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Abstract

In the United States today, there is at least one credit bureau file, and probably three, for
every credit-using individual in the country. Over 2 billion items of information are
added to these files every month, and over 3 million credit reports are issued every day.
Real-time access to credit bureau information has reduced the time required to approve a
loan from a few weeks to just a few minutes. But credit bureaus have also been criticized
for furnishing erroneous information and for compromising privacy. The result has been
30 years of regulation at the state and federal levels.

This paper describes how the consumer credit reporting industry evolved from a few joint
ventures of local retailers around 1900 to a high-technology industry that plays a
supporting role in America’s trillion dollar consumer credit market. In many ways the
development of the industry reflects the intuition developed in the theoretical literature on
information-sharing arrangements. But the story is richer than the models. Credit bureaus
have changed as retail and lending markets changed, and the impressive gains in
productivity at credit bureaus are the result of their substantial investments in technology.

Credit bureaus obviously benefit when their data are more reliable, but should we expect
them to attain the socially efficient degree of accuracy? There are plausible reasons to
think not, and this is the principal economic rationale for regulating the industry. An
examination of the requirements of the Fair Credit Reporting Act reveals an attempt to
attain an appropriate economic balancing of the benefits of a voluntary information-
sharing arrangement against the cost of any resulting mistakes. Subsequent litigation and
amendments to the act reveal how this balance has evolved over time.

JEL Codes: D180 G180 L8380 N220
Keywords:  Information sharing, consumer credit reporting, Fair Credit Reporting Act



I. Introduction

Consumer credit bureaus are organizations that compile and disseminate reports on the
creditworthiness of consumers. Firms that lend to consumers provide the underlying data to the
bureaus. In the United States today, there is at least one credit bureau file, and probably three, for
every credit-using individual in the country. Over 2 billion items of information are added to
these files every month, obtained from 30,000 lenders and other sources, and over 3 million
credit reports are issued every day. In many instances, real-time access to credit bureau
information has reduced the time required to approve a loan from a few weeks to just a few
minutes.

A consumer credit report typically includes four kinds of information." First, there is
identifying information such as the person’s name, current and previous addresses, Social
Security number, date of birth, and current and previous employers. Next, there is a list of credit
information that includes accounts at banks, retailers, and lenders. The accounts are listed by
type, the date opened, the credit limit or loan amount, outstanding balances, and the timeliness of
payments on the account. There may also be information gleaned from public records, including
bankruptcy filings, tax liens, judgments, and possibly arrests or convictions. The file will
typically include a count of the number of inquiries authorized by the consumer but will not

contain any information about applications for credit or insurance that were denied.

L This focus of this is on consumer reports and not investigative reports. The latter are sometimes used for
employment, insurance, and other decisions, are based in part on information gathered from personal interviews,
and are governed differently under the Fair Credit Reporting Act (FCRA). Investigative reports engendered
significant controversy in the late 1960s and early 1970s. See Miller (1971) and the Privacy Protection Study
Commission (1977).



In 2002, Americans held more than 1.5 billion credit cards, used them to spend $1.6
trillion, and maintained balances in excess of $750 billion.? Information provided by credit
bureaus is an important ingredient in the vast expansion of unsecured consumer credit in the U.S.
over the last century. This information is used to decide who is offered credit and on what terms.
Credit bureau data are used to monitor fraud. The existence of credit bureaus is an inducement to
honor one’s debts. Information shared through credit bureaus can increase competition among
providers of financial services, resulting in more credit offered on better terms.

But this does not mean that private credit bureaus necessarily maximize social welfare.
There are plausible reasons why credit bureaus may make more mistakes than would otherwise
be efficient. Nor would their choice of the relative frequency of mistakes (including inaccurate
derogatory information vs. excluding positive information) necessarily be efficient. In the U.S.,
credit bureaus have a tarnished reputation and are subject to regulation at the federal and state
levels. The regulatory regime adopted in the U.S. was clearly shaped by an attempt to balance
the social benefits and costs of information sharing. How this balance can be improved is the
subject of ongoing debate.

The remainder of this paper is organized as follows. Section Il reviews the relevant
literature on voluntary information-sharing arrangements. Section Il1 describes how consumer
credit reporting evolved in the U.S. over the last century in response to legal, economic, and
technological changes. Section IV examines the most commonly articulated rationale for
regulation of the industry—inadequate precaution with respect to the accuracy of data contained
in credit files. Section V examines the tension between consumers’ desire for privacy and the

activities of credit bureaus and their customers. Section VI reviews the American scheme for

2 These numbers are from The Nilson Report, as reported in the Statistical Abstract of the U.S: 2004.



regulating the industry, including the changes introduced by the Fair and Accurate Credit
Transactions Act of 2003. Section VII concludes by examining two of the leading challenges
facing the industry in the U.S.: ongoing security breaches among data repositories and
consolidation of the credit card industry.

I1. The Economics of Information Sharing

Adverse selection is an important problem in the market for unsecured credit in the U.S. Ausubel
(1999) found that individuals who responded to a given credit card solicitation were, on average,
worse credit risks than those who did not respond. Also, customer pools resulting from credit
card solicitations offering inferior terms (e.g., higher interest rates) had a higher average risk of
default than pools resulting from solicitations offering better terms.?

Ausubel’s earlier finding that credit card rates in the U.S. are sticky—i.e., they do not
change very much in response to a change in banks’ cost of funds—can be interpreted as another
indicator of adverse selection (Ausubel 1991). If lenders respond through credit rationing,
marginal increases in the supply of loanable funds would not reduce interest rates until the
excess demand is entirely eliminated (Stiglitz and Weiss 1981).*

The significance of moral hazard in credit card markets is, of course, a central topic in the
ongoing debate over bankruptcy reform in the United States. Throughout 2001-02, credit card
delinquency and charge-off rates, as well as the consumer bankruptcy rate, were at or near record

highs (they have since declined). Empirical research suggests that many factors contribute to

® Additional empirical evidence is found in Calem and Mester (1995).

* Adverse selection can lead to sticky prices through mechanisms other than credit rationing. For example, Mester
(1994) describes how reductions in banks’ costs of funds may result in an increase in the average riskiness of
credit card borrowers.



bankruptcy filings (Sullivan et al. 2000), and some economists wonder why Americans do not
file more than they do (White 1998).°

Credit bureaus mitigate adverse selection and moral hazard problems by providing timely
information about the characteristics and behavior of borrowers. Because that information is
retained for a considerable time (seven years for most derogatory credit information in the U.S.),
credit bureaus enable the maintenance of reputation effects in a market consisting of millions of
otherwise anonymous borrowers (Klein 1997). In the U.S. at least, credit bureau data can be used
to generate lists of consumers who are offered preapproved lines of credit (prescreening). The
availability of data on a universe of credit users also makes it possible to develop sophisticated
models to select and price credit risk for unsecured consumer loans.

A. Intuition from Economic Theory
Given the evident benefits to lenders, it seems natural to expect information sharing to emerge as
soon as an efficient mechanism for coordinating this process, the credit bureau, was developed.
In the U.S. and certain other countries, that is exactly what happened. But credit bureaus do not
always emerge, and in some instances, they were instead legislated into existence. What explains
the emergence of credit bureaus or their failure to emerge?
1. The Severity of the Information Problem

The benefit to a lender of joining a credit bureau depends in part on the unobserved
heterogeneity of its potential customers. Information sharing becomes more attractive when good

customers are harder to find, which diverts resources toward finding good customers rather than

> For reviews of the recent literature, see Congressional Budget Office (2000) and Mester (2002). After many
legislative attempts, a bankruptcy reform law was enacted in 2005 (Public Law no. 109-8).



serving them. In that case, it becomes relatively more efficient to pool information than for each
firm to generate it (Wilson 1990).

The incentive to join a credit bureau will depend on how frequently lenders expect to
encounter new potential borrowers and the nature of competition among lenders. The number of
new potential borrowers should clearly depend on the geographic mobility of consumers and
possibly the geographic reach of a lender’s operations. As for competition, consider two possible
lending environments: one in which consumers do all their borrowing from a single lender and
one in which borrowers are able to obtain loans from many different lenders. In the latter case,
lenders would clearly be willing to incur some expense in order to obtain a better idea of a
borrower’s total indebtedness, both before and after making a loan.

2. Costs
Another obvious factor is the cost associated with establishing and maintaining a credit bureau.
These costs may be prohibitive if the fixed costs are high and relatively little lending is going on.
But these costs become easier to absorb when lenders are making a higher volume of loans. The
volume of consumer lending also affects the information advantage that a credit bureau enjoys
over the information held by any given lender.

The volume of lending matters also because, when there is a high volume of applications
for loans of modest size, lenders cannot afford to invest a lot of resources evaluating each loan
application. Once established, a credit bureau can help lenders to substitute more costly
screening techniques (credit scoring) with timely credit history information without incurring an
unacceptable increase in overall credit risk. These techniques need not depend on the information
contained in one lender’s files. Rather, they are often refined and calibrated using credit history

information gathered from all participating lenders (e.g., FICO scores).



3. Network Effects
There is clearly an element of network effects with credit bureaus. Obviously, credit bureaus
become more useful to lenders as the coverage of potential customers increases. A credit bureau
with better coverage of lenders is more highly valued because any lender that relies on the
bureau’s data can be more confident it knows the totality of a borrower’s credit activity. Both of
these mechanisms can mitigate adverse selection. They may also reduce moral hazard if
borrowers are aware that their credit lines and payment history are reported by, and can be
disclosed to, a larger share of potential creditors. Finally, additional membership helps to
amortize a bureau’s fixed costs.

These factors suggest the possibility of multiple equilibria. Without some form of
coordination, a credit bureau may not attain a sufficient scale to be self-sustaining. But if a
sufficient scale is reached, bandwagon effects might easily lead to universal membership. In that
case, when we observe credit bureaus, we would expect to observe only a few of them, perhaps
only one, serving a particular market.

But network effects may not be so strong as to imply universal participation by creditors
or a monopoly credit bureau. For example, there may be a point where increases in credit bureau
membership yields relatively little new information but creates more competition for a relatively
fixed pool of borrowers (Wilson 1990). Alternatively, a lender that is more worried about moral
hazard than adverse selection may be tempted not to join the credit bureau, essentially free-riding
on the deterrent effect created by the information sharing of its fellow lenders. This is less likely
as the cost of participating in a credit bureau falls. Finally, creditors may choose to share
information with more than one bureau in order to stimulate competition and innovation for such

services.



4. Market Structure
Suppose for the moment that we can treat market structure and the intensity of bank competition
separately. In a more concentrated lending market, a given bank will have information about a
larger share of the universe of borrowers than would a bank in a less concentrated market
(Marquez 2001). That suggests credit bureaus may enjoy a larger informational advantage over
individual banks when lending is less concentrated.

Two additional arguments can be made. First, when there are many lenders, they are
likely to be more concerned about the current indebtedness of any prospective borrower. To the
extent that subsequent indebtedness may reduce the likelihood that existing loans will be repaid,
lenders will also be concerned about any additional borrowing done by their existing customers.®
That suggests we should expect credit bureaus to emerge more often when there are more
lenders, each of whom accounts for a smaller share of the borrowing population.

5. Competition

Now we turn to the question of competition among lenders. A number of papers (Wilson 1990,
Pagano and Jappelli 1993) suggest that more competition reduces the likelihood that lenders will
join a credit bureau because doing so reduces the information asymmetry between a borrower’s
current lender and its competitors. The question is whether a bank can earn enough profits on
customers it attracts from other lenders to offset the decline in profits that results from having to
offer more competitive terms to its own customers. If the only barrier to competition is the lack
of information on rivals’ customers, establishing a credit bureau might reduce profits. In that

case it is less likely that information sharing would be voluntarily adopted by the industry.

® Shaffer (1998) posits another argument that is relevant here: the winner’s curse associated with being the lender
who grants a loan to a borrower previously rejected by many other banks.



Padilla and Pagano (1997) suggest another possible inducement to the formation of credit
bureaus. If banks can extract significant rents from borrowers and cannot commit to avoid this,
borrowers may have too little incentive to avoid default. In this environment, disclosing
information about one’s borrowers is a way to commit not to extract too much rent. Banks will
agree to share information if they gain more by reducing the default rate than they lose in profits
on loans that would otherwise be repaid.

But information sharing need not be a discrete choice. It is possible these tradeoffs could
result in equilibria where some, but not all, information about customers is shared. For example,
lenders might share only negative information about their customers—delinquencies and
defaults—but not positive credit information such as the size of a credit line, its utilization, or
other information relevant to a customer’s ability to repay. It’s possible that by sharing some
information, lenders could benefit from a reduction in adverse selection without losing too much
profit.

A number of papers show that disclosing limited information may be superior to
disclosing all available information about borrowers. In Padilla and Pagano (2000) there is a
tradeoff between the benefits of reducing adverse selection via full disclosure and reducing
moral hazard by limiting disclosure, which induces borrowers to signal their type by avoiding
defaults. The result is more lending, at lower interest rates, and with less frequent defaults than a
policy of sharing all available information. In Vercammen (1995), a similar intuition can be used
to justify limiting the length of borrowers’ credit history, a practice regularly observed in the

credit reporting industry.’

" Such limitations are usually imposed by law and typically apply only to derogatory credit information.



B. Credit Bureaus in the Real World
How well do the preceding theoretical arguments explain what we observe about credit bureaus
in the U.S. and abroad? The answer is that, even with the relatively limited empirical evidence
available, the theory seems to explain a lot. Credit bureaus tend to emerge in countries where
people are relatively mobile and, to a lesser extent, where the ratio of consumer borrowing to
consumption is higher (Pagano and Jappelli 1993). The relationship between these variables and
the annual per capita volume of consumer credit reports is even stronger.

In most developed countries, only a handful of credit bureaus are responsible for
generating the vast majority of credit reports, and at least one of those bureaus will enjoy nearly
complete coverage of consumers who borrow money (Jappelli and Pagano 1999). It appears that
credit bureaus are more likely to emerge as a joint venture of local retailers or lenders than they
are from collaborations of firms with a national reach (Pagano and Jappelli 1993). But once a
credit bureau is created, its scope tends to grow with the scope of its members (see section IlI). In
addition, bureaus that evolved in this way tend to share more positive credit information than
bureaus initially established to serve lenders with a national reach.

In several developed countries, the sharing of consumer credit information did not exist
until it was mandated by law. In these countries, the volume of consumer credit tended to be
smaller, and there were fewer regulatory restrictions limiting competition between lenders
(Pagano and Jappelli 1993). These patterns are consistent with the argument that voluntary
information sharing is more difficult to initiate when doing so might contribute to intense
competition among lenders, but that once established, credit bureaus enjoy significant network
effects.

Can we quantify the benefits that consumer credit bureaus provide? A lower bound of the

gross benefits should be reflected in the revenues earned by credit bureaus and firms such as Fair
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Isaac, which develop scorecards for consumer loans. For the U.S., this lower bound is at least
several billion dollars (see section Il). McCorkell (2002) argues that using scorecards built with
data supplied by credit bureaus results in delinquency rates 20-30 percent lower than lending
decisions based solely on judgmental evaluation of applications for credit. Conversely, holding
the expected default rate constant, using scorecards yields a comparable increase in the
acceptance rate (Chandler and Parker 1989, Chandler and Johnson 1992). Similar claims have
been made about the efficacy of scorecards for auto insurance.?

If we suppose for the moment that this technology disappeared and that lenders did not
adjust the volume of their credit card lending, a simple estimate of the resulting increase in loan
losses for the U.S. would be about $5 billion a year. Conversely, suppose that lenders responded
to the loss of this technology by trying to hold the delinquency rate constant. The resulting
decline in outstanding revolving loans would be about $120 billion.” These obviously crude
calculations bound a region of potential gains, as banks would obviously adjust to any change in
their screening technology.
111.The Evolution of the American Consumer Credit Reporting Industry
Consumer credit bureaus emerged in the United States in the late 19" century. Other early
adopters include Austria, Sweden, Finland, South Africa, Canada, Germany, and Australia

(Jappelli and Pagano 1999). In the U.S., most of the early credit bureaus were cooperatives or

& See the 2003 testimony by Kevin Sullivan. For extensive materials on the use and effectiveness of scores for
insurance underwriting, see the 2003 testimony by Cheri St. John.

° This number is 20 percent of the product of the charge-off rate on banks’ credit card loans (4.38 percent) times
outstanding revolving credit ($613 billion) in the first quarter of 2000. That was the recent low for delinquencies
and charge offs on U.S. banks’ credit card loans. See Barron and Staten (2003) for a comparable exercise in
which they ask what would be the decline in the discriminatory power of a scorecard when it is constructed only
with derogatory credit information. Jappelli and Pagano (1999) use a cross national sample with macroeconomic
data to identify some preliminary evidence of the effect of credit bureaus on default rates.
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nonprofit ventures set up by local merchants to pool the credit histories of their customers and to
assist in collections activities. Others were established by local finance companies or the local
chamber of commerce (Cole and Mishler 1998).

The next step for this industry was the formation of a mechanism to share consumer
credit information in different cities and regions of the country. This was accomplished through a
trade association established in 1906. For most of its existence this organization was known as
Associated Credit Bureaus, Inc., or ACB.*® ACB developed the procedures, formats, and
definitions that enabled the sharing of credit files between agencies across the country. ACB
even introduced a form of scrip, which members purchased from the association, which was used
as a currency to pay for credit reports obtained from fellow members in other cities.

Membership in ACB grew rapidly from fewer than 100 bureaus in 1916 to 800 in 1927,
and doubling again by 1955. According to ACB, its members collectively attained universal
coverage of consumer borrowers by 1960. But even in that year, the largest of the credit bureaus
maintained files on consumers in at most a handful of cities. At a time when the technology was
limited to filing cabinets, the postage meter, and the telephone, American credit bureaus issued
60 million credit reports in a single year.

A. Credit Bureaus Respond to Economic and Technological Change
Credit bureaus emerged at a time when retailers were the primary source of consumer credit; the
other important sources were pawnbrokers, small loan companies, and, of course, friends and

family. One reason that retailers were so dominant in this period was that state usury laws made

19 This association was originally called the National Federation of Retail Credit Agencies. Today it is called the
Consumer Data Industry Association, or CDIA, but I will refer to its historic name throughout this paper. Another
association, the National Credit Reporting Association, represents several hundred smaller bureaus, principally
resellers that specialize in credit reports for mortgage underwriting, employment screening, and tenant
verifications.
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it difficult to earn profits on small loans lent at legal rates (Caldor 1999, Gelpi and Julien-
Labruyere 2000).

Retailers, on the other hand, were able to earn a profit because they simply charged more
for goods purchased on credit. This advantage became less important after 1916 when many
states relaxed their usury laws. Even so, in 1929 retailers financed one-third of all retail sales.
Among retailers who offered credit, credit sales accounted for a little more than half of their
sales.'

The share of retail sales carried on open accounts—a form of revolving credit—ranged
from 20-22 percent in the business censuses conducted from 1929 to 1948. In 1935, open
account sales represented 21 percent of sales at food stores, 19 percent at clothing stores, 26
percent at department stores, 24 percent at furniture stores, 22 percent at gas stations, and 52
percent at fuel and ice dealers. But the share of sales accounted for by installment contracts
financed by retailers declined from 13 percent in 1929 to less than 6 percent in 1948, as finance
companies and banks took up more of that business.

Over the course of the last century, credit bureaus benefited from the increasing
importance of consumer credit in the economy, but they also had to adapt to changes in the
market for consumer credit. In the half-century beginning in 1919, consumer credit grew four
times more rapidly than did total consumer spending. But consumer credit held by retailers grew
only as rapidly as consumer spending. As a result, the share of consumer credit held by retailers

fell by half (from 80 percent to 40 percent) between 1919 and 1941. By 1965, it had fallen by

1 These numbers exclude credit arranged through separate finance companies. For details on the historical statistics
cited in this section, see the Data Appendix.
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nearly half again (Figures 1 and 2). By 2000, nonfinancial businesses held only 5 percent of
outstanding consumer credit. Thus the rapid growth in consumer debt over this period did not
wind up on the books of retailers, but rather on the balance sheets of financial institutions—
primarily banks and finance companies.

Another significant change in this period was that retail and consumer credit markets got
bigger. At the turn of the century, for all but a handful of retailers and catalogue sellers, the
market was limited to a single city or just part of a city. But this gradually changed. For example,
regional or national department store chains accounted for less than 15 percent of department
store sales in 1929. By 1972, they accounted for nearly 80 percent of sales. If we examine retail
sales as a whole, which includes the sales of tens of thousands of independent restaurants and
gasoline stations, the share of sales by regional or national chains rose from 13 percent in 1929 to
31 percent in 1972 (Figure 3). Over time, larger chains removed their credit operations from
individual stores and consolidated them at the headquarters. Membership and information
sharing at the local credit bureau became less important, while cooperation with the larger and
more comprehensive credit bureaus became more important.

For a long time, banks’ geographic expansion was constrained by restrictive branching
laws. For consumer credit, however, branching restrictions became less important once bank-
issued credit cards were introduced in the late 1950s and widely adopted in the late 1960s
(Nocera 1994, Evans and Schmalensee 1999). Eventually, among the banks with the largest
number of credit card accounts, the vast majority of these customers were not served through

their traditional branch operations.

12 To span the century, two sets of data are required. See the Data Appendix for details.
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Once credit cards offered by banks were widely adopted, many retailers opted to accept
these cards while dropping their in-house credit programs. Many retailers, especially smaller
ones, had offered credit plans simply to compete with other retailers. Merchants paid a price for
accepting the bankcards—the merchant discount (6 percent of the purchase price at that time)—
but they avoided other expenses, such as bookkeeping and collections activity, to say nothing of
the cost of financing these receivables themselves. Larger retailers have maintained their store
cards—even today there are more store card accounts than bankcard accounts and the largest
issuers include retailers such as Sears. In other instances, retailers have sub-contracted their store
card operations to financial firms and no longer carry the receivables on their own balance
sheets.

These changes occurred rapidly after the late 1960s. In 1968, the amount of revolving
credit held by retailers was nearly six times higher than bankcard balances and outstanding check
credit. Ten years later (1978), banks and retailers held roughly equal amounts of revolving credit
(Figure 4). Another 15 years later (1993), revolving credit held at banks was more than three
times higher than balances held by retailers.*®

The rapid development of the credit card industry presented both opportunities and
challenges to credit bureaus in the early 1970s. On the one hand, card-issuing banks were a
source of new business to credit bureaus. “Pre-screening services”—the process in which a card
issuer would specify a set of characteristics of potential borrowers used to generate a mailing list
of people to extend firm offers of credit—became a significant source of revenue to the industry.

On the other hand, lenders were interested in offering credit cards on a regional or national scale,

3 If we include securitized revolving credit—mostly issued by banks at the time, but not carried on their balance
sheets—the ratio would be 5:1 rather than 3:1.
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which required access to credit files that no single bureau held in the late 1960s. In addition,
banks were rapidly automating their systems and soon expected to share and obtain data with
credit bureaus through electronic rather than paper means. To meet these changes, credit bureaus
had to automate and they had to get larger.

And that is exactly what happened. The largest credit bureaus already enjoyed coverage
of one or more large cities, and they soon began to expand their scope by acquiring credit
bureaus in other cities. ACB membership declined from a peak of around 2,200 in 1965 to only
about 500 today. After rising for decades, the number of credit bureau offices also began to
decline, falling 20 percent between 1972 and 1997 and by another 30 percent between 1997 and
2002.

Credit bureaus in the largest cities were automated first, beginning with Los Angeles in
1965, followed by New York and San Francisco in 1967.* Shortly thereafter, the largest
bureaus established networks to access files in any of their automated bureaus across the country.
As member banks and retailers built up national credit franchises, their data made it possible for
the largest bureaus to progress toward the goal of in-house universal coverage of borrowers. The
three largest credit bureaus (today they are called TransUnion, Experian, and Equifax) attained
universal coverage in the 1980s.

Most credit bureaus were simply too small to afford the high fixed cost of automating
with the technology then available. In 1975, two-thirds of ACB member bureaus were located in
towns with populations of 20,000 or less. As recently as 1989, more than a third of ACB member
bureaus had not yet automated and relied upon an ACB service to obtain access to information

provided by regional and national creditors. Nearly 500 independent credit bureaus had
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automated, but they relied on contracts with one or more of the top three bureaus to obtain
information provided by larger creditors.

B. The Consumer Credit Reporting Industry Today
In 1997, there were just under 1,000 active consumer credit reporting agencies in the U.S.,
employing about 22,000 people and generating $2.8 billion in sales (in 2002 sales were $3.5
billion).™ Virtually all of these revenues are derived from charges for access to consumer credit
reports. Controlling for inflation, industry revenu