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The Honorable Christopher J. Dodd

Chairman

The Honorable Richard C. Shelby

Ranking Member

Committee on Banking, Housing, and Urban Affairs
United States Senate

The Honorable Barney Frank
Chairman

The Honorable Spencer Bachus
Ranking Member

Committee on Financial Services
House of Representatives

Subject: Mandate on Department of Housing and Urban Development's Alternative
Credit Pilot Program

When potential borrowers apply for a mortgage loan, lenders typically use borrowers’
credit scores—which are based on their credit payment histories, debt, length of
credit history, new credit accounts or requests, and types of credit used—to help
determine their creditworthiness. However, some borrowers have limited or no credit
histories, and lenders are unable to determine their creditworthiness using this
traditional method. For these nontraditional borrowers, lenders may assess
creditworthiness through alternative means, including the compilation of
performance on rental payments; utility, phone, and cable television bills; and
insurance or tuition payments. While some lenders have developed statistical scoring
methods to determine borrowers’ creditworthiness based on these data, others rely
on the judgment of their staff to make determinations on a case-by-case basis,
according to Department of Housing and Urban Development (HUD) officials. HUD
permits lenders that originate mortgages insured by HUD’s Federal Housing
Administration (FHA) to establish a borrower’s credit history through alternative
means and has provided guidance to FHA lenders for evaluating these nontraditional
credit histories. According to HUD officials, 7,319 nontraditional borrowers were
approved for FHA-insured mortgages in fiscal year 2009.

Page 1
GAO-10-876R HUD’s Alternative Credit Pilot Program



Section 2124 of the Housing and Economic Recovery Act of 2008 (HERA) requires
HUD to develop a pilot program establishing an automated process for providing
FHA lenders with alternative credit rating information for borrowers who have
insufficient credit histories to determine their creditworthiness using traditional
methods.' Section 2124 of HERA also directs GAO to report by July 30, 2010, on (1)
the number of additional borrowers served using the automated process and (2) the
impact of the process on the safety and soundness of FHA'’s insurance funds.

To respond to the mandate, we obtained documentation and interviewed officials
from HUD about the pilot program. At this time, HUD has not established an
automated process for providing alternative credit information. Therefore, no FHA
borrowers have been served using such a process and there has been no impact on
FHA'’s insurance funds. However, we discuss the status of the pilot program below.

We conducted this performance audit from June 2010 to July 2010 in accordance with
generally accepted government auditing standards. Those standards require that we
plan and perform the audit to obtain sufficient, appropriate evidence to provide a
reasonable basis for our findings and conclusions based on our audit objectives. We
believe that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.

In July 2009, HUD published a notice in the Federal Register to solicit comments on
the design of the pilot program. In September 2009, HUD awarded a contract to a
consulting firm to study the feasibility of developing an automated process and to
propose a design for the pilot program.” The contractor reported to HUD in June 2010
on its findings and concluded that there are sufficient sources of alternative credit
data—and scoring methods using such data—to move forward with the pilot
program. Specifically, the contractor noted that several vendors aggregate data that
are often used for making credit decisions through alternative means and that cover a
large portion of the nontraditional borrower population. In addition, other vendors
have developed methodologies and tools to analyze these data to produce
nontraditional credit scores, which could be used to support the pilot program if they
can be independently validated as being effective for managing credit risk.

Based on these findings, in July 2010 the contractor recommended that HUD
implement the pilot program in two phases. In the first phase, called the proof-of-
concept phase, the contractor proposed to examine the performance of existing FHA-
insured mortgages that were approved using alternative credit information.
Specifically, the contractor would analyze statistical relationships between mortgage
performance and alternative credit data to determine whether there are indicators,
criteria, and parameters that could be used in an automated decision tool, according
to HUD officials. The contractor recommended allowing 300 days for the completion
of the proof-of-concept phase. If the proof-of-concept phase is successful, they will
move to a production phase, during which the contractor would create an automated

'Pub. L. No. 110-289.

*The contract, which was for 1 year with an option for an additional year, specified a number of tasks for the
contractor to perform, such as determining in the first year how a pilot could most effectively be established and
evaluated. The major task during the option year, if exercised, would be to develop an automated reporting
tool.
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decision tool based on their findings and HUD would recruit lenders to participate.
This second phase would continue for several years in order to evaluate the
performance of the mortgages approved using the decision tool. HUD officials said
they have reviewed the contractor’s reports and agree with the findings and
recommendations. They plan to exercise the option year on their contract with the
consulting firm in order to begin the proof-of-concept phase in fiscal year 2011,
provided that funding is available.

HUD officials provided comments on a draft of this report. They agreed with our facts
and observations. They also provided technical comments, which we incorporated as
appropriate.

We are sending copies of this report to the Secretary of HUD and other interested
parties. This report will also be available at no charge on GAO’s Web site at
http://www.gao.gov.

If you have any questions or need additional information, please contact me at (202)

512-8678 or sciremj@gao.gov. Key contributors to this report were Steve Westley,
Assistant Director; Don Brown; John McGrail; and Jennifer Schwartz.

Y Z iy S

Mathew J. Scire
Director, Financial Markets
and Community Investment

250547

Page 3
GAO-10-876R HUD’s Alternative Credit Pilot Program


http://www.gao.gov/

	The Honorable Christopher J. Dodd
	Chairman
	The Honorable Richard C. Shelby
	Ranking Member
	Committee on Banking, Housing, and Urban Affairs
	United States Senate
	The Honorable Barney Frank
	Chairman
	The Honorable Spencer Bachus
	Ranking Member
	Committee on Financial Services


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /PageByPage
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness false
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Preserve
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages false
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /Warning
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasGrayImages false
  /CropGrayImages false
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /Warning
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.76
    /HSamples [2 1 1 2] /VSamples [2 1 1 2]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 15
  >>
  /AntiAliasMonoImages false
  /CropMonoImages false
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /Warning
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier (CGATS TR 001)
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<
    /ENU (Use these settings to create Adobe PDF documents suitable for reliable viewing and printing of business documents.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting true
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AllowImageBreaks true
      /AllowTableBreaks true
      /ExpandPage false
      /HonorBaseURL true
      /HonorRolloverEffect false
      /IgnoreHTMLPageBreaks false
      /IncludeHeaderFooter false
      /MarginOffset [
        0
        0
        0
        0
      ]
      /MetadataAuthor ()
      /MetadataKeywords ()
      /MetadataSubject ()
      /MetadataTitle ()
      /MetricPageSize [
        0
        0
      ]
      /MetricUnit /inch
      /MobileCompatible 0
      /Namespace [
        (Adobe)
        (GoLive)
        (8.0)
      ]
      /OpenZoomToHTMLFontSize false
      /PageOrientation /Portrait
      /RemoveBackground false
      /ShrinkContent true
      /TreatColorsAs /MainMonitorColors
      /UseEmbeddedProfiles false
      /UseHTMLTitleAsMetadata true
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /BleedOffset [
        0
        0
        0
        0
      ]
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName (U.S. Web Coated \(SWOP\) v2)
      /DestinationProfileSelector /UseName
      /Downsample16BitImages true
      /FlattenerPreset <<
        /ClipComplexRegions true
        /ConvertStrokesToOutlines false
        /ConvertTextToOutlines false
        /GradientResolution 300
        /LineArtTextResolution 1200
        /PresetName ([High Resolution])
        /PresetSelector /HighResolution
        /RasterVectorBalance 1
      >>
      /FormElements true
      /GenerateStructure true
      /IncludeBookmarks true
      /IncludeHyperlinks true
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MarksOffset 6
      /MarksWeight 0.250000
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /UseName
      /PageMarksFile /RomanDefault
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


