National Bestseller

FOURTH EDITION

YOUR
CREDIT SCORE

/; = \
// \ Good
// \ 700-739

740-759 \
\

HOW TO IMPROVE THE 3-DIGIT NUMBER
THAT SHAPES YOUR FINANCIAL FUTURE

LIZ WESTON

MSN Money, The Web’s #1 Personal Finance Columnist



Praise for the Previous Edition of
Your Credit Score

“Recommended reading!”

—Wall Street Journal Online

“A great credit score can help you finish rich! Liz Weston gives solid, easy-
to-understand advice about how to improve your credit fast. Read this book
and prosper.”

—David Bach, bestselling author of The Automatic Millionaire and
The Automatic Millionaire Homeowner

“Excellent book! Insightful, well written, and surprisingly interesting. Liz
Weston has done an outstanding job demystifying an often intimidating and
frustrating topic for the benefit of all consumers.”

—Eric Tyson, syndicated columnist and bestselling author of
Personal Finance for Dummies

“No one makes complex financial information easy to understand like Liz
Weston. Her straight-talk and wise advice are invaluable to anyone with a
credit card or checkbook—and that’s just about all of us.”

—Lois P. Frankel, Ph.D., author of Nice Girls Don’t Get the Corner Office
and Nice Girls Don’t Get Rich

“In a country where consumers increasingly pay more when they have bad
credit, Liz Weston’s book provides excellent tips and advice on ways to
improve your credit history and raise your credit score. If you just apply
one or two of her insightful suggestions, you’ll save many times the cost
of this book.”

—Ilyce R. Glink, financial reporter, talk show host, and bestselling author
of 100 Questions Every First-Time Home Buyer Should Ask

“Your credit score can save you money or cost you money—sometimes
a lot of money. Yet, most people don’t even know their scores, much
less know how to make them better. Liz Weston can help you fix that. In
this easy-to-understand guide, you’ll learn how to make sure your score
helps you get the best deal on loans and insurance. You can’t afford not
to read it.”

—Gerri Detweiler, consumer advocate and founder of UltimateCredit.com






Your Credit Score






Your Credit Score

How to Improve the 3-Digit Number
That Shapes Your Financial Future

Fourth Edition

Liz Weston



Vice President, Publisher: Tim Moore Cover Designer: Alan Clements
Associate Publisher and Director of Marketing: ~ Managing Editor: Kristy Hart

Amy Neidlinger Senior Project Editor: Lori Lyons

Executive Editor: Jim Boyd Copy Editor: Geneil Breeze

Editorial Assistant: Pamela Boland Proofreader: Gill Editorial Services

Senior Marketing Manager: Julie Phifer Indexer: WordWise Publishing Services, LLC
Assistant Marketing Manager: Megan Graue Senior Compositor: Gloria Schurick
Operations Specialist: Jodi Kemper Manufacturing Buyer: Dan Uhrig

© 2012 by Pearson Education, Inc.
Publishing as FT Press
Upper Saddle River, New Jersey 07458

This book is sold with the understanding that neither the author nor the publisher is
engaged in rendering legal, accounting, or other professional services or advice by pub-
lishing this book. Each individual situation is unique. Thus, if legal or financial advice
or other expert assistance is required in a specific situation, the services of a competent
professional should be sought to ensure that the situation has been evaluated carefully
and appropriately. The author and the publisher disclaim any liability, loss, or risk
resulting directly or indirectly, from the use or application of any of the contents of
this book.

FT Press offers excellent discounts on this book when ordered in quantity for bulk purchases
or special sales. For more information, please contact U.S. Corporate and Government Sales,
1-800-382-3419, corpsales @pearsontechgroup.com. For sales outside the U.S., please contact
International Sales at international @ pearson.com.

Company and product names mentioned herein are the trademarks or registered trademarks
of their respective owners.

All rights reserved. No part of this book may be reproduced, in any form or by any means,
without permission in writing from the publisher.

Printed in the United States of America
First Printing November 2011

ISBN-10: 0-13-282349-7
ISBN-13: 978-0-13-282349-4

Pearson Education LTD.

Pearson Education Australia PTY, Limited.
Pearson Education Singapore, Pte. Ltd.
Pearson Education Asia, Ltd.

Pearson Education Canada, Ltd.

Pearson Education de Mexico, S.A. de C.V.
Pearson Education—Japan

Pearson Education Malaysia, Pte. Ltd.

Library of Congress Cataloging-in-Publication Data
Weston, Liz.

Your credit score : how to improve the 3-digit number that shapes your financial future / Liz
Weston. — 4th ed.

p. cm.
Includes index.

ISBN-13: 978-0-13-282349-4 (pbk. : alk. paper)
ISBN-10: 0-13-282349-7

1. Credit scoring systems—United States. 2. Consumer credit—United States. 3. Credit
ratings—United States. L. Title.

HG3751.7.W47 2012
332.7°43—dc23
2011032211



To Will






Contents

Introduction xxii
1  Why Your Credit Score Matters 1
How Your Credit Score Affects You 1

What It Costs Long Term to Have a Poor or

Mediocre Credit Score 3
How Credit Scoring Came into Being 6
How Credit Use Has Changed over the Years 7
Consumer’s Fight for Truth About Credit Scores 8
Credit Controversies 9
Credit Scoring’s Vulnerability to Errors . ............ 9
Credit Scoring’s Complexity ..................... 10
Credit Scoring’s Use for Noncredit Decisions . ... ... 11
Credit Scoring’s Potential Unfairness .............. 11
2  How Credit Scoring Works 15
What Is a Good Score? 17
Your Credit Report: The Building Blocks for
Your Score 18

How Your Score Is Calculated 19

ix



YOUR CREDIT SCORE

The Five Most Important Factors 20
Your Payment History .......................... 20
How MuchYouOwe ...............c.civun.... 21
How Long You've Had Credit . ................... 22
Your Last Application for Credit.................. 22
The Types of Credit You Use .................... 23

Your Credit Scorecard 24

Your Results Might Differ 25

How Do I Get My Score? 26

What Hurts, and for How Long 31

New Versions of the FICO Score 33

3 FICO Versus “FAKO”—Competitors to the

Leading Score 39
The VantageScore Scale 40
How VantageScores Are Calculated 42
Comparing the Scoring Systems 43
Some Rules Remain the Same 44
So Which Is Better? 45
VantageScore’s Future 45
Other Scores Lenders Use 47

4 Improving Your Score—The Right Way 51
Step 1: Start with Your Credit Report 51

Check the Identifying Information .. .............. 52
Carefully Review the Credit Accounts ............. 53

Parse Through Your Inquiries .................... 54



CONTENTS

5

xi

Examine Your Collections and Public Records . ... .. 54

Dispute the Errors . . ..................... ... ... 55
Step 2: Pay Your Bills on Time 56

How to Make Sure Your Bills Get Paid on Time,

All the Time . ... e 57
Step 3: Pay Down Your Debt 60

You Need to Reduce What You Owe Rather Than

Just Moving Your Balances Around ............... 61

You Might Need to Change Your Approach to
Paying Off Debt ............ ... ... . ... .. 61

You Need to Pay Attention to How Much You
Charge—Even If You Pay Off Your Balances in

Full Every Month ............................. 62
How to Find Money to Pay Down Your Debt . ... ... 64
Step 4: Don’t Close Credit Cards or Other
Revolving Accounts 65
Step 5: Apply for Credit Sparingly 65
How to Get a Credit Score if You Don’t
Have Credit .........cii i, 66
Credit Scores Without Credit 70
Credit-Scoring Myths 71
Myth 1: Closing Credit Accounts Will Help
Your Score 72
Myth 2: You Can Boost Your Score by Asking Your
Credit Card Company to Lower Your Limits 73
Myth 3: You Can Hurt Your Score by Checking
Your Own Credit Report 74

Myth 4: You Can Hurt Your Score by Shopping
Around for the Best Rates 75



xii

6

YOUR CREDIT SCORE

Myth 5: You Don’t Have to Use Credit to
Get a Good Credit Score

Myth 6: You Have to Pay Interest to Have a
Good Credit Score

Myth 7: Adding a 100-Word Statement to Your
File Can Help Your Score if You Have an
Unresolved Dispute with a Lender

Myth 8: Your Closed Accounts Should Read
“Closed by Consumer,” or They Will Hurt
Your Score

Myth 9: Credit Counseling Is Worse Than
Bankruptcy

76

77

78

79

79

Myth 10: Bankruptcy Hurts Your Score So Much That

It’s Impossible to Get Credit

Coping with a Credit Crisis

Step 1: Figure Out How to Free Up Some Cash
Step 2: Evaluating Your Options

Task 1: Prioritize Your Bills .. .................

Task 2: Match Your Resources to Your Bills

and Debts . ...
Task 3: Figuring Out a Repayment Plan ........

The Real Scoop on Credit Counseling

Debt Settlement: A Risky Option

Should You File for Bankruptcy?

The Effects of Bankruptcy Reform

The Type of Bankruptcy That You File Matters
Should You Walk Away from Your Home?

Step 3: Choose Your Path and Take Action

Option 1: The Pay-Off Plan ..................

80

83
86

100
101
102
104
106



CONTENTS xiii

Option 2: Credit Counseling . ................... 107
Option 3: Debt Settlement ..................... 107
Option 4: Bankruptey .................... ... .. 107

7 Rebuilding Your Score After a

Credit Disaster 109
Part I: Credit Report Repair 111
Scrutinize Your Report for Serious Errors 112
Know Your Rights 113

Organize Your Attack .. ........................ 115
What You Need to Know About Unpaid
Debts and Collections . ........................ 116
What You Need to Know About Statutes of
Limitations . ........ ... ... o i 119
Should You Pay Old Debts? .................... 122
“But You've Got the Wrong Guy!” ............... 125
Part II: Adding Positive Information to Your File 126
Try to Get Positive Accounts Reported ........... 126
Borrow Someone Else’s History ................. 127
Get Some Credit or Charge Cards if You Don’t
Have Any ........ ... ... .. i, 127
Part II1: Use Your Credit Well 128
PayBillson Time ............................. 129
Use the CreditYou Have . ...................... 129
Keep Your Balances Low .. ..................... 129
Pace Yourself ........... .. ... .. .. ... ... ... .. 129

Don’t Commit the Biggest Credit-Repair
Mistakes . ...... i 130



xiv YOUR CREDIT SCORE

8 Identity Theft and Your Credit 133
New Options That Might Help 137
How to Reduce Your Exposure to Identity Theft 139

BuyaShredder ........................ . ..., 139
Get a Locking Mailbox ........................ 139
Protect Your Outgoing Mail .................... 139
Keep Track of Your Receipts .................... 140
Keep Your Financial Documents Under Lock
andKey.......... ... .. oo 140
Get Stingy with Your Social Security Number . . .. .. 140
Know What’s in Your Wallet .................... 140
Ask About Shredding Policies . .................. 141
Don’t Let Your Debit Card out of Your Sight ...... 141
Opt Out of Credit Card Solicitations, Junk Mail,
and Telemarketing . ........................... 142
Don’t Use a Cell or Cordless Phone to Discuss
Financial Matters . .................c.ivun... 143
Be Wary of Telephone Solicitors and Emails
Purporting to Be from Financial Institutions ...... 143
Be Smarter About Social Media ................. 143
Safeguard Your Social Security Number .......... 145
Monitor Your Credit Reports ................... 145
Consider a Credit Freeze ...................... 147
What to Do if You're Already a Victim 148

Keep Good Notes of Every Conversation You Have
Regarding the ID Theft ....................... 148

Contact the Credit Bureaus by Phone and Then
with a Follow-Up in Writing . ................... 149



CONTENTS XV

Contact the Creditors by Phone and Then

Follow Upin Writing . . ........................ 149
Contact the Police or Local Sheriff .............. 149
Contact Bank and Checking Verification

Companies ..............oiiiiiiiiiiiia., 150
Contact the Collection Agencies ................ 150
GetLegalHelp .............................. 151
DontGive Up ........ ... i, 151

What to Do if the Credit Bureau Won’t Budge 153

9 Emergency! Fixing Your Credit Score Fast 157

Repairing Your Credit in a Matter of Hours:

Rapid Rescoring 158
Boosting Your Score in 30 to 60 Days 161
Pay Off Your Credit Cards and Lines of Credit . . . .. 161
Use Your Credit Cards Extremely Lightly ......... 162
Focus on Correcting the Big Mistakes on Your
Credit Reports .............. ... oL, 162
Use the Bureaus’ Online Dispute Process ......... 163
See if You Can Get Your Creditors to Report or
Update Positive Accounts ...................... 163
What Typically Doesn’t Work 163
Disputing Everything in Sight .................. 164
Creating a “New” Credit Identity . .. ............. 164
Closing Troublesome Accounts . ................. 164
10 Insurance and Your Credit Score 167

History of Using Credit Scores to Price
Insurance Premiums 169



xvi YOUR CREDIT SCORE

But What’s the Connection?
What Goes into an Insurance Score

Keeping a Lid on Your Insurance Costs

Start Thinking Differently About Insurance . ...
Raise Your Deductibles .....................
Don’t Make Certain Kinds of Claims ..........
Be a Defensive Driver .. ....................

Use the Right Liability Limits ...............

Drop Collision and Comprehensive on

Older Cars . ...t
Shop Around .......... ... .. ..o ool

Protect Your Score .......... ... ... .. ...

11 Can Bad Credit Cost You a Job?

12 Keeping Your Score Healthy
The Do’s of Credit Health

Pay Off Your Credit Card Balances ...........
Have an Emergency Fund ..................

Have Adequate Insurance ...................

The Don’ts of Credit Health
Don’t Buy More House Than You Can Afford

Don’t Overdose on Student Loan Debt ........

Don’t Let Your Fixed Expenses Eat Up

YourIncome ........... ... . . i,

Don’t Raid Your Retirement or Your Home

Equity to Pay Off Credit Cards ..............

171
175
176



CONTENTS

Credit and Divorce: How Your Ex Can Kill
Your Score

Get Your Credit Reports ................
Take Action .......... . ...
DontBelLlate .............. ... ... ....

Dealing with Mortgages, Car Loans, and
Other Secured Debt ...................

Consider a Fraud Alert or Credit Freeze ..
Look for Lenders Who Aren’t FICO-Driven

In Conclusion: The Three-Year Solution

Index

xvii






Acknowledgments

Credit and credit scoring can be a mysterious, complex subject, which means
any journalist trying to cover this area of personal finance needs great
sources. I’ve been extraordinarily fortunate to have found experts who not
only knew their fields, but who were willing to spend time helping me under-
stand them, too.

At the top of this list is Craig Watts, spokesman for Fair Isaac Corp., who
invested hours researching and carefully answering my endless questions.
Several of his current and former colleagues at the company were also gen-
erous with their time and expertise, including Ryan Sjoblad, Lamont Boyd,
and Barry Paperno.

John Ulzheimer, founder of www.CreditExpertWitness.com and presi-
dent of consumer education for SmartCredit.com, is another of my go-to
sources. John has a couple of decades’ experience with credit, including
stints at both Fair Isaac and Equifax, which gives him a unique depth of
experience and authority.

Special thanks also to Gerri Detweiler of UltimateCredit.com, Robert
Hunter of the Consumer Federation of America, Gail Hillebrand at
Consumers Union, Deanne Loonin and Robin Leonard at Nolo Press, and the
folks at Insurance Information Institute, VISA, and Citibank. Thanks, too, to
Beth Givens of the Privacy Rights Clearinghouse and Linda and Jay Foley of
the Identity Theft Resource Center for their insights into credit fraud.

Sam Gerdano of the American Bankruptcy Institute and Harvard profes-
sor Elizabeth Warren, author of The Two-Income Trap: Why Middle-Class
Mothers and Fathers Are Going Broke, provided their vast knowledge and
perspective about the bankruptcy epidemic in America.

Richard Jenkins, formerly my editor at MSN Money, conceived and
helped shape the series of bankruptcy stories I wrote for that Web site. The
project deepened my understanding of the bankruptcy process and its effect
on people and their credit. Thanks, too, to the hundreds who volunteered
their personal stories about the often-difficult decision to file.

Then there are the cheerleaders—the people who encouraged me to take
on and complete this sometimes daunting project. Leading the charge was
my husband, Will Weston, who picked up a lot of slack around the house and

Xix


www.CreditExpertWitness.com

XX ACKNOWLEDGMENTS

encouraged me to return to my computer on those many nights when I would
have much rather watched a rerun of Friends.

My friend and colleague, Kathy Kristof, gave a realistic assessment of
what was in store when juggling family, full-time work, and book writing—
but told me to go for it anyway.

My editor, Jim Boyd, instantly understood why this book needed to be
written and guided me expertly along its route to completion. He and his staff
at FT Press have been terrific.

Finally, I'd like to thank my readers who generously shared their experi-
ences, opinions, praise, and criticism. Your letters and emails helped shape
the information in this book and inspired me to keep digging for answers that
could make a real difference in your lives.



About the Author

Liz Weston is a personal finance columnist whose twice-weekly columns for
MSN Money reach more than 10 million people each month. She writes a
money column, “My Two Cents,” for AARP the Magazine, the largest circu-
lation magazine in the world with 22 million subscribers, and authors the
question-and-answer column “Money Talk,” which appears in the Los
Angeles Times and other newspapers throughout the country.

Liz is a regular commentator on American Public Media’s Marketplace
Money and has contributed to NPR’s “Talk of the Nation” and “All Things
Considered.” She has appeared on Dr. Phil, Today Show, and NBC Nightly
News, and was for several years a weekly commentator on CNBC’s Power
Lunch.

Her advice on credit and finance has been featured in Consumer Reports,
Marie Claire, Parents, Real Simple, Woman’s World, Woman’s Day, Good
Housekeeping, Family Circle, and many other publications.

Formerly a personal finance writer for the Los Angeles Times, Weston
has won numerous reporting awards, including the 2010 Betty Furness
Consumer Media Award by the Consumer Federation of America, designed
to honor individuals who have made “exceptional progress in American con-
sumerism.”

Her other books include The 10 Commandments of Money, which the
New York Times praised as “a wonderful basic personal finance book...[with]
enough counterintuitive ideas to keep even people who know a bit about per-
sonal finance reading further.” She is also the author of Deal with Your Debt
and Easy Money, both published by Pearson.

Weston is a graduate of the certified financial planner training program
at University of California, Irvine. She lives in Los Angeles with her husband
and daughter. She can be reached via the “Contact Liz”” form on her Web site,
AskLizWeston.com.



Introduction

When I first started writing about credit scores more than a decade ago, few
people knew what these three-digit numbers were or how they worked.

Today most people have at least a vague understanding that credit scores
are important. But they often don’t realize how important—until they get
turned down for a loan or an apartment, or wind up paying more interest or
higher insurance premiums than they expected.

The credit crunch, financial crisis, and recession just made matters
worse. It split the world into two, with one set of rules for the credit “haves”
and another for the “have-nots.”

People with good credit scores have enjoyed some of the cheapest loans
in a generation. Lenders still fight for their business and reward them with
low rates.

It’s a very different world for people who don’t have good scores.
Lenders who once encouraged their business now slam the doors. Banks and
credit card issuers burned by the recession have grown wary of taking any
risk at all.

Unfortunately, more people every day fall into the group of credit have-
nots as high unemployment and the foreclosure crisis take their tolls. These
folks desperately need to know how to rehabilitate their battered scores but
are often given bad or misleading advice about how to do so.

People’s hunger to learn about credit scoring helped make previous edi-
tions of this book into national best-sellers. The book you have in your hands
now has been completely updated to reflect current laws, trends, and lending
practices. It gives you everything you need to know about how to protect
your scores if they’re high, and improve them if they’re not.

The days of easy lending aren’t likely to come back any time soon. So
now more than ever, knowing how to fix, improve, and protect your credit
score is essential for successfully navigating your financial life.
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Why Your Credit Score
Matters

In recent years, a simple three-digit number has become critical to your
financial life.

This number, known as a credit score, is designed to predict the possi-
bility that you won’t pay your bills. Credit scores are handy for lenders, but
they can have enormous repercussions for your wallet, your future, and your
peace of mind.

How Your Credit Score Affects You

If your credit score is high enough, you’ll qualify for a lender’s best rates and
terms. Your mailbox will be stuffed with low-rate offers from credit card
issuers, and mortgage lenders will fight for your business. You’ll get great
deals on auto financing if you need a car, home loans if you want to buy
or improve a house, and small business loans if you decide to start a new
venture.

1



2 YOUR CREDIT SCORE

If your score is low or nonexistent, however, you’ll enter a no-man’s land
where mainstream credit is all but impossible to come by. If you find some-
one to lend you money, you’ll pay high rates and fat fees for the privilege. A
bad or even mediocre credit score can easily cost you tens of thousands and
even hundreds of thousands of dollars in your lifetime.

You don’t even have to have tons of credit problems to pay a price.
Sometimes all it takes is a single missed payment to knock more than 100
points off your credit score and put you in a lender’s high-risk category.

That would be scary enough if we were just talking about loans. But
landlords and insurance companies also use credit scores to evaluate appli-
cants. A good score can win you cheaper premiums and better apartments; a
bad score can make insurance more expensive and a place to live hard to find.

Yet too many people know far too little about credit scores and how they
work. Here’s just a sample of the kinds of emails and letters I get every day
from people puzzling over their credit:'

“I just closed all of my credit card accounts trying to improve my credit.
Now I hear that closing accounts can actually hurt my score. How can I
recover from this? Should I try to reopen accounts so that I can have a
higher amount of available credit?”’ Hallie in Shreveport, LA

“How do you get credit if you don’t have it? I keep getting turned down,
and the reason is always ‘insufficient credit history.’ How can I get a
decent credit score if I don’t have credit?”’ Manuel in San Diego, CA

“I am a 25-year-old male who made a few bad credit decisions while in
college, as many of us do. I need to improve my credit drastically so I do
not continue to get my eyes poked out on interest. What can I do to boost

my credit score fast?” Stephen in Dallas, TX

“I joined a credit-counseling program because I was in way over my
head. But my wife and I plan on buying a house within the next three
years, and she has expressed concern that my participation in this
debt management program could hurt my credit score. What should

I do to help my overall chances with the mortgage process

and get the best rate possible?” Paul in Lodi, NJ

“I’m 33 and have never had a single late payment or credit issue in my
life. Yet, my credit score isn’t as high as I thought it would be. What does
it take to get a perfect score?” Brian in South Bend, IN

1 As with other real-life anecdotes in this book, the writers’ anonymity has been pro-
tected and their messages might have been edited for clarity.
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What these readers sense, and what credit experts know, is that ignorance
about your credit score can cost you. Sometimes people with great scores get
offered lousy loan deals but don’t realize they can qualify for better terms.
More often, people with bad or mediocre credit get approved for loans, but
don’t realize the high price they’re paying.

What It Costs Long Term to Have a Poor
or Mediocre Credit Score

If you need an example of exactly how much a credit score can matter, let’s
examine how these numbers affect two friends, Emily and Karen.

Both women got their first credit card in college and carried an $8,000
balance on average over the years. (Carrying a balance isn’t smart financial-
ly, but unfortunately, it’s an ingrained habit with many credit card users.)

Emily and Karen also bought new cars after graduation, financing their
purchases with $20,000 auto loans. Every seven years, they replaced their
existing cars with new ones until they bought their last vehicles at age 70.

Each bought her first home with $350,000 mortgages at age 30, and then
moved up to a larger house with $450,000 mortgages after turning 40.

Neither has ever suffered the embarrassment of being rejected for a loan
or turned down for a credit card.

But here the similarities end.

Emily was always careful to pay her bills on time, all the time, and typ-
ically paid more than the minimum balance owed. Lenders responded to her
responsible use of credit by offering her more credit cards at good rates and
terms. They also tended to increase her credit limits regularly. That allowed
Emily to spread her credit card balance across several cards. All these factors
helped give Emily an excellent credit score. Whenever a lender tried to raise
her interest rate, she would politely threaten to transfer her balance to
another card. As a result, Emily’s average interest rate on her cards was
9.9 percent.

Karen, by contrast, didn’t always pay on time, frequently paid only the
minimum due, and tended to max out the cards that she had. That made
lenders reluctant to increase her credit limits or offer her new cards. Although
the two women owed the same amount on average, Karen tended to carry
larger balances on fewer cards. All these factors hurt Karen’s credit—not
enough to prevent her from getting loans, but enough for lenders to charge



4 YOUR CREDIT SCORE

her more. Karen had much less negotiating power when it came to interest
rates. Her average interest rate on her credit cards was 19.9 percent.

Credit Cards

Emily Karen
Credit score 760 660
Interest rate 9.90% 19.90%
Annual interest costs $792 $1,592
Lifetime interest paid $39,600 $79,600
Karen’s penalty $40,000

Emily’s careful credit use paid off with her first car loan. She got the best
available rate, and she continued to do so every time she bought a new car
until her last purchase at age 70. Thanks to her lower credit score, Karen’s
rate was three percentage points higher.

Auto Loans

Emily Karen
Credit score 760 660
Interest rate 4.25% 8.25%
Monthly payment $371 $408
Interest cost per loan $2,235 $4.475
Lifetime interest paid $17,880 $35,804
Karen’s penalty $17,924

The differences continued when the women bought their houses. During
the ten years that the women owned their first homes, Emily paid $68,000
less in interest.

Mortgage 1 ($350,000)

Emily Karen
Credit score 760 660
Interest rate 4.38% 5.38%
Monthly payment $1,749 $1,961
Total interest paid (10 years) $139,057 $173,222

Karen’s penalty $34,165
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Karen’s interest penalty only grew when the two women moved up to
larger houses. Over the 30-year life of their mortgages, Karen paid nearly
$200,000 more in interest.

Mortgage 2 ($450,000)

Emily Karen
Credit score 760 660
Interest rate 4.38% 5.38%
Monthly payment $2,248 $2,241
Total interest paid (30 years) $359,319 $406,807
Karen’s penalty $98,338

Karen’s total lifetime penalty for less-than-stellar credit? More than
$190,000.

If anything, these examples underestimate the true financial cost of
mediocre credit:

¢ The interest rates in the examples are relatively low in histori-
cal terms. Higher prevailing interest rates would increase the
penalty that Karen pays.

» Karen probably paid insurance premiums that were 20 percent
to 30 percent higher than Emily’s, and she might have had
more trouble finding an apartment, all because of her credit.

¢ The examples don’t count “opportunity cost”—what Karen
could have achieved financially if she weren’t paying so much
more interest.

Because more of Karen’s paycheck went to lenders, she had less money
available for other goals: vacations, a second home, college educations for
her kids, and retirement.

In fact, if Karen had been able to invest the extra money she paid in inter-
est instead of sending it to banks and credit card companies, her savings
might have grown by a whopping $2 million by the time she was 70.

With so much less disposable income and financial security, you wouldn’t
be surprised if Karen also experienced more anxiety about money. Financial
problems can take their toll in innumerable ways, from stress-related illnesses
to marital problems and divorce.
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So, if you’ve ever wondered why some families struggle while others in
the same economic bracket seem to do just fine, the answers typically lie with
their financial habits—including how they handle credit.

How Credit Scoring Came into Being

The question remains: How did one little number come to have such an out-
sized effect on our lives?

Credit scoring has been in widespread use by lenders for several decades.
By the end of the 1970s, most major lenders used some kind of credit-
scoring formulas to decide whether to accept or reject applications.

Many were introduced to credit scoring by two pioneers in the field:
engineer Bill Fair and mathematician Earl Isaac, who founded the firm Fair
Isaac in 1956. Over the years, the pair convinced lenders that mathematical
formulas could do a better job of predicting whether an applicant would
default than even the most experienced loan officers.

A formula wasn’t as subject to human whims and biases. It wouldn’t turn
down a potentially good credit risk because the applicant was the “wrong”
race, religion, or gender, and it wouldn’t accept a bad risk because the appli-
cant was a friend.

Credit scoring, aided by ever more powerful computers, was also fast.
Lending decisions could be made in a matter of minutes, rather than days or
weeks.

Early on, each company had its own credit-scoring formula, tailored to
the amount of risk it wanted to take, its history with various types of bor-
rowers, and the kind of people it attracted as customers. The factors that fed
into the formula varied, but many took into account the applicant’s income,
occupation, length of time with an employer, length of time at an address,
and some of the information available on his or her credit report, such as the
longest time that a payment was ever overdue.

These calculations took place behind the scenes, invisible to the con-
sumer and understood by a relatively small number of experts and loan
executives.

The cost to develop and implement these custom formulas was—and still
is—considerable. It was not unusual to spend $100,000 or more and take 12
months just to set one up. In addition, not every creditor had a big enough
database to work with, especially if the company wanted to branch out into a
new line of lending. A credit card lender that wanted to start offering car
loans, for example, might find that its database couldn’t adequately predict
risk in vehicle lending.
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That led to credit scores based on the biggest lending databases of all—
those held at the major credit bureaus, which include Equifax, Experian, and
TransUnion. Fair Isaac developed the first credit bureau-based scoring sys-
tem in the mid-1980s, and the idea quickly caught on.

Instead of basing their calculations on any single lender’s experience,
this type of scoring factored in the behavior of literally millions of borrow-
ers. The model looked for patterns of behavior that indicated a borrower
might default, as well as patterns that indicated a borrower was likely to pay
as agreed. The score evaluated the consumer’s history of paying bills, the
number and type of credit accounts, how much available credit the customer
was using, and other factors.

This credit-scoring model was useful for more than just accepting or
rejecting applicants. Some lenders decided to accept higher-risk clients but to
charge them more to compensate for the greater chance that they might
default. Lenders also used scores to screen vast numbers of borrowers to find
potential future customers. Instead of waiting for people to apply, credit card
companies and other lenders could send out reams of preapproved offers to
likely prospects.

How Credit Use Has Changed
over the Years

Credit scoring is one of the reasons why consumer credit absolutely explod-
ed in the 1990s. Lenders felt more confident about making loans to wider
groups of people because they had a more precise tool for measuring risk.
Credit scoring also allowed them to make decisions faster, enabling them to
make more loans. The result was an unprecedented rise in the amount of
available consumer credit. Here are just a few examples of how available
credit expanded during that time:

e The total volume of consumer loans—credit cards, auto loans,
and other nonmortgage debt—more than doubled between
1990 and 2000, to $1.7 trillion.

* The amount of credit card debt outstanding rose nearly three-
fold between 1990 and 2002, from $173 billion to $661 billion.

* Home equity lending soared from $261 billion in 1993 to more
than $1 trillion ten years later.
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Credit scoring got a huge boost in 1995. That’s when the country’s two
biggest mortgage-finance agencies, Fannie Mae and Freddie Mac, recom-
mended lenders use FICO credit scores. Because Fannie Mae and Freddie
Mac purchase more than two-thirds of the mortgages made, their recommen-
dations carry enormous weight in the home loan industry.

The recommendations are also what finally began to bring credit scoring
to the public’s attention.

If you’ve ever applied for a mortgage, you know it’s a much more
involved process than getting a credit card. When you apply for a credit card,
you typically fill out a relatively brief form, submit it, and get your answer
back quickly—sometimes within seconds, if you’re applying online or at a
retail store. The process is highly automated, and there typically isn’t much
personal contact.

Contrast that with a mortgage. Not only do you have to provide a lot
more information about your finances, but getting a home loan also requires
that you have ongoing personal contact with a loan officer or mortgage bro-
ker. You might be asked to clarify something in your application, be told to
supply more information, or be given updates about how your request for
funds is being received.

Consumer’s Fight for Truth About
Credit Scores

It was in the course of those conversations that an increasing number of con-
sumers started hearing about FICOs and credit scores. For the first time, peo-
ple learned that the reason they did or didn’t get the loan they wanted was
because of a three-digit number. It became obvious that lenders were putting
a lot of stock in these mysterious scores.

But when consumers tried asking for more details, they often hit a brick
wall. Fair Isaac, the leader in the credit-scoring world, wanted to keep the
information secret. The company said it worried that consumers wouldn’t
understand the nuances of credit scoring, or they would try to “game the sys-
tem” if they knew more. Fair Isaac feared that its formulas would lose their
predictive ability if consumers started changing their behavior to boost their
scores.

Now, some sympathetic mortgage officials didn’t buy into Fair Isaac’s

company line. They thought consumers deserved to know their score, and
these officials also often tried to explain how the numbers were created.
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Unfortunately, because Fair Isaac wouldn’t disclose the formula details,
a lot of these explanations were dead wrong. Even more unfortunately, some
loan officers perpetuate these myths about credit scoring, despite the fact that
we have much more information about what goes into them. (You’ll read
more about these myths in Chapter 5, “Credit-Scoring Myths.”)

Resentment about the secret nature of credit scores came to a head in
early 2000. That’s when one of the then-new breed of Internet lenders,
E-Loan, defied Fair Isaac by letting consumers view their FICO credit scores.
For about a month, people could actually take a peek at their scores online
and learn some rudimentary information about what the numbers meant.
Some 25,000 consumers took advantage of the free service before E-Loan’s
source for credit-scoring information was cut off.

But the proverbial cat was out of the bag. A few months later, with con-
sumer advocates demanding disclosure and lawmakers drafting legislation
requiring it, Fair Isaac caved. It posted the 22 factors affecting a credit score
on its Web site, grouped into the five categories you’ll read about in the next
chapter. Shortly after that, the company partnered with credit bureau Equifax
to provide consumers with their credit scores and reports for a $12.95 fee.

In late 2003, Congress finally got around to passing a law that gave peo-
ple a right to see their scores. By the time this update to the Fair Credit
Reporting Act was signed into law, however, access to credit scores was
almost old hat.

Consumers’ access to credit scores was further expanded in 2011, when
a portion of the Dodd-Frank financial reform bill kicked in that required
lenders to disclose credit scores to applicants.

Credit Controversies

Controversies over credit scoring continue to rage. Here are just of few of
them.

Credit Scoring’s Vulnerability to Errors

No matter how good the mathematics of credit scoring, it’s based on infor-
mation in your credit report—which may be, and frequently is, wrong.
Sometimes the errors are small or irrelevant, such as when your credit file
lists a past employer as a current employer. Other times the problems are sig-
nificant, such as when your file contains accounts that don’t belong to you.
Many people discover this misinformation only after they’ve been turned
down for credit.
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The credit bureaus handle billions of pieces of data every day, so to some
extent errors, outdated information, and missing information are inevitable—
but the credit-reporting system often makes it difficult to get rid of errors
after you spot them.

The problem is only getting worse. The rise in automated lending deci-
sions means a human might never see your application or notice that some-
thing’s awry. The explosion in identity theft, with its ten million victims a
year, means more bad, fraudulent information is included in innocent peo-
ple’s credit files every day.

Patricia of Seattle, Washington, tells of the ongoing horror of becoming
a victim:

“I’ve always been careful about protecting my identity. Unfortunately,
when I was trying to purchase a home, the real estate broker, to whom I'd
given my application with birth date and Social Security number, had her

laptop stolen. My worst fears came true when, four months later, I sud-
denly had creditors calling me like crazy asking why I wasn’t paying on
accounts that were just recently opened in my name. On top of this, 1
learned the criminals had also stolen my mail with preapproved credit
cards. This has created a nightmare of time, work, and frustration trying
to clean up my credit history. It’s been over two years now, and I’m still
working with the major credit-reporting agencies as we speak.”

Credit Scoring’s Complexity

You’re being judged by the formula, so shouldn’t it be easy to understand and
predictable? Not even credit-scoring experts can always forecast in advance
how certain behaviors will affect a score. Because the formula takes into
account so many variables, the best answer they can muster is, “It depends.”

The variety of different scoring formulas and different approaches
among lenders can confuse matters even further.

Lenders can get scores calculated from different versions of the FICO
formula. They also can have in-house formulas that incorporate a FICO score
along with other information that might punish or reward certain behaviors
more heavily than the FICO formula does on its own. Some call the result a
FICO score, even though that’s not technically correct.

Not surprisingly, this causes confusion for consumers and mortgage pro-
fessionals alike.

A.J. Cleland, an Indianapolis mortgage broker, discovered how different
scores could be when trying to help a client who had been turned down for a
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loan by a bank. The bank reported the client’s FICO score was 602, whereas
the FICO score Cleland pulled for the client—on the same day and from the
same credit bureau—was 31 points lower:

“I called my credit provider and was informed that there
are different types of reports and different scores,” Cleland said.
“I thought your score was your score, period.”

Credit Scoring’s Use for Noncredit Decisions

I mentioned earlier that your landlord or employer might check your credit
and your credit score when evaluating your application; however, the most
controversial noncredit use of scoring is in insurance.

Insurers have discovered an enormously strong link between the quality
of your credit and the likelihood you’ll file a claim. They can’t really explain
it, but every large study of the issue has confirmed that this link exists. The
worse your credit, the more likely you will cost an insurer money. The better
your credit, the less likely you are to have an accident or otherwise suffer an
insured loss.

As a result, more than 90 percent of homeowners and auto insurers use
credit scoring to decide who to cover and what premiums to charge them.

That outrages many consumers and consumer advocates who don’t see a
logical connection between credit and insurance. Julie, a city worker in
Poulsbo, Washington, saw her insurances soar after a divorce and subsequent
bankruptcy trashed her credit:*

“I have had the same insurer for 30 years, never been late, never missed
a payment, never had an accident, and never filed a claim—yet now I pay
the price of higher rates. I absolutely do not understand how this is fair.”’

This leads to another controversy, spelled out in the next section.

Credit Scoring’s Potential Unfairness

Developers of credit scoring point out their formulas are designed not to dis-
criminate. Credit scores don’t factor in your income, race, religion, ethnic
background, or anything else that’s not on your credit report.

2 Like many divorced people, Julie discovered that her ex still had the power to trash
her credit long after the marriage was over. His unpaid bills, run up on once-joint

accounts, showed up on her credit report and ultimately led her to file bankruptcy.
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But it’s not clear whether the result of those formulas actually is nondis-
criminatory. Some consumer advocates worry that some disadvantaged
groups might suffer disproportionately as a result of credit scoring.

Among their theories: People who have low incomes or who live in some
minority neighborhoods might have less access to mainstream lenders and
thus have worse credit scores. The lenders these disadvantaged populations
do use—finance companies, subprime lenders, and community groups—
might not report to credit bureaus, making it harder to build a credit history.
If these lenders do report to the bureaus, their accounts might count for less
in the credit-scoring formula than those of mainstream lenders. Seasonal
work is also more prevalent in some neighborhoods, which can lead to a
higher rate of late payments in the off-seasons.

Even if credit scoring doesn’t discriminate against groups, it might dis-
criminate against you.

No credit-scoring system is perfect. Lenders know that their formulas
will reject a certain number of people who actually would have paid their
bills. Another group will be accepted as good risks but then default.

If these groups get too large, the lender has trouble. When too many bad
applicants are accepted, the lender’s profits plunge. When too many good
applicants are rejected, the lender’s competitors can scoop them up and make
more money.

But lenders accept a certain number of misclassified applicants as a cost
of doing business. That’s little comfort to you, if you’re one of the responsi-
ble ones who loses out on the mortgage you need to buy a home, or if you
end up paying more for it.

Did Credit Scoring Cause the

Financial Crisis?

Critics have pointed to the failure of credit-scoring for-
mulas, especially FICO, to predict soaring default rates
as evidence the scores don’t work.

Fair Isaac has responded that credit scores were
designed to be part of a larger decision-making system,
with lenders also taking into account other factors such as
the borrower’s income, assets, other debts, and ability to
repay the loan in question.
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Indeed, as far back as 2005, acting U.S. Comptroller of
the Currency Julie Williams warned lenders that they
were relying too much on “risk-factor shortcuts,” such as
credit scores that focus on past credit performance, with-
out considering the borrowers’ ability to pay the new
debt they were taking on.

Lenders paid little heed and in fact continued to lower the
scores they found acceptable. By the peak of the mort-
gage boom in the Fall of 2006, many had stopped both-
ering to verify borrowers’ income or assets. What's more,
loan approvals were often based on the borrowers’ sup-
posed (but unproven) ability to cover only the initial pay-
ments, not the much higher amount that would come due
when the variable-rate mortgage rates inevitably adjust-

ed higher.

Similar trends could be seen in auto lending, where some
auto finance companies stopped asking about incomes at
all, and in credit cards, where issuers continued extend-
ing credit limits to people who already carried debt that
was greater than what they earned in a year.

Since the credit implosion, newly chastened lenders
have once again begun to consider factors other
than FICOs, %ut they have not abandoned credit
scores as a crucial part of their decision-making
process.

Given all the problems with credit scoring, it’s understandable that some peo-
ple think the system is fatally flawed. Some of my readers tell me they’re so
angry about scoring and the behavior of lenders in general that they’ve cut up
their credit cards and are determined to live a credit-free life.

The rest of us, though, live in a world where credit is all but a necessity.
Few of us can pay cash for a home, and many need loans to buy cars. Credit
can help launch a new business or pay for an education. And most Americans
like the convenience of using credit cards. Although it’s true that improper
use of credit can be disastrous, credit properly used can enhance your life.

If we want to have credit, we need to know how credit scoring works.
Knowledge is power, and the tools I give you in this book will help you take
control of your credit and your financial life.
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credit bureaus
Leonard, Robin, 85, 103
LexisNexis, 135
liability limits (insurance),
selecting, 180
liens, tax, 54
limitations, statute of,
119-121, 130
limits
credit, 128
lowering, 73
lines of credit, 87, 161



214

loans, 2, 87. See also credit cards
401k plans, 88, 161
amount owed, 21-22
cosigning, 125-128
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M

Mail Preference Service, 142
mailboxes, locking, 139
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action plans, 106-107
bankruptcies, 100-103
credit counseling, 94-97
debt settlement, 97-99
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effect of divorce on, 199-202
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late, 56-60, 201
online bill, 60
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rebuilding credit scores, 31-33,
109-110
adding positive information,
126-128
credit reports
repairing, 111-112
reviewing for errors, 112
credit use guidelines, 128-131
rights under Fair Credit
Reporting Act, 113-126
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tax-deductible interest, 87
TeleCheck, 150
telemarketing, opting out, 142
Telephone Preference Service, 142
telephones
hacking, 143
solicitors, 143
theft
debit cards, 142
identity. See identity theft
stolen computers, 136
what to do if wallets are
stolen, 140
thesimpledollar.com, 86
three-year solutions, 203-204
Tillinghast-Towers Perrin, 169
TNS Global Economic Crisis s
(2009), 192
tracking receipts, 140
trade lines, 18
transaction scores, 49
TransUnion, 7, 19, 27, 52,
149, 184
TransUnion Canada, 27, 52
types
of accounts, 18
of bankruptcies, 102-103
of credit, 23
of debt, 87

U

U.S. Comptroller of the
Currency, 13
U.S. Equal Employment Opportunity
Commission, 184
Ulzheimer, John, 45
unemployment, 192. See also jobs
unfairness of credit scores, 12

YOUR CREDIT SCORE

universal health insurance, 194.
See also insurance
University of Southern
California, 135
University of Texas at Austin
(UTA), 171
unpaid debts
and collections, 116-119
paying, 122-125
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