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The use of credit scores in the underwriting process is on the rise. Insurers assert that credit scores allow them to
better underwrite risks and set rates more accurately. Various interest groups and regulators claim it is a
discriminatory practice. Many states are legislating in thisarea. With all of the controversy surrounding thisissue, it
isimportant to understand why credit scores are used by insurers, and to separate fact from fiction.

What Credit Scoring I's and Why I nsurance Companies Would Use I t

Credit scores are based on the credit information contained in credit reports. Each item of informationin an
individual’ s credit report has avalue assigned to it and the datais run through a credit scoring model in order to
derive athree-digit number (zero to 999); the higher the number the lesslikely it isthat individual will fileaclaim.?
The rankings are confidential and do not include any information on the individual’ sincome or race.® Credit scoring
isused by insurersin underwriting personal linesinsurance.

Credit scoring agencies such as Fair, Isaac & Co. and Choice Point, among others, devel op scoring models to which
many insurance companies subscribe. The scoring model assigns a value to certain characteristics, which increase
or decrease the score. Examples of negative characteristicsinclude late payments, unpaid bills, high balances on
credit cards, and pursuit by collection agencies.”

Credit scores are used by insurers to assist them in differentiating between lower and higher risk applicants. When
credit scores are combined with other factors, such as years driving, past accidents, the type of car (or home), and
where theinsured lives and drives, an individua’ s likelihood of filing aclaim is more accurately reflected in hisor her
premium.® The likelihood of filing aclaim and an individual’ s credit score are highly interrelated’ — some researchers
have found the correlation to be as high as 99%.® Credit scores are a useful tool in determining whether to issue a
new policy or renew an existing one.® To stay competitive, insurance companies need to be able to set their
premiums accurately; given the high degree of correlation between claimsfiled and credit score, the use of credit
scoring is useful to that end.™® Motor vehicle records (containing items such as accidents, speeding tickets, and
drunk driving convictions) are often incomplete. One study found that one in every five convictionsis missing from
motor vehicle records, and another found that only 40% of reportable accidents are in motor vehicle records™ Motor
vehicle records alone may result in inaccurate underwriting. Credit scoring is useful in evaluating risk because it
treats all applicants objectively™ with regard to how well an individual manages his or her finances, not the
individual’ sincome level.*®

Criticisms of Credit Scoring and Why Those Criticisms are Unfounded

The use of credit scoring has been criticized because various interest groups, including the National Association of
Professional Allstate Agents, and state regul ators believe that credit scoring unfairly discriminates against minorities.
Critics believe the current trend of using credit scoring is anew way of “redlining,” where prior to the Fair Housing
Act of 1968, insurers refused to sell automobile or homeowners insurance in poor or minority neighborhoods.* A
related practice was the use of race in setting life insurance rates.”®

Studies have analyzed whether credit scoring discriminates against minorities. Race and income have been shown to
be inaccurate predictors of credit scores® Additionally, no studies have proven credit scores discriminate,”” and, in
fact, the use of credit scores has been found to reduce the risk of discrimination.”® Supporters of credit scoring
indicate that credit scores are “blind” to race, ethnicity, gender, and income™ and that the Fair Credit Reporting Act,
15 U.S.C. 81681, provides alevel of protection for consumers by requiring that credit reporting agencies adopt
systems that produce fair and accurate reporting and respect the consumer’ s right to privacy

The use of credit scores can lead to potential liability for insurers. 1n 2002, a class action suit was filed against



Allstate Corporation alleging discrimination based on its use of credit scores? The plaintiffs alleged that credit
scores were used to sell to and target non-Caucasians for more expensive policies? The court did not rule on
whether Allstate’ s practices were discriminatory. However, the court did find that the plaintiffs had alleged sufficient
discriminatory acts to survive amotion to dismiss? This caseis still pending* Also, inNational Fair Housing
Alliance, Inc. v. Prudential Insurance Company of America,” the plaintiff sued alleging, anong other things, that
Prudential’ s use of credit scores was discriminatory?® The court similarly felt that the plaintiff stated sufficient claims
to survive amotion to dismiss”’

Critics of credit scoring argue that since insurers do not know the specific reason why there is such a high correlation
between credit scores and insurancerisk, it should not be used for underwriting purposes. However, insurers
counter that the correlation is understood better than other similar correlations that are used without objection.?® For
example, discounts are given to students with high marks because they have been found to be involved in fewer
accidents; the exact reason for the correlation is unknown.? One explanation is that people who are responsible with
their finances are more likely to be overall responsible people, causing them to be more likely to avoid accidents®

I ssues may arise for consumers that do not have credit scores. These consumersfall into the “no hit” category.

They are typically very young and have not yet started using credit, or they are retired and have paid off their
mortgages. These groups account for four percent of the population® Penalizing peoplein the “no hit” category is
potentially unfair because it isdifficult to tell whether they would handle credit well or poorly. Most state regulations
require that individualsin these categories be treated as an average risk (i.e., prohibit those individuals from being
penalized) despite some indication that thesegroups do suffer greater |osses.*

State Regulation

In 2002, State legislatures began to heavily regulate the use of credit scores, with the trend continuing throughout
2003 State laws governing the use of credit scores can be grouped as follows: (i) states which regulate, (ii) states
which restrict, and (iii) states which prohibit.** Twenty-six states regulate the use of credit scores® The laws
generally give allowance for the use of credit scores, require notice that credit scores are being used, establish
reporting requirements, or require that decisions related to credit scores be based on standards that are ascertainable
and objective.®

Twelve states have enacted statutes that restrict the use of credit scores® The statutes prohibit using credit scores
asthe only reason for making a determination in underwriting.® Insurers may also be required to explain to insureds
specifics as to how credit scores are used.* Some restrictions apply only to certain lines of insurance.”

Three states, Maryland, Utah, and Washington, prohibit the use of credit scores.** In Maryland, automobile insurers
cannot require specific payment plans based on acredit score. Thereisalso ageneral prohibition against refusing to
insure or increasing a premium based on credit score.”” Utah prohibits insurers from making underwriting decisions
based on credit scores,® and Washington bars insurers from canceling policies because of credit scores and denying
coverage because of alack of credit information.* The use of credit scores are also restricted in setting premiums
and eigibility.”

Conclusion
Credit scores can assist underwritersin more accurately determining insurable risks. Credit scoring has drawbacks,
and carrieswith it potential liability and litigation over whether its use results in discrimination against minorities and
low-income earners. Insurers must be careful to use credit scores fairly and within the confines of the laws of the
statesin which they sell insurance.
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