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Credit Scoring

Background

Credit scoring has been used in consumer lending since the 1980’s to predict whether a borrower would pay back a loan.  The most common model used is one developed by Fair, Issac and Co.  A FICO credit score is based on these factors
:

Payment history - 35%

Outstanding debt - 30%

Length of credit history – 15%

New credit – 10%

Types of credit in use – 10%

In the last 5 years, insurers have incorporated the use of credit scores in personal lines (auto and homeowners) insurance underwriting.  Insurers believe that credit scores may predict moral hazards (intentional acts committed to collect insurance proceeds) or morale hazards (careless or irresponsible actions that increase the chance of loss).  Insurers also cite a correlation between bad credit scores and higher loss ratios.  Nearly every personal insurer in Washington now uses credit information for rating or underwriting purposes.

Consumer groups generally oppose the use of credit scores in insurance rating or underwriting.  These groups believe data in credit reports are often inaccurate, and that use of credit scoring in insurance underwriting may be a proxy for “redlining
” – which is an illegal method of underwriting insurance.   

This is not a new issue to the OIC or insurance regulators.  On April 10, 1995, the Consumer Federation of America wrote to Commissioner Deborah Senn urging her to reject the use of credit reports as an underwriting criterion.  On December 14, 1996, the NAIC issued a “white paper” on Credit Reports and Insurance Underwriting, which described issues surrounding the use of credit reports by insurers and proposed general recommendations for state insurance departments. 

Insurance underwriting is a selection process.  With personal insurance transactions becoming more automated to accommodate Internet shopping, insurers may try to move away from subjective underwriting – which is labor intensive.  The use of credit scores and other objective data (such as traditional measures like driving record) facilitate on-line insurance quoting and sales.

The Issue

The use of credit scoring to underwrite personal lines insurance hit the front burner recently when a major domestic insurer decided to “re-underwrite” its book of business using credit score data.  This action generated both media and legislative inquiries. 

The OIC mission is to protect consumers, the public interest, and our state’s economy through fair and efficient regulation of the insurance industry.  The policy questions: 

· Is credit scoring contrary to the public interest?  

· Will consumers be better off if steps are taken to regulate this practice?  

· Will consumers be harmed if insurers cannot use credit histories to make certain people eligible for lower rates?  

· Should we limit the use of credit scores in instances where people have credit problems due to a personal crisis (divorce or family illness) rather than a pattern of poor payment history or excessive debt?  

· Should we simply attempt to eliminate the use of credit history and have insurers return to traditional underwriting practices – some that may exclude disadvantaged people?

· Can we make sure insurers tell customers when credit history is used in the underwriting or rating process so people can correct inaccurate information?

Some uses of credit scoring are less controversial that others.  There are legitimate uses for credit scoring in personal lines underwriting.  For example, a bad credit score combined with a history of losses may cause legitimate worries about the potential for fraud.  Another example might be a bad credit score and a history of non-pay cancellations.  There are administrative costs and underwriting concerns (ie, a loss may have occurred during the lapse period) associated with re-instating policies.  This combination may lead an underwriter to charge higher rates or decline coverage.

Washington law gives the commissioner limited authority to regulate underwriting activities.   Insurers cannot discriminate unfairly,
 
 but they can charge different premiums if they demonstrate statistical differences in risk.  Insurers have defended the use of credit scores primarily by citing statistical correlations between credit score and loss history, which makes the practice permissible in the context of current law.

RCW 48.18.480 seems to provide the commissioner with the authority to make sure people with similar risk characteristics are classified the same.  It also seems to encourage objective criteria for risk classification – which is what scoring models (credit or loss history) tend to do.  On the other hand, this law seems to open the door to rules that require insurers to document their underwriting and rating processes.  

OIC has regulated underwriting in specific instances under the general authority granted to the commissioner to make reasonable rules to effectuate the insurance code
 to regulate underwriting in specific instances:

· WAC 284-30-572 -- Must disclose actual reason applicant does not meet underwriting standards

· WAC 284-30-574 -- Must independently evaluate applicant (instead of relying on cancellation or non-renewal of another insurer) 

· WAC 284-30-700) -- Cannot deny or terminate homeowners insurance because the insured operates a day-care facility.  

Most restrictions on the use of credit reports in insurance underwriting will require statutory changes.  If we do nothing, all people with poor credit scores will face additional underwriting scrutiny and, possibly, higher insurance premiums.  We will also miss the opportunity to be involved in setting the parameters on use of this tool – both as it is used today and how it may be used in the future.

	Upcoming Public Meetings

	Spokane
	Oct. 25
	West Coast Ridpath

515 West Sprague Avenue
	6:30 – 8:30

	Yakima
	Oct. 29
	Oxford Suites

1701 East Yakima Avenue
	6:30 – 8:30

	Vancouver
	Oct. 30
	Red Lion at the Quay

101 Columbia Street
	6:30 – 8:30

	Seattle
	Nov. 1
	Best Western Executive Inn

200 Taylor Avenue North
	6:30 – 8:30


� Source: Residential Mortgage LLC http://www.residentialmtg.com/Credit/Credit_scoring.htm


� Redlining is simply marking a geographic area on a map and not selling insurance in that area.  Historically it was used to avoid selling insurance in high crime areas – which typically had a higher proportion of low-income and minority residents.


� Typical underwriting criteria include the age of a vehicle or home and prior insurance record.  Arguably, both of these criteria can screen out low-income applicants.


� RCW 48.30.300 Unfair discrimination, generally -- Disability policies, specifically. 


Notwithstanding any provision contained in Title 48 RCW to the contrary: 


(1) No person or entity engaged in the business of insurance in this state shall refuse to issue any contract of insurance or cancel or decline to renew such contract because of the sex or marital status, or the presence of any sensory, mental, or physical handicap of the insured or prospective insured. The amount of benefits payable, or any term, rate, condition, or type of coverage shall not be restricted, modified, excluded, increased or reduced on the basis of the sex or marital status, or be restricted, modified, excluded or reduced on the basis of the presence of any sensory, mental, or physical handicap of the insured or prospective insured. Subject to the provisions of subsection (2) of this section these provisions shall not prohibit fair discrimination on the basis of sex, or marital status, or the presence of any sensory, mental, or physical handicap when bona fide statistical differences in risk or exposure have been substantiated.





� RCW 48.18.480  Discrimination prohibited. 


No insurer shall make or permit any unfair discrimination between insureds or subjects of insurance having substantially like insuring, risk, and exposure factors, and expense elements, in the terms or conditions of any insurance contract, or in the rate or amount of premium charged therefor, or in the benefits payable or in any other rights or privileges accruing thereunder.


� RCW 48.02.060 General powers and duties. 


(1) The commissioner shall have the authority expressly conferred upon him by or reasonably implied from the provisions of this code. 


(2) The commissioner shall execute his duties and shall enforce the provisions of this code. 


(3) The commissioner may: 


(a) Make reasonable rules and regulations for effectuating any provision of this code, except those relating to his election, qualifications, or compensation. No such rules and regulations shall be effective prior to their being filed for public inspection in the commissioner's office. 


(b) Conduct investigations to determine whether any person has violated any provision of this code. 


(c) Conduct examinations, investigations, hearings, in addition to those specifically provided for, useful and proper for the efficient administration of any provision of this code.
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