
 
 

 

 

A Guide to Understanding Credit Scores 

 

The FICO score 

Based on these credit reports, other companies have created proprietary algorithms to analyze the 

credit performance of consumers. These algorithms calculate a consumer’s credit score. Credit scores 

allow lenders to standardize credit reviews and avoid the expense of a wholly independent staff 

evaluation of a consumer’s credit history. Simplified, it is an equation which mathematically weighs 

selected components of a consumer’s credit history and present financial circumstances to arrive at a 

number — the score — which gauges the consumer’s likelihood of repaying debt. 

The most prevalent third-party provider of credit score algorithms is the Fair Isaac Corporation (FICO). 

Fannie Mae and Freddie Mac require the use of FICO scores on loans delivered/sold to them; the 

Federal Housing Administration also requires the use of FICO scores on loans it will insure. Different 

FICO algorithms exist, depending on the type of credit requested and the lender’s preference. The 

majority of mortgage lenders use a FICO score-based algorithm. [Fannie Mae Single Family/2013 Selling 

Guide, Part B3-4.1-01; Freddie Mac Single Family Seller/Servicer Guide Chapter 37.5(a)] 

FICO’s algorithm assigns credit scores in a range from 300 to 850. The higher the credit score, the better 

the consumer’s access to credit. Likewise, the lower the credit score, the worse the consumer’s access 

to credit. 

Lenders use credit scores to measure a consumer’s likelihood of paying (or defaulting) on a mortgage 

loan, called creditworthiness. Other factors considered in a consumer’s creditworthiness include 

employment history and cash reserves. A consumer’s creditworthiness sets the bar for whether and how 

much a lender is willing to lend and at what rate. 

Now, we’ll discuss a generic FICO algorithm as an indication of what makes up a credit score. This 

information was pulled directly from FICO’s public website and conversations with FICO officials. The 

actual algorithm used to calculate FICO scores is proprietary, and thus not available for public analysis. 

Additionally, many lenders use custom FICO score calculations which take into account different factors 

depending on the lender’s need and credit product (auto loans, mortgage loans). These scores weigh 

different types of credit and activity differently, and are sometimes referred to as industry scores. The 

variances across different types of credit scores will be discussed later in the unit. 

 

 



 
 

 

 

Establishing a FICO score 

Before a FICO score can be established, a consumer must have: 

  one reportable account at least six months old; or 

  one undisputed account which has been reported to FICO in the last six months; and 

  no report on record that the consumer is deceased. 

Under the classic FICO score algorithm, only traditional credit accounts are considered. Traditional credit 

accounts are accounts reported to the credit bureaus such as credit cards, bank 

accounts and loans. Cell phone accounts, utilities and rental payments are non-traditional credit 

accounts. Non-traditional credit accounts are not reported to the credit bureaus or considered in the 

classic FICO score algorithm. So, the classic FICO score calculation does not reflect the positive impact of 

timely rental payments or utility payments. 

However, when such bills are delinquent, they may be reported to the bureaus by those creditors as 

delinquencies. If the accounts go into collection or become so delinquent a judgment is recorded against 

the consumer, they have an adverse effect on a consumer’s credit score. 

 

Weighing credit history 

The classic FICO score is determined based on the following approximate aspects of a consumer’s credit 

behavior: 

  35% is based on payment history, including public records such as bankruptcies, judgments and 

liens and payment history including delinquencies, how severe the delinquencies are, and how 

long ago they occurred; 

  30% is based on amounts owed, including the number of accounts with balances, and the 

proportion of credit lines used or installment loan balances outstanding; 

  15% is based on length of credit history, including time since an account was opened and time 

since there was activity on the account; 

  10% is based on new credit opened, including the number of recently opened accounts in 

proportion to the existing accounts, the number and timing of recent inquiries and the re-

establishment of positive credit history following payment problems; and 

  10% is based on type of credit used, including the percentage difference in types of accounts, 

e.g. credit cards, retail accounts, installment loans, mortgages, etc. 

 



 
 

 

 

FICO provides the scoring formula in a “black box” (meaning the bureaus do not have access to the 

proprietary algorithm) to the three credit bureaus. The three bureaus in turn subject an individual’s 

credit history to the encoded formula which determines the credit score. The bureaus then market and 

sell the resulting scores as a service to lenders (FICO receives a royalty each time a credit score is 

calculated). 

Thus, scores vary across the three bureaus, depending on the debt information each has on file for an 

individual. Lenders buying the score then use this information to the extent they wish in their mortgage 

underwriting decisions. Typically, lenders pull credit scores from all three bureaus then average them or 

use the middle score to set the score they will consider for use in analyzing the individual seeking a loan. 

The real costs of FICO scoring during the Great Recession 

On FICO’s consumer website, MyFICO.com, FICO discloses an example of how identified events in a 

person’s credit profile might affect their credit score, in essence, the numerical extent of the negative 

credit impact. These numbers are elusive since they are given in a range, and the ranges vary greatly as 

they are highly dependent on a consumer’s current credit score. However, negative credit events 

penalize consumers with higher credit scores more than those with lower credit scores. 

Figure 1 

 

* Uncoordinated multiple inquiries have a greater negative impact than isolated single inquiries. See below for discussion. 

^ The drop for loan modification inquiries varies depending on how the lender reports the modification. See below for 

discussion. 

 

 

 



 
 

 

 

 

Editor’s note — FICO scores look at a prospective consumer’s entire credit makeup to arrive at a FICO 

score. However, for the purpose of clarification, the discussion of FICO scores which follows treats each 

event as though all other events remain unchanged, i.e., the impact of a foreclosure is only based on that 

event, and does not include the impact of the inherent delinquencies or loan modifications leading up to 

the foreclosure. 

Also, the effect of a negative item on a credit score dissipates over the time after it first appears on the 

credit report. The credit impact ranges depict the initial impact of each event, not the impact that the 

event has, say six months or a year later. For more information on this dissipating-impact phenomenon, 

see “The effects of foreclosure” discussion later in the module 


