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REGULATION B—EQUAL CREDIT OPPORTUNITY 

Request for Suggestions on Credit Scoring Procedures

TO ALL BANKS, OTHER CREDITORS,
AND OTHERS CONCERNED IN THE

ELEVENTH FEDERAL RESERVE DISTRICT:

Enclosed Is a memorandum prepared by the staff of the Board of 
Governors concerning issues raised involving Regulation B and credit scoring 
systems. The Board has asked for comment by August 20, 1979, on how Regu
lation B should apply to four specific credit scoring practices. This memorandum 
is intended to provide non-technical explanations of the issues involved.

Questions on Regulation B should be directed to our Consumer Affairs 
Section, Ext. 6171.

Sincerely yours,

Robert H . Boykin

First Vice President

Enclosure

Banks and others are encouraged to use the following Incoming WATS numbers in contacting this Bank:
1-800-492-4403 (intrastate) and 1-800-527-4970 (interstate). For calls placed locally, please use 651 plus
the extension referred to above.This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical Library (FedHistory@dal.frb.org)



J u l y  1 7 ,  1979

Issues on Which the Federal Reserve Board 
Seeks Comment on its April 19 Request for 

Suggestions on How Regulation B Can be Made 
to Apply More Effectively to Credit Scoring

A number of commenters have asked for a non-technical explana

tion of issues involved in the Board's April 19 request for comment on 

how the specific rules of Regulation B should apply to four practices 

of creditors using credit scoring systems. This memorandum was prepared 

by Board staff in order to help commenters who do not have a technical 

background address some of the principal issues. While it would be 

appreciated if comments could be received by August 20, any comments 

received while staff is analyzing the response to the proposals will be 

fully considered. Comments should be addressed to the Secretary, Board 

of Governors of the Federal Reserve System, Washington, D.C. 20551. All 

comments should refer to docket number R-203.

BACKGROUND

The need to focus the regulation more specifically on credit 

scoring. It must be emphasized that the purpose of the Board's request 

for comment was to strengthen the regulation and not to remove any 

existing protections against discrimination in credit transactions.

When Regulation B was adopted, the Board focussed primarily on dis

criminatory practices under the judgmental systems used by the vast 

majority of creditors— that is to say, systems which grant or deny 

credit on the basis of the remembered experience and subjective intui

tions of individual credit-grantors. At that time, the Board had
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general knowledge about the way in which credit scoring systems 

operated, but little information about specific scoring practices.

Except for some rules relating to age, the regulation was not 

designed to accommodate the special problems posed by credit scoring.

Since that time, the Board and its staff have learned a great 

deal more about credit scoring. It has become increasingly apparent 

that the specific rules contained in the regulation to prevent dis

crimination under judgmental systems, have an uncertain effect on credit 

scoring systems. To achieve the objectives of the Equal Credit Opportunity 

Act and regulation, the Board may need to establish additional specific 

rules for scoring systems.

What is a credit scoring system? All credit analysis, whether 

performed judgmentally by loan officers or by credit scoring systems, is 

based on the principle that past credit experience predicts future credit 

performance. Thus it is expected that the characteristics of future 

creditworthy applicants will resemble recent creditworthy borrowers. 

Judgmental systems rely upon the experience of credit officers to identify 

the characteristics of past creditworthy customers that are reliable 

indicators of creditworthiness. A credit scoring system uses statistical 

methods to evaluate and compare past creditworthy and noncreditworthy 

applicants. This is done in order to identify those characteristics that 

predict creditworthiness and to assign numerical values to those 

characteristics. The numbers are then used to construct a combined score 

for individual applications to determine whether credit should be extended.



As distinct from most judgmental systems which involve a subjec

tive appraisal of all the material in an applicant's file before credit 

is extended, credit scoring systems only value those characteristics that 

previous statistical analysis indicates are predictive of creditworthiness.

To build a statistically reliable scoring system, it is necessary 

to have a fairly large number of accounts— at least several thousand— with 

which a particular creditor has had actual experience. It is important 

to note that the experience of one creditor can be very different from 

that of another, and that accounts of even different branches of the same 

creditor can differ widely, so that ordinarily each one must build its own 

system in order to get acceptable results.

The accounts are divided into 'goods' and 'bads*, i.e., into 

accounts that have paid satisfactorily and those that have defaulted.

Then all the information is taken that was known about each applicant 

at the time of application. This usually includes information on the 

application itself and information from a credit report if the creditor 

obtained a report. Each item of information is recorded, for example, 

number of years on job, whether the applicant has a telephone in the 

home, age of applicant, amount of income, whether the applicant owns 

or rents, and so forth.

A point to emphasize is that the particular items of informa

tion that are on the applications and hence available to build the 

system may differ from creditor to creditor. There is no uniform set 

of items that all creditors do in fact take into account when making a
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credit decision. Also, there is no uniformity as to which items of 

information will turn out to predict, for any particular creditor or 

applicant population, whether or not an applicant will pay back the 

credit on time.

In order to find out which items will best predict customer 

behavior each item of information is also tabulated to show how often 

it occurs on 'good' and on 'bad' accounts, either alone or in combina

tion with other items. Then the tabulations are analyzed statistically 

to see how much more often each item or combination occurs in one group 

or the other. If, for example, 'telephone in home1, turns up much 

more frequently in 'good' than in ’bad1 accounts, then that item becomes 

a candidate to be included in a scoring system.

When all the items have been evaluated to identify those which 

are most useful in identifying accounts that are likely to pay on time 

each one that is selected is given a numerical value reflecting how 

useful it is for that purpose. No fixed number of items is used, but 

ten or a dozen items might be typical. When the numbers are added up 

it becomes possible to determine how likely it is that an application 

with a given 'score' will result in an account that will pay on time.

The creditor using a credit scoring system has a business 

incentive to lend as much as possible, so long as losses from default do 

not reduce profits below an acceptable level. By setting the score higher 

or lower, the creditor can affect the amount that will be lent and also 

affect the amount of losses. The higher the required score, the less the 

risk of loss, but the less credit will be extended. Many creditors set a
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minimum score below which credit will not be granted and a higher number 

above which credit will be granted automatically. Then they do further 

checking on applications whose scores fall into the medium range and make 

a judgmental decision based on the further checking.

ISSUES

How to make certain that applicants have all their reliable 

income considered? Regulation B forbids the discounting of income that 

is reliable simply because the income is part-time, or derived from 

some source of which creditors may have traditionally been suspicious, 

such as pensions, child support, or alimony. Applicants need not declare

alimony, child support, or separate maintenance, but if they choose 

to do so the creditor can ask if it is paid regularly but cannot discount 

it because of its source.

There are certain difficulties, however, in implementing this 

principle in credit scoring systems. Some of the factors that the Board 

must consider in deciding if the regulation should be amended are as follows.

First, there are a number of credit scoring systems which do 

not take income into account at all. In these systems, other items of 

information have been found to be more predictive or data on income were 

not collected in the first place.

Another factor is that some creditors, in building credit scoring 

systems, have found that taking 'secondary' income into account does not 

improve the predictive value of the system. This could perhaps result from 

the way in which the systems are built. For example, if a creditor did not 

evaluate the likelihood that alimony, when it appeared on an application

-5 -



would be paid regularly, but simply tabulated the presence of alimony as 

a factor to be used in building a system, it might be that— because it is 

often not reliable— alimony would turn out not to have predictive value.

The Board hopes to obtain more factual information about how such systems 

have actually been built. It also hopes to receive comment on what sort 

of rules would be most likely to result in all reliable income being con

sidered, in systems that do use income as a predictive item.

Are the protected classes more likely, or not, to have two or more

jobs? Some creditors have found that holding more than one job is a factor

that is more likely to be associated with non-payment of credit. Persons who 

have borrowed on the assumption that they will be able to continue to work 

on two or more jobs may find themselves less able to repay if they 

must give up one. Are minorities, women, the elderly, or persons belonging 

to particular religious groups, more likely than the general population to 

hold more than one job? Is this a factor which creditors should not be per

mitted to take into consideration in building a credit scoring system? Or 

is it neutral, so that if holding more than one job turns out to be a pre

dictive for a particular creditor, it could be used?

What kind of explanation is specific enough to satisfy the regula

tion for applicants who have been denied credit because their score is not 

high enough? The Act requires that applicants be given the specific reasons 

when they are denied credit. There are several reasons for this requirement. 

One is so that the applicant can correct any mistakes that may have been 

made in evaluating the application. For example, the credit history may be
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incomplete, or contain a mistake, or may even belong to a different person 

with a similar name. Another reason is to help applicants learn what they 

can do to make themselves more creditworthy. Also, it is believed that 

disclosure tends to prevent arbitrary credit decisions.

The first purpose is not difficult to achieve. Applicants provide 

the information on applications. The Fair Credit Reporting Act already 

requires that applicants who are denied credit must be told if a credit 

bureau report was obtained by the creditor and how to contact the credit 

bureau in order to verify the information on the history.

The second purpose is more difficult to achieve. The specific 

details of credit scoring systems have been kept secret partly because 

the systems are expensive to build and creditors do not want to share them 

with their competitors. More important, creditors fear that if the complete 

system were public information, it would be too easy for people who 

were poor credit risks or who actually wanted to defraud the creditor 

to falsify their applications in order to reach a passing score. The 

question is, how can anything less than a full outline of the system 

help applicants improve their credit rating?

A number of alternative suggestions have been made. The Federal 

Trade Commission has obtained agreements from some creditors to disclose 

the four items on which the applicant fell further below the maximum or 

median number of points that could be awarded. Other variations have 

been suggested for selecting what seem the most significant items.

Another suggestion is that creditors explain that the total score is not 

sufficient, which is closest to a scientifically correct answer, but not



very helpful, and Illegal under the statute and regulation. Another 

suggestion that has been made is to forbid the use of credit scoring.

But while it is very important to eliminate bias and prejudice from the 

way in which scoring systems are built (for example, using the Zip code 

in an applicant's address, where Zip code correlates with race), 

properly built scoring systems can help get away from the subjective 

prejudices of individual credit grantors. This is because the system exists 

in black and white and can be checked; the criteria used by individual credit 

grantors are much harder to pin down and verify. .

CONCLUSION

The Board has asked for comment on all the issues discussed above, 

with a view to finding out how Regulation B can be made most effective as 

a tool for eliminating discrimination in the credit granting process, where 

credit scoring is used. All comments received will be carefully considered.
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