first liens, credit scoring has made refinancing more affordable and
accessible to consumers. Credit scoring, along with other relevant information, assists
lenders in assessing the appropriate risk and providing the consumer with a rate
commensurate with the risk assessment, in a more timely manner.

QI12. Has the use of credit scores and credit scoring models impacted the availability or
cost of credit to consumers by geography, income, ethnicity, race, color, religion,
national origin, age, sex, marital status, or creed? If so, how has it impacted each such
category? What are the estimated sizes of any such changes for each of the above
categories?

As noted above, credit scoring has increased the availability of credit to
consumers generally. This expanded availability is not unique to any specific “category’
of consumers. See the answers to questions 13-15.

>

Q13. To what extent does consideration or lack of consideration of certain factors by )
credit scoring systems result in negative or differential treatment of those categories of
consumers who are protected under the ECOA (e.g., race, color, religion, national
origin, sex, age, and marital status)?
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Consumers who are protected under the ECOA have benefited from credit scoring
because credit scoring promotes unbiased lending decisions. For example, FICO scores
do not analyze or include any ECOA protected characteristics, such as gender, marital
status or race. As a result, FICO scores are “blind” to these prohibited factors.
Moreover, as credit scoring has increasingly become one of the factors used in the credit
decisioning process, FICO scores have helped to remove any bias that a judgmental
lending system may have included. As discussed in further detail in response to
questions 14 and 15, studies have concluded that consumers with the same FICO score
pose the same level of risk of default or credit risk, regardless of the income level of the
consumer or whether the consumer resides in an area with a high percentage of minority
residents.

Ql14. To what extent, if any, could the use of underwriting systems that rely on scoring
models achieve comparable results through the use of factors with less negative impact
on those categories of consumers who are protected under the ECOA?

QI5. What steps, if any, do score developers, lenders, or other users of credit scores take
to ensure that the use of credit scores does not result in negative or differential treatment
of protected categories of consumers under the ECOA? Have score developers, lenders,
or other users of credit scores changed the way credit scores are developed or used in
order to avoid negative or differential treatment of protected categories of consumers
under the ECOA? Are any particular credit history factors not used because of actual or
potential negative or differential treatment of protected categories of consumers under
the ECOA? If so, what are they?

Two studies conducted by Fair Isaac in 1996 support the view that credit scoring
systems assess credit risk consistently, regardless of race, national origin or income.

The first study (“LMI study”) used data from more than 20 credit portfolios to
look at score distributions and differences in characteristics between low-to-moderate
income (“LMI”) applicants and the general population. This study also compared the
acceptance and default rates for LMI segments, resulting from actual judgmental
underwriting experience on eight of these portfolios, with the results that could have been
obtained using credit scoring to evaluate these same applicants.

The second study (“HMA study’) compared credit scores and characteristics of
consumers living in zip codes with higher concentrations of minorities (“HMA zip
codes”) with those of consumers living in other zip codes. Zip code was used as a
surrogate for race/national origin because race/national origin information on individuals
was not available. The average household income in HMA zip codes, as indicated by
census data, was about two-thirds that for the non-HMA zip codes. As aresult, the HMA
(High Minority Area) population in many ways resembles the LMI population in the first
study.
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These studies showed that scoring is both fair and effective when applied to
LMI/HMA populations, and that scoring produces substantial improvements in the
quality of decisions when compared with judgmental underwriting.

The above two studies demonstrate that, for any given score range, the subsequent
loan performance proved the risk assessment of the score was accurate and appropriate
for both the general population and the LMI/HMA populations studied. The score-to-
odds relationships (i.e., the number of consumers that will pay compared to the number
that will not at any given score band,) of the LMI/HMA populations compared to the
general population were virtually identical (especially in the range where most cut-off
scores would be set). To the extent there were any differences in the score-to-odds
relationships; those differences consistently favored the LMI/HMA applicants. That is, at
any given score the risk of credit loss for LMI/HMA applicants was the same as or
slightly greater than the risk for applicants from the general population receiving the
same score. '

The LMI study also demonstrated that the judgmental decisions on LMI
applicants in most of the portfolios studied ranged from poor to bad based on observed
subsequent performance. When actual acceptance and delinquency rates for LMI
borrowers underwritten with judgmental systems were compared with the results that
could have been obtained had credit scoring been used to evaluate the same applicants,
credit scoring would have produced a significant increase in the acceptance rate for LMI
applicants if the bad debt rate were held constant, or a significant decrease in the bad debt
rate 1f the acceptance rate were held constant. In other words, when scoring systems
replace judgmental decisions, more applications from this population group are approved
without increasing the risk to the lender.

In short, these studies indicate that scoring is both fair and effective when applied
to low to moderate income and minority populations, and that scoring can produce
substantial improvements in the quality of decisions when compared with judgmental
underwriting.

Q16. Has the use of credit scores caused a change in the rate of home ownership? What
is the estimated size of such a change?

Since the early 1980s, the percentage of families who own their own homes has
increased dramatically from 60% to 69%. Moreover, the rate of home ownership has
increased most dramatically for minority populations. A 2003 study conducted by the
Information Policy Institute indicates that home ownership for minority populations
increased from 34% to 47% between 1983 and 2001. This increase in the rate of home
ownership for minority populations represents an increase of 38 percentage points,

% This difference in risk for the same numeric score is due to the model having been developed
using the general population and the study having been conducted on only an isolated segment
of that population
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compared to an increase of 13 percentage points (from 60-68%) for the overall
population.

The use of credit scoring in mortgage underwriting has likely played an important
role in the increased rate of home ownership. As noted above, credit scoring allows
lenders to better assess credit risk, while other factors, such as the development of a
variety of mortgage loan products, also has helped expand home ownership. By
incorporating credit scoring as part of their decisioning processes, mortgage lenders have
been able to provide mortgage loans to more consumers without increasing their credit
risk.

Q17. Has the use of credit scores caused a change in the method and amount of pre-
screening consumers for credit offers? What effects has this had on the terms offered to
consumers?

As noted above, lenders use credit scores in connection with prescreening to
determine the consumers to whom to send “firm offers” of credit, what credit products to
include in these offers and how often to prescreen.

Because credit scoring allows lenders to better assess credit risk and tailor credit
products to meet the needs of consumers, lenders can conduct prescreening in a more
efficient manner when credit scoring is incorporated in the prescreening process. More
specifically, credit scoring allows lenders to send offers to those consumers who are
preapproved for credit and to those consumers that may be most interested in certain
credit products.

Q18. What specific role do credit scores play in granting “instant credit?” What impact
have credit scores had on the availability and use of instant credit?

Credit scores facilitated “instant credit” among retail lenders in the early 1990’s.
Decisions based on credit scores can be delivered in real-time and allow lenders to make
faster and more accurate decisions than under a judgmental decisioning process. For
example, using credit scores as part of the decisioning process allows a lender to identify
the risk and grant credit lines appropriate for a specific consumer without gathering and
manually reviewing extensive documentation. Without credit scoring, the process of
gathering and manually reviewing extensive data alone likely would eliminate “instant
credit,” as we know it today. Moreover, if credit scores were not used, the risk of
granting instant credit would be higher.

Q19. How has the use of credit scores affected companies’ ability to enter new lines of
business or expand activities in the various credit industries? -

FICO scores help lenders move into new geograf)hic areas or offer new products
with the comfort of having a statistical tool to initially estimate performance. For
instance, if a lender develops a new product, generally they would estimate the













































