INSURANCE SCORING

ISSUE SUMMARY

Despite the recent surge in media attention surrounding insurance scoring, the practice of using credit bureau information in insurance underwriting decisions has been in place for more than a decade. First developed by the Fair, Isaac and Company (Fair Isaac) in the late 1980s, today, over 90 percent of property insurers use insurance scoring in their underwriting process. The terminology and definitions associated with insurance scoring are often inconsistent and as a result, confuses consumers and misguides policy makers as to applicability of state and federal law. Insurance score, a.k.a. insurance credit score, insurance bureau score, credit based insurance score or credit score for insurance, is frequently defined as: "a number or rating that is derived from an algorithm, computer application, model or other process that is based in whole or in part on credit information ‑ for the purposes of predicting the future insurance loss exposure of an individual applicant or insured.” 31

Both credit scoring and insurance scoring models are built on the credit history patters of groups of individuals using credit bureau records. These comparative patterns translate into statistics that estimate how a majority of individuals with common characteristics will perform in the future, however, there are three very important distinctions between the two systems. First, credit scores are designed to predict likelihood of default on a loan; insurance scores are designed to predict the likelihood of a policyholder or applicant to submit a claim. Second, consumer reports and credit scores are often made available to the loan officers as part of the applicants file; consumer reports and insurance scores are almost never made available to the insurance agent out of concern for possible violation of the Fair Credit Reporting Act. The third and most important distinction between the two systems is the statistical relationship. Research has been able to substantiate the relationship between credit characteristics and loan default ratios. The same cannot be said about insurance scores, as no specific significant relationship has been established between credit characteristics and likelihood of future claims not known. 32

Accuracy, completeness and timeliness of credit information is central to the insurance scoring debate. According to a Consumer Union/USPIRG report, 29 percent of the consumer credit reports examined for accuracy contained serious errors and 41 percent contained inaccurate personal information. Consequently, if a consumer's credit report contains inaccurate or incomplete information it will negatively impact their insurance score and possibly result in an unwarranted higher priced insurance product or denial of coverage. Currently, the "big three" credit bureaus (Experian, TransUnion and Equifax) maintain over 190 million consumer credit

31 Model Act Regarding Use of Credit Information in Personal Insurance § 4 (H) (National Conference of Insurance Legislators 2002).

32 A March 2003 study of automobile insurance by the University of Texas Bureau of Business Research has indicating finding a significant relationship between credit scores and incurred losses. The study, however, did not investigate causality ‑ why credit scoring adds to insurers ability to predict loss.

files; over 2 billion items of information are added to these files every month, and over 2 million consumer reports are issued every day. 33

The NATIONAL ASSOCIATION OF REALTORS is very concerned about the affordability and availability of property and casualty insurance for new homebuyers and existing homeowners. Without insurance, lenders will not lend and without mortgages the great majority of sales transactions cannot be consummated. Insurance scores are viewed by many as an obstacle to affordable insurance premiums and limiting the policyholder or applicant's choice of insurance products. The NATIONAL ASSOCIATION OF REALTORS has longstanding policy supporting the disclosure of credit scores, which reinforces consumers' participation in ensuring their credit reports are accurate and complete. To this end, the NAR Insurance Task Force has recommended that REALTORS support a policy on the disclosure of insurance scores, key factors influencing the insurance score, date of the score, and sufficient explanation to facilitate understanding what impact the insurance score may have on the insurance underwriting decision.

ISSUE BACKGROUND

More than a century ago, Mark Twain wrote that insurance underwriters are "a power behind the throne that [is] greater than the throne itself”. 34 For literally decades, insurance underwriters exercised their decision‑making "power" based on the guiding principle that prior losses help predict future claims. This discretionary model began to change in the 1980s when companies became more prominent on Wall Street and CEOs were increasingly paying more attention to investors' demands to generate profits. Streamlining underwriting operations and automating risk evaluation decisions were critical components to being able to bolster the bottom line for investors.

As technological advances, such as electronic insurance underwriting, became integrated in the marketplace companies sought to apply the success that credit scoring bought the mortgage business to the insurance industry. It is important to remember that in the credit arena, credit scoring models and automated underwriting systems were mainstreamed in tandem. The same is not true for insurance scores. Automated insurance underwriting systems that relied on loss databases were mostly operational in the marketplace before insurance scores were made available to underwriters. The result has been that insurance scoring is slowly replacing "traditional" automated underwriting and increasingly becoming the sole determining factor in the decision to write policies and price premiums. And therein lies the problem.

The first question that is inevitably asked in any discussion on insurance scoring is, "What does paying a credit card bill have to do with the a home being struck by lightening?" The answer of course is, nothing, but this is not what insurance companies are trying to predict with insurance scoring systems. Insurance companies do not care if a house gets struck by lightening, they care whether or not the homeowner will file a claim and want compensation. This is the underlying

33 Heather Timmons, 7he Cracks in Credit Scoring, BusinessWeek, November 25, 2002 and Robert M. Hunt, The Development and Regulation of Consumer Credit Reporting in America (Federal Reserve Bank of Philadelphia, Working Paper No. 02‑2 1).

 34 Mark Twain, Life on the Mississippi, Ch. 15 (Boston: James R. Osgood and Company, 1883).

principle of insurance scores ‑ not to try to predict accidents or damage, but to predict if someone is more likely to file a claim.

As in the case of credit scores, the "big three" credit reporting agencies dominate the insurance scoring field and each uses a distinctive brand for their insurance scoring models ‑ Experian uses "FICO Insurance Score," Equifax uses "ChoicePoint Attract," and TransUnion uses "ASSIST." Generally, the insurance score range is from 100‑900; the lower the score, the higher predicted risk of filing a claim resulting in a higher priced insurance product. While each of the models generally use the same credit factors, that have been selected as indicative of future insurance claims, most insurance companies have their own combination of factors that gives different weight and value to the credit characteristics. Additionally, since credit bureaus are precluded from sharing consumer credit information with each other, a consumer report from one credit bureau may be completely accurate, while another is riddled with errors.

The public policy debate on insurance scoring is fueled in part, by the absence of specific and objective information that substantiates why there might be a relationship between credit histories and insurance claims. Adding to the distrust of insurance scoring is the lack of information about insurance scoring _models and unwillingness of insurance companies to disclose scores and the key factors impacting premium prices to applicants and policyholders. Finally, there is general frustration by the lack of consumer protections afforded to new insurance applicants who are turned down and policyholders who are not renewed because of negative credit information.

Regardless of the direction the debate takes, the taste of profitability and its attribution to insurance scoring is driving the industry to ensure the system remains in place with as few restrictions as possible.

Legislation and Regulation Policy Issues

Fair Credit Reporting Act

Because insurance is a state regulated industry, policy makers have been very reluctant to debate the issue of insurance scoring at the Federal level. In fact, the only Federal statute that comes close to governing the use of insurance scores is the Fair Credit Reporting Act, which specifically provides that insurance companies may use credit histories for the purpose of determining a consumer's eligibility for insurance. In 1970, Congress enacted the Fair Credit Reporting Act (FCRA) to require that consumer‑reporting agencies adopt procedures that are fair and equitable to the consumer with regard to the confidentiality, accuracy, relevancy, and proper
utilization of credit information. 35  As part of FCRA, Congress established criteria for the permissible use of consumer reports, one of which is insurance underwriting.

During the debate of the Consumer Credit Reporting Reform Act of 1996 (a.k.a. FCRA amendments), Congress reinforced certain creditor disclosure requirements (i.e. notice of right to a free credit report) when there is a denial of insurance or when the insurance company takes adverse action. FCRA defines "adverse action" as it applies to insurance as:

35 15 U.S.C. § 1681 (2000).

[A] denial or cancellation of, an increase in any charge for, or a reduction or other adverse or unfavorable change in the terms of coverage or amount of, any insurance, existing or applied for, in connection with the underwriting of insurance. 36 (emphasis added)

The definition of "adverse action" is important to any consumer protection discussion regarding insurance score because of various positions that insurance companies have taken in order to circumvent FCRA disclosure obligations. Insurance companies maintain that there can be only adverse action after a rate quote is given and then changed as a result of a consumer report.

Because most insurance companies do not receive a consumer report from the credit bureaus ‑most only receive an insurance score ‑ the adverse decision is based on a number and not covered by FCRA.

Another point the insurance industry raises is the gray area as to an agent's permissible access to consumer reports. Although FCRA allows use of consumer reports in establishing eligibility for insurance, the definition of "adverse action" is very specific to the underwriting of insurance. Consequently, insurance companies purposely do not give agents copies of insurance scores in order to not risk violating FCRA. "* ‑

The Federal Trade Commission (FTC) is responsible for ensuring insurance companies comply

with FCRA. The FTC has not taken a position as to whether insurance scores can be considered

consumer reports under FCRA. It is apparent, however, that Congress' determination that FCRA

does not require a consumer‑reporting agency to disclose credit scores is the guiding influence

with regard to insurance scores. Given the ambiguity as to whether insurance scores are

consumer reports, it is not likely that the FTC will take any action without clarification from

Congress as to specific applicability of FCRA coverage.

States, on the other hand, have been very active in considering and enacting legislation that addresses insurance scoring by either clarification on use, disclosure of insurance scoring information or complete prohibition altogether. According to the National Association of Mutual Insurance Companies, eleven states enacted legislation in 2002 that addresses insurance scoring; in 2003, 39 states are considering over 60 insurance scoring legislative proposals.

Three states, Maryland, Utah and Washington, have enacted very restricted use of insurance scoring that is tantamount to a complete prohibition. According to the American Insurance Association, the enactment of Maryland's insurance scoring legislation in 2002 has caused insurance rates to increase and has curtailed the writing of new policies. One Maryland insurance company reacted to the legislation by increasing its homeowner policy rates up to 25 percent.

Because it is the industry's interest to protect the usage of insurance scoring, the patchwork of varying state legislation and regulation on the subject might draw insurance companies into a discussion about national insurance scoring disclosure standards and clarification of FCRA obligations.

36  Ibid. § 1681a(k)(i) (2000).

IMPACT ON REALTORS

In 1999, the Virginia Bureau of Insurance issued a study entitled, "Use of Credit Reports in Underwriting," whereby they found that 16 percent of new insurance applicants were turned down as a result of adverse credit information. 37 The study also noted that 19 percent of policyholders were not renewed due to negative information in their credit reports. 3' The broader implication of these revelations is troubling given that over 90 percent of insurance companies are using insurance scoring in property and casualty underwriting decisions. For REALTORSO, the reality is that homebuyers need to have an insurance binder at closing in order to finalize the real estate transaction. If 16 percent of new homebuyers are being turned down for insurance, it means that a significant number of families might not attain the American Dream of homeownership.

The NATIONAL ASSOCIATION OF REALTORS is concerned about the impact that insurance scoring is having on the availability and affordability of insurance, especially when insurance modeling companies market their product as a means to fuel profitability. Fair Isaac, for example, attributes one company's improved book performance of 5 percent or $2.5 million profit to insurance scores. 39 The Insurance industry maintains that insurance scoring is a win-​win scenario for the companies and the consumers because the benefits and savings associated with insurance scoring are passed on to the policyholders and applicants via more products and reduced rates. Last year at a Michigan House Insurance and Financial Services Committee hearing on credit scoring, the National Association of Independent Insurers (NAII) testified that about 60 to 90 percent of insurance company customers receive discounts as a result of good credit histories. NAII also indicated that restricting insurance scoring in the marketplace would force some consumers to pay higher premiums to subsidize higher risk individuals (those with bad credit).

The unfortunate reality that REALTORS face is that most homebuyers are not receiving any of the cost saving benefits associated with insurance scoring ‑ and by no means can one assume that all these homebuyers have bad credit, as they are being credit scored for mortgages and approved at competitive interest rates. Furthermore, existing homeowners scoff at the "savings" theory as their own insurance premiums have dramatically increased over the last two years.

Fueling the level of frustration that homebuyers are experiencing in the insurance market is the lack of information on how rates are priced for various insurance score ranges. Currently, a consumer can go to www.myfico.com and use a calculator to see how different FICO scores impact the annual percentage rate on a various types of credit loans. There is no comparable public information on how different insurance scores impact premium prices. To this end, the NATIONAL ASSOCIATION OF REALTORS is considering policy on the disclosure of insurance scores, key factors influencing the insurance score, date of the score, and sufficient

37 Myvesta.org, Insurance Scores: How Credit History Affects Your Insurance (200 1) citing Commonwealth of Virginia 1999 Report of the State Corporation Commission's Bureau of Insurance on the Use of Credit Reports in Underwriting to the State Commerce and Labor Committee of the General Assembly of Virginia. 38 ibid. 39Fair Isaac Corporation, Beyond "Yes/No" Decisions: how insurers fuel profitability across life cycle, ViewPoints, September/October 2002.

explanation to facilitate understanding what impact the insurance score may have on the insurance underwriting decision.

OUTLOOK

The insurance industry has no qualms about being front and center in the 2003 debate on reauthorizing the 1996 FCRA amendments. Insurance companies have a stake in ensuring that uniform standards are maintained because insurance scores rely on consumer reports maintained by the national consumer reporting agencies. The industry has enough to contend with regarding the validity of statistical relationships between credit reports and loss ratios and any change to FCRA's status quo would certainly raise concern about continued use of insurance scoring at the national bureau level.

Insurance companies are also participating in the FCRA privacy debate. FCRA allows insurers to share transactional or experience information about a consumer within the company and affiliates without restriction. When not related to the insurance transaction, the insurance company or affiliate must give the consumer the opportunity to "opt‑out" from the sharing of information related to the consumer's credit. The insurance industry maintains that the current FCRA information sharing provisions must also remain status quo, although some are advocating for elimination of the privacy notice requirements, in order to use company‑wide automated underwriting systems and company specific insurance scoring models.

Congressional leadership and the Administration have yet to disclose the scope and direction of FCRA consideration. Therefore, it is difficult to forecast the extent by which insurance score disclosure and stronger safeguards on accuracy of credit information will be included in any legislative proposals. The NATIONAL ASSOCIATION OF REALTORS will give close consideration to FCRA legislation and other public policy activity as proposals are debated and advanced.

