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Credit scoring is an underwriting tool

used to evaluate the creditworthiness

of prospective borrowers.  Utilized for

several decades to underwrite certain

forms of consumer credit, scoring has

come into common use in the mortgage

lending industry only within the last 

10 years.  Scoring brings a high level

of efficiency to the underwriting pro-

cess, but it also has raised concerns

about fair lending with regard to 

historically underserved populations.

In order to explore the potential

impact of credit scoring on mortgage

applicants, the Federal Reserve

System’s Mortgage Credit Partnership

Credit Scoring Committee has pro-

duced a five-installment series.  This

first installment provides a context for

the subsequent installments.  An impor-

tant goal of this series is to provide the

industry, concerned groups and individ-

uals the opportunity to comment on

issues surrounding credit scoring.

This installment incorporates state-

ments requested from the four organi-

zations listed in the next column.

They were selected because of their

interest in and differing perspectives

on credit scoring and fair lending.

FREDDIE MAC

A stockholder-owned corporation chartered

by Congress to create a continuous flow of

funds to mortgage lenders in support of

homeownership and rental housing.  It

serves as a secondary market for mortgage

loans by purchasing mortgages from lenders

across the country and packaging them into

securities that can be sold to investors.

FAIR, ISAAC AND COMPANY, INC.

Originally an operations research consulting

firm, Fair, Isaac and Company, Inc. intro-

duced the use of credit scoring for risk man-

agement in the financial services industry.

They apply statistical decision theory to

business decisions through the development

of predictive and decision models.

AMERICAN BANKERS ASSOCIATION

Based in Washington, D.C., the American

Bankers Association (ABA) represents banks

of all sizes on issues of national importance

for financial institutions.  The ABA’s mission

is to serve its member banks and enhance

their role as pre-eminent providers of finan-

cial services.

CALVIN BRADFORD AND ASSOCIATES

Calvin Bradford has been a fair lending, fair

housing and community reinvestment con-

sultant for over 25 years.  His firm engages

in research, training, program development

and evaluation, and expert witness work for

government, private industry, public interest

and community-based clients.
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Representatives from each of these organiza-

tions received a request to comment on the

following statement:

A variety of research studies, emanating from

the Federal Reserve System, other regulatory

and government institutions, and private

research organizations, have suggested unex-

plained variances in mortgage acceptance rates

and pricing between majority and minority

mortgage applicants.  Though not uniformly

the focus of these studies, credit scoring is now

a commonly used tool in the mortgage under-

writing process.  Credit scoring advocates

maintain that as an underwriting tool, credit

scoring has allowed the underwriting function

to be streamlined for highly creditworthy

applicants, allowing human underwriters to

allot more time to applications where credit

issues are present, and has reduced overall costs

of underwriting.  Detractors claim that factors

considered within statistical credit scoring

models, even if not intended, favor majority

applicants and create a new barrier to home-

ownership for minority mortgage applicants.

Please describe, from your perspective, fair lend-

ing issues that might arise as a result of the use

of credit scoring technology in the mortgage

underwriting process and what your organiza-

tion does to address these issues.

STATEMENT OF ELLEN P. ROCHE

Director of Corporate Relations

Freddie Mac

An increasing number of consumers have ben-

efited from the speed, accuracy and fair treat-

ment provided by the use of credit scoring and

automated underwriting over the last several

years.  In addition to summarizing these bene-

fits, we describe how automated underwriting

and credit scoring benefit the consumer dur-

ing the mortgage application process. 

American families now enjoy more choice

and opportunity in the mortgage market

than ever.  Home-buying families can choose

a mortgage product that meets their specific

financing needs—and they can do so by tele-

phone, on the Internet or in a face-to-face

transaction. Loan approval procedures,

which once took many weeks, now take days.

The once time-consuming credit review

process now takes place in minutes, thanks

to technologies that have automated the

underwriting process.

Manual underwriting characterized the

mortgage market before the 1990s.  This slow

process provided only a limited ability to analyze

multiple risk factors and sift through layered

risks.  Without the ability to precisely measure

distinctions in risk with speed and accuracy,

lenders and investors developed guidelines

that broadly defined creditworthiness.  For

decades these guidelines served well the vast

majority of mortgage borrowers in what came

to be known as the prime market.  

Over the years, easier access to credit and 

a rising bankruptcy rate meant that an increas-

ing number of borrowers with blemished

credit histories fell outside the mainstream

that the industry’s typical guidelines were

able to address.  Some did not get mort-

gages.  Some resorted to the subprime mar-

ket.  In either case, potential borrowers

could not take advantage of the efficiencies

available in the prime sector.  

Now, powerful tools are fundamentally

changing the market’s ability to assess and

manage credit risk.  Automated underwriting

now makes it possible to extend the efficiency

of the prime market to those who (until now)

have been beyond its reach. 

Instantaneous and Accurate 

Risk Assessment

Automated underwriting is one of the keys

to opening new doors of opportunity,

because it allows for the instantaneous and

accurate assessment of a multitude of risk

factors.  Freddie Mac has led the develop-

ment of this critical tool, by introducing the
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state-of-the-art automated underwriting

service, Loan Prospector® (LP), in 1995. 

The predictive power of automated under-

writing helps lenders and borrowers alike.  

It gives lenders the tools they need to make

more mortgages and reach out to new borrow-

ers. It gives consumers confidence that mort-

gages are evaluated the same way, every time,

for every borrower, encouraging more bor-

rowers to enter the housing finance system.

Automated Underwriting Revealed

Automated underwriting is necessary to pro-

vide a full picture of mortgage eligibility.

Automated underwriting is faster and fairer

than manual underwriting and provides a

more precise evaluation of risk.  Credit is a

very important part—but just a part—of the

evaluation process.  Credit scoring is the

fastest and fairest way to evaluate credit.  It

has proven to be predictive for all population

groups.  Credit scores evaluate previous credit

performance, the current level of indebtedness,

the length of credit history, the types of credit

in use and the pursuit of new credit.

Automated underwriting benefits consumers

when applying for a mortgage in several dif-

ferent ways. 

Access to the System: Consumers should not

be rejected during a quick preapplication

screening. Lenders should conduct a full

analysis of their homeownership potential.

Freddie Mac discourages lenders from using

credit scores as a screening device because it

does not provide a full picture of the bor-

rower’s ability to pay a mortgage.  LP con-

siders credit, collateral and capacity but does

not consider race, age or marital status, and

thus, it can provide a fair and thorough eval-

uation of the mortgage in a few minutes.  

The proof of any underwriting system lies

in its ability to assess risk—and LP has

proven to be highly predictive of default for

borrowers from all racial and ethnic groups

and all types of neighborhoods.  Whether a

borrower is African-American, Hispanic or

white, loans in the lowest-risk groups per-

formed significantly better over time than

those in higher-risk groups.  Because it is

blind to an applicant’s race and ethnicity, 

LP promotes fair and consistent mortgage-

lending decisions.  Moreover, LP predicts

well across income groups and neighbor-

hoods.  Automated underwriting reduces 

the need to prescreen mortgage applicants. 

Objective Sources of Information: Consumers

should have access to credit counseling to

help them understand the risks and rewards

of homeownership and to assist them in get-

ting their mortgage application approved.

Freddie Mac supports AHECI, NAACP and

the national Urban League as well as other 

organizations that provide homeownership

and financial literacy counseling.  Consumers

can request their credit reports before apply-

ing for a mortgage to check the accuracy of

their credit information.  Consumers have

the right to correct the credit information

LP uses in evaluating credit history.  

Full and Fair Information: Interest rate, pay-

ment amount, adjustable rates, late fees and 

prepayment penalties need to be explained

and understood.  Freddie Mac requires len-

ders to follow fair credit and fair lending

laws and also requires lenders to report when

borrowers do pay their bills on time, so bor-

rowers can get credit for a job well done. 

Fair Lending Practices: If borrowers are eli-

gible for “A” mortgages, lenders should

charge “A” mortgage rates.  Freddie Mac’s 

LP provides the lender with the lowest-risk

mortgage rate regardless of the lender’s 

classification of the mortgage.  

Explanation for Mortgage Denial: Lenders

should provide borrowers with information

that can guide them to improve their chances

for acceptance.  LP does not deny a mort-
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gage application.  On higher-risk loans, LP

requests additional support documentation

and requires the lender to share some of the

higher risk.  Alternatively, LP offers to pur-

chase the loan with additional fees to com-

pensate for the additional risk.  In any case,

LP provides the lenders with feedback to

guide them in improving their application.  

For example:

• If tax returns are used to document

source of income or to verify income,

obtain signed IRS forms from borrower;

or

• Use stated income for qualification and

obtain most recent year-to-date paystub

to verify employment for borrower. 

In addition Fair, Isaac scoring products

also provide up to four reason codes, in

order of importance, that indicate why a

score is not higher.  For example, “derogatory

public record or collection filed,” or “amount

owed on accounts is too high.”

While the techniques for evaluating risk

have advanced, the general rules for improv-

ing your credit and your ability to obtain a

mortgage remain the same:

• Pay your bills on time;

• Keep your credit card balances low; and

• Make sure your credit records are accurate.

Using credit scoring as part of automated

underwriting helps more borrowers get mort-

gages because of the speed, accuracy and fair

treatment inherent in these tools.  If the

alternative is manual underwriting, there is

no comparison.  

STATEMENT OF PAUL SMITH

Senior Counsel

The American Bankers Association

Actually, our bankers tell us that credit scor-

ing, in fact, gives greater access to mortgage

credit rather than creating new barriers for

minority mortgage applicants.  The use of

credit scoring models to better predict whe-

ther an applicant might default allows the

lender more flexibility in making traditional

home loans.  During the last 10 years, the

banking industry has greatly expanded its

efforts to make credit available to less quali-

fied applicants.  For example, the housing

mortgage secondary-market agencies, Fannie

Mae and Freddie Mac, have broadened their

underwriting criteria to accept alternatives to

the traditional qualifications.  Banks have started

lower interest-rate or no-fee affordable hous-

ing programs, created first-time homebuyer

programs in which borrower training replaces

some of the missing qualifications of the

borrower, and expanded the list of qualifica-

tions for potential borrowers.  

Many bankers also have said that credit

scoring models have been crucial in permit-

ting banks to approve more borrowers’ appli-

cations than traditional underwriting criteria

would have.  All of them said that today they

make home loans with the use of credit scor-

ing systems that they could not have made or

sold to the secondary mortgage market in the

past.  None of the bankers consulted for this

comment reported that they used a credit

scoring system exclusively, but rather, as part

of the overall mortgage underwriting process.

In a home mortgage loan, the property’s

appraised value, the loan-to-value ratio, the

available resources for closing costs and

down payment, the applicant’s disposable

income and other underwriting standards all

must be factored into the credit decision.

Nonetheless, use of a credit scoring system

in the mortgage process is increasing—not

only because of the customers’ demand for

faster underwriting decisions but also because

of bankers’ interest in expanding credit avail-

ability. For example, a higher-than-required

credit score might allow the bank to accept 

a higher loan-to-value ratio than its general

lending policy permits.  This would permit the

applicant to make a lower down payment,
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and thus, make up for having fewer financial

resources than the traditional applicant.  This

kind of increased flexibility in underwriting

by bankers and the secondary market agen-

cies has led to a significant expansion in the

access to mortgage credit during the 1990s.

Bank compliance officers also have said

that the use of a validated credit scoring 

system by the bank reduces the subjectivity

of the final credit decision and allows com-

pliance officers to better monitor fair lend-

ing compliance.  One example of that is

described in the 1999 settlement between

the Department of Justice and Deposit

Guaranty Bank at <www.usdoj.gov/crt/housing/

caselist.htm#lending>. Although the bank

was said to be using credit scoring, the crux

of the case was that lending officers were

allowed to freely override the credit score,

that is, either granting a loan that should

not have been granted according to the score

(a low-side override) or not granting a loan

that should have been granted according to

the score (a high-side override).  Thus, the

fair lending violations were not in the credit

scoring model but in the ignoring of the

credit scoring as a factor in the lending deci-

sion.  The settlement also describes in detail

how the successor bank to Deposit Guaranty

ensures fair lending compliance through sev-

eral mechanisms, including using a credit

scoring system.  Key to that bank’s program

(and many other banks’ programs) is the 

use of credit scoring to ensure standard

treatment of applicants, the limitation of

authority to override credit scores, and

reviews of any such overrides as well as

reviews of many of the denied applications

—to determine if the bank has an alternative

loan product or program for which the appli-

cant could be qualified.

Besides these and many other steps by

banks to ensure fair lending and fair use of

credit scores, the bank regulatory agencies

have detailed fair lending examination proce-

dures that require bankers and examiners 

to review credit scoring models for validity

and fairness.  These examination procedures

are available for review by the public at

<www.ffiec.gov/fairlend.pdf> with the

Appendix on Credit Scoring Analysis at

<www.ffiec.gov/fairappx.pdf>. All of these

steps and others have been taken to address

issues of the fairness of credit scoring and 

to enlarge the access to mortgage credit for

low- and moderate-income individuals.  And,

we believe that these steps have succeeded.

STATEMENT OF CALVIN BRADFORD

President 

Calvin Bradford and Associates, Ltd.

The wide-scale use of credit scoring repre-

sents a significant efficiency in the competi-

tive world of mortgage finance.  Both the

Federal Reserve, by its regulations, and lenders,

who use credit scoring, refer to it as an

objective process as opposed to judgmental

systems. The largest purveyor of credit

scores, Fair, Isaac and Company, Inc., has

continually maintained that its scores could

not be discriminatory because they do not con-

tain race as an explicit variable.  All of these

statements appear to support a confidence in

the fairness and equality in the use of credit

scoring that is, in fact, unwarranted.

Credit scoring has not been intentionally

discriminatory in its typical uses.  Nonetheless,

regulators, researchers and the developers of

credit scoring systems have all recognized

that, on average, minorities have lower credit

scores than majority populations.  Therefore,

the use of credit scoring systems will fre-

quently have an overall discriminatory effect.

Such an effect, however, is not illegal if it is

based on an overriding business necessity

and if there is no less discriminatory way to

achieve the underwriting goal.

With the understanding that all credit scoring

systems need to be calibrated to the particu-

lar population of each individual lender and


