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PROCEEDI NGS

(9:02 a.m)

MR. MEDI NE: Good norning, and thank you all for
coming. This is a tremendous turn out in the mddle of
the sumrer on a very, very inportant issue to consumers.
And | would like to begin by introducing the Director of
t he Bureau of Consuner Protection of the Federal Trade
Conmm ssi on, Jodi e Bernstein.

M5. BERNSTEIN. Thank you, David. Thank you for
the introduction. And | guess they thought | needed it,
because | see they've nade two nane tags for nme, which
either means that | won't renmenber nmy nane, or we need a
speci al introduction.

|"mdelighted to be here this norning to wel cone
all of you to what's going to be a very inportant forum
And it's particularly inportant, as David said, that so
many of you were able to get here. | know a |lot of you
travelled fromout of town. And we particularly
appreciate it, because the diversity here in the room of
views and expressions is going to be critical to us.

| can't think of a subject that nore consuners
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have expressed to us their desire to understand exactly

what it is. As soneone said, when we get a call from

consuners -- and we do get lots of calls about a variety
of subjects -- it's as if there's a black box sonewhere

and peopl e -- sonebody sonewhere is dropping information
into the black box and a score energes. It's just al nost

that mysterious to people, they tell us.

And then they want to know -- and it really does
sound like the SATs -- how can | inprove ny score. |
know that we won't -- we won't produce a list that we can
tell consuners howto do that. It's nmuch nore conpl ex
than that. But | do hope that with this group of experts
and the discussion we hope will occur today, that we wl|
all energe with a good deal nore know edge and
under st andi ng of what credit scoring is about. W know
it can be a huge benefit to consuners, and we will to be
able principally to be able to explain it to them and
ensure that they really do understand it and that they're
fairly treated.

So with the excellent panelists we have today,
again, I want to thank all of you for com ng and for
agreeing to guide our discussion. | could not close
wi t hout noting that we have true experts to work with us
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this morning. And | believe our first speaker this
nmorning is the gentleman sitting to ny right, aml right?

MR MEDINE: He is. | wanted to nmake a
housekeeping remarks first. |'m David Medine, the
Associate Director for Financial Practices here at the
FTC. This forum first of all, would not have been
possi ble without the two people to ny left, Kellie
Cosgrove and Peggy Twohig. And | want to congratul ate
themfor all their tremendous effort in putting this
t oget her.

(Appl ause.)

MR. MEDINE: Cynthia Lanb al so was a trenendous
assistant in organizing this event, and she's sitting in
t he back.

A coupl e of just logistical points before we get
started. First, there will be a transcript of today's
nmeeti ng, and as per Conm ssion practice, a copy of the
transcript will be available on our web site at
wwmv. ftc. gov once it's been prepared.

As Jodi e nentioned, the purpose of today's forum
is to discuss a wi de range of issues associated with
credit scoring. W want this to be a discussion in which
everyone has an opportunity to participate, although the
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first couple of sessions will be laying out sonme of the
background. But as the norning progresses, we're going
to encourage people to ask questions and to make comments
as we proceed, fromthe audience as well as fromthe
panel nenbers.

And for those who are in the overfl ow roons,
feel free to cone by and join us with questions and
comments, although we may ask you to return to the
overfl ow roons, given space considerations. But we don't
want people not in Room 432 to be denied the opportunity
to participate in today's discussion.

| f you have any questions or need directions,
keep an eye out for the folks with yellow tags on them
They' re Conmi ssion staff, and they will be happy to
direct you to rest roonms, which are just outside and to
the left, or to our wonderful Top of the Trade, if you
are hungry and need a snack later on, on the seventh
floor.

It's nmy pleasure to start the norning off with a
good friend of ours, Pete McCorkell, to give us an
overview of credit scoring. Pete is the Senior Vice
Presi dent and CGeneral Counsel of Fair, |saac and Conpany.
Jodi e tal ked about the black box. Well, Fair, |saac
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makes the box, and so this will be a wonderful
opportunity for us to get a peak inside the box and get a
better sense of how the scores -- credit scores are

pr epar ed.

| think we all discovered that credit scoring
had entered the mai nstream when in an epi sode of Mirder
One a coupl e of years ago, soneone tal ked about their
FI CO score as if everyone knew what that nmeant. And so
think credit scoring noved into the nmainstream at that
poi nt .

Fair, lsaac, of course Pete's conpany, pioneered
t he comercial devel opnment of enpirically derived,
predictive nodels for the credit industry and has really
popul ari zed and expanded their use. They are located in
California, and they have subsidiaries dealing with the
whol e i ssue of decisions using scoring nethodol ogy.

Pet e supervises Fair, Isaac's legal affairs. He
joined themin 1987, and has provi ded advi ce and
assistance to credit grantors in connection with consuner
l[itigation and regul atory proceedings. He is the
conpany's primary liaison with the federal credit
regul atory and enforcenment agencies, including the FTC,
and has conducted sem nars for us and other agencies to
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educat e us about the scoring. And today he'll educate
you about the scoring as well.

Pet e?

MR. MCCORKELL: Thanks, David. When | cane in,
| used a line fromButch Cassidy and the Sundance Ki d.
said, can | nove. So |I'mgoing to get up and nove.

kay. 1'mgoing to sort of approach credit
scoring a little bit |like peeling back an onion. W' ve
got a lot to cover in the next hour, and so kind of put
on your seat belts and try to stay with ne.

We're going to cover a nunber of topics, and
really in some sense the nost inportant part of what |'ve
got to say is really bringing everybody's awar eness about
what the nature of the credit decision is. Because an
awful lot of the alleged shortcom ngs of credit scoring
turn out to be problens that are inherent in the nature
of the credit decision and applied other ways of making
credit decisions.

|"malso going to tal k about sort of the
di fferences between statistically based deci sions and
judgmental decisions. |I'mgoing to then gointo alittle
bit, hopefully in a very nontechnical way, about how
credit scoring systens are developed. [|I'mgoing to talk
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about different types of credit scoring systens. [|'lI
focus a little bit on the credit bureau scoring systens,
because | think that's probably what nost people have in
m nd when they hear the termcredit scoring or FICO
scores. And then finally, if there's enough tine, touch
very briefly on sonme | egal and public policy issues
related to credit scoring.

Actual ly, one nore. Casey Stengel actually had
it about right. Making predictions about the future can
be kind of dangerous. But in fact, that's what credit
grantors have to do. They have to make predictions about
how borrowers will behal f, how borrowers will repay that
obligation. And when you cone right down to it, there is
no way to predict with certainty how any i ndivi dual
borrower is going to behalf, how they're going to repay.

But what you can do, is that you can predict how
groups of borrowers will repay with reasonable certainty.
You can predict that if | have a thousand customers with
t hese characteristics, 900 of them or 950 of them or
990 of themw |l repay in a satisfactory manner and the
others won't. But nobody can predict that this
particular borrower will or will not repay in a
sati sfactory manner.
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And so what we're tal king about is not
predicting with certainty the behavior of an individual,
but really trying to estimate the risk that different
borrowers pose. And risk by its very nature is assum ng
that you' re | ooking at a group of people, because
ultimately every borrower is either going to behave in a
satisfactory manner or they're not. They're either going
to repay in a reasonably satisfactory manner, or they're
going to go delinquent. Maybe go all the way into charge
of .

So at the end of the day with any particul ar
borrower, you can say, yeah, this was an absol utely great
borrower, or this was a terrible borrower. | should
never have extended that |oan. But when you' re making
t hat decision, you can't say for sure that this borrower
will or will not repay. And that really gets into kind
of the meat of credit scoring and what it's all about.

Basically there are fundanentally two ways of
maki ng credit decisions. The sort of old fashion
j udgnment al type of decisions, where sonebody takes a | ook
at whatever information is available, and sits down and
scratches his or her head, or pats his or her stonmach or
what ever they do to think great thoughts, and cones to a
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10
conclusion that this is a loan that I"'mw lling to nmake.

The other type of decision process is -- and in
many cases the two are actually used jointly in any given
case. But fundanentally the other type is using the
statistical nethod of meking decisions, and that broadly
is what 1'"'mgoing to refer to as credit scoring.

Now, a little bit later on I"'mgoing to get into
sonme termnology. |In the nortgage industry, at |east,
credit scoring has cone to have, for at |east sone
peopl e, a sonmewhat nore narrower definition. But at
| east for right now, I"musing credit scoring in kind of
t he broadest sense of any kind of statistically based
credit decision system

So what are the differences between those two
types of decisions? Well, actually what | really want to
tal k about first is what are the simlarities. Both
nmet hods assune that the future is in sone | arge neasure
going to resenble the past. Both nethods, you're taking
a look at the applicant that you' ve got to nake a
deci sion on today, and conparing that applicant with
qualities or characteristics of borrowers that you' ve had
experience with in the past, and maki ng the assunption
that if today's applicant |ooks |ike the people who
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11
generally repaid in a satisfactory manner in the past,
then this applicant is likely to repay in a satisfactory
manner .

The days of M. Bailey and the Savings and Loan
fromlt's a Wonderful Life are long gone. Very few of us
are known personally to loan officers. Most credit today
is extended by mail, sonetines over the phone and
increasingly over the Internet. It's probably been 15
years since |'ve had an up front personal encounter wth
a loan officer, and | suspect that the sane is true for
nost consuners.

Today you just don't have that friendly
interaction across the desk, and even when you do, you're
likely to have -- you're not going to have it with M.
Bai | ey who knows everybody in town and has known you and
your parents and your grandparents. You're going to have
it with sonmebody that doesn't know you froma hole in the
wal | .

And so while your own past history is certainly
an inportant part of the credit decision, in nmany ways
whet her sonmebody is maki ng judgnental or statistical
deci sions, they're conparing what they know about you to
what they know about other applicants and how t hose ot her
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12
appl i cants behaved as borrowers.

And then finally, it gets back to the idea of
trying to grant credit to acceptable risks. Now, a |ot
of peopl e maki ng judgnental decisions nmay sort of fool
t hensel ves into thinking well, I know for sure this
borrower won't repay, or | know that if |I extended credit
to this guy, he would not repay. But in fact, you just
can't make those individual decisions with any degree of
certainty, so in either case you're really trying to hit
t hat acceptabl e degree of risk.

Okay. Now, what are the differences? Well,
credit scoring really defines that degree of risk. It
allows you to cone up with a numerical nmeasure of the
degree of risk that any borrower presents. It lets you
rank order those borrowers with respect to one anot her.
And I'Il get into that a little bit later.

It explicitly lets you make t hose deci sions
based on a degree of risk. A lender can say, | can nake
money if | extend credit on this product to people where
10 of themw ||l repay for every one that won't, and
therefore | have to have at |least a 10 to one odds of
repaynent in order to nake noney. So I'll extend credit
to everybody whose odds are 10 to one or better. |If
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13
they're worse than 10 to one, |I'mnot going to extend
credit to those peopl e.

It lets you track how those borrowers perform
based on the criteria that you're using in the credit
scoring system It lets you nake adjustnents in your
policy. |If sonebody is meking judgnmental decisions and
t he boss cones in and says, our |osses are too high,
we've got to tighten up, every credit officer is going to
have a different idea of what tighten up neans. O if
t he boss says, gee, our market share is slipping, we're
| osing business to the conpetition, we've got to | oosen
up, every loan officer has to figure out what | oosen up
real |y neans.

Wth credit scoring sonebody could cone in and
say, we need to tighten up. Let's raise the cutoff by
five points. And because of the statistical work that
goes into the system the managenent knows that if they
raise the cutoff by five points, they'll reduce the
acceptance rate by X amount and al so reduce the
del i nquency rate by Y anount.

And then finally, credit scoring allows the
automation of a lot of credit decisions, which | think
sone of the other folks are going to tal k about, but
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14
whi ch has really been a big part of the acceptance of
credit scoring. Certainly in small business |ending, for
exanpl e, probably nore people have gone to credit scoring
for the benefits of automation.

In smal | business |ending, for exanple, the
typical statistics we hear are that it takes 10 to 12
hours of |oan officer time to process a small business
| oan judgnentally. Using credit scoring and automated
underwriting, it can be done in 15 to 30 m nutes. Now,
if you can take 10 or 11 and a half hours out of the
process -- and that's not data entry time. That's fairly
high paid time. |If you take that nmuch tinme and sal ary
expense out of the process of making a small business
| oan, you can nake a |lot nore snmall business | oans,
especially small dollar small business |oans, than you
could make if you were doing it judgnentally.

One way to sort of think about the differences
is that probably in nost cases, even sonebody naking a
j udgment al decision has a list of factors that they're
going to | ook at when they are reeval uati ng an applicant.
And, again, to just get sone lingo in here, what we cal
characteristics are really the different types of
information that are | ooked at the decision process.
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Anot her way that you can think about
characteristics is that you mght think that each
characteristic inplies a question that you could ask and
then get the answer, either froma credit application or
froma credit report.

Next slide, please.

And so in this case, at the top of the page
we' ve got sone information that you m ght get froma
typical credit application, and then down towards the
bott om bel ow t he bl anks are a nunber of characteristics
that you mght get off of a credit bureau report. And
sonebody meki ng a judgnmental decision is going to be able
to go through that |ist of characteristics, and probably
about the best that they're going to do is be able to say
well, this guy |ooks pretty good on this, but not so good
on that.

In this case, tinme at present address | ooks
good, and tine on job | ooks good. Oh, but this guy is a
renter and not a honmeowner, so that's not so good. Debt
ratio is good. He's got a good bank reference. The N A
after age doesn't nean that there's no age. It neans
that legally age is not supposed to be used in judgnental
credit decisions because of ECOA in Rate B. But they do
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16
allowit to be used in scored decisions.

And so you just go through the list like that,
and at the end of the process judgnentally you say, oh,
this is an acceptable borrower, and that again inplies
that this is a borrower who poses an acceptable | evel of
risk. You couldn't begin to site the odds of that
borrower if you evaluate that borrower using judgnental
processes.

Wth credit scoring -- and again here is another
thing to keep in mnd. You' re probably going to go
t hrough very much the sanme list of factors that sonebody
woul d go through judgnmentally. And that's not just sort
of , you know, conjecture on our part. One of the things
that Fair, |Isaac does, is when we build a credit scoring
system for sonebody that hasn't used credit scoring
before, we also build a statistical nodel of their prior
j udgnment al deci si on process.

And so we can actually find out how -- what
factors at |east appear to be inportant in that
j udgnment al deci sion process, and al nost invariably wll
find that very nmuch the sane factors are being considered
-- at least apparently considered -- in the judgnental
process as wind up being considered in a credit scoring
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system

And so the list of factors, the types of
information that are considered, are very sinmlar.
They're not -- again, other than age, which for the | egal
reasons can't be -- or |east naybe nore accurately, isn't
supposed to be used in judgnental decisions. Oher than
age, the types of information considered are going to be
pretty nuch the sane.

But with a credit scoring system for each of
those questions that are inplied by the characteristics,
each possible answer to that question is going to have a
nunber of points assigned to it. And so you could add up
all those points and you get the overall score. 1In this
case, you get the same decision, that is an acceptable
borrower. In other words, a borrower that poses an
acceptabl e I evel of risk.

But you get one very inportant additional piece
of information, and that is, you get told this borrower
is 11 to one. 1In ny exanple earlier, | said we could

afford to extend credit to people at 10 to one odds.

This guy is 11 to one, so we'll take him
Next slide, please. This is a sanple -- and |et
me stress a sanple -- of what a credit -- the guts of a
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credit scoring system the credit scorecard itself, m ght
ook like. It is not an actual credit scoring scorecard,
so don't go hone and try to score yourself on this and
get into a major tiz about your score.

"1l just use it to illustrate a coupl e of
points here. First of all, in this case we've got the
characteristics down the |eft hand colum. Again, those
guestions -- those types of information. And now across
in each row next to the characteristics, we' ve got the
different attributes. The different possible answers for
each of those questions, and you'll see that each of them
have a different nunber of points assigned.

A couple of things that | want to point out on
here, you'll see -- and again above the jagged |line are
pi eces of information typically that you get froma
credit application, and below the line are
characteristics that you would typically get froma
credit report.

For all of those application characteristics,
and actually inplicitly also for the bureau
characteristics, at the very far right of each colum --
each row -- there is a box labelled NI. That stands for
no inform which is Fair, |Isaac speak for no information
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value. That nmay be different than the questions not
answer ed.

If you look at the fifth Iine down, Departnent
Store/ Mpjor Charge Card, you'll see there is a box for no
answer. Sonetinmes when a question is asked on an
application and the applicant |eaves that blank, the fact
that they left it blank tells you sonmething. On the
other hand, in a lot of cases credit |enders change
applications, or for one reason or another a particul ar
pi ece of information may not be avail able for a given
i ndi vi dual .

We have figured out that it would not be fair to
assune that that nmeans that person should get zero points
for that piece of information. Wat they get is what we
call the no informpoints, which if you go to the next
slide, is really can of the neutral value. No inform
nmeans that there is no information value to say that this
applicant is either better or worse than the average
appl i cant based on that particular piece of information.

So if you have a characteristic |like age, where
you' ve got, you know, kind of a nice, snoboth nunerical
scale in nost cases, there is going to be sone age val ue
that's exactly equal to the no informpoints. For a
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gi ven applicant, not because the applicant refused to
answer sonet hi ng, but because you didn't ask the question
on an application, if you' re mssing a piece of
information, it will go to the no inform points.

In other words, it says we don't have a piece of
information on this factor that tells us that this
applicant is likely to be risky or less risky than the
aver age applicant who wal ks through the door. So that's
what the NI or no inform points are about.

kay. W saw all of those nunbers, so where do
they conme fron? WelIl, we do not sit around the water
cooler at Fair, Isaac and kind of pull them out of our
ears, which again may cone as a surprise to people. |
read sonething just |ast week that tal ked about the
scoring nodel assunes that. Well, scoring nodels don't
assunme anything. Al of the nunbers that are in those
scoring nodels are the result of very painstaking,
detailed statistical analysis of real data.

The first thing that we have to do in devel opi ng
a scoring nodel is to get a sanple of borrowers where we
can say, this borrower's performance is known to the
extent where I'mwilling to say that if | knew when
made t he deci sion what | know now about how t hat borrower
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has actually perfornmed, | could say either | would nake
t he same decision to extend themcredit, or if | had
known then what | know now, | woul dn't have extended
credit.

And that's what we nean by goods and bads here.
"1l use that term again probably throughout the rest of
my hour here. That's not a noral judgnent or anything
el se. In sone senses, the good and bad refers to the
credit grantor's own decision. D d | nake a good
decision in extending credit to that borrower, or did I
make a bad decision. O in a sense in kind of the way we
define it, if, again, knowi ng how that borrower actually
performed you would still extend themcredit, then that
counts as a good. |If you knew how t hey woul d perform and
you Wi sh you hadn't extended themcredit, then that
counts as a bad.

For the people that you' ve been accepting under
-- and let's assunme this is sonebody that's been using
j udgnment al deci sions. For the people that have been
accepted before, of course it's very easy to figure out
who t he goods and the bads are. You just wait a couple
of years, depending on the type of credit product, and
you see how they perform You ask yourself, am| glad I
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extended credit or not.

And so you can count the known goods and bads
out of that Accepts on the right hand side there. Again,
just to use nice round nunbers here, we're assum ng we
start out with 10,000 people. Under the old decision
process, 7,000 were accepted and 3,000 were turned down.
For the 7,000 Accepts, figuring out the goods and bads is
just a matter of counting based on how they actually
per f or med.

But in building a scoring system we don't want
to ignore these 3,000 rejects. The exanple | gave of
sonebody saying |'ve got to have 10 to one odds to nake
noney means that sonehow if you could inprove your
deci sion process, if you could make sharper decisions
about individual risk level, for every 11 people you turn
-- if you were turning down people that were below 10 to
one, for every 10 people you turn down, in certain groups
at | east, as many as nine of them would have turned out
to be good custonmers if you would have accepted them

And, again, that's an inportant concept to grasp
for lots of types of -- in fact, virtually any kind of
credit product. To set a cutoff score for economc
efficiency, the credit grantor is going to wi nd up
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setting the cutoff score at a point where nore of the
peopl e that are turned down woul d have been good, and
sonetinmes by a very large majority. Sonetines it may be
10 to one. It nay be even nore than ten to one. (Qdds
are the point where it becones unprofitable, because the
| oss for one bad custoner is a |ot greater than the
profit fromany single good custoner.

And so when sonebody says, you know, our cutoff
is 415, that doesn't nean that everybody who scores 414
and lower is going to go delinquent, and in fact at 414,
an awful | ot of those people woul d probably have
performed just fine if you had accepted them But it's
not econonical given the facts of that particular
portfolio to extend credit to those peopl e whose odds are
wor se than that.

We don't want to ignore them because in fact we
know that there is good business in those prior rejects.
And so what we go through is a process that has a nunber
of nanes. The one that | think is nost descriptive is
Rej ect Inference. For those of you who paid attention to
your high school math classes, you will renenber a
process called extrapol ati on, where you could infer where
a point was on a line where you didn't actually have any
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sanple points. It went beyond the ends of the |ine when
you're putting stuff on graph paper.

Renenber when you were a junior or sophonore in
hi gh school, you were putting stuff on graph paper, and
if you only had sanples, they were sort of in the mddle
of your graph. You could neverthel ess extrapolate to
where sone points woul d be outside where you had actua
sanpl es.

Well, Reject Inference, you can think of that as
kind of a multi dinensional form of extrapolation, where
again we look at the rejects. W see how they conpared
on all of the relevant characteristics to the Accepts,
and we infer fromthat, we estimate fromthat, we
extrapolate fromthat, how they woul d have perf orned.

And i ndeed we see here, that of those rejects,

t he odds were about nine to one. They're al nost --

they' re about nine tines as many inferred goods as there
are inferred bads in the Rejects. So to build a scoring
system we fold themback in with the known goods and the
bads, and, again, hopefully the prior decision process
made sonme sense.

And so the odds from actual performance of the
peopl e that were accepted, the overall odds for that
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group -- not the odds at cutoff. But the odds for that
group as a whole are 24 to one. The odds for the Rejects
are 8.7 to one. And again, | sort of use these nunbers
because they will work out well for ny next exanple. The
overall odds for that population turn out to be 16 to
one.

So if all that I know is that sonebody has
wal ked in the door in this population, |I can say, well,
if | extended credit to everybody that wal ks in the door,
for every 16 people that paid in a satisfactory way, one
of themwouldn't. And that's actually pretty -- that's
pretty high odds. More typically, in nost popul ations
we're going to see sonething -- in the popul ati on odds,
we're going to see sonmething on the order of ten to one,
ei ght to one and sonething |ike that.

But as | said, that 16 to one nunber happens to
work well for ny next slide and actually several slides
after this. So we've now sort of divided the world into
t he goods and the bads. There aren't any uglies, just
goods and bads. So now we continue the process of a very
careful analysis of actual data, and we see how people --
| ook at each characteristic, and we | ook then at each
attribute of each characteristic, and we see how those
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peopl e perform

And ny first exanple here is age. And we'll see
that for people under 30, that group had 10 percent of
t he goods, but 40 percent of the bads. And so the
information value for that attribute is one to four. And
agai n, these nunbers here are in percentages, not in
absol ute nunmbers. But if all | knew about sonebody is
that they're in this population and that they are under
30, I can nultiple the popul ation odds of 16 to one by
the information odds for that one isol ated piece of
information of one to four, and the first line at the
bottomthere, |I find out that this person is four to one.
It's the 16 to one nultiplied by one to four.

On the other hand, if | have sonebody who is
over 50, you've got exactly the reverse situation.
Again, this is just a sanple -- an exanple. There 40
percent of the goods are over 50 and only 10 percent of
the bads. So the information odds there are the other
way around. It's four to one. Miltiple that by the
popul ati on odds of 16 to one, and | can say people over
50 -- ny best guess, again, just based on this one piece
of information, age, are that they're 64 to one.

Well, now |I've started spreadi ng peopl e out away
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fromthat overall population odds of 16 to one. 1've got
t he younger borrowers over here riskier than the general
popul ati on, and the ol der borrowers a lot |ess risky than
t he general popul ation.

O course, we don't | ook at just one factor. W
may throw in another factor, on the next slide, such as
own or rent, or residential status. And again, not
terribly surprising, the owners are better than average.
They're two to one. The renters are worse than average.
They' re one to two.

And then on the next slide, | put those two
factors together and things started to get really
interesting, because nowif | have an under 30 renter,

" mtaking again the popul ation odds of 16 to one, the

i nformation odds for under 30 of one to four, the
information odds for renter of one to two, and | nultiple
that out, and now that under 30 renter is only two to one
odds. So if | lend noney to three under 30 renters,

can expect two of themto repay in a satisfactory manner
for every one that doesn't.

On the other hand, if | take nmy over 50
homeowner and nultiple that out, now I've got odds of 128
to one. So I'mpulling different groups of that
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popul ation sort of further away fromthat center |ine by
addi ng the information value fromthese various factors.

Now, this exanple makes the assunption that al
of these factors are independent. Those of you who
remenber the O J. Sinpson trial and the DNA evi dence,
you' || renmenber there were sonme pretty staggering nunbers
that the DNA experts cited of 9.5 billion to one odds
that these DNA markers coul d have bel onged to anybody
ot her than O J. Sinpson

Well, they were going through very nuch the sane
process with a | arge nunber of individual DNA factors --
DNA characteristics, if you will. And based on the
assunption that they were independent, that's how you get
t hose ki nd of staggering nunbers like 9.5 billion to one.
And if all of these factors in a credit decision were

al so i ndependent, you m ght get sone pretty staggering

nunbers.

That's not the way it works in credit. And in
fact, what we'll find is that there are correlations --
in sone cases very high degrees of correlations -- anong

the different factors that we | ook at, so we've got to

correct for that. W don't assune that they're al

separate. W certainly wouldn't ever nake a credit
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deci sion using just age, or just own or rent, or just
those two factors, because in fact one of the things we
know -- and it's pretty intuitive if you think about it
-- is that as people get older, they're nore likely to
becone honeowners rather than renters.

You know, those of you who are over 30, you
know, renenber back when you were in your 20's. Probably
nost of us spent a few years as renters in our 20's, and
t he chances of becom ng honeowners get a | ot higher as we
get older. And also, except for those who are in their
40's and still living with nom and dad, the tine at
address is also going to go up as you get ol der.

And, you know, in a |lot of cases, about the sane
time that you get old enough to be legally able to borrow
anything, you're likely to | eave honme to go to college or
join the Navy and see the world or whatever, and so your
time at address takes a big hit. And then as you get
older, you're likely to be at the sane address | onger.
Honeowners, of course, are less likely to nove than
renters, so there is a large correlation between tine at
address and hone ownership, as well as with age.

So these overlapping circles here, if you think
of the size of each circle independently as the
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information value in that particular characteristic, the
overlap just suggests that because of these correl ations,
whil e each of those factors taken individually may have a
fairly large information value, as you start adding these
correl ated characteristics, you then have to correct for
t hat overl ap.

And on the next slide, | throwin one nore
factor. In this case, time on job. WlIlIl, of course,
time on job is likely to be correlated with those ot her
three factors. Again, unless your parents forced you
into child labor in the famly business, if you're in
your 20's you're probably not going to have been at the
sanme job for very long. Your tine at address and tine on
job frequently go together, because if you get a new job,
in alot of cases you ve got to nove, or maybe you have
an opportunity to nove, and agai n, the hone ownershi p.

So while time on job standing on its own has a
reasonabl e i nformati on value, what this represents sinply
is that where you' ve already got those other factors --
kind of stability characteristics, age related
characteristics in the system-- adding one nore factor
of the same kind just brings very little additional
predictive val ue.
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And that's inmportant for a nunber of reasons,
because typically in building a scoring system we'l|
start out with maybe as many as 50, and nmaybe as nany as
a hundred, characteristics that independently have a
reasonabl e amount of information value. But because of
these correlations -- these overlaps -- as we actually
start building the systemand we start getting a few
characteristics with a lot of information value in there,
a lot of those additional characteristics won't get into
the final system because of these overl aps.
Neverthel ess, all of the information value there is stil
captured by the characteristics that are in the system

And so frequently sonebody that's not sort of
famliar with the concepts of credit scoring conmes al ong
and says, well, gee, this systemdoesn't have tinme on job
init. | knowthat's predictive with credit perfornance.
There is something wong with your credit scoring system
No, actually the information value is in there, but it's
just picked up by those other factors that have
correlated with time on job. And so sonetines sonebody
will come along and say, well, but you didn't consider
such and such. It's not in your scoring system You
didn't consider such and such about ne.
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Well, we may have considered that inplicitly
because of all of these other factors that are in the
scoring system and so for a nunber of reasons, they're

characteristics that people try to keep out of scoring

systens. One of them-- sonething that, you know, sort
of m ght be a very obvious characteristic is incone. It
sounds like a nice nunerical characteristic. It's

probably got something to do with how people are going to
be able to pay their bills.

But it turns out that in practice incone is
difficult to work with, because no matter how explicitly
t he application asks the question, people insist on
answering it in different ways. You may ask for nonthly
pre-tax income and you get sem -weekly, before tax and
after tax, and you get with and wi thout child support and
alinony. And you get the rental property, even though
there is another box on the application for that. And it
actually turns out to be a very nessy characteristic.

And so sonebody says, well, you didn't ask for ny incone.
How coul d you possibly make an intelligent credit
decision. Well, it's because of these correlations.

If we go to the next slide, sort of the goal of
all of this, as | said, we're trying to separate -- nove
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t hose people apart on the risk scale away fromthat
average that you know just because they walk in the door.
And what we really want to do in building this credit
scoring systemis come up with a systemthat wll
separate the eventual goods fromthe eventual bads by as
much as possible, so that -- now there will always be
sonme overlap in the distributions.

Actually this doesn't quite do it justice,
because in reality the distribution of goods would go al
the way down here to the bottomof the scale, and the
di stribution of bads would go all the way up to the top
of the scale. But what we're trying to do is nove those
two distributions as far apart as we can, so that the
bul k of themin ny nice bell shaped curve here -- and of
course life isn't usually quite that perfectly drawn, but
it kind of approxinmates that.

What we're trying to do is nove those two curves
as far apart as possible, so that we can set a cutoff
score that turns away as nany of the bads as possi bl e,
while turning away as few of the goods as possible. Now,
these are in percentages. Hopefully in any popul ation
t he goods would be a ot smaller in absolute nunbers --

t he bads would be a I ot snmaller than the goods in
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absol ute nunbers. So these are in percentages, which is
why the curves are the same size.

But you can see at the top where the two curves
are a little further apart, you can set a cutoff that
cutoffs nost of the bads and only a very small|l percentage
of the goods. Down at the bottom the two distributions
are closer together, and so to turn away the sane
per cent age of bads, you' ve got to cut off tw ce as nany
of the goods.

Now, that's the goal of the credit scoring
system There is no absolute right or wong, and we call
t hat measure divergence, just how far apart those two
distributions are. There is no right or wong answer for
that. The goal is to get those two distributions as far
apart as possible in any given case, because then it lets
you nmake nore efficient decisions at cutoff.

For exanple, for a college student popul ation,
col | ege students, you know, all look at lot alike in
terms of credit factors. Again, unless they' re still

living at honme, they're all renters. They' ve all been at

the address for a short tinme. |If they' ve got a job at
all, they've been on the job for a very short tinme. They
have very little credit history, etc. So you mght -- if
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you had a col | ege student popul ation, you sinply couldn't
get the two curves as far apart as you could for a nore
general popul ation.

Next slide. Now, technically what credit
scoring systens do is to rank the order of consuners by
ri sk, because they don't consider things |ike econonic
changes. |[If the econony goes south, people that scored
200 in this exanple that equal ed odds of 20 to one, if
t he econony takes a real downturn, those people that were
scoring 200 may find thenselves with odds of 18 to one or
15 to one.

And so we don't purport to provide an absol ute
odds quote, but, of course, what every credit grantor
wants to do is to turn that score into an odds quote.

And there are ways that they can do that, both fromthe
devel opnment statistics and also in terns of watching how
their own popul ati on perforns.

So we get through all of this, and sonebody is
probably still out there saying, oh, gee, but why do you
think scoring can do a better job of predicting credit
behavi or of estimating risks than judgnental decisions.
It's real sinple. It's better to count than to guess.

And fundanentally that's the difference between
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how sonmebody using a credit scoring systemis making
decisions. They're counting very carefully the prior
performance. They're taking a very hard | ook at the
prior performance of different kinds of people,
separating that into individual characteristics, and then
conparing that in a very disciplined way to what you know
about the next applicant through the door.

| f sonmebody is nmaking judgnental decisions,
they're trying to keep all of that in their head and, you
know, there is no way that you can juggle 10 or 12
different characteristics, each of which has three to six
different attributes. There is sinply no way that you
can juggle that nmuch information in your head, because if
you have 10 or 12 characteristics with three to six
attri butes each, you have 10 to 20, 000 possible
conbinations in there. There is no way that sonebody
judgnmental ly can keep straight 10 or 20,000 different
conbi nations of attributes.

And so to a |large extent, they're guessing.
They're taking -- making an informed guess, hopefully in
nost cases. But really they're guessing at how today's
applicant conpares to the applicants that they have seen
in the past and for whomthey have actual performance.
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kay. Real briefly I want to talk a little bit
about different types of credit scoring systens.
Hi storically nost credit scoring systens were built for a
particular credit grantor, what we call custom
scorecards. The next category of borrowed scorecards is
really not terribly relevant these days, although in a
few cases it mght be possible for one credit grantor to
borrow a systemfroma different credit grantor.

What is becom ng very conmon, and agai n probably
what nost peopl e think of when they hear about a credit
scoring system are credit scoring systens built from
data across nultiple credit grantors. Now, of course,

t he bi ggest exanple of that are the credit bureau
systens, that I'll talk about in nore detail, and what we
call pool ed system

And then in a very few cases, sonebody may cone
al ong and want to do sonething kind of entirely new and
different. It doesn't happen in the United States,
again, very nuch these days. W do this nore overseas.
Soneti mes sonebody will conme al ong and want to do
sonmething so new and different. They say well, we don't
have any data on this. W don't have any data on simlar
portfolio. Fair, |Isaac, you' ve been in this business for
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40 years, what can you do for ne.

And then in that case we can sit around the
wat er cool er and say, well, based on our 40 years of
experience in lots of different systenms, here are sone
guesses we can rmake about the kind of borrowers you're
going to see. W can build a judgnental -- what's really
a judgnmental scorecard, or what we call a | aunch
scorecard, just to get themgoing until they've got sone
dat a.

Next one. The information used in a credit
scoring systemcan cone froma variety of sources. O
course, the nost common are credit reports and credit
applications. A bank may have prior experience with a
particul ar custoner. Sonetimes denographic information
may be useful. For existing custonmers the issuer's
billing file has a |ot of good information. And in
secured |l ending, the ternms of the deal, the anpbunt down
and things like that, can be very useful.

Next. Credit scoring can also be used to nake a
variety of different types of decisions. Last year there
were about three billion pre-screened credit card
solicitations nailed in the United States. Probably 2.9
sonething billion of those were credit scored. Believe
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it or not, not everybody in the world gets those pre-
screened solicitations, and typically one of the screens
they go through is credit scoring.

New applications, again, is probably what nost
people think of in terns of credit scoring, nmaking a
deci sion on an application for new credit. On the other
hand, if you pay attention if you own a credit card or
two, you'll notice that these days the issuers, for nopst
of you at least, try to do nice things once in a while.

They send you that letter that says because
you' re such a wonderful custonmer, you don't have to nake
the m ni num paynent this nonth. O because you're such a
wonder ful custoner, we're going to increase your limt.

O if you should happen to be standing at the cash
register with a purchase that's going to put you over the
[imt, they want to know whether or not they're going to
aut hori ze that transaction.

And finally when that piece of plastic expires,
they want to decide should we reissue it at all. [If so,
should we reissue it for six nonths or for three years.
And so they're using decisions to manage those existing
-- they're using credit scoring to manage those existing
accounts. They may al so be using credit scoring to try
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to deci de whether or not to try to sell you another type
of product, based on what they know about your behavi or
on the one you've got.

And finally, in certain kinds of |ending,
especially nortgage | ending, |enders frequently resell a
ot of the portfolio. The lender is using credit scoring
to deci de which parts of the portfolio it wants to sel
versus which ones it wants to keep. And the buyer or
i nvestor, on the other hand, nay be using credit scoring
to decide which loans it is interested in buying.

There are al so a nunber of different performance
definitions. Up until now I've sort of tal ked about
good-bad or really a scoring system designed to predict
any credit delinquency. W can -- and there are systens
desi gned specifically to predict the risk of bankruptcy,
rat her than other types of delinquency.

| f sonmebody is nmaking a mailing -- a pre-screen
mai ling -- they want to know whet her sonebody is |ikely
to respond, as well as if they do respond and you issue
thema card, will they pay. There are a |ot of people
who are absolutely great credit risks who are literally
not worth the price of a stanp for a pre-screen nmuiling,
because they are so unlikely to respond.
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And actually I"'mkind of in that category. M
wife gets a |l ot nore pre-screened nmailings than | do,
because in fact we have sort of different patterns of
credit uses. And so sonebody |ooking at her credit
bureau file is nore likely to say this is sonebody that
m ght be interested in another credit card. MCorkell
hasn't gotten another credit card in 15 years. W' re not
going to waste a stanp on him

kay. Really just kind of an intro for the next
panel, scoring today in the nortgage industry, which is
probably as David and Jodie nentioned, is really how
scoring cane to kind of the front of public
consciousness. Scoring is really used in a couple of
different ways. And, again, there is sone term nol ogy
her e.

A lot of the nortgage industry refers -- when
they say credit scores, they're referring to scores built
just on credit bureau data that are installed at the
credit bureau. Wen you order a credit report, a score
is generated. And when people in the nortgage industry
tal k about credit scoring, they nay nmean what | would
probably refer to as bureau or credit bureau scores.

And nost of those credit scores or credit bureau
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scores used in nortgage lending, interestingly enough are
what | |abelled here as generic scores, which are
designed to predict the risk of any credit delinquency.
There are al so sone nortgage-specific credit bureau
scores that were designed specifically to predict the
ri sk of nortgage delinquency. Actually what we found is
that the generic scores do a very good job of predicting
nortgage at risk, as well as other types of credit risks.

And then finally, what 1've | abelled
conprehensi ve nortgage scores, | think a lot of folks
just refer to as nortgage scores, where they are | ooking
not just at the credit bureau -- the credit history piece

of information, but they're also | ooking at application

information and the deal terns -- the anpbunt down and
that kind of thing -- in making a nore conprehensive
decision. | think the next panel will get into that a
little nore.

So what | would Iike to turn to next are
specifically the credit bureau scores. And here, first
of all just kind of broadly, are the types of information
that are considered by the credit bureau scores. Now,
these are scores that Fair, |Isaac and others -- there are
ot her scoring devel opers out there. | don't know why
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anybody woul d use them but sone peopl e do.

So there are other flavors of credit scores, and
occasionally sonmebody will use a FICO score to nean any
kind of credit score or any kind of credit bureau score,
even though FI CO happens to be a trademark of ours. It's
alittle like Kleenex. You don't always |ook at the
brand | abel when you walk into the store and buy a box of
Kl eenex. You just want tissues to blow your nose. FICO
scores have sort of gotten the same kind of generic use
of the brand nane.

These are scores that are running just on the
credit bureau data, and they're | ooking generally at five
types of information. And they're really listed here in
the order of inportance. First is previous credit
performance. Has this person performed well, or have
t hey gone delinquent on other obligations. Not
surprisingly, that's the nost predictive piece of
i nformati on we've got.

Secondly, now those for people where the answer
is yes, all of their prior credit they' ve perfornmed in a
satisfactory way in the sense that they' ve net all of the
contractual obligations and they' ve never been | ate,
etc., that accounts for about 85 percent of the
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popul ation. And so there are only, again, rough nunbers,
15 percent of the population that's got serious
del i nquencies noted on their credit report at any given
time.

The other 85 percent of the popul ati on does not
all present the same degree of risk in terns of future
credit behavior. And so we've got to | ook at other types
of information as well to see how those folks are likely
to performin the future.

And the next nobst predictive piece of
information is what's |abelled, current |evel of
i ndebt edness. I n one sense, you can sort of think of
that as how close to the edge are these folks. Is it
sonebody -- you know, sonebody who has got five credit
cards, all of themthey have borrowed right up to the max
and they're maki ng m ni num paynents, are a |lot riskier
t han sonebody that their balance -- the limt ratio is
down in the 10 to 20 percent range.

The amount of time that credit has been in use.
And actually that lineis alittle bit mslabelled. It
probably ought to say sort of the amobunt of credit
hi story available, which is really a conbination of the
time that credit has been in use and al so the nunber of
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trade lines that are on the file.

Now, trade lines can be on the file that aren't
active any nore. In fact, again, those of us who have
been around for a while, sort of after we got into the
credit world, we probably have a | ot of accounts that
we've paid off and closed. That good information, in
nost cases, will stay on the file kind of indefinitely.

And so sonebody that's got 20 or 30 years of
credit experience and any kind of reasonabl e nunber of
trade |lines, maybe a | ot of which have been paid off --
you know, student |oans that have been paid off.

Mort gages that have been off. You know, your first
credit card may have been a gas card or a store card,
because that was the only place you could get a credit
card when you, you know, first got out of school.

So those have been paid off. Al of those
hi storical pieces are likely to still be on the file, and
so we look at that. |It's really the anbunt of credit
hi story avail abl e.

The next category we |ook at is the pursuit of
new credit. This is where the inquires cone in and al so
new account openings. Sonebody that has a | ot of
inquiries generated by the consunmer -- and I'Il get into
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that inalittle bit -- or has opened a | ot of new
accounts recently, is nore risky than sonebody t hat
hasn't been out there actively pursuing a | ot of new
credit.

If I could actually then skip down to | think
nunber -- yeah, nunber 33. There are a few-- |I'm
skipping a few slides in the presentation, because we're
kind of running out of tine here. Keep going. Keep
goi ng. Bingo. kay.

| nmentioned inquiries. This has been a topic of
sone controversy. Fair, |saac about a year ago
redesi gned our bureau systens to do what we call inquiry
de-duping. W know that in a |lot of cases sonebody
shopping for a nortgage or for an auto loan will w nd up
with multiple inquiries fromthe sane transaction. And
of course not nmany people buy nore than one house in any
gi ven nonth, or nore than one car.

And so we've sort of been able to say, if we
count all of the auto loan inquiries and all of the
nortgage | oan inquiries within any given 30 day period as
a single inquiry, because it's probably only one auto or
one house that they're shopping for, that that is really
a better representation of their credit behavior.
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And then al so, again in nortgage |ending
especially, people may wi nd up shopping around for sone
period of time |ooking for the best rates, going to
different | enders or go through a nortgage broker who
shops at the different | enders. And so in fact what
we've said is, we don't count any inquiries in the 30
days before this particular score is conput ed.

So you can have a hundred inquiries in the nonth
before the score is conputed and they won't count at all
And you can have any nunber of nortgage or any nunber of
auto loans in any -- I"'msorry. It's a 14 day period at
any time before the score is conmputer, and they'll only
count as one inquiry each.

kay. If we could slip | think two slides.

It's just an exanple of the de-duping. One nore. One of
the things we've done with the bureau scores is to
actually use nmultiple scorecards rather than a one size
fits all scorecard. And that will becone relevant |ater
in the afternoon when we tal k about what ought to be

di scl osed.

And | think the question that Jodi e posed is,
how can | raise ny score. Because of the nultiple
scorecard design, it's not possible to tell sonebody, if
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you do this, your score will go up by X, because in fact
the credit bureau information is a noving target.

There's always information comng into the credit bureau.
Essentially on a daily basis credit bureaus are getting
information fromcredit grantors.

Al so, our systens consider the age of certain
types of information. A delinquency |last week is a | ot
wor se than a delinquency five years ago. A new account
that was opened up last nonth is nore significant than a
new account that was opened up three years ago in terns
of pursuit of new credit.

And so even if you don't do anything with your
credit. You don't use your credit card in a given period
of time and you don't make a paynent. And of course if
you don't meke a paynent for too |ong, something will
happen, because the credit grantor will now start
reporting you as delinquent. But, you know, you don't
m ss a paynment, but you don't nmake a paynent. Even if
you don't do anything with your credit history, just the
passage of time is going to affect some of those things.

And so | could sit there with sonmebody's credit
report and say well, if you close this account, or if you
paid off that account, here's what woul d happen to your
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score if nothing el se changed. But sonmething else wll
al ways change. And then one of the things that may
change, is that by doing sonething you may wind up on a
di fferent scorecard, because the way that the systemis
split, is first of all it |looks for the presence of
serious delingquency information, either in the trade
lines or in the public record part of the credit file.

And so we have sort of the goods and the bads --
t he previ ous goods and bads now separated using different
scorecards, because if we used a one size fits al
scoring system anybody with any delinquency would get a
terrible score. But, in fact, not everybody with a prior
del i nquency presents the sane degree of risk, so we can
do a better job.

Now, the people with prior delinguencies as a
group are riskier than the people with no delinquencies
as a group. But we can do a better job by this split
scorecard design of finding the folks with prior
del i nquenci es that today pose a reasonable risk versus
the ones with prior delinquencies who are still just
terrible risks going forward.

And t hen depending -- and then after we sort of
make the split based on the existence of delinquency,
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then we al so | ook at sonme other information: the
t hi ckness of the file, in a sort of philosophical sense
how many trade lines, etc., there are, the age of the
file, how |long has this person had established credit.

Agai n, sonebody who is 50 years old and has 30
trade |lines, nost of which are now cl osed, that may be a
very typical pattern. Sonebody who is 22 years old and
has 50 trade lines, and they've only been in the file for
24 nonths and they've got 50 trade lines already, that's
probably kind of a strange bird.

And so we're using different scorecards to
eval uate those different groups of people and the recency
of new trade |ines opened. Again, sonebody who is kind
of out there in a steady state node who hasn't taken out
a lot of credit recently versus sonebody who is kind of
out there shopping actively, we're using different
scorecards to evaluate them

Now, the sane score still neans the sane thing.
I f you get a 700 on any of those score cards, it still
nmeans the sanme degree of risk. But we get there by
| ooking at different information and maybe wei ghi ng
information differently, depending on which of those sub-
popul ati ons sonebody is in.
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kay. If you could again skip two. Just very
briefly, sort of the legal public policy issues, | guess
"Il save nost of that for the panel this afternoon about
isit fair. 1 really just want to describe sonme of the
other slides that are in your packet.

W did two studies -- and if you would go to the
next slide, please. W did two studies which are
| abelled the LM Study -- low to noderate incone. W
t ook data where we had -- where we were devel opi ng cust om
scorecards for specific credit grantors, and in many
cases where there were credit grantors who were goi ng
froma judgnmental decision process to a scoring
envi ronment .

We | ooked at that data. W said sort of how do
the low to noderate income fol ks do when they're scored
versus how they were doing when the credit grantors were
maki ng j udgnental decisions. What is different about the
| ow to noderate incone popul ati on versus the general
popul ation, and sort of is scoring really an effective
way of maki ng deci sions on those popul ati ons.

A lot of people assune that for a lot of lowto
noderate i ncome borrowers, scoring just can't do a very
good job of evaluating credit risks, because they | ook
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different than the rest of the population. Well, in
fact, what we found out was that not surprisingly the
| ower income borrowers as a group scored lower. That's
why that yellow line is |lower than the other lines in
t hi s graph.

If you go to the next slide, what we also found
out is that at any given score, the risk of those lowto
noderate i ncome borrowers was in fact at |east as great,
and usually in nost cases just a little bit greater, than
t he general population. So that if a score in this case
of 200 equal ed the 20 to one for the general popul ation,
for the low to noderate incone population it probably
equalled 19 to one or 18 to one. In other words, they
were just a little nore risky than the general popul ation
in any score. So, in fact, the scores were doing a very
good job of predicting the risk for that popul ation.

The other thing that we |ooked at -- again, if
you would skip two. This is why they were different. |If
you skip to the next one, there are two pages that | ook
very simlar in your set, and unfortunately they are
m sl abelled in the printed set. They're right on the
screen.

Sl i de nunber 42 should say "Maintain acceptance
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rate; conpare bad rates.”™ And what we did here, is we
took the acceptance rate for the LM popul ati on under the
prior judgnmental decision process. W |ooked at the bad
rate that was comng up. And in fact, you see in sone of
t hese cases -- in fact, in a lot of these cases that bad
rate is terrible. 1It's horrible. The decisions that are
bei ng made judgnentally on that LM popul ation are bad,
terrible decisions.

You know, the first couple of |ines you ve got
an acceptance rate of 26 percent and a bad rate of al nost
11 percent. The next |ine you' ve got an acceptance rate
of 24 percent and a bad rate of 18 percent. Nobody is
going to live with an 11 or 18 percent bad rate in a bank
card portfolio. |If you kept making judgnental decisions
there, what's going to happen is sonebody is going to
conme along and say, wait a mnute. Qur bad rate for | ow
i ncome borrowers is totally unacceptable. W just can't
| end noney to | ow incone borrowers at all.

So what we did is say, well, okay. |If you keep
t he sane acceptance rate and now you make those deci sions
usi ng scoring, what happens to the bad rate -- and in
fact you'll see in every case the bad rate goes down, and
in many case very dramatically.
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The next slide, again, is mslabelled in the
printed set. [It's okay up here. It should say "Mintain
bad rate; conpare acceptance rates.”™ Now, again,
mai ntain the bad rate for nost of these is probably not a
realistic scenario. But using scoring, what you see is
if you were willing to live with that bad rate -- and
actually the third and the fourth ones, the bad rates may
be acceptable, 2.3 and 4.3 percent.

But the acceptance rates judgnentally were very
| ow for those folks. If you evaluated that sane
popul ation using credit scoring and you're willing to
live with that two and four percent bad rate, you could
accept in the one case -- in bank card nunber four you
coul d accept four times as nmany applicants as you were
accepting judgnentally. And that's again very consistent
across that.

The next study that we did was using credit
bureau information. And there, rather than | ooking at
the low to noderate incone popul ation, we | ooked at
consuners in zip codes with a high concentration of
mnorities, blacks and hispanics. And | could get into a
| ot detail about why we chose the various categories we
did. But basically we | ooked at zip codes with those
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high mnority concentrations. One of the things we found
was that those zip codes represented a little bit |ess of
the credit bureau database than they did of the entire
popul ati on, although certainly they weren't totally
unrepresented, as | think a | ot of people assune.

And indeed there are folks in that popul ation
that sinply don't use mainstreamcredit. They are never
going to have a credit report. But they're never going
to go to a lender that would pull a credit report in the
first place, and secondly the degree of under
representation isn't so great that it would really affect
the ultimte scorecard design

And we see there -- if you would go to the next
slide -- that in fact that zip code definition wi nds up

| ooking a lot like the low to noderate inconme definition,

because those zip codes have approximtely -- the average
househol d incone in those zip codes -- and this was a few
years ago now -- is about two thirds of the average --

or, I"'msorry -- of the household incone of the remai nder

of the population. So not surprisingly in economc
terms, those high mnority zip code popul ations | ook a
lot like the ow to noderate inconme popul ations, and so
not surprisingly we cane up with very nuch the sane
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results.

If you go to the next slide, again you'll see
the score distributionis alittle bit |ower, which again
means that at any given cutoff score, you're going to
accept fewer of those folks. But if you go to the next
slide, you'll see again exactly the sane pattern. 1In
this case the red line is the minority population. The
dotted yellow line is the rest of the population. At any
gi ven score those folks represent a slightly higher
degree of risk

So again, the scorecard is doing an effective
job of rank ordering risk, and to the extent there is any
di screpancy in the risk estimation, it actually favors
those high mnority areas of borrowers just as it did the
| ow i ncome borrowers. Again, for the credit grantors
listening, that difference is very slight. 1t's not
worth getting excited about. But to the extent there was
any difference, it was consistently in favor of the | ow
to noderate inconme and the mnority zip code borrowers.

Agai n, we | ooked at how those two popul ations
differed, and finally we asked ourselves, well, could we
build -- next slide. Could we build a scorecard
specifically for that mnority popul ation that worked
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nore effectively than the scoring systens that are being
used now.

Well -- and next slide, please. Wat we found
out was that if we used a one size fits all credit bureau
score, in fact then we could build a nore effective
mnority zip code scoring system Now, | suspect that
the folks fromthe Fed and sonme of the other regulatory
agencies mght want to have a conversation with us if we
did that. But this was a research exercise. W found
that it would be possible.

But what we al so found was that the existing
Fair, lsaac credit bureau score using the nultiple
scorecard approach, where you're | ooking at different
sub- popul ati ons separately, where you're | ooking
separately at the folks with prior delinquency, and
you' re | ooking separately at the fol ks that don't have a
| ot of established credit, that that multiple scoring
systemthat we were using was in fact nore effective in
predicting risk in that mnority zip code popul ati on than
a scorecard -- a single scorecard devel oped specifically
for that popul ation.

|"ve run a little bit over ny tinme. | thank
everybody for your indulgence, and I'Il see you this
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afternoon. Thank you.

MR. MEDI NE: Thank you, Pete, for an excellent
overview of a very conpl ex issue.

(Appl ause.)

MR. MEDINE: Now we're going to take a mnute
and get our next panel set up here, and then we'll resune
in about two m nutes.

(Brief recess.)

MR. MEDINE: We just heard from Pete MCor kel
on the issue of credit scoring generally. This next
panel is going to focus on the use of credit scoring
specifically in the nortgage industry. Qbviously hone
purchases are a consuner's | argest purchase. And so how
credit scores interrelate with that decision is of
critical inportance to consuners. And the presentations
will also include information about nortgage scoring and
t he automated underwriting process.

We're going to start fromny extrenme right, so
"1l first introduce Panela Johnson from Fannie Mae. Pam
is Vice President of Single Fami |y Mortgage Business for
Fannie Mae. She is responsible for new product
enhancenents to Fannie Mae's aut omated underwiting tool,

t he Desktop Underwiter, and is responsible for credit
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research and data acquisition for Fanni e Mae.

W're thrilled to have her here this norning.
Thank you, Pam

M5. JOHNSON:. Thank you. Can everybody hear ne
okay? Al right. Are we ready? Let ne start first of
all by stepping back for a mnute, because |I think I want
to clarify and make sure everybody understands where we
are here.

Peter did a fabul ous job wal king through how
does one devel op a scorecard. But | want to be clear
that there are many different types of scorecards out
there. There are many different -- they're used in a
variety of industries, not just in the nortgage industry.
In fact, the scorecards have been around a | ot |onger,
and used for a longer period of tine, than they have in
t he nortgage industry.

The consuner industry -- for exanple, credit
cards, etc. -- have been using scorecards, | don't know,
how | ong, Peter, 20, 30 or 40 years. But in the nortgage
industry it's only been recent that we've adopted the use
of credit scoring as a tool in underwiting.

And | want to be clear about which scorecard we
recommend, which is the use of the credit bureau
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scorecards. So Peter spoke a little bit about this in
his presentation. And | wanted to point out that the
characteristics in the credit bureau scorecard are those
listed on page 24 of Peter's presentation, and not the
ones that he tal ks about early on, which could relate to
ot her scoring nodel s.

So in case you missed it, he listed the five
characteristics that are nost promnent in a credit
bureau scorecard. And those were previous credit
performance, current |evel of indebtedness, anount of
time credit has been in use, pursuit of new credit and
types of credit available. So just as a way of
clarification.

First of all, let nme say I'mdelighted to be
here. | thank David and teamfor inviting nme. | think
this is acritically inportant issue, and | think this is
aterrific forum

Credit scores and autonmated underwiting are a
very inportant tool in the nortgage industry. At Fannie
Mae we spent a consi derable anount of tine researching
and anal yzing credit scores. And |ong before we
determ ned that they would be useful in nortgage
underwriting, we went through a lot of work to answer
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sonme very inportant questions. Those questions are: do
they work, are they predictive of risk as it relates to
nortgage | ending, are they fair, do they work for al
borrowers in the same way, and when used correctly, wll
t hey expand home ownership opportunities.

We answered yes to all of those questions after
a lot of research, and I want to take you through sone of
our research and sone of the analysis we did to get
t here.

The first slide, please. So today |I'mgoing to
talk to you about credit scoring, nortgage scoring --
because they are different -- and autonmated underwriti ng.
"1l al so discuss how scores should be used to originate
and underwite nortgage | oans.

Next slide, please. As Peter indicated, credit
scores are enpirically derived in a statistical nmethod of
assessing risks. A credit score -- and specifically,
again, we're talking about a FICO credit bureau score --
is based solely on the information in the borrower's
credit report. The evaluation of the information in the
borrower's credit report, meani ng how t he borrower
manages credit, has always been an inportant factor in
nortgage underwiting. Credit scores when used correctly
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are based on information in the credit report that has
been proven to be predictive of credit risk and | oan
per f or mance.

Next slide, please. Mortgage scores, on the
ot her hand, are slightly different. A nortgage score is
al so based on information that has proven to be
predictive of credit risk. A nortgage score is based on
i nformati on about the borrower obtained fromthe |oan
application and the credit report, as well as information
about property val ue.

Mort gage scoring supports a conprehensive
anal ysis of both the borrower's ability to repay a | oan
and the borrower's managenent of credit. A nortgage
score hel ps an underwiter performa nore consistent,
obj ective and accurate evaluation of this information
than traditional underwiting does.

Next slide, please. Fannie Mae recomends that
| enders use credit scores, specifically the FICO credit
bureau scores, in their manual underwriting process. In
addi ti on, we have devel oped a nore conprehensive
custom zed nortgage scoring nodel for use in Desktop
Underwriter, our automated underwiting system

Next slide, please. Okay. So why should we use
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credit scoring in nortgage | ending.

Next slide, please. Credit scores are in fact
predictive of credit risks for all |oans and al
borrowers. A borrower with a credit score bel ow 620 is
in the nei ghborhood of two and a half and sonetines three
times nore likely to default on a nortgage | oan than
soneone with a credit score between 660 and 699.

Next slide, please. kay. This slide
illustrates this point. And if you'll look at the green
box in the mddle, which indicates a score -- a loan with
a score range of 660 to 699, and you conpare that to a
loan with a score range of |ess than 620, you can see the
dramatic difference in the |ikelihood of default
per f or mance.

Next slide, please. Simlarly, this slide shows

how default rates on nortgage | oans increase as credit

scores fall. Specifically, this chart shows that for
every 60 points in a decrease -- a 60 point decrease in a
credit score, there risk of default doubles. If you'l

| ook at the blue line, the blue line is in fact a
geonetric curve that shows a doubling of risk every 60
points, and the red |ines are the actual default rates by
a FICO score. And you can see how cl osely correl ated
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t hey are.

Next slide, please. W have |learned fromthe
anal ysis of |oans delivered to Fannie Mae that a
borrower's nmanagenent of credit, as nmeasured by a credit
score, had little correlation with the borrower's incone.
In other words, it's just as likely for a |ow incone hone
buyer to have a high credit score as a high income hone
buyer.

Specifically, 39 percent of the borrowers whose
nort gage | oans were delivered to Fannie Mae in 1998 and
who had i nconmes of 80 percent or |ess of the area nedi an,
al so had scores over 740. The percentage of borrowers
wi th inconmes over 180 percent of area nedi an who had
credit scores over 740 was 37 percent.

| think nost of you probably know that a 740
credit score represents an excellent credit risk and an
excellent credit history, and can be used as a
conpensating factor for other high risk factors in a
nort gage | oan, such as a | ow down paynent.

Next slide, please. kay. The predictiveness
of the credit scores allows us to adopt a different and
nore dynami c view of the risk of borrowers who make | ow
down paynent |oans -- make | ow down paynents. This is a
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view of the relationship between FICO credit scores and
| oan to value ratios. Traditionally, loan to val ue
rati os have served as an inportant indicator of nortgage
default risks with high LTV | oans representing a higher
degree of default risk than low LTV | oans.

This slide shows that when you conbine credit
scores with loan to value ratio, there is an even greater
opportunity to expand home ownership. A borrower who
puts | ess than 10 percent down but has an excell ent
credit history, as here defined as a credit score above
740, is less likely to default than a borrower who puts
30 to 40 percent down with a poor credit history.

These nunbers in this chart -- these are
rel ati ve nunbers. W use as the nunber one what we cal
an average |l oan, which is indicated -- you can see the
one inred in the mddle, which here is aloan with a 76
to 80 LTV and a credit score between 660 and 699. All of
t he ot her nunbers on the chart are related to that one,
meani ng they performeither better than or worse than
t hat average | oan.

Next slide, please. Credit scores are an
obj ective neasure of credit risk based on information
fromcredit reports that have proven to be statistically

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g ~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

66
predictive of credit risk and | oan performance. Fannie
Mae has verified that the credit scores are predictive of
nort gage | oan performance for all |oans and for al
groups of borrowers regardl ess of denobgraphic
characteristics such as race or incone.

Next slide, please. kay. This slide
illustrates this last point. No nmatter what the race of
the borrower, the lower the credit score, the greater the
i keli hood of default. And we've done this slide over
numerous different tinme periods, and the results continue
to be consistently the sane.

Next slide, please. Let nme tell you what Fannie
Mae's policy is on the use of credit scores in nortgage
underwriting. W advise lenders that credit scores
shoul d be used as a careful -- as part of a careful,
conprehensi ve anal ysis of each nortgage application.

They should not be used in isolation or as the sole
factor in making an underwiting decision.

This is the policy that we have conmuni cated
with our custoners -- our |ender custoners -- and we've
made that point clear in our |lender letters that we' ve
i ssued on credit scoring and howto use it.

Next slide, please. Fannie Mae purchases | oans
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with credit scores bel ow 620. W do not prevent |enders
fromdelivering these loans to us, nor do we nake them
re-purchase these | oans sinply because the credit score
is below 620. Qur nortgage scoring nodel devel opnent
data sets, the data sets for the scoring nodel, include
| oans with scores bel ow 620, nmaking it possible for our
current nortgage scoring nodels that we use in Desktop
Underwiter to accommobdate these | oans and accurately
assess their risk.

Deskt op Underwriter will underwite and approve
| oans with scores bel ow 620 and does so. In our letters
to I enders on credit scoring, we have provided specific
exanpl es of situations in which it would be acceptable to
sell us loans with credit scores bel ow 620.

Next slide, please. kay. Over the past
several years, Fannie Mae has devel oped and made
avai l abl e to nortgage | enders our autonmated underwriting
system cal | ed Desktop Underwriter.

Next slide, please. Desktop Underwiter has
been designed as a decision support tool for lenders. It
hel ps reduce origination tine and costs through
streanl i ned processes and opportunities to re-engineer
wor k fl ow.
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For exanpl e, Desktop Underwriter facilities
poi nt of sale underwiting decisions. Desktop
Underwiter also hel ps | enders nake nore consi stent,
obj ective and accurate underwiting decisions. However,
just as with credit scores, the use of Desktop
Underwiter is neant to conplinment the underwiter's
judgment. It does not replace the underwiter's
j udgnent .

Deskt op Underwriter perforns a conprehensive
ri sk assessnent of each |oan application. This risk
assessnment is nmuch nore conprehensive than a credit
score. It is based on the nortgage scoring nodel
conmbined with the rules taken from Fannie Mae's selling
guide to determine |loan and borrower eligibility.

Next slide, please. Desktop Underwiter, or DU
as we call it, issues one of three reconmendations for
nost | oans. An approved reconmendati on, which neans t hat
the | oan neets Fannie Mae's credit underwiting
gui del i nes and does not need further review by an
underwiter. A referral recommendation, which neans that
the |l oan may need Fannie Mae's credit underwriting
gui delines, but it needs to be reviewed by an underwiter
for that determne. Referral with caution
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recommendati on, which neans that the | oan does not appear
to meet Fannie Mae's credit underwiting guidelines, and
it nmust be reviewed by a human underwiter.

And it is in fact the referral and referral with
caution loans that we | ook to our |ender partners and
underwriters to work with. That's the nessage we send.
Don't deny it; work with the loan. Those are the | oans
t hat need extra attention.

Next slide, please. Desktop Underwiter does
not approve or decline loans. Underwiters nake those
deci sions. Fannie Mae has not used any prohibited
factors, such as race, age, gender, color, religion,
national origin or marital status, as characteristics or
risk factors in the nortgage scoring nodels or risk
assessnment rules in Desktop Underwiter.

Next slide, please. As part of our ongoing
effort to validate that our scorecard works in our
nort gage scoring nodel, we consistently | ook at
performance. Now, this slide -- this chart shows the
per cent age of |oans that becone seriously delinquent, and
that means they' ve m ssed three paynents, by the age of
the | oan and the DU recomrendati on.

Now, the reason why we | ook at serious
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del i nquenci es as opposed to defaults is that we don't
have enough tine or history yet with our |oans that have
been delivered after having been underwitten in Desktop
Underwiter. You need several years of history with the
| oans -- seasoning with the loans -- to really track
defaul t perfornance.

So we're tracking delinquency performance right
now, and a | oan that m sses three paynents is considered
a high risk loan for foreclosure and default. After 12
nmont hs the percentage of the serious delinquencies is
nore than six tines greater for the | oans designed refer
with caution than for the | oans recommended for approval
i n Desktop Underwriter.

Next slide, please. Desktop Underwiter
eval uates the information in a nortgage application based
on factors that have proven to be statistically
predictive of credit risk and | oan performance. DU
eval uates the information in each nortgage application
the sane way each tinme, consistently, objectively and
accurately, and without regard to the denographic
characteristics of the borrower.

Next slide, please. Desktop Underwiter does
not use -- and | nentioned this before -- any of the
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characteristics such as race, age, color, religion,
national origin or marital status as factors in the
scoring nodel or the risk assessnent rules in DU. In
addition, where the borrower lives and where the borrower
is purchasing a hone are factors that are al so not used
in the nortgage scoring nodel

Fannie Mae has verified that DU s
recommendati ons are predictive of nortgage |oan
performance for all borrowers -- for all groups of
borrowers -- for all |oans and regardl ess of
characteristics such as race and i ncone.

DU provi des opportunity for expansion or
br oadeni ng of the nmarket by |ooking at an array of
factors that can conpensate for other high risk factors
in the loan. Wen used properly, and when the
information in the credit report is accurate -- and |
want to enphasis that -- credit scores and nortgage
scores and automated underwiting support consistent and
obj ective underwiting decisions.

And when you | ook back at where we've cone, for
years we've used human underwriting and manua
underwriting. And it is ny opinion that manual
underwriting creates a greater opportunity for
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di scrim nati on because of the subjectivity associ ated
wi th manual underwriting. One of the benefits of using
credit scoring and using nortgage scoring is it does
provi de an objective analysis of the likelihood of

default or the credit risk of that particular borrower or

| oan.

And t hat concl udes ny renarKks.

MR. MEDI NE: Thank you very, very nuch. Let ne
just -- if I could just ask a quick question -- and Pete
eluded to this earlier -- about the conparative benefits

of judgnmental versus credit scoring.

You nentioned one benefit in terms of the
possibility of injecting discrimnation into the process?

M5. JOHNSON:  Um hum

MR. MEDI NE: Have you al so anal yzed whet her
certain people are nore likely to qualify for, say, a
| oan under a credit scoring systemthan under a
j udgnmental systen? In other words, does it benefit nore
borrowers to be scored than to have been subject to a
j udgnment al systen?

M5. JOHNSON: | think if used correctly. Again,
the way we recomrend that scores and nortgage scoring is
used, is to really take the loans that are sort of the
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easi er ones to do and put those aside, and really work
with the |loans that are the harder |oans. And what we've
found is that when you conbine credit scoring and ot her
factors to get a nortgage score, that you actually have
i ncreased your opportunities for naking | oans to nore
borrowers.

Specifically to your question, David, when we
| ooked at the slides around the conbination of LTV and
the FI CO score, and that, you know, a 10 percent down
nortgage was in fact performng better than sone that --
where soneone may have put down 20 or 30 or 40 percent,
when you overlay credit scores on top, | think that gives
you an exanpl e of the opportunity that exists to expand
t he nunbers of | oans one can nake.

Because no |longer is a | ow down paynent |oan by
itself the highest risk alone in the bucket. And in
fact, it may be -- there may be plenty of opportunity to
expand into, you know, a greater population of |ow down
paynent |oans by using credit scores as a conpensating
factor.

MR. MEDI NE: Thank you very much. And Peter is
noddi ng, so why don't we turn next to Peter Mahoney, who
is the Associ ate General Counsel at Freddie Mac. Peter
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is responsible for legislative and regulatory matters,
with a particul ar enphasis on housing policy and fair
| endi ng i ssues at Freddi e Mac.

He's a frequent speaker on housing, fair |ending
and community reinvestnent issues, and has published

several articles on community reinvestnent and housing

i ssues.

MR. MAHONEY: You can stop readi ng now.

MR. MEDI NE: Thank you for joining us.

MR MAHONEY: That's the whol e version there.
It goes on. |[|'ve got a hone page that's got the whole

thing, rotating head and everyt hing.

(Laughter.)

MR. MAHONEY: |'mgoing to stand up, because |
tend to have a |l ot of nervous tics, and so this hel ps ne
get rid of it. 1 ran for an hour this norning. But this
is a pretty big group, and it's also a very inpressive
group. | recognize a lot of the experts in the industry.
A lot of regulators. So I'll stand up and nove around a
little bit and give the canmeraman sonething to do here.

It doesn't surprise me. Pamand | didn't really
get a chance to tal k about our presentations too mnuch,
because we are fieriest conpetitors and this is the FTC,
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and | didn't run the risk of an antitrust violation. But
| doesn't surprise ne that Fannie and Freddi e are saying
sone of the sane things. So ny presentation may trod on
alittle bit of the same ground, so I'll try to go
qgui ckly over those issues.

| thought since | knew | was going second and
that Pamis so confident and well spoken and does such a
great job, that she would hit sone of these highlights,
so that | could naybe concentrate on sonme of the touchier
guestions regarding the use of credit scoring in nortgage
| endi ng, and particularly focus on what we think of as a
| ot of the questions we've heard since 1995 when we first
started tal king about this, a lot of the questions that
we' ve heard fromthe comunity.

We do do a lot of talking and then |istening
about credit scoring. And we've heard kind of the sane
guestions over and over, so | thought I would put
t oget her for you, as soon as M. Clark is ready -- you
can roll the next one. This is a logo that | have to put
on everything | do.

The nyths associated with credit scoring -- and
| didn't bring copies of this handout, but David Jam son,
who is a legal intern with us this sumer from Howard Law
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School, is the designated person to whomyou give your
busi ness card or your web address or whatever, and we'll
get a copy of this to you. In addition, we had sone
materials out front. There is a report that we did in
1996 on automated underwiting, and issues regarding
fairness and consumer issues. | think those copies are
all gone, so we can get a copy of that to you if folks
have not already seen that.

Let's go through these nyths as quickly as
possi ble. You can go ahead and roll through. These are
the ten nyths, but | think I'Il just get to themas we
go, because | know we're constrained for tine. And | do
give you an instruction to cut nme off, because | am
lrish.

Go to the next slide. MWth. Only one type of
credit score is used in nortgage lending. | think, as
Pam aptly pointed out, and | think Pete pointed out the
sanme thing, there are a lot of different types of credit
scoring nodels that are used in the nortgage nmarket.
Pete tal ked at | ength about FICO scores. The Fair, |saac
score uses only what is in one of the three national
credit repositories. So it is only going to deal with
credit performance of a consumer. It doesn't include
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kind of personal type of information, etc. It also
doesn't include attributes that are uniquely associated
wi th a nortgage | oan.

Most nortgage | enders want to know how much
you're going to put down for the house and what the
collateral value of the house is. They're going to want
to know what type of |oan you're looking for. Is it a
one year ARM? That's riskier. 1Is it a 30 year fixed
rate nortgage loan? That's less risky. They' re |ooking
for characteristics beyond your credit and paynent
record.

FICO only | ooks at credit and the paynent
record. W have our own team of crack scientists at
Freddie Mac. W have just -- our Chairman is an
econonmi st. He buys econonmists. W have so many
econoni sts, you wouldn't believe it. W have a huge
group of fol ks who do nothing but estinate scorecards al
day at Freddi e Mac.

And we have built our own custom nortgage
scoring nodel, and we have deployed it in a systemcalled
Loan Prospector. It was the first automated underwiting
system nmade avail able broadly for nortgage | enders, and
it is a service that uses a custom nortgage scoring node
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that is based not only on the information that is in a
credit record kept at the repositories. W go and get
those and bring themin. But it's also based on a host
of other variables that 1'Il discuss with you in a few
nonment s.

kay. We strongly endorse the use of automated
underwriting. W think that's kind of the A way to
underwrite nortgage | oans today. However, for |enders
who are still using manual underwiting systens -- in
ot her words, they're still going down their kind of
witten checklist and qualifying people kind of the old
fashion way today -- we strongly recomrend that they al so
pull a generic FICO score fromeach of the three
repositories.

And then we tell themto throw out the high one,
throw out the | ow one, and use that m ddl e one as a good
benchmark for getting you into assessing soneone's credit
wort hiness. Like Pamsaid, we tell people don't use it
exclusively. But we think it can be used as one tool in
t he manual underwiting process.

kay. Second, credit scores make | ending
deci sions. And the question David asked | was interested
in, because the fact of the matter is, credit scores are
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atool. It's |like going to the gas station and sayi ng,
you know, is ny battery fluid ow. And they put
sonething in and a little dial shuts up and says
zzzzzzzz. You know, that's the score of your battery.

That's not going to fix anything. That's not
going to make a |l ending decision. That's not going to do
anyt hing for anybody. It is sinply a ranking tool. And
once the result of the credit score is nade available to
sonmeone who has noney in their pocket, then the |ender
makes a decision on the basis of the information they' ve
| earned fromthe credit score and from ot her things.

How | enders -- and | include Freddie Mac and
Fannie Mae as a lender. How we apply credit scores, what
deci sions we make in using credit scores, and how we
deploy them that is where you get all of the questions
about what is the effective inpact of credit scores. |Is
it constricting credit, or is it going to expand narkets.
And 1'Il talk a little bit nore about that |ater, but I
did want to drive that point horme.

Now, what it does do, is it permts you when
you' re maki ng decisions to do them consistently and
objectively without bringing into account other factors
that may raise significant issues about intentional bad
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will toward a particular applicant.

Credit scoring nodels are a black box and we
don't know how they work. Well, | would beg to differ
with that, and I think this is probably one of the nost
controversial nyths. A lot of people are going, well, |
still don't know how they work, okay. So credit scoring
nodel s rely on common and publicly avail abl e vari abl es.

Pete went through, and Pamtold you, page 24 of
Pete's slide presentation, that shows you the type of
vari ables that are used. And by variable |I nean just an
input in the FICO generic bureau score. GCkay. Now, you

can get better than that. You can contact each of the

three repositories, and they will give you a list of the
f eedback nmessages -- and there's a long laundry |ist of
them -- that each of the three repositories use when they

send a credit score. That gives you a very, very good
i dea of the type of information that the Fair, |saac
nodel is |ooking at when it creates one of these generic
credit scores.

In addition, Freddie Mac has published
i nformati on about the variables that we rely on. W rely
on all those credit inputs. W also use |oan deval ue,
whi ch is how nuch noney is someone putting down on a
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house. That's a very, very powerful indication. If
soneone has one percent down on a house versus 40 percent
down on a house, they're going to have a very different
risk profile. And we use a |ot of other kind of nortgage
rel ated factors.

Let nme point out one thing, though. Wth all
due respect to Pete, on page seven and eight of his
presentation, he listed a bunch of potential application
type variables. And | just want to state categorically
for the record that Freddie Mac does not use in any of
its customscoring nodels tinme at present address, tine
at present job and residential status. W don't use age.
We don't use incone. W do not use, do you own or rent,
years at address, occupation or any of that stuff.

M5. JOHNSON: Ditto for Fannie Me.

MR. MAHONEY: COkay. | just want everyone to get
that dowmn. We're aware of sone factors. A first tine
home buyer is a predictive factor. W don't use it,
because our statutory purpose -- one of them-- is to
expand home ownership opportunities for people who want
to go fromrenting to owning. So we don't use that.

And even our witten underwiting guidelines
have been nodified heavily in the last ten years to
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el imnate sone of those old custons and practices of
nort gage underwiting, and to say, don't |ook at how | ong
sonmeone has been on a job. Look at what their incone
projection is for the next couple of years. That's kind
of the way we | ook at things.

kay. W can go to the next one now. This
gives you a little snapshot of how the credit score node
that we deploy in Loan Prospector works and how it's kind
of related to standard, traditional underwiting criteria
for nortgages. W use collateral, down paynent. W use
credit reputation, history of repaynent, current account
bal ances, inquiries and new accounts. The sane kind of
thing that a FI CO score neasures.

We use a debt to incone ratio. We |ook at how
much cash reserves you have when your down paynent is
done and you've closed your deal. Those factors are then
cooked in a big mathematical equation, with guys and gals
in white lab coats. And | don't understand them and |
don't get any of it.

But | do understand what the variables are, and
| understand that what they produce then is a set of
inputs that creates a very conprehensive statisti cal
profile of how -- what your odds are of defaulting on
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your nortgage in the future, based on the information
going in conpared with this very wi de range of other
folks. And it's as sinple as that.

Now, credit scores are not based upon a
representative population sanple. | think this is an
issue that's largely going to be going away, because we
have confirmed that generic credit scores -- the stuff
that's in FICO scores that we've recommended -- are based
upon a representative sanpl e based on sone of the stuff
that Pete showed you, which is that there is a 6.7
percent on mnority area representation versus an 8.3
percent of the overall population. W think that's very
good, given how nmany fol ks have credit records, etc.

For our own custom nortgage scoring nodels, we
have ensured that there is a representative sanpl e used.
We | ook at denographic characteristics. W |ook at
geographic characteristics to try to nmake sure that when
we're kind of creating the sanple fromwhich we build the
scorecard that those kind of factors are used.

But the proof of the pudding is in the tasting.
And the representative -- we believe representativeness
is best denonstrated by the fact that, as I'll show you,
credit scoring nodels that we use are predictive for
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t hose nei ghborhoods and for those fol ks, and therefore we
think that that is a very strong indication of fairness
in the fact that it's taken into account on enough
different fol ks' behavior.

Credit scoring has not been independently
validated. That is not an accurate statement. The
Federal Reserve Board -- actually Bob Avery is here, and
you can ask himabout this. They obtained sonme credit
scores. They tested it against |ow incone popul ations,
as well as a broad sanple of populations. Their findings
were published in the July 1996 Federal Reserve Bulletin.
I|"mstill | ooking for ny autographed copy.

Recently -- very recently HUD econom sts have
been working for a couple of years with Fair, |saac on
estimating their own scorecard based on FHA borrowers.

FHA borrowers, as you know, tend to be much | ower
income and to have a higher concentration of mnority
househol ds, particularly African Anerican and Hi spanic
househol ds.

They recently reported at a Fannie Mae research
round tabl e that nortgage scorecards are successful in
predicting risks for FHA borrowers. There is also
evi dence that nortgage scorecards are predictive within
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subgroups such as | ow inconme and mnority borrowers. And
that's an article that was put together by three
econonmists at HUD, so that's a very strong, independent
corroboration.

And then we've published our own stuff, which
told you about, this automated underwiting report which
came out in 1996. And |I'm about to show you sone
addi tional information.

Credit scoring is unfair to |l ow and noderate
i ncome borrowers. Now, Pam showed you her statistics,
and mne don't |ook much different. W both buy mllions
of | oans, so they probably wouldn't | ook different.
Actual |y, FICO scores and Loan Prospector scores that we
have do not vary nuch by incone. And I think the reason
why is that inconme is a very lousy proxy for wealth
There are people who live in Beverly Hlls who are | ow
and noderate inconme, because they live in a census track
t hat happens to be very high incone.

So inconme is a -- as Pete said is a notoriously
difficult thing to neasure. So while we take sone
confort fromthe fact that we think across -- you know,
we try to drill down into that and confirmthat our
scoring nodels work for truly |ow inconme nei ghborhoods
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where the median income is very low, and they do. But |
guess what |'m suggesting is they're flat across the
board, sinply because inconme is a notoriously difficult
thing to track.

And now |I'm going to show you a picture. Yeah.
This is based on our 1994 nortgage purchases. This is a
Loan Prospector scoring nodel, okay, and what we did is,
we just cut this thing up into tenths. And we're show ng
you, these are the high risk guys over here, and these
are the low risk guys over here as identified by our
scoring nodel, and these are the actual default rates.
kay. This is from 1994, and we neasured this earlier in
1999. Over a mllion loans. And these are |ow incone,
m ddl e i ncone and high incone folks. And | can define
that for you if you want ne to, but trust ne.

And what you're seeing is a very, very simlar
di stribution, okay. So the folks that are identified by
our nodel as low risk, actually are barely defaulting.
Those folks in the |ast three buckets particularly, very
high risk and very high default rates. Anyone in the
nor t gage business knows if you're approaching an ei ght or
10 percent default rate, you're in a lot of trouble.

Next one. The next nyth is that credit scoring
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is unfair to mnority borrowers. | would like to put on
the tabl e once again and enphasi ze sonething |I think we
| ooked past. Over the last ten to 15 years the industry,
with a lot of help from public policy and housing
advocat es, has made an enornous anount of progress in the
way we treat a broad cross section of borrowers who want
to purchase a home. W have nmade enornous strides, and
there is a lot of statistical evidence to back that up.

And | think that one of the things we |oose
si ght of when we tal k about credit scoring and the
progress we've made, and how rapid technol ogi cal change
is, is that we're saying, you know, oh gosh, you know, |
have problens with credit scoring. WlIl, the solution
woul d be to go back to the way we used to be doing it,
where you had a single | oan officer kind of deciding
whet her a person got a loan. | don't think anyone wants
t hat system

Now, as to the statistical results, again
credit scores very accurately predict borrower default,
regardl ess of race or ethnicity, and in our view again,
ensure a |level playing field.

We can go to the next one. Again, this shows
you t he denpgraphic results. This is 1994 borrowers.
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This is just a sanple. But | can tell you that |I've seen
a lot of sanples and this is quite representative of the
African Anmerican househol ds, Hi spani c househol ds and non-
m nority househol ds.

Now, you do see a slightly higher default rate
as you get really all across here. And again, what
accounts for that, I"'mnot conpletely sure. | believe
it's a wealth factor. If | have an inconme of $150, 000
and you have an income of $150,000, but I'mthe first
person in ny famly that ever went to college and I'm
supporting my grandnother, ny nother and |'m hel pi ng out
over famly nenbers, if | lose my job, I'"mgoing to have
a higher likelihood of defaulting.

If I make 150 grand and | |lose -- | have the
sanme inconme as this other person. | lose ny job, but I
can call up ny nother and say, hey, can you give ne
$5, 000, | need to nake some nortgage paynents and pay mny
credit cards, those are the kinds of things that we
really can't measure by inconme statistics. But | think
they do have a profound effect on sone of these results,
and it is a generational issue that, you know, God
willing will obviate over tine.

Go to the next one. Here is a nmyth that | --
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you know, | hope people recognize. Credit scores are
al ways predictive for every single person. That is not
true. And so | know we're going to hear from sone folks
who believe that credit scores were not fair and that
there were perverse results created by use of credit
scori ng.

| amnot up here to attenpt to deny that there
are fol ks who could pay off a hone nortgage | oan or sone
ot her trade account, and the credit score may indicate
that they are higher risk than they believe thenselves to
be or that some other piece of evidence they have woul d
indicate. There are inaccurate credit records out there,
and the FCRA and other statutes are there to correct
t hat .

But even beyond that, a credit score is sinply
going to say your odds versus a bunch of other people
across the spectrumor that you're a higher risk. And
that is not a noral condemation of those folks. It is
what we believe to be a very accurate picture. And so
again, all that we're saying is that credit scoring
i nproves the odds that we're going to get it right, okay,
in predicting nortgage perfornmance. Moreover, we believe
that over tinme our nodels will get better. W're
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collecting nore and better information on folks, and this
first generation of nodels should not be thought of as
fixed in stone.

Peopl e without credit scores cannot obtain a
nortgage. As Pamsaid, that's just not true. W buy a
| ot of below 620 FI CO scores. That numnber comes fromthe
industry letters that Fanni e and Freddi e published in
1995, and sone fol ks had believed that | enders were going
to turn that into kind of a bright |ine bel ow which you
are sent into the darkness to wail and gnash your teeth.

But we buy a lot of particular |oans that have
gone through automated underwiting. W will balance off
the risks, and if sonmeone has a dinged up credit record
indicated by a credit score, that can be offset by
conpensating factors. In addition, if there are
particular life circunmstances when we refer the |oan back
that a borrower can work through with the | ender, we wll
buy those | oans.

We have a | ot of underwiting guidelines
designed to deal with extenuating circunmstances and
difficulties inlife history that nean that a credit
score is not indicative of the actual future nortgage
performance. And we take those seriously, and we buy a
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| ot of nortgage | oans on that basis.

Now, we also work with a |ot of people. | know
Marcia Giffinis here. | don't see her, but | know
she's here from Hone Free USA. We work with a | ot of
credit counseling agencies and housi ng counsel i ng
agencies. And again, people can reestablish credit or
establish credit for the first time within a couple of
years, and that to ne is one of the best roads to go,
which is get a good track record and then get the
responsi bility of hone ownership under your belt.

Next slide, please. Okay. And finally, credit
scoring reduces the availability of |ow cost nortgage
credit. | can tell you that there is an article right
here that David actually pulled off the Lexis/Nexis for
me, which estimated that the efficiencies of autonated
underwriting systens have cut costs for originators which
have been passed onto consuners in the formof |ower fees
and points at closing.

And this guy from Nomura Securities, whoml|l've
never met, said that closing points and fees in July of
| ast year on a 30 year nortgage averaged 1.1 percent
versus 1.6 percent in 1993. GCkay. So points have gone
down. Cosing points have gone down. It takes four
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m nutes to approve a nortgage | oan application now,
whereas in 1993 we were still dealing with a couple of
weeks for many applicants, okay.

We're tal king about efficiencies. W're a nmacro
econom ¢ deal, Freddie and Fannie are, and what we're
trying to do is make the systemnore efficient. And
scoring allows us to bring technol ogical efficiencies to
bear. And we can predict risks, which nmeans we can creep
down on that risk spectrum W can offer our |ow cost
financing to nore people because we understand their
risks.

And we're doing that right now W' re buying
| oans right now today that are under automated
underwriting that are scored that a year ago or two years
ago woul d have been called A mnus. And those people
have a | ower nortgage interest rate because of our
ability to tap | ow cost funds.

So we believe that over tinme credit scoring wll
dramatically -- dramatically -- reduce costs, and that
nost of the fol ks who have been shut out of the prine
mar ket and into the sub-prine market are a
di sproportionately higher share of those are | ow i ncone
and mnority folks. So our fervent belief is that this
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is an excellent and prom sing devel opnment for nortgage
mar kets and that scoring properly understood is a great
tool to achieve our objective of expandi ng nmarkets.

And that's all | got. Thank you.

MR. MEDI NE: Thank you very much for your high
energy presentation. W next turn to Carroll Justice
fromFT Mortgage. Carroll began his nortgage banking
career in 1984 and is currently Executive Vice President
at FT Mortgage Conpani es, where since 1992 he has served
as head of Secondary Marketing with responsibility for
i nterest rate managenent, private investor applications,
and private investor and agency rel ations.

Carrol | ?

MR. JUSTICE: Thanks, David. Good norning. |
want to thank you all for the opportunity to allow FT to
tal k about an issue that has becone very critical and
very beneficial to our industry.

FT Mortgage Conpanies is a Dall as-based
residential A quality nortgage lender. In 1998 we
originated roughly 24 billion dollars in nortgage | oans.
We have 167 offices in 31 states. Qur originations are
55 percent retail and 45 percent whol esale. W service
loans in all 50 states. W have over 450,000 |oans in
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our servicing portfolio.

Si xty percent of our |oans are sold to Fannie
Mae and Freddie Mac. Twenty percent of our |oans are FHA
and VA | oans and are securitized in G nny Mae Mrtgage
Back Securities. And the remaining loans are sold to
private investors. As a typical nortgage banker, 100
percent of our |oans are sold into the secondary narket.
We portfolio no |loans that we origi nate.

We began using credit scores, and in our case
FI CO scores that we tal ked about this nmorning, with the
rel ease of Freddie Mac's Bulletin 96.6 in Septenber of
1996. Wth this Bulletin Freddie Mac strongly -- and
"1l enphasize that -- strongly recommended the use of
credit scores on all loans we sold to them Fannie Me
qui ckly foll owed suit, and now all of our significant
investors require sone formof credit score usage. That
is, with the exception of FHA and VA

Now, to facilitate | oans noving from one program
to anot her, even though all of our investors don't
require them we require a FICO score as part of the
credit report on the loans we originate. Now, if a
credit score is in dispute or not avail able, we use other
credit information and totally disregard the credit
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score.

D sputed credit scores represent basically one
percent of our originations. Loans with no credit scores
are roughly one to two percent. So in effect we're able
to generate a credit score of sonewhere between 97 and 98
percent of the | oans that we originate.

Now, besides neeting investor requirenents, we
al so use credit scores because we found themto be a very
good predictor of credit quality. To validate this, we
took a | ook at our 1998 originations. And what we did,
is we | ooked at those | oans that went 90 days into
default within the first 12 nonths or origination. Now,
we picked 90 days, because it's a very significant |evel
of default in a very short period of tine.

In | ooking at these |oans, we went into our
servicing systemand tried to nake sure -- or | shouldn't
say tried. W made sure there was no noi se com ng out of
our servicing system such as |oan not being set up
properly or the borrower not receiving coupons. Any
reason or any tine the loan went into suspense in our
servicing system we threw that |oan out.

Looki ng at that population and that criteria, we
found that | oans with FI CO scores bel ow 585 were ten
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times greater to go into a 90 day default rate in the
first 12 nonths than |loans with FICO s of 660 or higher
Loans with FI CO scores between 585 and 620 had a seven
times greater probability of going into default.

Now, when you consider the cost of default
services for a nortgage banker like us, it can be as high
as 40 percent of the cost of servicing. The average
servicing cost probably runs between 60 and 70 dollars a
| oan per year. W, with over 450,000 |oans in our
servicing portfolio, think that credit quality is a very
important itemin our originations.

A third reason for using credit scores is that
they are a critical conponent of automated underwiting
systens. Wth the introduction of Fannie Mae's Desktop
Underwiter and Freddie Mac's Loan Prospector, nortgage
| enders had new tools that allowed themto use the power
of the computer to analyze a very conplex credit and
collateral decision that was required to make a sound
credit decision.

Bef ore automated underwriting, manual processes
foll owed rul es based nodels. |If the loan didn't fit the
rules, it could get rejected or at |east covered up with
paper to cover the underwiter's decision. This not only
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increased the tine and the cost to originate a loan, it
al so increased the probability the | oan coul d get
rej ect ed.

After using automating underwriting systens for

two years, it's our experience that AU -- or automated
underwriting -- nakes it easier to get a loan. It not
only reduces processing and underwiting tines. It

reduces docunentation requirenents and al so nakes a
better credit decision than manual processing and
underwriting. You know, the additional docunmentation
that's required of traditional underwiting by itself can
cause borrowers to becone di scouraged and perhaps even
gi ve up on the process.

In 1989 we pioneered a limted docunentation --
alternative docunentation is probably a better term-- an
alternative docunentation quick closing system W did
this with the approval of Fannie Mae and Freddi e Mac.

What we had found that caused us to do this, is that our
industry typically nmade the | oan process and underwiting
requi rements a very onerous process for nost borrowers.
And we deci ded that whatever we could do to reduce the
docunentation and the tinme required would inprove the
i kelihood that nore borrowers would get |oans.
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Roughly -- or currently, | should say.
Currently roughly 80 percent of our |oans -- of our
conventional loans -- go through DU or LP. W do not

have a proprietary systemof our own. W are currently
using LP on our FHA and VA | oans, and we were one of the
pilots for the Fannie Mae DU system for FHA | oans.

Now, in addition to the agencies, many of our
nonconform ng i nvestors accept DU or LP for loans sold to
them or they at |east have their own proprietary system
What we' ve seen over the last two years is a w despread
expansi on of automated underwiting throughout the
nortgage finance industry. And a critical conponent of
t hat automated underwiting has been the use of credit
scores.

| want to stop here just a nonent and ki nd of
expl ain how we use credit scores, or how we use DU and
LP. We gather the information. |If a loan is an accept
on either of the systens that we use, the loan is
automatically approved. |If a loan is a caution or a
reject, it then goes through our manual underwiting
process. \What the automated underwiting system does for
us on the caution loans, is that it allows us to focus on
a specific area and nmakes the process nuch easier to
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deci de whet her or not we have a good credit or we have a
bad credit.

Now, | understand that many of you question the
use of automated underwiting and credit scores because
of their potential for disparate treatnent. CQur
experience does not support your concern. W found a
five to ten percent increase in the nunber of high risk
| oans that get approved with the use of autonated
underwriting. W believe this is due to the systenis
ability to exanmine all data avail able and qui ckly conpare
conpensating factors. A human underwriter using
traditional rules based systens can't nmake the sane
conpl ex deci sion on what has historically been a high
ri sk | oan.

At FT the credit score is usually the -- the
credit score is usually first available at the tine of
underwriting when the credit report is ordered.

Technol ogy constraints currently restrict us from vi ew ng
it at the point of sale. 1In spite of this, we are,
however, noving towards a point of sale autonated
origination system In the future many of our custoners
will know their rate, price and underwiting decision
when they nmeet with a | oan officer.
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Now, the inportant point to remenber here is not
how t echnology is going to be used. However, it is that
we don't use credit scores to pre-qualify, but rather as
a part of the total credit picture. Credit scores are
used at the underwiting decision point, not to pre-
screen applications. No borrower at FT is denied a | oan
because of a credit score. As | said earlier, if there
is any question about the validity of a score, or no
score exists, we manually underwite the | oan using
traditional credit information.

Now, to answer how these disputed | oans or no
credit score |loans perform we' ve also | ooked at that.
And what we have found is that borrowers with no credit
score have this 90 day, early paynent default rate,
slightly worse than our average EPD rate. Borrowers with
incorrect or disputed scores have default rates roughly
equal to those default rates on borrowers with FI CO
scores |l ess than 620, or roughly seven tinmes our 660
rate.

Now, in addition to not using disputed credit
scores, we don't have cutoff levels on FICO scores for
our |l oan products unless the investor requires it. For
conventional or FHA |loans with FICO s under 585 that are
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manual |y underwitten, we do require two |evels of
underwriting approval. That's not only to make sure
we're getting a good loan, but it's to nake sure that we
don't have disparate treatnent agai nst sonebody who has a
| ow FI CO score. |If DU or LP approves the |oan, we accept
t hat approval, even though it may have a | ow FI CO score,
wi t hout any further underwiting.

After using credit scores for roughly three
years, we have nade the follow ng conclusions about
credit scores and automated underwiting. Credit scores
have hel ped us identify superior quality |oans, and
therefore will help control future servicing and
origination costs. This will help us | ower our overal
costs to produce and therefore our pricing to customners.

As Peter pointed out, we feel that the | ower
costs -- lower operating costs associated with credit
scores and automated underwiting will be passed on
directly to the consuner. For those of you who are very
famliar with nortgage bankers, you'll know there are no
subsidies that we don't like. |If we have an opportunity
to pass it on to the borrower, we're going to pass it on
to the borrower primarily for conpetitive reasons.

We have found that a hi gher percentage of our
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high risk applicants are being approved because of a
conbi nation of credit scores and automated underwiting,
because this provides a superior credit, analysis and
underwriting decision to manual underwiting.

We now | ook at credit differently than we used
to. We used to just consider paynent histories. Now,

t he amount, frequency and recent use of credit are just
as inportant, if not nore so. W now have a credit
nmeasure that hel ps us equate credit quality with the cost
of default. Credit abusers will be penalized by driving
up the cost of housing for thenselves. Credit scores
will help us devel op an autonmated risk-based pricing
nodel that will allow nore credit to becone available to
hi gh ri sk borrowers.

And finally, the use of credit scores in
conjunction with automated underwiting will help | enders
beconme nore efficient in making | oans, investors nore
efficient in providing funds for the housing industry,
and inprove the ability of borrowers to get housing
credit.

Thanks.

MR. MEDI NE: Thank you. Peggy?

(Appl ause.)
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MR. MEDI NE: Peggy Twohig is the Assistant
Director for Financial Practices, has a question for
Carroll .

M5. TWOHIG Carroll, | just wanted to make sure
| understood correctly one thing you said. D d you say
you do not use credit scores at the pre-qualification
stage at all?

MR JUSTI CE: No.

M5. TWOHI G You do not?

MR JUSTICE: No. Wat we've found, Peggy, is
that with a | ack of technology to be able to deliver a
credit score into the origination process, we found that
we're better off using it as part of the total credit
report and using it in conjunction with autonated
underwri ting.

M5. TWOHIG  So your pre-qualification decisions
are judgnental only?

MR. JUSTICE: Yes. For the nost part they are.

M5. TWOHIG  Ckay. And do you know if that's
typi cal anong | enders?

MR JUSTICE: |'mnot sure if it is or not.

M5. TWOHIG  Ckay. Thanks.

MR. MEDINE: GCkay. | want to thank Pam Peter
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and Carroll for excellent presentations. W're going to
take a 15 mnute break and resune with consuners
experiences with credit scoring. Thanks again.

(Brief recess.)

M5. TWOHIG As David nentioned, ny nane is
Peggy Twohig. 1'mone of the Assistant Directors with
the Division of Financial Practices with the Federal
Trade Conmi ssi on.

Good norning everyone. | have the pleasure of
i ntroduci ng sone panelists who are going to tal k about
sonme of these issues fromthe consunmer perspective. W
had excell ent presentations this norning about what the
perspective is on credit scoring fromthe industry's
view, what credit scoring is and howit's used in
nortgage | ending. And junping ahead, also we heard sone
per spectives that address sonme of the issues we're going
to tal k about this afternoon. And that was very hel pful
in laying the ground work.

So now we would Iike to nove to credit scoring
fromthe viewdoint of consumers and those that help
consuners with nortgage lending. Is anything wong with
this picture? What are the questions? Wat are the
concerns? What are the issues that they see in credit

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

105
scoring?

And we're going to let our three panelists
speak, and then we would |ike to open it up to you all.
W are running a little bit late, but I think we can
still accommodate questions and issues raised by the
audi ence. Qur purpose here in this session this norning
is to raise the issues -- ask the questions and get al
the issues and questions out on the table. And then this
afternoon we'll try to nake sure that our panelists
address those questions.

Qur first panelist on this panel is Sim Batra,
who is representing hinself as a consunmer who first
encountered credit scoring several nonths ago when he
began t hi nki ng about purchasing a hone. Sim?

MR. BATRA: Good norning. First of all, | want
to put a disclaimer here. | speak for nyself, not for ny
enpl oyer on this matter. | don't expressly represent his
Vi ews.

| am pl anni ng on buying a house in the District.
And about a year ago -- alnobst a year ago | ordered ny
credit reports. Everyone tells ne, clean up these things
way ahead of tine. It takes a while. Look for
i naccuracies. And | did that. And it wasn't such a
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t ough endeavor cleaning up the credit reports.

But now after this process -- or nost of the way
through this process, | understand that -- | was under a
crazy inpression that a nortgage banker was going to open
up ny credit reports, go through ny paynent history here,
and ask ne questions about ny paynment history. And I
guess that's not the case.

This is going to boil down to a nunber. |'m not
sure who boils down this nunber, if it's the credit
bureau or if it's the nortgage broker hinself or herself.

But ny credit history is going to be boiled down to a

nunber . | have no idea where that nunber cones from or
what it neans. It will be rated on a scal e. | ' m not
privy to this nunber. [I'mnot privy to the scale. [|I'm

not privy to what creates this nunber.

So | neet with a nortgage broker in two days. |
guess |I'Il find out my nunber then and see if | was
successful over the last year in doing the right things
and everything I was supposed to do.

Al ong those lines, | have a few points to nmake
with regard to credit scoring. Sonme are pretty specific
and sonme are nore general. Cenerally proponents of
credit scoring have two opposing things they're talking
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about. One, they say we don't need to know the specific
factors of what goes into a credit score. |If we knew
these factors, we mght be able to mani pul ate our credit
scores and that would be bad.

But on the other hand, if a credit score is
i ndi cative of our future repaynent, how can it be so
easily mani pul ated? It doesn't really make sense to ne.
If this is supposed to be a seven year history of your
credit repaynent, and based on these solid factors and
this is how you' re going to pay your nortgage in the
future, why does it really matter if | know what goes
into a credit score then?

| shouldn't be able to change these things.

It's predictive. It's a matter of a credit card bal ance
or aratio. | nean, it shouldn't be that arbitrary. So
it's kind of -- it's an opposing thing you get with the

credit score folks.

And there are many -- one thing I'mkind of
concerned about is, | called some nortgage brokers on the
phone. | say what's your |atest balance -- or what's
your latest interest rate, and they'll say -- they'|ll ask
me the question, what's your credit score? A lot of the
nort gage brokers thensel ves have no idea that we are not
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privy to credit scores. Not only are we not privy to it,
the | aw says they don't have to give us our credit scores
specifically.

And a | ot of the nortgage brokers thensel ves
assunme that these credit scores are conmng fromthe
credit bureaus. | don't think a lot of themrealize that
t hey thenselves -- their conpany -- has ordered these
credit scores. They're paying for them And they kind
of think it comes with the consuner and we know what our
credit scores are. | nean, there's 40 or 50 credit
scoring nodels out there. | have no idea and | don't
know what ny credit scores are.

So one thing, | think part of this needs to be
education of the nortgage brokers and those fol ks. Let
t hem know t hat consuners do not know this information
We are not privy to this information.

Okay. What goes into a credit score? That's
sonmething that |I'mconcerned about. |I'mnot really
worried about my paynment history, or where |I've |ived, or
how I ong |I've been at nmy job. Things that | can't
change. More things like credit card bal ances, the
bal ance of your debt to your available credit, the nunber
of credit cards you have open.
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Over the last year in cleaning up ny credit
reports, what |'ve tried to do is consolidate my credit
card debts. You know, that departnent store thing |
opened ten years ago to get 10 percent off, | forgot |
even had it. You know, | ripped it up right away, but I
forgot it was still open. So | just wanted to close that
out .

But in doing so, the econony being so good, |'ve
gotten a hundred credit card offers in the mail with
really lowinterest rates. So what | did, was | -- like
a lot of people -- consolidated all ny debt unto one
credit card. And as |I'mgoing through this process of
consolidating ny debt, I'massum ng day by day as | cut
up a credit card, or close out one or open one to nove
it, my credit score is changing, because the ratio of ny
debt to ny available credit changes and the nunber of
open credit cards | have changes.

At sonme point in there, and over the | ast year,

| probably had an ideal credit -- an ideal bal ance of
avai | abl e debt -- debt to available inconme or credit and
the perfect amount of open credit cards. | don't know

what that perfect balance is. And sonehowthis is
supposed to be predictive of ny future repaying ny
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nor t gage.
Well, if it's so predictive -- it just seens
very arbitrary. |If | applied for a nortgage half way

t hrough this process, maybe I woul d have had the perfect

ratio then. | don't know. Maybe | have it now. | don't
know. And the point is, it's not predictive. |It's
arbitrary. It's entirely arbitrary. It's not really

based on any scientific factor.

It's sonmething you can change so easily. | can
call ny credit card conmpany tonight and ask for a greater
bal ance. You know, greater available credit. And nmaybe
they'Il give it tone. And if | do, that will change ny
credit score. |I'mnot sure that's really predictive of

anything, or it's a matter of me asking for the right

anount of -- it's just a matter of | uck.

Now, | have a couple real specific points with
regard to credit scoring. | nean really specific, and
it's part of -- | don't know what goes into the charge

cards. For exanple, American Express. These things

don't have balance limts on them Now, what are they

using for a balance. | nean, these things are getting
pl ugged into my credit score. | have no doubt, including
nmy paynment history, which is easier. [It's |late paynents
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or it's not |ate paynents.

But in ternms of your high credit limt, your
avai lable credit and things like that, |I'munder the
i npression fromlooking at ny three credit reports that
charge cards -- they use the highest anount you've ever
charged in a single nmonth and it's essentially viewed as
your credit limt. That's kind of what |'mthinking
about. \Whereas your current balance is what you have on
there now, and the difference between the two is your
avail able credit.

Now, if that's the case, that's good to know.
But maybe | shoul d have known that six nonths ago, and |
woul d have charged a whol e bunch on a charge card, paid
it off, and this nonth charged about 20 percent of that
anount, so | have that perfect little ratio that | don't
know. What if | were getting married next week and ny
charge card -- this was the nmonth I naxed it out. Maybe
| should have done it a nonth ahead of tine and then paid
it off. | don't know. It's arbitrary and | just w sh |
knew t hat .

And one of the credit bureaus does not report
Ameri can Express correctly. They do not -- what they do
is, every nonth they change -- they essentially put your
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credit -- your debt is equal to the highest you' ve ever
owed. And that's -- so it alnost |ooks Iike you have 100
percent debt ratio in there. And that's problematic if
that is going into ny credit score. | don't know,
because | don't know what goes into a credit score.

And the last specific point | want to nmake about
credit scoring is inquiries. Now, this concept is so
ridiculous to ne. And this is sonething that |
encountered and it was very problematic. | opened up ny
credit report and there were like 20 inquiries for auto
i nsurance. | nean, | nust have called every 800 nunber

saw a comrercial for on TV to get the best auto insurance

rate, not knowing -- no one told ne, by the way, this
phone call will |ower your credit score. This phone cal
will lower your credit score. | wish | had known that.

Inquiries are treated as applications for
credit, whether or not you were just inquiring in a
dictionary sense as to just asking a question, what is
the rate you will give ne, as opposed to actually I
applied for credit. WlIl, I'"'mnot applying for credit.
| just want to know what's the rate you're going to give
ne.

And | wasn't aware that a | ot of these auto
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i nsurance conpanies will ook at your credit reports to
do that, and they will then show up on the inquiry
section in your credit report as an application for
credit. And | encountered that problemand had many of
t hose renoved, which is another problemw th this. It's
not easy to renove inquiries fromyour credit reports.
It's very hard to renove.

Credit bureaus will not investigate them as they
do a normal |ate paynment. Therefore, the obligation is
up to the consumer to do that. And to try to call an 800
nunber that really doesn't exist, it's just -- they don't
exist. | nean, people do not work behind these nunbers.
And it's unbelievable the amount of tinme you have to
spend to get an incorrect inquiry off your credit report.
It takes forever. |It's a nmulti nonth process.

And once you do finally get that letter from
that auto insurance saying we did not nmean to |l ook at M.
Batra's credit file, the credit reporting agencies wll
say, well, we will take up to 90 days to then correct
that information. So you spent, you know, six nonths on
this process, and then they'll tell you they have anot her
90 days to correct that information

| find that a bit problematic, and especially
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since | don't know how that's going to be affecting ny
credit score. And 90 days is a long tinme just to correct
information that's al ready been presented to them

What's really ridicul ous about the insurance --
the auto insurance thing is, you apply -- you do a price
guote for insurance, that goes on your credit. But once
you get the insurance policy, that's not on your credit
report.

(Laughter.)

MR. BATRA: So it's strange. Asking Geico how
much they're going to charge you for insurance shows up
as an inquiry, but your insurance policy doesn't. So it
just conpletely makes absolutely no sense to ne. And |
think that's a glaring exanple that can be fixed rather
easily. Al they have to do is code an inquiry versus an
application for credit. D d you actually apply for
credit, or did you just ask them what the price would be.

And there is a big difference between the two.
And that would be a sinple coding in any fornula. It's
just these formulas seemto be so rigid and they're
probably very nmuch -- they're very long. Not a sinple
thing to do and very expensive, but sonething that needs
to be done. And that's a very sinple thing |I think they
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shoul d do, and rather quickly.

But these are a few of the things |I've cone
across in cleaning up nmy reports. And the concept of
credit scoring is foreign to ne and to everyone |'ve
talked to at work, ny friends, ny roomrates and ny
famly. No one has heard of it. Everyone is like, | pay
my bills on tinme. | have no credit card debt. Well,
there's one nore step there that you don't know about.

And maybe blissful ignorance is good if you have
a good credit score. You never even knew that there was
such a thing. | have friends who have bought houses.
They never knew about a credit score. That's all right.
| nmean, everything worked out okay for them Maybe it
was fine. But it just should be a little nore brought
forth to the public. Let them know this thing exists.

It's atool. It's only a tool, but sone
nort gage brokers are using it as nore than a tool. It's
kind of a lazy way out to say here's a nunber, yes or no.
Does it meet our criteria, yes or no. And it should be
just a tool and | think it's being abused a bit. And I
t hi nk sone education in the | ending sector and the
consuner sector is really necessary.

Thank you.
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M5. TWOHIG  Thank you, Sim. | think
everybody should know that Sim took tinme away from his
very demandi ng professional job to cone and tal k about
hi s experiences, so he did not have the benefit of
heari ng what Pete MCorkell said this norning about
inquiries and how they're counted and not counted. But |
think actually this is al nost better, because he can say
what his inpression is fromhe just knew as a general
menber of the public, or didn't know or understand, or
does not understand about credit scoring.

Moving to our next panelist, Caryl Iseman is the
owner of Action Mdrtgage G oup in San Diego, California.
Caryl has 26 years of experience in real estate and
nort gage financing, concentrating on finance in the past
nine years. 1In the process of hel ping borrowers attain a
horme | oan or refinance their current |loans, and in
counselling them and hel ping themw th their credit
probl ens, Caryl has encountered several issues with
credit scoring that she will identify for us today.

M5. | SEMAN. |, too, have to stand up. | spent
alot of time sitting on the phone flying from San D ego.
So forgive ne. | tend to nove around a little bit, too.
And | want to say thank you very much to the Federa
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Trade Conmi ssion for putting on this panel. Because what
nmy hope is, is that at the end of this day with the
presentations that are being nade, that we will wal k out
with the benefit of knowing (1) what credit scoring is,
but (2) with potentially sone resol utions.

The systemis broke. | amsorry to say. But |
don't believe in throwi ng out the baby with the bath
water. W do have to finally decide what we're going to
do to make this a fair process so that M. Batra and
t housands and thousands of consuners |ike himdo not have
to go through the process that he has gone through.

And by the way, when M. MCorkell was talking,
| was thinking, gosh -- you know, | know that what he was
tal ki ng about was consuner |ending. And | thought, boy,
| nmust have a really high credit score. |1'mover 50.
|"ve been in ny residence for -- | own ny residence.
|"ve been there over seven years. | only have a few
credit lines. | have |ow balances. | should have a very
high credit score.

But unfortunately I don't. And part of ny --
well, it depends on what day | pull the credit. Because,
see, ny ex-husband tends to marry wonen with nanes very
simlar to mne. And | was wife three. M nane is
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Caryl. Wfe four's nane was Carnen, and Carnen's credit
al ways shows up on ny report. And that's good old
Experian. | do have to tell you that is not Trans Uni on
and Equifax, but it does happen with Experi an.

And by the way, | think we need to al so
understand that there are three scoring nodels.
Everybody has heard FICO And if | understand right by
what |'ve been told, Fair, |Isaac does do the scoring
nodels for all three of these repositories that we're
nost famliar with. One which is Equifax, the second
being Trans Union and the third being Experian, which we
all know was TRW

Experian uses FICO  Equi fax uses Beacon and
Trans Union uses Enpirica. So when you get a credit
report -- and by the way, all the credit reports |I have
with me and a couple that I will talk about, are with the
okay fromny clients, who said, go get them Caryl.

(Laughter.)

M5. ISEMAN: Clients that are paying higher
interest rates than they shoul d because the credit
bureaus wouldn't do their jobs. But you'll see that
there are three scoring nodels on each of these reports.
And as a nortgage broker, | get to pull the reports. |
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get to see the credit scores. And, yes, ny clients do,
t oo, because | give thema copy, even though the credit
scores are on there. And technically |I understand that |
can do that.

So let me get to the issues of what | want to
cover, and | only have 15 mnutes so |'"mgoing to have to
talk fast. Wat you heard this norning was great, and |
really do believe that Fannie and Freddie are trying to
hel p the honme buyers. But you know what? This norning
what you heard was the abstract. Wat you heard M.
Batra nmention is the reality, and what 1'mgoing to talk
about is the reality.

|"mgoing to tal k about what was nmentioned this
nor ni ng, nunber one, when they said, you know what? W
t ake anyt hing through Desktop Underwiting. It doesn't
matter what the credit score is. You put it through and
we're going to try and get it through. Well, that's
great. The problemis, I'"'ma lender -- |I'mthe nortgage
broker, and | have to go to the lender to do the Desktop
Underwriting.

Now, this is one of ny lenders. This is the
form This is ny cover formthat | extend through for
Deskt op Underwriting. And one of the things that you're
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going to see on here, the third box down says, FICO
score. Now, what they really nmean is not a FICO score.
It's the mddle of the three scores. And whether that be
Enpirica or Beacon or the Fair, |Isaac -- either one.

Wi chever is the mddle of the three. Not the average,
but the mddle of the three. That's what they want nme to
put on there.

Now, right next to that this says, m ninmm 620.
Now, this was dated February of this year. That neans if
you don't have a 620 medi um score -- or mddle score --
don't send it to nme. |'mnot interested.

Now, here's ny next one. This is the sane
|l ender. By the way, this lender, | use thema lot for ny
really good clients, because they have the best rates.
And | want ny clients to have the best rates, and |
really, really would like to have nost of ny clients go
to them

FI CO score, the sane thing, mninmm 640. So
from February to May, they said we don't want 620's any
nore. You know why? Because this | ender has good rates,
and they're going to skimoff the top all the good | oans
at the expense of the borrowers that have the 620 and the
630 and maybe even a little | esser score.
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And if you think that that's just one, |I'm not
going to go through themall. But | have different
| ender sheets -- Chase and sone other |enders here.
think this is the best, though. ©Ch, | can't |eave
Freddie Mac out, by the way. Freddie Mac has got a great
program A hundred percent affordable goals. You heard
Freddi e Mac say, oh, we want to look at themall. It's a
great loan. This is dedicated to |ow income borrowers,
m ni mum credit score, 660.

kay. And then -- oh, we don't deal with

prof essions or anything. Now, | understand -- | spoke to
Fannie and Freddie today. | have to find it in here.
know I'Il find it. But if you re a doctor, please step
forward. First Union. |Is there a doctor in the house?

if you're a doctor, they cane out with a special |oan for
you. You don't even have to have a 700 credit score.
You can do this with a 680. O you can even be a D. O
But we don't pay attention to any of these
things. Now -- | nmean, what you heard this norning,
let's | ook at everybody. W don't care. W don't pay
attention to mnority people. W don't pay -- we feel
everybody is on the same boat.
| didn't even realize this was going to be out
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t here today, but any of you that picked it up, turn to
page 27. On page 27 it says, who has riskier scores.
Now, what | have underlined here said, borrowers with
high risk scores particularly in Iight of various studies
indicating that mnority famlies tend to experience
greater credit difficulties.

African American borrowers, for exanple, were
about three tines as |likely to have high risk credit
bureau scores, defined as FICO scores, below 620 as were
white borrowers, based on Freddie Mac's 1994 nortgage
purchases. And Hi spanic borrowers were about tw ce as
likely as white borrowers to have high risk scores. But
excuse nme. Let's ignore this. W're color blind. It
doesn't matter.

Let's get to talk a little bit about the
i naccur aci es, because this is really where the problem
lies. Were you have m stakes on a credit report and the
borrower cannot get it off. And how preval ent are these
m stakes? | will tell you that of every ten credit
reports | pull, seven of themare incorrect. And the
ot her three we may not pay nuch attention to, because the
borrower had high credit scores on it and so we didn't go
t hrough the report.
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But even when you do -- and | have one here, and

my borrower's average md score is like a 780. And even

he has two incorrect credit lines that are still show ng
on there that showed -- you know, that were paid off.
They're still showi ng bal ances. But he has such a high

credit score they don't care.

This was an article that appeared Friday, March
13, 1998. This was done by the Public Interest Research
Group. And again, I"'mnot going to go into the specifics
on the nunbers here, but they point out all the
i naccuracies on the credit report. But there are two,

t hough, that | have to nention

Ni net een percent -- and these were the 133
consuner credit bureau reports. N neteen percent
cont ai ned accounts that could not be identified or did
not belong to the consunmer. Twenty six percent contained
credit accounts that had been cl osed by the consuner but
that were |isted as open. And three percent had
incorrect Social Security numbers. That was a |line that
was just total strangers. | know that feeling.

The i naccuracies are what effects the credit
scores. So that if | have m stakes on soneone's credit
report that is pulling down their credit score, and they
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have found this great house, and they have not 90 days to
close this transaction but 30 days to cl ose that
transaction, it's only going to be by an act of God that
we're going to get it done. And ny clients work with ne.
God bless them They follow everything | tell them
They send return receipt requested letters.

| found phone nunbers, by the way, where |
actually get a live person. O course, you can't be sure

of what they're going to tell you. Because a gentlenan

and | was on the phone -- he didn't know | was on the
phone -- from Equifax told ny borrower -- and this was
just a week ago -- that Equifax had nothing to do with

the credit scores, that each creditor that submtted
their credit accounts decided the credit score. O
course | had to hit the nute button at that point in tine
and kind of let himknow that | was |istening and that he
needed to stop lying to ny client.

| have to share with you where we get the
greatest inaccuracies and where it really hurts people
the nost: nedical, bankruptcies, nedical collections,
peopl e that have had catastrophic illnesses. O course,
based on the predictability -- that is, of course,
unpredi ctabl e and inconsistent. Based on this
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predictability these peopl e, because they've got these
| ow credit scores because they had to file bankruptcy,
out the window with them

What do you nmean? Because they had a
catastrophic illness, they're at 20 percent that their
share was maybe of their insurance policy, of maybe 50,
60 or a hundred or $200, 000, and they could not pay it
and they were forced into bankruptcy. People that are
hard wor ki ng people that had never paid a bill late in
their life ever. Never had a nortgage paynent late if
they did own a hone. They are so now unable to get the A
paper for a finance | oan.

Now, can | get thema |loan? Yes, | can get them
a loan at two percent or three percent higher than
anybody else. And | can get sonme of the stuff off when
they have filed that bankruptcy. Guess what? It still
shows as open as collections. And again, anyone who
wants to see this, I will show this.

| have one gal here, right in the process right
now of her | oan. Her bankruptcy, which was partly
medi cal and partly not, was discharged 8/ 16/94. W are
in just about to be August 1999. She still has three
itens that are showing up as unpaid collections. QCuess
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what happened to her credit score? Guess what happened
to the loan that we have to close in two weeks? |'m
getting her a loan, two and a half percent higher than
what she shoul d be getting.

So all the savings that Fannie and Freddi e spoke
to you about, that's great. But do you know at whose
expense those savings are? They are at the person who
could not get rid of his inquiries. They are at the
expense of the people that are going through catastrophic
illnesses and had to file medical bankruptcies.

And | want to give you anot her one. You know,
supposedly it's not only -- are we supposed to | ook at
sonmeone predicting the future and how they're going to
pay, because this is what we're |ooking at. Right
Fanni e? You want to know you're going to get paid. And
the sane thing with Freddie Mac. So they | ook at how
sonebody paid their previous bills.

Wel |, what about with downsizing. How nany
peopl e have been put out of work? | know we had a | ot of
t hat happening in San Diego. | know that even in this
great econony, you have people that get unenpl oyed, and
they may have to go for three or four nonths where they
become a little slow paying. But for the 30 years
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before, they never had a | ate paynent, ever. So for
three or four nonths, they have a car paynent that's
maybe 60 days | ater or whatever. Are these people bad
risks if they want to go and buy a house right now? The
guy i s back worKking.

| have that. | have an airline pilot. And by
the way, not in San Diego, in Mchigan. He was out of
work. He flew for 30 years. They have a great credit
record, because as M. MCorkell told you, all the good
stuff does remain. It stays on there. You look at it.
They had a house. | nean everything. Never a late
paynent. He was out of work for six nonths. They had a
60 day car paynent -- 60 days late on a car paynent and
two credit cards. Two credit cards that had 30 day
| at es.

And | have to tell you where their credit scores
are, because it's recent. Anything recent takes really
fromthat credit, and they have to do a refinance on
anot her property that they owmn. W're at a very, very
| ow | oan to value. But because it's nonowner occupied
and they want to do the loan to fix the house up because
the tenant just died, | have to tell you, they're a B
paper |l oan. And should they be 54 percent |oan to val ue,
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soneone who for 30 years never mssed a | ate paynent?

But the predictability, these people are going
to be lousy borrowers. They're not going to pay back,
because they have a 610, | think fromone of the bureaus,
and a 600 -- oh, no. They're not going to nake the
payback. That's why | have difficulty with the setup
with the credit scoring.

Now, | said before, do we throw the baby out
with the bath water? No. Could credit scoring be a tool
and a useful tool? Absolutely. Because people who
really don't fall into any problens and keep making their
paynents on tine, they have a really, really good paynent
history. But | don't need a statistic to tell ne that.
Any underwriter could look at that type of file and say,
hey, | can approve it. | don't need soneone to give ne a
credit score.

But let's say so they have really good credit
scores, and because of that we can nove real quickly.
Well, that's great, because that person maybe shoul d be
conpensated and have really a | oan nove through the
system qui ckly and should have a little better interest
rate. | have no problemwth it.

But the process as it is right now has got to be
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changed. The scoring nodels have to allow for sone
flexibility. 1t has to take into account nedica
bankruptcies or that type of concern, or the short term
unenpl oynent. There's got to be sonme flexibility. R ght
now there is absolutely none, and that's why | have a
problemw th the system

These are ny suggestions -- because | know I
have to cut nyself short. Nunber one, everyone in this
roomthat is either representing a regulatory or a credit
agency, or represents a |ender, or whoever you represent,
if you are part of this process, we nust work together to
get this worked out.

Now, there are three bureaus that are going to

go kicking and screamng to work this out, and that's

Trans Union, Equifax -- and | know there's a gentl eman
here who is representing the three bureaus. | don't know
if anyone fromthose -- fromthe three repositories are
here. But you' ve got to clean up your act. It shouldn't
take 30 days for a bureau -- for a mstake -- an

i naccuracy -- on a credit report to be done, not in this

day and age of technol ogy.
And al so creditors have to start reporting nore
pronptly and correctly. And when they increase soneone's
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credit balance so that there will be a greater disparity
bet ween what the client owes and what their bal ance is,
they have to report that, and it has to be not three
months old. It has to be current, so that we're on par
wi th everything.

And inquiries, unless -- not only if sonmebody
even checks for an inquiry and, you know, was really
sincerely checking on it. But only -- only -- if an
account canme as a result of that should that be counted.
And why do we deal with this nortgage thing and 30 days
of shopping for a car? |f someone is shopping for a
nortgage, isn't it their entitlenment to get the best rate
and find the best nortgage? And it mght take them 60
days and it may take them a hundred calls.

And t hey should have the right to do that and
not be penalized, which they are now. |If it takes them
nore than 60 days and it carries over, and they have five
or six newinquiries, guess what. Their credit score
goes down for trying to do for thenselves the best job.

And the same thing with credit cards. Don't you
want to get the best interest rate on your credit cards?
Shoul dn't you have the right to shop around. Well, don't
do it anywhere near the tinme that you' re thinking of
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doing a refinance or buying a hone. And you should have
the right, and you should have the right to consolidate
all your nonies. You should have the right to do that,
and only if a new account results as an effect of that,
that is the only tine that inquiry should be counted.

And | think we all really need to start paying
attention to this. | know we're going to have a question
and answer session, and | know that a | ot of other people
have things to say, so I'mgoing to thank you all for
listening to what |'ve had to say. |[|'ll be glad to
answer any questions when they conme up |ater.

Thank you.

(Appl ause.)

M5. TWOHI G Thank you very much, Caryl. Qur
next panelist is Marcia Giffin, who is founder and
President of Honme Free USA, and the forner Vice President
of a nortgage servicing firm Home Free USA is a HUD
approved, nonprofit menbershi p organi zati on that pronotes
home ownershi p and assists perspective honme buyers with
such things as education and counseling on the hone
buyi ng process, credit counseling and repair, and offers
ot her gui dance.

And we wel come Marcia to give us sone comrents
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al so.

M5. GRIFFIN.  Thank you. Thank you. Well, I'm
going to just give a different perspective here, if I
mght. | represent hundreds and thousands. Last year we
interacted with over 10,000 perspective honeowners. One
of the issues that | think that we're -- as we di scuss
credit scoring today, | want you to know that we use
credit scoring every day, and we use it in the first
neeting that we have with every honeowner -- every
per spective honeowner.

One of the issues that | would like to al so
bring up is that through education of the credit scoring
i ssue, education of how | enders work, what Freddie and
Fannie are | ooking for, the education is key. Education
to the nortgage industry. Education to the nonprofits.
And education to the perspective honeowners, which is
what we're attenpting to do here.

We have had good and bad results with the credit
score. You know -- and | nust say, though, and let ne
just give you a little bit of sort of background. In
Hone Free we do a | ot of education. W have anywhere
bet ween ei ght and 21 classes a nonth, because peopl e need
to know. They need to know their credit score, and they
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need to know it early from our advantage point. They
need to know what they need to do, how their credit needs
to be cleaned up. They need to know the good, the bad
and the ugly before they go to Caryl.

From our advantage point, if people are
prepared, they will get approved. In Hone Free we have a
100 percent approval rate. Every single person that has
been through our process. Now, let nme just tell you,
sone people can fly. Ohers have to walk, craw or take
a boat or train. | mean, it really varies in terns of
the tinme that we spend with them

But the reality is that from our perspective,
and through the perspective of our partners -- Freddie
Mac has been a wonderful partner. W've |learned a |ot
through credit scoring with them Chevy Chase Bank has
been a great partner. W're in partnership with other
| enders.

But the reality is that it is inportant that
peopl e understand where a credit score positions them and
what they need to do. Now, fromthe education
standpoint, the reality is that a lot of the nonprofits -
- and we're in the counseling node -- don't -- we're not
really in sync on what people need to do to nake
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t hensel ves better, even if it's going to be, you know, a
six nmonth period with the nonprofit. This is where the
education of the nonprofits need to occur.

But in this class that | conducted -- in fact, |
certainly open an invitation to any of you. | have this
cl ass every Thursday night at 6:30 at nmy office here in
Washi ngton. It's called Ten Honme Buyi ng Secrets Everyone
Qught to Know.

And the first secret is that the nortgage
process has changed, that people should not think about
home ownership and just, you know, junmp out here, go to a
realtor, sign a contract and go to |l ender. They don't
know where they stand financially. You know, they know
that their credit situation m ght not be the best. But
there is no preparation at all.

So from our advantage point, the process has
changed. They need to get prepared. People need to get
prepared before they go to a | ender so that they can be
assured of getting the best rates -- the nost noney,
because that -- the noney issue | know we're not talking
about this today. But | can tell you, in Home Free USA,
65 percent of our people have credit scores of over 620.
We deal only with under served popul ations: mnorities,
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African Americans, Latino popul ations, inmm grant
popul ati ons and al so whites.

So the credit score issue is one factor.

Clearly, the other factor, certainly in our environnent,
is that we have people with a 700 credit score and no
cash. | mean, this is a big issue that we've got to dea
with.

But et me just get back to nmy class for a
mnute. So the first part -- the first secret is that
t he process has changed. And the second secret is to get
your credit score. GCet your credit report imrediately,
not fromthe credit reporting agencies, because when you
wite, they don't give you your credit score. They need
toreally get their credit report with a credit score, so
that they can understand where they are. And they need
to meet with an organi zation |ike Home Free, like the
NHS' s and, you know, other nonprofits around, and perhaps
even | enders, to examne that credit report and begin
maki ng t hese changes early on.

Clearly, where Fair, |saac, Freddie and Fannie
need to conme to the table, we need to clearly understand
what the inpact is if, you know, a person's credit score
-- let's say -- and |I've heard several things fromFair,
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| saac. You can't have, you know, too many credit cards,
and they can't be up to the limt.

Well, you know, we need to have sone clear
factors. In fact, | would |ove to have soneone to
produce just a little report, sonmething |ike 30 essenti al
things to know about your credit score. Things that you
-- | nmean, and basically how you can inprove it. You
know, what's causing the problens. | nean, there seens
to be alittle bit of question about this across the
boar d.

So from our advantage point, clearly education
is the key. W use the credit score at the very
begi nning in what we call our nortgage profile. | nean,
that is the first one on one neeting that we have with
the person. W pull a three nmerge credit report, and we
see the credit score, and we work with that. And we have
seen that, you know, when they go to the |ender, that
credit score, you know, has inproved.

The issues, though, are that, you know, what's
going to make it inprove significantly and what's hol di ng
it back. It's a very interesting part that you brought
up here, Caryl, about, you know, the inaccuracies. Wll,
we know the inaccuracies with a credit report. But, you
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know, we haven't run across, you know, many issues that

sort of relate to how we could tell -- | nean, the
guestion about the scoring. | mean, you can't really --
no one has a feel for how these scores -- how they even

come up with the scores. So it's difficult to really
assess whether the score is right or wong or just
what ever .

But | can tell you that, you know, there are
peopl e who certainly when they have a credit score of 500
-- when we see a credit score of in the 400's, we tel
themto just stop. There is nothing nore -- stop. Hold
it. Let us take your hand and wal k you through a
process. Because while there may be sone errors there,
we doubt if the credit score is showi ng up at 490 t hat
it"s going to -- there is enough error in there to nake
it a 700 credit score.

Were we are finding some issues, however, is
right now we have -- one of our nenbers has a 710 credit
score. Now, this is pretty good, you know. She has a
710 credit score, and the I ender is having question after
guestion after question about this loan. Cearly -- we
tal ked earlier about the Desktop Underwiter and the Loan
Prospector. W have asked Freddie Mac to give us the

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

138

Loan Prospector, because we have found that when several
of our nmenbers have gone to | enders and they've begun
guestioning certain aspects of whether that |oan should
be approved, then they've gone -- we've sent themto
anot her | ender and the | oan has gotten approved using
t hese technol ogi cal nmethods here with Loan Prospector and
Deskt op Underwriter.

|"msort of betwi xt and between, as | said, you

know, as | represent under served people, as | represent

home buyers -- future home buyers -- and as far as the
credit scoring issue, | think it's a great tool. Quite
frankly, | think we need to be better infornmed and better

educat ed about what's going to nmake the difference in
enhancing that credit score in our environnment.

At Home Free USA we have on average between 45
and 150 people per class. | nmean, this is -- and we have
three cl asses a week. People have a thirst for
knowl edge. Under served people in this country are
trying to do better. W preach to them through churches
and t hrough enpl oyers and through, you know, unions and
the like, that |ook, we have got to go into the next
m |l ennium better off than we have been. People want to
be informed. They want to get their credit score up.
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But we just need to have consensus about what
it's going to take and what people need to do. And it
doesn't need to change every five mnutes. But what they
need to do and basically how we can all be on the sane
| evel so that we can increase honme ownership. People
want to beconme honeowners.

And, you know, there are a | ot of people that
are pretty bad off, but even those people -- you know,
what we tell our people is that despite where you are
t oday, you can be better off tonmorrow. A m sty norning
does not signify a cloudy day. You cone on and we're
going to work with you with that credit score, with the
credit, with these statenents and everything el se.

You know, it is fromthat advantage point that
sort of represent other nonprofits who work with the
people, who if we can get this thing together, by the
time the people get to Caryl and all of the nortgage
| enders in here, the loans will be right. W won't have
to send themto B, C and D paper |enders, which | think
is the worse thing of the world.

And certainly when they get to Freddie and
Fanni e through counsel ling, through education and al so
pul se purchase counselling -- you need to stay with these
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people for at |least two years -- at |east at Hone Free
this is what we do -- and keep themw th you and teach
t hem what they need to do to better thensel ves
financially. Everybody wants to be better, and this is
what the objective of, | think, all of us would be.

Thank you very much

(Appl ause.)

M5. TWOHI G Thank you very much, Marcia. W're
running a little late, but as prom sed we would like to
gi ve the audi ence a chance to rai se sone questions and
i ssues so that we can be sure to cover themthis
af t er noon.

So why don't we take a few m nutes and do that
now. And there are hand held m crophones, so if you
rai se your hand you can be given the mcrophone. And
t hose of you in the overflow room if you have questions
at this point, if you conme to the main roomwe can try to
get your questions and conments in.

MR. PREUDHOMME: Hi, can you hear nme?

M5. TWOHI G Yes.

MR. PREUDHOWMVE: Okay.

M5. TWOHIG  And please first identify yourself
and identify any affiliation you have.
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MR. PREUDHOWME: Yes. H . M nane is Bruce
Preudhomre. |'mhere not only representing nyself and ny
famly -- okay. Sonebody wants the spelling of ny nane.
It's Bruce Preudhomme. That's P-REEUDHOMME

As | said, I"'mnot only representing nyself and
my famly, 1'malso representing two consuner activist
organi zations | work closely with. One is called the
Victinms of Chevy Chase Bank. Sorry.

(Laughter.)

M5. TWOHI G Ckay.

MR PREUDHOMMVE: And the second is the Economc
Justice Alliance. GCkay. In both cases what we're
dealing with has to do with credit scoring, credit
reporting and problens centered around that whol e arena.
The bi ggest problem | see -- well, there's really two big
probl ens. The data, as has al ready been nentioned. |In
my field of conputers, we have a termcall ed garbage in,
gar bage out.

kay. And we've got that going on big tine in

the credit bureaus. The data they get in is garbage. It

cones fromthe lender. It can actually be used as a tool
to attack sonebody that has been a vocal person. | for
one -- after closing an account | paid off, | had a
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| ender a year after it was closed, report ne as 60 days
del i nquent, which | had to battle and go through the
whol e 90 day process. | just got my letter the other day
sayi ng okay, yeah, you were right. 1It's not that. And
then they put in sone other verbiage, okay, which is
anot her pack of lies that | have to battle.

The data as far as inquiries is totally bogus,
too. Back in 96 | had ny credit rate increased on ny
gold MasterCard from 18 percent to 25.99 percent. Not
because | was paying late. Not because | was paying
slow. But because of information contained in ny credit
bureau. And one of the big factors was the nunber of
inquiries.

Well, | checked. The nunber of inquiries that I
had during the | ast year was nine, okay. It happened to
be that year | bought two car phones. And because | run
an on-line site where | dial up access, | got another
four phone lines in the house. Mst of those credit
inquiries were for phones. Now, | don't know why that
woul d affect ne. Wiy that would justify Chevy Chase Bank
raising ny interest rate, but they did, okay.

| battled this and in -- you know, it took
guess two years to go through the process, trying to go
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t hrough the system And, you know, in every step, you
know, | contacted the FTC. | contacted the OIS. You

know, they didn't want to deal with it. They would

rat her just say, oh, well, you know, do a better job at
payi ng your bills. | pay themoff, you know, so that
wasn't the problem Then they say, okay, well, naybe you

shoul d get an attorney. And | have a real problemthat I
have to get an attorney to get the laws in this country
enforced, and to get the laws in this country done right.

Now, back to what | was saying, there are two
basic problens. Data, as | said, is one. The other is
the whole credit system W've got the cart before the
horse. W have | enders funneling garbage data into the
credit bureaus. Instead, that data should come to the
consuner first. You know, the consunmer should have the
right to say, hey, wait a mnute, this is totally bogus.

| should be granted perm ssion to say hey, this
never happened before it gets posted. | should get a 60,
90 or 120 day period where | can clean it up before it
gets posted, rather than waiting until after it's posted
and | happen to stunble upon it, you know, and that's the
way it is right now

So basically one of the premi ses that this
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country was founded on that you're innocent until proven
guilty, the reverse is happening. You are presuned
guilty, okay. There's a lot nore that | could say, but I
want to give other people a chance to talk.

M5. TWOHIG  That woul d be great.

MR. PREUDHOWME: Thank you for |istening.

(Laughter.)

M5. TWOHIG Are there any -- no, we appreciate
your coments, but it would be good if people could
somewhat |imt their coments. Does anyone el se want to
rai se questions or make a comment at this point? Again,
we're just trying to get issues out on the table so we
can maybe get sone responses and answers this afternoon.

MR. LE FEBVRE: Do you need ny nane and
everything first?

M5. TWOHIG Yes. Please identify yourself.

MR LE FEBVRE: Richard Le Febvre. Affiliation
is AAA Anerican Credit Bureau. |'mhere for --

M5. TWOHIG  Oh, could you spell your nane for
t he record?

MR. LE FEBVRE: Le Febvre, L-E-F-E-B-V-R-E
W're a nortgage credit reporting bureau, and we service
nost of the United States. And in listening to Fannie
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and Freddie and Fair, Isaac, we're -- and the
repositories -- we're in the trenches every single day.
When a consumer goes to Caryl or anybody else that is a
nort gage broker, we're actually pulling the report and
actually analyzing it and seeing it on a daily basis.

And, of course, the repositories take a | ot of
the blame. Every consuner group fromthe legal side to
t he consuner groups blane them But a |lot of the tines,
in ny own personal experience and in the reports that we
do each and every day, it's the creditor that's reporting
that data. And one of the things that | feel rea
strongly about is back in 72 when the Congress enacted
the Fair Credit Reporting Act and then amended it again
in 97, they knew at that particular tine with no blane
that the data was wong. There were creditors
m sreporting and there are certain things are there.

And then DU and LP conme along. And ny biggest
concern is if Congress passed the Fair Credit Reporting
Act knowi ng there were inaccuraci es and gave consuners
certain rights, why does Fannie and Freddi e don't think
that they have to give that consunmer those sane rights as
it stands right now.

In the old days what woul d happen if M. Batra
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had gotten his credit report fromus, a credit report is
generated. He's sent a consuner copy. He then has the
right to dispute that data. Now, because of the 30 day
turnaround, the repositories cannot get that data
verified that quickly. That's why nortgage credit
reporting conpanies cane into effect, because they can
represent or protect both consuner and | ender to verify
that data when M. Consuner says it's inaccurate.

Now, in the system-- Fannie Mae, to get on
their system cones to ne and asks for $75,000 if |
could, but I can't. Then they ask for transaction fees
to come through a systemthat they don't give the
consuner the sanme right. M proposal, and one of ny
bi ggest issues is, if that data is wong, Fannie and
Freddie must then allow third party intervention, either
by the repository |level or by a nortgage credit reporting
conpany that's out as a third party to verify that data
to showit.

A lot of credit -- now that Fair, |saac uses a
scoring nodel, a lot of creditors -- and if you talk to
the repositories, all creditors don't report the sane
way. High credit to one creditor is different than high
credit to another. And if that nodel is |ooking at the
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bal ance -- the high inconme ratio, and if you have a
Di scover Card or an American Express card, every single
nmonth you're at your limt, even though you' re truly not.

And there must be a nechanismin place that both
Fannie and Freddie will allow third party intervention
and to then correct that file and then send it back
through. LP and DU is a great operating system One,
don't think I need to pay to get on their system because
nort gage conpanies like to use ny conpany or Credco -- |
know they' re represented here -- and nunerous ot her
conpanies. But there has to be a way that the consuner
and both Fannie and Freddie will then allow third party
intervention, and then accept that data, which in turn
then will recal culate the score.

Right nowto talk to Equifax -- Equifax right
now, out of the three national repositories, has what
they call an expedite program That nmeans, |I'ma
nortgage credit reporting conpany, and if a consuner or
Caryl or anybody else in this roomhas inaccurate data
that we're able to prove, they then send ne a docunent.
We at the nortgage credit reporting conpany authenticate
t hat docunent, send it to Equifax, and Equifax is
commtted to correcting the file within 24 to 48 hours.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

148
VWhich in turn -- then we pull the file, which in turn
recal cul ates the score.

The ot her two bureaus have not done it yet. And
| think if the repositories working together with
nortgage credit reporting conpanies -- and |'msure there
has to be a code of ethics. There has to be certain
fraudulently -- something in place that they don't
recei ve fraudul ently done docunents.

But ny proposal would be, if the docunent is
then faxed fromthe consumer -- if M. Batra was able to
verify that Discover Card m sreported his credit card and
received a letter fromDi scover Card, then it would be
sent to ny conpany. W would authenticate that letter,
by calling the person -- the author of that letter -- and
then forwarding that on to the repositories, and having a
rel ati onship between the repositories and us, so that
data they feel confortable correcting.

And that's the systemthat needs to be in place,
because when you talk to everybody, they' re upset about
the credit scoring system They're upset with the
repositories. And I'll be honest with you, the
repositories -- all they are is an acceptance of data.

It is inpossible for themto turn around and | ook at
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every trade line that's reported to themevery single
month and know if it's right or wong.

The only way the repositories knowif it's right
or wong is if the creditor corrects the file, either by
magneti c tape or any other neans, or if the consuner
di sputes. So a lot of the pressure is put on the
repositories, and they're not the problem

W had a file a couple of weeks ago where we
were dealing with BankOne, and BankOne reported a
gentl eman's perfect BankOne account as a Chapter 7
bankruptcy. It decreased his scores by over 70 points.
And the only one of the repositories -- in dealing with
BankOne, he received a dispute letter that said it would
be corrected in 30 days. This is now 90 days | ater and
it still hasn't been corrected.

At the sanme tine, three of his credit card
vendors had notified himthat the increase in his credit
report went from9.9 to 22 and a half. And he never had
a Chapter 7 bankruptcy at all. He always paid as agreed.
So the repositories thenselves, | believe, need to | ead
the front in dealing with third party intervention to get
this stuff.

And one ot her quick exanple, and ny bi ggest
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concern, is discrimnation towards Hi spanic or mnority,
bl acks, whites or whatever it may be. W did a file the
other day, and | analyzed it. And a file was pulled by
my conpany on 6/7 and then it went through the DU system
on 7/9, which is one nonth and two days | ater.

| analyzed the raw credit fromall three
repositories. Equifax had four trade lines, TU had five
and Experian had seven. The only thing this gentlenman
did was mss a $20 nonthly paynment to Discover. And of
course he disputed it. He said he was not |ate. But
Experian increased his -- not Experian. Fair, |saac
showed his score 76 points higher with Experian, 151
deduction with TU, and 178 deduction with Equifax. But
he paid his nortgage -- and he only had one derogatory
itemon his credit file, and it was a $20 paynent. And
he's had a nortgage history for three and a half years
that was paid on tine.

So ny analysis of it all, since we're in the
trenches each and every day, is that sonething needs to
be done, and it needs to be done drastically. Because
ri ght now about 80 percent of our incom ng phone calls
are why is ny score this, and how do | increase it, and
so on and so forth.
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Thank you.

M5. TWOHI G Thank you very much for your
corments. | think it's inportant as we think about these
i ssues to think of sonmething -- | think Pete MCorkell
first suggested this afternoon. That we al so have to
t hi nk of what issues are we tal ki ng about that have to do
with credit scoring, and what are just the credit
processes that would also exist in a judgnmental decision.

As | understand it, your first comrent that you
made did have to do with the speed of autonation, that
makes it nore difficult for the consumer, necessarily in
the course of that decision maki ng process, maybe at that
sanme time to dispute errors

Are there other questions or comrents? Yeah.

MR SMTH |I'mDon Smth. |[|'mthe President of
Great Arizona Mortgage Corp. in Scottsdale, Arizona. And
this is ny first visit to Washi ngton, and what a great
town. And | want to thank you for having nme at the
heari ng today.

Wth regards to why |'m here, those two | oans
that Ri chard just brought up were | oans that were done in
my office. The second one was a Hi spanic couple that had
700 and sonme change in their FICO scores, and they're now
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500 and sonething in less than 30 days, and there is no
difference in the file. Try to figure that out and
explain that to a borrower that barely speaks Engli sh,
why when | told him 30 days ago he woul d have no probl em
what soever. He's made arrangenents for his nove. And
before I came out here, | had to ook himin the eye and
say, we may be having a problem

Now, of course, if you listen to Fannie Mae and
Freddie Mac, they explained to you that there are ways
that we can go about this. W can expedite it. There
are no changes on the report. The nunbers have shifted.
As a lender -- |I've been doing this 19 years as a
nortgage | ender. |'ve been a realtor for 22 years.
have done thousands of FHA | oans, VAs and conventional s.

And | | ove what we've done with the autonated
system Unfortunately, the prem se that this is based
upon i s based upon a perfect world or in a vacuum W
are not living in a perfect world. And we need to take
the tine as we tal ked about -- you know, let's tal k about
what makes up the scoring systemwth Fair, Isaac. Let's
tal k about if you have a $1,500 limt on your credit
card, that it says you only owe $200 and it's a $1, 500
limt.
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But we've got nunerous credit reports that I'm
sure that everybody in the room has seen over and over,
where it says high balance is zero and you owe $1, 500.
How do they let you do that? | want to know how you do
that. How do you borrow $1, 500 nore than your high
l[imt? 1t's calculating under scores. And if it's not,
| want sonebody here to tell nme that that's not howit's
bei ng done, so | can go back and tell ny clients, the
ones that | see on a consistent basis, that ook, this is
how we work it.

This is what's inportant. Instead of saying
wel |, you know, if you pay your bills on time, if you go
to church every week and you pay tithe, you do this and
you do that, God is going to take good care of you and
don't worry about Fair, lIsaac. That is not the case.

What we need to take care of, is let's kind of get down
toit. Let's crunch the nuts and the bolts of this issue
and come up with it and say -- just |like we're talking
here with Sim. | don't know | don't know.

You know, it just conmes across the paper, and by
god, you're either going to get approved or you' re not.
Unl ess you take it to an underwiter that knows you and
trusts you, and she's willing to step out on a linb and
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say, well, | don't give a damm if they're going to buy it
or not. You know what? This loan is worth underwriting,
and we're going to make the | oan.

The biggest issue that 1've got still is the
reporting issues that we have from banks. By the way,
that one file, the first one that he nentioned to you,

t he borrower was buying a $300, 000 house in north
Scottsdale. It was up to $400,000 before he closed. |
had approved him He had great credit overall going into
t he transaction.

We're getting ready to close on the deal. |
said conme on back in the office. Let's take a |ook at
it. BankOne -- and I'll tell you the nane of it, because
|"ve got all the docunentation here with ne. BankOne
rates himon his credit report now as being six times 90
days late and bankrupt. His credit score is in the
por cel ai n convenience. The man is livid. H's wife had a
m scarriage over this period of tinme. They did not close
on the house.

| had himconme in. | have a letter in the file
that I was asked to give you a copy of so you could
review it and take a look at it. | have the
docunentation. In their infinite wisdom BankOne, when
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we called themon the tel ephone and expl ained to them
that -- and we got the automated first. W did the
1-800, wait in line and die.

(Laughter.)

MR SMTH W did that and got that
information. And you know what it said to me? Never
been |ate. Well, okay, fine. So | hit the O button, the

one you're supposed to keep hitting until you get a live

person. They got on the tel ephone. She says, well, M.
Smith -- and | told her who | was and that the client was
sitting there. It's a nutual client of ours. And

expl ai ned to her, your system says that he has paid right
on tinme. She said that's absolutely correct.

And | said well, why is it being reported on the
credit bureau, and she goes, | have no idea. And | said
wel |, what's your position. Well, I'mthe supervisor.
How | ong have you been doing this? Wll, what's it to
you, is how she canme back to me. And | said no, I'm
serious. How | ong have you been doing this? Are you
famliar with the Fair Credit Reporting Act? And she
says well, yes. And | said are you famliar with it,

i ke have you read it? And she said well, yeah, I'm
famliar with it.
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And | said well, you have an obligation. You

need to get nme a piece of docunentation. W are trying
to close on this man's hone. | have |l ess than two weeks.
This is a surprise. You ve already told ne that it's not
his information. You need to send this information out
to me right now. | said, here's his nane. You have it.
Here's his Social Security nunber. You need to reference

the account. And | need that letter, and you need to fax

it to me imediately. 1'Il give you to Friday. This is
Wednesday. It should be easy for you to do. | know you
feel bad.

(Laughter.)

MR SMTH | got the letter Friday. And |I have
a copy of the letter, and I1'lIl be glad to showit to you,
because this is what goes on in the real world out there
for many of these people out here that are doing these.

The letter says: Dear M. Smith. Reference the
account. Please be apprised we have renoved this |line
itemfromyour credit bureau. For mne. They didn't
take it off his. They took it off of mne.

(Laughter.)

MR SM TH. She doesn't even know ny Soci a

Security nunber, but I'"msure that all Don Smth's don't

For The Record, Inc.
Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

157
have a BankOne account nunber. Well, it gets better.
call ed her back up. | was on that term nal hold thing
again. GCkay. M client's in the office. He's a big
guy. Don't nmake himmad. Thank God he's a friend. So
we' re standing there waiting, you know, on hol d.

We get them back on the line. Noel Sinpson, how
are you? Wwo is this? It's Don Smith again. GCh. |
noticed the letter that you wote nme. You know, it was a
pretty good witten letter, but |I've got a couple of
itens | would like to bring up to your attention. You' ve
left out M. Acton's nanme and Social Security nunber, and
you just said that you renoved the item

W don't want the itemrenoved. |It's his
credit. He's had it. He's been paying on it. You' ve
told me that. | want you to take it and state that he's
never been | ate, and he's never been bankrupt, and we are
sorry and apol ogetic. Wll, that's going to take a
l[ittle while. No, Noel, we've been through this. Let's
try this again. Get it taken care of.

She sent ne out another letter. She renoved it
conpletely off his credit report. There is no trade
line. It doesn't show any paynent history. It doesn't
show any bal ance. So we can't figure out if he still
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owes the nmoney or not. But guess what's still in the
colum? He's still showi ng bankrupt. Hi's credit scores
have depreci ated and depl eted over this period of tine.
He is nowin the m d-500"s, when he started -- | nean,
he's dropped over a hundred points. The man | ost over a
$100, 000 of equity on the house.

And |I'"m going to shut down right now | see you
all looking at the clock. But this is what the rest of
us are doing business with out there. This is what we
need your help on. Let's put sonme teeth in the FTC, if
you're going to have issues for the credit bureaus with
what they have to do, and for the people that provide the
i nformation.

Thank you very nuch, and you all have a nice
day. A great city.

(Laughter.)

M5. TWOHI G You know, when we announced this
conference and we started getting feedback, we knew we
were going to get sone lively comments, but | think we
under estimted how |ively.

Any ot her quick comrents before we break?

MR. EVANS: Right here.

M5. TWOHIG M ke?
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MR. EVANS: |'m M ke Evans, Fair Lending
Specialist wwth the FDIC. And | noticed this norning
that the individuals with Fair, |saac and sonme ot her
i ndividuals dealing with credit scoring have said how
credit scoring helps fair |ending.

Vell, | want the issue addressed. How does it
help fair | ending when you | ook at the data fromthe Hone
Mort gage Di sclosure Act that is released every year. The
denial rates for mnorities continue to increase every
year. And | also noticed that in the data that will be
rel eased in the next couple of days, if you | ook at
cl oser, denial rates for whites are increasing, also.

MR MEDINE: | think, Mke, that's an excellent
guestion, and we're going to have a panel on fairness
after the break, and why don't we have that as the first
topi c during that panel.

M5. TWOHHG We're going to need to -- okay?

MS. PRATT: Hi. Sarah Pratt, now with the
Nati onal Fair Housing Alliance. I'll be very short. It
seens to nme that there are a couple of really inportant
guestions that we need to continue to deal wth.

One is a synapsis of the issues raised earlier.
And that is, what difference -- what are the sources of
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the various itens in the credit scoring technique? How
are things weighed? What difference does it nake if you
have a trade line from Househol d Fi nance versus a
Mast er Card, and why should it make a difference? Were
do these scores cone fron? That's the first item and we
don't know the answers to those questions.

The second question it seens to ne that ought to
be tal ked about sone is the relationship of credit
scoring to the availability of |oan products, and in
particular to referrals to the sub-prine market. In
ot her words, where -- what difference does it make if you
have a particular credit score as to what | oans are
actually avail able and are the nost favorable | oan
products available to you based on your scores? Wy not,
if not? And at what point do you end up in the sub-prine
mar ket because you have a particular score, and what
i npact does that have on your finances for the future?

And even what inpact does it have on your future credit

scores?

Thank you.

M5. TWOHI G Thanks, Sarah. One or two nore
guestions or comments, and | think we'll need to break
for lunch.
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MR FISHER It will be quick. Geg Fisher
creditscoring.com 1've |isted 25 questions on the web
site, creditscoring.com And that's GR-E-G
F-1-SSHE-R And | have copies of themhere, if you
would like them But | would Iike to ask the first five
here.

What percentage of | oans eval uated by Fanni e Mae
and Freddi e Mac aut omat ed nortgage underwiting use
scores created by Fair, Isaac? WII the credit reporting
agencies rel ease data to anyone who wants to create a new
scoring systen? |If |I'mapplying for a nortgage, how much
does it cost to have a score updated imediately, if |
find errors on ny report? Do you allow creditors to see
scores for the purpose of evaluating existing custoners?
Do credit card conpani es access credit scores nonths or
years after issuing the card to determine the risk of a
cardhol der to raise or lower his rate? And the fifth one
out of the 25, howcan | tell how nmany credit cards to
have to avoid that factor |owering my score?

M5. TWOHI G Thank you for those questions.
There was soneone el se, | think, who had their hand up.
Yes?

MR. MANALP: My nane is Yuksel Manal p.
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MALE SPEAKER:  Spel | i ng?

(Laughter.)

MR MANALP: First name is Y-U K-S-E-L. Last
name i s Manal p, MA-NA-L-P.

M5. TWOHIG  Can everyone hear? Ckay.

MR. MANALP: Ckay. Nobody is talking about the
car industry today, so | thought maybe I'min the wong
pl ace.

M5. TWOHIG No, you're not in the wong pl ace.
W were focussing on credit scoring in the nortgage
industry. But we are interested in coments that are
br oader than that.

MR. MANALP: M observation has been -- I'ma
Fi nance Manager of a deal ership. M observation has been
that the credit scores provided by FICO are sonmewhat |ess
accurate than they would like for it to be. That's
obvious fromthe coments Caryl nade there and several
ot her people. Because the basis of the information is
t he dat abase supplied by credit reporting agencies. And
if the information is wong, of course scores are going
to be wong.

So | have two cases that | brought with ne that
| can just briefly describe. 1 had a customer who is a
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physician. He nmakes a lot of noney. Hs wife is a
physi cian. They nmake a | ot of noney. And they go back
to 1983 in the credit bureaus. And | counted three |ate
paynents, and they still have 77 percent of their credit
line that is still available. There are thousands of
paynents they made on tinme. And the three |ate paynents
added up to $175 or sonething like that. And his score
was 585.

That conbined with how t he banks are training
me, or telling me what to do -- they send ne a piece of
paper at the beginning of each nonth. |If the guy's
credit is such and such, this is the rate he gets. |If
it's less than six points, they don't even look at it,
and it's very difficult to change their m nds.

So I"'mjust going to take a couple of m nutes,
and 1'"mgoing to read to you what one of the credit
reporting agenci es had us sign, because we're a
subscri ber. Ckay.

Here we signed. The subscriber recognizes that
factors other than the Enpirica score nmust be consi dered
in making a credit decision, including the credit report,
the individual credit application and econonmic factors,
which is what | also believed. The factors that are
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provi ded by Trans Union as significantly contributing to
the score nmay be disclosed to consuners as the reasons
for taking adverse action, as required by Regulation B
However, the score itself is proprietary, may not be used
as the reason for adverse action under Regul ation B, and
accordingly shall not be disclosed to credit applicants.

Two things. Nunber one, the banks are forcing
us and thenmselves -- any of us -- to use it 100 percent
of the tinme. Sone banks are. Number two, we're not
allowed to disclose to the custoner, so the custoner has
no idea what his score is, not nuch less try to figure
how to straighten it up

There are errors. The exanple I'mgoing to go

back to -- | have anot her exanple.
M5. TWOHHG  Wuld you use the mc, please?
MR. MANALP: Yeah.
M5. TWOHI G Thank you.
MR. MANALP: | have another exanple to go with
it. | pulled another bureau for a student. He's a ful

time student and has part tine work. The only credit
line on there he had is a Cellular One for sonething |ike
$36 a nonth for ten nonths. He had no other credit
lines. He had a score of 715.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

165

(Laughter.)

MR MANALP: The bank's idea would allow ne to
spot a $20,000 car to this person because of his score.
And the bank's idea would allow ne to turn down the
physi ci an, unl ess he paid 50 percent down and he paid 22
percent interest.

The credit scores are not accurate. And | think
the public should be allowed to find out what their score
is, and that would allow themto straighten it up
There's only one way.

M5. TWOHI G Thank you very much for your

comment s.

(Appl ause.)

M. TWOHIG We're running late, but | think
we' ve had sone excell ent speakers this norning and sone
very inportant issues put on the table. The agenda calls
for returning fromlunch break at 1:30, which does not
give you much tinme to eat. So why don't we all try to be
back in an hour. | guess it's 12:50 now, so at 1:50
we'll start up again.

Thank you very much

(Lunch recess.)
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AFTERNOON SESSI ON

MR. MEDI NE: Thanks very nmuch. |If we can have
half as lively a discussion this afternoon as we had this
nmorning, | think we'll be doing very well. First, before
we get started with the panel, Pam Johnson, who is here
fromFannie Mae, will have to | eave shortly, and just
wanted to make sone brief conments based on the norning' s
di scussi ons.

Pant?

M5. JOHNSON:. Thanks. |Is this working?

MR. MEDI NE:  Yes.

M5. JOHNSON. COkay, good. | asked David if |
could just make a few comments, because unfortunately I
amgoing to have to leave, and | didn't want to | eave
bef ore having an opportunity to comrent on a few of the
comments and questions that cane up

| guess there are two things that struck ne
about sone of the discussion this norning. One is

obviously there is a fairly significant degree or |evel
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of suspicion and doubt about credit scoring. It goes
wi t hout saying. And that seens to be fueled in part by
per sonal and professional experiences, and also by a | ack
of information. W don't know they work, and therefore,
you know, we're unconfortable with that. A perfectly
good reason to have this forum and I think it's an
excel l ent opportunity to bring all these issues to bear.

The second thing that struck nme is that there is
a significant | evel of ms-information about -- and | can
only speak for Fannie Mae and the secondary market --
about the role that we play, and al so what our position
is relative to credit scoring. And perhaps | didn't do
as good a job this nmorning trying to describe our
position, but | would Iike to take another mnute to do
that, because | think it's inportant.

Before | do that, | think I would like to say
that for those of you who don't know this, and |I'm sure
nost of you do, there is a difference between the
secondary and the primary market. Lenders and brokers
originate loans in the primary market. They take the
| oan application. They do the underwiting, now of
course using our automated underwiting systens -- you
know, there is a role for us there -- and they sell the
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| oans to Fannie and Freddie. And we purchase | oans
directly fromlenders and seller servicers to Fannie and
Fr eddi e.

Now, what does that nmean. Well, it neans that
as the investor, we actually are providing -- we do
provi de gui dance around what types of credit quality --
credit standards we expect when we purchase a |oan, and
we provide that guidance in a ot of ways. And one of
the ways we provide that guidance is through witten
conmuni cations with | enders.

Now, many of the questions or issues that cane
up today are directly answered in sone of those witten
comuni cations. And | just want to bring that up,
because | think it's inportant to know what our position
is. For exanple, Caryl raised a situation with a
borrower who had extenuating circunmstances. A very |ow
credit score, but extenuating circunstances, such as a
nmedi cal -- sonme sort of medical circunstance that created
sonme difficulty with credit. O a divorce, for exanple.

Now, if you turn to sone of our lender letters -
- and I'll be happy to send you one, Caryl -- they're
very specific about that being used as an extenuating
circunstance for making a loan. And so we try to provide
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t he ki nd of guidance that |enders need to know when to
sort of | ook beyond the score, and | ook beyond sonet hing
that's determ ned to be high risk.

As far as the automated underwiting is
concerned, the way it works is that we provide a
recommendat i on around whether or not we think the | oan
shoul d be approved. And for Desktop Underwiter -- |
can't speak for Loan Prospector. But for Desktop
Underwiter that recommendati on on average occurs about
75 to 80 percent of the time. So Desktop Underwriter
users are getting an approved recomrendati on out of the
system about 75 to 80 percent of the tinme, neaning they
do not need to further | ook beyond that decision and do
any nore underwriting.

Now, the other 25 -- 20 to 25 percent of the
time, the nessage is very clear. W want experienced
underwiters to | ook at that |oan, because there is
sonet hi ng about that |oan, at |east according to the data
that the system has taken in, that appears to be high
risk. There may be extenuating circunstances for the
high risk. There nay be problens with the credit report.

And agai n, another specific witten guidance
that we give back is that if the credit report is wong
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or inaccurate, or there is information in it that's
i naccurate, the lender is instructed to disregard the
credit score, because it cannot be right.

So we do provide a |lot of guidance around these
issues. | can tell you that based on conversations with
Caryl and others that it does not always get translated
in the lending cormmunity. But | think it's inportant to
know t hat, you know, we are |ooking to buy those | oans
t hat experienced underwiters and experienced nortgage
prof essionals say are good quality loans. That's the
business we're in, and we have every interest in getting
t hose | oans from | enders.

On the nunbers -- the exanples that Caryl cited,

you know, | have no doubt that sone |enders put
l[imtations on the loans they will sell. But I wll
state again unequivocally -- did | say that right -- that

we do not have a minimumcredit score in our automated
underwriting system Again, we do not have a m ni mum
credit score in our automated underwiting system

So, you know, do we think that the | ow score
represents on average a high degree of credit risk? It
does, but that assunmes that the information is correct.
Again, a problemwe all know. And it does not
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necessarily pick up those extenuating circunstances. And
we woul d |i ke and hope that the nortgage professionals
who are dealing with those loans will work through those
extenuating circunmstances and make those | oans.

It behooves us to buy them as opposed to them
having to go to a sub-prine market, for exanple. W want
the loans that perform and so we have the sane goal in
mnd. And | just wanted to nmake those comments, because
| know it's very easy to assune that there is -- you
know, we're on different pages. And | know that there
are issues here, but | just wanted you to know we are al
on the same page about naking nore | oans and as many
| oans as possible to credit worthy borrowers.

MR. MEDI NE: Thank you. Pam just while you're
here. The FDI C before the break raised a question, and |
just was wondering if you had a perspective on Fannie
Mae's point of view And the question was, if scoring is
injecting nore fairness in the | ending process, why is it
that over the years we're seeing approval rates for
mnority applicants declining rather than increasing on
| endi ng?

M5. JOHNSON. Well, it's an excellent question.
First of all, let ne say this. There is no denying that
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there is discrimnation in the nortgage | ending process,
like there is discrimnation in many industries. And I
think this is something that we all have to continue to
work to conbat .

And if you go back to the Boston Fed study that
was done in what, 19937

MALE SPEAKER: 1992.

M5. JOHNSON:. Thank you. You know, it's clear
that one of the primary reasons for nortgage
di scrimnation has to do with subjectivity of the |oan
of fi cer maki ng the decision, so that they are actually
wei ghing into their decision or to their underwiting --
or to their decision to make that |oan, they're weighing
in the fact that this person is African American or
Hi spanic, etc.

And one of the things that we view autonated
underwriting as helping in this regard is that it takes
that subjectivity out of the equation. Now, automated
underwriting has not been around for a long, |long tine,
and it doesn't represent a hundred percent of the |oans
that we purchase, certainly. And so it is not
necessarily used as w despread as one m ght think. W
would like it to be used on a broader basis. But | think
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over time it is our belief that the use of automated
underwriting will in fact have a positive effect on
nortgage lending in mnority conmunities.

And | astly, | guess | would say that we all know
that minority coomunities are the fastest grow ng, along
with inmmgrant communities. The fastest grow ng
popul ation in this country. And the fastest grow ng
opportunity for those of us in this business. Besides
the noral inperative that discrimnation is wong, there
is a business opportunity here that we certainly don't
want to ignore, which is, there are plenty of |oans out
there that should be nade that aren't bei ng made today.

And we would like to get at that. | nean,
that's the business we're in. So ultimately | think that
we wll see a shift in this issue. That's our hope.
That's why we keep working at this. And we're hoping
that the subjectivity will, you know, over tine be
elimnated with the use of tools that don't allow the
person inputing the data to make that choice.

MR. MEDI NE: Ckay. Thank you very nuch for your
comments. We're going to turn nowto the Is Scoring Fair
panel, where we're going to discuss -- as we have been to
sonme extent throughout the day -- whether the use of
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scoring adequately assesses risks for various
popul ati ons, and how overrides are used and if they're
done in a fair way or not.

We've had the pleasure of hearing from Peter
McCor kel | al ready, so Pete will be around for the
guestion and di scussion period. But each of the other
panelists will make sone brief conmments and then we'll
engage in discussion anong ourselves and with the
audi ence.

Bob Cook is the Senior Fair Lending Speciali st
at the Federal Reserve Board, and has been in that
position since 1994. He serves as the in-house
consultant on fair |l ending policy and enforcenent issues
i nvol vi ng bank exans, conplaint investigations, mnerger,
acqui sition and expansi on applications and regul atory
conment and revi ew.

Bob?

MR. COOK: Good afternoon. It's a pleasure to
be here. Is this mc turned on? Can everybody hear?

MR. MEDI NE: Peopl e can hear.

MR. COOK: The Federal Reserve's responsibility
with respect to credit scoring has to do | argely, of
course, with exam nation of institutions that are subject
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toits regulatory review. W have recently, along with
t he ot her agencies, issued a set of interagency fair
| endi ng exam procedures. And within those procedures we
have a set of review steps that we use in credit scoring
syst ens.

We take the approach in the front end of the
exam now that we |l ook for risk factors. And in sone
i nstances, a |lender that uses credit scoring is going to
find a risk factor relative -- or several risk factors
relevant to the credit scoring systemthat will cause us
to treat the credit scored product as perhaps one of the
focal points of the exam

Once we make that review, our primary focus with
respect to credit scoring systens is in disparate
treatment. Now, that doesn't nean that we | ook to see if
a |l ender has purchased a systemfrom Pete here, where
Pete snuck in females as a factor in the scoring process.
We don't think he does that any nore. He's prom sed us
he won't.

(Laughter.)

MR. MCCORKELL: When did | stop beating ny wfe.

MR, COOK: That's right. Wat we |ooked at, and
primarily fromthe disparate treatnent side, is whether
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or not there is a judgnmental creep back into the system
t hat uses scoring, such that all of the prom sed benefits
of using scoring that you elimnate disparate treatnent
because everybody gets treated the same, has kind of
turned on its ear. Because after the scoring process is
all done, you cone in and perhaps ignore -- but | think
the proper termis that you take into consideration what
Pam descri bed as extenuating circunmstances, or you
override what the score seens to be saying. The score
seens to be saying this is a score of 440. It probably
shoul dn't be nade.

But there are reasons, many of which we've heard
about today, why a | ender m ght want to nake that | oan.
The extenuating circunstances can go from-- as both Pete
and Peter said, the score doesn't predict how individuals
are each going to perform It predicts how a given
segnent of the population that nmade up the scoring
devel opnent process indicates that a simlar group of
peopl e would perform But as to each individual, that
score is not going to say whether that person is going to
default or going into bankruptcy depending on what the
pur pose of the score is.

So sonebody with a very brief band of
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del i nquency that reflects a short term econom ¢ downturn
for that person mght |ook the same to the scoring system
as a sort of habitual credit delinquent, and overrides or
extenuating circunmstances provide a neans to overcone
that. As a consequence, you can see that we kind of
favor it. W believe that overrides have a definite
pl ace to play.

And the only area that we -- well, one of the
princi pal areas that we are concerned about is in the
fair lending area. And that is, are the overrides being
used on a basis that doesn't take a prohibited basis into
consideration. It doesn't end up all ow ng what we call
| ow side overrides, where the score is lowand it's a
deci sion to nake the | oan anyhow, or high side overrides,
where the score is 770 and the bank says yeah, but |
don't like his |ooks and denies the |oan.

Qur principal concern, as you can inmagine, is
with | ow side overrides. As | said, we |ook in the exans
at risk factors. And one of the risk factors before we
select a credit score product would be, doesn't there
seemto be a |lot of overrides. And that in itself is not
necessarily bad. Maybe this is a bank that pays
extensive attention to extenuating circunstances. But it
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is ared flag for us to see a very hi gh percentage of
overrides of an otherwise -- of an initially scoring
system So that's going to becone a focal point of the
exam

The use of the override, to the extent that it
seens to be producing disparate outconmes for, let's say,
mal e versus femal e borrowers, or mnority versus white
borrowers, is sonething where primarily we | ooking for an
anal ysis. The exam ners are doing an analysis of the
gqual ity of assistance given to those people who they
decide to assist in overriding a score, or in taking into
consi deration extenuating circunstances. Does everybody
get kind of the same effort by the lender in attenpting
to find ways to explain why this person ought to be
granted a |loan, or are those granted on a di sparate
basis. So that's sort of a priner on how we are taking a
| ook at credit scoring for the nost part.

There is -- and | know Pete sort of gl ossed over
it alittle bit this nmorning, but prom sed to get back to
it this afternoon, as he knew we would want himto -- the
i ssue of disparate inpact, where the systemitself,
al though it essentially treats everybody the sane,
produces different outconmes because of the very nature of
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the systemas it relates to differences in the popul ation
that it scores.

So, for instance, one of the factors m ght be --
and I'mnot saying that it's yours. One of the factors
m ght be that people have -- and | believe sonebody
mentioned it this norning -- finance conpany trade |ines
versus bank trade lines, and that people with finance
conpany trade |lines receive |less of a score or fewer
points for that than sonmebody with a conparabl e bank
trade, perhaps of the same anount, the sane duration and
otherwise simlarly situated. To the extent that
mnorities or single females, for instance, m ght be over
represented in the popul ation that uses finance conpanies
nore often than they use bank trades, you could cone up
with a disparate inpact.

So one of the concerns we do have is whether or
not di sparate inpact is an issue. And one of the
guestions | guess that I'll toss out to Pete to respond
to when he gets his turn after this entire table
di scussion, is to what extent do the Fair, Isaac's of the
world -- and | suspect you can speak for how sonme of the
ot her systens operate, but certainly Fair, Isaac -- go
when they eval uate various possible criteria or factors
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to put in the systemto kind of weigh the relative inpact
that one factor may have agai nst another. So that's
anot her issue that | think we do -- we are concerned
about. | nust say that it's not a factor that we have
t he sane concern about as the use of overrides in these
scoring systens.

That factor brings in another issue, and that is
-- the disparate inpact factor -- and that is the
lender's liability for disparate outcones. A lender is
responsi bl e under a ECOA and Reg. B for disparate
outconmes. And that's kind of a neutral term That could
be disparate treatnent or disparate inpact, but disparate
outcones froma credit decision process.

|f scoring -- if they follow Pete's book and
don't use overrides, and they're rejecting fenales at a
rate of 1.6 tines nales, then you could say that there
seens to be a disparate inpact. The |ender, however,
while it's being held responsi ble under Reg. B for
expl ai ning that disparate inpact -- indeed, a |lender is
gi ven the opportunity under sort of the order of proof of
di sparate inpact to offer a business justifiable reason
-- a business justification for why those outcones are
different.
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And yet it doesn't know what -- it may not know
what factors are in the box. It may not know what
wei ghts are there. And it may not have the capacity to
make an eval uation that regul ators are going to believe.
You know, the necessary credibility to say that yes, you
provided a justification for the difference in outcone
bet ween nmal e and fenmal e borrowers.

So that's an issue which | want Pete to address,
because it's been raised by lenders fairly recently as to
what do they do. Sone of them have asked, how do | know
that my programthat |'ve bought from a devel oper program
has been validated. Another obligation that |enders have
is to make sure that their programis validated. |In nmany
i nstances, a validation is done by the producer of the
system who sold the systemto the | ender. And we suspect
that those validations are done well and w sely. But,
again, the lender hasn't got the capacity to show what he
did to validate, except to point to Pete and say, well,
Pete tells ne that my system was properly vali dat ed.

So there is this kind of disconnect, despite the
fact that, you know, as a general natter when you've got,
you know, a firmlike Fair, Isaac, that is too big to
di scrim nate
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MALE SPEAKER: It's |ike a bank being too big to
fail.

MR. COOK: Too big to discrimnate because there
is so much at risk, that we expect that validations are
going to be done well and w sely.

Anot her Fed focus --

MR MEDI NE:  You have about a mnute.

MR. COOK: Ckay. Another Fed focus is on what
Carroll Justice spoke about, and that's the use of
scoring to support a risk based pricing of |oans. And
really we're talking in many ways about sub-prinme | ending
t here.

To the extent that a FI CO score can
differentiate risk levels, it offers |enders a nore
precise way to quantify the difference in the cost of
that risk, or in the way that that risk ought to be
priced for as between, let's say, a B and B- and a C+ and
a Cloan. And to that extent, scoring serves a very
useful purpose in the sub-prine lending area, a risk
based pricing area.

The danger that we see -- one of the dangers --
is the extent to which a | ender doesn't pay close
attention to the risk differential that the credit score
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is describing and takes sort of a nore pull it out of the
bl ue approach to pricing for risk, adding a little extra
just to be sure that they've got it right. And there is
a challenge in pricing sub-prine |oans, and a | ot of
| enders -- Alenders -- who try to get into it, learn
that it's a very different task.

At any rate, that's sonething we're concerned
about, is that the price differential between one risk
| evel and the next ought to bear sone reasonabl e
relationship to the actual difference in risk. The cost
of that risk.

And finally, froma consunmer concern not know ng
their score -- we heard sone tal k about that today -- |
think -- 1'"'mnot so sure that | share that concern to the
sanme degree that it was expressed today, and I'll tel
you why.

To an individual -- as opposed to a | ender
trying to see what the band of scores are of this
custoner for sonme such anal ytical purpose, to an
i ndi vi dual custoner it's probably nore val uable to know
that he's got a score that's low, that's hurting his
capacity to either get a loan or to get an Aloan. It's
probably nore val uabl e to know what the various reasons
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are that are driving that score down, rather than the
score itself, because he then has valuable -- he or she
has val uabl e i nformati on about whether it's sonething
t hey can do sonet hing about in a short term or whether
it's sonething that's going to have to heal over tine.

And Reg. B requires lenders to provide the --

MR MEDINE: |1'mgoing to have to ask you to
wap it up.

MR. COOK: Ckay. Provide the nost inportant
reasons why -- not only as to judgnental systens, but
al so as to scored systens, what nost adversely affected
t he score.

So with that, | turn it back to you.

MR. MEDI NE: Thank you. Thank you for
hi ghlighting, | think, some of the challenges in this
area, where we on the one hand have heard scoring can be
used to elimnate sone of the bias and judgnent al
systens, but yet disparate treatnent may be inherent in
the scoring systemitself, and where overrides take into
account sone of the synpathetic concerns and/or unusual
situations, but again could also be used in a
di scrimnatory manner. So sone of these are sone of the
chal l enges in using a scoring system
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MR. MCCORKELL: | hope you neant to say
di sparate inpact mght be inherent. Disparate treatnent
woul d not be.

MR. MEDINE: Well, hopefully it wouldn't be.
Thank you. Turning to Debby Col dberg, Debby is the
Acting Director of the Nei ghborhood Revitalization
Project of the Center for Community Change. The project
provi des assistance to groups that are concerned with the
avai lability and affordability of credit and ot her
banki ng services in their communities. Debby is also
involved with the Center's public policy work on
reinvestnment and fair |ending issues.

M5. GOLDBERG. Thanks. | think it's been a very
interesting discussion here so far today. The earlier
panels really laid out a lot of the issues that are
chal I enges for people who are working in this field, or
for consunmers who are dealing with these questions. And
at the risk of -- 1'Il nake an effort not to repeat what
peopl e have said before, but naybe to give you a slightly
di fferent perspective than some of the people who have
spoken before ne.

One of the things that | see when fol ks tal k
about credit scoring and autonmated underwiting systens
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--and I think we see this froma conmunity reinvestnent
perspective in other ways when you tal k about technol ogy
and its use in the banking industry and its inpact on
consuners and their access to banking services, whether
those are nortgages or other forns of banking services --
is that there is this trenendous prom se that technol ogy
holds. And | think people want to believe that
technol ogy can work to everybody's advantage, and it's
clear that it can work to sonme people's advant age.

But | think what you learn if you watch how
t hese systens play out over tine, is that you can't
assunme that the use of technol ogy, whether that's credit
scoring, automated underwiting or anything else, wll
necessarily work to the advantage of everybody in our
country. And the folks who are particularly at risk of
ei ther not being served well or actually being
di sadvantaged tend to be | ow and noderate i ncone peopl e,
peopl e of color and other fol ks who are protected under
our fair | ending | aws.

And so | think it's very inportant not to assune
that just because sonething can be descri bed as being
objective, that it will be used in an objective way. And
| think our quest to elimnate all subjectivity fromthe
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nort gage | endi ng process as a way of making sure that
nobody gets discrimnated, is in fact a quest that's
going to be vain. And I'mnot sure that we ought to be
pursuing it in the way that | think sone fol ks are.

| think we ought to be | ooking perhaps at other
ways of ensuring that discrimnation and unfair treatnent
doesn't creep into the system because | don't believe
that you can have a nortgage | ending process that is
conpl etely objective, no natter how you go about it. And
| think that that has actually been illustrated by sone
of the remarks, as | said, of the fol ks who have gone
before ne, and perhaps nost effectively by this |ast
panel, who nade it clear that at every step along the way
there is -- as you know fromthe Wzard of Oz, there is a
man behind the curtain. You nay have this wonderful, you
know, inage projected on the screen, but there is in fact
a person, or in some cases a series of people, who are
involved in the process and who have an inpact on the way
that the process and the system worKks.

| want to just try and kind of highlight for you
what | think are sone of the points along the way in the
use of credit scoring and automated underwiting systens
where bias, whether that's illegal or just unfair, may
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creep into the system

One of those is at the front end with the data
entry. And the gentleman over here tal ked about, you
know, garbage in and garbage out. And | think that's
sonething that we all have to keep in mnd, that not only
are there problens with the credit reporting systemin
this country. But as | tried to listen carefully to the
speakers who were expl ai ning how credit scoring works, it
seens to nme that there are elenents of the systemat the
front end that are subject to nmanipul ation, which can be
a good thing or it can be a bad thing, depending on
whether it's done in a way that hel ps you or done in a
way that hurts you.

The Boston Fed study that soneone referred to
earlier actually identified that as one of the key
factors in explaining the disparate |evels of nortgage
lending to mnorities and non-mnorities in Boston. And
t hat was how much assi stance were people given in being
on paper the best qualified applicant that they coul d.

And | think when you tal k about this kind of a
system vyou still have that issue that you have to
grabble with. How much hel p does soneone get at the
front end to | ook as best as they can | ook on paper, so
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that the data going into the systemis going to serve
themin the best possible way, and are people given
different |levels of treatnent.

The second question -- or the second place where
| think unfairness or discrimnation can creep inis in
the scoring systemitself. And | think that, you know,

t he exanpl e that has been cited a couple tines now, of
how the use of nontraditional sources of credit -- the
househol d finances or others of the world -- affect
soneone's score and the way that they get treated by the
system is a very good exanple of what the potenti al
probl ens nmay be.

What happens to sonmeone who has nostly paid in
cash over the years and doesn't have nmuch or any credit
record? You know, the kinds of things that we tend to
see nore in | ow and noderate income comunities and
communities of color, I amtroubled are not necessarily
treated adequately by credit scoring systens. And |
don't think anyone will ever be able to satisfy nme, and |
think a | ot of other people, on the question until there
has been sonebody who does an inpartial and thorough
anal ysis of these systens, with access to all of the
details about the way that they work, and can say
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definitely at |east at sone point in tinme that there is
no bias built into the systemitself. And that kind of
scrubbing of the credit reporting system-- or, excuse ne
-- the credit scoring systemsinply has not happened to
dat e.

And, you know, in this sanme light, | want to
make a different point about the use of nontraditional
sources of credit. Because |I think when you tal k about
fairness, one of the issues that |ow incone people in
particul ar, and agai n people of color, have faced is that
their access to credit sources in nmany cases has been
limted, and people have been forced to use hi gh cost
sources of credit, to pay nore for basic credit,
regardl ess of what formthat nay take.

And particularly when you're tal king about | ow
and noderate i nconme people, although not exclusively in
that case, if you' re paying nore for credit, then the
chances that you're going to have problens in paying on
time seemto ne to be increased. And I'll cone back to
this in a mnute.

But | think one of the issues when we tal k about
fairness is how do we nmake sure that people who are good
credit risks get access to the best priced, best
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structured credit that they ought to be able to have
access to. How do we change the dynam cs of the system
that have led to sonme of the statistical results that
maybe we see in the analysis that's done so far.

And then the third point along the way where |
think bias and unfairness can creep in is at the back
end. And again, people have tal ked about how that can
play out. Once you get a score, or once you get the
result of the automated underwiting system then what
happens. Are you -- you know, has your file gone back
t hrough and underwitten manual ly? You know, are
conpensating factors then taken into account? Does that
happen on a fair and equal basis or not?

In this area, one of the points |I want to make
sure we're all clear about is that there is a very large
part of the nortgage market that is not subject to review
by ny col |l eagues who are here on this panel who work for
t he governnent -- the banking and regul atory agenci es.
And so even though some | enders have bank exam ners who
come in and | ook over their shoulders to try and nake
sure that these kinds of judgnmental aspects of their
nort gage | endi ng process doesn't play out in a way that
may be biased, there are a |ot of other |enders out there
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who are never subject to that kind of review. And I
t hi nk when we | ook at the inpact of credit scoring and
aut omat ed underwiting, we have to | ook at the whole
mar ket and not just the regul ated part of the market.

And then the other thing | wanted to nention at
this point in terns of the back end is, once you get a
score -- once you get an outcone, how do you then know
that an applicant gets the best possible product that
they qualify for. O to what extent, as, you know, Bob
Cook was just saying, does, you know, a little padding
get added on to the cost of that |oan, whether that's in
the formof the interest rate or in the formof other
fees that nay get tacked on. And who are the people who
get the best deals and who are the people who get the
wor st deals. And how does sonebody know what is the best
deal that they ought to qualify for.

| think the mystic that we see associated with
credit scoring systens is particularly problematic in
t hat way, because people don't know what they ought to be
able to get. And it's very hard for a consumer to be an
effective advocate on their own behalf, given that kind
of nysterious nature of the system

| want to just close with two quick points. And
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that is -- and | think Margot will probably tal k about
this nmore a little bit later on. But for ne it's really
i npossible to ook at credit scoring and automat ed
underwriting without also then nmaking the |inkage to risk
based pricing and sub-prine |Iending. Because in the
comunities where the groups that the Center for
Communi ty Change works, | ow and noderate i nconme and
mnority conmunities across the country, that is a very
bi g issue.

The presence of sub-prine | enders and predatory
| enders, and the way that they use credit scoring, is a
very big problemthat groups are really struggling wth.
And on the one hand we have conmunity groups who have
been working for years to devel op the kind of nortgage
counsel ling prograns that some of the earlier panelists
tal ked about -- | guess Marcia Giffin, in particular --
as a way of taking people who in the kind of, you know,
systemthat we're tal king about, m ght not qualify for A
credit and making themqualify for A credit, and getting
t hem access to A credit.

And | think that's a good thing. And |I'mvery
concerned that the wi despread use of automated systens
and the fear that many -- either the fear that sone

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

194
| enders will have that if they use any kind of judgnental
-- if they have any kind of judgnental part of the
process, that they're going to be, you know, straying
into areas of discrimnation, so that they'll just kind
of shut that down altogether.

And they will be -- despite all of the letters
that Fannie Mae and Freddie Mac nay send out, they're
just not going to want to deal with applications where
sonebody's credit score is too low. That and the
i ncreased use -- or increased activity by sub-prine
| enders in | ow inconme neighborhoods, I'mafraid may
real ly underm ne the success and the continued benefits
t hat housing counselling I think has brought to many
comunities across the country.

And | also worry about the notion that the best
way to deal with people who don't on their face -- or as
a result of this kind of allegedly objective analysis --
| ook |ike good credit risks, is just to give themcredit
at a higher price. 1 think that's a very dangerous
not i on.

And | guess |I've been in this business |ong
enough to be m ndful of some of the | essons that we've
| earned from FHA | ending over the years, where there were
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certain nei ghborhoods and certain types of people that
got labelled -- I"'mkind of sinplifying the process here.
But got | abelled as FHA conmunities. And the only kind
of credit that was available in those conmunities was
credit fromFHA, which in many cases was very poorly
underwritten with di sastrous consequences for i ndividual
homeowners and for the communities in which they |ived.

And | think if we replace that kind of system
with one where the only credit that is available in
certain kinds of neighborhoods, or just certain kinds of
borrowers, is high priced credit, and in sonme cases
predatory credit, that we run the risk of having exactly
the sane problens that we suffered with poor use of the
FHA programin the past. And | don't think that that
works to the benefit of the country as a whole, |et alone
to the individual consunmers who are affected.

And | et ne stop there.

MR. MEDINE: All right. Thank you very nuch,
Debby. If I could follow up on one of the points you
made earlier, as | understand it, you're suggesting that
there m ght have been a bias in |ending that occurred in
t he past --

M. GOLDBERG Ri ght.
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MR. MEDINE: -- that m ght have shifted certain
consuners from say, banks and traditional financial
institutions to finance conpani es at higher rates, and
t hat those consuners, as a result of that bias, were
endi ng up payi ng higher rates and then nore likely to
default, and therefore a scoring system would essentially
per petuate --

M. GOLDBERG Ri ght.

MR MEDINE: -- sone of that discrimnation that
occurred in the past. |If that's your point --

MS. GOLDBERG  Yes.

MR. MEDINE: -- the question is, how do you
t oday address that concern in evaluating an individual's
credit worthiness?

M5. GOLDBERG. Well, 1 think, you know, one of
the ways to get at that is through the kinds of
counsel ling prograns that were, you know, described and
that | talked a little bit about, where you work with
sonmeone to both overcone the problens that they may have
experienced because they've been forced to use high cost
credit, so that they repair their credit record, and then
al so to make sure that they are really prepared to becone
a honmeowner, if we're tal king about nortgage credit.
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That they know what to expect in terns of future costs
associ ated with honme ownership.

You know, one of ny colleagues has called it the
Hechi nger's tax. You know that every nonth you're going
to have to go down and spend 25 bucks at Hechinger's or
what ever to repair something around your house. And
there is not a landlord that you can call to do that, so
you' ve got to built that cost into your future household
budget .

So that people do beconme good credit risks, and
then you give them access and a shot at a loan that's at
the sane price as, you know, sonebody who has had
di fferent advantages in the past -- nay have had. And |
think the experience with the prograns that have done
that has for the nost part been excellent.

When | talk to groups around the country that
are involved in housing counselling prograns, and they
tal k about the default and delinquency rates associ ated
with the portfolios of |oans, you know, where they've
done counselling, those default rates are often as | ow as
or lower than the rest of the customers for those
particul ar institutions.

And so | think the success is very good, and we
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don't want to prevent that from happening in the future.

MR. MEDINE: Geat. Thank you very rnmuch. |'m
turning nowto Russ Bailey. Russ is the Fair Lending
Team Leader in the Conmunity and Consumer Policy Division
at the Ofice of the Conptroller of the Currency.

OCh, Ceorge Knight? 1s George Knight here?
kay. Returning to Russ. He's with the Ofice of the
Comptrol l er of the Currency, and he has held his position
as Fair Lending Team Leader since 1995. He's responsible
for devel oping and inplenenting the OCC s Fair Lendi ng
supervi sion and Enforcenent Program and for providing
advi ce and counsel on fair |ending issues.

Russ?

MR. BAILEY: Thank you, David. Many of you may
not know what the O fice of the Conptroller of the
Currency is. It is the governnment agency that regul ates
national banks and their direct subsidiaries. W are to
national banks what the Federal Reserve is to state
menber banks as far as regularly exam ning themfor,
anong other things, fair lending matters. W appreciate
the invitation to speak to you today and deal with sone
of these very thorny issues.

The OCC issued a bulletin in 1997. |It's OCC
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Bul letin 97-24. It deals with credit scoring issues.
And | put 200 of themon the table outside the door. |
woul d recommend this publication to you if you are
interested in credit scoring issues.

Let nme just explain a little bit about what it
contains. About the first 7 and 1/2 pages it is fairly
arcane. Safety and soundness information on howto
devel op and validate credit scoring systenms and sone of
the issues that the OCC | ooks at froma safety and
soundness standpoint. And then there are several pages
t hat di scuss the OCC s concerns about sonme of the
conpliance issues that arise in credit scoring. And if
you're nore interested in those conpliance issues, you
m ght want to skip the first 7 1/2 pages with | ots of
detailed charts and conplicated issues.

The basic question before this panel is, is
credit scoring fair. And to answer that from OCC s
perspective in sone of the terns that have been used
today, | think I would have to say that it is inpossible
to predict on an individual basis. But we think the odds
ratio is that credit scoring systenms nmake an underwiting
systemlikely nore fair.

| s that okay, Pete?
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MR MCCORKELL: Yes.

MR. BAILEY: |Is that stated in credit scoring
term nol ogy? We woul d second Bob Cook's remarks that we
think that the greater danger with credit scoring systens
is that they still can be used in a discrimnatory
manner. It is not a panacea. Just because sonebody has
a credit scoring system that doesn't nean okay, the
underwriting systemis, therefore, going to be fair.

We have cited four of our institutions for fair
| ending violations involving credit scoring systens and
made referrals to the Departnent of Justice. | would
just like to talk about those real quickly. Debby said
that there always is a person behind the curtain. Well,
soneti mes the person behind the curtain does stupid and
unlawful things. It doesn't happen very often, but it
does sonetines occur.

We had one institution that set up their credit
scoring systemso that if co-applicants were narri ed,
they were entered -- alittle j was entered in a certain
field in the credit scoring database. And then the
credit scoring systemconbined their credit histories,
el i m nat ed redundanci es, and produced one credit score.
It also conmbined their incomes and produced a conbi ned
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debt to income ratio.

But if the co-applicants were not married to
each other, that little j wasn't entered in that one
field in the system And so what was designated as the
primary applicant was scored, and only the inconme of the
primary applicant was counted in conmputing a debt to
income ratio. So they set that systemup to begin with
to treat unmarried co-applicants differently than nmarried
co-applicants, and that's discrimnation on the basis of
marital status, and that's prohibited by the Equal Credit
Qpportunity Act.

We had another situation in which a bank had an
age-split scorecard. Now, age is the one prohibited
basis that Regulation B permits a creditor to take into
account in a credit scoring systemthat is validated. O
in the | anguage of the reg, enpirically derived,
denonstrably and statistically sound.

But this credit scoring system had not been
val idated. Therefore, it's use of age in an age-split
scorecard was inherently in violation of Regulation B and
the Equal Credit OCpportunity Act. So they just skipped a
fundamental step that they had to take care of in order
to use an age-split scorecard.
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We had anot her situation in which the sane
scorecard was used to process all applications for
credit. However, if an applicant applied on the Spanish
| anguage application, it took a higher score to pass.

Let nme say that again. |If an applicant applied on a
Spani sh | anguage application, it took a higher score to
pass. In the internal nmenos in the institution, the
group of people who applied on Spani sh | anguage
applications were referred to as "the Hi spanics."”

Whenever you get into credit segnmentation, and
| arge credit card operations can have |ots of
segnentations, you run the risk of segnenting the
popul ation into sone group that is highly correlated with
a prohibited basis.

Now, |'ve heard this -- an anecdotal story when
| was naking a presentation. Someone said to ne, you
know, several years ago | ran across a situation where a
credit card operation had one scorecard. It was an
affinity card for subscribers to Towmn & Country magazi ne,
and then they had an affinity card for subscribers to
Ebony magazine. And they used different scorecards to
process those applications.

Now, woul dn't nost of us think, whoa, there
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m ght be a problemthere? GCkay. And | think many tines
people don't realize how many segnentations there m ght
be in a credit operation. It's rare to find it in the
nort gage narket, the hone purchase market, that much of
t he di scussi on has been about today. But it's very, very
common to find it in other kinds of credit products.

W al so nade a referral to the Departnent of
Justice on a case in which credit scoring was used as
part of the underwiting process for hone inprovenent
| oans. Since hone inprovenent | oans are residential real
estate related transacti ons, we had the governnment
nmonitoring informati on on those decisions, which gave us
the race of the applicant. And if you nade a passing
credit score, your odds were six tinmes greater of being
deni ed anyway if you were black than if you were white.
And if you made a failing credit score, your odds were
twice as great that you woul d be approved anyway if you
were wite than if you were bl ack.

We wound up actually going in and pulling a
sanple -- a random sanple of files in doing our own |ogit
regressi on nodel of the underwiting decisions that were
made at this institution, and race turned out to be a
very significant variable. And the |oan officers were

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

204
sinply using their override discretion to nmake a pattern
of decisions that we believe was discrimnatory. And we
referred that case to the Departnent of Justice as well.

We have a couple of other cases in the early
stages. Another situation in which it |ooks |ike a bank
has built into their systemtreating married co-
applicants differently than unmarried co-applicants.
That's in the early stages, however. And we al so have
anot her case in which it appears that an institution may
have a conpletely different scorecard for people who
apply on a Spani sh | anguage application. So we have the
credit segnentation problemarising again, at |east
possi bly, in a case.

So those are sonme of the kinds of things that we
run into froma disparate treatnent standpoint. W think
that there is much less likelihood of a problemfrom a
di sparate i npact standpoint, and we believe it's a very
difficult issue when you talk about inpact in credit
scori ng.

The OCC has decided that it will not cite a bank
for a violation of fair lending | aws using a disparate
i npact theory applied to a credit scoring system until
and unl ess we have devel oped gui dance for the
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institutions that we regul ate, issued that guidance, and
then if they violate the guidance, we woul d not be happy.

One other thing I want to nmention. Qur
Comptrol I er has spoken out publicly recently about a
trend that's developing in the industry of not reporting
information to credit reporting services. A nunber of
sub-prinme | enders are not reporting performance on those
| oans, which tends to make it nore difficult for soneone
who is forced into the sub-prinme market because of sone
past credit problens to rehabilitate their credit history
and nove back into the | ess expensive narket.

Sone | enders have acknow edged that they have
stopped reporting credit limt and bal ance information.
The Conptroller's concern is that this |ack of reporting
of data may contribute to the inaccuracy of credit
scoring, since the credit scoring is based on the
information that's reported to the credit bureau. So
that's another issue of concern to us.

Thank you very much

MR. MEDI NE: Thank you.

MR. MCCORKELL: | would |ike to point out that
you' ve all witnessed an historic occasion. This is
probably the first time in nenory that Russ and | have
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ever been on the sanme panel and haven't di sagreed about
anyt hi ng.

(Laughter.)

MR. BAILEY: Well, | wouldn't say we haven't
di sagr eed.

(Laughter.)

MR. MCCORKELL: Well, | don't disagree with
anyt hing you just said, Russ.

MR. MEDI NE: Thanks, Russ. | just wanted to
poi nt out that the opposite can be true from your
experience. W' ve seen the reverse of a conpany that
used a judgnental system where they failed to aggregate
the incone of unmarried co-applicants and got such an off
the shelf scoring nodel that did. And so they
essentially backed thensel ves into conplying with the
| aw, because the scoring devel oper knew what the | aw was,
even though their judgnmental systemdidn't provide for
t hat .

So it can work both ways. |'mturning now to
Mar got Saunders. Margot is the Managi ng Attorney of the
Washi ngton office of the National Consuner Law Center.
Her duties include representing |low incone clients in

Congress on financial credit issues. And she has
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testified on nunerous occasi ons before congressional
commttees on the inpact of various proposals on | ow
i ncone househol ds, and is the author of nunerous articles
on consuner and utilities law as they affect |ow incone
people in the United States.

Mar got ?

M5. SAUNDERS: Thank you. And it's a pleasure
to be here today. The National Consuner Law Center is a
public interest law firmthat has its main offices in
Boston. But we represent |ow inconme people through the
| egal services prograns all over the country, and |'ve
been doing this for over 20 years.

So it's with that perspective that | bring this
information to you. Mich of what | was going to say has
been said. [|'ll only repeat sone of it. M folks, the
experts in credit at the National Consuner Law Center,
are unequi vocal ly convinced that credit scoring is biased
agai nst poor people. And sonme of the reasons that we
expect that to be true are sone that have been nentioned
al ready today.

For exanple, as was just nmentioned by Russ from
the OCC, sonme mmjor providers of nortgage credit and
other credit in the sub-prine market are not reporting
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information at all. Those are nost likely to be | ow
i ncome people who are not getting the benefit of positive
credit scores fromthis. Mich of the credit obtained by
my clients fromfinance conpanies, rent to own conpanies
or payday |oans, either is not reported or is reported in
a way that will result in a lower credit score. And the
cost of the credit, as Debby mentioned, is very high. If
they do get it, it is far nore likely that they wll
default, which will lead to a bad credit rating.

Credit scoring is based on statistical
rel ati onships, not causal links. [|'ma Jew sh wonman.
There is a statistical relationship between Jewi sh wonen
and a certain kind of breast cancer. That does not nean
because | amJewish that | will get breast cancer. And
it's the distinction between a statistical relationship
and a causal link that we think has to be nade before
credit scoring can truly be eval uat ed.

For exanpl e, when you | ook at Fannie Mae's
nunbers, according to Pam Johnson's presentation, if you
have a credit score of |less than 620, then there was a
3.1 percent chance that you would default, as opposed to
if you had a credit score of greater than 720, | think
was the nunber, then it would be | ess than a one percent
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chance that you would default.

Wel |, what about if you' ve got a credit score
| ess than 620? That neans you al so have a 96.9 percent
chance that you won't default. And has anybody done the
anal ysis between the people in that group to see the
distinction in that group and what m ght be causing those
two very different nunbers? And guess what's happening
to those -- that's a hundred people -- those 97 people
who are not defaulting and yet are paying the price for
bei ng sonehow | unped in the group where there is an extra
two percent chance that they will default.

And | want to reenphasi ze sonet hing that Debby
said. Credit scoring is intended to provide guidance to
multi affiliated |lenders to steer riskier borrowers to
hi gher price lenders. But will the reverse also be true?
If I walk into Nation's Credit, or a finance conpany that
is affiliated with a bank, and I qualify for the finance
conpany |l oan, but | also would qualify for the bank | oan
at a nuch lower rate, will | be sent down to the bank?

No. But if | go into the bank and | don't qualify for

anyt hing but the finance conpany loan, |'msure that |
will be sent over to the finance conpany. And that is
sonmething that I know -- | understand the Federal Reserve
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Board is concerned about, but let's see some action on
it.

(Laughter.)

M5. SAUNDERS:. |'mvery popular. The greater --

MR. COOK: More than you know.

M5. SAUNDERS: We really get nobst concerned
about credit scoring, because it's going to lead to this
new thing of risk based pricing. WlI, risk based
pricing has been in existence for years. Wen | started
practicing 20 plus years ago, we had finance conpanies in
North Carolina that were, and still are, allowed to
charge 36 percent. And the stated reason in the | aws
that created the small | oan acts all over the country
that purported to allow 36 percent -- that did allow 36
percent, was that these were riskier |oans.

Wel |, the question becones, at what point does
hi gher risk cause risk. |If you -- if Peggy and | have
t he sane anount of inconme, and | get a |oan for 100, 000
at seven percent, and she gets a |loan for 100,000 at 12
percent, guess who's got a higher chance of defaulting.
That's obvi ous.

The other very inmportant point that applies to
my clients, is that there is a trenendous difference
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between risk of loss and risk of default. Wen you are
dealing with a loan which is nore than adequately secured
by a hone, which sub-prinme | ending nortgage | oans are
al ways -- they're very often a very high loan to val ue
ratio. There may be a very high risk of default and
rollover -- flipping of the loan. In fact, we think --
or we are convinced that that is an intent -- the intent
of sone of the lenders. They like the rolling over of
t he | oans, because that way they get to charge nore
poi nts and closing costs next tinme and strip nore equity
out of the hone.

But there is never a risk of loss to the | ender,
because there is so nuch equity in the loan -- in the
home, excuse ne -- that even when there is a default and
a foreclosure, the loan and all the associated costs with
the foreclosure will be covered by the sale of the hone.
So risk of |loss should be what's neasured, not risk of
default, in creating -- in justifying risk based pricing.

And as | was happy to hear Robert Cook say, when
you do risk based pricing, the risk base -- the extra
cost of the |loan should be closely tied to the extra
actual risk inposed by that loan. Well, let ne tell ne.
We've got lots of nunbers already which show that riskier
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| oans -- sub-prine loans -- are far nore profitable to
the lending industry than the A loans are. \Which neans
that if they're nore profitable, then the anount of
interest or the paynents on those |oans are covering a
| ot nmore than just the added risk.

We know this by conparing banks' incone and
profit and | oss statenents to finance conpanies' profit
and | oss statenents. For years we have been able to see
that finance conpanies have a return on the dollar that's
two or three tinmes what banks have, which is why banks
are now noving into the sub-prinme market.

So | think you al ready have sonme jobs cut out,
regul ators, and we'll be glad to hel p nudge you al ong.
Thank you.

MR. MEDINE: Margot, | wanted to raise a
guestion that you didn't touch on, which is it has been
suggested in the past that certain | ow incone people do
have spending histories, but they're not with credit
cards. They're with utilities. They're with |andlords.
And those are not reported on the credit reports, which
then serve as the basis for risk scores.

Do you have a view on how inportant that is to
the fairness of the scoring process, that certain paynent
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type experiences are not incorporated into the score?

M5. SAUNDERS: | think it's unfair. | nean, |
was actually struck by the Freddi e Mac presentation,
where it was said unequivocally that they do not | ook at
t he nei ghborhood, which is a related issue -- the
nei ghbor hood that the custoner lives in or where the
house wi Il be purchased -- as indicators of whether they
will make that |oan. But those issues are already
probably subsunmed within the credit score, which is a
factor in their overall nortgage underwiting.

So | think there is -- and the reason | didn't
address the utility question was because | m ssed the
first section this norning, so | wasn't quite sure what
he said on that, to tell you the truth

MR. MEDI NE: Ckay. Well, maybe we'll have
peopl e conment on that |ater on.

M5. SAUNDERS: And | al so thought, you know,
when Pam said that -- Pam pointed out that there was very
cl ear nunbers that 39 percent of very poor people had
credit scores over 740, and 38 percent of very rich
peopl e had credit scores over 740. | wonder, though,
exactly which poor people those are, because | have
trouble --

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



10

11

12

13

14

15

16

17

18

19

20

21

22

23

214

(Laughter.)

M5. SAUNDERS: Trouble assumng that they're
many of ny clients. Yeah. | think they may be ned
students and so on.

MR. MEDI NE:  Ckay.

M5. SAUNDERS: Thank you.

MR. MEDI NE: Thanks very much, Margot. Qur | ast
presentation is fromRaj Mehra, who is the Director of
Fi nanci al R sk Managenent Consultant Practice of
Pri cewat er houseCoopers, with responsibility for nortgage
and a specialty of finance risk consulting. He clients
i ncl ude nortgage and specialty finance conpani es,
comercial banks and thrifts. He has over 12 years of
experience in nortgages in the capital markets. And
prior to joining PricewaterhouseCoopers, Raj spent
several years on Wall Street as a Senior Mrtgage
Strat egi st.

Raj ?

MR MEHRA: Thanks, David. dad to be here this
afternoon. | just want to tal k about a couple of things.
Many of my clients are nortgage | enders. A good portion
of them are sub-prinme nortgage | enders, residential
nort gages, as well as manufactured housing that no one
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has spoken about out here this afternoon. | just want to
tal k about a couple of things that some of the folks in
t he panel nade nention of.

It was interesting that Bob Cook made nention of
overrides, and said what really concerned the Federal
Reserve Board nore than anything el se were the | ow side
overrides. That kind of nakes sense when you're talking
about safety and soundness of the bank. The sub-prine
| enders that we work with do a pretty good job tracking
| ow side overrides, because it affects the bottomline.

I f you make a | oan that turns out bad, well, you know,
that's bad, right.

The one thing that they do not do as good a job

tracking -- and we're constantly talking to them about it
-- is the high side overrides, where the scorecard node
says that it's a good credit, accept it, and they don't.
That's a high side override, and the | enders don't do
quite as good a job tracking the high side overrides.
And | guess what | nmean by tracking, it often boils down
to -- if you have a | ow side override, you can track the
performance of the loan with the decision that was nade
to make that | oan.

And you ought to be able to do the sane thing
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with the high side overrides. Loans that you did not
make, you ought to be able to track that perfornmance to
see if it was a good |loan or a bad loan. 1In fact, a
coupl e of days ago | was speaking with a client of mne,
a lender, and | pointed out to the gentleman that the
per cent age of high side overrides that his firm had nmade
were 30 percent over the last year. And he said, you' ve
got to be kidding. That nuch? He said that's a |ot of
busi ness profit we're giving up.

So | would argue that for purposes of consuners
and discrimnatory | ending, maybe high side overrides is
an area that ought to be tal ked about nore frequently
than | ow side overrides for the purpose of this panel.

The second thing -- and this really talks to
anot her thing that nmenbers on the panel have spoken
about, which is the whole issue of is credit scoring a
bl ack box or is it not. | believe soneone from Freddie
Mac spoke this norning and said well, it's not going to
be a black box. W've got all the stuff.

| can tell you that with the exception of sone
| arge, sophisticated lenders primarily in the A market,
there are nmany | enders out there for whomcredit scoring
nodels are literally a black box. For sub-primnme |enders,
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for the nobst part, once again, unless they're very
experienced, |arge conpanies and been there for many
years, for themto buy an off the shelf system-- and for
alot of them it is a black box.

| think Debby made a very good point when she
said there are a |arge nunber of |enders out there that
are not regulated. You' ve got banks that are regul ated
by the OCC and the Federal Reserve Board. There are a
good portion of |enders out there, sub-prime |enders,
nmonol i ne i ndependent |enders not affiliated with banks
and not affiliated with any other regul atory corporation.
They're not regulated at all.

And | think it's an issue of -- you know, the
process needs to be fixed. And that's all I"mgoing to
say for now.

MR. MEDI NE: Thanks. Maybe you could just give
your views as to why as nany high side overrides occur as
do. It seens sonewhat counter intuitive, and | guess the
corporate executives had the same reaction. Can you
expl ain sone of the factual circunstances that would | ead
to someone with a high score going to a sub-prinme | ender
and not getting a | oan?

MR. MEHRA: | think there are a variety of
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factors. It could be as sinple as -- | nean, |enders
wi || never document the information. But it could be as
sinpl e as, you know, a judgnental call based upon, you
know, sone things that are not captured in the scoring
nodel , or that they cannot possibly include in the
scoring nodel. But nonetheless the | ending officer --
because the whol e point of overrides is that it gets
revi ewed.

| f someone decides to accept or reject a score,
it has to get reviewed by a human underwiter. At that
poi nt, judgnent enters into the equation. And, you know,
if an individual is bias, or an institution is bias, it
could enter into that decision. It could be as sinple
as, | think as Bob nentioned, you don't |ike the face or
didn't like the way credit was performng. Ddn't |ike
the way the defaults had been occurring in that
particul ar part of the country.

And geographics is a very -- studies have shown
t hat geographics statistically are quite inportant
predi ctors of default. They nmay not be included in the
credit scoring nodel, but by the sanme token, if you have
an override situation, soneone may well just apply that.
We woul d never know.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

219

MR. BAILEY: Can | hel p?

MR MEDI NE:  Sure.

MR. BAILEY: In answer to that question, David,
it's our experience that you'll alnost always find
significantly nore high side overrides than | ow side
overrides, because there is alnost always other criteria
than the credit score. Just to sinplify it, let's say
it"s only a credit score and a debt to inconme ratio. You
must score at |east 200 and your debt to inconme ratio
shall not be nore than 40 percent.

Well, if sonebody has a 220 credit score, but
their debt to income ratio is 45 percent, and they turn
it down for the debt to incone ratio, that wll be
counted as a high side override, because they passed the
credit score part of it. And there are typically nore
than just the one other policy criteria, and so that's
how you get so many high side overrides.

MR. MCCORKELL: There's also a cover your tush
aspect to that. |If you make a | ow side override and the
| oan goes bad, the boss may cone back and say, why the
heck did you do that one. That was a stupid decision.

I f you make a high side override and you turn it down,
that I oan is not going to cone back to haunt you, because
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there's no performance there to cone back and bite you.

MR. COOK: And just a footnote on what Russ
said, there are pet reasons. And DTl may, because the
GSE' s have done studies and shown that DTl is not a
particularly --

MR. MEDI NE: You may want to not use quite as
many acronyns here, even though we are in Washi ngton.

MR. COOK: Debt to incone ratio is not as
predictive a factor as, for instance, |oan to value, and
t herefore many scoring systens don't point up. Don't
wei gh debt to inconme as heavily as, for instance, loan to
val ue, and therefore a | ow debt to incone ratio m ght
pass the scoring system

But a particular |ender, perhaps a | ender who is
still in the dark ages, may | ove debt to incone. |It's
his favor ratio. And despite the fact that it's already
been taken into consideration for its predictiveness in
the scoring system and passed, the | ender decides no, |'m
not going to give a 44 debt to income ratio alone. And
that's a high side override.

MR. MEDINE: Pete, we didn't give you an openi ng
statenent, but why don't you take a few mnutes, if you
woul d Ii ke, to respond to sone of the questions that have
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conme in before we open it up for discussion.

MR MCCORKELL: Thanks, David. First of all,
this morning | nentioned the LM and HVA studies we did.
They are witten up in detail in a booklet. | sent sone
of those ahead. They apparently got hoovered up by about
8:30 this norning by the early arrivals. |f you want one
of these and you didn't get a chance to pick it up, give
your card either to me or to one of the people on the
Comm ssion staff and I'Il make sure you get one.

Secondly, Margot, | think you actually ms --
ki nd of m squoted what Pam Johnson said. The three to
one was a relative ranking. Those were not default
percentages. She was saying that the | ow score fol ks had
a three tines high default rate than the ones in the
average group that had the one as the reference point.
It wasn't one percent and three percent.

M5. SAUNDERS:. The slide went by so fast, that's
very likely. But is the nessage not still the sanme?

MR, MCCORKELL: Well, yeah.

M5. SAUNDERS: It's still not a huge mpjority of
people in that |ast group?

MR. MCCORKELL: Sure. And | brought that out
this nmorning, that for nost |enders in order to nmake
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noney, you've got to set your cutoff at a point where
there woul d be nore goods if you accepted those people
t han bads. But because the |oss froma bad, however
that's defined, is going to exceed the profit froma
good, you can't wait until you' re absolutely sure that
everybody you turned down would go delinquent or go into
defaul t.

First of all, you can't know for sure how
i ndividuals are going to perform And if you try to
extend noney to everybody, unless you are absolutely sure
they will go delinguent on you, you're going to be
bankr upt .

To address sonme of the things that Bob really
kind of threw ny way early on, first of all | very nuch
agree with the concerns about disparate treatnent
relative to overrides and quality of assistance. But |
woul d argue that those are not credit scoring issues. In
fact, if you're not using credit scoring, in a sense al
of your decisions are overrides.

The overrides are when you are ignoring what the
credit scoring systemtells you. So |I don't consider
that a credit scoring issue. It is certainly an issue
that remains for sonebody using a credit scoring system
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but not using a credit scoring system doesn't make that
probl em go ahead. It just nakes it true for your entire
deci si on set.

In terns of a disparate inpact analysis and
real ly defense of disparate inpact challenges, for custom
systens, actually, the credit grantor woul d get the
statistics to sort of answer those questions that Bob
posed. For a systemlike the credit bureau system in
fact, we do have the statistics that say that we put a
fi nance conpany in there because in the devel opnent
sanpl e, people with finance conpany histories were three
times nore likely to go delinguent on a subsequent
obligation than people with no finance conpanies. And we
will provide those statistics to a credit grantor if they
are chal | enged.

Finally, on the finance conpany issue, that's
probably the one factor that's in the credit bureau
system t hat people consistently ping on, because they're
convinced that it's unfair to mnority and | ow i ncone
borrowers. In fact, the research that we did and that is
detailed in here indicates that if you use a finance
conpany properly, which is to use it in ternms of the
nunber of finance conpanies, rather than finance
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conpani es as a percentage of total trade lines, there is
virtually no difference between high income and | ow
i ncome and between minority and non-mnority borrowers in
terms of the nunber of finance conpanies they have used.

So the argunment that it even has a different
inmpact, while it certainly has a ot of intuitive appeal,
it does not seemto be backed up by the data.

MR. MEDINE: Well, | guess two nore points that
were raised. One is the issue of utility and ot her
nontraditional credit reporting and what inpact that
woul d have on | ow and m ddl e i ncone people. And then the
second one was rai sed by Russ about the trend anong sone
sub-prinme | enders of not reporting to credit bureaus.

MR, MCCORKELL: Ckay. Well, in both cases, you
know, Fair, lsaac's position would be that we would | ove
to have the data. And |I'msure that if you march down to
the Hill tonmorrow and tell Congress that they ought to
pass a law requiring utilities to report to credit
bureaus, all of the credit bureau fol ks would be very
happy, and so would we. | don't know that that's
politically a realistic anmbition

There are certainly certain kinds of |enders and
others who are extending utility credit that sinply don't
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routinely report to credit bureaus, and sone of that is a
cost issue, quite frankly. That data m ght very well be
predictive. The fact is that it's generally not there.
Al that is there are the negative reports when sonebody
goes into collection.

The sane thing is actually true of a |ot of
nortgage | enders. W know nortgage | oans are vastly
under reported. Rental obligations are al nbst never
reported unless they are delinquent. W would love to
see themreport it and collected in such a way that we
coul d explore those data. But right now the data are
sinply not available in any way that is reasonable to get
at .

The sane thing with the sub-prinme fol ks not
reporting, apparently to try to protect the low risk sub-
prime custoners from being picked off by non-sub-prine
| enders. | agree that's a problem but | don't know what
to do about it. Again, if somebody thinks you can get
mandatory credit reporting through Congress, |I'Il testify
in favor of it.

MR. MEDINE: | guess the question that turns
around, though, is have you been able to assess what
inmpact it has on scores and their predictiveness to not
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have the sub-prine |l ender reporting, and to not have the
utility and other information in the database.

MR. MCCORKELL: Well, it's hard to assess the

i npact of information that you don't have and have never
had. The one -- the other sort of non-reporting issues
that came up recently is sonme credit card issuers not
reporting limts. There for a long tine we did have that
information. W did do an assess there, and it turns out
not to have a drastic inpact on our credit scores to
dat e.

And | sort of need to qualify that a little bit.
Credit scoring systens, if they're well designed, are
designed to be fault tolerant in a sense, that if sone
information is mssing, the scoring systemw Il still do
a good job of giving you an accurate risk assessnment. So
i f sonebody takes a piece of information out of the
system |ike balances on sone credit card accounts, the
scoring systemis designed to still continue to provide a
pretty decent risk indicator. And the indications are
that it's doing the job

Now, it does -- the loss of that information has
i npacted the systemslightly. No clear indication yet
that it's either favoring or not favoring consumers in
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general , or favoring or not favoring particular classes
of consuners. It is making the systema little bit |ess
predictive. But | have to stress little.

Qur big concern there is that that doesn't
beconme just the first loop of a death spiral, where we
get into this kind of tit for tat gane anong credit
i ssuers, were the first guy says, well, I"'mnot going to
report limts any nore. And then sonebody says, well,
|"mnot going to report limts, nor aml| going to report
hi gh bal ance. And the next guy cones al ong and says,
well, I'"'mnot going to report limts, high bal ance or
current balance. And all of a sudden not very nuch is
getting reported.

And certainly we are concerned about that. |
know the credit bureaus and ACB are concerned about that.
A lot of the regulatory agencies are concerned about

that. Again, the only fool proof solution may be

mandatory credit reporting. I'mall for it |[If you think
you can sell it down the street, let ne know. 1'Il go
with you.

MR. MEDI NE: Ckay, thanks. Wiy don't we take
this chance to open up the discussion to the audi ence.
know people fromearlier -- people have a | ot of strong
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views in this area. And if people would Iike to focus in
particular on the fairness issue with regard to scoring,

t hat woul d be great.

Wiy don't we want until you get a m crophone,
and then once again, identify yourself, and pl ease for
the reporter, spell your nane.

M5. ISEMAN: It's Caryl Iseman. And, Peter
this question is to you. The thing that puzzles nme when
| look at reports -- and this is a report | have right in
my hand. Under the scoring nodels that |'m | ooking at
for Trans Union and TRWand Equi fax, one of the things
that this borrower is being dinged on is the nunber of
recent inquiries, and he has one. One. | have another
one that has none on it.

And | guess what | have, it always says --

MR. MCCORKELL: Has no inquiries and that's
still cited as a reason?

M5. | SEMAN. Yes. He has one inquiry.

MR, MCCORKELL: No, I'msorry.

M5. | SEMAN:  Thank you.

MR. MCCORKELL: One inquiry in fact is alittle
bit riskier than no inquires. That's probably not the
first reason cited. |It's probably the fourth, and they
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are cited in order of inportance. And the one inquiry
probably nade very little difference in the score, but
the systemis set up to provide the top four reasons,
what ever they are.

The third and fourth reasons may have very
little contribution to why the score is |ess than
wonderful, if in fact that's sonebody that's got a | ess
t han wonderful score. |If it's sonebody that's got a
bankruptcy, a whole string of delinquencies and one
inquiry, the one inquiry is not their problem

M5. | SEMAN. Well, then | guess my question to
you would be, if one is too little and nmaybe ten is too
much, what's perfect?

MR. MCCORKELL: Well, unfortunately that al
depends. W tal ked about the segnmented scorecards. One
inquiry for sonebody that's got one trade |ine and has
only been in the file for six nonths may be nore than
ideal. And again, understand that we're tal king the
poi nts off of maxi num here. W' re not tal king about
what' s aver age.

One inquiry in fact is average for the entire
credit bureau population. So the one inquiry there, they
may have gotten fewer -- they would have gotten nore

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

230
points if they had no inquiries instead of one. They
m ght have gotten three nore points.

MR SMTH.  How do you know?

Vell, | don't know, unless | have a chance to
review that credit report in detail and see everything on
that credit report and conpare that against the
scor ecards.

M5. | SEMAN.  Ckay.

FEMALE SPEAKER: Can | --

MR. MEDINE: Wait, one person at a tine. W
only have one mc out.

M5. | SEMAN: Just going along with this, too,
because -- and, yes, sonetines the three points does nean
sonmething. You have -- again |'mback to a required 640
credit score, and | have to use the md score. And |'ve
got a 639 and a 637 and a 625, and the md score m ght be
that 639. But | can't use it, and because of the 639 and
because this guy had one inquiry, he lost three points.

That's where ny problemis, too. One of the
other things -- and by the way, this is a good -- this
particul ar person has over 700, but |I'mjust pointing
this out.

MR. MCCORKELL: Ckay. They had -- you know, 700
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is not a perfect score. Alnbst nobody gets a perfect
score. Sonebody could have an 880 and they would still
get four reasons back.

M5. | SEMAN: | understand that. |'mjust saying
that | see this on -- | just happen to have this report
in front of me. The other thing here that we have is
insufficient Iength of credit history. They have
accounts on here since 1994, and nost of their accounts
are 1994 and 1995.

My question is -- and they have quite a few
accounts that are paid off, etc. Wat is pp

MR, MCCORKELL: It would be better if they had
10 or 20 years of credit history instead of four or five.

M5. ISEMAN: So you're telling ne that six years
-- five years of credit history is insufficient?

MR. MCCORKELL: [I'mtelling you it's not ideal.
I"mtelling you that that's why they got a 770 instead of
an 870. I'mnot telling you that they are a bad credit
risk. There's no lender in this roomwho would tell you
that 770 is a bad risk, and you know t hat.

MR. MEDI NE: Ckay. Wiy don't we just get sone
comment s.

M5. | SEMAN: | guess the problem | have is the
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i nconsi stency. Because | can pull an entirely different
report that also shows up where the people have credit
maybe two years, and | would not see a statenent on there
t hat says anything about, you know, |ack of credit
hi story.

MR MCCORKELL: Well, in this case -- in this
case you probably don't have any serious delinguenci es,
because you're dealing with sonebody in the 700's. And
so we're tal king about why they're not perfect. Not why
they're not a good credit risk. They are a good credit
risk. W' re tal king about why aren't they -- why didn't
they get a perfect score.

Sonebody who has sone del i nquenci es, sone public
record itenms or sone collections, the length of credit
hi story and the nunber of inquiries my be essentially --
they may be down -- they may be the seventh and ei ghth
reasons on that report, not one of the first four.

MR. MEDINE: Well, let's get --

M5. | SEMAN. What |'mtrying to point out --

MR MEDI NE:  You know what --

M5. ISEMAN: It's not the perfection. It's the
scoring nodels don't nake sense. And when you tell ne --
and by just what you said, okay -- that one is worse than

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

233

none, | have a problemwith that. So we do have a
problemw th the scoring nodels.

And can | ask --

MR. MEDINE: No. No, you can't. There are a
| ot of other people who would like to chat. And if we
have sone tinme, we'll certainly be happy to cone to you
If there is anyone who has not had a chance to speak
today who would like to make a corment? All the way in
the back. And just a reminder. |If there are folks in
t he overfl ow roons who would |ike to come down and ask a
guestion, they're very wel cone to do so.

| f you could just identify yourself and spel
your |ast narme.

M5. HUMPHRI ES: Ki m Hunphri es,
HUMP-HRI-E-S. There are about three points | would
like to make. And, M. MCorkell, if you addressed this
in your coments on the finance conpany, | apol ogi ze. |
mssed it. But | believe you were stating that there was
not really any statistical difference between the anount
of usage of finance conpani es?

MR, MCCORKELL: Nunber of finance conpani es.

M5. HUWPHRI ES: The nunber.

MR. MCCORKELL: Which is the way it's in our
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scorecard.

M5. HUWHRI ES: Ckay.

MR, MCCORKELL: Now, if you had a characteristic
t hat was percentage of finance conpani es, or percentage
of bal ances on finance conpani es versus ot her kinds of
| enders, then there would be a difference. But that's
not how we use it in our bureau scoring system

M5. HUMPHRIES: Well, | question the negative
vi ewpoi nt of that at all, given, | guess, you know,
particularly when a | ot of those offer 60 days or six
nont hs sane as cash and, you know, the convention w sdom
of financial planners is using other people' s noney. |If
you can have that free cash for six nonths, why not.

MR. MCCORKELL: Well, again, it's in the scoring
systens, because the historical data shows that as a
group people that use finance conpanies are a little bit
ri skier than people who don't use finance conpanies. |If
you renenber fromthe presentation this norning, | listed
the five categories of credit bureau information that we
| ook at. Type of credit was the last one. It's the
| east inportant of those categories. And so even where
it cones up, it's not a domnant feature in the credit
scoring systens.
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But statistically there is still evidence that
t he use of finance conpanies indicates a higher |evel of
risk with respect to future credit performance. Now, |
can tell you that because of the 60 days sane as cash or
the six nonths sane as cash kind of progranms that we're
seeing froma lot of retailers, where in fact if you sign
up for that you wind up with a finance conpany account,
that the predictive value of finance conpanies is going
down over tine. But it hasn't gone away entirely.

M5. HUMPHRIES: Ckay. And what is the | owest
credit score? |Is there a m ninmun®

MR, MCCORKELL: Well, there are many different
credit scoring systenms. In the Fair, Isaac credit bureau
systens, which is probably what you've got in mnd, the
range is from sonewhere in the ow 300's to sonething
close to 900. Again, you don't see nmany 900's. You
don't see many 325's. That's kind of where the rubber
neets the road in ternms of decisions. |In nost cases it's
sonewhere in the 600's.

For nost kinds of credit, 700 or maybe a little
bit up in the 700's. Anything above that is considered
gol den for nost kinds of credit. Anything bel ow about
550 is considered awful. And so the range where
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decisions are really being nade typically is in that high
500's to I ow 700" s range.

M5. HUMPHRIES: COkay. | think -- | was | ooking
t hrough sone of the brochures | picked up outside this
nor ni ng, and several of them-- and these are consuner
directed literature. Several of them state that, you
know, consuners have the right to everything in their
credit report, and that's not true. | think it's
deliberately m sleading them | mean, the credit score
is a part of the credit report, and they don't have the
right to that information

And | guess what | haven't heard is a good
reason as to why not. Certainly it is helpful to have
the supporting information, sort of the narrative
expl anation of what your credit report is and what on
your credit report is being a problemw th you getting a
loan. But it's also helpful for the consuner to have the
actual score, so that they can evaluate for thensel ves
where they stand in relation to everyone el se.

| really would |like to hear, | guess, sone
rationale as to why not. Wy don't they have the right
to that?

MR. MEDINE: | think that's an excell ent
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guestion that will actually be discussed in the next
panel. The short answer is that Congress in 1996 changed
the Fair Credit Reporting Act to tell credit bureaus they
did not have to provide that information. But we will be
di scussing the pros and cons of that in the next panel.

If there are any -- did any questions conme up
that any panelist wants to weigh in on?

M5. GOLDBERG. Yeah. | just wanted to kind of
speak back to this |ast question about the inpact of
things like finance conpany usage and kind of take away
fromyou the statistical analysis and the defensive, is
credit scoring inherently good or inherently bad, or is
the FI CO system or any other inherently good or
i nherently bad.

Just kind of think of it froma bigger consumner
protection and fairness perspective. And | think -- to
me it seens like it is very inportant for us to realize
that we are not starting fromsquare one in this country.
We do not have a perfect econom c system W have a
systemthat has a long history of discrimnation, and of
restricting the access of sonme people in this country to
mai nstreamcredit and limting themto what sonme people
have ternmed the fringe banking systemw th all that goes
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along with that.

And | think one of the questions that we have to
answer in trying to figure out is this kind of approach
to allocating credit not -- don't get nervous now,
regul ators. You know, to maeking credit decisions. Let
me put it that way. A good one or a bad one, from kind
of a larger public policy question, is -- you know, it's
i nportant to understand what it nmeans to have been
sonmeone who lives in a conmmunity, or who for other
reasons has only been able to get high cost credit, who,
you know, maybe they're good and their credit record
doesn't show up in a credit bureau, because it is cash
paynents, or because it's been sub-prine | enders who
aren't reporting that back to the credit bureau.

And do people get stuck in the fringes of the
banki ng system where they are going to be payi ng nore,
even though they are good at paying, and even though if
they could have credit on ternms that were nore
af f ordabl e, they woul d be even better at paying.

And to nme, that's one of the big questions that
ki nd of remains unanswered. W tend to focus on the
statistical question of, you know, is this a good
predictor or is this not a good predictor. And not so
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much on what is the inpact on individuals' lives, and how
do we make it possible for everybody in this country to
get access to the best possible credit when they need it.
Best possible nmeaning the | owest cost and the saf est
terns.

And | think that's sonmething that we really need
to focus on nore.

MR. MCCORKELL: COkay. | actually agree with you
very much there, Debby. You know, | nmay have a suit on
but 1'mactually a Berkeley grad, a Kennedy Denocrat --
and | nmean John Kennedy, Sr., not any of the current
crop. Well, maybe sone of the current crop. Not all of
the current crop.

And clearly we're not starting froma |evel
playing field, and clearly |I believe, personally, that
there is still subsidies and other forms of speci al
assi stance that are going to be required to get people
out of that kind of vicious cycle. And unfortunately
subsidies or affirmative action have beconme a dirty word
in this town and across the country, and especially in
Cal i fornia.

So, you know, you've got to live with that
political reality, as nmuch as it nmay gaul you. But
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credit scoring is not the answer to those bigger soci al
issues. Credit scoring is intended to provide the nost
accurate possible risk assessnent that we can w t hout
regard to race or gender or any other prohibited basis.
And all of the evidence is that it does that.

Having said that, there nay be people that need
sone help to get out of that vicious cycle that has stil
| arge segnents of the popul ation as second class citizens
when it cones to econom c factors.

MR. MEDI NE: Any other first tinme comrentors?

M5. MS. WELSH: Hi. Kristy Wlsh, K-RI-ST-Y,
WE-L-S-H and I'mwth creditinforcenter.com And | had
a question about what M. Cook said, that the Federal
Reserve Board regul ates or sonehow eval uates the FI CO
scori ng.

How is this done? Howis it tested? Are we
going through a statistical analysis? Do we take case A,
B, Cand B and run themthrough the scoring? Hey, we
know for sure that it matches what it should match. And
if so -- | nmean, you said that this was done. |Is this
publ i shed anywhere? Can we get a copy of it?

MR COOK: Well, I may have m s-spoke. | don't
think I said that we evaluate credit scoring systens per
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se. | wll say that HUD has currently enbarked on a
study of the scoring systenms of the GSE's -- Fannie and
Freddi e.

No. | do -- I can tell you that in 1996 -- and,
Bob can correct nme if I"'mwong, if he's still here --

the Fed did undertake an analysis of credit scoring
systens in the sense of trying to determ ne whether or
not there were solid correlations between | ow scores and
poor performance. And generally they found that there
were. That credit scoring systens do tend to be
predi ctive of behavior.

But that |eaves a lot of room | think, for
i ssues today.

M5. WELSH. Right. So they haven't been
eval uated for bias or discrimnation or any of these
ki nds of things?

MR. COOK: No. This was not an exhaustive study
of each factor in a given scoring systemand a
relationship. | guess one of the questions that | didn't
quite follow up on with Pete, you stated that the
statistics are available for your clients to understand
and appreciate the various risks associated with each of
the factors, so that if they're called upon to justify
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the inclusion of a particular factor, it's predictiveness
can be quantified for them based on the statistics that
you' ve done.

But et me ask you this, sort of a further
guestion. Recognizing -- sort of taking off on Debby's
approach -- that we're tal king perhaps nore than just the
| egal requirenments here. Recognizing that probably you
don't have a legal obligation to do the rest of the
analysis, to do the third stage of a -- what did we cal
it -- disparate inpact analysis, that while there may be
a justification for using sonething |ike finance
conpani es -- a nunber of finance conpanies -- is that the
| east -- does it produce the | owest inpact, or is there
anot her set of factors that you could have used that
woul d produce a | esser inpact?

MR. MCCORKELL: Well, of course the |esser
inmpact is only half of the third leg of a disparate
i npact case. |Is there sonething that is equally
effective but has a less discrimnatory inpact. And with
the dearth of data on protective classes, especially race
and ethic origin, accept in nortgage lending it's very
difficult to do that. |Is there a |less discrimnatory
alternative anal ysis?
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We have tried to do that using the zip code
surrogate that | tal ked about this norning in the HVA
study and, indeed, in a sense our choice of nunber of
fi nance conpani es rather than sone other way that we
m ght have used finance conpanies, reflects that kind of
decision. W said if we use nunber of, it won't have a
di sparate inpact, whereas if we use percentage of trade
lines that are finance conpanies, that, at |east
arguably, looks nore like it has a disparate inpact.

So where we have any evidence of that sort, we
certainly can take advantage of it to try to mnimze
t hat problemfor ourselves and our client. But, in fact,
probably in nost cases, the leg that we woul d expect to
stand on is that if we've done the best job of selecting
the nost predictive set of characteristics.

And the weighing for that set of
characteristics, you're going to be hard pressed as a
regul ator or as a private plaintiff to conme al ong and say
here's an alternative that's |ess discrimnatory but
equal ly effective, because we think we've kind of
forecl osed the equally effective part of the argunment by
building this systemthat's nost predictive.

MR. MEDINE: W have tinme for maybe one or two
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nore comments. | see Frank Torres from Consuners Union
in the back. Welcone.

MR. TORRES: Ch, good. That neans | don't have
to say nmy nane and spell it then?

MR MEDINE: T-ORE-E-S.

MR. TORRES: | just have three questions, and
they're all interrelated, to the whole idea behind
garbage in and garbage out. And the first goes towards
an issue that | don't think has been adequately addressed
here, and maybe we need to have a whol e ot her workshop on
it.

And that's the ability for consunmers to easily
fix problens that they see in their credit report. And |
know Congress has done sone things, and the FTC has been
good on that. But | think that will help ease sone of
t he pain of consuners, who when they go and apply for
credit and they're subjected to higher rates and higher
fees because of their credit scores -- the credit report
com ng back and there are sonme problenms with it, and then
you seemto be at the nercy of the credit issuers for
reporting things in -- totry to get it fixed. And I
think there is still a lot of confusion and concern about
t hat .
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The second point is, will it rmake any difference
i f your good paynent history is reported if the factor
that | owers your score is the fact that you' ve gone to a
fi nance conpany? Because if that's the case, then we're
tal ki ng about perhaps a bigger difficulty in the system
that doesn't seemto be quite logical, at |least to ne.

If I"mpulling nyself up fromthe bootstraps,
may not have a credit history to begin with, so that's
al nost a strike against nme, that | haven't gone out there
and gotten a lot of credit, because | nmay not trust
credit card conpani es.

MR. MCCORKELL: You're better off to have a good
history with a finance conpany than no history at all.

MR. TORRES: Yeah. But there are still problens
if I have a history with a finance conpany rather than a
bank, though, right? 1Is that right?

MR, MCCORKELL: Well, you would be better if you
had a good history with a bank than if you had a good
history with a finance conpany. But, again, |'m speaking
internms of -- you know, in relative terns. A good
history with a finance conpany and everything el se | ooks
goods, you may be just fine.

MR. TORRES: And ny final question is -- and |
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just, you know, was in sonme discussions over lunch, and |
saw in sonme literature that actually if you are a
consuner and you want to try to do kind of the
responsi ble thing in sonme cases -- and that is, you know,
per haps consolidate sone of your credit cards because
you' ve gotten a lower -- you've gotten one of the --
you' ve taken advantage of a teaser rate or sonething,
let's say, and you think you can kind of work the system
so that you are |lowering the cost of your credit. And
you actually consolidate maybe three or four cards into
one.

And that actually can hurt you on your credit
score, is that right?

MR. MCCORKELL: Could it? The answer is yes.
Wuld it always? No. Again, | would have to see the
entire credit report, and | could tell you if this person
does this and not hing el se changes, then here is the
effect that consolidating those three accounts into one
woul d have. But as | nentioned this norning, sonething
else will change, and | can't tell you what will be,
because of the passage of tine.

MR. MEDINE: Let's put it another way. It is
partly the relationship between credit bal ances and

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

247
credit limts?

MR. MCCORKELL: Yeah.

MR. MEDI NE: Consolidation could actually give
you a nmuch closer tie to those two if you pull all your
debt into one account?

MR MCCORKELL: Yes. Yeah.

MR. MEDI NE: Ckay. W have -- Frank, did you
have anot her question?

MR. TORRES: No, that's it.

MR. MEDI NE:  Ckay.

MR TORRES: | think it just goes to the point
that especially if there is going to be a novenent
towards nore risk based pricing that there is still a |ot
of seem ngly unanswered questions or kind of quirky areas
that need to be resolved if consuners are to be hel ped
and not hurt by this system

M5. SAUNDERS: Davi d?

MR MEDI NE: Sure, Margot?

M5. SAUNDERS: | would like to respond or follow
up a little bit on what Frank was saying. | think it
disturbed a lot of us to hear Peter say that you're
better off having a good history with a bank than you are
having a good history with a finance conpany.
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There are sone -- obviously, | would guess, that
you have found that the statistics are that people who
have a good history with a bank will have a higher
probability of paying on tine than those who have a good
history with a finance conpany?

MR, MCCORKELL: Yea.

M5. SAUNDERS: So you have nunbers to back up
that statenent. But intuitively it feels wong, and
that's -- let nme give you sone reasons why it feels
wong. | think some of it has been stated already. One
is that there are no banks in |ow incone nei ghborhoods,
so the peopl e who have no choice but to go to finance
conpani es are getting dinged because that choice is not
wrong -- that choice is not avail abl e.

Nunber two -- and nunber two is, in some ways a
good history with a finance conpany borrowi ng the sane
anount of noney should give you a better credit score
than the same -- than a good history with a bank --

(Appl ause.)

M5. SAUNDERS: Because --

MR, MCCORKELL: Well -- okay.

M5. SAUNDERS:. Because you're paying a higher
rate, so that repaying the sane anount of nopney is that
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much nore difficult. Then when you add to that the
factor that you're probably poorer than the people who
are borrowi ng the same anount of noney fromthe bank.
This is why it feels wong.

MR. MCCORKELL: | understand why it feels wong.
Al | can tell you is that the data don't support the
argunment in ternms of predicting future credit
per f or mance.

MR. MEDINE: Wiy don't we -- I"'mgoing to --
right. W're going to leave it -- | think Margot's
guestion and Pete's response denonstrate that the issue
of fairness -- that this is just the beginning of a
di scussion and not the end. But it's the end of this
sessi on.

We're going to take a 15 minute break, and we'll
come back again. Thank you.

(Brief recess.)

M5. TWOHIG  Thanks. W're running a little bit
late, but | think what we'll do is, we'll try to give
this discussion -- give it its full due. And | think
we'll just probably make closing remarks pretty brief.

So |l think we'll still be able to cover the subject
adequat el y, which, of course, has already been touched
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on.

Qur last panel is going to tal k about what
i nformati on shoul d consuners receive about credit
scoring, and who should provide it to them \Wat should
t hey know and who should tell them about it. Sonme very
strong feelings have been expressed so far. Wy
shoul dn't consuners know their scores. Wy shoul dn't
consuners learn the factors that go into that. And those
are sonme of the questions | would |ike these panelists to
addr ess.

In addition, one question | have is, how do
what ever consuners know or don't know about their scores
-- how does that relate to shopping and whet her they can
get the best price, or know what the best price is they
could get. So those are sone of the questions we would
like this panel to address. And then as we did before,
we'll open it up for questions fromthe audi ence.

One thing | would Iike to say just as background,
just so we all understand the |legal situation, as David
mentioned earlier, the Fair Credit Reporting Act
currently states that consuners have a right to al
information in their credit file, except their credit
scores.
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But sonmet hing that has been eluded to by sone of
t he speakers, | want to make sure everyone al so
understands that there is nothing in the Fair Credit
Reporting Act that says that consumers -- that the credit
bureaus cannot voluntarily give consuners their scores,
nor is there anything that says that |enders could not
voluntarily choose to give consuners their scores.

So just because the | aw says consuners don't
have a legal right to it doesn't nean that that coul d not
be done as a matter of voluntary choice.

Wth that background, we would like to start
with Virginia Ferguson. Gnny is Vice President of the
Nat i onal Associ ation of Mrtgage Brokers. She has over
18 years experience in the real estate industry, and is a
| oan originator and currently is the co-owner and broker
of Heritage Valley Mrtgage in California.

She has acted as co-chair for the National
Associ ati on of Mrtgage Brokers Credit Scoring Task Force
for the past three years, and is an industry spokesperson
and trainer on credit scoring.

G nny?

M5. FERGUSON: Thank you very much, and thank
you for having us share and participate in this forum
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today. | think if we've | earned nothing else today, it's
that credit scoring is a very |large mystery to everybody
in the industry. The |ack of education out there is
i ncredi ble on both sides of the fence, whether you are a
consuner or whether you are a nenber of our industry.

To that end, this panel was asked to address who
shoul d be educating the consuner. And whether that is a
consuner counselling group or the front |ine nortgage
originator that is neeting with that consumer, that
i ndi vidual has to nake sure that they are extrenely well
school ed in what makes -- goes into credit scoring and
what inpacts the score. Because until you can explain
that thoroughly to a consuner, there is no point in even
reviewing a credit report with them Al you're going to
do is confuse them

And unfortunately today they are bei ng bonbarded
with bad information fromall venues, and the nedia being
one of them Many of the consunmers out there are
arbitrarily being told to go out and consolidate credit
bef ore anybody reviews what their credit picture | ooks
like. They are being told to close credit card accounts
wi t hout someone review ng what that is going to do to the
overall picture and how that nmay or nmay not skew the
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overall perception of their credit utilization.

And, in fact, consolidation is not a bad thing.
But if it artificially skews what your credit utilization
| ooks like to a system and causes a negative inpact to
t he consuner, they've done sonmething with the best of
i ntentions, but because they have not been well educated
as to what they should be doing, they're hurting
t hensel ves.

And there are many instances today that because
of lack of education on the part of any or all of us in
this industry, when credit scoring canme to the
mar ket pl ace three years ago, we have all owed the
consuners to do a lot of things that have not necessarily
been in their best interest.

So to that end, we first need to, in our
i ndustry, to be thoroughly educated about the ends and
outs of credit scoring. Qur Association has put out a
piece that is geared specifically to explaining credit
scoring in sinple terns to the nortgage professional. W
have another piece that is being done to explain credit
scoring and the ends and outs of credit scoring to the
consuner in lay person ternms, that tells themwhat it's
about, what goes into it, howit's weighted and the
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things that they can do to hel p thensel ves or hurt
t henselves. 1t's their choice.

One of the things that consunmers have to realize
out there is that they have to be proactive in what they
do with their credit. But they have to know what they're
doing first before they can do that.

And so that front |ine person needs to be able
to sit dowmn with a credit report and review that credit
report for all aspects of that credit report, whether
it's good, bad or indifferent. | heard soneone earlier
today tal ki ng about the fact that many tines, | think,
many originators do not worry about sonething being on a
credit report that really is inaccurate if the score is
fine and they can get the | oan done.

We shoul d be reviewi ng good credit as well as
bad credit, because while it's good today, that doesn't
mean that just because it's good today it isn't going to
necessarily be bad six nmonths fromnow. So that consuner
needs to review their credit report in full and make sure
that all of the information that is reported there should
be reported there.

The next issue that we have to deal with is
expl ai ning the ot her conponents of credit scoring to the
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consuners, so that they aren't doing things |ike taking
five charge cards and consolidating theminto one charge
card and closing out the rest of the charge cards,

t her eby | ooki ng as though they have maxed out the only
card in their life. And the next tine they have an
inquiry, it looks like they're looking to live on credit.
That skews the perception of sonebody's credit risk.

Credit scoring in and of itself is a very fine
tool. And | think one of the things that we all have to
remenber is that underwiting didn't start with credit
scoring. W have been underwiting for years, and we've
had all sorts of benchmarks to try and neasure people's
capability of repaying a | oan against. For years in the
i ndustry we used a very huge neasure, which was called
debt to incone ratios -- percentages of gross incone --
that someone was earning to identify whether the paynent
that they were asking for on an application was good, bad
or indifferent.

Now, for many years | butted heads agai nst many
underwriting walls, because | had a consuner that was
al ready maki ng the paynment that they were | ooking to
acquire as a rent paynent with no tax wite off ability,
only to be told that because it was outside of guidelines
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that they either had to come in with nore noney or accept
a lesser quality loan. That really didn't seemtoo
terribly beneficial to ne, and it nade no compn sense
what soever .

But because of credit scoring today, we no
| onger have to deal with that kind of nonsense. Ratios
are not as much of an issue as they have been in the
past. So we do have positives to this scenario as well
as negatives, and I think we need to renmenber that as we
nmove through this.

The person that needs to explain this is the
person that understands underwriting guidelines as well
as what is available out there. How can the consuner
know whet her they're getting the best pricing and what
t hey should be getting. They're going to have to shop,
and they're going to have to ask questions. And that
goes along with the actual education process about what
| oan products are available to them and what their
choi ces are.

And, again, if they're dealing with a good, well
educat ed, conpetent | oan originator or counsel or up
front, that person's job is to educate the consuner to
all of their options and what the repercussions are of
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t hose choices that they may nmake, not to twist their arm
to do sonething bad to them And that may sound very
Pol yanne-ish, but that is the way | believe probably 95
percent of the people in the |ending industry function.

Sonebody asked nme if the repositories should be
the ones explaining credit scoring. The tough thing for
a repository to explain as far as credit scoring goes is
they don't have the personnel that are schooled in
underwriting criteria, so that's a very nmajor reason not
to have themexplaining credit scoring. But to explain
an exact score fromthe repository |level, they have no
benchmarks to put it against. It has to be explained in
tandemw th the underwiting criteria.

A score taken out of context is a snapshot that
unless it has a reference point nmeans nothing. So when
you as a loan originator sit down with a consuner and
take that nunber, you nust take that nunber in reference
to some type of | oan product. You nust, in addition,
rat her than just saying your score is good, bad or
indifferent, utilize those reason codes that are there to
assi st you in why the score was not higher than it
actual ly coul d have been.

Now, the thing about reason codes, scores, etc.,
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t he higher the score, the | ess inpact the reason code
has. So if we're dealing with sonmebody that has an 800
credit score, the reason codes may be very, very m nute.
They're sinply telling you why that person didn't score
900. Does it make a difference? Heck no. But at 620 a
reason code is going to have a substantial inpact, and
it"s going to give that | oan originator a reason to be
able to point to and say, M. Consuner or Ms. Consuner,
this is what you need to chance in your credit profile to
be able to be on track to start to inprove your credit
picture and the availability of the best credit out there
for you.

Again, it has to be the consuner's choice. If a
consuner chooses to make their paynents pass the due date
on a regular basis, with the inpression that because they
have paid the late charge it's no big deal, they have to
understand that they are going to represent to a | ender,
and the people that are putting up the noney for that
| ender to make that |oan with, a higher risk. Because
sonebody is going to have to chase them every nonth, and
that means they're going to have to pay a salary to get
that sonmebody to remind themevery nonth to make the
paynent .
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| f they have soneone who has consistently paid

their paynents on tinme, whether that individual nakes
$1,800 a nonth or $7,500 a nonth, they made an agreenent.
They made a pact with someone when they signed a contract
for credit, and they have foll owed through on that. They
have not just decided that it's okay to be late if | pay
sonebody an extra ten bucks a nmonth. That's being
proactive and consuners need to understand that.

So front line people have to be there. 1It's not
sonething that a repository can do. Wiy do consuners not
get a score on the report that they get fromthe
repository? Because it has no point of reference. They
can get a nunber. What does that nean to the average
person on the street? They don't know whether it's good,
bad or indifferent, and they don't know what to do with
it once they have it. It has to conme on a full report,
through a | ender, so that the | ender has the opportunity
toreviewit with them otherw se they |ose the benefit.

As far as correcting errors, that is also that
counselor's job to instruct themon how to go about
correcting those errors. And the Fair Credit Reporting
Act that went into place in Cctober of 97 gives a very
defined tine line on what is supposed to happen.
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Now, we all know that in the real world what is
supposed to happen happens nost of the tinme, and what's
supposed to happen does not happen all the tine. But you
can't say that it's all bad sinply because it doesn't
al ways work. W have to continue to |ook at those
i ssues, take those infractions and work toward maki ng the
system better.

If in fact -- as an originator | know for a fact
that | get credit reports that have errors on them just
i ke anybody else in this industry. That is not the
repository's fault. |It's a trade line reporting to the
repository. However, the repositories do have a certain
anount of input in their relationship with those trade
l'ines.

M5. TWOHHG G nny, if you could wap up?

M5. FERGUSON: WIIl do. And they can in fact
start to create those kinds of expectations fromtheir
trade |ines.

So I think we have a place to go with this. It
has to start at the front line and work its way through.
It has to be a partnership in our industry. But | think
t hat education for everybody in the industry is where we
have to start.
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M5. TWOHI G Thanks, G nny. Just one point of
clarification. You said you think it should start at the
front line and that the repositories are not the best
pl aces for the consuners to learn their scores fromor
tal k about their scores.

Do you think | enders and counsel ors and brokers
should tell consuners their scores?

M5. FERGUSON: | think that they need to tel
themthe score in relationship to the reason code. You
can't just hand sonebody a nunber.

M5. TWOHI G Ckay.

M5. FERGUSON: Because as we've all heard today,
there are various types of scores, and every investor out
there uses a different scale to benchmark.

M5. TWOHIG  And just for a point of
clarification al so, because not everyone m ght know the
term nol ogy. The reason codes that you are referring to
are the reasons for a denial under Regul ation B?

M5. FERGUSON: Absolutely not. On a credit
report -- when a score is issued fromeach repository on
the credit report, it is followed by four reason codes or
four reason explanations. And those are listed in the
order of significance of weight as to why a score did not
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conme in at the maximum It is not a denial.

M5. TWOHIG Ckay. So that's available even if
the loan is going to be granted?

M5. FERGUSON: Oh, heavens, yes.

M5. TWOHI G Because, as sonme of you know from
t he consuner standpoint, the | aw does not entitle the
consuner to know those reasons unless the | oan is being
denied. If there is a counteroffer situation and the
consuner accepts whatever counteroffer is given, there is
no legal right under the Equal Credit Opportunity Act to
know t hose reason codes.

But, again, like the Fair Credit Reporting Act,
t hat does not nean that it can't be told to the consumer
in those situations.

M5. FERGUSON: And | think that's just common
good business practice. If we are in the industry to
work with consuners, our job as the professionals is to
educate. And we can't do that if we don't share that
information with them

M5. TWOHI G Thanks, G nny. Qur next panelist,
Ray Crescenzo is going to speak. Ray has been with the
Associ ated Credit Bureaus since 1981, when he joined the
staff as Director of Education. Today as Vice President
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of ACB, Ray is responsible for industry relations. He
serves as staff liaison to ACB standards Committees and
task forces, the credit reporting, nortgage reporting and
speci ali zed reporting divisions, the federal insuring and
| endi ng agenci es, and various credit grantor and nortgage
| endi ng i nterested groups.

And we are trying to focus in this panel on what
i nformation should be given to consuners about scoring,
but 1've also told Ray that since there has been quite a
few coments so far today about credit bureaus, he should
feel free to respond to those conmments at this tine.

MR. CRESCENZO. And what did | say --

M5. TWOHIG  You said --

MR. CRESCENZO. -- to all those questions?
We'll see what | can do. First, let ne start by saying
that we've been attenpting to |listen to what's been going
on in the nortgage | ending arena for the |ast ten years,
it seenms. This is an internal process that you all have
adopted and turned into a public exercise in frustration.

Internal credit scores are the risk managenent
tools of thousands of major credit grantors around the
country. Pete won't tell you this, but they start with
FI CO scores and then they figure that they can have their
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own internal expertise hired, and they begin to devel op
their own scores.

So one of the challenges that the Federal Trade
Conmi ssion had earlier in this decade was whether a risk
score should be included -- a credit score should be
included in a credit report. That was a can of worns.

It was difficult to deal with because of the nyriad
nunbers of score nodels that were out in the marketpl ace,
and how can one person attentionally explain in the
details that you require and you need in a manner that
woul d allow us as credit reporting agencies to do that
for the consuners that are in the nmarketplace. That
exercise resulted in credit scores not being included
with the new law in 1997, the new Fair Credit Reporting
Act. Credit scoring is not included as part of the
credit report.

So that in and of itself is the challenge. It's
an internal risk managenent took that now has becone very
public. W have been trying to stay ahead of the
evolution. Stay up with the evolution of its
i npl enentation in the nortgage conmunity. In the course
of doing that, we've been working with organi zati ons such
as the Anerican Honmeowners Education and Counsel ling
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Institute, Fannie Mae, Freddie Mac, the National
Associ ation of Realtors, the National Association of
Mort gage Brokers, the Mrtgage Bankers Association. All
of the industry players that are being inpacted by this
new technology. This new information -- this new
know edge based ri sk managenent exercise requires
conmuni cati on and educati on.

We've been trying to facilitate that
comuni cati on and education process. Not getting in the
way of it, but nmaking sure that the people that are
trying to devel op these nessages so the consuners can
under stand t hem have consi stent information com ng out of
FI CO or Trans Union or Equifax or Experian or ACB.
Consi stent nessages so that consuners aren't getting told
one here and another thing there. Consistent nessages SO
that the education process can begin.
| won't steal Forrest's thunder. You know, he
m ght think that the realtor should be on-line and
talking to the consunmer about this process and about the
scores that they have. There are -- this is not a |ack
of interest or willingness on the part of all the
partici pants who take a part in this. So it's not a
single contact point solution, I don't think, and we've
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been trying to work with all participants in trying to
enhance the conmuni cations that takes place.

One of the questions that came up earlier had to
do with credit data -- credit grantor information that's

comng into the credit bureaus. This is a three |egged

stool. [|'ve been in this industry for over 20 years, and
|"ve been saying this for 20 years. |It's a three | egged
st ool .

The credit granter has a responsibility to
report conplete and accurately. The consuner has a
responsibility, especially if they're going to be credit
active, to check out their credit report. See what's
inside of it and make sure that it's accurate on a
regul ar basis, on an annual basis or if you -- you know,
obviously with all that you' ve |earned today, you would
probably want to do that prior to getting involved in a
home purchase.

But if there is sonething that goes beyond the
home purchase, you want to check your credit to make sure
that it is accurate and ready for when you need it. You
deserve to use your good credit when you need it, and in
order to protect it, you have to | ook after it.

The other leg of the stool is the credit
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reporting agency. W have a responsibility to make sure
we' re doing our jobs also. There hasn't been a year at
ACB in the 18 years that |1've been there that we haven't
had conpl ete and accurate reporting as not only a goal,
but have had prograns to facilitate conplete and accurate
reporting. As recently as March and April, we have
prograns for major credit grantors around the country.
Two years ago we had prograns simlar to this to educate
credit grantors and how to report conpletely and
accurately. W're putting it into the budget for the
year 2000. It's a continual process.

We have tried to facilitate al so an aut onat ed
systemto facilitate consunmer disputes being handled in
an automated basis. There are over 20,000 data

furni shers. There are over 20,000 credit reporters --

excuse me -- credit grantors reporting to the bureaus.
They are -- we have over 1,000 rmail boxes on the system
right now, and that doesn't -- that's just over 50

percent of the disputes that cone into the credit
bur eaus.

So we are chall enged now. And we've just noved
forward with a RFP today. It's going out next week to
enhance that system W want to renove barriers to its
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usage by the credit granting conmunity. W don't want
themto have to use its software, and we don't want them
to have to sign contracts with the network. Al the

barriers that we have identified to themgetting on the

systemare trying -- we will be trying to renove those in
our business solution that will be coming out within the
next 12 to 18 nonths. By the end of next year -- by the

end of year 2000 it will be inplenented.

Soit's -- |1 said it's an evolving process. W
are trying. W are listening. You told us that
inquiries were a problemrelative to too many when a
person is shopping for a nortgage and that's going
agai nst the consunmer. W worked with the nationa
systens and the nortgage brokers and nortgage bankers to
get FICO to understand that issue, and we changed t hat
and within six nonths they were bl ocked.

We're hearing now that sonme other things need to
be considered, and we're listening again. So that's it,
Peggy.

M5. TWOHI G  Thanks, Ray. | have one question
about sonething Peter Mahoney said this norning. Wen he
was arguing that the black box was a nyth, which,
think, a lot of folks in the room since disagreed wth,
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he said that you can contact each of the three
repositories and they will give you what he called a
feedback list. |I'mnot sure if that's the sane as a
factor |ist.

And | was just wondering if you know anyt hing
about that?

MR CRESCENZO The list of factors that are
part of -- that could be construed as a full list?

M5. TWOHIG | assune that's what he was
referring to. Yeah. That's what he was referring to.

MR. CRESCENZO Well, | have a full list right
here.

M5. TWOHIG So that is the case, that those
factors that are used by the --

MR. CRESCENZO The whole list is available.

M. TWOHIG Ckay. | just wanted to clarify
that. And if anybody called and asked for that, would
you mail it out to then?

MR. CRESCENZG | woul d.

(Laughter.)

M5. TWOHIG  Call Ray.

MR CRESCENZO W have been also -- one of our

ot her staff nenbers has been working with the scoring
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devel opnent folks to try to expand the coment factor
codes -- the explanation codes -- so that there is an
educati onal nessage besides just the statenment of |ack of
paynent. So it's, you know, nore of the evolution
process that continues.

MR. MEDI NE: Ray, do you want to nake that part
of the record of this, so that people can have access to
it and have a better understandi ng of how the process
wor ks?

CRESCENZO: The list?
MEDI NE:  Yes.

CRESCENZO  Yeah, sure.

2 » 3 3

MEDI NE:  Ckay.

o

TWOH G And G nny already stated that she
doesn't think it would be hel pful for consuners to obtain
their scores fromthe repositories, that it needs to be
froma person who understands the score. And | take it
you woul d agree with that?

MR. CRESCENZO Yes, at the delivery point.

M5. TWOHIG Right, at the delivery point. But
what woul d be the problem though? Wuld it be so
horrible for the consuners to see that score when they
got their credit report? | think sonebody posed that
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guestion earlier.

MR. CRESCENZO. When they got their credit
report at the re-seller location or at the --

M5. TWOHIG No. |[If they just got their credit
report. They order their credit report. Wuld it be so
terrible if they see what scores had been cal cul ated on
then? O what are the problens with that?

MR. CRESCENZO  Well, again, what scores? Ws
it Providian out in San Francisco that believes they have
t he best analysts and statisticians in the country and,
you know, produce scores for their own | endi ng deci sions,
or are we tal king about Chase Manhattan's scores, or are
we tal king about a FICO score?

M5. TWOHIG FICO, | think people wanted to
know. If it was just a FICO score?

MR. CRESCENZO It's an issue |I'mnot going to
be able to address today.

M5. TWOHIG Ckay. W'Il continue with our
panelists. Qur next panelist is Forrest Pafenberg, who
is Director of the Real Estate Finance Research in the
Research Division of the National Association of
Realtors. In that position he has responsibility for
conducting research on primary and secondary narket
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nort gage finance, conducting quarterly surveys of current
financi ng techni ques for both residential and comrerci al
real estate, and preparing materials for nenbers of
Congress and their staffs concerning finance issues.

Forrest?

MR. PAFENBERG Hell o. Thank you, Peggy. |
would Iike to thank the FTC -- or commend the FTC for
holding this hearing. | think it's very inportant. [|'m
going to skip a lot of things | was going to say, and
talk just -- address a couple of issues.

First, I would |ike to pose the question of why
di scl ose nortgage credit scores. And | would say hone
buyers need to know their credit scores wth neaningful
expl anatory data to better shop for nortgages and to
basi cal |y eval uate | ender products.

| would also say that credit score disclosure
legislation is pending in at |east California state
| egislature, so this is not a trivial issue. It is, |
think, in a harbinger of a new direction that automated
underwriting is taking as it becones nore conpletely
integrated into nortgage | ending transactions.

Anot her reason why | think nortgage scores
shoul d be -- nortgage credit scores should be disclosed
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is effectively sone | enders are disclosing the credit
scores, and | think it's a fairness issue as nuch as
anyt hi ng el se.

The National Association of Realtors supports
di scl osure of the credit score if it would |ead the
nortgage | ender to fund or not fund the nortgage
application. And it raises a question of who discloses
what to whom and when. Ideally the consunmer shoul d be
t he whom and the | ender should be the who. 1'Il speak
about the what in a mnute. And the when should be
general ly when the borrower is shopping for a nortgage.

The details of the disclosure clearly should be
wor ked out and agreed to by the credit reporting industry
and |l enders. However, the benefits to the consuner
shoul d override any other issues in there. Consuners
need to be fully infornmed as they make the decision to
accept a nortgage that is being offered by the | ender.

And | want to just clarify what | mean by
di scl osure. Disclosure is not an explanation of how a
credit scoring nodel works, but what the effects the
score will have on the terns and conditions of the |oan
t hat would be offered to the consuner.

And | et me just shorten up a lot and just talk
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about what shoul d be disclosed, because | think this is a
very, very conplicated issue. Now, clearly the score
shoul d be disclosed. But along with that score, you need
to know what is the scale of the nodel that's being used.
If you' re using a scoring nodel, the type of the nodel
i.e., isthis a credit scoring nodel, is this a nortgage
scoring nodel, and I'm surprised not to have heard it
menti oned, a debt scoring nodel, which is effectively
| ooking at your credit. Excuse nme, your credit card
behavi or, which is a nodel that's been devel oped and is
in use for those with what are called the thin file,
i.e., little credit history.

In addition, you need to know who is the vendor,
i.e., whose nodel is it. 1Is this Desktop Underwiter or
Loan Prospector? |Is it developed by an M? Is it
devel oped by a lender? You also need to know what data
was used in the scoring. Now, again, it hasn't been
di scussed in detail, but you can generate using the sane
information multiple score values fromthe different
repositories, primarily because (a) the nodels are
slightly different, if it were even FI CO nodel, and (b)
the data that is in the repositories does vary by
geogr aphi c area.
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So that not all of the information that's in one
repository is in the other. So it's extrenely inportant
to know what data is being run on what nodel and what
type of nodel it is that's being used. |In addition, as
it relates to the data, is this a nmerged score or a
single source. So that these are all elenents that cone
in play.

Additionally you need to have reason codes.
This is really to educate the consuner. Again, | think
t he di scussion has been pretty full on the reason codes.
| won't gointoit. And clearly you need to know t he
date. Now, clearly the consuner knows when he appli ed,
but he needs to know the date when the credit granting
was done. We've already heard how dynami c the score is.
So you need to have a point in time to know when t hat
score was grant ed.

And just to comment on the list that Ray was
mentioni ng, these are a list of variables that
potentially may be used in any nodel. So that it is
i nformation that would be present within the repository,
but it doesn't mean any particular nodel uses those
vari ables or that all nodels use any one. So that
knowi ng what the list is, is not going to tell you a
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whol e | ot of anything.

And | think I will just end it there, because
there are nore to speak.

M5. TWOHI G Thanks very nuch, Forrest. And |
think that's a good segue to our first |ender on the
panel. Dusty Lashbrook joi ned nortgage.doc, which is
based in Plantation, Florida, last fall as Executive Vice
Presi dent and Chief Operating Oficer of its Consuner
Direct Division. Mrtgage.comis a private |abel,

t echnol ogy based, outsourcing conpany and a nati onal
residential nortgage |ender.

And Dusty is a nationally known speaker -- |
know |'ve heard hi mspeak before -- on the subjects of
ri sk managenent and secondary market, and a guest author
for Mortgage Banking and Secondary Market Executi ve.
Dusty?

MR. LASHBROOK: Thank you, Peggy. It's a
pl easure to be here today. One of the good things about
going late in the day, besides the fact that the crowd
thins out alittle bit, you do get a chance to listen to
what everybody has said so far and maybe alter what
you're going to say so you're not going to antagoni ze any
of the group out there.
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Anyway, to follow up and just give you a couple
nor e seconds of background on where ny perspective is
comng from because | think that's inportant, |'m going
totry to hit really what we think the consunmer really
wants to see today. And this comes froma | ot of
surveying that we as a conpany are doi ng.

We are primarily a consuner direct Internet
based | ender. W are the outsource partner for Intuit on
t he Quicken nortgage site, and we act as the fulfill nent
side behind six of the | enders on the Quicken site, ad
wel | as serving as the lender on the site ourselves. In
addi tion, we have a substantial origination operation
t hrough our own web site, nortgage.com

From that, because on-line lending is so new --
the first on-line lending really started in about 1993 --
becanme our Consuner Direct part of our conpany. It was
Ameri can Fi nance and | nvestnent based here in Washi ngton,
DC, which we purchased. But it's so newthat we're stil
trying to | earn what notivates the consumer on-line and
what the consuner wants to see.

The Internet gives you a great opportunity to
apply technology. It gives you a great opportunity to
change what is an extrenely ugly process. Today what
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you're seeing on the Internet is a lot of -- a web facade
in front of the sane ugly process out there. And what we
believe is that there is a great opportunity to change
t he whol e process, sone of which is what we're talking
about here today. And to nmake it an experience for the
consuner that is truly different than what they
experience today. It's worse than a root canal to get a
nor t gage.

But anyway, also we think the Internet gives you
an excellent opportunity to provide education, and that
is what the consumer wants. The consumer wants to know
nore about this process. They want to know how to get a
nortgage | oan. They want to know why they don't get the
sanme rate as soneone else that applies. And so we fee
that there is a great opportunity to provide that
informati on over the Internet.

Through our surveying process -- and we survey
every applicant at three points in the process through an
out bound survey and through a survey they conplete at
closing. And besides |earning about our service |evels,
we' re | earning about what does a consuner want to see and
how shoul d we change the process to nmake it a better
experience for them
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This is what the consuner tells us this is what
they want to see. Nunber one, they want to be treated
fairly, and they want to be treated fairly in relation to
anot her applicant, and they want to be priced fairly on
that. I1t's not that they want to have the absol ute best
price. They want to be priced fairly on that.

Nunber two, they want to understand the process.
They want to know what this nystic called Underwiting
is. You know, what is that process. Wat goes into it.
They want also to be able to -- before they purchase or
go out to look for a hone, they want to know exactly or
roughly what they can qualify for. So they want to be
really pre-qualified. They want to have the ability to
do that. They know that credit is going to cone into
play in regard to that.

And today it's extrenely inportant that they're
pre-approved. As | think Forrest could probably tell you
today, it's a very hot real estate market out there
today. And the ability for the consuner to be approved
ahead of time, and to know what they can buy, and to
basically go out there know ng that they can make an
offer on a property, as fast as properties are being
snatched up in sonme of the hot areas today, that's
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i mportant.

They al so want to know, though, if in fact --
and they want to have a quick tinely decision nmade so
t hey can nove onto another | ender, if they have to, or
they can actually go ahead and put behind themthis
deci sion process and get ready for the nove into the
property.

And the last thing is, if in fact they are not
approved, or if in fact they have to settle for a |esser
-- | wouldn't call it a lesser quality -- a higher risk
nort gage which they're going to pay a higher rate for
that, they want to understand how t o change that
situation. How over tinme can | becone a borrower that
gets as good as a rate as anyone el se out there.

And that is what the consuner tells us that they
want. And I'll make one other note, because | think this
is inmportant, too. W offer full credit spectrum
| ending, all the way fromA all the way down to D paper,
and we do it on a fully automated basis with six
underwiting engi nes enpl oyed. And the sub-prinme engine
is one that actually does both credit analysis and al so
ri sk based pricing.

We al so don't allow our people to charge a
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hi gher rate or a higher point structure and nake overage
on that. So it's a very fair process that we put them
t hrough, and the consuner |ikes that today. They |ove
being able to get an answer on a sub-prine loan within 30
seconds on that.

What is interesting is that in our site and the
Quicken site, we allow the consuner to self assess
t hensel ves. And if you've | ooked at the site, or if you
go look at it, you can see they get to answer questions
about thenselves, and it puts them down a channel to get
a qui cker answer on their loan. Forty percent of the
peopl e that self assess thenselves as sub-prinme and put
t hensel ves into what we call a customcredit solution or
A paper borrowers.

Now, | know that's a surprising statistic, but
that's an accurate statistic today. So the consuner
doesn't know enough about what goes into making a credit
decision that puts theminto a high risk category to be
able to properly assess thenselves. And that's sonething
we' re addressing right now.

Now, we in turn take those borrowers and nove
t hem back over into the A paper channel, and they're the
happi est people in the world, I will tell you, because
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t hey thought they're going to get a high interest rate
| oan. Not every | ender does that, as you all well know.
Many | enders | ook at that as a profit opportunity there.

What we think that should be provided to the
consuner -- this is kind of a list. They need a ful
expl anati on of what the nortgage process is all about.
They need a full explanation of credit scoring and how
credit scoring goes into the approval process. And that
approval process may be different for different |enders,
if you're using an automated engine, or if you' re using
an aut omat ed engi ne, which we do, with also a live body
underwiters on the loans that are referred out of there.
They need to understand how credit scoring factors into
that. They need to understand what goes into the credit
score and how can | approve ny credit score.

They al so, we think, need the ability to have,
in our case, on-line credit counselling. So if you're
not able to -- were not able to get a loan at a rate
today that makes sense for you, how do | get there. Wat
do | need to do. Do | need to work with a | ocal
organi zation that specializes in this. How can | make ny
credit better.

And we also think that as risk based pricing
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conmes on -- and we obviously use risk based pricing in
what we call our customcredit solutions or the sub-prine
side. But they need to understand what goes into credit
gradi ng and how t hose grades equate to what interest rate
|"mgoing to end up paying on that, and that it is based
on the risk out there associated with the | oan, and what
are the factors that go into making a riskier |oan.

So in our estimation, these are the things the
consunmer needs. W feel that the |lender is the one that
needs to provide that information on that. The |ender is
the one that knows the whol e process, or should know t he
whol e process, and should be the one that should be able
to comuni cate that to the consuner.

Now, there is obviously other partners in this.
Qur real estate partners out here have a good opportunity
to help the consuner very early on in the process on
that. W are seeing nore and nore consuners, though,
that are actually -- and maybe this is just due to the
adoption to the Internet -- that are actually comng in
before they ever find a realtor and | ooking to pre-
qualify thensel ves. Then they go find the realtor. Then
they go find the property after that.

So we're seeing a big change that is occurring
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out there today. But | wll say in just kind of wapping
up, the consumer wants to know nore. The consunmer wants
to be taken out of this nystic, taken off of the | ending
process, so they can feel nore confortable with it and
know how t hey can control their own destiny.

M5. TWOHI G Thank you, Dusty. Well, | think
we're pretty readily debunking -- or pretty nuch
establishing that there is a black box still that
consuners -- that everybody seens to be in agreenent,
except maybe Peter Mahoney, that there is a need for a
ot nmore information fromcustoners. And there seens to
be a consensus form ng, anong this panel in any event,
that | enders are the key communi cat or of what is going
on.

Dusty, you raised a very inportant issue,
think, in terms of sub-prinme borrowers or consunmers who
think they mght be -- need to go to the sub-prine
market. If they weren't working with nortgage.com they
very likely mght call up, phone or otherw se contact a
sub-prinme | ender, just assumi ng that sanme thing, that
sonme credit problens nean they have to go to that. And I
suspect -- in fact we've heard -- that if that sub-prine
| ender then pulls their credit score and it is very good,
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t hat neverthel ess the consunmer won't likely be told about
t hat .

| s that your inpression of what happens in -- of
course, you know, not your conpany, but other conpani es?
And if so, what could be done about that?

MR, LASHBROOK: Well, first of all, I think that
it happens | ess, maybe, than you think, because the
consuner doesn't typically go to one person to | ook for a
nortgage | oan. They're shopping, and it's a conpetitive
mar ket out there today. And if I"'mable to put a
borrower in a nortgage at seven percent, and soneone el se
is trying to sell thema nine and a half percent sub-
prime, then it's going to be very difficult for themto
get that business.

Now, | will say that we are seeing nore and nore
of a nove on the part of the larger, nore established
sub-prinme lenders to where they are | ooking to take their
A paper borrowers, who cone into themreally for a sub-
prinme loan that are definitely A paper, and handi ng t hem
off to an A paper lender. W're working with
rel ati onships right now where we're doing that, where
we're taking the A paper business fromsonme of the major
sub-prime | enders, and actually goi ng ahead and
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processing that into an A paper | oan.

So | think there is a nove a foot to try to get
away fromwhat you're tal king about. And | don't think
it occurs as much as you think. But my point really was
trying to say that the consuner doesn't know what they
are today. They need to have nore information about how
do they fit in froma risk standpoint. A lot of them
think that if you' re over 50 -- you know, if you get a
late notice that that's | ooked at pretty derogatory as it
relates to a nortgage loan. Unless it's 30 days late, it
doesn't show up as a late on the credit report.

There are things |like that that the consuner
needs to know nore about.

M5. TWOHHG Right. | guess | was asking, if
t he consuner, though, was given its credit score and then
had sone sense that that was a pretty good score, don't
you think that would help in the instances where it did
happen?

MR. LASHBROOK: Absolutely. And you would be
surprised at how many e-mail responses we get when people
come to our site where they know their credit score. |
don't know where they're getting it. They know their
score, and they are telling us what kind of rate will |
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get if I -- you know, |I've got a 740 FICO score. And,
mean, they know exactly what it is, and so they are
bargai ning with that.

M5. TWOHIG  Very interesting. Moving to our
next panelist, Elizabeth Prentice. Beth is the New
York/ Puerto Rico District Director of the Nei ghborhood
Rei nvest ment Corporation. The District Ofice provides
techni cal assistance, training and grants to the 27
affiliated Nei ghbor Wrks Organizations in New York and
Puerto Rico. Beth is a founding nenber of the Nei ghbor
Wor ks canpai gn for home ownership, and serves as a chair
of its National Loan Product Conmttee.

Bet h?

M5. PRENTI CE: Thank you. And also the chair of
the Predatory Lending Comrittee. So this is an issue
that is near and dear to my heart, and sonething that
we' re very concerned about, obviously.

Just in ternms of background, our organization,

t he Nei ghbor hood Rei nvest ment Corporation, conmes at this
probably fromthe sane perspective, to sone extent, as
Marcia Giffin -- are you still here -- does, in that the
| ocal organizations with which we work are working very
hard to educate generally first time home buyers and
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prepare them for the nortgage buying process, and to the
extent possible, prepare themto nove into the A nmarket
rather than the B and C narket.

We don't have, | don't think, as many borrowers
as nortgage.com does, who conme in with a credit report in
hand knowi ng their credit score, nor is there typically
in the under served popul ation a popul ation that feels
all that confortabl e shopping around for the best rates.
It's often a popul ation that has not done well in terns
of being accepted by mainstream | enders, and so is not
that confortabl e shoppi ng around.

So our perspective cones fromthat of a group
that is trying to get fairly priced, regularly avail abl e,
mai nstream capital back into under served parts of the
country.

That said, in answer to the two questions that
were put before us for this panel -- what information
shoul d consuners receive about credit scoring and who
shoul d provide it -- | think I -- and probably Marcia and
ot her people who are on the direct lines working with the
under served popul ation, first time hone buyers -- would
say that the nore information and the earlier, the better
everybody i s.
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To the extent that we're tal king about credit
information, | do think there is arole very early in the
process for a nortgage counselor or a |oan officer,
whoever the consuner is talking to first, to | ook at the
credit report with them And | think they should have a
credit score as part of that early information.

Now, the question is, as soneone said earlier,
which credit score? Wat | would propose for the early
part of the process, before sonmeone has gone in to apply
for a loan, is that probably the nost readily avail able
credit score to pull at that point and disclosure would
be the FI CO score, because that is the nost w dely used
sort of generic score in this industry.

But, again, a score does not stand by itself and
needs to have soneone explaining to the consuner what
part of the nortgage application or credit approval
process will be dependent upon this score and how t hey
fit wthin the schene.

So in our world, we're very strongly encouragi ng
people to pull their credit report early, understand what
they're getting into, understand whether they would be
| ooked at as a good credit profile or a bad credit
profile, and work very closely to nove them over -- |

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

290
don't nmean just to clean up your credit situation. You
know, you've taken the Kaplan test and now i nstead of
scoring your 580 on the SAT, you're going to score the
670, but your brain is no different.

We're | ooking to work with people so that in
fact they do understand their credit and budget and
fi nanci al behavi or nuch nore thoroughly, so that by the
time they get to a nortgage application, they are indeed
credit worthy and that credit worthy shows on their FICO
scor e.

Secondly, | would say that the other point at
whi ch the credit score and credit information should be
di sclosed is at the point of underwiting. Whatever
credit information is being used at that point in tinme, |
think it's inportant that the consuner get that one. So
let's say you cane into a counselor to begin with. You
are using a FICO score, but you ended up going to maybe
Chase, which is using a proprietary nortgage scoring
process. | do think that if in fact you're going to be
turned down by Chase, you need to be given the credit
score and what that means within their system along with
t he reason codes.

So that's ny answer to the two questions.
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M5. TWOHI G Thank you, Beth. And what about if
you're not turned down, but you're just given a
counteroffer?

MS. PRENTI CE? Yes.

M5. TWOHIG  But a higher price?

M5. PRENTICE: | think that's the other -- thank
you for asking that. To nme, being turned down and being
given a counteroffer are kind of the sanme thing in sone
regards, in that nost of us would hope to get the best
priced credit available. And if you' re turned down for
that best priced credit and you' re then given an
alternative, then I would yes, in that case these things
shoul d al so be disclosed to you. And, if you are being
given a different offer, you need to understand the
difference in the terns, because people don't.

And | think until people have nore information
about this, they're not going to be able to screamin an
i nfornmed nmanner as they should if they're given an
unfair, quote/unquote, risk based price. You know, if
you' ve gone froma seven percent, 30 year loan with two
poi nts, and then because you didn't nake the | ender's 640
or whatever it is, you then are thrown into a seven and a
hal f percent, three points, you should understand that
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and be free to shop around sonme nore.

M5. TWOHI G Thank you very much, Beth. And our
final panelist is Kirk Wllison. Kirk is Senior Vice
President and Director of Governnent Affairs for
Countrywi de Hone Loans, which |I'm sure everyone knows.
Countrywi de -- and since 1992 Kirk has been responsible
for corporate policy related to | egislation and
regul ation at the federal and state |evels.

And for the past two years, Kirk is very well
known to many of us in this roomfor his efforts at
facilitating and directly and cajoling the nortgage
ref orm wor ki ng group, which is an ad hoc organi zati on of
i ndustry and consuner groups that are -- were -- are
trying to reach consensus on nodernizing |laws related to
nort gage ori gi nati ons.

Kirk?

MR. WLLISON: Thank you. And thank everyone
for staying. Can you inmagine the size of the straw that
| drew to be the | ast panelist?

(Laughter.)

MR, WLLISON: On the |ast panel of the day? So
you're to be conmmended for staying around. Listening to
the day's activities and the frustrations that | hear
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from consuner groups and | enders and even sonme of the
credit reporting agencies, |I'mrem nded of that wonderf ul
line in the novie, Cool Hand Luke: what we have here is
a failure to communi cate.

You | ook at a situation where, let's say, sone
credit provides bad information to the credit reporting
agency. The credit bureau passes on that information to
the consuner's potential |ender. And then the |ender
turns around and |ikely denies credit on the basis of the
bad information to begin with. And if you're in the case
of soneone |ike Countryw de, our agreenent with Fair,
| saac says we're not allowed to disclose to the consuner
what their score is.

Any of you who have lived in the Washi ngton area
for a while will renenber the ad slogan for a nen's --
and | guess wonen's -- clothing store, Sy Sins. He would
say that an educated consuner is our best custoner. And
at Countrywide, we really do feel that way. And after
listening to a | ot of discussion today, |'ve becone
convi nced that Congress was wong, in that Congress
shoul d not have said that consunmers really aren't
entitled to their scores.

| think consunmers need as nuch information as
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t hey possibly can, particularly as we get now to the
slicing and dicing of risk based pricing. They need to
know how cl ose m ght they be to that A | oan versus a
premer loan or a A mnus |loan or a B loan. WMaybe you're
never are going to see inside that black box and you can
take a look at this large list of all the characteristics
that make up a credit score. But it's not going to tel

you | ooki ng at that what the nobst inportant

characteristic on your experience -- his credit
experience -- has kicked you out of, perhaps, getting
that A | oan.

We need to have an opportunity -- Countryw de,

like I think probably a | ot of different organizations,
provi des a booklet, Credit Scoring and You, for consuners
as they cone in and get the application. And any of you
who want a copy of that -- it's witten in very lay terns
and easily understandable -- |eave ne your business card.
"1l make sure that you get sent a copy of that.

But we really do feel that we ought to at | east
have the opportunity to do a better job explaining to
consuners what their score is, and then the steps that
they need to take. Countryw de also runs a counselling
center. And if we could get the opportunity to talk to
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t he consumers wel | beforehand, we could save them a | ot

of frustration

A few years back -- and this is no affront at
the realtors here for us -- the nortgage banking industry
-- and Countrywi de was pretty active in it -- began a

canpaign to see your |lender first instead of seeing your
realtor first. | think I would abridge that to say see
your credit report first. Because you | ook at your
credit report first, see what dings you have in it, then
go in to either a counseling organi zation or your |ender
and say, how can we work together to get ne the absol ute
best | oan possi bl e.

As a lender -- and | think I want to make this
really clear to, | think, a |lot of consuner groups who
may have the assunption that we're eager to turn down
loans. We're in the business of making |oans. W're in
t he busi ness of evaluating credit, but we're in the
busi ness of maki ng | oans.

Countrywi de was very reluctant to be pushed in a
situation of having to rely on credit scores -- FICO
scores -- to the degree that we have been. And ny CEO
made it very clear when we finally nmade the decision that
that would be part of the underwiting process that he
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woul d dism ss any | oan officer who used credit scoring
alone as a decision to turn down a loan. That's not
permtted at Countryw de.

And we've got to push everyone to realize that
there's got to be other factors, because if we get a
borderline score, we will do everything we can to push
with the GSE's to accept that [ oan. And given our size,
perhaps we're in a better situation than a coupl e others.

Finally, let ne just wap up here, because |
know t hat there has been sone di scussions about how sub-
prinme |l enders work. And not to nmake this a commerci al
but others have had a chance to get a few comments in.
Countrywi de's sub-prinme | ender does nove its -- recomend
its borrowers up to our prine lending office if we
realize that the buyer is qualified. And we'll actually
do one better. |If you have a Countryw de sub-prine |oan
and you have a good credit paynment history, we wll,
after a certain period of tinme, automatically nove that
up to a better interest rate.

So we are trying to do our steps to nake sure
that consuners are getting the best deal possible.
Thanks.

M5. TWOHI G Thank you very much, Kirk.
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(Appl ause.)

M5. TWOHIG Kirk, | just want to make sure
understood one thing. 1Is it the case, though, that you
don't give consuners their actual score when you explain
to themthe reasons why they m ght be denied?

MR. WLLISON: Again, the agreenent that we have
with Fair, Isaac, is that we are not to rel ease that
scor e.

M5. TWOHI G Ckay.

MR WLLISON: Qur hands are tied.

M5. TWOHIG Pete, do you want to say sonething
about that?

MR. MCCORKELL: Thanks. Actually this is a
guestion that you or David, | think, threw at Ray, and
Ray kind of threw back at you. You know, what woul d be
so terrible about giving consuners their scores? And ny
answer to that is nothing. And | don't have a problem
wi th consunmers getting their scores and the reason codes.

What | do have a problemwi th is then getting
into the discussion of well, ny score is 680 but | need a
685. What can | do to change it? Because while Beth and
Marcia made it clear that their aimin their prograns is
totry to change the credit behavior of their clients so
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that in fact they are different credit risks,
unfortunately there are an awmful | ot of people when they
hear that score and they are sone nunber of points away
froma cutoff or froma lower rate, they want to know
what can | do to change it.

And in fact, I"'msorry to tell you this, but
Fair, Isaac's job is not to tell you howto get a better
score. Qur job is to produce a score that is the best
possi bl e predictor of your credit performance. And so we
want to score your behavior. W don't want you altering
your behavi or to change the score, what | think Beth
descri bed as okay, | took the prep course for the SATs,
and so | don't know anything nore now, but I'mjust a
better test taker.

We don't want to have consuners trying to alter
their behavior in short termways that will -- regularly
has nothing to do with their long termcredit risk. And
we don't want to get into that discussion with consumers.
And unfortunately, we have an awful | ot of experience,

t hat when a consuner hears a score, especially when they

have it in the context of, but you needed five points

nore or ten points nore to qualify for this |oan, then

they want to have that discussion about well, what can
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do this afternoon so that ny score tonmorrow will be
hi gher .

M5. TWOHI G Thanks, Pete. Any reactions to
that fromthe panel? Joe? Identify yourself, please.

MR. GOLDBERG. Joe Col dberg fromthe
Pennsyl vania Attorney General's office and the Bureau of
Consuner Protection. | have a very serious concern with
what you said, and | al so have a very serious concern
with the credit bureaus. Nobody wants to take
responsibility for the information that you are
transferring.

What Fair, Isaac is doing and what the other
systens do, is making a statenent about the character --
the financial character -- of a consuner, and you are
conveying that to a third party. |It's not purely
internal. And there is a reliance on that statenment for
better or for worse.

What you do need to do is, if you're going to
take that step, | think you have the responsibility to
tell the consunmer the basis for the statenment about the
character, and the effect that changes in their behavior
will have on that statenment. | disagree that you don't
tell themthat. You are meking a statenent and conveyi ng
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that to a third party. You have an obligation to all ow
this consuner to act. And by just giving a list of four
factors, if that consumer adds to the consuner's
detrinment, in ny opinion that's an unfair or a deceptive
trade practice.

(Appl ause.)

M. TWOHIG | think we've now officially opened
it up to questions and comments.

(Laughter.)

M5. TWOHHG W do need to try to wap up. So
anybody who hasn't spoken here today? No? All the hands
are of people who have already spoken. So let's take
themin turn. Caryl? And again, it's getting late in
the day, so if you could just try to keep your points
brief.

M5. |ISEMAN: Well, this is again to what Peter
has said, and it's also to sonething that Virginia said,
that the credit scoring is altering the way people do
business. Virginia nade a statenent that she woul d not
al l ow or woul d suggest that a customer not go out and
consolidate their debts. No. It's better that we keep
t hem payi ng higher interest rates on their credit cards.

| nean, if they get an invite to accept eight percent on
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their credit card -- no. She did.

MS. FERGUSON: That's not what | said.

M5. | SEMAN. Wl --

MS. FERGUSON:  No.

M5. TWOHIG Wait, one at a time. Caryl, why
don't you finish up your point, and then G nny can
respond.

M5. | SEMAN.  Well, what I'msaying is, is that
one of the counseling things that we do do when a
consuner conmes to us is to take a look at their credit
cards and the bal ances that they have outstandi ng, and
find out maybe what the interest rates are, and do
suggest that they do go ahead and consolidate or to | ower
their paynents, or to close out sonme of the accounts.

And not only pay off the bal ances, but actually close the

account. And, yes, in many cases or in npst cases that

will help their credit score.

| think that that is good principal. It's a
good ethical thing to do. It is a good econom cal thing
for the borrowers to do. And in no way should that -- is

that cheating or should that be held against them
M5. TWOHHG Ckay. G nny, do you want to say
sonet hi ng:
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M5. FERGUSON: Ckay. |'mnot arguing the point
What | said is, they should not arbitrarily go out and
consol i date debt without first having their overal
pi cture reviewed by an expert, so that they aren't doing
sonet hing to damage t hensel ves i nadvertently. | firmy
believe that people don't need 16 pages of credit cards.
| firmy believe that there are instances when certain
accounts need to be closed, but they need to do that with
t he benefit of soneone counselling themup front.

And unfortunately the nedia has put out there
t hat people need to close accounts and consol i date debt.
But they are doing that without the benefit of any
gui dance, and that can in fact hurt soneone.

M5. TWOHIG  Ckay. Russ?

MR. BAILEY: Just a question for the | enders who
are engaged in risk based pricing. Could | ask if you
use the same scorecard to price the loan that you do to
underwite it, and if you do not, does the pricing
scorecard include informati on other than the |ikelihood
of repaynent |ike a pre-paynent risk or the likelihood of
selling ancillary services?

MR. LASHBROOK: [|'Il be glad to address it from
our standpoint. On our risk based pricing, we are using
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a conbi ned engi ne that does both risk based pricing and
al so the actual credit grading of the loan. The two are
tied together. So the same -- you know, if you want to
| ook at it froma scorecard standpoint, the sane
scorecard is actually used. It's the sanme engine that's
actually doing it.

And | agree with what Russ is saying. |If you do
the two separate fromeach other, then you' ve got sone
i ssues or got sone potential for problens there as it
relates to maybe the effects that it m ght have on the
price, or you mght not be getting the desired effect
overall. But we believe strongly in doing that.

Now | think the last part of your question was?

MR. BAILEY: Well, if it's the sane one, you
probably don't have the problemthat | was asking about.
But | think sonme institutions that use a separate pricing
nodel include factors such as the |ikelihood of
repaynent, or the |ikelihood of selling the consuner
ancillary services. So what they call a risk based nodel
is actually a profitability based nodel, and it doesn't
really consider just the |ikelihood of the person being
able to repay the | oan.

MR. LASHBROOK: Qurs doesn't do that, but you're

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

304
absolutely right. There are people out there that in
their pricing fornmula -- whether it's on an A paper also,
as opposed to it's also -- 1've seen it where those
factors actually do go in. But they do also contribute
to the overall value that the conpany obtains fromthat
| oan, whether they're going to retain the servicing or
whet her they're going to sell the servicing.

And all of us in the nortgage industry basically
set pricing off of a margin off of the ultimte val ue of
that | oan as we perceived it. So those factors do go
into nost conpani es' cal cul ations of how they' re going to
price a loan to the consuner.

MR, WLLISON: And that's exactly the sane way
we are, and it's clearly the sanme in the A when you're
tal ki ng about the opportunity to sell, just like any
ot her bank product is done as it relates to the risk
based pricing. And nortgage.com would probably be pretty
much in the sane situation. As a true nortgage bank, we
don't retain -- we don't portfolio any of those | oans.

So it also depends on what the market is |ike
for being able to sell those loans in the secondary
mar ket, and we have to price off of that as well. So
it"s not just a pure -- | mean, you can't say someone who
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conmes in with a 619 is going to get a better, you know,
rate than sonmeone who cones in at 620, if that's the only
factor that you' re considering, because there are so many
other factors out there in the market. And it al
depends al so on the type of -- you know, you nay be
trying to pull a certain type of |loan, and those type of
things are certainly affected in a price.

MS. FERGUSON:  Peggy?

MR. MR BAILEY: | just -- | think nobst
consuners when they hear risk based pricing think one
t hing, when the person saying it may nean sonething
conpletely different. |It's sonetines good to define the
term

M5. TWOHG Ckay. G nny, you wanted to add
somet hi ng?

MS. FERGUSON: Yeah. | think that there is a
little bit of a m sconception. Wen people start talking
about risk based pricing, it doesn't always nean that
sonebody is getting a worse interest rate. Today we see
many people in the high 700's that are getting | ower
interest rates because their credit scores are good. And
| think a ot of people fail to take that into
consideration. And that's in the A paper arena.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

306

M5. TWOHIG Ckay. A few nore questions or
comment s.

MR. PAFENBERG  Peggy, could | nmake a comrent ?

M5. TWOHI G Sure.

MR. PAFENBERG  Just to follow up on her
comment. Risk based pricing is actually present within
the system now, you know. | mean, you've just got to
consider that it's really there. But when people talk
about risk based pricing in the future, they're trying to
price basically four elements of risk: «collateral risk,
credit risk, business risk and pre-paynent risk. These
will all be elenents of a future risk based pricing.

It's going to be a tough decision when you start
di sclosing to consunmers that | think you're going to
prepay your nortgage in tw years, so that I'"mgoing to
charge you a higher price. But that's the reality of
ri sk based pricing. The investor community is denmandi ng
of the Iender that this be priced. | nean, they're
demandi ng a prem um

M5. TWOHIG W have questions here. The
m crophone is closer to there. Wy don't you go first,
sir, and then we'll take you two.

MR. PREUDHOWME: Hi . Thanks for the opportunity
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to speak again. [I'll try to keep it brief. | guess |
canme here today with a lot of different expectations and
com ng out of here with not too nmany answers.

But | see sone big problens, one of which we're
sort of all agreeing on that the consuner needs to get
nore information. | think that's a good thing. | think
the | ady over there brought up the fact that a very big
probl em we have is that the credit scoring systens have
not been eval uated for bias and fairness and so forth.
That needs to be done.

Sonmething else -- and I m ght be inaccurate on
this. But it seens |like we al nbst have a nonopoly. |
keep hearing Fair, |Isaac, Fair, |saac, and everybody is
like this to Fair, Isaac. And | think sonmething is
terribly wong if we've got a nonopoly really going there
where the three main repositories go to themfor their
scoring information. That's wong. And | thought that
FTC was all about breaki ng up nonopolies and everyt hing
el se.

(Laughter.)

MR. PREUDHOMMVE: You know, this is |ike --

M5. TWOHIG Different bureau.

MR PREUDHOMVE: -- a bad situation
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(Laughter.)
MR. PREUDHOWMME: And that to ne is a big
problem | nean, it really is.

MR. MEDINE: M. Preudhonme, | think we're only

agai nst breaking up ill gotten nonopolies, not nonopolies
per se.

MR PREUDHOMVE: Well, | don't know. | nean, a
nmonopoly has a | ot of inherent problens. |If they don't

have to answer to anyone el se, they don't have
conpetition. | think on your web page you tal k about
conpetition, and there doesn't seemto be. And | hear a
great deal of arrogance froma |lot of these type of
peopl e.

But anyway, just let nme hit five other topics
that are sort of related that I"monly going to --
they're just little one sentence things that | think need
to be thought about.

kay. We tal ked about education. Another type
of education -- just a word that need to get back to
Congress -- is education in school doesn't occur. People
don't even know how to bal ance a checkbook. They don't
know what a loan to value ratio is. They don't know any
of that kind of stuff. That needs to be addressed.
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don't know that this group can do it.

There is a lot of privacy issues. Just
yesterday the Commi ssioner was speaking on HR 10 to
Congr ess about concerns they have about privacy, okay.
And | think there are a lot of privacy issues involved in
this data that gets so eagerly thrown around, shared,
scored, rated and gyrated.

(Laughter.)

MR. PREUDHOWME: | mean, that needs to be -- you
know, sonebody has got to | ook at that, okay. A real big
problemthat | see that's going on related to what |
tal ked about earlier with Chevy Chase Bank. kay. More
and nore banks -- and | heard G tibank came out and said
if you have with any conpany one | ate paynent, we're
going to raise your interest rate because you' re now a
risk. And then | heard GM has cone out and said that.
And one bank after another after another. They're using
this risk based nmentality.

And | think this is very scary, okay, that
they're going to -- based on not your paynent history or
what you're doing with them Based on what they get on
this credit bureau report that we knowis filled with
holes. It's bogus. It's not checked. | nean, this data
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i s gar bage.

M5. TWOHIG  You prom sed one sentence.

MR. PREUDHOWMME: kay. Sorry. All right. The
targeting of youth is another big serious problem There
have been articles, several of them-- L.A Tines has
publ i shed some on that. That issue needs to be | ooked
at. Targeting of youth as well as elderly and the naive.
There is a lot of naivety out there as far as all this
stuff. Just like | said before, people don't understand
what it nmeans to only pay your m ni num paynent.

kay. There needs to be a national user limt.
kay. We've got to have a ceiling sonmewhere. And |
don't know --

M5. TWOHIG | think we're going beyond credit
scoring issues at this point.

MR. PREUDHOWME: kay.

M5. TWOHIG  Why don't we give sone ot her people
a chance to say a few words, and then we really do have
to wap up.

MR. MANALP: 1'Il keep this very short. |
brought you up the FICO information scoring sheets.
You're nore than wel come to pass out copies to everyone
in here that would like to see how the scores are

For The Record, Inc.

Wal dorf, Maryl and
(301) 870- 8025



N

g b~ W

10

11

12

13

14

15

16

17

18

19

20

21

22

23

311
figured, if you don't know how al ready.

One of the things that you -- yeah, those are
presented by FICO right. That is their information that
t hey have passed out to ne as the nortgage broker. |
think you need to keep in mnd that you' re tal ki ng about
t he educational process that the nortgage | enders are
going to be responsible for to pass on to the consuner.

| think that if you really haven't had the
opportunity to be out there, you ought to go out one of
t hese days and go talk to a nortgage broker. Mortgage
brokers, | just found out this last nonth -- it was in
one of the periodicals that we receive -- are doing 75
percent of the business in the nmarketplace right now

| f you went out and tal ked to your average
nort gage broker or loan officer that's out there on the
front line, he was flipping burgers at Arby's about eight
or ten weeks ago. He does not have an education. You
are relying upon sonebody with an I.Q slightly hotter
than that hanmburger that's been sitting on the counter
shelf out there to pass quality information on with
regards to his financial future.

So we've either got to start | ooking at the
industry itself and how to take care of ourself and get
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sonme education to the people in our industry, so they
know this information. And let's get the black box
opened up a little bit to people that they can take it
and read it. And the black box that | |look at is the
per petual notion machine. W're told that it works, and
that it works on a regular basis. W just don't know
how, but we're supposed to believe init. It's that
curtain that the w zard is behind.

Thank you.

M5. TWOHI G Ckay.

MR. WLLISON: Now, you know why Countryw de
gets go nuch business, right? They don't want to have to
deal with those flippers.

M5. TWOHI G Thanks very much. One nore comment
and then we're going to need to cl ose.

MR LE FEBVRE: | have a -- is Pete still in the
roonf

MALE SPEAKER:  No.

MR. LE FEBVRE: Ckay.

M5. TWOHI G You drove hi m away.

MR. LE FEBVRE: OCh, no. Then I'Il just nake a
comment with regards to Fair, Isaac, and then | want to
address Ray that ny association is.
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When Congress anended the Fair Credit Reporting
Act, it made all repositories to cone up with an 800
nunber that both -- with a human being that answers the
phone. So ny question is, as far as credit scoring is
concerned, since there is so nmuch anbiguity out there,
why do we not force Fair, Isaac to handle 80 percent of
my phone calls that | can't answer and call forwarded
right to their office? Because right now, we can't
answer the questions.

Then my question to Ray is, when the FTC -- and
this is kind of to David and Peggy at the sane tine.
When you guys made your ruling against Credco, you were
real clear that you do not desiferate (phonetic) --
what ever that word goes -- between repository and credit
reporting conpanies. Wen | read the statute it says |
must, when a consuner disputes, to report that data and
get it accurate.

Now, the only repository, Ray, that is allow ng
nortgage credit reporting conpanies to do that is
Equi fax. R ght now | have the ability to take that
verified data, have it then sent to Equifax within 48
hours, get the file corrected and recal cul ate the score.

Wiy can we not push Trans Union and Experian to
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follow that same | ength, and this whole credit scoring
thing that we're all tal king about here, will be then
corrected, at least to a point. So I want to kind of
hear your comrents.

MR. CRESCENZO A marketplace event. It neans
each one of them makes their own decisions about how
they're going to address market needs. Equifax decided
that they would do a test, and they have and it's
wor king. How long has it taken anyone of the three
nati onal systens to decide that a good idea across the
hall is a good idea to install in their environnent.

You know, it's a mgrating marketplace. |If
sonebody's got a good idea, it doesn't stay a secret
long. The marketplace is going to allowto work itself
out .

M5. TWOHI G Thanks very nmuch. 1It's getting
late. | know we've kept all of you way past the tine we
had antici pated that we would close. But | think it's
just a testanment to the interest in this subject, and
we've had | ots of good presentations and conments.

And David Medine is going to close for us.

MR. MEDI NE: Kirk thought he drew the short
straw, but | drew a shorter straw than Kirk, and so I'm
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going to be extraordinarily brief.

| wanted to thank Kellie Cosgrove, Cynthia Lanb
and all the staff here for putting this together. It may
| ook seam ess, but it wasn't.

(Appl ause.)

MR MEDINE: | also want to thank all of today's
panelists for really engaging in a very good faith
di al ogue about the subject. And | also want to thank
Pete especially for taking a | ot of heat and being
willing to stand up and answer the questions. | don't
think it's an easy job. O course we get that sonetines
oursel ves, so we can synpathize with that.

| think that the thene that we heard fromthis
| ast session is, | think, really the thene for the day,
which is communication. And I think we started off the
day by hearing how credit scores were created. W noved
on to how they were used, what the benefits are. Then
rai sed sone of the concerns about their use and their
fairness. And then wound up with how to best comrunicate
Wi th consumers what the credit scoring process is al
about .

We hope today's discussion really is the
begi nni ng of a di al ogue anong all the players here on how
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we can make scoring fairer, easier to understand and
really to test the marketplace. If it works, if it gets
peopl e better loans, if it's effective, that's great. |If
there are problens with it and if it has kinks init,
let's work on those. Let's work on better disclosures
and better understandi ng.

So thank you all for com ng.

(Wher eupon, the neeting was concluded at 5:16
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