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HOUSE BI LL NO. 418

"An Act amending the Al aska Corporations Code as it relates to
delivery of annual reports, notice of shareholders' neetings,
proxy statenents, and other information to shareholders, and
providing for electronic proxy voting."

- | NFORVED THE COWMM TTEE OF NEW | NFORMATI ON
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HOUSE BI LL NO 470
"An Act relating to common interest ownership; and providing for
an effective date.™

- MOVED CSHB 470(L&C) OUT OF COWM TTEE

HOUSE BI LL NO. 395

"An Act prohibiting discrimnation by credit rating or credit
scoring in insurance rates; and providing for an effective
date."
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"An Act relating to the taxation of nobile telecomunications

services by nunicipalities; and providing for an effective
date. ™
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- Bl LL HEARI NG CANCELED
HOUSE BI LL NO. 182
"An Act relating to notor vehicles; and providing for an
effective date."
- Bl LL HEARI NG POSTPONED
PREVI QUS ACTI ON
BILL: HB 470

SHORT TI TLE: COVMON | NTEREST OANERSHI P
SPONSCR( S) : REPRESENTATI VE( S) ROKEBERG

Jrn-Date Jr n- Page Action

02/ 19/ 02 2314 (H) READ THE FI RST TI ME -
REFERRALS

02/ 19/ 02 2314 (H L&C

03/ 06/ 02 (H L&C AT 3:15 PM CAPI TOL 17

BILL: HB 395
SHORT TI TLE: | NSURANCE DI SCRI M NATI ON BY CREDI T RATI NG
SPONSOR( S): REPRESENTATI VE( S) CRAWFORD

Jrn-Date Jr n- Page Acti on

02/ 08/ 02 2183 (H READ THE FI RST TI ME -
REFERRALS

02/ 08/ 02 2183 (H L&C

02/ 08/ 02 2183 (H) REFERRED TO LABOR & COMVERCE

03/ 06/ 02 (H L&C AT 3:15 PM CAPI TOL 17

W TNESS REG STER

JON FAULKNER, Presi dent

Land's End Acquisition Corporation

4786 Homer Spit Road

Honmer, Al aska 99603

POSI TI ON STATEMENT: Testified in support of HB 470.

BOB PETERSON

The Peterson G oup Inc.

(No address provi ded)

Anchor age, Al aska

POSI TI ON STATEMENT: Testified in support of HB 470.
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CHARLES SPI NELLI, President

Anchorage Hone Buil ders Associ ati on;

and President

Spinelli Homes Inc.

9210 Vanguard Drive, Suite 102

Anchor age, Al aska 99507

POSI TI ON STATEMENT: Testified in support of HB 470.

JESS HALL, Hone Buil der

PO Box 1987

Pal mer, Al aska 99645

PCSI TI ON STATEMENT: Testified on HB 470.

ROBI N WARD, Legislative Co-chair

Al aska State Hone Buil ders Associ ation
6633 Brayton Drive

Anchor age, Al aska 99507

POSI TI ON STATEMENT: Testified on HB 470.

DAVE D AMATO, Staff

to Representative Crawford

Al aska State Legislature

Capi tol Building, Room 426

Juneau, Al aska 99801

POSI TI ON STATEMENT: Testified on behal f of the sponsor.

MARI E DARLI N

AARP

(No address provided)

Juneau, Al aska

POSI TI ON STATEMENT: Testified in support of HB 395.

JOHN GECRGE

Nat i onal Associ ati on of | ndependent Insurers

3328 Fritz Cove Road

Juneau, Al aska

POSI TI ON STATEMENT: Provided information with regard to credit
scoring and the inpacts of HB 395.

BOB LOHR, Director

Di vi sion of Insurance

Department of Comrunity & Econom c Devel opnent

3601 C Street, Suite 1324

Anchor age, Al aska 99503-5948

POSI TI ON STATEMENT: Testified in support of the concept behind
HB 395.
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SARAH McNAI R- GROVE, Actuary P/ C

Di vi sion of Insurance

Department of Comrunity & Econom c Devel opnent

PO Box 110805

Juneau, Al aska 99811- 0805

POSI TI ON  STATEMENT: Provided information with regard to the
filings including credit scoring that the division has received.

M CHAEL LESSMEI ER, Lobbyi st

State Farm | nsurance Conpany

Lessneier & Wnters

3000 Vi ntage Boul evard, Nunber 100

Juneau, Al aska 99801

POSI TI ON  STATEMENT: Testified that State Farm isn't using
[credit scoring] to set rates in Alaska, and furthernore he
didn't believe that the way State Farmis using [credit scoring]
could be criticized.

ACTI ON NARRATI VE

TAPE 02-31, SIDE A
Number 001

CHAIR LISA MJRKOMNSKI called the House Labor and Commerce
St andi ng Comm ttee nmeeti ng to or der at 3: 20 p. m
Represent ati ves Mirkowski, Halcro, Myer, Rokeberg, and Crawford
were present at the call to order. Representatives Kott and
Hayes arrived as the nmeeting was in progress.

HB 418- ELECTRONI C PROXY VOTI NG & NOTI FI CATI ON

Number 023

CHAI R MURKOWEKI briefly brought attention to HOUSE BILL NO 418,
"An Act amending the Al aska Corporations Code as it relates to
delivery of annual reports, notice of shareholders' neetings,
proxy statenents, and other information to shareholders, and
providing for electronic proxy voting."

CHAI R MURKOWSKI infornmed the conmttee that she received an e-
mail from Terry Elder in regards to HB 418. A question had been
asked in conmttee as to what happens when sharehol der divi dends
are not clained. She said she has learned that once the
property is presuned to have been abandoned and was uncl ai med by
the owner for nore than seven years after becom ng payable,
provided that there have been at | east seven dividend
distributions or other paynents nmade during the period, the
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corporation is required to report it to the Departnent of
Revenue. At that point the Departnent of Revenue assunes
custody and control of the property and the cash is deposited
into the general fund. She added that the person to whom the
paynent was initially nade can make a claim against the
Department of Revenue for the property after the fact, but it is
a seven-year tinme period.

HB 470- COVMON | NTEREST OANERSHI P

Number 040

CHAI R MJURKOWBKI announced that the commttee would now hear
HOUSE BILL NO 470, "An Act relating to commopn interest
ownership; and providing for an effective date."

REPRESENTATI VE ROKEBERG, sponsor, introduced HB 470 to the
committee. He asked if the commttee would consider adopting
t he proposed conmmttee substitute (CS), Version F.

Number 053

REPRESENTATI VE HALCRO noved to adopt the CS for HB 470, version
22-LS1522\F, Kurtz, 2/25/02, as the working docunent. There
bei ng no objection, Version F was before the commttee.

REPRESENTATI VE ROKEBERG offered that [HB 470] is a snmall
technical change to the state statute [AS 34.08.580]. He said
this particular provision of the Uniform Comon |nterest
Omership Act (UCIOA) is the controlling statutory title under
which all condom nium cooperative, and public PUD (planned unit
devel opnment) type of developnents are controlled and regul ated
by the State of Al aska. He nmentioned that this issue was
brought to his attention by M. Jonathan Faul kner of Honer,
Al aska, who is having difficulty wth a new devel opnent at
Land's End [Resort]. He nmentioned that [HB 470] is consistent
with work he has done with the Al aska Home Builders Association
intrying to revise the UCIOA. He stated that provisions [in HB
470] address what's called the public offering statenment (PQCS),
which is the "technical fix".

Nunber 088
REPRESENTATI VE ROKEBERG said that the reason for introducing HB
470 is because the current |aw provides that a purchaser, prior

to the conveyance of title, my cancel a purchase agreenent
within 15 days of receipt of a POS. He explained that a POS has

HOUSE L& C COW TTEE - 5- March 6, 2002



to be provided before closure can be nmade on a sale of a
condom nium  which becones a problem particularly in the
presal e of high-end condom niunms. Under current statute, a PCS
which includes the final legal as-built survey and |ega
description, cannot be provided until such tine as the project
is conpl eted.

Number 111

REPRESENTATI VE ROKEBERG expl ained that in order to overcone that
provision in the statute HB 470 sinply [requires] that a
prelimnary version of the POS be provided such that it
reasonably reflects the contents of the final POS. He nentioned
that the CS added, in Section 2, page 3, line 29, the words "up
to".

REPRESENTATI VE ROKEBERG sai d:

What, in essence, we've done is set up a scenario in
state statute where sonebody could commt to buying an
expensive condomnium wait for the presentation of
the [POS] and then decline to buy it and reap profits
from his denial of fulfilling his contract. That's
not a good way to have the statute witten. Hopefully
that's not happened, but we need to correct it before
it does.

REPRESENTATI VE ROKEBERG pointed out that many tines it's very
difficult to get construction financing if this statute is "over
the head of the developer.” He nmentioned that there are people
online who can testify to the practical inpacts of this.

Number 141

CHAIR MJURKOABKI said that the only question that she has is
regarding the wording "reasonably reflects", and asked if this
| anguage is [tantanpunt to] "substantially simlar". How cl ose
does "reasonably reflect” have to be to the actual public
offering [statenent], she asked.

REPRESENTATI VE ROKEBERG said that he would have to defer to the
drafter, but he would assune that "the reasonable standard woul d
be accepted as the reasonable standard of basic common law." He
[assunmed] that the common practice would be that the basic POS
woul d be provided except for those things that couldn't be
included until the final as-built survey and other procedures
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were conpl et ed. Because there are a nunber of wunits in a
condom ni um project, there's a certain anmount of continuity.

Nunber 164

JON FAULKNER, President, Land's End Acquisition Corporation,
testified via teleconference. He said that he sent an e-mail to
the commttee nenbers yesterday, and noticed today that at | east
two of the nessages did not go through. He said that he would
like to read the short letter.

CHAIR MJRKOWSKI  informed M. Faulkner that each commttee
menber's packet includes a copy of his letter. She asked if he
was referring to the letter dated February 26.

MR. FAULKNER clarified that it wasn't the sane letter. He noted
his agreenment with Representative Rokeberg in that HB 470 is not
a change in law but rather a clarification of an existing |aw
that is vague. The law is vague because it |eaves in doubt
whether a POS can neet all the legal requirements if it is
delivered in good faith prior to actual construction of the
unit. He explained that HB 470 clarifies that a POS that
reasonably reflects the data contained in the final recorded
decl aration, [when] delivered prior to construction, neets the
intent of the |aw Delivery O a POS to a buyer prior to
construction is standard practice. He highlighted that the 15-
day right of rescission starts as soon as the POS is delivered
and the deposit becones non-refundable after the 15-day period.
This is the negotiated protection that a developer needs in
order to proceed with a large custom condom nium project. He
explained that wunder the existing law, a buyer could nake a
|l egal claim that the prelimnary POS that he/she received prior
to construction wasn't precisely accurate. Therefore, the
contract would be voided because it didn't contain the precise
square footages and the commobn interest allocations that are
determ ned by an as-built survey.

Nunber 208
MR. FAULKNER nentioned that there has never been a clai m brought

before a court on this subject, and HB 470 would prevent that
possibility in the future. The purpose of a POS and the 15-day

right of rescission is to assure full disclosure to prevent
pressure sales tactics that mght result in a hasty decision
from a buyer. This generally gives a buyer tinme to reflect on

the cost and the risks of ownership. He offered that HB 470
does not conprom se any of these purposes, but rather renoves a
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| oophol e which has the potential to cause huge losses to a
devel oper. He said:

Banks and financial institutions are aware of this
| oophol e, as are contractors, and therefore when you
go to sign a contract with the contractor or apply for
financing to a bank, the question conmes up, "Wat are
you going to do if the buyer cancels your contract
once you've already built the thing?" And you can't
answer that, other than to say, "l've got $2 mllion
in cash sitting in the bank,” which not nany
devel opers do, and it's not a reasonabl e expectation.

Number 228

REPRESENTATI VE ROKEBERG asked M. Faul kner how difficult it is
to obtain construction financi ng because of this | oophole.

MR.  FAULKNER said that it is nore difficult to obtain
construction financing wth this |oophole than without it. He
said that banks do not | ook at the collateral of the contract to
fund interim construction. Traditionally banks |ook at the net
worth of the developer and the developer's track record.
Al t hough banks also ook at the real estate, if the real estate
isn't secured by an ironclad <contract wth performance
guarantees, then a bank can't ook to that. This results in the
banks | ooking to the devel oper for the full net worth, exclusive
of the project, to back the interim construction. He expl ai ned
that the difficulty in obtaining financing is related to the

strength of the devel oper. The effect is to limt interim
construction financing for projects like [Land's End Resort] to
the very |arge devel opers. M. Faul kner added that in Land's

End' s case obtaining financing hasn't been an "extrene" problem
because of its significant assets in an ongoing enterprise.
However, [the |oophole] has definitely inpacted its ability to
obtai n financing.

Nunber 255

BOB  PETERSOQN, The Pet er son G oup I nc., testified via
t el econf erence. He noted that he is a custom honebuil der and
condom ni um devel oper in Anchorage. He said this area of

statute has intimdated him because while he can provide a buyer
with the prelimnary POS, he can't record the plat and the
consequent declarations to fulfill a fully anended POS until
there is substantial conpletion of that building. He expl ai ned
that "substantial conpletion” is defined as having the roof on
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and all of the nechanicals in place. He said that at that point
in a custom product there can be numerous changes uni que to that
parti cul ar buyer.

Nunmber 273

MR PETERSON sai d:

Yet the way this was worded, until that point the
buyer could take 15 days after you recorded the plat
declarations and then cancel the contract, in which

case the devel oper who's nade all the changes in good
faith, has a unique unit that nay not be narketabl e.

MR. PETERSON nentioned that he has not run into this Kkind of
problem with lower Ilevel units because those buyers barely

afford them and they don't make many changes. Furthernore, the
market time to resell a lower level unit is very small conpared
to a custom product. He pointed out that the devel oper doesn't

normally record the plat until the unit is alnobst done because
the statute states that the developer has to pay honeowners'
associ ation dues the nonth that the devel oper records the plat.
Therefore, if a developer actually recorded a plat on a building
that had the roof on and the nechanical in but there was four
nonths to conpletion, the devel oper would be paying honmeowners'
associ ati on dues on each unit under construction, which makes it
unaf fordable to continue. "I support the changes that HB 470 is
proposing, and | think that there's ... ethical and sound
reasons to do that," he concl uded.

Nunber 297

CHAI R MURKOWBKI asked M. Peterson if he views [HB 470] as a
precaution to make sure that this problem doesn't arise in the
future.

MR. PETERSON responded in the affirmative. He said that the
current statute has never really nmade sense to him Under the
current statute, a developer who has agreed to build a custom
unit for a buyer is stuck with that unit if the buyer decides,
for any reason outside of the developnent, to nove to Arizona
and relieve hinself/herself of the contract. He stated, "I
believe that puts undue burden on the developer.” He nentioned
that although this hasn't happened to him yet, probability is
not on his side.

Number 311
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REPRESENTATI VE ROKEBERG asked M. Peterson if he thinks that his
deci sions regarding which projects to pursue are influenced by
the way the lawis currently witten.

MR. PETERSON said, "Absolutely.” He said that he built a high-
end custom condom ni um project in Anchorage that was a financi al
di saster, but fortunately his lower-end units made up for that
|l oss. He said, "Until sonme of these sorts of things get cleared
up in statute, | am not interested in building a high-end unit
t hat exposes ne like that."

Nunber 323

CHARLES SPI NELLI, Presi dent, Anchor age Hone Bui | ders
Associ ation; and President, Spinelli Hones Inc., testified in
support of HB 470. He addressed the |anguage in HB 470 that
reads, "up to 10 percent" penalty. He said that he has been

concerned with this |anguage since the day he put out his first
public offering statenent in 1992 or 1993 "when this bill
arrived on our doorstep.” He said that at that tine he was
doing public offering statenments in Eagle Crossing Subdivision
or Park View Terrace Subdivision, and the nonthly dues were

sonewhere around $15 or $20. He explained that the dues were
basically just to cover sone |andscaping and commobn area
i nsurance around the ©project. M.  Spinelli said, "The
homeowners were liable for ... about $160 a nmonth in dues and
if, by chance, | had forgotten to present them with the public
offering statenent, ny penalty woul d have been 10 percent of the
house price." He said that in those days the average sales
price was probably $160,000, so his penalty would have been
$16, 000. He stated, "I think that's 100 years worth of dues

because | forgot to give thema public offering statenment.”

MR.  SPINELLI remarked that it is wunfair to state that the
devel oper will just pay the buyer 10 percent. He said that he
isn't sure what procedure occurs to nake that happen.
Therefore, clarifying the | anguage by adding the |anguage "up to
10 percent” will make it "pretty clear that it's going to have
to be judged on the nerits of the case and that way everybody's
treated fairly."

Nunmber 357
REPRESENTATI VE ROKEBERG nentioned that it seens that the courts

woul d have to assess the 10 percent because clearly there would
be a dispute over a breach of contract. He said that according
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to the statute the judge would have no choice but to award the
10 percent whether it was fair or not. He asked M. Spinelli if
this is his interpretation.

MR. SPINELLI replied, "Yes."

REPRESENTATI VE ROKEBERG surm sed, "So the reason for the "up to
gives the judge the discretion to nake an award based on the
nmerits of the argunent and the evidence presented in the
courtroom”

MR. SPINELLI agreed and said, "Sort of |ike the penalty should
fit the crime.” M. Spinelli related that this is his second
time as the president of the Hone Builders Association, which
provides him with information about what's current and what's
going on. However, those people living in renote areas across
the state [may be] are advised by attorneys who may not know the
ins and outs of UCI QA

Number 379

JESS HALL, Home Builder, said that he had the opportunity to
| earn about the Uniform Comon Interest Omership Act (UC QA)
about 6-8 nonths ago when he did a devel opnent for a subdivision
in the [Matanuska-Susitna] Valley. He explained that he had an
attorney draft up all the necessary docunents because there was
comunity property and he knew that he would have to set up a
honeowners' associ ati on. However, after he was already in the
project he found out that it actually fell wunder the UCI QA
After relating this to the attorney, the attorney said that he
had never heard of [UCIQA] before. He talked to another
attorney who also had no idea what UCI QA was either. "So that
was a little concerning to ne," he said.

MR, HALL said that he ended up with an attorney in Anchorage who
specialized in this, who worked back through the process, and
informed M. Hall about the 10 percent figure in statute. Thi s
was pretty interesting because he already had the first phase of
t he subdivision 100 percent conplete and all of the people had
al ready noved into the houses. He asked, "Wuld it be the |ot
that we sold since that's kind of the part that has the conmon
ownership, or is the house you attach to the lot?" He noted his
support of the addition of the | anguage "up to 10 percent".

MR. HALL nentioned that if a devel oper makes a mistake it needs

to be corrected. If it's going to go to a judge and jury, then
they should probably decide where the m stake was. He pointed
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out that all of the docunments that he provided to the honeowners
were basically exactly the same as the public offering
statenent, although there were a |lot nore docunents. He said,
"Sonme of the stuff that we would have had the honeowners

association do thenselves as the owners of the comon property
shoul d have actually been done on a piece of paper ahead of tine
i nstead of after.”

Nunber 411

REPRESENTATI VE ROKEBERG asked M. Hall if he thinks nedium or
| oner-end condom niuns are affected by HB 470 and the UCI QA the
sanme as hi gh-end condom ni uns.

MR, HALL said that he hasn't built any condom niuns since before
UCI CA was enact ed. He recalled that the last time he "did one
was under the Horizontal Property Reginme Act,” which was nore
si npl e. He offered that he thinks that there is probably nore
concern for a devel oper of |uxury condom niuns than there would
be for a devel oper of |ower-end condom niuns sinply because the
| ower - end condom ni uns woul d be easier to resell. He said:

Same way in a subdivision. ... | do single-famly
houses with maybe a common park or whatever in there.
We're under that sanme situation where we build the
house, we didn't hand out -- even if we did a public
offering statement and we I|eft one paper out, or
i nadvertently mssed a couple of docunments in there,
then technically it's not the public offering

st at enent . It has to be everything. You could still
end up in that 10 percent situation. | don't know
whet her the "substantially conplete"” part would apply
over to PUD like it does a condom nium But there

certainly is sonme cross over in there.
Number 427

REPRESENTATI VE ROKEBERG asked M. Hall if he is still under
UCI OA because he has a honeowners' association w th detached
houses.

MR. HALL responded in the affirmative, and explained that this
is because there is a piece of property that everyone in the
subdi vi si on owns col |l ectively.

REPRESENTATI VE ROKEBERG said, "The interpretation is that UC OA
applies to that type of an association.”
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MR. HALL stated, "That's what the other attorneys told ne."

REPRESENTATI VE ROKEBERG interjected, "... POS and these other
provi sions and so forth also cone into play?"

MR. HALL responded, "Everything in that Act is going to cone
into play."”

REPRESENTATI VE ROKEBERG interjected, "The intention of the
| egi sl ature when they did that was supposed to be condom ni umns,
cooperatives, and PUDs, is what | understood."”

Number 438

MR HALL said that he spoke wth a developer from the
[ Mat anuska-Susitna] Valley last night who is not aware of
[ UCI 4] . He said that the developer has built a subdivision
with about 20 single-family houses on one-acre lots, but there
is a comon piece of property big enough to put a subdivision

sign on. M. Hall explained that a honeowners' association is
going to be fornmed to pay taxes and liability insurance for that
plot of ground that is 8 by 10 feet. He said that this

devel oper had no idea there was a UCI QA. He said:

So he's sitting there with 20 sold houses with people
living in them wth the 10 percent possibility [that]
if 20 people decide to get together and hire an

attorney, he's bankrupt. He'd just file his papers
and be gone. | don't [believe] that quite fits the
intent of where UCI OA was. Maybe it's because we're

not in Anchorage and we're not as famliar wth
tal king about, and having attorneys come into

neetings and talk about UCOA ... And kind of
| earning that process, we're just now starting to
learn it....

Nunber 450

CHAIR MJURKOWSKI said, "Perhaps we should suggest to the bar
association [that] they have a continuing |egal education
sem nar on UCIOA out in the Valley."

MR. HALL replied that he has nmde that suggestion a couple of
times.

Nunmber 454
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ROBIN WARD, Legislative Co-Chair, Al aska State Hone Builders
Associ ation, said, "This needs a conprehensive change, but as

you said, it's about 54 pages long."

She nentioned that [the

Al aska State Home Buil ders Association has] fast-tracked the two

itens that were of concern. She said:

| have to tell you that | did a little checking just
before | Ileft Anchorage. Al nost one-half of the
listings in M.S [Multiple Listing Service] right now
are new construction, and two-thirds of those fal

under this Act. Al nost all of

our new subdi vi sions

have sonme kind of comobn property, whether it's a

sign, whether it's a greenbelt,
doing an awful lot of what's
pl anned comrunities'. Al of

Common Interest Omership Act.

Anchorage is trenendous.

sonet hi ng. VW were
called 'site condos
those fall wunder the

So this for us in

Il will tell you that it is noving out, and as you can
tell, to the Valley. At least those of wus in
Anchorage know the law fairly well. It's very conplex
and it's up to interpretation in certain areas. But
these outlaying areas do not. And there's going to be
sone mistakes nade, and | can see it happening.

The probability ... is not on our

side. ... A m st ake

will happen and it will happen very soon and it wll
be very, very costly for a devel oper. So we're
beggi ng your indul gence to work on this bill

Nunber 470

REPRESENTATI VE ROKEBERG r equest ed t hat

Ms. Ward "give a nutshell

version of ... the [Horizontal Property Regine Act] that

transitioned to UCI QA as a nodel act."”

M5. WARD sai d:

This was uniform | egislation, and basically ... we
were one of the very first states, | think, to adopt
it in 1984. ... It is very conplex. There were
basically no changes. It was just adopted. They cane

out with nodel adoptions and anendnents in 1994,
Uni form anmendnents that have never been changed here
ei t her. That's one of the things we've been | ooking
at; ... taking those along wth what we call |ocal
anendnents, things that fit Al aska for what we do, and
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that's what will be in the conprehensive bill. But
again, these were just the two that we pulled out that
we felt needed to be fast-tracked.

Number 481

REPRESENTATI VE ROKEBERG nentioned that he is very disturbed when
a detached home subdivision with conmon area property falls
under UCI QA He said, "It is ny understanding that ... the
intent was to keep it to those specific types of devel opnents
rat her than just having a homeowners' association.”

M5. WARD said, "Anything that has any conmon property, commonly
owned by the owners of the subdivision or condom nium And a
site condom nium falls under that also, which we are building a
lot of ... in Anchorage. Al of that falls under..."

REPRESENTATI VE ROKEBERG interjected, and inquired about site
condoni ni uns.

M5. WARD explained that it's |like a planned unit where one owns
the house, but the land is owned by the [honeowners']
associ ation. She said, "W can't do PUDs anynore, so we call
t hem pl anned communities.”

REPRESENTATI VE ROKEBERG asked, "Is that because of the way that
that statute was drafted under the npdel act?"

M5. WARD specified that it's the way the uniform | egislation was
drafted.

Nunmber 500

REPRESENTATI VE CRAWFORD stated his support for HB 470.
REPRESENTATI VE MEYER noved to report CSHB 470(L&C), version F,
out of commttee wth individual recommendations and the
acconpanyi ng zero fiscal note. There being no objection, CSHB
470(L&C) was noved from the House Labor and Conmerce Standing
Commi ttee.

HB 395- 1 NSURANCE DI SCRI M NATI ON BY CREDI T RATI NG

CHAIR MJRKOWSKI announced that the final issue before the
commttee would be HOUSE BILL NO 395, "An Act prohibiting
discrimnation by credit rating or credit scoring in insurance
rates; and providing for an effective date.”
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Number 520

REPRESENTATI VE CRAWFCRD spoke as the sponsor of HB 395, which he
said is a fair approach to insurance rating. He expl ai ned t hat
HB 395 would prohibit insurance conpanies in Alaska from using
credit scores in either underwiting or rate setting for car or
hone insurance. Using the credit rating and scoring for such is

arbitrary and discrimnatory. Representative Crawford pointed
out that the commttee packet should contain a letter from AARP.
Retirees are the group least likely to use credit cards and have
debt. The letter from AARP points out the five factors that are
primarily used for credit scoring: paynent history, anmount of
debt, credit account history, recent credit history, and types
of credit. Therefore, a person who doesn't use nmuch credit
automatically receives a lower credit score and is put in this
new class of people who receive higher interest rates. Such a

situation is arbitrary and unfair.

Number 0540
DAVE D AVATO, Staff to Representative Crawford, Al aska State
Legislature, informed the conmttee that sone of the issues

| ayi ng behind the introduction of HB 395 involve an individual's
right to privacy, the accuracy of the information conpiled about
an individual, and the access to that information. M. D Amato
poi nted out that insurance regulations have a statutory nandate,
AS 21. 36. 120, to pr ot ect consuners agai nst unfair
di scrim nation. However, Al aska doesn't protect its insurance
consuners, even in the face of irrefutable evidence that
i nsurance credit scoring is discrimnatory. Such a situation is
bad for individuals, busi nesses, and Alaska in general

I nevitably, the question regarding what class of people would be
i npacted by legislation arises. The class of people inpacted by
HB 395 can be broken into economc and cultural denographics
that cross pollinate. M. D Amato explained that the majority
of Alaska's rural areas are populated by a mnority ethnic

group. Alaska has a |l arge percentage of small- and nedi um sized
busi nesses and seasonal workers. Furthernore, Al aska has a one-
trick-pony econony. That is, Alaska's reliance on oil exposes

t he average Al askan to greater econom c fluctuations.

MR. D AVATO stated that credit scoring effects those with good
credit and those with bad credit. For exanple, buying a house
or car inpacts an individual's stability as a purchaser. The
i nsurance industry would argue that one is nore stable if one
hasn't recently purchased a house but has lived in a house for
five or ten years. M. D Arato expressed the hope that by the
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end of his testinony he will have shown the commttee that

activity that one would consider normal and rational inpacts
one's credit rating. However, sone classes of people are
inpacted in a disproportionate manner. The elderly is one such

group. He directed attention to AARP's letter in support of HB
395.

TAPE 02-31, SIDE B

MR D AMATO infornmed the commttee that AARP has nade this issue

one of its three nmain issues nationw de. Anot her class of
peopl e inpacted by credit scoring are mnorities, both rural and
urban mnorities. Al t hough those mnorities living in urban

areas aren't necessarily subject to the discrimnation found in
rural areas, such as the lack of access to banks, they are stil
brought under discrimnatory treatnment by a process once known
as red-1lining. For exanple, the people in Muntain View pay
nore based on the region. M. D Amto referred to the NAIC
[ Nati onal Association of Insurance Comm ssioners] w nter neeting
"Exhibit C', which includes a conparison of two zip codes by
househol d i ncone. That conparison shows that [the zip code]
with the higher household incone, 21210, has the |ower prem um
[while the zip code with the |ower household incone, 21217, has
the higher prem um. There is also a conparison of prem um by
popul ati on conposition [the ratio of mnority to white], which
al so has the essence of red-1ining.

Nunmber 0565

MR. D AMATO in response to Representative Halcro, inforned the
conmittee that the annual premium for zip code 21217 is $1, 357
while the premium for zip code 21210 is $972. Addi tionally,
di vorces inpact one's credit in several ways. Since a divorce
often results in the dividing of community property, it places
people into different positions of credit worthiness. Al t hough
one individual may not have been the primry breadw nner and
didn't actually control the finances, that individual has,
because the individual's personal life has gone awy, been
classified [as not having good credit]. O her situations that
inpact one's credit rating could be related to layoffs or
identity theft.

MR. D AVMATO sunmarized that credit rating can inpact everyone
[ because it] replaces relevant performance-based criteria such
as driver behavior. The old standard was that those who
received tickets, had accidents, or filed false clains were
t hose who faced higher insurance rates. There were al so various
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actuarial exanples illustrating that certain classes of people
produced riskier behavior. Those exanples had to have a |ink
between [certain classes of people and risky Dbehavior].
However, [the current rating systen] doesn't exactly show how
the [correlation] is nmade because it's [said to be] proprietary
i nformation. In place of the relevant performance-based
criteria arbitrary economic considerations are inserted. He
explained that [credit scoring] says that anyone with a credit
condition has to be considered under the new credit scoring.

Nunber 524

MR. D AVATO turned to Exhibit F, which is a letter from an
i nsurance sales person. This letter specifies that an
individual with two DWs (driving while intoxicated) and an
accident within a five-and-a-half year period is still in the
preferred market based on the individual's credit rating. M.
D Amato said, "It's nmy assertion to you that this is probably
bad public policy." Furthernore, M. D Amato charged that the
[insurance industry] won't be able to provide any docunents that
illustrate causal links [between premuns and a person's
predi sposition for risky behaviors]. However, [the insurance
industry] is able to provide correlative judgnents if they
exist. To that end, [the insurance industry] directs attention

to a paper done by Janes E. Mnaghan entitled, "The Inpact of
Personal Credit History on Loss Performance in Personal Lines".
This paper is touted as a lesson in rate making. He referred
the conmttee to the |ast paragraph of page 102 of the handout.
He quoted the |ast paragraph as foll ows: "An outstanding issue
that will Ilikely remain outstanding is causality. Al t hough
argunments were put forward earlier in this paper which attenpted
to link financial mnmanagenment responsibility and future expected
| oss levels, such argunments are unsupported, even if reasonable,
specul ation." Additionally, on page 86 of this paper M.
Monaghan says, "Explanation of these correlations, for the nost
part, cannot be found in the data assenbled for this research.
| would be remss, however, if | did not at |east attenpt to set
down those argunments which could be made suggesting reasonable
causal Ilinks between an individual's bill paying history and
expected |loss experience for insured |osses under a private
passenger auto insurance policy." M. D Amato explained that
these quotes illustrate that M. Mpnaghan is going to |eave out
causality and correl ati on because those can't be proven. There
is no proof [that] the discrimnation [the insurance industry

uses] IS necessary. Al though [the insurance industry] wll
provide charts regarding the loss that is being incurred for
those wth good «credit versus bad «credit, there is no
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information with regard to the fornmulas that [calculated the

loss and its relation to a person's credit rating]. M. D Amato
indicated that this information isn't provided not because it's
proprietary. The insurance industry won't show that [credit

rating] isn't discrimnatory based on incone or mnority status.
Nunmber 468

MR. D AVATO inforned the commttee that he can prove that there
are inaccuracies on credit reports, which have been reported to
have a 1-70 percent variance. Therefore, the commttee is being
asked to rely on a fornmula that isn't available for review and
that forrmula relies on data that is 1-70 percent inaccurate.

M. D Amato then referred to a docunent entitled, "Regulators
wary of rates based on third-party data". Twenty-five states
are considering legislation simlar to HB 395. He said that

typically, the largest problem is that third-party informtion
is inaccurate and unreliable and thus such data shouldn't be
utilized to set rates.

MR. D AMATO also inforned the conmttee that there are arbitrary
vari ables that effect one's credit report. For exanple, sinply
asking for a credit report too often wll result in that
i ndi vidual being a poor <credit risk because [the insurance
i ndustry] wouldn't know how much extra credit has been assigned
to the individual. I f an individual shops around for insurance
and asks for ten different quotes, then each wll request a
credit report. The credit scoring agencies wouldn't clearly
know how many of those inquiries resulted in an extension of
credit. Therefore, the credit scoring agencies aren't sure how
deep in debt an individual is until there is a paynent history.
Furthernmore, Alaska's large rural popul ation [npbst often]
doesn't use the larger banks that report.

Number 436

MR. D AMATO related his belief that there has been sone bl anket
and patent discrimnation. That is, people with bad credit but
not bad driving histories are subsidizing bad drivers with good
credit. Those who are nost hurt [by credit scoring] are those
on the fringe who are making normal credit decisions but have
one thing inpact their credit score. M. D Amato alluded to the
relation between credit scoring and a larger class of wuninsured

not ori sts. He said, "If credit scoring is allowed in
underwriting, the effect of that is that individuals who are
deni ed access to insurance will not get insurance.”
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MR. D AVATO pointed out that Hawaii has been doing [what is
proposed in HB 395] since 1983. Once this was inplenmented in
Hawai i, there was no change in prem uns. Furt hernore, once the
i nsurance industry sued, the state court upheld the state's
posi tion. Al t hough the typical argunment is that inplenentation
of this wll result in a flight of insurance carriers, he
i ndi cated that the market accommobdates the situation, as was the
case when seatbelts were required in autonobiles.

MR. D AMATO concluded by wurging the conmttee to ask the
i nsurance industry to show how it arrives at the correlation.
He said that the insurance industry won't be able to bring
forward anyone who has benefited from credit scoring. However,
he said he could bring forward people who have been harned from
this program and these people are from al nost every
soci oeconomic class and ethnic group. Furthernore, it's
factually inaccurate to suggest that anyone coul d have benefited
from credit scoring because when the industry applied to
[utilize] credit scoring in the insurance rates there was an

application for a rate increase. M. D Amto referred to a
Phillip Mrris study, Exhibit J, that he <characterized as
i nteresting. In closing, M. D Amato reiterated that HB 395
sinply |limts the wuse of credit scoring in rating and

underwri ting.
Nunmber 385

REPRESENTATI VE MEYER related his belief that the insurance
conpanies are like jury selection, one of the few groups that
[are allowed] to discrimnate. Representative Meyer said he
couldn't believe that the insurance industry would rely solely
on one's credit report to set their auto rates. He asked if M.
D Amato was saying that a credit report is only one of the many
factors that determnes an individual's auto rate.

MR. D AMATO said that no one can answer that question. However,
the commttee packet includes a recent situation in which a 26-
year-old woman with a recent divorce and bankruptcy, but with no
tickets, accidents, or clains was denied the opportunity to

obtain credit by Allstate. In this case, the denial was based
solely on the credit score. M. D Amato renmarked that this is
an issue about subsidization. The insurance industry is only

allowed to charge and profit so nuch. Therefore, the question
is: who shoul d be encouraged to behave in the nanner they do,
the individual with two DWs or an individual who is divorced?
He said he didn't know the answer and neither does anyone el se.
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REPRESENTATI VE MEYER asked, "lIsn't that up to the D rector of
[the Division of] Insurance to determ ne how they charge the
rates and why they're charging the rates that they do?"

MR. D AVATO explained that the Director of the Division of
I nsurance is charged with ensuring that the rates that are set

aren't unfairly discrimnatory. How that conclusion is
determined is up to the director. In conmunications with the
di rector, [the division] hasn' t been convinced | of t he

appropriateness of credit scoring].

REPRESENTATI VE MEYER renarked that maybe there is a direct
correlation between an individual with a good credit rating and

responsi ble driving habits. Perhaps, the auto [insurance]
i ndustry has such a correlation and it has been presented to the
Di vision of |nsurance. Representative Meyer didn't believe the

i nsurance industry, which is a heavily regulated industry, could
adversely discrimnate against a certain group.

Nunber 341

REPRESENTATI VE HALCRO asked if the sponsor felt that the
i nsurance conpanies should be allowed to maintain any
proprietary information with regard to how a premumis set.

REPRESENTATI VE CRAWFORD replied yes. However, he pointed out
that the Director of the D vision of Insurance has told himthat
as long as there is no statute that prohibits the director from
allowing this particular way of setting rates, then the director
can't disallow it. Presently, there is no statute against
[credit scoring] and thus it has been all owed.

REPRESENTATI VE HALCRO expressed concern that HB 395 specifies
that the insurance industry can't factor in credit scoring when
they set prem uns.

REPRESENTATI VE CRAWFCRD said that he doesn't believe that there
is any causality with regard to credit scoring. For exanpl e,
Representative Crawford related that all of the nortgage
paynments he nmade on Septenber 9, 2002, reached their destination
| ate due to the tragedy on Septenber 11, 2002. Although he was
able to get the late paynent renoved, he wasn't able to have
that late paynent renoved from his credit rating. [ Since that
time] all of his insurance rates on his rental properties have
risen by about 25 percent. He clarified that he couldn't say
for sure that the aforenentioned rise in insurance rates was due
to credit scoring. Representative Crawford related his belief
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that credit scores don't have nuch to do with whether a person
has clainms on their hone insurance or whether a person has a
good or bad driving record. Representative Crawford said he
didn't believe that credit scoring is a good policy.

Nunber 294

REPRESENTATI VE ROKEBERG asked if |[HB 395] would create a
busi ness opportunity for an insurance conpany that doesn't want
to use [credit scoring].

MR. D AMATO replied yes. This legislation could create a market
in which the class of uninsured notorists could anpunt to 40-50
percent and a conpany could convince the legislature to nmandate
i nsur ance. Then the conpany could enter the market and offer
insurance to the wuninsured notorists. Therefore, the narket
could correct this under such a scenario.

REPRESENTATI VE ROKEBERG renmarked that his point is that the

market is self-correcting. He related his understanding that
the states that allow [credit scoring], such as Hawaii, were
grandfathered in under the Federal Fair Credit Reporting Act
(FCRA), which permts credit scoring. Wth regard to the

testinmony that 25 states are looking [at proposals such as HB
395], those states are review ng these because they're not sure
that it can be done because of the supremacy clause in the U S
Constitution. He asked if the sponsor has reviewed the
possibility that federal |aw nay have preenpted this.

MR. D AVATO replied yes. Under FCRA, up until July 1, 2004,
insurers can use credit information to pre-screen but not [to
set] rates. However, there are no federal statutes that preenpt
a state's ability to set rate-nmaking. The majority of the
states reviewing this are principally considering rate-mnmaking.

Number 249

MARI E DARLIN, AARP, noted that the commttee should have witten
testinmony from AARP. The AARP doesn't believe that ol der
i ndividuals should be forced to pay higher insurance prem uns
sinply because they don't use credit and thus don't build up a
credit rating. M. Darlin announced AARP' s support of HB 395.

REPRESENTATI VE KOIT asked if M. Darlin was aware of anyone

within AARP that has been rejected [on the basis] of a credit
rating.
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M5. DARLIN replied no, not personally.

Nunber 217

JOHN GEORGE, National Association of |Independent Insurers
(NAI'l), infornmed the conmttee that NAIl is a trade association
of about 690 property casualty insurance conpanies. Since no

one knows the fornmula that the insurance conpany is using, M.
George said he didn't know how one could say that one factor is

causi ng everyone's i nsur ance [ prem um to I ncr ease.
Furthernore, all insurance conpanies don't use the sane fornmula.
Moreover, he didn't know how one could charge that [this
formula] would have the sane effect on everyone. M. GCeorge

coormented that insurance is very conpetitive and there are
i nsurers who specialize in various types of insurance.

MR. CGECRCE recalled testinony with regard to having mandatory
auto insurance, which is the case currently. He inforned the
commttee that the insurance conpanies would prefer that there
wasn't mandatory auto insurance because of the assigned risk
pl an. Through the assigned risk plan anyone has the right to
purchase auto insurance, and therefore anyone who has a |icense
and an autonobil e can purchase insurance.

MR GEORGE turned to the use of the term "credit score" and
clarified that it's different than the credit score that the
bank receives when an individual attenpts to obtain a nortgage

or car | oan. Al t hough the sanme credit agency nay perform the
credit score, the bank inforns the agency with regard to the
factors it wants to consider in their score. M. Ceorge said
that he would prefer to call it the insurance risk score. He

expl ained that the insurance risk score considers the sane data,
but different weights are placed on different aspects and this
varies wth the insurance conpany.

MR. GEORGE characterized the prior testinony as an indictnent of
the credit system Al though M. GCeorge said that he has seen
the information that the inaccuracies on credit reports is
between 1-70 percent, he feels that credit reports are fairly
accurate when one views the inaccuracies in terns of material
i naccur aci es. He pointed out that the federal governnent has
established laws allowing individuals to obtain their credit
report and correct it. If the corrective system doesn't work,
then the federal governnent should tighten it up. |If this is an
indictnment of the entire system then every entity that uses a
credit score should be indicted. However, that doesn't seem to
be the case, he said.
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MR, GEORGE interpreted prior testinony to be an indictnent of
the Division of Insurance, which has approved sone rates that
are based on credit scoring. The division has great authority
to review and exam ne insurance comnpanies. As a fornmer
regulator, M. George noted his resentnent of the indictnment of
t he division. Wth regard to the Mnaghan report, M. George
clarified that it is nmerely a report. He directed attention to
the followng from page 103 of the Mnaghan report, "The data
reviewed in this study produced clear evidence of a strong
correlation between credit history and future |oss perfornmance.”
An actuary doesn't review causation because it doesn't matter.
"What nmatters is that you can come up wth sonething that
correlates very strongly with future |osses. W don't care why
they have the losses, we only care that they have them™" he
said. There is an extrenely strong correlation [between credit
scores and i nsurance risk].

Number 055

MR. GEORGE turned to the anecdotal exanples that are often the
nost difficult to address because there is often another side of

the story. He urged people wth know edge of such anecdot al
stories to provide him with the nanes so that he could track
down the person and wuncover the problem [ The insurance
industry] would like to fix the real problem so that this
[credit scoring] information could be used in order to provide
confort that people are being charged the correct rate. M.
George indicated that [credit scoring] is really an allocation
of who is going to pay the premum not whether it wll be

collected. Wth regard to AARP's coment that [seniors] should
pay less, a few years ago legislation was passed requiring
i nsurance conpanies to give individuals over 55 years of age a
di scount. That discount isn't based on actuarial science.

TAPE 02-32, SIDE A

REPRESENTATI VE HALCRO asked if it would safe to say that in the
i nsurance industry the premuns are different because the risks
are different. For exanpl e, soneone living in a bad
nei ghborhood is going to pay nore for insurance than someone
living in a good nei ghborhood. He surm sed that factors such as
the type of car an individual drives to the crinme rate where an
individual lives are risks that are used to determne the
prem um
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MR, CGEORGE replied yes. He said that the key piece of mssing
information in the information provided by M. D Amto was the
anount of |osses. He turned to the suggestion that a particul ar
race has nore |losses nerely because the individuals are of a
certain race and pointed out that the credit scores are quite
blind to this because credit scores don't inquire as to an
individual's ethnicity, religion, or earnings. Credit scores
nmerely inquire as to how one nanages his/her finances. I n many
i nstances, those with |ess noney receive better scores than
those with a | ot of noney.

CHAI R MURKOWSKI posed a situation in which an individual doesn't
have a credit history, and asked if that individual wouldn't be
able to avail thenselves of any good credit discounts.

MR  GEORGE said that there are certainly positives and
negatives. Those that pay on time receive positive points while
those who don't pay on tinme and are turned over to collection
agenci es receive negative points. However, it's not necessarily
negative that one has managed his/her credit by not using it.
In fact, all insurance conpanies can, in their own formula, nake
an exception to accompbdate such situations. Furthernore, a
conpany could decide to target such a group for potential
clients.

Number 091

REPRESENTATI VE ROKEBERG inquired as to the inpact on rate
structuring for property casualty since the Septenber 1lth
i nci dent .

MR, CGEORGE answered that the property casualty industry is nost
affected by the lack of reinsurance or the substantial increases
in reinsurance premum The first knee-jerk reaction by the
reinsurers was that they weren't going to cover terrorism and

they wanted substantial increases. M. Ceorge pointed out that
the rates for reinsurers are unregul ated. Therefore, that is a
serious problem Al though Allstate probably had a greater

nunber of auto claine in New York than it would otherw se, it
probably wasn't to the extent that it would dramatically drive

the rates. One of the largest inpacts to the rates is that
i nsurance conpanies have to invest their surplus, which they're
required to have in order to pay clains. In the past insurance

conpanies could wite insurance at 125 percent loss ratio and
[make their 5 percent profit], but that isn't the case now.
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REPRESENTATI VE ROKEBERG surm sed that M. George is suggesting
that one of the major squeezes on profitability of the industry
is low interest rates and the loan bond is at l|less than 6
percent. Therefore, in order to increase profitability, the
industry has to look at rate increases. Wth regard to
profitability, Representative Rokeberg asked if there is a cycle
in the property casualty business such that insurers drop rates
in order to obtain narket share and then certain entities are
weeded out and ultimately rates are raised. He asked if the
industry is currently in the raising rate cycle.

MR, CGEORGE replied that Representative Rokeberg is correct.
However, he said that it's even worse. He explained that if a
conpany enters the market and cuts its rates in half and then
the conpany can't nmake it, all of the other conpanies in the
guarantee association are assessed and pay for those | osses.
M. George characterized the insurance industry as sort of a
public utility, except there is strong conpetition and if one of
t he conpani es goes broke the others have to pay.

REPRESENTATI VE ROKEBERG recalled that M. D Amto said he has
irrefutable evidence that <credit scoring is discrimnatory.
However, the statute specifies that "in rate making, the rates
shall not be excessive, inadequate, or unfairly discrimnatory."
He related his wunderstanding that discrimnation is part of
actuarial rate making; the issue is whether the discrimnation
is unfair.

MR. CGEORCE agreed. M. George said that there are two
scenari os. One scenario would be a situation in which everyone
pays the sane rate. The other scenario would be a situation in
which each individual's |ife history is reviewed in order to
determ ne his/her rate. The current system falls in between
those two scenari os.

REPRESENTATI VE ROKEBERG asked, "Isn't the point of this bill to
keep from harm ng consuners and driving rates up?" He recalled
the testinony that [credit scoring] "separates” people and
drives rates up for certain classes of people versus others.

MR, CGEORGE inforned the commttee that what has been found is
that many conpanies wite nore insurance policies than they
woul d have witten wthout the credit score, the insurance risk
score, because of the greater confort it provides. The goal is
to assign the appropriate rate so that one group isn't unfairly
subsi di zi ng anot her group. Discrimnation is fully accepted in
insurance rating, it just shouldn't be wunfair discrimnation.
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The nost unfair situation would be one in which one group with
| ow | osses subsi di zes anot her group with higher | osses.

Nunber 191

REPRESENTATI VE CRAWORD turned to M. CGeorge's comments
characterizing Representative Crawford as indicting the Director
of the Dvision of Insurance for not doing his job. He
clarified that his coments were that the director didn't change
[credit scoring] because there is no law that specifies that
[credit scoring] is the wong way to set rates. The people who
aren't doing their job are the |egislators who haven't nade this
policy call, he said. [This legislation] attenpts to correct
the situation

REPRESENTATI VE CRAWORD recall ed when he shopped around for a
nortgage conpany in order to receive |lower rates. Shortly after
deciding on a nortgage conpany, he decided to obtain a better
credit card. However, the credit card conpany denied his
request because he had too many inquiries on his credit rating.
He asked if [credit scoring] is an appropriate criteria to set
his home and auto insurance rates.

MR. GEORGE began by apol ogi zi ng and specifying that his conments
weren't a personal indictnent. He said that he believes that
the director has full authority to approve or disapprove the
rates if they are wunfair or can't be substantiated as
appropri ate. In regard to Representative Crawford' s particul ar
situation, he surm sed that Representative Crawford was saying
that the credit card conmpany nmay have unfairly used [the credit
scoring] information. He noted that FCRA includes safeguards so
that errors can be corrected and thus he felt it should be
i ncunbent upon lenders and insurers to consider the corrections
or expl anati ons.

MR. GEORCGE turned to the unsolicited credit card offers, which

do pull an individual's credit. However, he wasn't aware of
anyone who used those for any insurance score because the
i ndi vidual didn't request those. Someone who applies for five

credit cards is a different situation, he pointed out.

MR, CGECRCE recalled that M. D Amato had said that HB 395 would
elimnate wusing credit scores for auto and hone owners
[ i nsurance]. However, it would [also] elimnate credit scores
for surety bonds, fidelity coverage, et cetera. Therefore, no
credit could be used to underwite for any line of insurance,
whi ch M. George characterized as an uni nt ended consequence.
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REPRESENTATI VE CRAWFORD renarked that the aforenentioned was an
uni nt ended consequence that he would try to correct.

Number 281

BOB LOHR, Director, Division of Insurance, Department  of
Community & Economc Devel opnent ( DCED) , testified via
tel econference in support of appropriate restrictions wth
regard to the use of credit scoring by insurance conpanies.
Furthernore, the division supports the concept behind HB 395.
The question regarding whether to out right prohibit the use of
credit scoring by insurance conpanies is a legislative policy
call. M. Lohr explained that presently the division reviews
auto and hone owner insurance rates and applies AS 21.39.030,
and only approves rates that aren't excessive, inadequate, or
unfairly discrimnatory. Credit information and credit scoring
was first approved for use in Al aska about four years ago. The
division required extensive docunmentation from the insurance
conpany to support its use. Currently, a total of seven
i nsurance conpani es have approved auto rate filings that include
the use of credit scoring. Since Decenber 2000 the division has
received 11 auto rate filings that have requested the use of
credit information in rating applicants for insurance coverage.
O those, six haven't used [credit scoring] either because they
were wi thdrawn or the insurance conpany renoved credit scoring
from the factor. Two auto filings were approved and the
remaining filings are under review or have been disapproved. O
the four home owner filings requesting the wuse of credit
information in rating applicants, three have renoved credit
scoring and the remaining filing is still under review.

MR. LOHR continued by informng the conmttee that two insurance
conpanies also use credit scoring in the underwiting process.
"Unlike the rating of insurance applications based on risk
factors, the D vision of |Insurance does not have statutory
authority to require prior approval of wunderwiting criteria,;
that is we don't have statutory authority over underwiting," he
expl ai ned. As the wuse of credit scoring has increased, the
division has received consuner conplaints about its use.
Several of those conplaints state that policy holder rates
increased sinply because of the credit score not because of
changes in driving factors. The insurance conpanies haven't
been able to adequately explain why auto rates change because of
credit history.
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MR. LOHR pointed out that recently the Washington |egislature
has adopted |egislation on the subject of credit scoring. That
| egi sl ati on does restrict the use of credit scores in evaluating

the application by insurance conpani es. For exanple, for the
underwriting considerations for cancellation and nonrenewal, the
use of one's <credit history wll be entirely prohibited.

Furthernore, current holders of policies won't | ose their policy
based on changes to their credit history while new custoners can
be denied coverage based on a credit history that is conbined
with other underwiting factors. Severe restrictions were
pl aced on the absence of credit history, the nunber of credit
inquiries, collection accounts identified with nedical bills,
the initial purchase of vehicles or honmes, the use of a

particular type of credit card, and the total line of credit
held by a consumer. In summary, M. Lohr said that there are a
nunber of approaches that attenpt to construe the term "unfairly
discrimnatory" in the <context of credit scoring used by
I nsurers.

Nunmber 349

CHAI R MJURKOWBKI pointed out that the commttee packet includes a
docunent regarding what is happening in the State of Washington.
This docunent also refers to not allowing credit scoring to be
the sole criterion. She said she wunderstood M. Lohr's
testinony to relate that appropriate restrictions [to credit
scoring] should be considered, but whether to have a conplete
prohibition is a policy call for the |egislature.

REPRESENTATI VE HALCRO related his understanding that the
division has the authority to review all rate filings.
Therefore, if a conpany approaches the division wth a rate
based on credit scoring, the division has the ability to review
whether it's fair.

MR. LOHR answered that such would be the case for npbst |ines of
i nsurance. For the lines of insurance that have been discussed,
the division has the responsibility to determne that the rates

aren't unfairly discrimnatory. He noted that “unfairly
discrimnatory" is a fairly vague term When these filings
[that allowed credit scoring] were originally approved, the
reviewers didn't find them to be unfairly discrimnatory. Now

that the filings have been approved, the burden is on the
division to show that those rates are unfairly discrimnatory.
He acknow edged the potential for credit scoring to produce
unfairly discrimnatory rates. However, to actually show that
such has happened would be far nore difficult and [result in] a
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pretentious and protracted proceeding, he predicted. In further
response to Representative Halcro, M. Lohr confirned that the
division has denied sone of the filings that were based on
credit scoring.

Nunmber 303
SARAH  M:NAI R- GROVE, Actuary P/ C, Division of | nsur ance,

Departnent of Community & Econom c Devel opnent, addressed the 11
auto insurance filings that requested the wuse of credit

i nformation. Through the division's process, considerable tine
has been spent gathering information. The division spent over a
year gathering information for one particular filing. She

explained that once the division receives a filing it has 15
days to review it and send questions to the insurer. Therefore,
the fact that the process has taken a year indicates that there
have been substanti al comuni cat i ons. She infornmed the
committee that the insurer was asked to provide support
justifying the use of the nodel, to specify which information is
used from the credit report that goes into the nodel, and to
[ point out] the correlation those particular itens have to |oss
experience and |oss history. She noted that the division hasn't
received sone of the information that details what factors are
taken off the credit report and how those go into the nodel
because the insurers believe that information to be proprietary.
Because the division couldn't nake a determ nation, the insurer
withdrew its filing in order to get sonme of the other pieces of
the filing approved.

Number 400

REPRESENTATI VE HALCRO suggested that when insurers cone to the
division with a rate filing based on credit scoring, the
insurers should have to "show their work." He viewed that as a
better alternative than conpletely prohibiting credit scoring.

MR. MNAIR-GROVE explained that from the insurance conpany's
point of view the current problem relates to the statute that
says, "when a filing becones effective, the filing and all of
its supporting information is public.” Because the insurance
conpani es have worked hard on these filings or have purchased
them from third party vendors who are the credit reporting
agencies, they don't want this information disclosed to the
publ i c. Changing statute to allow the insurance conpanies to
keep supporting information private is a policy call for the
| egi sl ature.
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CHAI R MJRKOWBKI said she assuned that the division did receive
the [proprietary supporting information] for those filings
[using credit scoring] that the division approved.

M5. MNAIR-GROVE answered that because the insurance conpany
wanted their filing approved, it provided the division with the
[ proprietary supporting information]. The first conpany that
the division approved was able to provide the division with the
i nformati on because it did its own in-house nodel.

CHAIR  MJRKOWSKI surmsed then that Ms. McNair-Grove is
suggesting that nodels obtained through a third party nmake it
difficult to obtain the [proprietary supporting information].

M5. MNAIR-GROVE clarified that such would be partially true
She explained that a recent filing from Allstate was w t hdrawn.
Al though Allstate does its own proprietary nodel, it didn't want
to make it public.

Nunber 424

REPRESENTATI VE  HALCRO  expressed concern W th conpl etely
prohibiting the ability to use credit scoring. Those wth
excellent credit who are also a low risk should enjoy the
benefit of lower premuns based on their credit scores.

However, those wth no credit or only one or tw mnor
i ncidences on their credit report should have their ability to
purchase coverage protected as well as the affordability of that
cover age. He asked if narrowing the type of information the
i nsurance conpanies had to supply to the division would be
hel pful .

M5. McNAIR-GROVE said, "lI'm not sure that it's the information
that they would have to supply to wus; | think it's how they
woul d use that information."™ She pointed out that the State of
Washington is placing sone limts on the difference in rates
between the |owest and the highest. Al t hough she said she
wasn't suggesting that such be done, she felt that perhaps such
limtations would be nore hel pful than specifying the

information that has to be provided to the division.
Number 442
REPRESENTATI VE HAYES asked if an individual could obtain a

listing of the nine conpanies that are using a nodel with credit
scoring.
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IVS. McNAI R-GROVE  replied yes, those filings are public
i nformation.

REPRESENTATI VE ROKEBERG related his understanding that the act
of underwiting relates to whether a conpany wll accept or deny
a new client. He said he believes that those standards could be
effected by the credit rating. Therefore, he asked whether HB
395 woul d prohibit the underwiting or selection of new business
by insurers.

MR. LOHR explained that the current draft of HB 395 includes the
notion of underwiting. However, if the goal of HB 395 is to
prohi bit the use of credit scoring in underwiting, the division
woul d recomend an amendnent that is directed to AS 21.36, which
is a nore appropriate location for underwiting restrictions.

REPRESENTATI VE ROKEBERG recalled M. Lohr's earlier testinony
that the division doesn't have the authority to regulate the
underwriting functions.

MR LOHR said that currently he doesn't believe that the
di vision has general authority to oversee or second guess the
underwriting process by insurers. If it were to be addressed,
he said he believes it would be precedent-setting.

REPRESENTATI VE ROKEBERG surm sed that HB 395 is opening up a new
area of governnent regul ation

Nunber 477

CHAI R MJURKOWSKI referred to a docunment that notes that the NAIC
appointed a group to review this issue of consuner credit
reports in underwriting. She inquired as to whether M. Lohr
had any information fromthat group.

MR, LOHR infornmed the committee that the group reviewing this
issue will have a quarterly neeting in the next week to ten
days. M. Lohr noted that he is the Al aska representative at
that neeting and thus he intends to fully participate. In
further response to Chair Mrkowski, M. Lohr agreed that his
participation will result in updates with regard to how other
states are addressing this issue. He nentioned that today [the
division] received the |anguage of the State of Wshington's
bill. He offered to forward that |anguage to the committee.

REPRESENTATI VE HALCRO asked if M. Lohr read HB 395 to apply to
all lines of insurance, including conmercial policies.
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MR LOHR said that HB 395 is broadly witten and thus he
believes it would apply to any lines of insurance over which the
division has rate-making authority. However, commer ci al
policies are somewhat in transition due to the provision in HB
184 that requires the division to adopt regulations addressing
t he subject of commercial deregulation by July 1, 2002.

REPRESENTATI VE ROKEBERG returned to the [NAIC] group that M.
Lohr is part of and asked whether M. Lohr believes that a room
full of insurance comm ssioners would have a phil osophical bias
to regul ate nore or |ess.

MR. LOHR characterized the aforenentioned as a | oaded question
From his experience he said that normally bureaucrats and
regul ators don't seek reductions in their authority. On the
ot her hand, any discussions of this group will have input from
the public. Therefore, any nodel regulations or |egislation
would receive the full input of the public, including heavy
participation fromthe insurance industry.

Number 523

M CHAEL LESSMElI ER, Lobbyist, State Farm |Insurance Conpany,
Lessneier & Wnters, noted that the commttee packet should
include a copy of the letter he sent to Senator Ben Stevens
regarding identical legislation in the Senate. He infornmed the
commttee that State Farm currently wites approximately 24.4
percent of the autonobile insurance premuns witten in Al aska
and al nost 35 percent of the homeowner's insurance prem uns. He
felt that these statistics are inportant to keep in mnd when
there are charges that insurance conpanies are using [credit
scoring] as a tool to raise rates. M. Lessneier stated that
State Farmisn't using [credit scoring] to set rates in Al aska.
Furthernore, he said he didn't believe that the way State Farm
is using [credit scoring] can be criticized.

MR, LESSMEIER turned to the question of who benefits from the
proper use of [credit scoring]. He informed the commttee that
State Farm has a fire and casualty conpany that insures
honeowners, an autonobile conpany that insures those wth
aut onobi l e insurance, and a nutual conpany that deals with the
preferred custoners. For the autonobile insurance, State Farm
started using an underwiting score in February 2001 in Al aska.
That underwiting score considers traditional underwriting
criteria such as loss history, frequency of loss, and types of
| oss. The underwiting score also includes a factor that
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considers certain elenents of «credit. However, this credit
factor doesn't consider things such as past due nedical or
utility accounts. [ The underwriting score] arrives as a single
score and is wused only for new business. Furthernore, [the
underwriting score] is primarily used to wite soneone that the
conpany wouldn't otherwise wite because of the traditional
underwriting criteria. He noted that there is a rare exception
in which the [underwiting score] mght be used to exclude
soneone. Use of the [underwriting score] resulted in State Farm
nore than doubling the new business that it wote for autonobile
i nsurance. Through the use of [the underwriting score] we chose
to wite people that we wouldn't have otherwise witten.
Furthernore, [the underwiting score] has allowed State Farm to
take those that would be in the standard conpany and nove them
to the nmutual conpany. Therefore, State Farm views [the
underwriting score] as positive and acceptable and thus would
hate to see the legislature conpletely ban it. He estinated
that last year the autonobile side of State Farm wote over
4,000 additional people. Per haps not everyone was affected by
this, but many probably were.

MR. LESSMEI ER recalled that there has been nuch testinony wth
regard to whether bad credit causes a |oss. He infornmed the
commttee that State Farm did a study that found a high
correlation between those who msnanage their credit and
i ncreased risk. State Farm believes that strongly enough that
it is willing to take that tool and justify witing risks that
it wouldn't otherwise wite. He said, "They wouldn't be doing
that if they doubted the validity of the predictor.”" He related
his belief that there is overwhelnmng statistical evidence that
[credit scoring] is a valid predictor.

TAPE 02-32, SIDE B

MR. LESSMEI ER characterized [credit scoring] as fair when it's
used to identify a higher category of risk so that the rate-
maki ng process can result in the appropriate rate being applied.
Ther ef or e, people of one category of risk wouldn't be

subsi di zi ng people of another category of risk. M. Lessneier
related [State Farmis] position that [credit scoring] s
[appropriate] and the real issue is in relation to abuses and
how to stop those. He expressed curiosity with regard to

whet her the division has found any msuse of [credit scoring].
M. Lessneier said he couldn't inmagine why an insurer would want
to "run off" long-tinme custoners on the basis of a credit score.
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MR. LESSMEIER turned to the litany of potential abuses that he
has heard di scussed. He pointed out that if there is an abuse
in the rate applied to a particular group, that rate has al ready
been approved by the division before being applied to anyone in
the state. Therefore, the authority is there, and is present
beyond nerely approving the rate. M. Lessneier recalled
Senator Donley's unfair trade practices legislation |ast year.
He said that it's an unfair trade practice for an insurer to
make an arbitrary or unfair discrimnation between insureds or
property that share like risk characteristics. Therefore, if
[credit scoring] is being msused, there are other statutory
tools present to [address] and stop the m suse. M. Lessneier
related his belief that Representative Halcro' s suggestion of a
confidentiality provision would nake the division's job easier.

MR. LESSMEIER reiterated his earlier testinony that many of the

ways in which insurers use this information is different. For
exanple, he wunderstood that State Farm doesn't penalize an
individual for not having credit activity. M. Lessneier
related his belief that the market place has worked well in
Al aska and he believes it will continue to do so. Furt her nor e,
he said he believes that the Division of Insurance has
significant oversight to allow [credit scoring] to work properly
and stop situations in which it isn't working properly.
Therefore, M. Lessneier encouraged the commttee to not

entirely prohibit the use of [credit scoring].
Nunmber 533

REPRESENTATI VE HALCRO recalled Senator Donley's bill that
provided the director of the division the ability to go after
sonme unfair trade practices w thout having to prove a systematic
trail of abuses. Therefore, the director could go after the
first sign of abuse, which seens to address any abuse.

MR. LESSMEIER said he thinks the director has significant
authority to stop anything that the director believes to be

unfair. He indicated that directors have ways of stopping an
unfair practice without going "to that point." He reiterated
the need to docunent and stop specific abuses that can be
docunent ed. Furthernore, if the division needs a tool to help
it with its regulatory authority, then let's provide the
division wth that tool. For exanple, M. MNair-Gove

indicated that insurers nmay be reluctant to show the division
their formula due to their belief that the formula is
proprietary. If that fear could be renpbved via a guarantee of
confidentiality, then it would seem that the division wuuld have
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an easier task of reviewng these filings. M. Lessneier
mentioned that he has had a client who has experienced problens
with the lack of sufficient confidentiality laws. He reiterated
State Farmis belief that taking the tool [of credit scoring],
which does have value as a predictor and can be used
appropriately, is bad for the insuring public in general.

Number 506

CHAI R MURKOABKI requested that Ms. Lessneier take the commttee
through how State Farm would deal with a senior citizen who
doesn't have any active credit history. What would State Farm
| ook at in order to place such an individual, she asked.

MR. LESSMEIER related his understanding that no credit activity
woul dn't be a negative factor and the individual would still
receive an underwiting score.

CHAIR MJURKOWBKI surmsed then that such an individual would
enter State Farm at the sanme |evel as any other new applicant.
Wthout a credit history, can a senior citizen "bunp herself up"
with regard to honmeowner's insurance.

MVR. LESSMVEI ER  answered that State Farm only uses the
underwriting score to inprove soneone's status for honmeowner's
i nsur ance. Furthernore, that has only be wutilized since
Sept enber 2001 and, to his know edge, has only been done in two
instances. Wth regard to auto insurance, M. Lessneier related
his understanding that an individual wthout a credit history
isn't penalized.

CHAI R MURKOWBKI said, "But they can't nove up."

MR. LESSMEI ER related that he didn't believe such an individual
woul d be penalized in any way. M. Lessneier said that the rea
guestion would be whether this individual would qualify for
pl acenrent in the mutual conpany based on the other traditiona
underwriting criteria. He said he believes that such an
i ndi vidual would qualify for placenment in the mutual conpany.

CHAIR MJURKOABKI recalled earlier testinony that an individua
with sonme "black eyes" on their driving record, but with an
excellent <credit history could be placed in the preferred
category. However, an individual with a clean driving record
but not so good credit history mght be treated differently.
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MR. LESSMEI ER said that he didn't believe that was referencing a
State Farm applicant. He expressed disbelief that one's credit
history could override two DU s. M. Lessneier related his
understanding that the only way that State Farm woul d use credit
hi story would be for an initial applicant in order to wite that
initial applicant when the conpany wouldn't otherwise or to
pl ace the client in the nmutual conpany rather than the standard.

Nunber 464

CHAIR MJRKOWSKI recalled M. Lessneier's question regarding
whet her conplaints filed wth the division have been found to be
valid with regard to the use of credit scoring.

M5. MNAI R GROVE explained that the division is still |ooking
into those conplaints. The division has had difficulty in
obtaining clear answers from the insurers with regard to the
deci sions they nmade. She said she didn't believe any of the
conpl aints had reached investigation status at this point.

REPRESENTATI VE ROKEBERG recalled M. MNair-Gove's testinony
regardi ng the nunber of conpanies that have applied, wthdrawn,

and were approved. He estinmated that her figures neant that
about 80 percent of the applicants either withdrew or weren't
approved by the division. He asked if that is the normal rate

of attrition.

M5. McNAIR-GROVE said that is a rather high rate that isn't a
normal rate at which the division disapproves filings.

REPRESENTATI VE ROKEBERG commented that this is fairly telling in
that it indicates that the division is fairly aggressive and
doing its job.

M5. McNAIR-GROVE, in response to Chair Mirkowski, related her
belief that the high nunber of withdrawals is related to the use
of the proprietary nodels that resulted in the conpanies not
wanting to disclose that information.

Nunber 428

MR. LESSMEI ER highlighted that he can only speak to what State
Farm does, not the industry as a whole. He reiterated his
belief that it's critical for the commttee to know whether the
division has seen a msuse of [credit scoring] by insurance
conpani es in Al aska. If that m suse has occurred, it [would be
hel pful] to know how that m suse occurred. Only with that
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information, can the determnation be nmade as to how to correct
it. Again, he said he didn't believe it would be wise to
entirely preclude the use of a tool that has beneficial uses
nerely because of anecdotal evidence or evidence from other
jurisdictions that may have different regul atory schenes.

MR. LESSVEI ER  highlighted the inportance of knowi ng that
overall, insurance rates are determned by the frequency and
severity of |oss. There have been suggestions [in the Senate]
that rates in Hawaii are |low due to the ban on the use of credit
scoring. He related that any assertion to that effect reflects
a msunderstanding of the factors that do influence insurance
rates. The only thing credit scoring relates to is in regard to
what business is witten by what conpany and who pays.

REPRESENTATI VE ROKEBERG asked if M. Lessneier is suggesting
that because of FCRA, "we couldn't do what we're contenplating
doi ng here."

MR. LESSMEIER replied that he believes part of what is being
cont enpl at ed could be acconpl i shed. He rel ated hi s
understanding of FCRA that even if [HB 395] is passed, sone of
the direct witers wll wuse credit scoring in order to target
those they want to solicit via the mail, which he likened to the
unsolicited credit card applications. He didn't believe such
coul d be stopped.

CHAI R MURKOWSKI renmarked that some good issues have been raised
such as Representative Halcro's suggestion for a guarantee of
confidentiality and Representative Rokeberg's comments regarding
the inpact to the underwiter. Enough |egitinmate questions have
been raised, and therefore she requested that the sponsor take
under [advisenment] and report back to the conmttee.

REPRESENTATI VE CRAWORD announced his desire to review HB 395
and address the unintended consequences.

ADJ QURNVENT
There being no further business before the commttee, the House

Labor and Commerce Standing Conmittee neeting was adjourned at
6:04 p.m
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