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Introduction

In the last twenty-five years, credit has taken on an increasingly important role in our economy,
but many people lack access to the credit system. One important barrier for millions of individuals
entering the credit market is that they have no file with one of the three major credit bureaus or a
“thin-file” that makes it impossible to calculate a credit score. For consumers, being
“underscored” has a variety of consequences. Without a credit history, it is difficult or impossible
to qualify for a mortgage, shutting these consumers out of the primary means through which most
Americans save and build assets: homeownership.! Consumer credit is also critical to the
development of small businesses® and often necessary to finance the purchase of a car.
Revolving credit loans can help households to “smooth over” periods of financial hardship, while
credit cards offer convenience and security in making everyday purchases. In addition, credit
histories are increasingly used for other purposes, such as determining auto and home insurance
rates, hiring employees and approving rental applicants.

These “underscored” consumers also represent a new market opportunity for financial institutions.
The credit card and mortgage markets are heavily saturated today, with consumer debt levels at
an all-time high. In this context, interest in this underserved segment of the market has
increased; but in the absence of a traditional credit score, it is difficult for financial institutions to
manage the risk associated with lending to these individuals and design appropriate products and
delivery channels.

Commensurate with its increasing interest in accessing currently underserved market segments,
the financial services industry has begun to develop new ways of assessing creditworthiness.
Such innovations rely on the collection and analysis of alternative or nontraditional data, such as
rental and bill payment history, insurance payments, and debit card and bank account use. In
turn, new credit reporting and scoring products have been developed to incorporate these new
data types.

In order to better understand how these new alternative data products should be designed to be
most effective for both lenders and consumers, in early 2006 CFSI investigated the interest in and
potential market for alternative data sources and models by interviewing senior lending officers
and other key decision-makers at 23 major financial institutions. CFSI's goal was to gauge the
experience of lenders in using these data sources and their appetite for more data. The financial
institutions that participated in CFSI’'s study included mortgage lenders, auto lenders, insurers and
credit card companies of a range of sizes and business models, as well as the major government
sponsored entities in the mortgage market. This paper summarizes key learnings from that
research.

'See Hollis Fishelson-Holstine, “Role of Credit Scoring in Increasing Homeownership for Underserved Populations,”
Joint Center for Housing Studies of Harvard University, February 2004.
www.jchs.harvard.edu/publications/finance/babc/babc_04-12.pdf

% Personal credit cards are used by 45% of small business owners to finance their activity and manage cash flow.
“Financial Services Used by Small Businesses: Evidence from the 1998 Survey of Small Business Finances.” Bulletin.
April 2001. www.federalreserve.gov/pubs/oss/oss3/ssbf98/april2001bulletin.pdf, p.192.
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Background

Financial institutions use a variety of criteria when making lending decisions and pricing their
lending products, including data about the borrower and the assets or activity to be financed by
the loan, an assessment of general economic conditions and an evaluation of the market for the
type of loan being made. Still, credit reports and the scores generated from them are one of the
most important factors in the decision. A consumer’s credit report compiles information on any
credit accounts held by the consumer, the payment history and outstanding balance on those
accounts, public records such as tax liens and bankruptcies and a list of entities who have
obtained the report. A consumer’s credit score — generally referred to as the FICO score (after
Fair Isaac, the creator of the first general purpose credit score based on credit bureau data) —is a
number ranging from 300 to 850, calculated based on the data in the report.

Estimates of the number of individuals who do not have credit scores vary, but range from 35 to
70 million adults.® These are individuals who either have no file with a credit bureau, or whose file
has insufficient information to generate a score. The “underscored” include many immigrants, as
well as younger, older and recently divorced individuals. It is assumed that many of the
underscored are lower and moderate income individuals, but it is important to note that thin-file or
credit underserved consumers are a diverse group comprised of many segments.

Figure 1: Size of Credit Underserved Market

Source Market Estimate Definition

Experian 35 million Not “credit active”

Without credit files that can be scored, either because

Fair Isaac 54 miliion of no credit history (22 million ) or thin-files (32 million)

Either no credit score or a lower credit score than their
financial history and payment potential warrant

National Credit

Reporting Association 70 million

Because these consumers do not have credit cards or the traditional types of loan payments such
as those for mortgages or auto loans that the three major credit bureaus monitor, they are
generally unable to establish an easily documentable credit history. At the same time, because
the bureaus do collect derogatory data from utilities and other creditors, some consumers have a
thin-file that is not reflective of the rest of their payment history. Many of these consumers make
regular and consistent payments for products and services. For example, most consumers pay
rent, utility and telecommunications bills on a monthly basis. Many consumers also pay regularly
for insurance, savings, childcare or healthcare or pay interest and principal on alternative loans
such as payday loans. From the perspective of establishing a credit history, information collected
about these payments is defined as alternative data or nontraditional tradelines.

% Katy Jacob, “Reaching Deeper: Using Alternative Data Sources to Increase the Efficacy of Credit Scoring,” The
Center for Financial Services Innovation, March 2006 Pg. 3.
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Figure 2: Market Segments within Credit Underserved Market

FIGURE 1: Traditional credit doesn’t address
needs of 35 million underserved consumers

4 Youth (18-21)
8.8 mm

Hispanie>21
6.7 mm

Other Immigrants
2.9 mm

Other Underserved
5.8 mm

Source: Experian Data Reporting Prepaid Executive Roundtable April 28, 2005

In the absence of definitive statistical data proving which of these types of data is most relevant
for credit decision-making, several companies have developed strategies to incorporate various
types of alternative data and analytical modeling into assessments of creditworthiness. This
decisioning exercise can also help the financial services industry begin to think of new ways to
consider cross-sell possibilities, bank account opening criteria, and other opportunities to serve
this market.

- Fair Isaac has created the FICO Expansion Score, which uses historical data on
utility payments, insurance payments and more detailed information from the loan
application to calculate a credit score and recommend approval or rejection of a loan
application.

- First American Corporation is marketing the Anthem (Assisting Nontraditional
Homebuyers in Emerging Markets) report, which takes into account both positive and
negative payment history for rent, insurance, utility bills and childcare expenses as well
as traditional credit data to generate a credit report and score.

- Lexis-Nexis’ RiskView uses over 300 public record attributes such as employment
and address history and property and asset ownership to validate and verify identity
and predict risk behavior.

- Link2Credit is a credit decisioning platform for wireless telecommunications carriers,
which uses historical phone payment data and other alternative data sources, and is
beginning to work with credit card companies and the mortgage industry.

- eFunds DebitBureau provides data for credit decisions based on checking account
history.
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- PRBC is a new credit bureau that started with tracking self-reported rental payments
and has expanded to include more general bill payment tracking and verification by a
third party.*

Some of these models rely on proprietary data or a deeper look at the loan application, while
others mine existing public information for insights into the potential borrower’s likely behavior.
The scores that they generate range from being purely descriptive, assessing how the
consumer’s data file compares to the rest of the files that have been compiled, to those that
represent a predictive score comparable to the credit scores currently produced by the traditional
credit bureaus.

Figure 3: Alternative Analytical Approaches

Proprietary data

Public data

Descriptive score Predictive score

Despite this significant level of innovation, the industry is just beginning to delve into the
alternative credit data space. At this point, it is unclear what data types and alternative credit
products are the most attractive and effective for lenders and what the ultimate impact will be on
consumers and the financial institutions that serve them. CFSI’s research attempts to ascertain
what the appetite is for these data and products among a variety of lenders. In addition to current
level of interest, we also seek to discover what it will take for this new “alternative credit” market to
gain traction and become more fully incorporated into the general credit system.

Research Methodology

For this study, CFSI interviewed senior risk managers, lending officers, product managers and
those responsible for vendor relationships with FICO and the credit bureaus at 23 major financial

* See Jacob, March 2006 for a more detailed description of some of these recent innovations.
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institutions. A few of the respondents had a particular focus on domestic emerging markets or
community development lending, but for the most part, the interviewees shared a general
perspective on the lending practices of their organizations.

CFSI's primary goal was to understand if lenders are using alternative data or would consider
using it in the future, and if so, how and under what circumstances? CFSI had a specific interest
in how alternative data would be used to establish the creditworthiness of potential home buyers.
Over half of the institutions surveyed were mortgage lenders, and CFSI interviewed the major
government sponsored entities in the housing market. The rest of the interviews were conducted
with a mix of consumer credit companies (credit card issuers and auto lenders) as well as
insurers. The lenders interviewed represent a cross-section of the financial services industry.
Half of the companies are in the top 10 in terms of revenues in their primary market segment.
Several large, national lenders were interviewed, as well as smaller niche or regional lenders.
Primary and secondary market institutions participated in the study. The respondents also
represent a range in terms of the tgpes of markets that they target, from sub-prime and Alt-A to
prime and “super-prime” borrowers.

Figure 4:° Cross-section of Financial Institutions Interviewed
g

Type-of In Top 10 by] Super- Non-Prime/

Lender Total Revenue Prime/Prime Sub-Prime Diversified
GSEs 3 NM 2 1 -
Mortgage 12 5 5 5 2

Lenders

Auto Lender | 1 1 1 - -

Credit Cards | 2 2 1 1 1
Insurance 2 1 - - 2

Other 3 2 1 - 2

A Large and Growing Market

A strong majority of the lenders agreed that there is a large and growing market of underscored
potential borrowers. A few lenders felt that credit has become so ubiquitous that the number of
people without a credit score will dwindle in the future, making alternative data less relevant.
However, the overwhelming majority believe that increasing numbers of individuals could borrow
money if nontraditional tradeline data were incorporated into lending decisions. Half of the

® Consumer credit scores are defined as follows: 500-580 is generally considered to be sub-prime; 580-620 is non-
E)rime or Alt A; 620-680 is prime; and above 680 is super-prime.
Lenders could be represented in more than one category.
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lenders interviewed and all of the GSEs are already using, or are evaluating the use of, alternative
data sources, indicating confidence that this data can be helpful in lending decisions.

Some respondents thought that 5-

Figure 5: Use of Alternative Data 10% of their institution’s applicants
were thin or no file individuals.
8% Back-of-the-envelope estimates of

the total volume of loans that could
be made to currently underscored
46% borrowers ranged widely, from $6
billion to $45 billion per year. By
comparison, Fair Isaac estimates
that by serving just 3% of the thin/no
file market, lenders could originate
$2.3 billion in the mortgage market,

46%

@ None m Some [ Testing $750 million in the auto market, and
$113 million in the credit card
market.

Many lenders assume that this market would be composed largely of immigrants. Many recent
immigrants are wary of using mainstream financial institutions, or simply lack access to these
institutions. And, many recent immigrant communities rely on informal lending arrangements and
extended networks of family and friends to jointly manage financial commitments. As a result,
immigrants often do not develop the robust, individual transaction histories that form the basis of a
credit report. Those companies with an interest in building a stronger presence within growing
immigrant communities, especially the Hispanic community, have invested more heavily in
understanding and using alternative credit data. Several lenders seemed to view lending based
on nontraditional tradelines as linked to relatively new lending programs based on tax ID
numbers,” or as moving them one step closer to being able to take into account the extended
family structures common in immigrant communities when making lending decisions. For
example, some respondents allow the use of nontraditional tradelines for a co-borrower on a loan
in which the primary borrower does have a credit score.

Other groups that are expected to be well represented among the underscored include low and
moderate income individuals, younger and older consumers, and recent divorcees. Another
underserved group includes those who are emerging from bankruptcy and do not want to take on
new debt because they have had bad experiences with it. This is a tricky area because lenders
are generally not open to using alternative data to counteract a poor credit score. Nonetheless,
there was some recognition that nontraditional trade lines would be the only route to credit repair
for some individuals who are unwilling to take on any debt or use credit cards. There are some
segments of the population that are mistrustful of using credit for day to day needs, and
nontraditional lines could help the industry reach these consumers.

” Some lenders have begun to extend mortgage credit to immigrant consumers who lack Social Security numbers but
possess Individual Taxpayer Identification numbers (ITINs). These “ITIN” loans often have different underwriting criteria
and currently are not sold to the secondary market.

7
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Lenders were generally reluctant to make any assumptions about the credit scores that those who
are currently not scored would receive if they were scored. A common assumption seemed to be
that these potential borrowers would not all be sub-prime — though the lenders also assumed that
some portion of this market would fall into that category. Many respondents indicated that they
believed that a large number of responsible payers intentionally avoid credit because they are
financially conservative, and that these individuals would be eligible for better rates on financial
products than they currently receive if nontraditional tradelines could be used to establish their
creditworthiness.

What Lenders Like about Aliernative Data

CFSI heard a “cautiously interested” message from the lenders interviewed when queried on their
desire to access alternative data to make lending decisions. CFSI found that almost all
interviewees had heard of some or all of the alternative credit solutions mentioned earlier, and
several institutions are conducting pilots using them. Many lenders expressed concern
(discussed in greater detail below), that the products available on the market today are too new to
be used on a broad scale immediately. However, they generally want to see more from the
companies that are compiling and distributing alternative data because they like several features
of these data sources and the products that they are designing.

First, lenders appreciate the ability to access both positive and negative data. For example,
historically, only collection agency activity related to missed utility bills had been reported. This
meant that responsible, ongoing, monthly utility payments had not been incorporated into
consumers’ credit scores, but negative behavior had been captured. Lenders interviewed by
CFSI generally agreed that “full file” information on utility bills would be useful and would
contribute to a more robust understanding of a consumer’s likelihood of repaying a loan than the
current system. Progress has been made in this area, as a number of utility companies are now
reporting full file to the credit bureaus. But widespread reporting of positive and negative utility
data is not yet on the horizon.

Second, many lenders expressed interest in accessing currently untapped parts of the market.
Over the last few years, with interest rates at historical lows, the mortgage lending market has
become saturated. Given the strong likelihood that the market will slow or turn, lenders need to
find replacements for the refinancing revenue that has been such a strong driver of financial
institution profitability. In this context, tens of millions of borrowers who are currently not part of
the traditional credit market provide strong incentive to be creative in the design and marketing of
credit products. Third, lenders see promise in using these products to know their current
customers better. Additional tradeline data could be useful both in servicing existing loans and in
upselling more financial services.

Building Traction

Lenders show a definite interest in alternative credit strategies, but it is important to point out that
effort to gather and package alternative credit data for wider use are in their infancy. CFSI’s
research clarifies what needs to be done if this data is going to achieve widespread market
acceptance. Respondents’ recommendations in this area can be summarized in the following six
points:
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Identify relevant data types.

Prove alternative data’s predictive and economic value with a test.
Gather a lot more data, in the right format.

Infiltrate automatic decisioning processes.

Generate secondary market acceptance.

Target the right market.

O hsWN

1. ldentify relevant data types

The range of data that is being considered for use in alternative credit scoring models is broad,
including but not limited to: rent payments, energy and telecommunications bills, auto and
renters’ insurance, child care payments, payday loans, healthcare payments and some types of
retail payments (such as furniture rental data). Regular savings behavior and international
remittances are also being considered as potentially relevant, as are job stability and asset
ownership.® Financial institutions might benefit from really being creative in considering what data
points are relevant to their underwriting standards.’

In the absence of definitive statistical data proving the relative usefulness of various types of data,
the Information Policy Institute (IPl) has suggested an evaluation framework to make this
determination.” This framework identifies attributes that make a payment stream more “credit-
like,” such as whether the good or service is provided before payment is required or whether it is
recurring and periodic. The extent to which the sanction for nonpayment mirrors the sanction for
nonpayment of the loan being considered — in both degree of seriousness and process to enforce
— is suggested by IPI to be potentially
relevant to the tradeline’s applicability to
the creditworthiness assessment. In other Figure 6: The Score vs The Data
words, eviction is to nonpayment of rent as
foreclosure is to default on a mortgage, so

9%

rental payments may be particularly o Data Only
meaningful when evaluating a mortgage

. ; , m Data + Score
application.  IPI’'s suggested framework Score Ol
also takes into account which types of 0 score Dnly
data may be most accessible, a critical 0 Not Sure

piece of implementing any strategy to
reach mass market use of alternative data. 36%

However, based on CFSI's research,
lender perception of what types of data are most useful may be different. A common theme was

8For more information, see: “Prepurchase Homeownership Counseling: A Little Knowledge is a Good Thing,” by
Abdighani Hirad and Peter Zorn in Low-Income Homeownership, Examining the Unexamined Goal, The Brookings
Institution (2002).

For example, some lenders we surveyed are considering using affinity groups as a type of alternative data. In other
words, financial institutions might take group membership into consideration to determine creditworthiness.
19 See “Giving Underserved Consumers Better Access to the Credit System: the Promise of Nontraditional Data,”
Information Policy Institute, July 2005 for an evaluation framework and robust discussion of the usefulness of different
types of nontraditional data.
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that lenders want to see “discretionary” payments being made regularly and responsibly.
Respondents in CFSI’s research seemed quite open to using almost any data that could prove
that a borrower is financially responsible. One clarified by saying that they were interested in any
data that proved the “stability, ability and willingness” of the borrower to pay the debt back. This
would include job stability and length of time the potential borrower has lived in the same
community or at the same address, as well as the existence of a bank account. Patterns of
insufficient funds and its opposite, a steadily increasing balance or regular savings behavior, are
relevant to lenders though they are not directly related to outstanding credit. More so than
tradeline data with “credit-like” qualities, lenders were interested in financial responsibility
generally and in someone proving statistically which data points matter.

There was little consensus about which potential alternative data points are most relevant —
though rent payments were cited by most. For example, some lenders thought that utility
payments were highly useful because energy is such a necessity that failure to pay is a strong
indicator of a lack of financial responsibility. Other lenders thought that utility payments are less
useful because many financially savvy low income consumers would know that energy companies
in most markets are required to maintain service for some period of time even if the bill goes
unpaid. Therefore, if you're short on cash, it would be rational to pay the utility bill last.

There was more agreement on the amount of data that alternative data providers need to gather
for it to be useful. Lenders generally want to see one to three active tradelines, of sufficient length
and frequency to establish a pattern of either payment or delinquency. Lenders also appreciate
seeing when payments are made, because consistently late payments are considered to be an
indicator of potential default.

Lenders also predominantly expressed interest in receiving the raw data itself, in order to
incorporate the data into their proprietary decision-making algorithms, rather than relying on the
data provider’s analysis. This reflects, at least in part, the lack of a track record to assess any of
the data providers’ new credit scores. The products available are simply too new for lenders to
rely on the scores alone. It also reflects a concern that respondents raised repeatedly that some
of the alternative credit scores available are based on a deeper evaluation of the loan application
data, rather than on the introduction of new data that the lender would not otherwise have. And it
reflects the criticism that some of the alternative credit scores are “rule-based,” rather than based
on empirical tests — whether conducted by the alternative credit scorers themselves or by third
parties.

2. Prove alternative data’s predictive and economic value with a test.

The lack of empirical evidence of the predictive value of nontraditional data was cited frequently
by lenders as a major impediment to its widespread adoption. The financial industry needs
thorough, reputable testing of nontraditional data’s predictive and economic value before many
financial institutions will rely on it. Different types of lenders cited the need for different kinds of
tests because they viewed particular tradelines or data types as most relevant for their loans and
because they have different risk profiles. The key for all respondents, however, was to have the
test cover enough time to measure delinquency rates and include enough borrowers to model the
broader market. For the GSEs and mortgage lenders, this means that such a test would need to
include three to four years of records on hundreds of thousands of buyers. For insurance and
credit card companies, a test would only need to cover one to two years of performance history.

10
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There was also mixed opinion on whether a test using historical data or a pilot structured to
incorporate data going forward would be preferable.

Several major tests of alternative data are underway.

- Experian is conducting a pilot in Los Angeles in which it is gathering a wide variety of
alternative credit data, including checking account data, payday loan data, rental
payments, rent-to-own payments and international remittances, in order to evaluate its
predictive value. Thus far, privacy issues have made data collection difficult. Experian
is also working with several prepaid card companies to determine the predictive value
of card balance and transactional data.

- Fair Isaac received positive initial results from tests that it conducted with three lenders
(a credit card lender, an auto lender and a mortgage lender) using twelve to eighteen
months of historical data from alternative providers.

- The Information Policy Institute is using TransUnion credit files and a series of both
bureau scoring models and lender custom mortgage and credit card models to test the
predictive power of and economic lift provided by utility and telecommunications data.

In addition to proving that alternative data has predictive value, lenders said that such testing
needs to establish that there will be an economic benefit to the financial institution using the data.
Quantifying this benefit — by comparing the cost to acquire the nontraditional data to an estimate
of the additional revenue generated from a portfolio of loans made with nontraditional credit data
or the savings accrued by reduced default rates, loan origination or servicing costs — would be
ideal, though it may be a challenging goal. The reliability and quality of the data is also an
important area for evaluation. Significant amounts of testing are required to determine the
predictive value of different kinds of alternative data in the context of different credit products and
underwriting models.

3. Gather more data, in the right format.

A critical issue that needs to be resolved before alternative data will be used widely is the
spottiness of the available data. The alternative data providers simply do not have enough data
on enough potential borrowers for lenders to see meaningful results from its use. Reliability of the
data is also at issue. In addition, lenders want to know that self-reported data can be verified by a
third party before it is incorporated into their systems. Respondents in CFSI’s study were clear
that verification needs to be completed by an independent, impartial third party who has no vested
interest in seeing that the consumer either does or does not receive a loan.

Alternative data providers face several challenges in aggregating greater volumes of data. First,
data with high predictive potential, such as rental payments, is in many cases the most difficult to
collect. For example, a minority of rental units are owned by large companies with large numbers
of units, making it resource-intensive to collect and verify data from a diverse set of sources.
Alternative data will be less useful if only a minority of data providers report.

11
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Second, the providers of alternative data may not be the users of alternative data, which means
that they may not have sufficient incentive to provide the data to the credit bureaus at a price that
makes lending profitable. The economics are especially difficult for products like credit cards and
overdraft lines of credit, where the amount of credit extended is relatively small and the process of
underwriting the loan is entirely automated. Widespread collection and use of alternative data
may require radically alteration of the economics and structure of the credit reporting system in
place today, which relies on information sharing that is motivated by the fact that the users and
providers of information are the same institutions.

Third, privacy laws and regulations may make it challenging to collect nontraditional data in a
systematic way. There are federal and state rules that guard consumers’ privacy in relation to the
ways that financial data might be used. For example, some states have prohibitions or limitations
on the ways that utility data can be collected and reported. Moreover, consumers will need to be
aware of how nontraditional trade lines are being used and what the impacts are

Finally, there are logistical and technological hurdles to the incorporation of alternative data types
into existing lending models. For example, one issue is that delinquency patterns for
nontraditional tradelines do not follow a standard “current/30/90 day” delinquency pattern.
Mortgage and credit card payments form the cornerstone of traditional credit scores and do follow
such a pattern. As a result, lenders have to revise their systems if they are going to incorporate
new tradelines into their models. A promising solution being pursued by some of the alternative
data providers is to distribute their product through the same companies that currently provide
credit bureau data to major lenders. That way, the data distributor will package the data to fit
more easily into the lenders’ technology platforms. This would satisfy concerns raised by some of
CFSI's research respondents that they need to limit themselves to “one data pull” and that it
would be easier to work with vendors with whom they already have relationships.

4. Infiltrate automatic decisioning processes.

If alternative credit data is to be used widely by lenders, it must be incorporated into their
automatic underwriting processes. “Automatic” underwriting means something different to
different lenders, with some lenders striving to auto-decision all loans while others use automatic
software to make lending recommendations but still rely on employees to make the ultimate
lending decision. Industry-wide, about 90% of home mortgage applications go through some form
of automatic underwriting.'" The proportion of other consumer credit decisions that are made
automatically is even higher For consumer credit in particular, automatic decisioning is critical
because of the sheer volume of credit offers that are made by mail every day based on a vast
number of monthly credit file pulls. In the insurance sector, regulatory requirements that insurers
behave objectively, “applying exactly the same rule to every applicant,” practically mandate 100%
automation. Secondary market and rating agency pressure to package uniform loan portfolios

" “Inside Mortgages: Automated Underwriting Speeds Mortgage Approval.” Chicago Tribune. Accessed online
September 3, 2006.
http://chicagotribune.interest.com/inside_article.asp?ID=2004115156260DMGQLHOTKKEXKWCJAIBDQKJGPOZKWZ&
type=daily

12
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also contribute significantly to the trend toward automatic underwriting because they require
standardization of lending criteria.'?

Many financial institutions do have manual mortgage programs for niche products or for their
Community Reinvestment Act-designated loans to low- and moderate-income borrowers, and
these manual lending programs have a long history of using alternative data. However, once a
loan is referred to manual underwriting, the lender must do more diligence on the application. This
may mean completing an additional property appraisal, including more income on the borrower’s
application (whether from a co-borrower or sources that were not initially included) or requiring a
larger downpayment. Regardless, manual underwriting always requires greater resources from
the lending institution. In the words of one lender, “quality control” for manual underwriting “takes
some effort getting to know the borrower. It's not taking information over the telephone and
saying yes or no.”

Today, many financial institutions, including the major GSEs, allow for some use of nontraditional
credit data in evaluating loan applications. However, this nontraditional credit data is considered
only for loans that are manually underwritten. To date, it has not been incorporated into lenders’
automatic underwriting algorithms, dramatically limiting its scope.

5. Generate secondary market acceptance.

A related point is that a barrier to greater scale for lending based on nontraditional credit data is
the need for acceptance by key secondary market players. Because a large percentage of
mortgage loans are sold on the secondary market, GSEs and the rating agencies must
understand and rely on alternative credit data if the data is to be used by lenders. In the case of
consumer credit, the players are more diffuse, but secondary capital markets still play a role.

The biggest individual buyers of conventional loans in the U.S. today are Fannie Mae and Freddie
Mac. Fannie Mae buys one out of every four conventional mortgage loans and Freddie Mac buys
one out of every six. That means that together they buy more than 40% of the conventional
mortgages in the country.”® As a result, they have the ability to drive change in the way that the
mortgage industry operates. Fannie and Freddie adoption of alternative credit data within their
mortgage guidelines would be market-changing.

To date, both institutions are evaluating the use of alternative data and have made some
allowances for borrowers to apply for a mortgage without a FICO score. Both Fannie and Freddie
will allow the income of a co-borrower who does not have a FICO score to apply towards the
income requirements for a mortgage in which the primary borrower does have a FICO score. In
these cases, the co-borrower also provides payment information on nontraditional tradelines such

"?In a typical mortgage transaction for a conventional, conforming loan that will be purchased by either Freddie Mac or
Fannie Mae, a lender or a broker enters information about the borrower, property and loan into a computer or web site
linked to Freddie Mac’s Loan Prospector program or Fannie Mae’s Desktop Underwriter program. The program
evaluates the data in minutes and returns a credit risk evaluation, as well as the documentation that will be required by
Freddie or Fannie about the loan. Lenders therefore know before making a loan whether or not they will be able to sell
it to either Freddie or Fannie, and whether the underwriting process can be completed using automatic criteria or needs
to be referred for manual underwriting.

'8 Chicago Tribune, September 3, 2006.

13
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as rent, utilities, international remittances or savings deposits. Fannie requires information about
one tradeline that has been active for six months, while Freddie requires three tradelines.

Neither Fannie nor Freddie buy large volumes of subprime mortgage debt. So, for this part of the
market, the drivers of change are more diffuse. Subprime mortgage debt is less standardized
than prime mortgage debt — not only with respect to the lending criteria and processes used but
also with respect to the structure of the secondary market. Several of the subprime lenders
interviewed for this study described using substantial amounts of nontraditional tradeline data to
establish the creditworthiness of borrowers today and expressed confidence in their ability to price
credit based on it. They said, however, that secondary market acceptance was the primary
impediment to growing this part of their portfolios. A few respondents described the recent sale of
portfolios of subprime debt made using alternative data and expressed the expectation that good
performance from these portfolios would lead to additional similar transactions. In some of these
cases, the loan portfolios were sold to buyers with whom the lenders had agreed to underwriting
criteria for the loans in advance.

The institutions that could perhaps create the greatest change in the subprime part of the market
are the rating agencies. The rating agencies rely heavily on the credit scores of borrowers when
rating a debt portfolio. So lending that is done for borrowers without a traditional credit score is
not rated and therefore more difficult to sell on the secondary market. Such debt is either sold to
a buyer with whom the lender has negotiated terms in advance of making the loans, or it is kept
on the balance sheet of the borrower, meaning that the lender takes on longer-term credit risk and
limits the use of its capital.

6. Target the right market.
A final, important concept that came up repeatedly in interviews is that “the score is the score.”
Lenders have great confidence in the predictive power of existing credit scores and are generally
not open to the idea that alternative data could counteract a bad credit score. One interviewee
went so far as to say that the credit score is a “generic measure of all socially responsible
behavior, including whether or not someone will brush their teeth.” It is the case that many
respondents would appreciate seeing both positive and negative payment information
incorporated in credit files; and respondents generally acknowledged that some segment of
consumers probably could access credit and insurance at better rates if their credit scores
reflected more information. And, it is also true that if the predictive value of nontraditional trade
lines were proven, lenders and insurers would appreciate these payments being included in credit
scoring algorithms. However, at the moment, lenders seem much more likely to use alternative
data to create new products for consumers with a thin-file or no file, than to expand access to
credit and insurance products for those with a bad file. In addition, lenders expressed interest in
using nontraditional trade line data for functions other than loan origination, including account
opening and cross-sell strategies.

Conclusion

CFSI's research indicates that a growing market for the use of alternative data in making credit
decisions exists. Though this market is in its infancy, there are promising products in
development that seek to aggregate and package data for use by major lenders. Before
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alternative data will be used to make mass market lending and insurance decisions, however,
more work needs to be done. The first step is to conduct tests to identify the most useful data
points and to prove their predictive and economic value. At that point, a much greater volume of
data will need to be collected.

In addition, though mortgage lenders have been using alternative data for many years, scale will
not be achieved until alternative data is included in automatic underwriting processes and
standards are developed by the secondary market. Coordination with the GSEs is therefore a key
driver of industry-wide change.

Finally, data providers and lenders must target the right market segments, better identifying those
consumers for whom lending can be done more effectively based on the use of alternative data to
assess creditworthiness. The value of alternative credit data varies by the type of credit being
extended. Data providers and lenders will need to decide where to focus their attention. Beyond
risk management, lenders may need to rethink product, marketing and distribution strategies.
They also will need to consider integrating alternative credit data into account opening and
servicing processes and cross-selling tools.

The growth of lending based on nontraditional data holds promise for the millions of individuals
who do not currently have credit scores, many of whom are low and moderate income individuals.
As this type of lending grows, these consumers can benefit from better, cheaper access to capital
to invest in businesses and homes, as well as to fund their everyday financial needs. Assisting
consumers newly able to access credit to use the opportunity to build assets, for example through
long-term homeownership, will be one of the challenges of broader credit availability through use
of alternative data. Financial institutions should think about nontraditional data as part of a larger
strategy to reach underbanked consumers to ensure that families can access the range of
services that are needed to reach financial stability.
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For further information contact:

The Center for Financial Services Innovation
2230 S. Michigan Avenue, Suite 200
Chicago, IL 60616

312-881-5856

312-881-5801(fax)

info@cfsinnovation.com
www.cfsinnovation.com

The Center for Financial Services Innovation, a non-profit affiliate of
ShoreBank Corporation, facilitates financial services industry efforts
to serve underbanked consumers across the economic, geographic
and cultural spectrum. It provides funding and resources, enables
partnerships, and identifies, develops and distributes authoritative
information on how to respond to the needs of the underbanked
profitably and responsibly. CFSI works with banks, credit unions,
technology vendors, alternative service providers, consumer
advocates and policy makers to forge pioneering relationships,
products and strategies that will transform industry practice and the
lives of underbanked consumers. For more on CFSI, go to
www.cfsinnovation.com.
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