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Summary: Representatives of FICO met with Federal Reserve Board staff to
discuss issues related to the implementation of section 941 of the Dodd-Frank Act.
Specifically, representatives of FICO raised concerns regarding the proposed definition
of “qualified residential mortgage” (“QRM”) and expressed the view that standards
relating to the definition must be predictive and rely on credit scores. As part of this
discussion, FICO presented its views regarding the credit history standards proposed in
the 941 rulemaking and data regarding the use of FICO scores in creating a QRM
standard. In addition, representatives of FICO made a presentation to Federal Reserve
Board staff that proposed incorporating empirically derived credit scoring models into the
definition of QRM. The contents of the presentation are attached to this summary.
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Analysis of Proposed QRM Risk Criteria and Solution

The Dodd-Frank Wall Street Reform and Consumer Protection Act include regulations designed to
encourage responsible lending and protect credit markets from unreasonable risk. One important
mechanism for providing such protection is a rule that requires lenders to retain 5% of the credit
risk on residential mortgages they underwrite.

A proposed exception to this rule would enable lenders to securitize and sell 100% of mortgages
that meet a yet-to-be-finalized Qualified Residential Mortgage (QRM) standard. This standard is
meant to ensure that qualifying mortgages are of extremely high quality and low risk.

Determining which loans earn QRM status
To help gauge the riskiness of a mortgage, the proposed QRM standard includes several
criteria related to the credit history of a horrower.
Unfortunately, insufficient esearch was conducted by regulators to determine the
predictive value of the criteria that were included in the proposed QRM credit history
standard.
The proposed standard does not use credit scores, which are the most accurate measures of
credit risk and are used to underwrite nearly every mortgage in the U.S.

Instead of empirically derived credit scores, the proposed judgmental criteria include a number of
items from a borrower’s credit history, including 30-day payment delinquencies, short sales, and
other derogatory factors. These factors make up less than one-third of the predictive information
assessed by the FICO® Score. And unlike credit scores, this judgmental approach does not allow for
compensating factors or the careful weighting of data points.

The danger of using arbitrary and unproven criteria to assess risk
FICO analyzed over 10 million consumer credit files* for mortgage loans originated from 2005-2008
to understand how the proposed QRM risk criteria would have performed. The results of this study
indicate that the current QRM proposal would bring more risk into mortgage securitization than
regulators and legislators intended, while preventing highly qualified buyers from entering the
housing market,
Buyers with FICO scores up to 827 (on a scale of 300-850) could be denied QRM loans. The
scientifically validated creditworthiness of these people is in the top 5% of U.S. bhorrowers.
Buyers with FICO scores as low as 493 could qualify for QRM loans. The creditworthiness of
these buyers is only in the lowest 6% of U.S. horrowers.

Working toward a specific goal
A logical way to determine the QRM standard is to define the desired outcome, and then establish rules
to achieve that outcome. Such an approach would be vendor-neutral and not rely on credit scores from
any specific vendor to ensure lender compliance.
As one approach, regulators could set a specific targeted national default rate for loans that
qualify under QRM.
Alternatively, regulators could set a specific targeted percentage of the national population of
residential mortgage loans which would qualify under QRM.



Provided with such a target, lenders could use credit scores to quickly determine which mortgages
should be given QRM status. It is impossible to achieve this level of precision and control with a
judgmental approach that relies on isolated data points such as a 30-day delinquency on a credit report.

A simple, inexpensive and highly accurate solution

Lenders already generate credit scores for every person who applies for a mortgage. Based on those
credit scores, lenders know the probability that a borrower will default. And while these probabilities
may shift over time, lenders routinely review the correlation between default rates and credit scores in
their mortgage portfolios so they can adjust their minimum score requirements for new loans and
thereby maintain desired risk levels. In this way lenders could comply consistently and routinely with a
national risk standard established for QRM.

FICO's analysis of mortgages originated from 2005-2008 found that:
The default rate on such mortgages could have been limited to 2% if lenders had required a
minimum FICO score of 650.
Alternatively, setting a 25% volume standard for such mortgages would correspond to a
minimum FICO score of 650 for successful applicants.
When only the derogatory factors of the proposed QRM credit risk standard are used to judge
risk, the resulting default rate is closer to an equivalent FICO® Score of 620 than to the FICO®
Score of 690 seemingly targeted by regulators.

The importance of smart public policy

A QRM standard pegged to a default rate of 2.4% (which corresponds to a FICO Score of 620) would
have resulted in the same general default rate as the proposed QRM risk criteria, but with the added
benefit of allowing approximately 830,000 more mortgages to qualify for QRM status.

It also would prevent significant losses. Industry experts have estimated that each mortgage default
costs an average of $50,000. Based on that estimate, the elimination of just 20,000 defaults would save
$1 billion in losses. A QRM standard based on a default rate of 2% (which corresponds to a FICO Score
of 650) would have prevented 48 thousand more defaults than the proposed QRM risk criteria when
applied to mortgages originated between 2005-2008. That translates into a loss prevention of $2.4
billion.

This analysis showed that by allowing lenders to use credit scores to satisfy the risk assessment of any
proposed QRM standard, regulators can:

Confidently control the volume of QRM loans that default;

Significantly increase the number of mortgages that qualify for QRM status.

FICO examined data from real mortgages to assess the effectiveness of possible QRM standards. The
results are clear and unambiguous. The most reliable, convenient and objective way to set a risk
threshold for the QRM standard is either through the use of default rates tied to credit scores, or by
setting a percentage of the national population of residential mortgage loans which would qualify under
QRM based on credit scores. Such regulation can be vendor-neutral because different commercial
credit scoring models could be used to comply with such a standard, just as businesses comply today
with Reg B of the Equal Credit Opportunity Act.

*CoreLogic provided loan characteristics and performance data for this study. The CoreLogic LoanPerformance
databases contain information on more than 85% of all outstanding mortgage loans. The study dataset was
constructed by identifying the loans within CoreLogic’s databases that had sufficient information to calculate
default rates based on the proposed QRM standard.



THE IMPORTANCE OF PREDICTIVE ANALYTICS vs. MANUAL REVIEW
IN CREDIT HISTORY STANDARDS

THE PROPOSED CREDIT RISK RETENTION RULE WILL NOT IMPROVE THE HOUSING MARKET
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OVERVIEW:
Starting in the late 1950s, Fair Isaac sparked a revolution by pioneering credit risk scoring for the financial
services industry. This new approach to lending enabled financial institutions to improve their business
performance and expand consumers’ access to credit. While the FICO score provides the most reliable and
objective evaluation for a borrower’s repayment risk, it is only one risk factor among many that lenders
consider when making decisions about consumer credit — the three C’s — 1) credit score, 2) capacity and 3)
collateral. FICO believes that, in order to get our economy back on track and ensure a properly functioning
securitization market, there must be transparent, reliable and objective criteria by which credit risk is
determined. Sound underwriting standards must include analytically derived, statistically sound credit
scores that provide predictive and objective measurements of credit risk across all market cycles.

THE ISSUE:

The proposed credit risk retention rule, recently issued in accordance with Section 941 of the Dodid-Frank
Act, contains an exemption from risk retention requirements for those loans that meet the standards of a
“Qualified Residential Mortgage” (QRM). However, the proposed QRM credit history standards, if adopted
as proposed, would undermine Congress’ legislative intent to create a pool of high quality loans that merit
exclusion from risk retention requirements. The credit history requirements fail to include the accepted
industry standard use of predictive analytics in the form of credit scores in favor of a manual review of
derogatory factors in the borrower’s credit file that research has shown is not sufficiently predictive of
credit risk and that will have significant negative unintended comsequences.

As outlined in the Federal Reserve Board’s 2007 Report to Congress on “Cretift Scariimg andl Its Effedts on
the Avaiiébbitity and/ Afffoddbbithty of Credift,” credit scoring not only is accurate and promotes a more
efficient marketplace but it also provides valuable benefits to comsumers:

“Credit scoring...increases the consistency and objectivity of credit evaluation and thus may diminish the possibility
that credit decisions will be influenced by personal characteristics or other factors prohibited by law, including race
or ethnicity. In addition, quicker decision-making also promotes increased competition because, by receiving
information on a timelier basis, consumers can more easily shop for credit. Finally, credit scoring is accurate; that is,
individuals with lower (worse) credit scores are more likely to default on their loans than individuals with higher
(better) scores, [p. 0-5]”




WHY THE PROPOSED QRM CREDIT HISTORY STANDARDS WILL NOT WORK

The praypesdd crediit histoyy stantiadds are nott suffficiently prextiéttive. FICO has conducted research
examining:
the proposed QRM derogatory factors (no 60+ day delinquency within past 24 months, no
current 30+ day delinquency and no bankruptcies, foreclosures, deed-in-lieu of foreclosures or
judgments of any unpaid debt) as well as
the proposed QRM derogatory factors (same as above) coupled with the proposed mon-credit
QRM criteria.

FICO reviewed the performance of mortgage origination data between the years of 2005 and 2008 and
compared the QRM criteria to analytically derived credit scores. The research revealed that the
minimum FICO score that met the proposed QRM delinquency standards was as low as 472 and the
maximum FICO score that failed to meet the proposed QRM delinquency standards was as high 845 — a
distorted outcome allowing consumers with low FICO scores in and leaving consumers with high FICO
scores out. In addition, when studying both the proposed derogatory factors in combiination with the
other non-credit QRM criteria, FICO saw the same distorted outcomes with borrowers qualifying for
QRM with FICO scores as low as 493 while those with scores up to 827 being denied a QRM loan. To
place this in perspective, the FICO score range is 300 to 850, with lower scores indicating higher risk.
The median FICO score of the US consumer today is 713 and the minimum FICO score threshold for an
FHA loan is 580. This demonstrates that the proposed approach of using derogatory credit history
standards for QRM loans could lead to the inclusion of many high-risk borrowers as well as the
exclusion of excellent credit risks — precisely the wrong result on both counts.

Empirically Derived, Demonstrably and Statistically Sound” vs. Subjective Decision-Making.
Regulation B (implementing the provisions of the Equal Credit Opportunity Act) details lenders’ use of
approved credit scoring models that are “empirically derived, demonstrably and statisticallly seund.”
The proposed rules fall far short of this standard. Under the proposed rules, there would be a shift
away from credit scores, which threatens a return to the days marked by subjective decision-making.
The mortgage industry’s adoption of credit scores not only served as an advanced method of predicting
credit risk but removed the subjectivity and bias that too often was associated with the lending
process. Compliance with Regulation B standards is evidence of an objective assessment of a
borrower’s credit risk. The mortgage industry has complied with Regulation B through the widespread
adoption of FICO® scores which are also the credit risk underwriting standard for FHA-insured loans as
well as loans sold to Fannie Mae and Freddie Mac. The proposed QRM credit history standards will
bring an element of subjectivity back into the process, once again creating an environment that in the
past has fostered diiscrimination.

QRW credift histtoyy stamtiadds willl fance implbemerstadion challkewges. The credit history stamdards
include a requirement that lenders ensure that a borrower has not had a short sale or repossession in
the past three years. However, today the credit report does not provide dates for these actions. In



addition, allowing credit reports to be verified as far out as 90 days from the closing date exposes
investors unnecessarily to increased credit risk exposure compared to current requiremenits where
credit scores are pulled just days prior to the funding date of the loan to assure the highest degree of
accuracy in assessing consumer credit risk

A mamuabl revicaw of crediit ffikes raisess costts, dellygs, enaes and! tranespoeency convenns.

The proposed method of examining the credit file for derogatory factors represents a shift away from
automated underwriting to a manual approach that will impose increased expense on lenders, slower
loan processing times, less accuracy and decreased transparency in the securitization market where
credit scores today are shared seamlessly between originators, issuers and investors for decision making.

A “chatk the box” sallittion may hawe unintedded comsegaeceses ffor smaill end! metiiom |evders.
Requiring a new and ineffective set of QRM credit history standards will not only impose additional
compliance costs on lenders but also likely force many small and medium banks to choose the “check
the box" requirement over the continued use of predictive analytics — exposing the lender and the
potential investor to greater credit risk exposure.

CONCLUSION:

Credit scores are not only the market standard among lenders for assessing consumer credit risk but their
use is supported by a large body of research that concludes that they are the most accurate predictors of
default. Reliance on predictive analytics is already the accepted practice in the marketplace and has
helped transform an industry that relied on manual underwriting decades ago to an automated system
today that is marked by efficiency, objectivity and accuracy. As a result, credit scores should be part of the
credit history standards in the final rule and can be implemented in a vendor-newtral manner leveraging
existing federal regulatory oversight.
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