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CS FOR HOUSE BILL NO. 47( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-THIRD LEGISLATURE - FIRST SESSION

BY

Offered:
Referred:

Sponsor(s): REPRESENTATIVES CHENAULT, Wolf, Stavens, Crawford

ABILL
FOR ANACT ENTITLED
"An Act relating to using credit rating or credit scoring for insurance purposes; and
providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. The uncodified law of the State of Alaska is amended by adding a new section
to read:

PURPOSE. The purpose of this Act is to regulate the use of credit information for
personal insurance so that consumers are afforded certain protections with respect to the use
of credit information.

* Sec. 2. AS 21.36 is amended by adding a new section to read:
Sec. 21.36.460. Use of credit information, (a) An insurer authorized to do
business in this state that uses credit information to underwrite or rate risks may not
(1) use an insurance score that is calculated using the income, sex,
address, zip code, ethnic group, religion, marital status, or nationality of the consumer
as a factor;
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(2) deny, cancel, or not renew a policy of personal insurance solely on
the basis of credit information, without consideration of any other applicable
underwriting factor independent of credit information; this paragraph does not
authorize the use of factors prohibited under (1) of this subsection;

(3) base an insured's renewal rates for personal insurance solely on
credit information, without consideration of any other applicable factor independent of
credit information:;

(4) take an adverse action against a consumer solely because the
consumer does not have a credit card account, without consideration of any other
applicable factor independent of credit information;

(5) consider an absence of credit information or an inability to
calculate an insurance score in underwriting or rating personal insurance, unless the
insurer does one of the following:

(A) treats the consumer as otherwise approved by the director if
the insurer presents information that the absence or inability relates to the risk
for the insurer;

(B) treats the consumer as if the applicant or insured had
neutral credit information, as defined by the insurer; or

(C) excludes the use of credit information as a factor and uses
only other underwriting criteria;

(6) take an adverse action against a consumer based on credit
information, unless an insurer obtains and uses a credit report issued or an insurance
score calculated within 90 days from the date the policy is first written or renewal is
issued;

(7) use credit information unless, not later than every 36 months
following the last time that the insurer obtained current credit information for the
insured, the insurer recalculates the insurance score or obtains an updated credit

report; notwithstanding the requirements of this paragraph,

(A at annual renewal, on the request of a consumer or the

consumer's agent, the insurer shall again underwrite and rate the policy based

on a current credit report or insurance score; an insurer is not required to

CSHB 47( ) 9-
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recalculate the insurance score or obtain the updated credit report of a
consumer more frequently than once in a 12 -month period;

(B) the insurer may obtain current credit information upon any
renewal before the 36 months if consistent with its underwriting guidelines;

(C) an insurer is not required to obtain current credit
information for an insured under the requirements of (A) of this paragraph if

one of the following applies:
(i) the insurer is treating the consumer as otherwise

approved by the director;

(if) the insured is in the most favorably priced tier of the
insurer, within a group of affiliated insurers; however, the insurer may
order a credit report if consistent with the insurer's underwriting
guidelines;

(iif) credit was not used for underwriting or rating the
insured when the policy was initially written; however, the insurer may
use credit for underwriting or rating the insured upon renewal if
consistent with its underwriting guidelines; or

(iv) the insurer reevaluates the insured beginning not
later than 36 months after inception and thereafter based on other
underwriting or rating factors, excluding credit information;

(8) use the following as a negative factor in insurance scoring
methodology or in reviewing credit information for the purpose of underwriting or
rating a policy of personal insurance:

(A) credit inquiries not initiated by the consumer or inquiries
requested by the consumer for the consumer’s own credit information;

(B) inquiries relating to insurance coverage if identified as an
insurance coverage inquiry on a consumer’ credit report;

(C) collection accounts with a medical industry code if
identified as a medical collection account on the consumer's credit report;

(D) multiple lender inquiries if coded by the consumer

reporting agency on the consumer’s credit report as being from the home

3 CSIIB 47( )
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mortgage industry and made within 30 days of one another, unless only one

inquiry is considered; or

(E) multiple lender inquiries if coded by the consumer

reporting agency on the consumer's credit report as being from the automobile

lending industry and made within 30 days of one another, unless only one

inquiry is considered.

(b) If it is determined through the dispute resolution process established under
15 U.S.C. 168li(a)(5) (Fair Credit Reporting Act) that the credit information of a
current insured was incorrect or incomplete and if the insurer receives notice of the
determination from the consumer reporting agency or the insured, the insurer shall
again underwrite and rate the consumer within 30 days after receiving the notice.
After again underwriting or rating the insured, the insurer shall make any adjustments
necessary, consistent with the insurer's underwriting and rating guidelines. If an
insurer determines that the insured has overpaid a premium, the insurer shall refund to
the insured the amount of overpayment calculated back to the last 12 months of
coverage or the actual policy period, whichever period is shorter.

() If an insurer writing personal insurance uses credit information in
underwriting or rating a consumer, the insurer or its agent shall disclose, on the
insurance application or at the time the insurance application is taken, that it may
obtain credit information in connection with the application. A disclosure shall be
written or provided to an applicant in the same medium as the application for
insurance. The insurer is not required to provide the disclosure statement required
under this subsection to an insured on a renewal policy if the consumer has previously
received a disclosure statement. An insurer's use of the following example disclosure
statement constitutes compliance with this subsection: "In connection with this
application for insurance, we may review your credit report or obtain or use a credit-
based insurance score based on the information contained in that credit report. We
may use a third party in connection with the development of your insurance score."

(d) If an insurer takes an adverse action based on credit information, the
insurer shall provide the notice as required in this subsection. The insurer shall

provide notice to the consumer

CSHB 47( ) 4
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(1) as required under 15 U.S.C. 1681m(a) (Fair Credit Reporting Act)
that an adverse action has been taken; and

(2) explaining the reason for the adverse action; the reason must be
provided in sufficiently clear and specific language so that a person can identify the
basis for the insurer's decision to take an adverse action; the notification must include
a description of up to four factors that were the primary influences of the adverse
action; the use of generalised terms such as "poor credit history," "poor credit rating,"
or "poor insurance score” does not meet the explanation requirements of this
paragraph; standardized credit explanations provided by consumer reporting agencies
or other third-party vendors are presumed to comply with this paragraph.

(e) An insurer shall indemnify, defend, and hold the insurer's agents harmless
from all liability, fees, and costs arising out of or relating to the actions, errors, or
omissions of an agent who obtains or uses credit information or insurance scores for
an insurer if the agent follows the instructions of or procedures established by the
insurer and complies with any applicable law or regulation. This subsection does not
provide a consumer or other insured with a cause of action that does not exist in the
absence of this subsection.

() A consumer reporting agency may not provide or sell data or lists that
include information that, in whole or in part, was submitted in conjunction with an
insurance inquiry about a consumer's credit information or a request for a credit report
or insurance score. The restrictions provided in this subsection do not apply to data or
lists the consumer reporting agency supplies to an insurance agent from whom
information was received, an insurer on whose behalf the agent acted, or an insurer's
affiliates or holding companies. Nothing in this subsection shall be construed to
restrict an insurer from being able to obtain a claims history report or a motor vehicle
report. In this subsection, “information” includes the expiration dates of an insurance
policy or any other information that may identify time periods during which a
consumer's insurance may expire and the terms and conditions of the consumer's
insurance coverage.

(@) In this section,

(1) "adverse action" means a denial or cancellation of, an increase in a

- CSHB 47( )
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! charge for, or a reduction or other adverse or unfavorable change in the terms of

2 coverage or amount of insurance, existing or applied for, in connection with the
3 underwriting of personal insurance;

4 (2) "affiliate" means a company that controls, is controlled by, or is
5 under common control with another company;

6 (3) "applicant" means an individual who has applied to be covered by a
7 personal insurance policy with an insurer;

8 (4) "consumer" means

9 (A) an insured whose credit information is used or whose
10 insurance score is calculated iln the underwriting or rating of a personal
11 insurance policy; or

12 (B) an applicant for a personal insurance policy;

13 (5 *"consumer reporting agency" means a person that, for monetary
14 fees, dues, or on a cooperative nonprofit basis, regularly engages, in whole or in part,
15 in the practice of assembling or evaluating consumer credit information or other
16 information on consumers for the purpose of furnishing consumer reports to third
17 parties;

18 (6) "credit information" means credit-related information derived from
19 a credit report, found on a credit report, or provided on an application for personal
20 insurance; information that is not credit-related may not be considered "credit
21 information,”" regardless of whether it is contained in a credit report or in an
22 application or is used to calculate an insurance score;
23 (7) *“credit report" means a written, oral, or other communication of
24 information by a consumer reporting agency bearing on a consumer's credit
25 worthiness, credit standing, or credit capacity that is used or expected to be used or
26 collected, in whole or in part, for the purpose of serving as a factor in determining
27 personal insurance premiums, eligibility for coverage, or tier placement;
28 (8) "insurance score” means a number or rating that is derived from an
29 algorithm, computer application, model, or other process that is based, in whole or in
30 part, on credit information for the purposes of predicting the future insurance loss
3l exposure of an individual applicant or insured;
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New Text: Underlined [DELETED TEXT BRACKETED]

KSfiBl



[ ]

© © N o o1 b w

11
12
13
14

16
17

19
20

22
23
24
25
26
27
28
29
30

WORK DRAFT WORK DRAFT 23-LS0306\H

(9) "personal insurance” means

(A) private passenger automobile coverage;

(B) homeowner coverage, including mobile homeowner's,
manufactured homeowner's, condominium owner's, and renter's coverage;

(©) noncommercial dwelling property coverage;

(D) earthquake coverage for a residence or personal property;

(E) personal liability and theft coverage;

(F) personal inland marine coverage;

(G) mechanical breakdown coverage for personal auto or home
appliances; and

(K) boat, personal watercraft, snowmobile, and recreational
vehicle coverage.

*Sec. 3. AS 21.39 is amended by adding a new section to read:

Sec. 21.39.035. Making of rates; personal insurance. (a) Credit
information may not be used to determine personal insurance rates, premiums, or
eligibility for coverage unless the insurance scoring models or scoring processes are
filed with the director. Insurance scoring models include all attributes and factors
used in the calculation of an insurance score.

(b) Information filed under (a) of this section

(1) is confidential, and the information is not subject to public
inspection under AS 40.25.100 -40.20.140;

(2) shall be considered a trade secret under AS 45.50.910; and

(3) may be made public by the director for the sole purpose of
enforcement actions taken by the director.

(©) In this section,

(1) “credit information™ has the meaning given in AS 21.36.460;
(2) "insurance score" has the meaning given in AS 21.36.460;
(3) "personal insurance™ has the meaning given in AS 21.36.460.
*Sec. 4. Section 3 of this Act takes effect immediately under AS 01.10.070(c).
*Sec. 5. Except as provided in sec. 4 of this Act, this Act takes effect January 1, 2004.

7 CSHB 47( )
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CS FOR HOUSE BILL NO. 47(STA)
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-THIRD LEGISLATURE - FIRST SESSION

BY THE HOUSE STATE AFFAIRS COMMITTEE

Offered:
Referred:

Sponsor(s): REPRESENTATIVES CIIENAULT, Wolf, Stevens, Crawford

A BILL
FOR AN ACT ENTITLED
"An Act prohibiting discrimination by credit rating or credit scoring in certain

insurance rates; and providing for an effective date.”
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 21.39.030 is amended by adding a new subsection to read:
(d An insurer or underwriter may not base a standard, rate, or rating plan in

whole or in part, directly or indirectly, upon a person's credit rating or credit scoring.
* Sec. 2. This Act takes effect immediately under AS 01.10.070(c).
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Introduction

In May 2002, at the request of Senator Kim Elton, then Director Bob Lohr agreed that the Division
of Insurance (Division) would undertake a review of the insurance industry’s use of a consumer’s
credit history for underwriting and rating personal lines insurance policies in Alaska.

This report is based on a survey the Division sent to all insurers writing homeowners or personal
auto insurance in Alaska. The purpose of the survey was to give the Division a broad overview of
how credit history impacts the Alaska market and to identify issues that would be reviewed more

closely in market conduct examinations. |

Summary of Conclusions

Based on the limited data received and evaluated so far, the use of insurance credit scoring in Alaska
appears to have different effects on different groups of Alaskan insurance consumers. The survey
data indicates that rural Alaska policyholders are more likely to be placed in the nonstandard
markets than are urban policyholders. The survey data also suggests that there is a trend for older
consumers to move from the preferred market to the standard market and even nonstandard market
with increasing age. A determination whether the policyholder distribution between preferred,
standard and nonstandard markets is due primarily to credit history or other underwriting and rating
factors is premature. However, the limited data do suggest that unequal effects exist on consumers
with varying income and ethnic characteristics. In the aggregate, consumers that reside in higher
income/high percentage Caucasian zip codes may be less impacted by the use of the consumer’s

credit history.

Since insurers have the burden of justifying that the use of credit history does not violate Alaska’s
laws, some restriction on the use of credit history would protect the public.

What is insurance credit scoring?

An insurance credit score, sometimes referred to as a credit-based insurance score or insurance
score, is a number developed from a mathematical algorithm or computer model based upon
information taken from a consumer's credit report. This number is used by insurers to assist them in

predicting a consumer's future loss potential.

An insurance credit score is calculated from a complex formula that uses information such as the
number of bankruptcies, judgments or tax liens, the number of late payments, the number of
accounts that are satisfactorily paid, the number of credit related inquiries, and the ratio of debt to
account limits that appears on a consumer’s credit report.

Insurance companies continually look for ways to reduce their expenses. One of the ways in which
they do this is by reducing their exposure to risk. An insurer can reduce its exposure to risk by either
not writing policies for consumers who present a high risk or by adequately pricing policies for the
exposure level of the consumer. Insurers believe that using a consumer’s credit history helps them
more accurately evaluate risk and determine the right price for the consumer. This belief is based
upon statistical analyses performed by insurers as well as by agencies that collect credit information.
According to insurers, these statistical analyses show that there is a strong correlation between
insurance risk and a consumer’s credit-related behavior.

1As part of its study, the Division is also conducting market conduct examinations of three insurance companies related

to their use of credit scoring. These market conduct examinations are not yet complete Because Alaska statutes provide
procedures for the examinee to comment on the examination report before the director adopts it. results trom the market

conduct examinations are not included in this report.

Insurance Credit Scoring in Alaska



Issues of concern regarding credit scoring

Leading up to the Division’s review of the use of credit scoring in Alaska, we heard concerns about
credit scoring from consumers, insurance producers (agents and brokers) and the Legislature.

Consumer Issues

Consumers have expressed concern over an insurer’s use of credit history for the following reasons:

1

ok ow

A cause-and-effect relationship between an individual’s credit related behavior and propensity
to file insurance claims has not been demonstrated.

Access to credit history is considered an invasion of privacy and providing unique identifying
information, such as a social security number, potentially exposes the consumer to identity
theft.

Credit reports may contain incorrect information.

Correcting erroneous credit reports can be a long process.

Individuals who have exceptional life circumstances that adversely impact their credit (identity
theft, medical-related debts, etc.) are doubly penalized.

Consumers who do not use credit may pay more for insurance than if their credit history were
not. considered.

Lack of information on what constitutes good or bad credit characteristics and the complexity
of the process for calculating an insurance credit score does not allow a consumer to know if he
or she is being treated fairly.

Shopping around for insurance may cause the consumer’s credit rating for lending purposes to
be lower if the lender considers the .lumber of inquiries in calculating a credit score.

Producer Issues

Insurance producers have expressed concern over the use of credit history in rating and underwriting
insurance policies for the following reasons:

1

2.

Some insurers do not allow the producer to provide a premium quote if the consumer does not
have a high enough insurance credit score.
Limited educational material is available to help the producer explain a very complex issue to a

consumer.
Screening applicants for insurance coverage based upon credit history is just another means to

redline’ certain geographical areas or minority groups.
Asking for social security numbers and the inability to offer quotes without a creditcheck may

erode the important relationship between a producer and the consumer.

Legislative Questions

L.

N

Is correlation between credit history and loss potential sufficient support for the industry to be
able to use a consumer’s credit history or should the industry be required to also demonstrate
causality?

Are victims of identity theft further victimized by credit scoring?

Does it make sense for a consumer to be able to qualify for a home loan but notbe able to
qualify for homeowner’s insurance coverage?

Why do otherwise similarly situated consumers sometimes pay dramatically different
premiums?

If consumers and regulators do not know the rules of the insurance credit scoring game, how
can the interests of Alaskans be protected?

: Redlining is a term used to mean that a particular group of consumers is experiencing difficulty in obiaming insurance

coverage. The most restrictive use of the term means that there is literally a line drawn on a map around a particular

geographic area in which an insurer does not want to offer coverage.

Insurance Credit Scoring in Alaska 2



6. Are there Fair Credit Reporting Act conflicts?

7. When insurance companies outsource insurance credit scoring are they able to adequately
oversee the practice so that consumer interests are not at risk?

8.  Why is it that insurance producers split with insurance companies on the issue of credit
scoring?

9. Can the Division of Insurance ban the use of credit scoring in establishing rates?

10. Can the director of the Division of Insurance use the Division’s rulemaking authority to find
that the use of credit history in the underwriting process is an unfair trade practice?

Existing Regulatory Framework

Rates and Rating Plans

Alaska Statute (AS) 21.39 provides guidelines for acceptable rates and rating plans used in Alaska.
AS 21.39.030 requires that a rate not be excessive, inadequate or unfairly discriminatory. AS
21.39.030 also requires that in making rates, insurers consider past and prospective loss experience,
reasonable underwriting profit and expenses. If risk classifications are used, the insurer must
demonstrate that the standards used for measuring differences in hazards or expenses have a

probable effect on losses or expenses.

AS 21.39.040 requires every insurer to file with the director every rate, rating plan, rating schedule
and rating rule that the insurer proposes to use. Each filing must include support for the proposed
rates and rating plans to demonstrate that the filing meets the standards in AS 21.39.030. The
director has authority to request additional information from the insurer to assist the director in
determining if the filing meets these standards. The director may disapprove a filing unless it
demonstrates that the proposed rates or rating plan are not excessive, inadequate or unfairly
discriminatory. A filing and all supporting information is open to public inspection after the filing

becomes effective.

AS 21.36, the trade practices chapter also would apply to rating plans and, in particular, prohibits
unfair discrimination. Under AS 21.36.090(c):

A person may not make or permit arbitrary or unfair discrimination between insureds or
property having like insuring or risk characteristics, in the premium or rates charged for a
policy or contract of property, casualty, surety, marine, wet marine or transportation
insurance, or in the dividends or other benefits payable on the insurance, or in the selection of
it, or in any other terms and conditions of the insurance.

Beginning in 2002, the Division asked insurers who submit personal lines rate filings that, include the
use of credit history in their rating plans to comply with certain new minimum standards.” These
minimum standards were developed from testimony provided to the legislature during the 2002
legislative session. These minimum standards are:

1 An insurer should not impose a surcharge based on the absence of credit history or inability to
determine the consumer’s credit history.

2. An insurer should not use the number of inquiries, medical information, particular i\pe of
credit card, or total line of credit in determining a consumer’s credit score.

3. If a policy is rated using disputed credit history, the insurer should rerate the policy retroactive
to the effective date of the policy if the consumer resolves the dispute under the Fair Credit
Reporting Act process and notifies the insurer that the dispute has been resolved,

Two insurers revised their previously approved auto rating plans to comply with these minimum
standards. One filing from a third insurer is under review by the Division at this lime.

5The Division also recommends similar minimum standards with respect to underwriting.

Insurance Credit Scoring in Alaska 3



AS 21.39.090 requires that every insurer, upon written request by the insured, shall furnish to an
insured all pertinent information concerning a rate. Each insurer must also provide a means for a
person aggrieved by the application of the rating system an opportunity to be heard. The purpose of
the hearing would be to review the manner in which the rating system has been applied to the
aggrieved person. Under this provision, insureds have a right to know the insurer’s standards for
calculating rates. An insurer that elects to use credit history in calculating a consumer’s insurance
rate or premium needs to provide adequate information to the insured showing how that rate is

calculated.

Underwriting

Underwriting is the process by which an insurer decides whether or not an applicant for insurance
coverage will be issued an insurance policy. Each insurer may develop its own underwriting criteria
for the type of risk the insurer wants to write. For example, an insurer may decide that it will not
offer personal auto coverage for consumers who drive imported sports cars. This is an underwriting
decision. Another insurer may decide that it will write consumers who drive imported sports cars,
but will do so by charging these consumers higher rates. The decision to provide coverage for
foreign sports cars is an underwriting decision. Charging the consumer a higher rate, and
determining how much the surcharge will be, is a rating decision.

In some cases there is an overlap between underwriting and rating. This may occur when an insurer
uses insurance credit scoring, as well as other more traditional underwriting and rating factors, as
part of the process for determining the placement of the consumer into one of several companies
owned by one insurer, insurer group, or an insurance holding company. An insurer may consider
this an underwriting process primarily because the insurer is using the insurance credit score as an
underwriting criterion that determines the company for which the consumer is qualified. However,
if each company has also filed distinct rates for the risks covered by that company, the underwriting

decision also becomes a rating decision.

For purposes of this report, underwriting includes the criteria an insurer uses to place an applicant in
one of multiple affiliated insurers. Insurers are not required to file underwriting guidelines with the
Division before the guidelines are used. However, the Division does have authority to regulate
underwriting guidelines under AS 21.36.090(c). As noted above, this section states:

A person may not make or permit arbitrary or unfair discrimination between insureds or
property having like insuring or risk characteristics, in the premium or rates charged for a
policy or contract of property, casualty, surety, marine, wet marine or transportation
insurance, or in the dividends or other benefits payable on the insurance, or in the selection
of it, or in any other terms and conditions of the insurance, (emphasis added)

An underwriting guideline that is unfairly discriminatory would be regulated as an unfair trade
practice. If the underwriting guideline were determined to violate Alaska laws, the Division would
take administrative action to stop the practice. This procedure is in contrast to the rate filing
procedures that require the Division’s approval before the insurer can use a rate or rating plan.

Confidentiality Issues

Because insurers and third party vendors invest significant amounts of time and money to develop
insurance credit scoring models, many insurers and third party vendors assert proprietary trade secret
status for these models. Under Alaska’s rating laws, information used by an insurer, as support for
its rating plan becomes public information when the filing becomes effective. Several rate filings
submitted to the Division were disapproved when the insurer did not provide adequate support for
the model because they, or the third party vendor, did not want the model to become public.4

4 Insurers and third parly vendors have generally expressed a willingness lo allow insurance regulators access to their

models, provided the regulators do not disclose the models to the public.

Insurance Credit Scoring in Alaska 4



Unless the scoring models are open to scrutiny, only the insurers or the third party vendors who have
developed the models, and have a vested interest in seeing that insurance credit scoring is used, will
be able to know and analyze how the models are developed and how they impact the insurance
buying public. There will be no studies of these models to independently validate the conclusions
put forth by insurers and the credit industry. For a practice that raises so many concerns,
independent validation of the models may be essential.

History of Insurance Credit Scoring in Alaska

The first rate filing proposing to use insurance credit scoring as a rating factor was submitted to the
Division in May 1997 and approved by the Division to take effect in September 1998. A significant
amount of correspondence between the Division and the insurer occurred before the filing was
approved. Six additional insurer groups began using insurance credit scoring as a rating factor in
1999 and 2000. The Division has disapproved five filings proposing to use insurance credit scores
for personal auto and three for homeowners because the insurers were unable or unwillmg to provide

adequate justification to support the use of credit history.

The use of credit history in underwriting has had a longer history in Alaska. Seven insurer groups
use credit history in underwriting. One insurer group began using credit history in 1989 while others
began using it between 1994 and 2001,

Summary of Credit Scoring Survey

The test of whether the use of credit history in insurance underwriting and rating complies with
Alaska’s insurance laws lies only partially in the theoretical support for how credit history correlates
with loss history provided in rate filings. After a rating plan is in use, the actual market results must
also demonstrate that the rating plan performs generally as predicted. With Alaska’s'unique
population characteristics, genuine questions and concerns exist about the impact of credit history on

Alaska’s insurance buying public.

To help the Division assess this impact, all insurers that wrote either personal auto or homeowners
business in Alaska during 2000 and 2001 were asked to complete a survey describing the insurer's
use of credit history. In the survey, the Division told insurers that individual company data would be
treated in accordance with the confidentiality standards in AS 21.06.060. However, insurers were
also notified that the information obtained in the survey would be used to present a report to the
legislature and aggregate data that do not identify individual company practices would be included in
the report. Any information provided in the survey that is also publicly available in approved rate

filings would remain public.

The insurers were asked to provide data related to zip codes, age, marital status, sex and market or
tier. The analysis of the survey data is limited because the survey did not ask for individual
policyholder data nor did it ask for demographics such as income or race, because insurers do not

collect this information.

Because income and race data are not available, the Division used census data by zip code5to
identify both urban and rural zip codes with high and low median household income and various
ethnic compositions to be used as a proxy for income and ethnicity of the policy! olders. Data from
all insurers writing business in a particular. ip code were combined, whether the insurer uses credit
history as an underwriting tool or as a rating factor so that an individual insurer’s policyholder
distribution cannot be determined from the data provided in this report.

Another proxy was needed for a consumer’s credit history since the data received in the survey did
not include individual policyholder data. Each insurer has its own unique way of using credit history

5The census data were taken from http://www.ehomes.com/ehome/buyers/neiahborhoodpmllle.asp?from=buyer
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in its rating plan or underwriting criteria; different insurers use different insurance credit scoring
models and different insurers use different underwriting criteria to classify the risk level of their
policyholders. In order to find a common theme that could be used to aggregate the survey data, and
provide the necessary proxy for credit history, the Division focused on three broad categories of risk,
preferred business, standard business and nonstandard business. Preferred business consists of those
consumers that are seen to present the least risk to an insurer. Standard business is the average risk,
and nonstandard business consists of those consumers the insurer believes have the highest level of

risk.

The preferred business category would generally include policyholders with good credit history,
standard business would generally include policyholders with average credit history and nonstandard
business would generally include policyholders with poor credit history. The survey data were split
among these categories based upon each insurer’s own characterization of the type of business the

insurer writes.

Because a consumer may be placed in a market based on the consumer’s credit history in
combination with other underwriting or rating factors, the categorization of preferred, standard or
nonstandard market is only a rough approximation for credit history. For example, a consumer may
be in the nonstandard market for reasons other than the consumer’s credit history, while, generally, it
would require good credit history for a consumer to be in the preferred market.

The survey asked for data for all years in which an insurer used credit history in rating or
underwriting. The distributions by year for each insurer were very similar. For sake of efficiency,
only personal auto data for 2001 is included in this report. This also allows the most companies to
be included and minimizes the possibility of identifying individual company data.

Anchorage

Table I contains policyholder distributions for Anchorage. Some of the Anchorage zip codes had
similar median household income and ethnic composition. Those zip codes with similar
demographic characteristics were combined together to add credibility to some of the zip codes in
which there were only a few policies. Two of the Anchorage zip codes, 99504 and 99516, had
demographics that differed from the other zip codes, so these zip codes were not combined with any

other zip code.

» Zip code Group A consists of zip codes 99501, 99509, 99510, 99511, 99512, 99513, 99514,
99520, 99521, 99522,99523 and 99524.

* Zip code Group B consists of zip codes 99502, 99507, 99515and 99518.

e Zip code Group C consists of zip codes 99503 and 99508.

The data in Table I indicates that the zip code that is predominantly Caucasian and has the highest
income also has the highest percentage of preferred policyholders and the lowest percentage of
nonstandard business. The zip code groups with the lowest median household income and largest
ethnic population have the smallest percentages of preferred policyholders and the largest
percentages of nonstandard business.

TABLE |
Zip Code Median Income % Caucasian Preferred | Standard Nonstandard
99516 $101,571 93% 67% 1 30% 3%
Group B $61,743 -S69.275 83%0-86% 59% e 3% ™
99504 i S55.095 80% 57% 35% 8%
Group C  $41,048 - $44,082 75% 51% 38% 11%
Group A $39,850 73% 50% 41% 10%
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Fairbanks

Table Il contains data from Fairbanks. Except for Fairbanks zip code 99712, the zip codes are
aggregated in a manner similar to that of the Anchorage zip codes.

* Zip code Group D consists of zip codes 99706, 99707, 99708, 99709 and 99710.
» Zip code Group E consists of zip codes 99701 and 99711.

TABLE |l
Zip Code Median Income % Caucasian Preferred Standard Nonstandard
99712 S62.613 93% 63% 32% 4%
Group D $53.550 86% 49% 43% 8%
Group E $-10,234 76% 50% 41% 9%

Fairbanks shows a similar distribution to that of Anchorage. The zip codes with higher income and a
larger percentage Caucasian population have more preferred policyholders and fewer nonstandard
policyholders than the remaining zip codes.

Figure 1l
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Rural Alaska

Table 11l contains data from rural Alaska. The policyholder distributions for rural Alaska are
represented by some of the larger communities in various locations around the state: Dillingham
(99576), Bethel (99559), Barrow(99723), Cordova (99574), Soldotna (99669), Wrangell (99929)

and Craig (99921).

TABLE 111
Zip Code  Median Income % Caucasian Preferred Standard Nonstandard
99576 $53,484 37% 28% 57% 15%
99559 $51,119 32% 34% 49% 16%
99723 $80,257 31% 28% 48% 24%
99574 $72,711 84% 43% 47% 10%
99669 $57,981 94% 57% 37% 6%
99929 $51,879 80% 33% 56% 11%
99921 $53,766 76% 40% 46% 15%

With the exception of Soldotna, rural Alaska generally has higher percentages of nonstandard
business and lower percentages of preferred business than either Fairbanks or Anchorage.
Figure 111
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100%%0
80%
60%
40%
0%

0
99576 99559 99723 99574 99669 99929 99921

Zip Code

O Preferred goStandard O Nonstandard

For comparison purposes to see how the use of credit history may have impacted the overall Alaska
market, the survey also asked for the policyholder distribution for the year prior to the first use of
credit history in either rating or underwriting. Because this is a different year for each insurer, the
data in the following tables is from various years between 1996 and 1999 depending on the year in
which the insurer first used credit history. The reason lor combining different years is to minimize

the possibility of identifying individual insurer experience.

The insurers included in Tables 1V - VI below are somewhat different from the insurers included in
TABLES I- Ill above. Different groups of insurers are combined because some insurers did not
include data from the earlier years in the survey. Any attempt to compare the distributions in Tables
I - 1l with Tables IV - VI must be done with great caution as they do not include the same insurers
or the same policyholders. In addition, other rating and underwriting factors have not remained
static over the years. Therefore, the criteria used to determine if a consumer qualifies as preferred,
standard or nonstandard business varies over the lime period from 1996 - 2001 and arc not restricted
just to the implementation of credit history as a rating or underwriting factor.
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Anchorage Priorto Use of Credit History

TABLE IV
Zip Code Median Income % Caucasian  Preferred Standard Nonstandard
99516 $101,571 93% 65% 30% 5%
Group B $61,743 - $69,275 83%0-86% 55% 34% 11%
99504 $55,095 80% 53% 35% 13%
Group C  $41,048 - $44,082 75% 49% 34% 17%
Group A $39,850 73% 47% 37% 16%

As is the case with the 2001 data, there is more nonstandard business and less preferred business in
the lower income/ higher ethnic population zip codes. These zip codes also see a shift in the
distribution of preferred and nonstandard business before and after insurers began using credit
history, with a similar but smaller shift of business between markets in the highest income
predominantly Caucasian zip code. Because of the limitations of the data supplied in the survey, no
conclusion can be drawn to definitively conclude that the use of credit history is the reason that
fewer policyholders are classified as nonstandard business in 2001 than before these insurers began

using credit history.

Fairbanks Prior to Use of Credit History

TABLE V
Zip Code Median Income % Caucasian  Preferred Standard Nonstandard
99712 $62,613 93% 58% 35% 7%
Group D $53,550 86% 44% 45% 11%
Group E $40,234 76% 46% 40% ; 149;

The Fairbanks data shows results similar to that of the Anchorage data. Even before insurers began
using credit history for rating or underwriting policyholders, the higher income predominantly

Caucasian zip codes have higher percentages of preferred business than the lower income zip codes
while the lower income/higher percentage ethnic zip codes tend to have more nonstandard business

than the higher income zip codes.

Rural Alaska Prior to Use of Credit History

TABLE VI

Zip Code Median Income % Caucasian  Preferred Standard Nonstandard

99576 $53,484 37% 19% 58%. 22%

99559 $51,119 32% 19% 52% 29%.

99723 §S0.257 31% 179 48% 35%

99574 $72,711 84% 20% 55% 24%

99669 $57,981 94% 48% 39% 13%

99929 $51,879 80% 12% 70% 18%

99921 $53,766 76% 19% 44%,. 36%. i
In spite of the fact that the aggregate data in Tables I - 1l is not entirely comparable with the

aggregate data in Tables IV - VI, there are similarities in the risk distribution for the year prior to the
implementation of the use of credit history (Tables IV - VI) with the 2001 distributions

(Tables I - 111). In general, higher income/lower minority zip codes have more preferred business
than lower income/ higher minority zip codes, while lower income/higher minority zip codes tend to
have more nonstandard policyholders. However, there are also differences in the distributions
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shown in Tables I - 11l and Tables IV - VI. The largest difference is in the nonstandard market
where a smaller percentage of business is classified as nonstandard in 2001. The question that
cannot be answered from the survey data is the extent to which the smaller percentage of
policyholders that are classified as nonstandard business in 2001 than before the use of credit history
is due to the use of credit history or to other factors.

This data does not conclusively demonstrate that using a consumer’s cred history allows more
individuals to be classified as preferred or standard. The data does appear to indicate that the use of
aconsumer’s credit history is causing some shifts in market distribution between preferred, standard

and nonstandard business.

Whether these results are due entirely to the use of credit history or some other underwriting/rating
factor cannot be determined from the data received from this survey. Some additional factors that
may be contributing to this shift in market distribution are:

1) AIll of these insurers varied their other underwriting and rating criteria between the time they
first started using credit and 2001. Therefore, the distributions may well reflect other changes
in the insurers operations in addition to credit history.

2) The data in the tables above does not account for the possibility that some consumers may not
have received an offer of coverage, at least in part because of the consumer's credit history.
These consumers may either be leaving the voluntary market to obtain coverage in the assigned
risk plan,6 moving to the few remaining insurers that do not use credit history or going without

insurance.
3) The data in Tables I - Il is from a different group of insurers than the data in Tables IV - VI.

Insurers have stated that when they use credit history they are able to write more business and renew
policies that they might otherwise non-renew. To test this claim, the change in the number of
policyholders written between 1999 and 2001 by insurers that use credit history was calculated from
information provided in the survey. In the aggregate, for those insurers whose data is included in the
tables above, the number of policyholders increased by approximately 8% from 1999 to 2001.
However, several of the insurers are writing less business in 2001 than they did in 1999. Individual
company results ranged from a decrease of 20% to an increase of 67% in the amount of business

written over this time period.

Additional study with more detailed data would be needed to draw more definitive conclusions.
Because the apparent redistribution of policyholders between preferred, standard and nonstandard
markets occurs during a lime period in which insurers are using credit history, the changes in
classification of business between preferred, standard and nonstandard business may be due, at least
in part, to the use of credit history. However, the data collected in the survey is not adequate to
clearly determine the extent to which these changes are the result of the use of credit history.

To evaluate the effect of the uses of credit history on age, the survey data was again aggregated into
three groups of preferred, standard and nonstandard business. The 2001 distribution of
policyholders by age and risk characteristics, as demonstrated by preferred, standard or nonstandard
classification is shown in Table VII. This data indicates that older consumers arc overall less likely
to be placed in a nonstandard market than the youngest consumers. However, there in a trend for
older consumers to move from the preferred market to the standard market and even nonstandard
with increasing age. Whether this trend is due to rhe individual’s credit history or other rating
factors cannot be determined from the data available in the survey.

0The personal auto assigned risk pool has been growing annually since 1999 when there were 051 new jpplicanis to the

pool. In 2002, the pool received 1.159 new applications.
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TAKLE VII

Age Group Preferred Standard Nonstandard
15-20 4% 39% 57%
21-30 15% 57% 29%
31-40 33% 53% 14%
41-50 43% 48% 9%
51-60 43% 50% 7%
61-70 52% 44% 4%
71-80 38% 57% 5%
81-90 19% 75% 6%

91-100 6% 77% 17%

The survey data did not categorize marital status other than by married or single, so the Division was
unable to evaluate the effect that unfavorable credit history resulting from a divorce might have on
underwriting or rating of an insurance policy.

A narrative summary of the responses to the survey is attached as Appendix A.

Appendix B contains a more detailed summary of insurer responses to specific questions. Each
guestion is followed by a summary of the responses to that question. Survey questions that required
the insurer to include an attachment or to include policyholder distributions are left blank in

Appendix B.
Recommendations and Conclusions

Recommendations

1. Iscorrelation between credit history and loss potential sufficient supportfor the industry to be
able to use a consumer's credit history or should the industry be required to also demonstrate

causality?

Correlation alone may not be sufficient support for use of insurance credit scoring with respect to
an insurer’s underwriting and rating practices. This is why with respect to rate filings the
Division has required insurers to establish more than a simple statistical correlation. In addition
to being required to show a strong statistical correlation, insurers have been required to show
fairness and reasonableness in the underlying assumptions and the methodology for determining
aconsumer's insurance credit score. The Division also reviews the manner in which the
insurance credit score is used in the overall rating plan to evaluate possible unfairly
discriminatory impacts. Insurers have been asked to justify that their use of a consumer's credit
history does not unfairly discriminate among urban vs. rural insureds or by age. Further, insurers
must show that any differences among risks (such as insureds with different insurance credit
scores) can be demonstrated to have a probable effect upon losses or expenses. AS 21.30.030(4).

“Causality" might be an appropriate standard depending on how that term is applied. Under the
American Academy of Actuaries (Academy) Actuarial Standard of Practice ""Concerning Risk
Classification.” if “causality” means establishing a “cause-and-effect' relationship between a
risk classification (in this case, a classification based on an insurance credit see.. mand loss, it
should not be made a requirement for a risk classification system because “causc-and-effect” is
often impossible or imnractical to prove statistically. According to the Academy, "causality” is
appropriate when it is applied in a less rigorous sense, such as when an insurer is required to
establish a plausible or reasonable relationship between characteristics of a classification and
loss. In this regard, risk characteristics should be neither obscure nor irrelevant to the protection

provided.

7American Academy of Actuaries, Actuarial Standards Board, Actuarial Standard of Practice No. 12 «‘Concerning Risk

Classification”, October 12. 1989.
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“Causality” also has been described as “the actual or implied behavioral relationship between a
particular rating factor or loss potential.” National Association of Insurance Commissioners
(NAIC), Report ofthe Rates and Rating Procedures Task Force ofthe Automobile Insurance
Subcommittee, November, 1978 at 5-6, as quoted inHartford Accident and Indemnity co. V.
Insurance Commissioner, 482 A.2d 542, 584 (Pa. 1984). As exemplified in the NAIC report,
“the longer a vehicle is on the road, for example, the more likely it is that the vehicle may be
involved in a random traffic accident; thus, daily and annual total mileage may be viewed a
causal rating factor.”

The use of credit history for underwriting and rating insurance policies is controversial, in part,
because studies that show a strong correlation between credit history and loss experience do not
also establish a cause-and-effect relationship.8To require insurers to meet the rigorous definition
of causality, that there is a clear and direct cause-and-effect relationship between a person’s
credit history and insurance loss experience would be difficult, if not impossible, to meet. Thus,
requiring a rigorous definition for causality could be tantamount to banning outright the use of
credit history for underwriting and rating purposes.

2. Are victims ofidentity theftfurther victimized by credit scoring?

If the identity theft results in the consumer receiving a less favorable insurance credit score than
the consumer would have received without the identity theft, and this results in higher insurance
premiums, then the consumer is further victimized by the use of insurance credit scoring. A
solution would be to prohibit the insurer from using any disputed credit history that results from
the identity theft and rerating or reunderwriting all policies that may have used the incorrect in

fonnation.

3. Does it make sensefor a consumer to be able to qualifyfor a home loan but not be able to
qualifyfor homeowner's insurance coverage?

It seems counterintuitive that a consumer could qualify for a home loan but not qualify for
homeowners insurance coverage when the reason for the denial is based upon the consumer’s
credit history. The difficulty is that, financial institutions and insurers use different models to
calculate a consumer’s credit score because they want to measure different characteristics of the
consumer. Financial institutions want to know if the consumer will pay back the loan. Insurers
w'ant to know if the consumer will file aclaim. Although each model relies on the consumer’s
credit history, the algorithms are not the same. Still, it does appear anomalous. This anomaly
could be addressed by prohibiting an insurer from basing an underwriting decision on credit
information.

4. Why do otherwise similarly situated consumers sometimes pay dramatically differentpremiums?

One of Alaska’s rating standards requires that rates not be unfairly discriminatory. Therefore,

otherwise similarly situated consumers that obtain insurance from the same company should pay
the same premium. However, Alaska law does not require that all insurers charge the same rates.
An insurer may choose to offer coverage to different segments of the market. Insurers that write
nonstandard business will generally have higher rates than insurers that write preferred business.

For insurers that use insurance credit scoring, rates may differ among companies because
insurers use different insurance credit scoring models. In addition, each insurer incorporates the
insurance credit score in different ways in their underwriting criteria or rating plans, thus

hAmerican Academy of Actuaries Risk Classification Subcommittee of the Property/Casualty Products, Pricing, and
Market Committee November 15. 2002 report on “The Use of Credit History For Personal Lines of Insurance; Report to

the National Association of Insurance Commissioners” p. 6, 13 and 18.
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resulting in different premiums. Even though most insurers use credit history in conjunction
with other underwriting and rating factors, the degree to which the final premium is dependent
upon the consumer’s credit history varies from consumer to consumer and from insurer to
insurer. For a consumer who meets all other underwriting criteria for placement in the preferred
tier or company except for the credit history requirement, the consumer’s credit history may have
significant weight for that particular consumer, depending on the insurer. For some consumers,
their credit history may be the only factor that prevents them from receiving the best rate.

Simply because an insurer uses underwriting factors in addition to the consumer’s credit history
does not mean that all factors carry the same weight in determining the final premium.

5. Ifconsumers and regulators do not know the tides ofthe credit scoring game, how can the
interests ofAlaskans be protected?

If consumers do not understand how insurance credit scoring works or understand their rights,
then they will not know how to determine if they are being treated fairly.

Many insurers provide educational material to their producers and the insurance buying public.
However, 36% of the insurers responding to the survey do not have educational material, 52% do
not explain the difference between an insurance credit score and a credit report, and 29% do not
tell the consumer what attributes of his or her credit history contributes to an adverse action. An
informed insurance buying public is better able to protect its interest. Insurers can assist by
doing a better job of making the insurance credit scoring process more transparent to the
insurance buying public. This would include making available materials that describe what
criteria from the credit report are used in calculating an insurance credit score, explaining what
types of behavior improve an insurance credit score and the types of behavior that negatively
impact the insurance credit score. This information needs to be specific and based upon the
credit history that served as the basis for the adverse action so that the consumer can apply it to

his or her own situation.

The Division strives to protect Alaska's consumers by reviewing and analyzing (he insurance
credit scoring models used by insurers that propose to use insurance credit scoring in their rating
plans. Some insurers have not provided this information to the Division because the developers
of the insurance credit scoring models, insurers or third party vendors, do not want their models
to become public information. They argue that being forced to disclose their models is a
violation of their intellectual property or trade secret rights. Insurers that have not provided this
information have had their filings disapproved. Making the insurance credit scoring models
confidential would continue to allow the Division to review the models but it would limit the
ability of consumers to get the same information to understand how their rates are determined
and to know that they are being treated fairly. Requiring minimum standards for the models is a
way to help protect the interests of Alaskan consumers.

Inaccurate credit history may result in an insurer assigning a higher rate to a consumer than
would otherwise apply had the correct information been used. Inaccurate credit history ma> be
due to the presence of inaccurate information as well as the absence of accurate information.
Because correcting inaccurate credit history may sometimes take an extended period of time, one
possible remedy for quickly reversing adverse actions would be for insurers to use credit htsiors
from all three of the major credit bureaus when the adverse action is the result of a disputed
credit history. If there is a discrepancy between the credit history on file with the different credit
bureaus, the credit history should not be used until the differences are reconciled. This would
help to ensure that accurate information is used since information available from one credit
bureau may differ from that at another credit bureau.

6. Are there Fair Credit Reporting Act conflicts?
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The Fair Credit Reporting Act does not require insurers to get a consumer’s permission to look at
his or her credit history, but it does require insurers to notify consumers when adverse action is
taken against the consumer and this action is based upon the consumer’s credit history. Some
insurers may not be providing adequate notice to consumers when adverse action is taken due to

the consumer’s credit history.

A representative from the Federal Trade Commission (FTC) addressed the Winter 2002 National
Association of Insurance Commissioners meeting. He said the FTC took a very broad view of
the definition of adverse action. Adverse action would include any action that results in a higher
charge or less coverage to the consumer than if the credit history had been more favorable.9
Simply because an insurer says they are giving a discount to an insured based upon the insured’s
credit history does not mean the insurer is not taking adverse action against the consumer. In
other words, if that discount does not result in the consumer receiving the best possible rate
available from the insurer, but only an intermediate rate, the insurer may still be taking adverse
action if the consumer would have received the best discount had the consumer’s credit history

been more favorable.

7. When insurance companies outsource credit scoring are they able to adequately oversee the
practice so thatconsumer interests are not at risk?

Whether an insurer uses the services of a third party vendor or develops its own insurance credit
scoring model, the insurer is ultimately responsible for the underwriting and rating systems that
it uses. An insurer who uses a third party vendor may not rely upon the third party to ensure that
the model meets the standards set out in Alaska law. When a consumer disputes credit history
used by an insurer, the insurer sends the consumer to the credit reporting agency to resolve the
dispute. This may be inconsistent with AS 21.39.090 that requires each insurer to provide a
means for the consumer to be heard on the manner in which the rating system has been applied.
One possible way in which the insurer can exercise more control over the practice would be to
not include the use of disputed information, when the consumer can demonstrate that incorrect
information has been used and not wait until the incorrect information has been corrected by the

credit bureau.
S. Why is it that insurance producers split with insurance companies on the issue ofcredit scoring?

Not all producers agree on the use of credit history, either among themselves or with the insurers
that they represent. Insurance producers are on the front line with consumers. They are placed
in a position of having to explain a very difficult, controversial subject about which they may
have minimal understanding or information to share with their client. As an example, it is the
producer that must explain to a consumer with clean loss history that he or she cannot get the
best available rate because of the consumer’s unfavorable credit history.

At the same time, because the use of credit history is such a wide spread practice, some
producers, particularly those who may only be able to offer coverage with one or two insurers,
have concerns about the availability of these markets if limitations are placed on how an insurer

can rate a policy.

9. Can the Division oflnsurance ban the use ofcredit scoring in establishing rates?

The Division can ban the use of credit scoring in establishing rates if it is found to result in rates
that are inadequate, excessive or unfairly discriminatory. For insurance credit scoring, the most
critical issue is does it result in rates that are unfairly discriminatory. None of the models the
Division has reviewed include income, location, race, religion or disability to calculate an
insurance credit score.

1Federal Trade Commission Stires-Bull staff opinion letter, March 1. 2000.
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10.

No study to date has adequately answered the question of whether the use of credit history results
in rates that are higher, or lower, on average for a protected class of consumers or for consumers
with lower incomes. In addition, the Alaska survey data does not identify whether the use of
credit history acts in an unfairly discriminatory manner on individual policyholders. The
information obtained in the Alaska survey suggests that it may have an impact, but the extent of
the impact could not be determined from the information received in the survey.

AS 21.39.030(4) allows insurers to group risks by classifications for purposes of determining
rates. The statute states that acceptable standards for measuring variations in hazards are those

that can demonstrate they have a probable effect upon losses.

Based on information gathered to date, the Division cannot make a determination to impose an
outright ban on the use of credit history. Without such a determination, legislative action would
be needed to ban the use of insurance credit scoring in determining rates. Such action should
also consider the implications of a ban related to the use of credit history in underwriting.
Companion statutory changes would be needed in AS 21.36.

Can the director ofthe Division oflnsurance use his rulemaking authority tofind that the use of
credit scoring in the underwriting process is an unfair trade practice?

The director might be able to use the Division’s rulemaking authority under AS 21.36.150(d) to
find that the use of credit scoring in the underwriting process is an unfair trade practice.

Conclusion

Based on the limited data received and evaluated so far, insurance credit scoring in Alaska appears
to have different effects on different groups of Alaskan insurance consumers. In the aggregate,
consumers that reside in higher income/high percentage Caucasian zip codes may be less impacted
by the use of the consumer’s credit history. It is premature to determine whether the policyholder
distribution between preferred, standard and nonstandard markets is due primarily to credit history or
to other underwriting and rating factors. However, the limited data does suggest that unequal effects
exist on consumers with varying income and ethnic characteristics.
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APPENDIX A

SUMMARY OF CREDIT SURVEY RESPONSES BY PERSONAL AUTOMOBILE AND
HOMEOWNERS INSURANCE COMPANIES IN ALASKA

In August 2002, the Alaska Division of Insurance sent a survey entitled ALASKA DIVISION OF
INSURANCE - INVESTIGATION ON THE USE OF CREDIT SCORES, INSURANCE SCORES,
OR CREDIT HISTORY IN INSURANCE RATING AND UNDERWRITING to the 97 companies
that provide personal automobile and homeowners coverage in Alaska. The survey is part of an
effort by the Division to determine how a consumer’s credit history is used in personal insurance.
Companies were asked to respond with a completed survey for each line of business for which a
consumer’s credit history is considered.

To date, 91 companies, 94% of those contacted, have responded. Of these 27 were from companies
that no longer write business in Alaska and, therefore, did not complete the survey. This summary is
based on the remaining 64 company responses from active insurers. Because some companies
responded for both automobile and homeowners insurance, a total of 79 survey responses were
evaluated. The Division asked each individual insurer to respond to the survey rather than each
insurer group. Therefore, the number of insurers indicating that they use credit history for rating
purposes differs from the number of filings that have been submitted to the Division. Affiliated
insurance companies, insurers in the same insurer group, frequently submit a combined ra:e filing.

The following definitions were used in the survey:

Credit score - A number developed from financ al information using a statistical model.
This term also includes an insurance score.

Credit information - Financial information such as bankruptcies and tax liens, but no
conversion is made to a numerical score.

Credit history - Credit information and credit scoring

Of the 64 active personal auto or homeowners insurers who responded, 37 (58%) obtain a
consumer's credit history. Of these 37 insurers, 22 companies use credit history for underwriting.

10 companies for rating, and 5 companies use it for both. At the time the survey responses were due,
four companies had rate filings which proposed the use of credit history under review with the
Division. Five other insurers indicated that they plan to begin using credit history within the next

twelve months.

Underwriting decisions based on credit history, decisions that determine if a company will accept a
risk, are made at the time a consumer seeks a premium quotation, at the time the application is
considered for approval, or upon renewal of a policy. Some insurers will not provide a quote to a
consumer who has an unfavorable credit history. Some insurers will base a decision to not renew a
policy on the consumer’s unfavorable credit history in combination with a risk-related factor such as
claims history. The definition of unfavorable credit history, which marks an insured as a poor risk,
can vary from insurer to insurer, with some insurers considering only a recent bankruptcy while
other insurers consider an insurance credit score that is based upon an assortment of credit-related

factors.

Rating decisions based on credit history are decisions that determine the price paid for coverage and
are made at the time of application or at renewal. Some insurers automatically reevaluate the

policyholder's credit history at renewal to ensure that the policyholder is placed in the correct market
or tier. Other insurers only use credit history for new business, but will review the consumer's credit

Insurance Credit Scoring in Alaska 16



history at the consumer’ request to determine if a lower rate may be charged due to improved credit
history.

Although insurance companies first began using consumer credit information in 1989, credit scoring
was not implemented until 1994. Initially, companies considered the consumer’s history of
bankruptcy or judgments as part of a larger component that might be referred to as financial
responsibility, financial stability, or personal responsibility. Other factors considered in this
component were such things as home ownership, length of time at residence, or length of time with
employer. By 1994 many companies had replaced this component with the numerical insurance
credit score. The majority of companies use credit history for personal auto and homeowners
coverage, but a few companies consider it for other types of personal insurance, such as boat owners,
motorcycle, condominium owners, renters, and farm insurance.

Of the companies using insurance credit scoring, 86% use a third-party vendor to provide their
model. The companies are almost evenly split between the use of Choicepoint (53%) and Fair, Issac
& Compapv, Inc. (47%). Many of the companies were either unaware of the details of the model
used by u.dr vendor or referred the Division to the vendor for details.

While information regarding the use of credit history was requested for underwriting, rating,
solicitation, and company placement, six companies also disclosed its use in the policy reinstatement
process. Credit history is not used by any of the companies to deny a claim or determine the amount
of aclaim payment. Two companies use credit history to determine a consumer’s payment options.

Automobile Insurance

The highly competitive personal automobile insurance market appears to be the area where a
consumer’s credit history is most often considered. Of the 54 active automobile insurers who
responded to the survey, 33 companies use credit history. Twenty companies use it for underwriting.
9 companies for rating, and by 4 companies for both underwriting and rating.

How Personal Auto Insurers Use
Credit History

0 Unoerw riling m Rating O Both O Neither

While there are many insurers that do not use credit history for either rating or underwriting personal
automobile insurance, these insurers comprise only approximately 12% of the market share. The
ability of a consumer to obtain personal automobile coverage from one of these insurers may be
limited.

Based on 2001 liability written premium market share, 66% of the market uses credit history in
underwriting, 13% of the market uses credit history in rating, 9% of the market uses credit history
for both rating and underwriting and 12% of the market does not use credit history.
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Use of Credit History By
Personal Auto Market Share

CJUnderw riting mRating CIBoth  INeitner

Eight-two percent of these companies write preferred business, 73% write standard, and 61% write
non-standard or high risk. Insurers may provide coverage for these different groups by placing them
in separate affiliated companies, by placing these different types of risk in one company through the
use of tiers, or by using a combination of the two methods. A tier structure is used by 70% of the
companies, but only 33% used this structure prior to the use of credit history. A multiple company
structure is used by 73% of the companies and the use of credit history prompted no change in the

use of this structure.

Only 42% of the companies provide guidelines to their producers and underwriters on the use of
insurance credit scores. Generally, those insurers that do not provide guidelines on the use of credit
history use an automated underwriting process and there is minimal review needed by the producer
or underwriter to determine if an applicant will be offered coverage.

Consumer education is undertaken by some companies by providing educational material on the use
of credit information (64%0). by providing an explanation of the difference between a credit report
and credit score (42%), or by providing a summary of the Fair Credit Reporting Act (48%). When
guestions or disputes arise regarding credit history, consumers are directed to the credit bureau

(64%) or to Choicepoint (17%).
Underwriting

The Division recently has suggested to insurers that want to use credit history in underwriting to
adhere to certain minimum standards. These minimum standards were developed from testimony
provided to the legislature during the 2002 legislative session. The following provides a brief
description of how the market currently addresses these standards.

1. The insurer should obtain the insured's permission to use credit information.

Some insurers notify the consumer that his or her credit history will be used in the underwriting
or rating decision and others do not. The use.of credit history is mandatory for 79% of the
companies. Of those companies for which the use of credit history is mandatory. 9% will not
provide a quote without credit history. If the applicant does not want his or her credit history to
be used, 15% of the insurers will use all other relevant information to underwrite the policy and
7% will assign an intermediate tier or rale. The remaining insurers will either attempt to order
the applicant’s credit history anyway or provide a quote but not issue the policy until the credit

history is obtained.
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The policy should not be nonrenewed in whole or inpart based on credit information.

Eighteen percent of the insurers use credit history as the sole criteria in underwriting or rating
decisions. The other insurers use credit history in combination with other rating or underwriting

factors.

Some insurers use credit history to retain a policyholder that they might otherwise non-renew
because of loss experience if the insured’s credit history is favorable suggesting that the
likelihood of loss is low.

An insurer should notdeny coverage in whole or in parton the absence ofcredii history or the
inability to determine credit history ifthe insurer has received accurate and complete

information.

Ten percent of the companies would not issue a policy if an applicant’s credit history could not
be determined.

An insurer should not deny coverage based on the number ofinquiries, medical information,
particular type ofcredit card, or total line ofcredit.

Due to contractual agreements with the vendors, all companies did not submit information
regarding the models used by third party vendors. Because the information was not provided in
the survey and the fact that the Division does not use a prior approval approach with
underwriting factors, we are unable to determine the extent to which insurers may be in
compliance with these standards.

Rating

The Division recently began asking insurers submitting rate filings that propose to use credit history
in the rating plan to adhere to certain minimum standards. These standards were also de\eloped
from testimony before the legislature in the 2002 session. The following provides a brief description
of how the market currently addresses these standards.

1.

An insurer should not impose a surcharge based on the absence ofcredit history or inability to
determine the consumer's credii history.

Although no company reported that a policy would be surcharged due to the absence of
credit history or inability to determine credit history, three companies would not issue a
policy and three companies would assign the worst possible credit score. Four insurers
consider this situation as slightly unfavorable, three assign an average score which is eligible
for all tiers, and one insurer ignores this factor by assigning a tier based on all other factors.

An insurer should not use the number ofinquiries, medical information, particular type ofcredit
card, or total line ofcredii in determining an insured's credit score.

Two insurers have revised their rating plans to use an insurance credit-scoring model that
complies with these standards. Another filing is currently under review by the Dmsion

Ifapolicy is rated using disputed credit history', the insurer should re-rate the pohc\ retroactive
to the effective date ofthe policy ifthe consumer resolves the dispute under the Fair Credit
Reporting Act process and notifies the insurer that the dispute has been resolved.

When corrected information is received, 10 of the insurers will apply the corrected
information to all affected policies, 6 will apply the corrected information to the current
policy only and S will only apply the corrected information if it results in lower rates for the
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insured. Five of the companies will apply the corrected information to the current policy
term plus the prior term.

Homeowners Insurance

Of the 30 active homeowners insurers who responded to the survey, 13 (48%) use credit history.
Credit history is used by 12 companies for underwriting and by 1 company for rating.

How Homeowners Insurers Use
Credit History

iCJUnderw riting mRating CINeither J

The insurers that do not use credit history for either rating or underwriting comprise approximately
54% of the market share.

Use of Credit History By
Homeowners Market Share

45.54%

0.05%

;0 Uiderw riting m Rating O Neither

Ninety-one percent of these companies write preferred business. 91% write standard, and 45% write
nonstandard or high risk. Insurers may provide coverage for these different groups by placing them
in separate affiliated companies, by placing these different types of risk in one company through the
use of tiers, or by using a combination of the two methods. A tier structure is used b\ 27% of the

companies, but only 18% used this structure prior to using credit history. A multiple company
structure is used by 64% of the companies and the use of credit history prompted no change in the

use of this structure.
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Only 64% of the companies provide guidelines to their producers and underwriters on the use of
credit scores. Generally, those insurers that do not provide guidelines on the use of credit history use
an automated underwriting process and there is minimal review needed by the producer or
underwriter to determine if an applicant will be offered coverage.

Consumer education is undertaken by some companies by providing educational material on the use
of credit information (73%), by providing an explanation of the difference between a credit report
and a credit score (67%), or by providing a summary of the Fair Credit Reporting Act (45%). When
guestions or disputes arise regarding credit history, consumers are directed to the credit bureau
(45%), Choicepoint (27%), or the Division of Insurance (9%b).

Underwriting

The Division recently has suggested to insurers that want to use credit history in underwriting to
adhere to certain minimum standards. These standards were developed from testimony before the
legislature in the 2002 session. The following provides a brief description of how the market
currently addresses these standards.

1. The insurer should obtain the insureds permission to use credit information.

The use of credit history is mandatory for all the companies surveyed. If an applicant or
insured does not wish to have this information used, 36% of the companies will attempt to
order it anyway.

2. The policy should not be nonrenewed in whole or in part based on credit information.

Seven percent of the insurers use credit history as the sole criteria in underwriting'decisions.
but no insurer uses credit history as the sole criteria in rating decisions. Some insurers use
credit history to retain a policyholder that they might otherwise non-renew because of loss
experience if the insured’s credit history is favorable, suggesting that the likelihood for loss
is low.

3. An insurer should notdeny coverage in whole or in part on the absence ofcredit history or the
inability to determine credit history ifthe insurer has received accurate and complete
information.

Nine percent of the companies would not issue a policy if an applicant’s credit history could
not be determined.

4. An insurer should not deny coverage bused on the number ofinquiries, medical information,
particular type ofcredit card, or total line ofcredii.

Due to contractual agreements with the vendors, all companies did not submit information
regarding the models used by third party vendors. Because the information was not provided
in the survey and the fact that the Division does not use a prior approval approach with
underwriting factors, we are unable to determine the extent to which insurers may be in
compliance with these standards.

Rating

Based on testimony before the 2002 legislative session, the Division recently oegan asking
companies submitting rate filings that propose to use credii history in the rating plan to adhere to
certain minimum standards.

Insurance Credit Scoring in Alaska 2



1. An insurer should not impose a surcharge based on the absence ofcredit history or inability to
determine the consumer's credit history.

Although no company reported that a policy would be surcharged due to the absence of
credit history or inability to determine credit history, two companies would place coverage in
an affiliated company. Two insurers will assign an average score which is eligible for all
tiers, one insurer will assign an intermediate rate or tier, and one insurer will assign the best
rate or tier.

2. An insurer should not use the number ofinquiries, medical information, particular type ofcredii
card, or total line ofcredii in determining an insured’s credit score.

Two filings are currently under review. The insurance scoring model in each of these filings
complies with these standards.

3. Ifapolicy is rated using disputed credit history, the insurer should re-rate the policy retroactive
to the effective date ofthe policy ifthe consumer resolves the dispute under the Fair Credii
Reporting Actprocess and notifies the insurer that the dispute has been resolved.

When corrected information is received 4 of the companies will apply the corrected
information to all affected policies, while 2 insurers will only apply the corrected information
if it results in lower rates for the insured. None of the companies apply the corrected
information to the current policy term only, but one of the companies will apply the
information to the current policy term plus the prior term.
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APPENDIX B

ALASKA DIVISION OF INSURANCE
INVESTIGATION ON THE USE OF CREDIT SCORES, INSURANCE SCORES, OR
CREDIT HISTORY IN INSURANCE RATING AND UNDERWRITING

This survey should be completed for each company and for each line of business that uses a
consumer’s credit history for rating or underwriting insurance products. For example, if a company
uses credit history in both homeowners and personal auto insurance, complete two surveys, one for

homeowners and one for auto.

You may include attachments if you need additional room to respond to the questions in the survey.
All attachments should clearly display the survey question number, line of business and company

name.

Please return completed surveys no later than September 30,2002.

Line of Business

Company Name

Address

NAIC Group and Company Number

Name of Individual Completing Survey

Title

Signature

Telephone

Fax

E-mail
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Fifty-two of the 79 survey responses are for personal auto business and 27 insurers submitted
responses for homeowners business. The total responses for many of the questions may not
equal the number of insurers who responded to the survey since many questions required that
the insurer provide multiple answers and some insurers did not answer all questions. In
addition, insurers that do not use credit history responded to onl(}/ the first three questions.
Responses reflect the companies’ practices as 0f September 30,2002,

In the following questions, credit score includes an insurance score, i.e., a number that is developed
from financial information using a model. Credit information means the consideration of financial
information, such as bankruptcies, tax liens, etc., that is not converted to a numerical score. Credit
history includes both credit scoring and credit information.

1. Does your company use credit scores in:

Auto

Underwriting 12 Yes 35 No
Rating 15 Yes 32 No
Solicitation 12 Yes 39 No
Company placement 21 Yes 30 No
Homeowners

Underwriting Yes 22 No
Rating Yes 26 No

4
1
Solicitation 1 Yes 25 No
Company placement 4 Yes 22 No

jr company use credit information in:

Auto

Underwriting 6 Yes 45 No

Rating 2 Yes 49 No

Solicitation 0 Yes 51 No

Company placement 2 Yes 49 No

Homeowners

Underwriting 6 Yes 21 No

Rating 0 Yes 27 No

Solicitation 0 Yes 27 No
2 Yes 25 No

Company placement

Note: Ifcredit history is used as placement criteria in one of multiple affiliated companies, this
would be included in company placement. If credit history is used as eligibility criteria for
placement in a tier within one company, this would be included in rating. Solicitation includes direct
writers and others who mail offers, or use other means to send advertising, toselectedconsumers

based upon their credit history.

3. a) If you are not currently using creditscoring or credit information,do you plan to begin
using it in the next 12 months?
Yes No

b) If your answer to a) is yes, are you considering its use in underwriting, rating, company
placement, or solicitation and for what lines of business?
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Three auto insurers plan to begin using credit history in underwriting in the next 12

months. Three homeowners insurers have rate filings pendl_n%_approv_al from the

tDh|V|S|ort1.120ne hghmeowner insurer plans to begin using credithistory in underwriting in
e next 12 months.

If you answered yes to any part in questions #1, #2, or #3 continue with the following questions.
Otherwise, sign the survey and return it to the Alaska Division of Insurance.

4.  What lines of business use credit scoring or credit information for:

Underwriting: Personal auto, homeowners, boatowners. motorcycle, recreational vehicle,
renter, condo, mobilehome. farm, landlord, residential fire, personal liability

Rating: Personal auto, motorcycle, homeowners

Solicitation: Personal auto, homeowners

Company placement: Personal auto, homeowners, renter
5.  What type of business does your company write?

Auto

27 Preferred

24 Standard

20 Non-standard (high-risk)
Other (please specify)

Homeowners

11 Preferred

11 Standard

5 Non-standard (high-risk)
Other (please specify)

6.  When did you first begin using credit scoring or credit information?

The first use of credit history in Alaska occurred in 1989 with two insurers using credit
information. Insurance credit scoring was first used in 1994. Over the years more
companies have continued to use credit history in underw riting or rating.

7. Is a credit score or credit information used as the sole criteria in decisions affecting a
consumer? (Sole criteria means that if a consumer’s credit score docs not meet a certain
threshold, or the consumer’s credit information does not meet a specified standard, the
consumer will be adversely affected. Other mitigating factors arc not taken into consideration.)

Auto

Underwriting 3 Yes 31 No
Rating 2 Yes 29 No
Solicitation 0 Yes 35 No
Company placement 4 Yes 22 No
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Homeowners

Underwriting 4 Yes 10 No

Rating 0 Yes 13 No

Solicitation 0 Yes 14  No

Company placement 2 Yes 11 No

8. If credit history is not used as the sole criteria in rating or underwriting decisions, how much
weight is it given? What other factors are considered in addition to credit history?

Auto

Weight Number of Insurers
50% 1

33% 4

1oi 3 factors used in

combination* 1

*The weight is difficult to determine because the contribution of the credit component
varies from policy to policy.

Examples of other underwriting factors used in conjunction with credit history for auto
coverage:

e Prior liability limits

» Number of days lapse in coverage

« Existence (or non-existence) of prior insurance coverage
« Drivers age

* Accident and conviction record

« Number of miles driven

« Type of vehicle (age, make, model)

* The insurance limit and deductible selected for purchase
e Drivers occupation

* Losses

» Driving experience

Homeowners:

For homeowners, none of the respondents estimated the weight given to credit history.
One insurer noted that credit history could be the sole reason to decline an applicant,
but there are other underwriting standards for which they could also decline an
applicant, such as prior losses, type of construction or property that does not comply
with building codes.

Examples of other underw riting factors used in conjunction with credit history lor
homeowners coverage:

e Loss history

e Prior insurance coverage
 Age of home

* Fire protection class
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CREDIT SCORING MODEL

9.

10.

11.

12.

13.

14.

Does your company use a credit-scoring model developed by a third party vendor or is the
model developed in house?

Twelve auto Insurers and four homeowners insurers develop their own insurance credit
scoring model. Twenty-three auto insurers and 9 homeowners insurers use a model
developed by a third party vendor. Three insurers develop a proprietary model in
conjunction with a third party vendor,

If you use a third party vendor, who developed the model used by your company.

Auto

12 ChoicePoint

11 Fair, Isaac & Company, Inc.
Homeowners

5 ChoicePoint

4 Fair, Isaac & Company

If you use a third party vendor, identify the specific model.

Whether you use an in-house model or a third party vendor model, attach a list of all criteria
that are included in the calculation of the credit score.

The criteria used in an insurance credit-scoring model vary by the particular model. The
following credit attributes are some typical criteria used:

Number of non-insurance inquiries

Number of derogatory public records such as bankruptcies, judgments or tax liens
Length of time since accounts were established

Aqge of oldest trade (installment loan or revolving account)

Number of trades paid on time
Number of months since most recent charge off (attempt by a creditorto collect)

Total number of non-closed auto loan trades

Number of months a trade is overdue

Number of inquiries for transactions initiated by consumer in last 6 months
Total of balances on accounts

Length of time accounts have been established

Percent of accounts paid as agreed in last 24 months tototal accounts
Number of accounts opened in the last 12 months

o e [ ) L[]

Attach statistical support that demonstrates the relationship of each criteria used in the model
to an insured's loss experience and that supports its inclusion in the model algorithm.

Attach statistical support that demonstrates the overall validity of the model and that it is an
accurate predictor of loss experience. This support should include multi-variate analysis, or
other appropriate statistical validation, not just loss ratios.
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15.

List any credit information that is not used in the model.

The credit attribytes that are not used also vary by the particular model. Some models
do not use the following items (but other models may use these items):

Non-consumer initiated inquiries

Multiple inquiries in r. 30-day period for auto loans or mortgages

Nei worth

Disputed items _

« Items identified as medical

o The numberortyfpe_ofaccounts

 Total balance orlimits

..@.

UNDERWRITING

16.

17.

Insurance Credit Scoring in Alaska

a) How many years of credit history affect underwriting or rating, either for inclusion in the
credit scoring model or for other uses?
1 year
3 years
7 years
10 years
Other (please specify)

b) If the length of time depends on the type of information, include an explanation.

The number of years of credit history that affects underwriting or rating %eneral_l varies
by type of information. Most insurers use all data that is available from™the credit .
buréau. This includes adverse nublic, records for 7 years and Chapter 7 bankruptcies for
10 years. Some insurers use inquiry information up to 24 months and others use it only
for'6 months. Some insurers use only 5 years of credit history while others use 5 years
only for bankruptcy, judgments, liens and foreclosures.

Does your company provide written guidelines to all your underwriters describing when credit
history is to be requested and how it is to be used and evaluated?

Auto
a) 14 Yes 17 No

Homeowners
a) 9 Yes 6 No

b) If yes, please provide a copy.
c) Ifno, how do you ensure compliance with underwriting guidelines?

Those that do not have written guidelines generally have automated systems that do not
allow for underwriter intervention.

Does your company provide written guidelines to all your producers describing u hen credit
history is to be requested and how it is to be used and evaluated?

Auto
a) 16 Yes 9 No

Homeowners

a) 14 Yes b5 No
b) If yes, please provide a copy.
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c) If no, how do you ensure compliance with company requirements?

Those that do not have written guidelines generally have automated systems that do not
allow for producer intervention. Some insurers are direct writers and do not sell
insurance coverage through a producer.

19. a) Do you periodically re-underwrite or re-rate your insureds to determine if there have been
any changes in their credit history that would give them a different rate or place them in a
different company or tier?

Auto 7 Yes 26 No
Homeowners2 Yes 11 No
b) How often do you re-underwrite or re-rate your insureds?

Auto

6___ Only at the insured’s request

Only at the producer’s request
Automatically at each annual renewal
Automatically every two years

Only if credii worsens

Only if credit improves

Based on loss experience

Other (please specify)

2
2
4
0
0
0___

2 When requested by insured after correction to credit report

3 New business and first three renewals

Homeowners

0 Only at the producer’s request

0___ Automatically at each annual renewal
0___ Automatically every two /ears

0 Only if credit worsens

0 Only if credit improves

3 Based on loss experience

Other (please specify)

1 When requested by insured after correction to credit report

2 New business and first renewal only

20. Explain how you use credii history in your underwriting process.

Credit history is used in the underwriting process in various ways by different insurers.
The following are some of the ways in which it is used:

* Credit history is combined with traditional underwriting factors. Individuals with
excellent credit history may be placed in a lower priced market than if traditional
underwriting factors were used alone. Individuals with less than excellent credit are
placed in a market based on the traditional underwriting factors, but those with the
poorest credit cannot qualify for the preferred market.
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21.

22.

o Credit history is used in conjunction with other factors such as dr|vm(t; record and
prior insurarice. Individuals with unsatisfactory credit history are not offered
cover_agne_ unless their poor credit is due to extraordlnarY medical circumstances.

o Credit'history is used only for new business company placement. Some insurers may
del.y coveraﬂe if the consumer’s insurance credit score is below the insurers’
accéptable threshold, _ _

J fSomeI insurers consider only detrimental credit occurrences such as bankruptcy and

oreclosures.

» Some insurers use credit history onIY when the consumer has had prior non-
catastrophe or non-weather related losses within a certain number of years.

Do you use the same underwriting or rating criteria for your renewal business as for your new
business? Yes No
Dc '.cribe any differences.

Most insurers do not use the same underwriting or rating criteria for new and renewal
business. Ten auto insurers use the same criteria_for new and renewal business but only
one homeowners insurer uses the same criteria.. Sixteen auto and 11 homeowners
insurers use different underwriting or rating criteria for new versus renewal business.
This is primarily due to the fact that most insurers use credit history for market
placement only on new business, Other insurers use different new and renewal
underwriting 0r rating criteria for the following reasons:

* Policies that may otherwise not be renewed may be renewed if the insured’s credit
history suggests that the likelihood of loss Is low _

« When facfors other than credit, such as the number of losses, force a re-evaluation of
the risk, the new business and renewal underwriting criteria are the same *

» Credit history is not used after the second anniversary

Attach an exhibit showing the number of policyholders, by year since the implementation of
credit history, who received a different rate or different tier placement due to re-evaluation of
credit information or credit score. This exhibit should indicate whether the insured received a
higher rate or a lower rate, the tier or company placement change, and the amount of the rate
change, due to a change in their credit history.

TIER STRUCTURE

23.

24,

Do you currently use a tier structure?

A tier rating structure is more prevalent among auto insurers than among homeowners
insurers. Twenty-three auto insurers and three homeowners insurers use a tier structure.
Twelve auto insurers and 12 homeowners insurers do not use a tier structure.

Did your company use a tier structure prior to the use of credit information or credit scoring?

Auto insurers that did not use a tier structure prior to the use of credit history were more
likely to use a tier structure after they began using credit history than were homeowners
insurers. Eleven auto insurers used a tier structure prior to using credit history and 25
did not. Only two homeowners insurers used a tier structure prior to using credit history

and 11 did not.

25. Attach an exhibit describing the tier eligibility criteria prior to the use of credit history and the

26.

current eligibility criteria after the use of credit history. If you made any changes to these
criteria, please give all intermediate criteria and the date on which the revisions took effect.
Attach an exhibit showing the number and distribution of policyholders in each tier by year
since the implementation of credit history. If your company used a tier structure prior to the
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27.

28.

29.

30.

use of credit information or credit scoring, also include a distribution of policyholders by tier
for the year preceding the implementation of credit scores or credit infoimation.

a) Attach an exhibit showing the number and distribution of policyholders by zip code and
tier for each year since the implementation of credit history. If your company used a tier
structure prior to the use of credit information or credit scoring, also include the year
preceding the implementation of credii scores or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.

a) Attach an exhibit showing the number and distribution of policyholders by age and tier for
each year since the implementation of credit history. If your company used a tier structure
prior to the use of credit information or credit scoring, also include the year preceding the
implementation of credit scores or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.

a) Attach an exhibit showing the number and distribution of policyholders by marital status
and tier for each year since the implementation of credit history. If your company used a
tier structure prior to the use of credit information or credit scoring, also include the year
preceding the implementation of credit scores or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.
a) Attach an exhibit showing the number and distribution of policyholders by sex and tier for
each year since the implementation of credit history. If your company used a tier structure

prior to the use of credit information or credit scoring, also include the year preceding the
implementation of credit scores or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinution>.

MULTIPLE COMPANY STRUCTURE

31.

32.

33.

34.

Do you currently use multiple companies that are preferred, standard and non-standard
(multiple company structure)?

A multiple company structure is used equally by auto and homeowners insurers.
Twenty-four auto insurers use a multiple company structure and 12 do not. Seven
homeowners insurers use a multiple company structure and 8 do not.

Did your companies also use this structure prior to the use of credit information or credit
scoring?

Prior to the use of credit history, 24 auto insurers used a multiple company structure
while 5 homeow ners insurers used a multiple company structure.

Attach an exhibit describing the underwriting criteria for each company pnor to the use of
credit history and the current criteria includmg the use of credit history. If you made any
changes to these criteria, please give all intermediate criteria and the date on which the

revisions took effect.

Attach an exhibit showing the number and distribution of policyholders in each company hy-
year beginning with the year prior to the implementation of the use of credit scoring or credit

information.
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35.

36.

37.

38.

a) Attach an exhibit showing the number and distribution of policyholders by zip code and
company for each year beginning with the year prior to the implementation of the use of
credit scoring or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.

a) Attach an exhibit showing the number and distribution of policyholders by age and
company for each year since the implementation of credit history. If your company used a
multiple company structure prior to the use of credit information or credit scoring, also
include the year preceding the implementation of credit scoring or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.

a) Attach an exhibit shov/ing the number and distribution of policyholders by marital status
and company for each year since the implementation of credit history. If your company
used a multiple company structure prior to the use of credit information or credit scoring,
also include the year preceding the implementation of credit scoring or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.

a) Attach an exhibit showing the number and distribution of policyholders by sex and
company for each year since the implementation of credit history. If your company used a
multiple company structure prior to the use of credit information or credit scoring, also
include the year preceding the implementation of credit scoring or credit information.

b) Attach similar exhibits for policyholders that were non-renewed and for declinations.

DISCLOSURE

39.

40.

If adverse action is taken against a consumer because of credit history, how is the consumer
notified of the adverse action?

Auto
7

Verbally by the producer
9 In writing by the producer
0 Verbally by the insurer

29 In writing by the insurer

Homeowners

3 Verbally by the producer
6 In writing by the producer
0 Verbally by the insurer

] In writing by the insurer

If adverse action is taken against a consumer because of credit history, how often is the
consumer notified of the adverse action?

Auto
15  Only at policy inception
7 Every renewal
Other (please specify)
12 Whenever the adverse action is taken
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Homeowners

6 Only at policy inception

0__ Every renewal
Other (please specify)
6 Whenever the adverse action is taken
1 At declination

41. Adverse action is defined as: (indicate all that apply)

Auto

2 Consumer is non-renewed

15  Consumer is not issued a policy

2___ Consumer is cancelled

15__ Consumer is not quoted a premium
2____Consumer is provided limited coverage
2 Consumer is given asurcharge

5  Consumer is not given a discount

15 Consumer is not given the best rate

8 Consumer is not placed in a preferred company
8 Consumer is not placed in a standard company

13 Consumer is not placed in a preferred tier
11 Consumer is not placed in a standard tier
Other (please specify)

9 Consumer is placed in a higher rated tier or company due to credit history

Homeowners

2 Consumer is non-renewed

11 __ Consumer is not issued a policy

3 Consumer is cancelled

7 Consumer is not quoted a premium

3 Consumer is provided limited coverage
2 Consumer is given a surcharge

2 Consumer is not given a discount

5 Consumer is not given the best rate

4
4
4
4

Consumer is not placed in a preferred company
Consumer is not placed in a standard company

Consumer is not placed in a preferred tier
Consumer is not placed in a standard tier
Other (please specify)

1 Consumer is placed in a higher rated tier or company due to credit history

42. If adverse action is taken against a consumer, are they told what attributes of their credit

history contributed to the adverse action?

Twenty-one auto insurers and 13 homeowners insurers tell the consumer what attributes
of the consumer’s credit history contributed to the adverse action. Twelve auto insurers
and 2 homeowners insurers do not. Most of the insurers indicated that this information

is provided upon request by the insured.

43. When aconsumer receives a premium increase, is the amount of the increase due to credit

history or a change in credit score or credit information disclosed to the consumer *

No insurer discloses to a consumer the amount of a premium increase due to credit

history.

Insurance Credit Scoring in Alaska
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44. Does your company provide educational material to your insureds on the use of credit scores or
credit information in insurance rating and underwriting?

Auto

a 21 Yes 14 No
Homeowners

a 8 Yes 5 No

b) If your answer to a) is yes, describe the educational activities you use and attach any
printed material you distribute.

c) Do you explain the difference between a credit report and a credit score?

Auto

14 Yes 19 No
Homeowners

8 Yes 5 No

45. Do you provide consumers with a summary of the Fair Credit Reporting Act?

Auto

16 Yes 17 No
Homeowners

7 Yes 7 No

46. Does your company provide information to consumers to assist them in making inquiries or
complaints regarding the use of credit information?

Auto
a) 28 Yes 7 No
b) If yes. contact information is provided for:
0 Alaska Division of Insurance
0 Federal Trade Commission
21  Credit Bureau
Other
1 Insurance company
7 ChoicePoint
1 Transunion National Disclosure Center
Homeowners
a) 10 Yes 4 No
b) If yes. contact information is provided for:
1 Alaska Division of Insurance
0 Federal Trade Commission
6 Credit Bureau

Other
1 Insurance company
4 ChoicePoint
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INCORRECT INFORMATION

47. a) Describe the procedures used by your company when a consumer notifies you of incorrect
information contained in his or her credit report.

Most insurers direct the consumer to the credit bureau,or credit reporting agency.
When the consumer notifies the insurer that incorrect information is corrected the
insurer will calculate a_new credit score. Other insurers also inform the consumer of
his or her right to obtain a free copy of the consumer’s credit report.

b) How long do you use credit information that the consumer has indicated is incorrect?

Auto
31 Until corrected following procedures outlined in the Fair Credit Reporting Act.
0 Not used at all, whether or not it has been corrected by the credit reporting

agency.
Other (please specify) .

[ Not used until a.consumer filed challengehasheen resolved
6 Excluded when items are flagged by thecredit reporting
agency as disputed

Homeowner

14 uUntil corrected following procedures outlined in the Fair Credit Reporting Act.

0 Not used at all, whether or not it has been corrected by the credit reporting
agency.

Other (please specify)
4 Not used until a consumer filed challengehasbeen resolved
2 Excluded when items are flagged by the credit reporting
agency as disputed

48. Does any corrective action, such as re-rating or re-underwriting, apply to the consumer’s m-
force policy only or does it apply io all policies, including previous policies that may have been
issued based on incorrect information?

Auto
6 Current policy only
8 All policies affected by the incorrect information
8 All policies affected by the incorrect information only when the corrected
score results in lower rales
Other (please specify)
5 The current and one prior policy term
7 Not used until a consumer filed challenged has been resolved
2 All policies when the incorrect information has been corrected
Homeowners
0 Current policy only
4 All policies affected by the incorrect information
2 All policies affected by the incorrect information only when the corrected

score results in lower rates

Other (please specify)

1 The current and one prior policy term

4 Not used until a consumer filed challenged has been resolved
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GENERAL PROCEDURES
49. What procedures are in place to protect the confidentiality of a consumer’s credit history?

The primary means that insurers use to protect the confidentiality of a consumer’s credit
history is by obtaining only the insurance credit score through an automated process.
Some insurers make the score available to their producers and underwriters while others
do not. Five insurers indicated they have privacy guidelines, one insurers indicated the
information is kept by management in a locked file, another insurer stores the
information electronically and it is accessible only by password. One insurer indicated an
underwriter might review the consumer’s credit report at the request of the consumer.

50. Who has access to the consumer’s credit history?

Auto
6 Producer (3 have access to credit information, 3 credit score only)
22 Underwriter (10 have access to credit information, 12 credit score only)
Other (please specify)
5 Employees with access to the policy file
3 Internal systems staff
1 Pricing staff
2 No one
3 Limited number of employees for complaint resolution, modeling,
analysis, and programming
2 Agents are given the top four negative reasons, underwriters see
the score and the top 4 negative reasons
Homeowners
5 Producer
12 Underwriter
2 Other (please specify)
2 Agents are given the top four negative reasons, underwriters see
the score and the top 4 negative reasons
51. Is the use of credit information optional? Yes No
Auto
10 Yes 26 No
Homeowners
0 Yes 15 No

52. If the consumer does not want his or her credit information used, hut meets all other eligibility
criteria, how will the consumer be treated?

Auto

14 Not issued a policy

0 Non-renewed

0 Cancelled

0 Given the best rate or placed in the best tier

0 Given the worst rate or placed in the worst tier

2 Given some intermediate rate or placed in an intermediate tier

Other (please specify)
3 Given the base rate
4 Given a quote, but the policy will not be issued without
using credit history
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Homeowners
6
0

0

0
0
0

5 Placed in a market based on all other underwriting factors
3 Not given a quote
4 Attempt to order credit

Not issued a policy

Non-renewed

Cancelled

Given the best rate or placed in the best tier

Given the worst rate or placed in the worst tier

Given some intermediate rate or placed in an intermediate tier

Other (please specify

3 Givena quo e,_buz the policy will not be issued without

using credit history
4 Attempt to order credit

53. Ifaconsumer is a “no hit” (the company can find no credit information on the applicant), but

meets all other e

ligibility criteria, how is the consumer treated?

Auto

3 Not issued a policy

0 Non-renewed

0 Cancelled

3 Given the best rate or placed in the best tier

0 Given the worst rate or placed in the worst tier

9 Given some intermediate rate or placed in an intermediate tier
Other (please specify) . )
[ Assigned a mathématical weight
1 Qffered, coverage in another company .
5 Placed ina company based on all other underwriting factors
3 Assigned the worst Credit score category
3 Assigned an average credit score

Homeowners

0 Not issued a policy

0 Non-renewed

0 Cancelled

1 Given the best rate or placed in the best tier

0 Given the worst rate or placed in the worst tier

1 Given some intermediate rate or placed in an intermediate tier

54. If aconsumer is

Other (please specify) . .
4 Assigned a mathematical weight .
3 Placéd in a company based on all other underwriting factors

2 Assigned an average credit score

a ““no score” (the company is unable to calculate a credit score for the

consumer), but meets all other eligibility criteria, how is the consumer treated?

Auto
1

N
Q
A

0

9

Insurance Credit Scori

Not issued a policy

Non-renewed

Cancelled

Given the best rate or placed in the best tier

Given the worst rate or placed in the worst tier

Given some intermediate rate or placed in an intermediate tier

Other (please specify)
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ssigned a mathematical weight
ffered coverage in another company N

t*." ina company based on all' other underwriting factors
ssigned the worst Credit score category

3 Assigned an average credit score

2 Given the best raté in a standard company

fab)

Homeowners
0 Not issued a policy
0 Non-renewed
0 Cancelled
1 Given the best rate or placed in the best tier
0 Given the worst rate or placed in the worst tier
1 Given some intermediate rate or placed in an intermediate tier
Other (please specify) ] ]
4 Assigned a mathematical weight N
1 Placed in a company based on all other underwriting factors
2 Assigned an average credit score

55. When a policy is written for multiple insureds, whose credit history is considered in the ratin
or underwriting of the policy?

Auto
3 The consumer with the best credit score
The consumer with the worst credit score
1 The consumer who is the first named insured
17 The consumer who is the first named applicant
All consumers and an average credit score is developed
1 The consumer selected by the insured or applicant
The husband's
0 The wife’s
Other (please specify)
2 First two applicants _ _
3 Spouse when named insured is a no-hit or no-score
2 Person in household most likely to have complete credit history
(usually oldest male driver under 65)
Homeowners
1 The consumer with the best credit score

0 The consumer with the worst credit score
H The consumer who is the first named insured

5 The consumer who is the first named applicant

0 All consumers and an average credit score is developed
0 The consumer selected by the insured or applicant

0 The husband’s

0 The wife’s

Other (please specify)

2 First two applicants  *

3 Named insured and spouse

56. Is aconsumer’s credit score or credit information used as eligibility criteria for the type of
payment plan offered to an insured?

One ayto and one homegwners insurer use credit history to determine eligibility for the
type of payment plan offered to the insured.

Insurance Credit Scoring in Alaska 38



of.

58.

59.

Insurance Credit Scoring in Alaska

Is a consumer’s credit score or credit information used in the decision to deny a claim?

No insurers use credit history to deny a claim.

Is a consumer’s credit score or credit information used to settle a claim for a certain amount?
No insurers use credit history to settle a claim for a specified amount.

Describe any other uses that your company makes of credit history.
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Automobile Insurante Companies
Active companies as of September 30, 2002

Credit Information Used For Underwriting

AlU Insurance Company (AIG)
Allstate Insurance Company
Company

Allstate Indemnity Company

Company

American Home Assurance Company (AIG)

American International Insurance Company (AIG)
Country Casualty Insurance Company

Country Mutual Insurance Company

Country Preferred Insurance Company

Electric Insurance Company

First National Insurance Company of America (SAFECO)
GEICO Casualty Insurance Company

GEICO General Insurance Company

GEICO Indemnity Company

General Insurance Company of America (SAFECO)
Government Employees Insurance Company

Insurance Company of the State of Pennsylvania (AIG)
Insurance Co.

National Union Fire Insurance Company of Pittsburgh (AIG)
SAFECO Insurance Company of America

SAFECO Insurance Company of Illinois

State Farm Fire and Casualty Company

Slate Farm Mutual Auto Insurance Company

United Services Automobile Association

USAA Casualty Insurance Company

USAA General Indemnity Company

Credit Information Used for Rating

American Economy Insurance Company (insurQuest)

American States Insurance Company (insurQuest)
Country Casualty Insurance Company

General Insurance Company of America (insurQuest)
Horace Mann Property & Casualty Insurance Company

Leader Insurance Company

Progressive Casualty Insurance Company
Progressive Northwestern Insurance Company
Progressive Specialty Insurance Company
United Services Automobile Association
USAA Casually Insurance Company

USAA Genera! Indemnity Company
Worldwide Insurance Company

Insurance Credit Scoring in Alaska

Credit Information Not Used

American Bankers Insurance Company of Florida

American Family Home Insurance

American Manufacturers Mutual Insurance

American Modern Home Insurance Company
American Premier Insurance Company
American Protection Insurance Company
Arnica Mutual Insurance Company
Cincinnati Insurance Company

Federal Insurance Company

Harieysville Insurance Company

Hartford Accident & Indemnity Company
Hartford Insurance Company of the Midwest
Horace Mann Insurance Company

Liberty Mutual Fire Insurance Company
Markel Insurance Company

Metropolitan Group Propety & Casualty

Northland Casualty Company

Sentry Select Insurance Company

Teachers Insurance Compam (Horace Manm
Vigilant nsurance Company

Windsor Insurance Compare
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Homeowners Insurance Companies
Active companies as of September 30, 2002

Credit Information Used For Underwriting

Allstate Insurance Company

Allstate Indemnity Company

Armed Forces Insurance Exchange

Country Mutual Insurance Company

Electric Insurance Company

First National Insurance Company of America (SAFECO)
General Insurance Company of America (SAFECO)
Nationwide Mutual Fire Insurance Company
SAFECO Insurance Company of America
SAFECO Insurance Company of Illinois

Vesta Insurance Corporation

Credit Information Used for Rating

American International Insurance Company (AIG)

Credit Information Not Used

American Bankers Insurance Company of Florida
American Equity Insurance Company

American Manufacturers Mutual Insurance Company
American Protection Insurance Company

Cincinnati Insurance Company

Empire Fire & Marine Insurance Company

Federal Insurance Company

Hartford Insurance Company of the Midwest
Harleysville Insurance Company

Horace Mann Insurance Company

Liberty Mutual Fire Insurance Company
Metropolitan Group Property & Casualty Insurance Company
Sentry Select Insurance Company

State Farm Fire and Casualty Company

Umiaiik Insurance Company

United Services Automobile Association

USAA Casualty Insurance Company

Vigilant Insurance Company
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I.  About Privacy

The Consumer Federation of America (CFA) and the National Credit Reporting
Association (NCRA) designed the details of this study with advice from legal counsel to
ensure the methodology would comply with the requirements of the Fair Credit Reporting
Act, Gramm Leach Bliley Act, and other consumer privacy laws. From the outset, each
organization was mindful of the ethical spirit and intent of these consumer protection and
privacy laws. In this day of rampant identification theft, we carefully evaluated each
segment of the study workflow to ensure that we analyzed data extracted from the credit
files without any trace of personal identifiers. Regarding consumer identity, all non-
public, personal information data was completely “blind” as to a source for analysis. No
names, addresses, social security numbers, dates of birth, account numbers, or any other
item that could be used in any way to trace back to a specific consumer were revealed to
or recorded by any third party outside trusted personnel ofthe consumer reporting
agencies involved in the study. In one phase of the study the recorded data segment
closest to the consumer was the postal zip code of their residence.

After CFA made a random selection of the time frame from which credit files were to be
analyzed, a generic number was assigned to keep the nameless study data from each
study fife separated from other study files. No copies or partial copies of any credit
reports, on paper or electronically, were removed from any credit reporting agency
location. Anonymous credit scores and an analysis of the credit data, as reviewed by
credit reporting agency personnel for security and industry knowledge, was supervised
and recorded by the CFA researcher for tabulation. The data elements recorded in this
study are insufficient to ever be used to track or identify any individual. Further, the
analytical data recorded, if ever obtained by unscrupulous individuals, contains no
information that could ever be used to try to defraud any of the consumers or creditors
connected to the files in the study. Total anonymity to consumer identity and creditor
accounts was, and will continue to be, strictly enforced.



I1. The Growing Importance of Credit Scores

Consumer access to credit, housing, insurance, basic utility services, and even
employment is increasingly determined by centralized records of credit history and
automated interpretations of those records.

Credit histories in one form or another have long been an important factor in decisions to
extend or deny credit to consumersl Historically, such decisions required a skilled,
human evaluation of the information in an applicant’s credit history to determine the
likelihood that the applicant would repay a future loan in a timely manner. More
recently, computer models have been developed to perform such evaluations. These
models produce numerical credit scores that function as a shorthand version ofan
applicant’s credit history to facilitate quick credit assessments.

During the second halfofthe 1990s, mortgage underwriting increasingly incorporated
credit scores and other automated evaluations of credit histories. As of 1999,
approximately 60 to 70 percent of all mortgages were underwritten using an automated
evaluation of credit, and the share was rising"".

The automated quantification of the information in credit reports has not simply been
used to decide whether or not to extend credit, but has also been used to set prices and
terms for mortgages and other consumer credit. In certain cases, even very small
differences in scores can result in substantially higher interest rates, and less favorable
loan terms on new loans. Credit scores are also used to determine the cost of private
mortgage insurance, which protects the lender, not the consumer, from loss but is
required on mortgages with down payments of less than twenty percent3. Lenders also
review credit histories and/or credit scores to evaluate existing credit accounts, and use
the information when deciding to change credit limits, interest rates, or other terms on

those accounts.

In addition to lenders, potential landlords and employers may review credit histories
and/or credit scores. Landlords may do so to determine if potential tenants are likely to
pay their rent in a timely manner. Employers may review this information during a hiring
process, especially for positions where employees are responsible for handling large sums
of money. Utility providers, heme telephone, and cell phone service providers also may
request a credit report or credit score to decide whether or not to offer service to

consumers.

Insurance companies have also begun using credit scores and similar insurance scores -
that are derived from the same credit histories - when underwriting consumer
applications for new insurance and renewals of existing policies. Credit information has

1Klein, Daniel. 2001. Credit Information Reporting. Why Free Speech is Vital to Social Aecountabilily
and Consumer Opportunity. The Independent Review. Volume V. number 3.
‘ Straka, John. 2000. A Shift in the Mortgage Landscape: the 1990s Move to Automated Credit

Evaluations. Journal o fHousing Research. Volume 11, Issue 2.
3Hamcy, Ken. August 18, 2002. "Risk-based pricing brings a big rate hike for some." Washington Post.



been used as a basis to raise premiums, deny coverage for new customers, and deny
renewals of existing customers - even in the absence of other risk factors, such as moving
violations or accidents. Some providers claim that credit scores are also used to offer
insurance coverage to consumers who have previously been denied, or to lower insurance
rates. This is a highly contested issue that is under review in dozens of state legislatures

and insurance commissions.

Thus, a consumer’s credit record and corresponding credit score can determine access
and pricing for the most fundamental financial and consumer services.



[1I. Controversial Issues Affecting Consumers

The expanded use of automated credit evaluations has brought changes to the
marketplace that have benefited consumers. However, given the tremendous impact
credit scores can have on consumers’ ability to access and afford basic necessities, the
increased application of this tool has also raised serious concerns about the potential

harm it can cause.

A. Speed

The growth in use of credit scores has dramatically increased the speed at which many
credit decisions can be made. Especially for consumers with relatively good credit,
approvals for loans can be given in a fraction of the time previously required, without any
manual review of the information. It is unlikely that underwriting the recent record
volumes of mortgage originations would have been possible without the efficiencies

provided by credit scoring.
B. Customized or Risk-Based Pricing

Credit scores, as a quantitative shorthand for credit histories, increase the potential for
customized pricing of credit based on the risk an individual poses. Some argue that
charging more to consumers defined as higher risk would remove some of the cost of risk
carried by the general consumer population, and would allow for price reductions among
consumers who pose less risk. Others argue that the savings have not been - and are
unlikely to be - passed on to consumers who pose less risk, and scoring systems simply
allow lenders to extract greater profits from consumers who do not attain target credit
scores. The potential for increased profits from consumers whose credit is scored low
also creates a disincentive to helping consumers correct errors in their credit»ecords.

The increased speed at which underwriting decisions can be made has created pressure to
complete credit applications more quickly. Some contend that the combination of this
increased pace and the increased ability to customize ,he price charged based on credit
allows lenders to approve a larger share of consumers for loans, but not necessarily at the
best rates for which they qualify. While many consumers can feel overwhelmed by large
credit based transactions, such as mortgage closings, consumers who do not have a solid
understanding of credit scores, or who do not objectively know their creditworthiness, are
even more vulnerable to high-pressure tactics to accept any offer of credit, regardless of
terms, and may unnecessarily be charged higher rates.

C. Effecton Discrimination

Some have argued that increased reliance on automated reviews of credit has the
potential to reduce discrimination in lending because the automation of decision-making
removes or reduces the influence of subjective bias. Others have argued that the factors
used to determine a credit score may not completely remove bias from approval and
pricing decisions. Furthermore, lenders are still free to offer differential levels of



assistance in dealing with errors in credit records, or with other issues related to credit
scores, such as providing rescoring services. Such discretionary assistance remains a
potential source of bias in the approval process whether a consumer is underwritten with
an automated system or with manual underwriting. Federal banking regulators do
conduct examinations to ensure against overt discrimination on prohibited bases such as
race, sex, marital status, or age in credit score design or in lenders’ application of those

scoring systems, such as through the use of overrides4.

D. Statistical Validity

Supporters of credit scoring note that credit scores have statistical validity, and are
predictive of repayment behavior for large populations. However, this does not mean
that credit data are error free, nor that credit scoring models are perfect predictors of
individual creditworthiness; it only means that they work on average. While the systems
do present naccurate risk profile of a large numbers of consumers, data users who
manage large numbers ofaccounts priced by credit risk have a greater tolerance for errors
in credit scoring systems than consumeis do. Among those consumers who are
maccurately characterized, businesses can balance errors in their favor against errors in
favor of consumers; so long as enough consumers are charged higher rates based on
inflated risk assessments to cover the losses from those who are charged lower rates
because the systems incorrectly identified them as low risk, these businesses will suffer
no material harm. Consumers on the other hand do not have a similar tolerance for errors
in transactions governed by credit reports and credit scores. Ifthey are overcharged
because of an error in the credit scoring system, there is no countervailing rebate to set
the statistical scales even. Credit scores should not function as a lottery in which some
consumers “win” by being viewed more favorably than they deserve to be, while others
“lose” by being viewed less favorably than they should be.

While debate surrounding the broad implications of credit scoring continues, its use is
already strongly established in the American financial services industry. Meanwhile,
concern over the integrity of credit scoring itselffocuses on two dimensions - the fairness
of the models that interpret the data and the accuracy of the underlying credit related data.

E. Untested Scoring Formulas

Even ifall credit data regarding consumers held at credit repositories were accurate,
complete, and current, there would be significant concerns about the fairness of
automated credit scoring programs. Converting the complex and often conflicting
information contained in credit reports into a numerical shorthand is a complex process,
and requires a significant number of interpretive decisions to be made at the design level.
From determining the relative influence of various credit-related behaviors, to the process
used to evaluate inconsistent information, there is a great potential for variance among

scoring system designs.

4 See for example Appendix B of the Office of the Comptroller of the Currency’s Comptroller's Handbook
for Compliance, Fair Lending Examination Procedures, available at
http://www.occ.treas.gov/handbook/fairlcp.pdf


http://www.occ.treas.gov/handbook/fairlcp.pdf

Despite the gatekeeper roie that these scoring systems play regarding access to credit,
housing, insurance, utilities, and employment, as well as pricing for those essentials,
exactly how the formulas perform the transformation from credit report to credit score is
a closely guarded secret. For consumers, regulators, and even industry participants who
rely on the computations in their decision-making, the scoring models largely remain a
“black box.” No scholarly reviews of this extremely powerful market force have been
permitted, and apart from reviews by federal banking regulators to protect against
discrimination no government regulator has insisted that they be examined to ensure that

they are adequate and fair.

Recently, after California passed a law requiring all consumers in the state to have access
to their credit scores, several companies, including Fair, Isaac, and Company, Equifax,
Experian, and Trans Union, Fannie Mae, and Freddie Mac have voluntarily provided
general information about the information that is used to calculate a credit score or to
evaluate a mortgage application, and how that information is generally weighted. In
addition, for a fee, consumers can access score simulators that give some approximation

of the impact of various behaviors on their credit scores.

F. Inaccurate credit reports

The most fundamental issue connected to credit scoring is the level ofaccuracy of the
information that forms the basis for the scores. Regardless of whether lending and
pricing decisions are made by a manual or automated review ofa consumer’s credit, the
potential for inaccuracies in credit reports to result in loan denials or higher borrowing
costs is a cause for concern. Several organizations have conducted studies and surveys to
quantify the pervasiveness of credit report errors, with widely ranging findings regarding
how many credit reports contain errors (from 0.2% to 70%o).

A 1993 study by the Public Interest Research Group5 found that 29% of credit reports
contained errors that could result in he denial of credit (defined as false delinquencies, or
reports listing accounts or public records that did not belong to the consumer). The study
also found that 41% of reports had incorrect demographic identifying information, and
20% were missing major credit cards, loans, or mortgages. In total, 70% of reports
contained an error of some kind. This study asked 88 consumers to review their credit
repons from each of the three major credit repositories for errors. A total of 133 reports

were reviewed.

Consumers Union has conducted two surveys of credit reports in which consumers were
asked to review their credit reports for accuracy. A 1991 survey6 found that 20% of

credit reports contained a major inaccuracy that could affect a consumer’s eligibility for
credit, and 48% contained inaccurate information of some kind. In addition, almost half
of survey respondents found that their reports omitted some of their current accounts. In

5Mistakes Do Happen. Public Interest Research Group. March, 1998.
0“Credit Reports: Getting it Half Right." Consumer Reports. July. 1991. ). 453.



this survey, 57 consumers reviewed total of 161 reports. A 2000 survey7 found that more
than 50% of credit reports contained inaccuracies with the potential to result in a denial,
or a liigher cost of credit. The errors included mistaken identities, misapplied charges,
uncorrected errors, misleading information, and variation between information reported
by the various credit repositories. These results reflect the review of 63 reports by 25

consumers.

A 1992 study conducted by Arthui Andersen8 commissioned by the Associated Credit
Bureaus (now known as the Const] ner Data Industry Association) used a different
methodology to conclude that the <rror rate was much lower. This study reviewed the
behavior of 15,703 consumers whr were denied credit based on a credit grantor’s scoring
system. From this sample, 1,223 consumers (7.8%) requested their credit report from the
issuing credit repository, and 304 consumers (1.9% of the total sample) disputed the
information on the report. Ofthese, 36 disputes (11.8% of those who disputed, or 0.2%
of the total sample) resulted in reversals of the original credit denial.

A 1994 study conducted by the National Association of Independent Credit Reporting
Agencies (now known as the National Credit Reporting Association) represents a third
approach to the question of credit report accuracy. Examining a total of 1,710 files, this
study reviewed a three-repository merged infile (which contains the credit reports from
all three credit repositories), and conducted a two-repository Residential Mortgage Credit
Report, or RMCR (in which all conflicting data in the two credit repository reports and
the application form is verified with each creditor, and a consumer interview is
conducted) for each file. The results showed missing, duplicated, and outdated
information in credit files. Among the three-repository merged infiles: 29% of accounts,
also known as trade lines or trades (past and cun-ent loans, lines of credit, collections,
etc.), were duplicates, 15% of inquiries were duplicates, 26% of public records were
duplicates, 19% had outdated trades, and 44% had missing information, such as balance
or payment information. Among the RMCRs: 19% had trades added based on
information from the loan application, 11% had trades added based on investigations,
16.5% had derogatory information deleted as a result of the investigation, 3% had trades
removed because they did not belong to the borrower, and 2% had errors in public
records corrected.

'"Credit Reports: How do potential lenders see you?” Consumer Reports. July 2000. P. 52-3.
‘ Described and cited in Klein, Daniel, and Jason Richner. 1992. “In Defense ofthe Credii Bureau.” Cato

Journal. Vol 12. Issue 2. pp. 393 -411.



IV. How Does the System Work?

The complex system for reporting and reviewing credit involves a large number of
participants who fall generally into one of six categories: consumers: data repositories;
data users; data furnishers; credit reporting agencies; and analytical service providers.
Approximately 190-200 million consumers have credit reports maintained by the three
major credit repositories (Experian, Equifax, and Trans Union)9. Data users include
lenders, insurers, landlords, utility companies, and employers, who review the credit
information in consumers’ credit reports to make decisions about extending and pricing
credit, offering and pricing insurance policies, and providing utility services, rental
housing, or offers of employment. Some, but not all, data users are also data furnishers,
and regularly report information about consumers’ accounts to the credit repositories,
who add the information to consumers’ credit reports. It is the understanding of the
researchers that there is currently no legal requirement that any business report
information to any credit bureau, although once a business furnishes data, there may be
certain obligations that arise in connection with consumer disputes. In 1996, Congress
recognized that errors by data furnishers contributed to credit reporting problems, so the
Fair Credit Reporting Act was amended to impose accuracy duties on data furnishers.
These duties are generally subject only to administrative enforcement under the FCRA,
with no private right of action for consumers unless the data furnisher fails to comply

with re-investigation duties.

Generally, insurers, landlords, utility companies, and employers do not provide positive
account information to repositories, nor do all lenders. Also, data enters consumers’
records from collection agencies that report on the status of accounts in collection, and

9 Credit repositories attempt to maintain the following information in their databases, but not all data is
available or provided for every account, and different repositories may collect different levels of
information, especially consumer identifying information:

Consumer identifying information (Consumer's name: social security number; date of birth: former
names or aliases; current and former addresses; employer; income; position: and employer’s address)
Public records information (source ofinformation: date recorded: amount of liability; type ofrecord (e.g.
judgment, tax lien, or bankruptcy', docket number)

Collections information (collect ons company’s name: date opened: last date verified or updated by
collections company; date closer, the amount placed for collection: balance outstanding; name of original

creditor: the method of payment (a numerical code indicating ifthe account is current, late, in collection,
etc.): any remarks)

Creditor information (creditor’s name; account number; level of responsibility for consumer to pay
account (primary account holder, joint account, authorized user, etc.); type ofloan (revolving, installment,
mortgage, line of credit, etc.) or collateral for an instalment loan; date opened: date of last activity; date
closed or paid; highest amount ever owed by consumer: the credit limit on the account; the balance due;
payment size and frequency; any amount past due: date of maximum delinquency; dollar amount of
maximum delinquency; payment pattern for last 12-24 months (indicating for every month whether the
account was paid as agreed, or late, and by how many days): the number of months reviewed; number of
times account was late by 30, 60, or 90 days; the method of payment (a numerical code indicating if the
account is current, late, in collection, etc.); any remarks)

Credit Inquiries (list of companies who have requested consumer credit information: date the inquiry was
made)

Any consumer statement, such as an explanation of a dispute



from repository searches of public records such as bankruptcies, liens, and judgments. In
addition, governments may report directly to the repositories if consumers fail to pay
child support, have unpaid parking tickets, or have been overpaid for unemployment
benefits. Credit reporting agencies assist some data users by consolidating information
from the three credit repositories, and offering services to verily and update information
in credit reports. Credit reporting agencies primarily facilitate and support the decision
making process involved with mortgage underwriting. Credit reporting agencies and
credit repositories both provide credit reports to data users, and are considered “consumer
reporting agencies” under the Fair Credit Reporting Act. As consumer reporting
agencies, these entities share certain obligations, some ofwhich are described below.
Analytic service providers also help data users interpret the information in consumers’
files, and include companies such as Fair, Isaac, and Company, which produces analytical
tools that generate credit scores, and the Government Sponsored Enterprises (GSES)
Fannie Mae and Freddie Mac, who produce tools that help lenders interpret credit
information in conjunction with mortgage applications. Some lenders and mortgage
insurance companies have also created tools that help them interpret credit information

for mortgage applications.
A. Non-Mortgage Credit

When a consumer applies for non-mortgage credit, such as a credit card, unsecured line
of credit, or installment loan (e.g. for an automobile, or furniture), the potential creditor
(data user) can request a credit report (with or without a credit score) from one, two, or
three of the credit repositories. A repository that receives such a request will send the
credit report to the potential creditor, and record an inquiry on the consumer’s credit
report. The creditor can use the information in the credit report to help decide whether to
ex.end or deny credit to the consumer, and what the interest rate and other fees will be for
this credit. Ifthe creditor accepts the application, they may then act as a data provider,
and report information on the consumer’s payment history to one, two, or three of the
credit repositories. Generally account information can be both positive and negative.
On-time payments have a positive influence while late payments have a negative
influence. However, the amount of positive influence a consumer receives from a timely
payment may vary based on the type of creditor. For example, timely payments to a
prime credit card lender may have a greater positive influence on a score than timely
payments to a lender considered less favorable, such as a furniture or consumer
electronics store. Ifthe creditor denies credit, or offers less than favorable terms, based
on the credit report or score, federal laws require them to make certain disclosures to the
consumer, including the name of the consumer reporting agency that supplied the credit
report and how to contact the agency. For non-mortgage applications the consumer
reporting agency is usually a credit repository. Once given this information, the
consumer can contact the repository to request a copy of his or her credii reportl0 Ifthe

I0However, the report the consumer receives may differ from the report that the lender reviewed. If

consumers submit more comprehensive personal identifiers in their request for a report from the credit
repository, they may not see the exact report that was used to underwrite their credit application, especially
ifthe underwriter made any errors such as misspellings in the consumer’s name or transposing digits in the
consumer’s social security number, or merely submitted an application with less information about the



consumer has suffered an adverse action based on the credit report, the copy must be
provided by the repository free of charge. Consumers who have not suffered an adverse
action can also review their credit reports at any time, but are subject to a fee of
approximately S9. Six states (Colorado, Georgia, Maryland, Massachusetts, New Jersey,
and Vermont) require repositories to provide credit reports to consumers free of charge
once a year upon request. Also, ifa consumer is receiving welfare, is unemployed, or
suspects that he or she is a victim of identity theft, the consumer may obtain a credit
report free of charge. For an additional charge, the consumer can have a credit score
computed and included with the credit report under any of these circumstances.

B. Employmentand Services Other Than Loans

When a consumer applies for employment, or for a service that reviews credit histories,
(such as insurance, an apartment rental, utilities, cell phone accounts) these data users
may also request and receive a credit report and/or scores from one or more repositories,
to be used to evaluate the consumer’s application. Job applicants 0l employees must
provide consent before a report is pulled, but other users derive a permissible purpose to
review credit from the consumer’s act of submitting an application, except in Vermont,
where oral consent is required to review a credit report for credit uses.

However, while these entities will review credit, and approve or deny the application
based on the credit report and/or score, they generally do not report positive account
information back to the credit repositories. They often, however, indirectly report
derogatory information by placing accounts for collection. Accounts that have been
placed for collection will be reported to one or more of the credit repositories.

C. Other Data Providers

The reverse is true of collection agencies, which provide information to the repositories,
but do not use credit data to evaluate consumer creditworthiness, although they may use
information in credit reports to locate debtors. Repositories also obtain information by
requesting it from public records and government entities and when certain government
entities report directly to the repositories, such as for delinquent child or family support
payments, unpaid parking tickets, or overpayments of unemployment benefits.
Information from collection agencies and public records is primarily derogatory
information, such as when an account was sent to collection, or a bankruptcy was filed,
but may also include positive information such as the satisfaction of a bankruptcy or the
repayment of a collection, and when such repayments occurred. Because government
entities do not report information about bankruptcies, liens, civil suits, or judgments to
repositories, the repositories are responsible ibr maintaining the accuracy of such public
record information in credit records, such as whether a bankruptcy has been satisfied or a
lien has been released. Any type of collection will have a negative impact on a credit
history, regardless of whether the debt was related to an account for which a credit report
was used to establish credit (e.g. for loans or utilities, as well as for child or family

consumer’s identity. While there isno legal prohibition on lenders providing consumers with the actual
credit report used in their decision-making process, there is likewise no requirement that they provide it.



support or parking tickets). Collections, either from a collection agency or other type of
account, and public records will continue to have a negative impact after they have been
paid or otherwise satisfied, although they will have a less negative impact if they are
satisfied, and will have a less negative impact as time passes.

D. Mortgage Credit

The process is more complex for a mortgage transaction. When consumers apply for a
mortgage, the mortgage lender (who may be a mortgage banker or mortgage broker) has
a number of options that are influenced by what the lender intends to do with the loan
after the closing. The lender can hold onto the loan and collect mortgage payments from
the consumer until the loan is paid off (known as holding a loan in portfolio), thereby
assuming all the risk for borrowers defaulting, or the lender can sell the loan to the
secondary market. Ifa loan is sold, the originator loses the access to future profits from
mortgage payments, but also, so long as the loan meets all the standards set forth by the
purchaser of the loan, retains no risk should the borrower default. The originator retains
the profits from the cost of the mortgage transaction and underwriting, and has a
replenished supply of capital to make other loans. The two primary purchasers of loans
in the secondary market are the government sponsored enterprises (GSEs) Fannie Mae
and Freddie Mac. Lenders may also seek a government guarantee for the loan through
the Federal Housing Administration (FHA) or Department of Veterans’ Affairs (VA)

programs.
1. Portfolio Loans

Ifa lender is not planning to sell the loan to the secondary market, that lender will usually
order a merged credit report, which incorporates information from all three credit
repositories, including the three credit scores. While a lender will generally use reports
from all three repositories to underwrite a loan, it may use a single credit report to offer a
pre-approval. Also, for second mortgages and lines of credit secured by the home,
lenders generally underwrite using one credit report. There is no legal or regulatory
requirement to use a certain number of credit reports to underwrite a mortgage.

However, if a lender wishes to sell the loan on the secondary market, or receive an FHA
or VA guarantee on the loan it may be required to follow certain protocols.

A lender planni.g to hold a loan in portfolio will order a merged credit report with scores
from a credit reporting agency, passing on information about the consumer such as name,
social security number, current and previous addresses. The credit reporting agency will
then pass on the request to a merging company, which will request credit reports from all
three credit repositories and will compile the information from each report returned to
them, according to their merging logic (a set of automated commands designed to
identify shared information and present the three reports in a summarized format). The
individual credit reports as they read prior to merging and credit scores are also returned
to credit reporting agency. The credit reporting agency will then supply this information

to the lender.



Based on the information in this report, and other information such as the applicant's
income and the loan to value ratio of the mortgage requested, a lender will decide
whether or not to originate the loan, and at what price (interest rate, points, etc.). A
number of companies, such as mortgage lenders Countrywide and GE Capital and
mortgage insurers PMI Mortgage Insurance Company and Mortgage Guarantee Insurance
Corporation, have developed automated underwriting (AU) systems that can provide
automated evaluations of a loan application based on information from the consumer’s
credit report and additional information such as income and loan to value ratio.

If the lender is hesitant to originate a loan because of derogatory information in an
applicant’s credit report, and has reason to believe that it may be incorrect, or outdated,
the lender can purchase a reinvestigation of the credit information from the credit
reporting agency. This entails contacting original creditors, collection agencies, and
government records clerks, to verify and update questionable information contained in
the merged credit file. These services can mean corroborating as few as one entry in a
credit file, or it can be a comprehensive review in which every entry with conflicting
information is corroborated. An alternative called a Residential Mortgage Credit Report
(RMCR) involves reviewing two or three credit repository reports, verifying all
conflicting data in the credit repository reports and the application form with each
creditor, updating any account with a balance over 90 days old, conducting a consumer
interview, and other verification services. Such services provide more current
information to a lender for their consideration when underwriting a mortgage, but they do
not alter information maintained by any of the credit repositories, nor do they change a
borrower’s credit score*. A credit reporting agency may have greater success obtaining
clarification of inconsistencies in an applicant’s record than the applicant would have
acting on his or her own, and the credit reporting agency’s reinvestigation is more likely
to be trusted by the lender than the word ofa consumer regarding current status of
accounts. This service adds cost to the credit underwriting process (roughly S50-100).
For consumers who have credit scores far higher than the requirements to qualify, this
would be an unnecessary service. However, for those who face loan denial, or
dramatically higher borrowing costs because oferrors in their reports, the savings over
the life of the loan, or in some cases with a single mortgage payment, could more than
compensate for the increased cost of this reinvestigation. After the reinvestigation, the
credit reporting agency will provide the updated and verified information to a lender who
can consider the information while making the final underwriting decision12

11 When a reinvcsiigation produces changes in the information contained in a repository's credit report, the

credit reporting agency isrequired to pass the information on to the repository within 30 days. However,

once this occurs, there isno requirement that the repository update the consumer’s credit file, nor a time

frame within which they must respond. It would be far better for consumers ifthe credit repositories were

under an obligation to update the consumer’s file, or at the very least to respond with the results of their

own reinvestigation within 30 days. In the mean time, the disputed information should be part of the credit

report provided to any data users who request the file as the rcinvestigation is underway.

'mLenders are not required to accept the results ofa reinvestigation, and the automated underwriting

systems of key secondary market actors Fannie Mac and Freddie Mac do not. Instead they require all

changes to be made through a process known as rescoring, described in greater detail below,



2. Loans Sold in the Secondary Market

In the current marketplace, few loans are held in portfolio, especially those loans
originated by brokers. Instead, many are sold into the secondary market to entities that
bundle large numbers of mortgages into securities that are sold to investors - a process
known as securitization. The major actors in this part o f the market are the Government
Sponsored Enterprises Fannie Mae and Freddie Mac, although a number of large national
lenders also purchase and securitize loans. If mortgage originators can sell a loan, then
they will have renewed capital to make another loan, and will still have profit derived
from the costs charged to the consumer for the transaction. Thus selling a loan into the

secondary market is an attractive option.

Government Sponsored Enterprises (GSEs) Fannie Mae and Freddie Mac have both
developed automated underwriting systems which evaluate mortgage applications based
on the information in credit reports, as well as additional information such as income and
loan to value ratio, in a very short amount of time. Lenders can submit a loan application
to these automated underwriting systems prior to approving a loan and receive an
indication from the GSE that they will purchase the loan. Each GSE has a different
protocol for submitting loan applications and for obtaining and using credit histories.

Automated underwriting (AU) systems do not approve or deny loans, but can provide an
indication of whether a GSE will purchase the loan, and thereby assume the risk of
default with respect to the loan. A lender can override an AU decision and underwrite
the loan manually, but if they do so. they must agree to buy back the loan if it defaults
and is found to have violated the purchaser’s loan standards. While a loan with an AU
approval that meets all the purchaser’s standards and complies with the warranties of sale
carries no risk for a lender or broker, a loan that has been approved by overriding AU
standards does carry significant risk. Many loans are still manually underwritten, but the
majority of applications are reviewed with an automated underwriting system, and this

share is expected to grow in coming years.

Brokers are the dominant originators of loans, but they do not have the financial reserves
of banks, thrifts, and other financial institutions. They rely on being able to sell their
loans almost immediately. This is much more difficult without an AU approval. Also,
the efficiencies of credit scoring and automated underwriting have made the loan
approval process so fast for loans with good credit that the additional effort required to
correct errors, or otherwise revisit the details of the loan file, acts as a substantial
deterrent to mortgage lenders working on these loans. In this market, where record
volumes of loans are being originated, there is a tremendous incentive to deal only with
the loans that will be approved the fastest - the loans that pass the credit score/ automated

underwriting test13

1'The economic pressure on originators to underwrite loans that will require the least amount of work

existed prior to the introduction ofautomated underwriting systems, However, the development of

automated underwriting has made the process so quick for some loans that the relative additional time

required to complete a more complicated loan is proportionally greater. Some have noted that decreasing

13



3. Credit Rescoring

If lenders wish to update or correct information in a credit report, the lender cannot use
the reinvestigation process for portfolio loans outlined above and resubmit the loan
through the automated underwriting systems of Fannie Mae and Freddie Mac. The
reinvestigation process outlined above does not change the data on record at the
repositories and only reports that contain credit scores and have been generated at the
repository level are acceptable for submission to Fannie Mae’s and Freddie Mac’s
automated underwriting systems. Lenders can choose to manually underwrite the loan
and submit it with documentation of the errors in the first credit report.

Ifa lender is unwilling to underwrite the loan manually, and a consumer can afford to
wait several weeks, the consumer can submit a dispute directly to the credit repository,
and the repository has 30 days to respond to the dispute. However, if the borrower
wishes to correct an error in an expedited time frame, lenders who submit loans through
automatic underwriting systems would have to order a service known as rescoring. In this
process, the credit reporting agency will obtain the necessary documentation regarding
the disputed account or accounts and contact the rescoring departmeni witliin the relevant
repository. This department will verily the information provided to them by the credit
reporting agency, either through spot checks, or by verification of every update, within a
few days. After this process is complete, a new credit report with new credit scores can
be requested, and the loan can be underwritten with the more current information. In
addition, the information is changed at the repository level, and will be reflected in future
credit reports for this consumer. This has recently become a very expensive service for a
lender to purchase. Since the summer, two of the three repositories have increased prices

for this service by as much as 400% u.

Regardless of how the underwriting takes place, if the loan is originated, the mortgage
lender, or the entity holding and servicing the loan if it is sold, may become a data
provider. The servicer will report information about consumer’s payment behavior
related to their mortgage to one, two, or three of the credit repositories, who will add tliis

information to the credit report.

the time required to underwrite the easiest loans potentially frees underwriters to devote more time to more
difficult loans.

14 According to reports from a number ofcredit reporting agencies, Transunion and Equifax have recently
Transunion previously charged 55.00 per account entry, or trade line, regardless of
As ofJune ofthis year, Transunion
Equifax has

changed their pricing.
whether the account to be updated was ajoint or individual account.
charges 520 per trade line to update an individual account, and 525 to update ajoint account.
recently increased the cost from approximately 55 per rcscorc to S15 per tradcline for ajoint or individual

account, or 530 for a same day request. Both repositories have clearly stated that these costs arc not to be

passed on to the consumer. It isalso ofnote that these two repositories compete with credit reporting

agencies in offering rescoring services, and charge between 58-10 per trade line to lenders who contact

them directly.



4. Federal Housing Administration (FHA) and Department of Veterans’
Affairs (VA) Loans

Lenders who wish to submit loans for an FHA or VA guarantee must also follow certain
protocols regarding the submission of credit reports, but have a number of options to
choose from. For example, the FHA program accepts either a three repository merged
credit report, a Residential Mortgage Credit Report (RMCR), or applications processed
through the autoinated underwriting systems of Fannie Mae and Freddie Mac. The
RMCR option is required to be made available to consumers who dispute information
contained in their credit reportsl5 In addition to the options offered to lenders submitting
loans for FHA guarantees, the VA program accepts applications processed through the
automated underwriting systems of PMI Mortgage Insurance Company and

Countrywidels

15See FHA Lender’s Handbook number 4 155.1chapter 2, section 4 "Credit Report Requirements,” and
Mortgagee Letters 98-14 and 99-26, available at www.hudelips.org.
Sec VA Lender's Handbook. VA Pamphlet 26-7, available at http:// www.homcloans.va.gov/26-7.pdf.


http://www.hudelips.org
http://www.homcloans.va.gov/26-7.pdf

V. Study Design

A. Phase One

The first phase ofthe study consisted of a manual review of 1704 credit files, archived by

credit reporting agencies. These files had been requested by mortgage lenders on behalf

of consumers actively seekm? mortga?es. The three credit reporting agencies that

Eenerated these files are located in different regions ofthe county (West, Midwest, and
ast) and serve mortgage lenders in a total of 22 states.

Only archived credit files that had been generated by mortgage lender requests for reports
and scores from all three major credit repositories (Experian, Equifax, and Trans Union)
were included in the review. Files were included in the study by reviewing consecutive
archived files dating from June 17to June 20, 200217

Ensuring the anonymity ofall data collected and examined for this study was a
paramount concern for both CFA and NCRA. The data collection procedures were
designed with particular care to ensure that no personal identifying information from
these credit files was recorded for this study. No reports were provided in paper or
electronic form, and no names, social security numbers, account numbers, addresses, or
other consumer identifying information was recorded. All comments regarding
inconsistencies were recorded in generic form. For examﬁle, the fact that digits in a
social security number were transposed in one file would have been recorded, but the
actual number would not have been. Similarly, ifa consumer’s file showed ap(Farent
confusion between credit data recorded under a consumer's first name and credit
recorded under the consumer's middle name, this would have heen noted, but the names
would not have been recorded. While the files were being reviewed, the National Credit
Reporting Association (NCRA) and the Consumer Federation of America (CFA) took
precautions to limit the access to identifying information to the credit reporting agencies'
representatives, who worked with a representative from the Consumer Federation of
America in each office. The credit reporting agency representative retrieved the files,
and conveyed only the relevant generic information verbally to the CFA representative
for recording. As aresult, the data examined for this study contains only generic
information about variations in credit data, but does not link that data to any consumer or

consumers.

For each file, the credit scores from each ofthe three major credit repositories were
recorded. Ifarepository returned a report, but the report was not scored, or ifthe
repository could not locate a reFort_ for the applicant, this information was also recorded.
In addition, researchers noted if a file contained multiple reports from any repository, and
recorded the scores for these reports, ifthe report was scored. Residential Mortgage
Credit Reports (RMCRs), for which credit reporting agencies verify and update

I7 For agencies that serve multiple time zones, additional measures were employed to include records from
consumers in all regions. For example, every second file from one agency was reviewed rather than every

file.
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information in the credit rePort, were identified as such™ Forjoint application files, the
aBBh_cant’s and coapplicant's reports were treated as separate reports. Approximately
500 files that contained a credit score from each ofthe three repositories were recorded at

each agency.

A major focus ofthe study was for those applicants closest to the boundary between the
lower priced prime mortgage lending market and the h|ﬂher priced subprime mortgage
lending market, which, in addition to higher costs overall, exposes borrowers to greater
risks of predatory lending. A large variance between scores on a consumer’s file is a
likely indication of drastically incomplete and/or incorrect information in that consumer’s
credit reports, and a cause for concern. For those closest to the boundary between prime
and subprime, generally considered to be a credit score 0f 620, the impact of even small
variances can be severe and translate directly into a greater financial burden.

Thus, more detailed information about each file was recorded: _1? if the file had widely
vaerg scores among repositories (defined as a range of 50 points or greater between the
high and low score); 2) if the file was near the threshold between prime and subprime
classification with a substantial variance between scores édefmed as having a middle
score between 575 and 630, and a range between high and low scores greater_than 30
points); or 3) if the file was d_wectlz_at the threshold between prime and subprime
classification (defined as having a high score above 620, and a low score below 620).
For files that met these criteria, the four pnmar_}/ factors contributing to the credit score,
provided by each repository as part of the credit report, were recorded.

Finally, if the file met criterion 2 (had a middle score between 575 and 630, and a range
between high and low scores greater than 30 Pomts), or ifthe file had a variation in
scores of more than 90 points, the specifics ofthe three credit reports were reviewed in an
attempt to identify any obvious inconsistencies between the repositories. When possible,
researchers made a determination based on this review ofwhether an%/ inconsistencies
seemed likely to be artificially lowering or raising the score reported by one or more

[epositories.
B. Phase Two

The goal ofPhase Two was to test the rePresentationaI validity of the findings in Phase

One by comparing key statistics from that sample of credit files with the same statistics

for a much larger sample of credit files. Specifically, the goal was to compare the range
among credit scores, and the frequency ofexplanations provided to consumers.

This phase of the study reviewed credit scores and the explanations for those scores
Frowded by the repositories for a separate sample of 502,623 archived credit files. This
arger sample was collected electronically and did not involve a manual review ofeach
file. As with the first phase, these files had been requested by mortgage lenders on behalf
ofconsumers actively seeking mortgages, and only credit files generated by a request for

"* Conducting and RMCR docs not affect the cred't scores, and when in depth reviews o f the reports were
conducted on RMCRs, the comments referred to the status o f the report prior to updates or verification.
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the reports and scores from all three major credit repositories (Experian, Equifax, and
Trans Union) were included.

|farepository returned an unscored report, or ifthe repository could not locate a report
for the applicant, this information was recorded. In addition, the presence of multiple
reports from any repository and the scores for these reports, if scored, were recorded. For
joint application files, the applicant's and coapplicant’s reports were treated as separate

reports.

For this phase of the study, the zip code for each file was recorded, as was information
about the type ofservices requested for each file, and the version ofthe scoring model
used to calculate each score. By matchm%mp codes with states, it was possible to
determine the geography represented by these files. Phase Two analyzed files from every
state and territory in the nation, with a wide distribution offiles from-all regions. (34%
from the Northeast, 27% from the Southeast, 30% from the Midwest, 6% from the
West19 4% with no zip code information to Indicate a state, and 0.08% from U.S.

territories.)

Unlike the files in Phase One, which constitute a sna,oshot ofthe profile of consumers
seeking mortgage credit over just several days, the files reviewed in Phase Two date from

December 8, 2000 to September 20, 2002.
C. Phase Three

Phase Three explored the prevalence Qst]ecn‘m errors in a representative sample of -
credit reports, and attempted to quantify how many files contained inconsistent, missing,
or duplicated information. Researchers used a 10% sample of all files reviewed at one
site in Phase One and reviewed account data and public records data for errors of
omission (information not reported by all repositories) and errors of commission
(inconsistent information between repositories, or duplicated information on a single

repository).

This phase tabulated how many consumer files were missing accounts on at least one

repository report that appeared on other repositoay reports, treating accounts of different
type and status separately. The same criteria used to tabulate missing accounts were used
to tabulate the number ot files that contained duplicate reports of accounts on a single

repository report.

IMThe researchers were concerned that there were disproportionately fewer files from the western region,
particularly a disproportionately low number of files from California. However, subsequent analysis
showed that key statistics and distribution o f score ranges for the files from this region, and from California
specifically, were virtually identical to those for the entire sample. Therefore, the researchers are confident
that this undcr-rcpresentation is not introducing any bias into the findings. (The regions were defined as
follows Northeast: ME, NH, VT. NY. MA, CT. RI, PA, NJ, DE, DC, MD, WV, VA. Southeast: NC, SC,
GA, TN. KY, AL, MS, FL. LA, AR, TX, OK. Midwest: OH, IN, IL, MI, WI. MN, ND, SD, IA, MO, NE,
KS. West: AZ, NM, MT, WY, CO, UT. NV, CA. ID. OR. WA, AK, HI. Territories: GU, PR, VI.)
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The seven tk/pes ofaccounts identified were mo_rtqages, other installment loans, revolving
accounts, other accounts not in collection, medical collections, child support collections,
and other collections or charge offs. The researchers differentiated between the status of
each non-collection account on the repository or repositories that did report the account.
For accounts other than collections and .char(l;e offs (mortgages, other installment loans,
revolving accounts, other accounts not in collection), the researchers differentiated
between accounts that had no derogatory information, accounts that had late payments,
accounts that had conflicting information regarding late payments on two repositories,
and accounts that had inconsistent information regarding default. In addition, researchers
noted ifa mortgage had gone to foreclosure, and 1f a revolving account had been reported

lost or stolen.

Files with duplicate or missing public records were tabulated, differentiating by type and
status as well. Researchers tabulated missing and duplicate bankruptcy filings, liens,
judgments, and civil suit filings, differentiating between two categories of status, those
that had been filed, and those that had been recorded as released, satisfied, dismissed, or

paid.

In addition to determining the number of files with missing and duplicate accounts, the
researchers tabulated the number of files that contained certain inconsistencies between
the three repositories regarding account details for accounts reported bE/) all three. The
inconsistencies of interest were: the number ofﬁayments recorded as 30 days late; the
number of payments recorded as 60 da?/s |ate; the number of payments recorded as 90
days late; the halance reported on revolving accounts or accounts in collection; the credit
limit reported on revolving accounts; the past due amount; the method ofpa?/ment (a
code mdwatmg ifthe account is currently being paid as agreed, is currently fate, was late,
but is now paid, etc.); the date of last actth on defaulted accounts; and the type of
account. Finally, the researchers tabulated the number offiles that reported a defaulted
account, but did not report the date of last activity on that account,



VI. Findings

A. Phase One

L Almost One in Ten Files was Missing a Credit Score from at Least
One Repository.

Ofthe 1704 unique files reviewed, 1545 files had at least one score reported from each
major credit repository. The remaining 159 reports were excluded from the statistical
analysis because of one or more missing scores. Table 1details the status of the files

included and excluded from the analysis.

Table 1. Status of Files Reviewed in Phase One.

1390 Files wilh exactly 3 repositories scored, with no additional scores or unscored reports
114 Files with 3 repositories scored but with additional scores and unscored reports
41 Files with 3 repositories scored but with additional unscored reports
1545 Subtotal: nuniber ot files with 3 bureau scores - included in analysis

58 Files with only 2 repositories scored*

26 Files with only 1 repository scored*

62 Files with no repositories scored*

13 Duplicate files, test files or other errors that were thrown out

159 Subtotal: number of files excluded from analysis

1704 Total Files Reviewed

*Unscored files include cases where no file was returned (no hit on information input during request) as well
as cases for which a file was returned but not scored.

2. A Substantial Number ofFiles Met the Criteria for Further Review.

Ofthose 'j45 files that had valid scores from each repository, 591 files, or 38%, were
flagged for further review, based on the tliree predefined criteria outlined in the previous

section and below.
Ofthe 1545 valid files: _ _
L 453 files, or 29%, had a range of 50 points or more between the highest and

lowest scores, _
2. 175 files, or 11%, had a middle score between 575 and 630 and had a range of 30

Boint_s or more between the highest and lowest scores.
3. 250 files, or 16%, had high scores ahove 620 and low scores below 620.

These numbers do not total 591 because many files met multiﬁle criteria. Table 2
provides more detail on the number of files that met each of the criteria.
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Table 2. Number of Files that met Criteria for Further Review in Phase One

Met Criterion | 459
Met Criterion Lonly 213
Met Cntena 1and 2 onlv 29
Met Criteria 1and 3 only 19
Met all three Cntena 72
Met Cntcnon 2 175
Met Cntcnon 2 onlv 39
Met Cnlcria 1and 2 onlv 29
Mel Criteria 2 and 3 only 35
Met all three Cntena 72
Met Crilenon 3 250
Mel Cntcnon 3 only 64
Met Criteria 3 and Lonlv 79
Mel Criteria 3 and 2 only 35
Mel all three Cnteria 72
Met anv of the three Criteria 591

3. Numerous Files Contained Additional Regosit_or Reports and
Information not Relevant to the Consumer’s Credit History.

Each file examined had been generated from a request for a mergfed file that included one
report and one score from each repository. However, one in ten files (155 out of 1545)
contained at least one, but as many as three, additional repository re,oorts. These reports
were not duplicate copies of reports, nor were they residual reports from previous
applications for credit. These additional report's were returned from the same
simultaneous request that produced the other reﬁorts inthe file. For 114 ofthe files with
additional reports, at least one. but as many as three ofthese additional reports also
contained a credit score. It was unclear to researchers exactly how various systems

would interpret these additional repository reports.

In some cases, an additional repository report was clearly reporting the credit activity ofa
separate person (no accounts from the additional report appeared on the three primary
reports, and viie versa). However, it was very common for the additional report to
contain a mixture of credit information, some of which belonged to the applicar.. and
some of which clearly did not. In some cases, applicants had split files that appeared to
be the result of applying for credit under variations o ftheir name.

Common reasons for returning additional repository reports included;

Coniusion hetween generations with the same name (Jr., Sr., II, 111, etc.).
Mixed files with similar names, but different social securitr numbers.
Mixed files with matching social security numbers, but different names.
Mixed files that listed accounts recorded under the applicant’s name, but with the
social security number of the co-applicant.

Name variations that appeared to contain transposed first and middle names.
Files that appeared to be tracking credit under an applicant'snickname.
Spelling errors in the name.

Transposing digits in the social security number,

An account reporting the consumer as deceased.
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4. Scores Reported by the Three Repositories for a Given Consumer
Varied Substantially.

The review found considerable \_/ari_abilit?/ among scores returned by the three credit
repositories. Because the repositories all use the scoring model provided by Fair, Isaac,
and Company, this considerable variability among scores suggests considerable
differences in the information maintained by each repository. Fair, Isaac, and Company
attribute variations in credit scores to variations in credit dataZ). However, some have
suggested that variations in credit scores may be occurrm? because not all data users are
adopting new versions of the scoring model smultaneousg. Researchers explored this
concern using the data collected for Phase Two, and found the impact of different scoring

models to be negligible.

Only one out offive files (328, or 21%2 could be considered extremely consistent, with a
range offewer than 20 points between the highest and lowest scores. One inthree files
475, or 31%) had a range 0f50 points or greater between scores, and one in twenty files
81, or 5%) had a range of 100 points or greater between scores.

The average (meang range between highest and lowest scores was 43 points, and the
median range was 36 points. These statistics were reasonably consistent among the three

regions2L

Files with good and bad credit hoth appear susceptible to large (Point ranges, although
consumers with poor credit may be slightly more susceptible. Chart 1compares the
middle score ofall files with the range hetween the highest and the lowest score for that
file. The middle score is often the score used for loan apFrovaI. On this chart there is
slight correlation between middle score and score variability. The regression trendline,
which in this case estimates the average score range for each middle score, is relatively
flat, but is higher for files .'ith worse overall credit. This means that, on average, files
with low miadle scores ha\e slightly greater variability among their scores, relative to

files with high middle scores.

For example, for a middle score 0f550, the regression line has a value of 50, meamng _
that the average range between high and low scores for files with a middle score 0f550 is
50 points. In comparison, the average range between_hEﬂh and low scores for files with a
middle score of 700 is 40 points. Thus, files with a middle score that is 150 points lower

have an average score variability that is 10 points greater.

** Fair Isaac, and Company address the question o f differing information at the three repositories as part o f
the explanation ofhow credit scoring works on their consumer oriented website, myFICO.com, stating:

“ Your score may be different at each o f the three main credit reporting agencies: The FICO score from
each credit reporting agency considers only the data in your credit report at that agency. |f your current
scores from the three credit reporting agencies are different, it's probably because the information those
agencies have on you differs.” (Tttm'/www.mvfico.com'mvfico/CrcditCentral'ScorineWork.s.asn)

*' In the Eastern region, the mean range was 40 and the median range was 33. In the Midwestern region,
the mean range was 43 and the median range was 36. In the Western region, the mean range was 46 and

the median range was 38.
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Chart 1. Middle Scoro v. Range Between Scores
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5. Reports Contained Limited Information to Help Consumers
Understand the Principal Reasons for their Credit Scores.

|fa consumer is subject to an adverse action because of information in a credit report,
federal laws (the Fair Credit Reporting Act and the Equal Credit Opportunity Aqts) require
the lender to make certain disclosures. Adverse actions include, among other things,
denial of credit, or denial of favorable terms on credit. The required disclosures include
statements that an adverse action has occurred and that the decision was based in part or
entirely on a credit report and the specific, principal reasons for the 1dverse action
(generally four reasons are given)

Thus, each repository report contains the four principal reasons contributing to the score
returned, as identified by the automated process that calculated the score.  The three
repositories have approximately forty standard reasons that can be provided through this
process. However, a mere four reasons were provided as the primary contributing reason
on 82% ofthe reports reviewed (i.e. the reports in the 591 files that met any of the criteria
for further review outlined in the study design). The four most frequently returned
explanations for a consumer’s score, with the frequency with which they occurred, were:

" National Consumer Law Ccnlcr, Fair Credit Reporting Act, Fourth Edition. 2000.
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“Serious delinquency, and derogatory public record or collection filed" (37% of

all explanations).

7 “Serious delinquency” (20% ofall explanations).

? “Pr0|oc_>rtion ofhalances to credit limits is too high on bank revolving or other
revolving accounts” (15% ofall explanations).

7 “Derogatory public record or collection filed” (10% ofall explanations).

-~

It is important to note that three ofthe explanations (“Serious delinquency,” “Derogatory
public record or collection filed,” and “Serious delinquency, and derogatory public record
or collection filed”) convey at least partially redundant information. These three
explanations alone constituted 67% ofall primary reasons provided.

6. In Depth Reviews Revealed Significant Errors and Inconsistencies,
Some ofWhich were L|keI%/ Art|f|C|_aII){ Lowering Consumer Credit
Scores, and Some of Which were Likely Artificially Raising Consumer

Credit Scores.

In depth reviews were done of files that met the second criterion for further review (had a
middle score between 575 and 630 and a range between high and low score of more than
30 points), or ifthe file had a range between scores of more than 90 points. In each case,
researchers attempted to identify any obvious inconsistencies between the account level
data on each ofthe repository reloorts, determine whether these inconsistencies were the
result of omissions, or |fthe?/_ reflected con_fl;c_th credit data, and make a determination
ofwhether the scores were likely being artificially inflated or artificially deflated by these

Inconsistencies.

There are obvious limitations to what the researchers could conclude during in depth
reviews of credit file details without the aid of either creditors or consumers to
corrohorate or contest inconsistencies. The researchers attempted to approach these
evaluations in as conservative a manner as possible; for example when derogatory
information, such as a collection, was reported on only one reposnorg, researchers tended
to assume that the derogatory information was correct. However, when finer details were
inconsistent, such as the current payment status ofa given account, the more recent
information was usually assumed to be correct. In total, 258 files were reviewed in

depth.

For approximately halfof the files reviewed in depth (146 files, or 57%), researchers
were unable to identify clearly whether inconsistencies in the reports were resulting in an
artificially higher or artificially lower score. In many cases this was because there were
large numbers of derogatory accounts, reported in various combinations by one, two, or
three of the credit rePosnones. For those files for which a determination was made, an
even split existed between files for which one or two scores were likely artificially h|gh
?_56 files, or 22%?] and files for which one or two scores were likely artificially low (5
iles, or 22%). Thus, at leasi one in five at risk borrowers, but likely many more, are
likely being Penal|zed because ofan inaccurate credit report or credit score. Similarly, at
least one in five at risk borrowers is likely benefiting from inflated scores because of

24



incomplete credit information. However, these fi%ures are based on the assum%tion that,
in the absence of contradictory information, all information that was reported by only one
repository was accurate. The figures likely underestimate the actual number ofborrowers
who are at risk because they do not account for information that is simply incorrect, does
not belong to the borrower, or has been contested and removed from one or two

repositories, but not from all three.

While this finding suggests a certain statistical equilibrium between the harm and benefit
that obvious omissions, mistakes, and inconsistencies may be causing to consumers on
the macro level, credit scores are purported to offer consumer-specific evaluations, and
are used to generate customer-specific prices and decisions. Lenders suffer little harm so
long as there is such statistical equilibrium because the large number of consumers they
serve allows them to benefit from the countervailing impact of these errors on a given
pool of loans. Consumers, on the other hand, have one score for every purchase, and do
not benefit from such statistical averaging. Given the number of decisions regarding
access and Brlcmg ofessential services that rely on these scores, their determination
should not be a lottery in which some consumers “win” because derogatory information
is omitted while other consumers “lose” because erroneous, contradictory, outdated, or
duPhca_ted information is reported in their credit history. Rather, scores should be
determined fairly and based on complete, current, and accurate information.

B. Phase Two

The second phase of the study examined the scores and 3pr_|mary factors contributing to
the score, as identified by the repositories, from 502,623 files compiled from electronic
records. Examining this very large sample allowed for a corroboration of some ofthe
findings of Phase One among a larger ﬂopulatlon, roughly equivalent to a 0.25% sample,
or one out of every 400 consumers with credit reports. Furthermore, because no details
ofthe report were recorded beyond the credit scores and primary reasons for the scores,
zip code data could be included without fear of recording excessive personal identifying
information. This allowed for verification that the sample had broad geographical

representation.

L Scores Reported by the Three Repositories for a Given Consumer
Varied Substantially.

The ke?]/ findings from Phase Two are very similar to the findings from Phase One. Just
fewer than one out of four files (105,324 files, or 24%, compared to 2 1% in Phase One)
could be considered extremely consistent, with a range of 20 points or fewer between the
highest and lowest scores. One in three files (129,284 files, or 29%, compared to 31% in
Phase On%) had a range of 50 points or greater between scores, and one in twenty-five
files (17,626 files, or 4%, compared to 5% in Phase One) had a range of 100 points or

greater hetween scores.

The average (mean) range between high and low score was 41 (compared to 43 in Phase
One). The median range hetween high and low score was 35 (compared to 36 in Phase



One). Chart 2 is a histogram showing the share of files for which the range between
highest and lowest score fell into 10 point bands up to 150, and the number of files for

which the range exceeded 150.

Chart 2. Frequency of Ranges Between High and Low Score for Phase Two
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2. RePorts Scored With Different Versions of Scoring Software Reflected
Almost No Difference in Overall Variability of Credit Scores.

As mentioned in the findings for Phase One, some have suggested that score variability
can be explained by the fact that different versions ofthe Fair, Isaac, and Company
scoring software may be in use in the marketplace as data users transition to a new
version. The data collected in Phase Two allowed researchers to assess this and
determine that the fact that reports were scored with different versions ofthe scoring
models did not have an impact on the overall variability of credit scores in this study.

Fair, Isaac, and Company produces the software for all three repositories, but each
repository refers to the sconn%software by a different name. When Experian adopts a
new version ofthe software, they discontinue the previous version (for example when
they switched from a version Experian referred to as “Fair Isaac” to a version Experian
referred to as “Experian/Fair Isaac Risk Model”), but users of Trans Union and Equifax
software must update to the newest software version themselves, and there can be more
than one version ofthe software in use at a given time. The sample examined in Phase
Two reflected the use of two different versions of scoring software to score reports from
Trans Union and Equifax. Trans Union reports were scored by an older version titled
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“Emloirica” and a newer version titled “ New Empirica.” Equifax reports were scored by
an older version titled “Beacon” and a newer version titled “Beacon 963"

The use of different scoring models had a nearly imperceptible effect on variation among
scores. Only three combinations ofscoring models occurred in the sample. Reports
scored with the two older versions, “Empirica” and “Beacon,” had an average ran?e
between the highest and lowest credit score of 39.61 points, and a median range 0133
points. Reports scored with “Empirica” and “Beacon 96" had an average range of40.85
paints, and a median range of 34 points. Reports scored with “New Empirica” and
‘Beacon 96" had an average range 0f41.59 points, and a median range of 36 points.
Comparing these statistics to the overall statistics for Phase Two }an average range 0f41
points and median range of 35 points) shows that the influence of different scoring
models is negligible, and if anything, the newer models resulted in a slightly greater

variation among scores.

Recent commentary suggests that a new version ofthe software, “ Next Generation
FICO,” which E%mfax_ will refer to as “Pinnacle,” Trans Union will refer to as
“Precision” and Experian will refer to as “Experian/ Fair Isaac Advanced Risk Score,”
may Proqluce significantly different scores from earlier models, but has not been widely
adopted in the marketplace2l The impact ofthis new scoring tool is deserving of
attention. However, none ofthe reports in this analysis were scored with this version of

the scoring software.

3. Reports Contained Limited Information to Help Consumers
Understand the Principal Reasons for their Credit Scores.

As in Phase One, a very limited number of standardized responses represented the vast
majority ofall explanations provided to consumers about their credit scores. The same
four explanations that were predominant in Phase One were predominant in Phase Two,
but in Phase Two a fifth code was returned with significant frequency.

Three explanations (“Serious delinquency,” “Derogatory public record or collection
filed,” and “Serious delinquency, and derogatory public record or collection filed”)
represented 50% ofthe primary exPIanatlons provided (compared to 67% in Phase One).
The explanation “Proportion of balances to credit limits is too high on bank revolving or
other revolving accounts” represented 18% ofthe primary explanations provided
(compared to 15% in Phase nez: While these explanations constituted a very large
share of all the principal explanations (7 out of_lOS), a fifth explanation also constituted a
significant share. The explanation “Length oftime accounts have been established"
represented 8% ofall the primary explanations provided (compared to 5% in Phase One).

® In addition, 0.3% of files scored by Translation were scored by a version titled "Horizon,"
approximately 6% of files scored by all three repositories did not identify the version o f the software used
for scoring, and an extremely small number of files (approximately 0.03%) were scored by a non-mortgage
model, such as an auto model or a bankruptcy model.

w Harney, Ken. "Get Upgraded Credit Scoring,” Washington Post, November 23. 2002, and "Lenders Slow
to Adopt New FICO Scoring Model," Washington Post, November 30, 2002,



It is worth noting that the four principal reasons for credit scores were on everr file
included in the analysis in Phase Two, while Phase One only recorded the explanations

for those that met the criteria for further review.

C. Phase Three - Specific Types ofErrors

The dramatic ranges between credit scores uncovered in Phases One and Two seem to
indicate wide ranging inconsistencies between the information on each repository for a
given consumer. Phase Three attempted to quantify how mank/) consumer files contain
errors, and of what kind. Errors of omission (information not being reported by all
repositories) and errors of commission (inconsistent information between repositories, or
duplicated information on a smlgle repository) were both considered. Researchers
recorded how many consumer files contained at least one of each category oferrors

Identified.

Phase Three re-examined a 10% randomly selected sample ofthe files reviewed at one of
the sites from Phase One. In this sample 0f51 three-reg)_osnory merge files, errors of
omission and commission were both rampant. Table 3 lists the categories oferrors, the
number of files that contained such errors, and the percentage offiles that contained such

errors.

This examination ofthe frequency with which certain errors occur is not intended to
imply that the occurrence ofany one of these errors alone will necessarily reclassify a
consumer into a more expensive pricing class. Tne actual impact of any one ofthese
errors will deﬁend upon what other information exists in the consumer’s credit report.
Any error with the potential to lower a consumer’s credit score will generally have a
greater effect on “thinner” files, or files that have less information. Also, ifa reﬁort has
no derogatory entries, the first piece of derogatory information will very I|keI}/ avea
more severe Negative impact on a consumer's apparent creditworthiness than the same
information would have on a file with multiple derogatory entries. However, it is
possible for asingle derogatory entry to have a dramatic effect on a consumer's score,
whether or not it 1s accurate. [f that consumer is near the threshold for a less favorable
pricing class, it is very possible and probable that an error or errors in that consumer's
credit history could have a substantial material |mPact. Furthermore, most rerrts
reviewed contained more than a single error, and the cumulative effect of multiple errors
increases the likelihood of material impact on consumers.

The sample size in Phase Three is the smallest ofthe three phases, due primarily to the
time required to review files in sufficient depth to identify specific errors. The =
researchers recognize that the statistics from this phase have limitations and it is difficult
to make definitive statements about the frequencies with which specific errors occur in
the population at large based on these findings. However, this phase does document
strikingly h|%h levels of errors and provides evidence that at the very least a significant
minority in the general population are at risk for a variety oferrors of commission and

omission,
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Table 3. Types of Errors, and Number and Percentage of Files Containing Such Errors
Commission

Type of Account

Mortgage
Mortgage
Mortgage
Mortgage
Mortgage

Other Installment
Other Installment
Other Installment
Other Installment

Revolving
Revolving
Revolving
Revolving
Revolving
Other
Other
Other
Other

Collection Medical
Collection Child

Support

Other Collection or

Chargeoff

Bankruptcy
Bankruptcy

Lien
Lien

Judgement
Judgement

Civil Suit
Civil Suit

Status

No Derogatory Info

Late Payments

Inconsistent Lates btw Repositories
Inconsistent, one shows Default
Foreclosure

No Derogatory Info

Late Payments

Inconsistent Lates btw Repositories
Inconsistent, one shows Default
No Derogatory Info

Late Payments

Inconsistent Lates

Inconsistent, one shows Default
Missing Lost or Stolen

No Derogatory Info

Late Payments

Inconsistent Lates btw Repositories
Inconsistent, one shows Default
Collection/ Chargeofi

Collection/ Chargeoff

Collection/ Chargeoff

Filed
Released/Satisfied/Dismissed/Paid

Filed
Released/Satisfied/bismissed/Paid

Filed
Released/Satisfied/Dismissed/Paid

Filed

Dismissed

V30 Late

60 Late

90 Late
3alance on Revolving Accts or
Collections
Credit Limit on Revolving Accts
3ast Due Amount
Current Method of Payment
rype of Account
.ast Activity on Defaulted
do Last Activity Date on defaulted
ccounts

umb Files Missing
< Y et

Omission

‘Kod Files Missing Such

33.3°/o
So -

2.0°/6
Oo=
3.9/
3{ 66.7‘:);
59

4

/ 3.07l

2.0%

8 15.7%
0.0%
0.0%

10 105
1 2.0%
13 25.5%
- %k

56
> 3%
1 2om

11 21.6%

Number o Fles with

Such Acct. Dlinlicatprl
%d Fles with Such
Acct. DuDlicalprl

con
o oo
ANEINEIN

201

4 7.87
0.07
1 2.07
0.0%
9 17.6%
0.0%
0.0%
0.0%
0:0%
1 2.0%
0.0%
0.0%
0.0%

0.0%

0.0%

s 5%

0.0%
1 2.0%
0.0%
0.0%
0.0%
0.0%

0.07,
0.0%

Number of Fles with
Inconsistent Infn

% o files with
Inconsistent Info

22 43.17,
15 29.4%
12 23.5%

42 82.4%
49 96.1%
17.6%
31 60.8%
21.6%
50T



L Significance and Frequency ofErrors of Omission

Incomplete reporting ofinformation, or an error of omission, can make a consumer
apfpear either more credit worthy or less credit worthy, depending on the nature ofthe
information that is omitted. When a derogatory account, such as a collection.,ite
p_a?(/ment, charge off, or public record is omitted, the consumer’s record will appear less
risky, and the consumer’s credit score will likely be artificially high. However, when a
positive account, such as a mortgage, auto loan, or credit card account that has been paid
as agreed, is omitted, this r_esi)_onm le credit behavior will not be conveyed and the
consumer's credit score will likely be artificially low.

Positive account information is esgecially imE_ortant for consumers who are just
beginning to establish credit, or who are working to re-establish their credit rating after
bankruptcy. Omlttm_? positive information can have a dramatically negative impact on
such consumers. Failure to report positive accounts can deflate scores, or even make it
|r_nP_035|ble for the scoring model to produce a score. Such outcomes make it more
difficult to enter or return to the prime Iendmg marketplace, relegating affected
consumers to the higher priced subprime market.

Because ofthe limitations ofthe study, researchers were unable to determine definitively
whether many ofthese errors were errors ofomission. For example, researchers could
not be certain that accounts appearing on one report only were the result of omissions by
the other two repositories, or itthe accounts apPeared as the result of merging errors, or
compiling errors on that one repository (and actually did not belong to the consumer), or
ifthey had been contested and removed from some repositories but not removed from all
three. In the ahsence of evidence that presented a contradiction, researchers
conservatively treated information appearing only on one or two repositories as an error

of omission.

a) More Files Contained Omissions of Positive Information than
Contained Omissions of Derogatory Information, but Omissions of
All Kinds were Common.

Accounts that had never been late, and which have great significance for determining a
credit score, were omitted with extremely high frequency. Omitted revolving accounts
with no derogatory information were noted on the largest number of consumer files.
Nearly eight out often files (78.4%) were missing a revolving account in good standing.
In addition, one file out ofthree (33.3%éwas missing a_mortga%e account that had never
been late, and two files out of three (66.7%) were missing another type of installment
account that had never been paid late. Other accounts with no derogatory information,
such as non-revolving credit cards, were missing on 15.7% ofall files.

Omissions of accounts with late payments, but which had not been sent to collection
were less frequent than omissions of positive accounts. Still, one in ten files (11.8%),
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was missing a revolving account with late payments reported, and many (7.8%) were
missing revolving accounts that were belngi reported as defaulted by one ofthe two
rePosnorJes that ref)orted the account. Halfthat number (3.9%3 contained conflicting
information about [ate paY_ments on revolving accounts reported by two repositories. A
much smaller number of files were missing mortgages or installment accounts that had
been late at some time in the past, or that had conflicting information regarding late
payments, but 3.9% offiles omitted a foreclosure.

The most commonly omitted derogatory information was for various types of collections.
Child support collection omissions were rare (2% offiles), but one out of five files
(19.6%) omitted a medical collection, and one out of four files (25.5%) omitted a

collection of some other kind.

b) Medical Collections Raise Special Concerns Regarding
Appropriateness and Privacy.

Medical collections, as a subset of collections that were often not reported on all three
repositories, deserve special attention. Disputes between consumers, health insurance.
companies, and medical care providers occur frequ_entlg, and can be of extended duration.
Many medical hills are referred to collection agencies during these disputes but are
ultimately paid by insurers. Therefore, ifall the relevant facts were known these
collections could very ||kelr be errors of commission, rather than errors ofomission, as
they may not accurately reflect consumer debt repayment behavior.

Another issue noted by researchers related to medical collections was the high degree of
information that can be inferred from the information in medical collection entries listed
on a consumer's credit report. The names of many medical creditors are specific enough
to allow for identification of categories of treatment. For example, information in
collection entries identified categories o f medicine, such as pe_rmatqlogY, and neonatal
health clinics. This could have especially significant ramifications if full credit reports
are reviewed by potential and current employers, who may infer from such collections
that an applicant, or employee, has an unusually sick newbom, and may be more likely to
be called away from the office". In other cases, consumers may simply wish not to have
the fact that they have sought treatment for other very private matters (such as treatments
for fertility, mental health, or AIDS) to be readily discernible by anyone who reviews

their credit record.

Section 604 (g) ofthe Fair Credit Reporting Act states that “A consumer reporting
agency shall not furnish for employment purPoses, or in connection with a credit or
insurance transaction, a consumer report that contains medical information about a
consumer, unless the consumer consents to the fumishing of the report.” However,
consumers have complained about the difficulty of identifying the original creditors for
collection accounts that appear on their files, and best practices have been proposed by

*5 1t is the researchers’ understanding that current market practices do not permit employers to view the
same level ofdcail that is provided to potential lenders. Employer credit reports generally do not contain
the notations cn collection entries that would allow them to make such medical inferences.



the Consumer Data Industry Association that attempt to strike a balance between
protecting consumers’ medical information and providing enough information to allow
consumers to identify the original source of debts. Furthermore, it is the Researchers’
understanding that in Massachusetts, the original creditor must be listed for every

collection account.

c) Public Record Information was Frequently Omitted. Including
Both Information that Would Likely Increase Credit Scores and
Information that Would Likely Decrease Scores.

One inten files had an omitted date of fulfillment for a bankruptcr,_an omission that

almost certainly lowered the corresponding credit scores. Several files also contained
reports that omitted liens, both satisfied 83.9%) and unsatisfied (7.8%), and judgments,
both satisfied (3.9%) and unsatisfied (5.9%). One file contained a dismissed civil law

suit that was reported to one repository only.

Given the dramatic frecluenc_y ofomissions of both [posi_tive information (such as
mortgages) and derogatory information (such as collections and public records) it is clear
that errors of omission have the potential to undermine the accuracy ofconsumer credit
records and, by extension, credit scores. It should be noted that true errors ofomission
(exclu,dmc}; unrelated account information that is erroneously captured by one repository
and disputes which have not resulted in removal of information from all three
repositories) are most likely the fault ofthe creditor, not the credit repository. f a data
provider, be it a collection agency or major national bank credit card, decides not to
rePort information to all three repositories, then the repositories do not know the

information and cannot report it.
2. Errors of Commission

Also ofgreat concern to consumers is the frequency with which errors o f commission, or
inclusion of incorrect information, occur in credit reports. A credit report with incorrect
derogatory information makes a consumer appear to be a greater lending risk and will
likely artificially lower the consumer’s credit score. In addition, duplicate reporting of
accounts can have an impact on a consumer’s scores.

Again, because the researchers did not have the henefit ofknowingi the consumers' credit
histories, we were limited in the errors of commission that we could identify. Only in
cases where repositories were reporting conflicting details on an account could
researchers identify with certainty that at least one repository was incorrect. Even with
these limitations, the findings are troubling.

a) Manv Consumer Files Contained Conflicting Information
Regarding the Consumer’s Record of Late Payments.

In 43.1% of the files, ref)orts regarding the same accounts conflicted regardin% how often
the consumer had been late by 30 days. In nearly one out of three cases (29.4%), there



was conflicting information about how many times the consumer had been 60 days late,
and conflicting information regarding the number oftimes an account had gone to 90
days late in one out of four consumer files (23.5%). Late payments, especially on recent
accounts, can be very detrimental to a consumer’s credit score. Delinquencies are
identified as major contributing reasons foi a consumer's score on the majority ofreports,

In some cases, but by no means in all, different numbers of late payments may be the
result ofthe timing ofrecord updating procedures by the repositories. For example, one
repository may have information on an account that is current as ofJune, whereas another
repository may only have received or loaded information current as of May. However,
this phenomenon would only explain variations for accounts that are current_lg past due,
and not for the significant number of files that were currently rerorted as paid on time,
but had discrepancies in the historical count of late payments. Furthermore, regardless of
a re?osnory’s particular timing, a consumer will be evaluated on the information

available at the time ofapplication.
b) Reporting of Account Balances was Inconsistent

Inconsistencies regardmg the balance on revolving accounts or collections appeared on
82,4% offiles, and inconsistencies regarding an account’s credit limit apJ[Jeared on 96.1%
offiles. These particular numbers are presented with one qualification. The software
used to review reports presents information in a field titled “credit limit/high credit.”
Researchers acknowledge that the raw data may contain separate information [e?_ardm
the high credit (the highest amount ever charged on this account) and the credit Timit (the
amount o f credit made available by the credﬂoQ and the observations regarding
inaccuracies in these fields may not reflect the data used to derive credit scores.
However, even with this qualification, there are reasons to be concerned about incorrect
reporting of balances or credit limits. Credit card lenders have an incentive to obscure
the real credit limit from credit reports, as a means of retaining exls_th borrowers. Ifa
credit card lender reports a credit limit as lower than the actual limit (for example by
reporting the high credit as the credit limit) the borrower will appear to be closer to
“maxing-out” their credit, and will appear less attractive to competing credit card lenders.
Thus, the consumer will be less likely to receive competing offers. Such mlsre?ortlng
also poses a S|Fn|_f|cant risk to consumers' overall credit rating. The practice o
deliberately refusing to report complete and accurate account information in order
ohscure consumers” credit has drawn repeated condemnation from John Hawke, the
Comptroller ofthe Currency2. There is good reason to be concerned, given that one of

N In aMay 5, 1999 speech before Neighborhood Housing Services of New York, Hawke stated, “ Subprimc
loans can’t become a vehicle for upward mobility if creditors in the broader credit market lack access to
consumer credit history. Yet, agrowing number of subprime lenders have adopted a policy o f refusing to
report credit line and loan payment information to the credit bureaus - without letting borrowers know
about it. Some make no bones about their motives: good customers that pay subprime rates arc too
valuable to lose to their competitors. So they try to keep the identity and history o f these customers a
closely guarded secret” (http://www.occ.trcas.gov/ftp/releasc/99-4l a.doc). He reiterated these concerns in
aJune 9, 1999 speech before the Consumer Bankers Association, condemning the objectionable practice of
non-reporting and noting that, “failure to report may not be explicitly illegal. But it can readily be
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the most frequently provided explanations for a consumer's credit score is that the
“proportion of balances to credit limits is too hlgh on bank revolving or other revolving
accounts.” This is the primary explanation listed on approximately one out of six reports.

¢) Contradictory or Missing Dates Occurred Frequently and Have
the Potential to Distort a Consumer's Record.

Because more recent credit activity is more influential in determining a credit score, it is
important that the relevant dates on accounts be accurate. This is primarily true for
accounts that have gone into default. Creditors track the date oflast activity on consumer
accounts, but, because most creditors report to repositories in Iar?e batches of data on
many accounts, credit repositories also track a second date - the last date the information
was reForted by the data provider. Ifa data provider fails to report any information in the
date oflast activity data field, the scoring software will assume that the date last reported
Is the date of last activity. Thus, ifa consumer has an account that defaulted several
years ago, but otherwise has good credit, under normal circumstances the relative impact
ofthis account will diminish over time. However, ifthere is no date of last actmtk/
reported, this default will seem perpetually as recent as the last submission ofa batch of
data from that provider. One in five consumer files (21.6%) contained a defaulted
account that did not report a date of last actth. One in four files (25.5%) contained
contradictory information regarding the date of last activity.

d) Duplicate Re ortin? of Accounts did not Appear to be as
Widespread as Manv ofthe Other Errors Noted in this

Investigation.

When accounts were reported multiple times by a singﬂe credit repository, they tended to

be accounts that had no derogatory information, which may provide an artificial boost to

a consumer’s credit scores by giving the impression that the consumer has successfully
managed more credit than lie or she actually has, but may also lower a consumer’s credit
score by increasing their apparent overall deht load. Also, on 5.9% offiles a collection

was reported more than once on a smgile credit report, likely artificially lowering the
score. This  wasusually the result ot a collection being reported by the original creditor
as well as acollection agency that had taken over the account.

Further contradictions existed regarding the method of paY_ment (whether an account was
current, late, charged off, in collection, etc.) on 60.8% of files, the type of account
(revolving, instaliment, mortgage) on 21.6% of files, and the past due amount on 17.6%

of files.
3. Merging and Compilation Errors

Credit data are complex, and accurate interﬁretation_ of it can sometimes take @
considerable amount oftime and effort. When credit reporting agencies and credit users

characterized as unfair: it may well be deceptive, and - in any context - it's abusive"
(http://www.occ.treas.gov/ftp/rclease/99-5la.doc).
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review merged reports, they employ software to help organize and simplify the
information, so the user can quickly assess the unigue information contained in each
repository without having to sift through the same information reported by another
repository. The design ofa tool to do such work involves making certain choices, which
can lead to significantly different results. For example, some merging software is
designed to present the details for a given account from one ofthe three repositories to a
credit user, and “hide” the other two repositories reﬁorts. Other software utilizes a
mer?mg |O%IC that takes some information from each repository report to create an
amalgam ofthe information in each credit reﬁort. This one example of a design decision
can result in a very different presentation ofthe same raw data to a credit reporting

agency or credit user.

The discussion of duplicate and mixed files in Phase One already illustrated that a large
number of errors enter the credit reporting system when the automated software used by
the credit repositories compiles information about credit users. Use of nicknames,
misspellings, transposed social security numbers, and mixed files that report information
under one person’s name, but match that name to a spouse’s social security number, are
all examples of variations that can result from an automated interpretation of complex
and sometimes contradictory personal identifying data. Software demgners must make
explicit choices about how to interpret this data, and what form the output will take. For
one inten files, the result was an additional repository report and/or an additional credit

SCOre.

A similar potential for error exists when automated systems interpret multiple reports,
merging the three credit reports into a single representative report. This process attempts
to reconcile the voluminous inconsistencies between repositories for account level
information. Given the difficulties that are apparent from the attempts to reconcile
individual consumer information, the importance of ensuring a fair and rigorous merging
logic for any compilation software is clear.

These concerns raise many questions. How exactly does a software proglram that collects
information from multiple credit repositories interpret conflicting or duplicated
information? How much variation can a given software package consider before an
account entry is treated as a separate account? How many creditors are trying to game.
the marketplace by not reporting complete or accurate information about consumers - in
effect making consumers appear less creditworthy than they actually are to other potential
creditors, ina bid to protect their customer base?

We do not raise these problems to advocate an end to use of multiple reFosit_ory reports.
In fact, use of multiple credit scores serves as a control against errors of omission.  (All
ofthe errors of omission identified in this study were identified because ofthe use of
multiple repository reports.) On the contrary, we identify these E)roblems to illustrate that
there are difficult choices that must be made when developing all ofthe components of
the interconnected system that evaluates credit. Given the lack of oversight of this
dimension ofthe market, there is a very real potential for developers to make choices that



result in a system that is unfair to consumers in general or to a certain segment of
consumers., such as those nearest the threshold between prime and subprime.
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VIl.  Conclusions and Implications of the Findings for Consumers

A. Credit scores and the information in credit reports vary significantly among
repositories.

The scores based on data from the three repositories can vary dramatically for all
consumers reFardIess 0f whether they have generally good or bad credit histories.
Approximately one out of every three files % 1%) had a range of 50 points or greater, and
one out of twenty reports had a range of 100 points or greater (5%). The average range
between high and low scores was 43 points (median range was 36).

The wide range in credit scores reflects a similarly broad variation in the data contained
ineach repositoiy report for a given consumer. Significant accounts, such as mortgages,
credit cards, collections, and public records, were regularly omitted from one or more
credit repository reports. In addition, for most consumers, the details ofaccounts that are
reported by all three repositories are unllk_elr to be completely consistent. Information
about late payments, the balance and credit limit on revolving accounts, and the current
status ofaccounts are among errors that occur frequently.

B. Many consumers are unharmed by these variations, and some probably
benefitfrom them.

Consumers with very good credit histories, whose credit scores place them firmly above
the cutoff for the most the favorable product terms, are as likely as any other consumer to
have variation between credit scores. However, as long as that variation does not result
hi scores that are lower than the qualifying score for the best terms for credit, insurance,
or any other product or service underwritten by their credit score, there will be no
material harm. The number of consumers in this cate_?o_ry is somewhat unclear and
depends upon the products being sought and the qualifying scores for those products.

Furthermore, those near the houndary hetween pricing ranges, such as the division
between the prime and subprime mortgage markets, who have errors that artificially raise
their scores may be artificially classified as lower risk. As aresult, such consumers have

the potential to reap some benefit from the inconsistencies.

C. However, tens ofmillions o fconsumers are at risk ofbeing penalized for
Incorrect information in their crediit report, in theform ofincreased costs or
decreased access to credit and vital sen'ices.

We estimate that tens of millions of consumers are at risk of being penalized by
inaccurate credit report information and incorrect credit scores. Between 190 and 200
million Americans, or nearly every adult consumer, has a credit report that can be scored
to produce a credit score. Businesses from mortgage lenders to utility providers
increasingly have established pricing structures in which the charge for the loan or
service corresponds to a credit score range. Errors in credit reports that lower a
consumer’s credit score can place that consumer into a more expensive pricing range than



he or she deserves to be in. Credit scores below a certain cutoffpoint can even disqualify
consumers outright.

Looking at the mortgage market as an example, the two most significant ranges are
denned 6a credit score 01620. Whether a consurper's credit score is above 620 or
below 620 determines ifthe consumer qualifies for™ the lower priced prime market, or if
the consumer will be limited to subprime market, which imposes higher borrowing costs,
often requires larger down payments, and exposes consumers to abusive predatory
lending practices. In addition to this primary division in the prime and subprime
mortgage markets, there are secondary pricing ranges. According to the consumer
focused website of Fair, Isaac, and Company (www.myfico.com), consumers with a score
between 720 and 850 will qualify for the lowest interest rates, but there are at least four
different pncmg ranges in the prime market and at least two in the subprime market.
Consumers with a score between 700 and 719 will be charged higher borrowing costs
than those inthe highest score range. Prices similarly increase for scores between 675
and 699, and hetween 620 and 674. Within the subprime market, the two pricing ranges
identified by Fair, Isaac, and Company are from 560 to 619 and from 500 to 559.

This study focused on consumers at risk for misclassification into the subprime market
due to inaccurate information in their credit report and found that one in five consumers
(20.5%) is at risk. We have defined at risk consumers as either having a middle credit
score between 575 and 630 with a score variance of greater than 30 points, or as having a
high score above 620 and a low score below 620. Among these at risk consumers, based
on our analysis offiles, we estimate that at least one in five (22%) is likely being
ﬁenahzed with lower scores than deserved hecause of errors or inconsistencies in his or

er credit report that are clear enou%h to be noticed by an outside observer unfamiliar
with that consumer's deht payment history. (We also estimate that at least one in five
(22%) has scores that are likely too high due to a lack of reporting by creditors to all
repositories.) The remaining sixty percent of at risk consumers have credit reports
without errors clear enough to allow an outside observer to determine whether their credit
scores are artificially low or artificially high. We strong,ly suspect that a significant share
ofthese at risk consumers also have artificially low credit scores due to errors in their
reports that they would be able to identify if given the opportunity.

While the findinﬂs suggest that there may be some statistical equilibrium between those
consumers who have artificially high scores and those who have artificially low scores,
such statistical averaging is irrelevant to the individual consumer who is penalized based
on errors in his or her credit report. Credit scores are purported to offer consumer
specific evaluations ofcredit and do result in consumers specific decisions regarding
pricing and availability for the essentials of daily life and economic activity.

Consumers may be harmed by both errors of commission and errors of omission. Errors
of commission can lower a consumer’s score in situations such as when incorrect

*7Because of the aggressive sales tactics o f subprime and predatory lenders, many consumers who have
credit scores above 620 have subprimc loans, although they could have qualified for less expensive prime
loans. This is an important but separate issue.
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information or mixed files add the credit history of others to a consumer's.rePort. Errors
ofomission can lower a consumer’s score when the record does not contain full and

accurate information regarding existing accounts paid as agreed.

Those consumers on the threshold of subprime status face Particul_arly dire consequences
from this lack of precision. Falling below the cutoff score for a prime rate mortgage can
add a tremendous financial burden to these threshold consumers and make it more
difficult to meet this and other financial obligations. Interest rates on loans with an “A-"
desggonau_on, the designation for subprime loans just below prime cutoff, can be more than
3.25% higher than prime loans. Thus, over the life ofa 30 year, $150,000 mortgageza a
borrower who is incorrectly placed into a 9.84% “A-" loan would pay $317,516.53 in
interest, compared to $193,450.30 in interest payments if that borrower obtained a 6.56%
prime loan - a difference 0f$124,066.23 in interest payments2)

We conservatively estimate that 40 million consumers (twenty gergent ofthe 200 million
with credit reports) are at risk of being misclassified into the subprime mortgage market,
and at least 8 million (Itwenty percent ofthese at risk consumers) would be misclassified
as subprime upon application, but the actual numbers are likely much higher. These
numbers do not even attempt to quantify the number of consumers who are being.
overcharged because errors pushed them into a higher pricing range within the prime or
sub,qn_me markets. Furthermore, consumers with errors in their credit reports and
artificially low credit scores are penalized in a number of markets in addition to the
mort_?age market. These figures do not address the consumers penalized with higher
credit card interest rates, more expensive insurance, or those denied insurance, housing,
utility service, or employment (an application of credit scoring we expect to increase in
frequency) on the basis of erroneous credit scores.

D. Almost one in ten consumers runs the risk ofbeing excludedfrom the credit
markg];pilace altogether because ofincomplete records, duplicate reports, and
mixedfiles.

|fa consumer has verk/ little credit historg or is rebuilding credit after a bankruptcy,
every positive account that they can esta lish s vital forcreath arecord that has
sufficient information to be scored. If a lender requests scores for a consumer, hut a
repository is unable to return a score (as was the case for approximately one out of ten
files reviewed in this study), that lender m_aﬁ choose to set aside the customer's
application and focus on an a_pi)llcanon with enough credit to be scored and priced with
minimal work. This is especially likely during periods of heavy volume, such as the
Prolonged refinancing boom currently occurring. Even ifa lender later returns to the file
that was set aside once volumes have subsided (perhaps because of seasonal fluctuations
in home bugmg activity, or because interest rates have nsen?, the consumer will have
suffered substantial harm by being excluded even temporarily from the marketplace.

The Federal Housing Finance Board’s Monthly Interest Rate Survey reports that the national average loan
amount for conventional home purchase loans closed during June 0f2001 was 5151,000.
Interest rates as reported by Inside B & C Lending for 30 year Fixed Rate Mortgages for “A-" Credit (par

pricing), and “A” Credit respectively, as of July 14.



Consumers may not understand the implications of incomﬁle_te reporting or non-reporting
by their creditors, and would have little leverage to force their creditors to report up to

date information anyway.

Similarly, consumers generaIIY have no control over the inclusion in their credit files of
duplicate reports, or mixed information not belonging to them. The only person in a
position to tell ifa credit repository’s compilation system incorrectly groups unconnected
Information with a consumer, or to assess why their credit record was not scored, is the
lender. But there is no requirement that the lender share the report or score with the
consumer. Furthermore, ifthe lender incorrectly enters the identifying information,
during a credit review, either leaving out information such as social security number,
r[)eneratlon Ir., Sr., etc), or mmtypmg the apfhcant’s name or other information, the
ender may be contributing to the problem. 1ta consumer later requests a copy of his or
her credit file after denial, he or she will often be required to provide more
comprehensive information than the original data user. This means that the report
eventually provided to the consumer may have a lower propensity of errors than the
version used to evaluate his or her application. This is especially true for non-mortgage
credit, or mort?age credit underwritten with files ordered directly from one or more credit

repositories. 17a mortgaqe lender ordered a merged credit report from a credit reporting
agency that merged the files into a new reﬁort, and after being denied the borrower
at agency, the agency has an obligation to give

requests a cop}r/]ofthe credit report from t

the consumer the merged credit report.

The treatment of unscored files is a very serious question. How do automated credit
reviews treat files that contain extra scores, or extra reports that are unscored? One inten
requests fails to return a score from each repository. As many requests return cne score
from each repository, but also return additional files that may or may not be scored. |f
automated credit reviews reject additional files, as many as two in ten consumers could
be excluded from the credit market outright because ofthese problems.

E. The use ofinformationfrom all three repositories in mortgfége lending
protects consumers and creditorsfrom being negatively affected by errors of
omission, but it may increase the negative impact on consumers oferrors of

commussion.

The use of information from all three repositories on mortgage underwriting offers
consumers and creditors protection against errors of omission by introducing the
maximum available information to the scoring and underwriting process. However,
errors of commission actually occur on more files than do errors of omission, and there
are a number of different apﬁroaches to using information from three repositories for
underwriting purposes, Without a chance for borrowers to review their reports for errors
of commission at the time of underwriting, and without oversight o f how the information
is merged and presented, the use of multiple repository sources of data can produce a
result that is harmful to consumers.



F. Consumersarenotgiven useful and timely information about their credit.

1 Standardized, generic explanations do not provide sufficient
information for consumers to address inconsistencies and contradictions,

let alone outright errors,

Approximately 7 in 10 credit reports indicated that the primary factor contributing to the
score was “senous_delm(ﬁuency, derogatory public record, or collection filed,” or some
subset or combination of these factors, without providing any information about which
specific accounts were resgqnsmle for the low scores. In many cases, it is not even clear
whether a deImquencY, public record, or collection was responsible for the score. In
addition approximately one in six reports indicated that the primary reason for the score
was that the proportion of revolving balances to revolving credit limits was too high.
These two relatively generic exglanaﬂons were reported as the primary reason for a
derogatory score on more than 8 out of 10 reports reviewed.

The vague information provided by these explanations is too general to be helpful. Nearly
all consumers near the subprime horder have had some activity in their past that may fall
under the broad terminology “serious delinquency, derogatory public record, or collection
filed,” almost by definition,” if their credit records were more favorable, they would not
be 50 close to the subprime threshold. Such borrowers may accept this generic
ustification for a low score more readily than consumers with generally good credit.

hus, the consumers who are most likely to be penalized by errors are the least likely to
challenge these imprecise explanations. Because threshold consumers are not provided
the specific account information that is lowering their scores, they are not given the tools
to identify and correct possible errors. The situation would likely be different if
consumers had access to the full credit reports and scores used to underwrite their loan
applications, with an indication ofwhich accounts had the largest negative effect on their
scores. |fthis were the case, consumers would have a much more legitimate opportunity

to identify and challenge any errors.

The credit report is a rare type of consumer product. Consumers pay for it during

mortgage underwriting, and are rewarded or penalized on the basis ofit, but are not even

allowed to look at it, much less keep a copy for their records. Furthermore, consumers

Baﬂ understandably view the report as “theirs” because it is purportedly a record o ftheir
ehavior.

2. Consumers outside of California have no affirmative right to know
their credit scores.

Credit scoring is a shorthand that allows lenders to more quickly assess the complex
information in a consumer credit report. However, with the exception of California
residents, consumers are not guaranteed access to their credit scores, although they arc
permnted to purchase copies ofthe underlying data. Thus, consumers are placed at a
d|sadvantaPe relative to lenders when it comes to evaluating their own credit-worthiness.
When Calitornians gained access to their scores, many lenders across the country did
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begin making the scores available. As with the specific credit report used to evaluate an
application, consumers are charged for the additional cost ofobtaining a credit score for
underwriting, but have no guarantee that they will be able to view the specific score used
to underwrite their loan. Currently, all three repositories allow consumers to purchase
scores in conjunction with credit reports, but prior to the passage ofthe California law
requiring this, the repositories resisted providing scores to consumers.

G. Private companies without significant oversight are setting, or at the very
least heavily influencing, the rules ofthe marketplacefor essential consumer

services that base decisions on credit scores.

Companies, such as Fair, Isaac, and Company, have produced credit scoring software that
Is increasingly used in the marketplace to determine access and pricing for the essentials
ofda|I3/ life and economic activity. Consumers have no choice regarding how lenders or
other data users evaluate their credit, and widespread and increasing use of credit scoring
systems that evaluate aPpllcatlons for credit, mortgages, insurance, tenancy and even
employment is a fact ot the marketplace. Scoring systems incorporate many complex
decisions regarding the interpretation and treatment of information that can he
contradictory, incomplete, duplicative, or erroneous. There is great potential for these
systems to incorporate inappropriate decisions that result in consumer harm, especially as
models originally designed to evaluate credit applications are adapted to evaluate
applications for services completely unrelated to credit behavior.

Despite the tremendous and growing influence of automated credit evaluations, no
government entity has recognized and acted on the clear need for ongoing, timely review
ofthese software systems to determine their accuracy, faimess and appropriate
application. Many decision-makers who use scoring systems to evaluate consumer
applications do not even understand the systems themselves and cannot explain them to
consumers. Thus, while decisicn-makers are increasingly _re!rmg on programs that they
do not understand, no J)Ubhc entity is guaranteeing the validity and faimess ofsuch
programs. Without independent review and oversight ofthis market force, consumers
are, literally, left to the devices of the system developers.

H. Certain information in credit reports has the potential to cause breaches of
consumers' medical privacy.

Many credit report entries regarding medical collections contained enough information to
infer'medical details about consumers, such as the type of treatment they had received.
The ability to discern from a credit report that a consumer may have received treatment
from a neonatal clinic, a fertl_llt;{ clinic, a mental health provider, or an AIDS clinic has
serious implications for medical privacy, and could potentially facilitate discriminatory
treatment.  While section 604 ﬁg) ofthe Fair Credit Reporting” Act prohibits furnishing of
medical data in connection with employment, credit, or insurance transactions,
consumers also complain that reporting collection accounts without identifying the
orlgmal creditor makes it difficult for consumers to decipher their own reports. It is the
understanding of researchers that current market practices limit the level of detail in



repons provided to employers, aggregating information in such a way that individual
creditors are not identified, and an employer would be unllkeIY to be able to make
specific inferences about an applicant’s or employee’s medical condition. Nonetheless,
the presence ofthis information among the data held at the repository level is troubling

and deserving of farther attention.



VIIl. How to Improve the System

A. Require creditors to immediately provide to any consumer who experiences an
adverse action as a result oftheir credit rePorts or’creditscores a copy ofthe
credit reports and scores used to arrive at that decisionfree ofcharge andpermit
disputes to be immediately resubmittedfor reconsiceration.

All consumers who experience an adverse action based on one or more credit r.eﬂorts of
scores (such as having a loan or insurance application denied, being charged higher than
Bnme rates, or receiving less favorable te_rmsEshouId immediately be given a copy of
oth the full report or reports used to derive that score and the related credit scores
without h_avmﬁ to pay any additional fee. These reports should identify any entries that
are lowering the consumer's score and indicate the impact (either the point value
deducted for that e_ntr;gor the proportional impact of that entrEv) relative to other
derogatory entries in the report). The consumer should then be allowed to identify any
errors or out of date information, provide documentation, and be reevaluated for prime

rates.

The additional cost to lenders and businesses ofproviding these reports immediately
would be minimal. Since they already posses the report in paper or electronic form, they
would merely have to copy or print this report.

Simply providing consumers with the name and contact information o f the consumer
reporting agency or agencies that provided the information used to arrive at the decision
is insufficient because it creates an unnecessary obstacle and, especially for non-
mort?age applications, the report a consumer will receive after submﬂth a request may
veg ikely differ from the report the creditor reviewed. Errors from duplicate scores
and/or mixed repons that may result from incomplete or incorrect keying of information
during the file request will not be apparent ifthe consumer correctly requests his or her
file. One inten consumer applications results in an additional report being returned by

the repository.

B. Require decisions hased on a single repositorr' 'scredit report or credit score
that result in an%thln less than the mostfavorable pricing to immediately trigger
a re-evaluation hased on all three repositories at no additional cost.

Lenders and other credit data users have a desire to keep their underwriting costs low.
This is a legitimate desire so long as consumers are not harmed in the process. Some
reduce costs by underwriting certain decisions with only one credit report. For example,
a lender may ofler pre-approval letters based on only one report, or underwrite home
equity lines'of credit or second mortgages with a single report. Given the wide range
between scores for a typical consumer and the frequency with which major accounts are
omitted from credit reports, such practices have serious negative implications for
consumers.



Measures should be put in place to Xro.tect consumers from any negative impact resulting
from such underwriting practices. A simple solution would be to require all decisions
based on credit to use information from all three repositories. However, this could result
in hl?her costs and reduced availability of products such as pre-approva1 |etters that are

beneficial to consumers.

Alternatively, lenders and other credit data users could be permitted to continue
underwriting based on one report, so long as any adverse impact based on information
from a single repository immediately triggers a re-evaluation with information from all
three repositories at no additional cost to the consumer. In this manner, businesses could
continue to save on underwriting costs for consumers with very good credit, but
consumers with less than perfect credit would not be forced to continue to pay a high
price for inaccuracies, inconsistencies, or incompleteness on any one credit report.

C. Strengthen requirementsfor complete and accurate reporting ofaccount
information to credit repositories, and maintenance ofconsumer data by the
repositories, with adequate oversight andpenaltiesfor non-compliance.

Many errors in credit reports can be attributed to the practices of creditors and other
credit data users rather than to reﬁosnones. For example, some data furnishers may not
report to eveiy credit bureau. Others may consciously misreport or omit information
regarding an account in order to prevent other lenders from approaching a valuable
customer with competing offers (such as credit card lenders not reportm% the true
available credit amount so that the borrower appears to have a much higher debt-to-
available credit ratio and appears to pose greater risk when other lenders review the credit
report?. Appropriate government entities such as the Federal Trade Commission and
federal banking regulators should require accurate and complete reporting of credit
information to the repositories by any entity that uses credit data to make evaluations and
conduct regular examinations for compliance. In addition to scrutinizing reportm_?
entities, a government entity (such as the Federal Trade Commission) shou.d audit the
repositories’ records on a reﬁular basis to |dent|f?]/ data furnishers who report incomplete
or incorrect information to the repositories. Such activity should be subject to fmes or
other penalties for non-compliance. These audits should also assess the overall accuracy
ofdata maintained by the credit repositories, with appropriate fines or other penalties for

inaccuracy.

Some may perceive tension hetween consumers’ interest in keeping their information
private and their interest in having evaluations of their creditworthiness be based on an
accurate record oftheir past behavior. However, consumers generally objectto
information sharmg for secondary' purposes, not in the regulated Fair Credit Reporting
Act context, provided it is subject to Fair Information Practices. The cost of incorrect
information is high, and it is possible to simultaneously serve both consumer interests

reasonably well.

Not all providers ofconsumer services use credit records or credit scores to determine
consumer eligibility, or pricing. However, those that do should be required to complete
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the cycle of information and report complete and accurate information back to the credit
repositories. Information about any account that was underwritten with a report from one
or more credit repositories should be reported to those repositories as frequently as the
consumer is obligated to make payments. Collection agencies should be required to
report on the status of collections at least once every six months.

D. Establish meaningful oversight ofthe development ofcredit scoring systems.

Despite the fact that consumer access to, and pricing for, vital services such as
mortgages, general consumer credit, insurance, rental housing, and utilities is
increasingly dictated by the automated evaluation of credit, there is no government
oversight ofthe design ofthese systems. The calculations behind credit scores, a fact of

life for the American consumer, femain shrouded in secrecy.

The design of credit scoring systems involves a number of deliberate choices that can
have a dramatic impact on consumers and can result in systems that are flawed or unfair.
These choices can range from determining the relative impact ofvarious consumer
actions to establishing the system defaults for cases where information such as date of
last activity is not reported, to de3|gfn|ng the logic for interpreting public records or
contradictory information reported for an account,

A wide variety ofentities have developed scoring models3) including Fair Isaac and
Company, large mortgage lenders (such as Countrywide and GE Capital), the Federal
Housing Administration and Department of Veterans Affairs loan guarantee programs,
the Government Sponsored Enterprises &GSES Fannie Mae and Freddie Mac, private
mortgage insurance companies (such as PMI Mortgage Insurance Company and
Mort?a e Guarantee Insurance Corporation), and Insurance comBames_. However, the
only federal review ofthe faimess ofany such models was a HUD review ofthe GSE
systems conducted in 2000, the findings of which are expected to be released soon3l
hile the delayed release will limit the relevance ofthis review because the GSES have
made significant changes to their automated underwriting systems since the review was
conducted, we recommend other agencies follow this example and conduct full reviews

ofall scoring systems in the marketplace.

We recommend that appropriate government agencies, such as HUD, the Federal Trade
Commission, and state Insurance departments conduct regular, comprehensive
evaluations o fthe vaI|d|(tjy and fairness of all credit scoring systems, including any
automated mortgage underwriting systems, insurance underwriting systems, tenant and
employee scr_eean systems, or any other systems or software that uses credit data as part
ofits evaluation of consumers, and report to Congress with its fmdm%s. These
evaluations should be conducted and released in a timely fashion so that developers can
react to anr recommendations and so the reviews do nof become outdated as new
versions ofscoring software are developed and distributed. Strong oversight ofscoring

3 Straka, John. 2000. A Shift in the Mortgage Landscape: the 1990s Move to Automated Credit

Evaluations. Journal ofHousing Research. Volume 11, Issue 2.
3l Felsenthal, Mark. "HUD Secretary - mortgage software bias study out soon." Reuters. October 22, 2002.



systems that identifies and protects consumers from any abuses will foster consumer
confidence in these powerful and increasingly utilized evaluation tools,

E. Address important questions and conductfurther research.

In the course ofconducting this study, several questions arose which are not
comprehensively addressed in this report, but are deserving offurther attention and
research. This report primarily addresses the impact of wide variations in credit scores
and credit data on consumers who are seeking credit - particularly mortgaqes. Future
studies should explore the impact ofthese variations on insurance availability and
affordability, given the recent, dramatic increase in the use ofcredit scores as an
insurance underwriting tool. In addition, further research should address the impact of
data and credit score variations on consumers as a result of other applications, such as
tenant screening and employee screening. Additional research could assess the value to

consumers of fee-hased credit monitoring services.

Other topics raised in this report, but not exhaustively addressed, include determining the
value to consumers of credit re-scorlnq relative to other means of credit data validation,
the impact ofanh-_comaetltwe market forces surrounding credit re-scoring, the privacy
concerns surrounding the appearance of medical related information in credit reports, and
wazs to protect consumers from abusive applications ofsuch medical information. The
FTC should promptly develop and require a mechanism to obscure medical debtor names

in credit reports.

The Fair Credit Reporting Act prohibits states from enacting any laws that frowde
protections beyond those guaranteed by federal statute. On'January 1 2004 this
Provmon will expire, although the federal law will otherwise remain in place. Contrary
0 some characterizations, the entire act will not “sunset” on this date. This prohibition
on su_E)pIemen_taI state protections should not be extended, and ifany changes to the Fair
Credit Reporting Act are to be made at the federal level, they should result in greater
consumer protections and address the problems raised in this and other research.
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IX. Recommendations for Consumers

Many of the concerns raised by this study address structural issues regarding the system
of reportm?_land evaluating credit, which are beyond the scope of most consumers to
influence. However, there are some steps consumers can take to reduce the likelihood of
errors occurring, or to address them when they arise.

7 Maintain consistency in credit applications: use your full legal name when applying
for credit. Ifyou have a generational title (Sr., Ir., I1) always specify this.

? Review your credit record regularly %purchagmg_ a credit report and score from each
major credit repository once a year. The repositories can be contacted at the following
Ehone_ numbers and website addresses: Equifax (800)[ 685-1111 or Www.egmfax.com;
xperian (888) EXPERIAN or www.experian.com: Trans Union (800) 888-4213 or
Www.{ransunion.com.

? Prior to applying for a mortgage, consider obtaining a current copy of your credit
report and score from each major repository, and review it for errors.

?  Dispute any errors that appear on your credit report by contacting the credit
repository. However, avoid “credit repair” businesses that claim to be able to erase

valid items in consumers’ credit histories.

7 Don't underrate your credit. Ask for specifics ifa lender tells you that you have bad
credit and don’t qualify. Currently lenders do not have to tell you the specifics, or
show you the credit report that they review, but they are permitted to. [fa lender
Irefléses to talk to you about the specifics of your credit report, consider a different
ender.

7 Ifyou have complaints ahout ¥our credit report and are unable to have them quickly
resolv?ld, contact the Federal Trade Commission at 1-877-FTC-HELP or
www.flc.uov.
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EXECUTIVE SUMMARY

In 2002 the Washington State Legislature passed ESHB 2544, restricting the use of credit scoring in
personal lines of insurance underwriting. ESHB 2544 also directed the Insurance Commissioner to produce
two studies, on the effects of credit scoring before and after ESHB 2544. Toconduct the firststudy
mandated by ESHB 2544, the Office ofthe Insurance Commissioner hired independentresearch and
consulting services - PRR, Inc, and Washington State University’s the Social and Economic Sciences
Research Center, affiliated with Washington State University.

Three insurance companies each provided data on several thousand randomly chosen consumers. The

insurance company data included
©oage,
m (ender,
m residential zip code,
m (late policies started, and
m credit scores and/or rate classifications.

About 1,000 of each firm’'s consumers were contacted by phone. The phone survey gathered information

about

0 ethnicity,
m marital status,

m income level, and

*for 212 people whose policies had been cancelled because of low credit scores,
information about how cancellation affected them, and how difficult it was to
find replacement insurance.

Each of the three insurance companies used a different credit-scoring model. Only one insurance company
had cancelled policies solely because of credit scores, and that practice had already been discontinued when

the study began.

The purpose of the study was to find out whether credit scoring has unequal impacts on specific
demographic groups - not to determine whether low credit scores correlate with higher loss ratios, or
whether the use of credit scoring is inherently fair or unfair to individual consumers, or how accurate credit

history information is.

This study has very specific limitations:

m Because practices vary widely from one insurance company to another, findings
abolutOI credit soring in one firm may not apply to others. Principal variations
include:

The credit scoring model used:
The population to which it is applied, and
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TheI role of credit scoring in setting rates and assigning consumers to risk
pools.

“ Insurance companies vary in the way they set rates for people who do not have
enough credit h|sto_r?/ to compute a credit score. Some companies view this as a
negative factor, while others consider it a neutral factor.

m Certain ethnic groups in Washington have relatively few older people, making
it difficult to compare them with other ethnic groups in the same age range.

« Washington has a low overall percentage of people of color, which limits the
accuracy of the data for specific ethnic groups such as Native Americans.

m The study was based on records ofinsurance company customers, so it does not
provide information about people who were refused insurance based on credit

Scores,
m This study does not examine whether the credit information used to set rates is
accurate.

Findingsofthe study

The demographic patterns discerned by the study are:

1 Age is the most significant factor. In almost every analysis, older drivers have, on average, higher credit
scores, lower credit-based rate assignments, and less likelihood oflacking a valid credit score.

2. Income is also a significant factor. Credit scores and premium costs improve as income rises. People in
the lowest income categories - less than S20.000 per year and between S20.000 and S35.000 per year -
often experienced higher premiums and lower credit scores. More people in lower income categories also

lacked sufficient credit history to have a credit score.

3. Ethnicity was found to he significant in some cases, but because of diffc rences among the three firms
studied and the small number of ethnic minorities in the samples, the data arc not broadly conclusive. In
general, Asian/Pacific Islanders had credit scores more similar to whites than to other minorities. When
other minority groups had significant differences from whites, the differences were in the direction of
higher premiums. In the sample of cases where insurance was cancelled based on credit score, minorities
who were not Asian/Pacific Islanders had greater difficulty finding replacement insurance, and were more
likely to experience a lapse in insurance while they searched for a new policy.

4 The analysis also 'monsidcred gender, marital status and location, but for these factors, significant
unequal effects were far less frequent.
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Recommendations

This study indicates that there is a need for examination of more companies and larger samples of
consumers. Unequal effects are too common to be random events, but too varied across different insurers'
situations for a clear pattern to emerge. Results vary too much from firm to firm to support a clear estimate
ofthe overall size or pattern of unequal impacts on people of color, but the limited data studied do suggest
that such impacts may exist. Data also indicate that low income people are more likely than higher income
people to have their premiums raised as aresult of credit scores.

Other aspects o f credit scoring outside the scope of the data in this study - such as insurer refusals based on
credit scores, and inaccuracy in credit scons- should also be investigated.
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BACKGROUND

Since the mid-1990s, many insurance companies have been using consumer credit history as one ofthe
factors they consider when they make decisions about how much to charge for auto, homeowners' and
renters’ insurance, and when to cancel or non-renew insurance policies.

Because credit scoring increases premiums for some people and reduces premiums for others, this practice
has generated vigorous debate. Questions have been raised about the validity o f credit history as a predictor
ofrisk, its fundamental fairness, and the impact of credit scoring on people of color and the poor.

Insurance companies contend that there is a correlation between lower credit scoresland higher loss ratios.
Therefore, insurers argue, using credit history is fair, and benefits consumers whose good credit scores
indicate lower risks. Insurance companies also argue that using consumer credit history is non-
discriminatory because it is “color blind,” and because there is no consistent correlation between level of

income and credit score.

Consumer groups contend, however, that while credit scoring may not be intentionally discriminatory

against people of color and the poor, it may nonetheless produce disparate impacts that unjustly harm these
groups. Consumer groups also note that the data in credit reports are often inaccurate, and that the process
for correcting inaccuracies is cumbersome and time-consuming, especially for those whose time is already

stretched by work and family obligations.

Moreover, credit scoring models and how they are used vary from one insurance company to another.
Therefore, it can be very difficult for consumers to know how they are affected when credit scores are used
as one element in acomplex formula for determining rates or assigning consumers to risk pools.

Since 1996. insurers’ use of credit scoring has increased, and so has the intensity of the debate about this
practice, in 2002,26 state legislatures considered bills to regulate or restrict this practice, and The
Washington State Legislature adopted ESHB 2544. (Described in more detail below.)

In 2001, the National Association of Insurance Commissioners (NAIC) formed a work group to study this
issue, to develop regulatory options, to provide consumer information, and to consult with the Federal
Trade Commission (FTC) and the American Academy of Actuaries. Washington Insurance Commissioner

Mike Kreidler co-chairs this work group.
The NAIC workgroup has already achieved two specific changes:

The FTC has reiterated, in a strong public statement, that insurers must provide notice to consumers
when an action, which is based on credit score, adversely affects them. Prior to this statement, insurers

maintained that certain actions, such as not offering the lowest price, were not necessarily adverse

actions.

At the request of the NAIC, the American Academy of Actuaries has evaluated four studies on
insurance credit scoring. They concluded that these studies do not directly address the issue of whether
this practice has a disparate impact on people of color and/or the poor. This is significant because
insurance companies have cited these studies as evidence that insurance credit scoring does Not have a

disparate impact.

1Credit scores used in insurance are not the same as determinations of "credit worthiness" for mortgages,
credit cards, or other loans. Credit scores arc based on the same raw credit information used for those
purposes. However, the various components of credit history arc considered or “weighted” differently for
insurance purposes than they are for credit worthiness. Which particular components of credii activity are
considered, and the relative weighting o f each component, depend upon which of many different statistical

scoring models are used.
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According to the Washington State Office ofthe Insurance Commissioner (OIC), consumers have
submitted 374 written complaints involving credit issues between 1989 and 2003, and 82% of these
complaints were received between 1997 and 2002. The OIC also reports 1,164 consumer phone calls about
the use of credii scoring. In addition, the OIC has received numerous calls from concerned insurance
agents about their inability to find insurance for people they believe to be good risks, but who have less

than perfect credit scores.

The following accounts indicate why some Washington residents are concerned about the use of credit
scoring in insurance.
m A Lacey couple was denied the best credit score because they pay all their
credit cards in full each month.

m A Seattle man suffered injuries from an accident involving a drunk driver.
After twelve surgeries and steep medical bills, he and his wife missed some
ﬁayments on their bills. The wife is frustrated because she feels she shouldn't

ave to pay as much for their insurance as the person with the DUI.

“ A Seattle area divorced mother sought bankruptcy protection when her ex-
husband defaulted on his business debts and she was in danger of losing her
home. Now, because of her ex-husband's actions, her credit score has
plummeted and she is required to pay much more for her insurance.

m An American citizen established good credit in Canada, where he lived for 21
years. He recently moved to Washington and is having trouble finding
reasonably priced auto insurance because insurers claim he has no credit

history.

m A 50-year-old woman who has never had a traffic accident or a ticket was laid
off from an Air Force installation where she had worked for 23 years. Her

credit suffered because of her unemployment.

m A firefighter had to file bankruptcy during a dispute over his parents’ estate
because his brother was embezzling assets. Subsequently, he was not renewed
by his insurance company because of his credit score.

ESHB 2544

In 2002, Insurance Commissioner Mike Krcidler, Attorney General Christine Gregoirc, and Governor Gary
Locke requested legislation restricting the use of credit scoring in personal lines of underwriting and rate-
making.* In response to this icqucst, the 2002 Washington State Legislature enacted ESHB 2544, now

codified in RCW 48.18.545 (effective January 1, 2003) and 48.19.035 (effective June 30, 2003).
ESHB 2544 restricts the use of credit scoring in several ways:

1 Insurance companies may not cancel or non-rcnew a person's insurance solely because of his or her

credit history;

2. Credit history may not be the principal basis for denial of insurance;

3. The calculation o fcredit scores may not include

* Personal lines of insurance include home, auto, and renter’s insurance.
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the number of credit inquiries;

m medical bills;
" the initial purchase or financing ofa vehicle or home;

m the type of credit, debit, or charge card;

m total available credit;
o disputed credit items (once resolved in the consumer’s favor); and,

m [ack of credit history, unless actuarial data show that the resulting rates are not
excessive or discriminatory.

In September, 2002, the Insurance Commissioner issued rules to implement the new law. The rules define
and further clarify the notices that must be provided to consumers when an adverse action is taken against
them based on credit history. The rules also specifically d irect insurers to file their credit scoring models
with the Insurance Commissioner. Under the terms o f ESHB 2544, these credit-scoring models are
considered proprietary information that will be kept confidential unless the Insurance Commissioner

undertakes an enforcement action.

ESHB 2544 also directs the Insurance Commissioner to produce two studies - the first due in January,
2003, and the second due ayear later. The first study is areview and analysis of insurance credit scoring

that includes:

1 The types of consumers who benefit from or arc harmed by the use of credit history as a basis for
insurance rating and underwriting;

2. The extent to which the use of credit scoring affects rates charged;

3. Whether insurance credit scoring results in discrimination against the poor or people of color.

This study focuses solely on auto insurance, and is designed primarily to address the third of these topics:
effects upon the poor and people of color. In addition, it provides some information about the first topic -

the general pattern of positive and negative effects from credit scoring.

The second report, due in January, 2004, will analyze how the implementation of ESHB 2544 has affected
consumers.
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METHODOLOGY

Credit reporting agencies, which are regulated by the Federal Fair Credit Reporting Act, sell credit-scoring
services to insurance companies. These credit scores are used by insurers to decide whom to insure and
how much premium to charge. A credit-scoring model takes personal credit history, and converts that data

to a “credit score” using a complicatea statistical formula.

These models are hased on past patterns of credit behavior that have been correlated with
insurance claims. Although credit-scoring models use the same raw data on which credit
worthiness is determined for mortgages, credit cards, and other loans, they use it
somewhat differently. The various components of credit history are considered or
“weighted” differently for insurance purposes than they are for credit worthiness. The
particular components of credit activity considered, and the relative weighting of each
component, depend upon which of many different statistical scoring models is used.

This study collected empirical evidence on the demographics of credit scoring, and evaluated the incidence
of credit scoring effects on certain demographic groups.

The data used in this study were based on records of policyholders who were insured by three insurance
companies. Because of this reliance on customer records, this study cannot assess the impact of
underwriting actions where individuals were denied coverage, nor of situations where an individual was
qguoted such a high price for coverage that they chose not to buy it from that insurer.

The statistical models used for computing credit scores are very complicated, and are considered
proprietary assets by credii reporting agencies. Many variations of credit scoring models exist, and insurers
often request that models be customized to fit their customer base, service area, and underwriting practices.
Thus, there is no single credit-scoring model about which definitive conclusions can be reached. For
examples of the factors used in credit scoring models see Appendix A. Different insurers use these factors

in different ways in underwriting and pricing.

The primary focus ofthe analyses in this report was the relationship of negative effects to ethnicity or
income characteristics. In both cases, analyses were done on an age-adjusted basis. Multivariate models
also evaluated the possibility of effects by gender, marital status, and location.3

The results of this study begin to describe the range of possible results from credit scoring, but arc directly
applicable only to the three firms whose customer data was used.

None of these analyses could determine whether the shifts in costs (lower costs for people with higher
credit scores: higher costs for those with lower or no credit scores) for a specific demographic group were
correlated with higher risks or claims for that group. This study examines the question of whether the cost

shifting affected all demographic groups equally.

Data

Three insurance companies each provided data on several thousand randomly chosen consumers. Each of
the three insurance companies used a different credit scoring model. Only one insurance company had
cancelled policies solely because of credit scores, and that practice had already been discontinued when the

study began.

3Two location distinctions were tested: Eastern Washington versus Western Washington, and inside a
federal Metropolitan Statistical Area versus outside such areas. Federal Metropolitan Statistical Areas
include counties with either major urban centers or significant suburban populations related to major urban

centers.
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The insurance company data included
m age,
m (ender,
m residential zip code,
m (late policies started, and
m credit scores and/or rate classifications.

About 1,000 of each firm’s consumers were contacted by phone. The phone survey gathered information
about

* ethnicity,
m marital status,

m income level, and

m for 212 people whose policies had been cancelled because of low credit scores,
information about how cancellation affected them, and how difficult it was to

find replacement insurance.

Statistical Methods

The primary statistical methods used were linear and logistic multivariate regressions. Linear regressions
calculate the best statistical “fit" among factors when they have arithmetic relationships; for example, when
one factor tends to rise whenever another falls. Linear regressions were used to estimate the relationship
between demographic characteristics and numerical outcomes or measures, such as credit scores or
discounts. Logistic regressions calculate the best statistical “ fit" among factors that influence a probability.
For example, the models estimate how much an increase in a particular factor changes the probability ofan
outcome event. Logistical regressions were used to estimate relationships when the outcome under study
was a categorical yes/no. such as being placed with a higher cost pool, having no usable credit file, or

having a policy cancelled.4

Multivariate regressions are used to simultaneously estimate the strength of multiple relationships among
factors. For example, success in some sports may be a function of an athlete’s physical characteristics,
such as height and speed. Because longer legs cover more ground, the two often go together - but not
always. Separately comparing performance by height and by speed will overestimate the effect ofeach. A
multivariate approach produces a pair of simultaneous estimates for the separate contribution of each factor
without “double counting" the same performance for someone who is both tall and fast.

Multivariate procedures are essential to this study because o f the inter-relationship of age with income and
ethnicity, income generally rises with age, up until retirement age. In Washington State’s population, many
ethnic minorities have arrived in substantial numbers over the last few decades. As aresult, there are
relatively few older minority members in the population. If data arc considered only by ethnicity, any

* In many cases, stepwise regression procedures were used. With stepwise regression, factors are added
sequentially to the model. At each step, all of the statistically significant factors not yet included are tested
for inclusion in the model equation. The factor which most improves the fit of the model is then added.

This process is repeated and continues until all not-yet-included factors would not be statistically
significant ifadded to the model. The standard probability value of.05 was used as the statistical

significance criterion.
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practice where older individuals have better results than yrunger ones can be misinterpreted as having a
negative effect on minorities.

Because there is a substantial history in law and practice supporting higher risks and therefore higher
premiums for younger drivers, age effects that favored older drivers were treated differently in this study
from other demographic patterns. Analyses to detect other patterns were done on an "age-adjusted" basis
so that age-related patterns were not mistakenly classified as unequal effects on groups based on income,

race, gender, marital status or location.

Sample Size and Frequency o fResponse

The sampling frames for telephone surveying were developed from contact information for random
samples o fcustomers from each ofthe three firms. The first step was to use the services of Experian to
check and update the telephone numbers for those in the lists. This step resulted in approximately 10% of

the telephone numbers being updated.

The goal was to obtain aresponse rate of approximately 50%. Names were initially selected from the
sample lists, and then five attempts to reach those telephone numbers were conducted on various days of
the week and at various times o fthe day to control for sampling bias. Additional potential respondents were
randomly selected from the sample lists only after five attempts without a successful interview, or when a

disconnected or wrong number was determined to be non-traceable.

Non-Response to Specific Questions

Some of the survey respondents declined to answer specific demographic questions.
respondent was not the policyholder and did not know some of the requested information. The following
table indicates the “decline” and “don’t know” percentages for the income question. Refusal and “don’t
know” rates on all the other items were substantially lower. These results are consistent with typical refusal
rates for such demographic questions. In fact, the refusal rate for the income question was about halfof

what is normally experienced.

In come cases, the

Figure 1
Percentage Who Answered Refused or Don't Know

Firm 1 Firm 2 Firm 3

Cancelled/High

General Sample
Score

Income 10.70% 7.5%% 8.80% 8.90%

Developing and Selecting Regression Models

Although the questions posed for this study appear clear and direct, answering them is
complicated. Each insurer had different practices and provided different data. Company
policies changed in important ways during period under stu_d?/. The relationship between
credit scores and factors such as income can take several different forms,5which expands
analysis beyond a single test ofa single variable. The results presented in this report

5Credit score might double when income doubles. Or, credit score might rise whenever income rises, but
not at a constant rate. As an example, doubling alow income might be associated with a credit score
increase of50%, while doubling a middle income might be associated with a much smaller credit score
increase, like 20%. Or very low-income individuals might have lower credit scores than middle and upper
income individuals, among whom income makes no difference at all.
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were selected after investigation of many alternatives as providing the most accurate and
representative picture of the relationship between credit scoring and demographic

characteristics in these samples.

Strength ofthe Results

The multivariate regression models only explain a fraction o f the variance in score or discount found in the
sample population. The strength of the relationship estimated in multivariate, models are measured using a
statistic called R-squared. |fthere is no correlation, the R-squared would be 0. |f the model combined
several factors to produce an exact prediction of each policyholder’s score or discount, the R-squared
would be 1.0. R- squares for the regressions for this report range roughly from 0.04 to a 0.3, with most
between .05 and 0.15. (See Appendices C through E) This indicates that while there are statistically
detectable patterns in the demographics of credit scoring, most o fthe variation among individual scores is
due to random chance or other factors not in this data.

Some o fthe correlations with specific factors are strong and consistent. In particular, there is a strong
positive correlation with age: older individuals tend to have more positive credit scores and score-
influenced insurance effects. Other correlations are not as strong, as noted in the discussion of individual

analyses.
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THE ANALYSIS

Firm |

Questions

The first review involved three questions:
Are credit scores independent o f demographics?
What were the effects of credit-based policy cancellations?
What is the pattern of credit scores among this insurer’s policyholders?

Structure

Policyholder information was provided which covered three periods, during which the company had three

different policies on the use of credit scores.

Period One: For atime, the i ompany was terminating coverage of some policyholders based on

1-
negative credit score information. A sample of policyholders cancelled during this period was

provided.

Period Two: The company discontinued credit-based cancellations, but continued to acquire credit
scores on all policyholders and applicants, using this information for risk and rate assignment. A
random sample of all policyholders was provided for this period. In addition, a sample of very
high credit score policyholders was provided for this period. This sample was used for comparison

with the cancelled policyholders.

Period Three:The company shifted to using credit scores selectively, acquiring this information
only on a fraction of new applicants. How these individuals were selected or how the information
was used is not known. A small random sample of policyholders who were first covered during

this period was included.

Cancelled and High Score Samples

The samples surveyed included cancelled policy holders (n = 212), as well as those with the highest credit
scores (N=217), providing a margin of error of approximately of +/- 5% for ayes/no question.” The
response rates for those cancelled and for those with high scores were 66% and 71% (respectively), of

those whom the interviewers tried to contact.

General Sample

The survey ofthe general sample of policyholders resulted in 996 responses.
ofthose whom the interviewers tried to contact. This sample sizes provided a margin of error of

approximately +/- 3 percent for a yes/no question.

Data Provided
In addition to age, gender, and zip code, the insurer also included credit scores and policy start dates.7

Three separate samples were provided:
1- Policyholders previously cancelled because oflow credit scores

2-  Current policyholders with very high credit scores, and

The response rate was 61%

6 This means that we can be 95% confident that the survey results for a typical yes/no question are within
+/-5% of the results we would get if we surveyed the entire population. A confidence level of 95% means
that only once in 20 times would we be wrong in making this assumption.

" As well as some driving record information that did not play a major role in this analysis.
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3- A random sample of current policyholders.

Period 1

Demographics of Cancellation

To determine whether credit scores were independent of demographic characteristics, the sample of
cancelled policyholders was compared with a sample of policyholders from the extreme high end of the
credit score spectrum. Credit scores ranged over a scale of about 560 points. The threshold for policy
cancellation included the bottom 0-150 points on that scale.8 The sample of very highest credit scores were

all within 20 points of the maximum, ranging from 540 to 560.

The dominating statistical difference was age. There was almost no overlap in the ages o f the two groups.
Ninety percent of the cancelled policyholders were under 55; in contrast, 93% o f the highest scoring
policyholders were over 65. Given this near-total separation ofthe two groups, there was very little
potential to determine what other differences existed between the groups. P

These two samples were so different that we can conclude that credit scoring is definitely not totally
independent o f demographic characteristics. However, age differences so dominate this comparison that no
definitive conclusions could be reached about possible demographic differences other than by age.

Survey Data on Cancellations in Period One

The phone survey asked cancelled policyholders additional questions about the
consequences of cancellations. The key results were;

m Five percent ofthose cancelled could not obtain replacement coverage.

m Over a quarter experienced a period ofno coverage between the expiration of
the cancelled policy and obtaining a replacement policy. This hada Fartmular
(statistically significant) impact on minorities. Minority cancelled policyholders
more often reported a period of lapse in insurance coverage hetween
cancellation and obtaining new coverage. A substantial 54.3% among
minorities reported a lapse in insurance coverage, compared to 24.2% of

whites.

m Qver 40% reported that obtaining replacement insurance was “very difficult."
Higher premiums and applications to multiple insurers often resulted.

m Less than half reported that the letters they received from insurers adequately
explained the reasons for cancellation.

m Over one quarter of those cancelled for low credit scores had no “incidents” in
the insurer's records, though some had been with the insurer for more than ten
years. S_eventteen prrcent of apparently accident-free cancelled policyholders
Wwere minorities.

gSome additional cases with higher credit scores were also coded as having been cancelled for credit score
reasons, although their recorded credit score was above the cancellation cutoffindicated by the firm.

"To the very limited extent that the two samples overlapped, the cancelled policyholders included more

minorities, more single/divorccd/scparated individuals, and more very low-incomc individuals. However,
the dissimilarity of the samples makes these findings inconclusive.
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Period Two

Period Two had the largest sample of any of the three policy periods covered in the data.

Credit Score
In Period Two, non-zero credit scores varied over arange ofabout 535 points.10 Age was the dominant

demographic factor associated with credit scores.110n an age-adjusted basis, there was no statistically
significant relationship between credit scores and ethnicity or income.

Score of Zero

Inadequate credit files resulted in scores ofzero, which presumably had a negative effect on rate
classification. The only statistically significant association was that very low-income policyholders were
much more likely to have insufficient credit history. Overall, only about one in 25 policyholders had a zero
score, but for those in the lowest income group (less than 525,000 annual income), those probabilities shift

to one in five.

Period Three

Credit scoring was only performed selectively, and the sample was too small to determine either the
demographics ofthose selected for credit scoring or the patterns o f their scores.

Firm 2

Questions

Based on the findings from the first review, the principal questions were to determine the demographic
pattern ofboth credit scores and the economic effects ofthose scores. Effects on policyholders with scores
of“zero" due to inadequate credit history were identified as requiring separate analysis.

Structure

Firm 2's application of credit scoring was the simplest to analyze. Results for this firm have the fewest
technical complications. This firm used credit scores to determine discount percentages from rates
otherwise determined by tradiiional underwriting criteria, so the effect of credit scores is clearly
represented by the distributior. of discounts. The firm did not implement other major changes in rate
setting at the time they implemented credit scoring. As aresult, there is a subsiantial population of

policyholders carried forward from the pre-credit scoring period.

This firm also had a significant number of policyholders with insufficient credit files. After discussion with
the Office of the Insurance Commissioner when they filed their rating plan, the firm chose to rate such
individuals at approximately the average discount given to all other customers. So, although we have
separately analyzed the demographics associated with their “zero score” policyholders, it is not clear that

having a"zero score” has a negative impact on those insured by this particular firm.

Sample

The survey resulted in 1,000 responses. Among those contacted, 72.6% agreed to participate. This
constituted 43.3% o fthose whom the interviewers tried to contact. This sample sizes provided a margin of

error of approximately +/- 3 percent for a yes/no question.

Data Provided

In addition to age, gender, and 2ip code, the insurer provided data on credit score, rate category, discount,

InThis credit score scale did not start at 1 but at an arbitrary higher number.
Il On average, every ten years of age was associated with an increase in credit scores ofapproximately 37

points (out o f535).
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score order dale, unusable thin or nonexistent credit record, and policy start date.i:
Analyses

Premium13
Rate adjustments based on credit scores ranged from 17 % below average to 33% above average. Age was
the more strongly correlated with credit-based rate adjustments than any other demographic factor
considered.

Ethnicity
There were statistically significant differences, on an age-adjusted basis, for two ethnic groups, when

compared with the majority ethnic group, Caucasians:

Credit scoring affected rates for two ethnic groups:4

m Rates for Asian/Pacific Island policyholders were reduced by about 5.5% ofthe
average rate, relative to whites of similar age.

m Rates for Native Americans were higher by about 15.8% of the average rate,
relative to whites of similar age.

Income

Credit scoring raised the average costs for poor Bolicyholders. relative to affluent
Pohcyholders. Across the entire income range, better-off policyholders had more
avorable rate adjustments on average.

The poorest policyholders (under-520,000 annual income) averaged rate increases of
about 4% relative to the rates charged the 550,000 to 575,000 income group.
Policyholders in the top cate%org, 1 50,000 and up annually, averaged rate declines of
about 4% relative to the 550,000 to 575,000 income group. These differences are

adjusted to compare individuals of similar age.

Combination ofEthnicity and Income

Because ethnicity is associated with lower incomes among this Firm’s customers, the two effects cannot
simply be added together to calculate, for example, the total average effect for policyholders who are both
Native American and poor. The effects are slightly overlapping. So, on average, credit scoring raises the
rates o f poor Native Americans more than the rates of other low-incomc policyholders, but by less than the

sum of4 % and 15.5%.15

Zero Score

Ethnicity
After adjusting for the differences in the age composition of ethnic groups, there were no statistically

As well as some driving record information not used in this analysis.
1 1T'his analysis for effects on premium adjustments considered only those with non-zero credii scores.
14 Two different age adjustments were fitted, with nearly identical results.
15The overlap reduces the effect to about 1.3 percentage points less than the sum of the separate effects.
Low income Native American averaged about a 14.4% increase, relative to the low-incomc white
population. The income effect declines slightly in the combined regression estimating both ethnicity and
income. Credit scoring is estimated to have raised average rates for very low income Native Americans by
about 18.2% relative to mid-income (S5Q-S75.000) white policyholders ofsimilar age.

14
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significant differences in the proportions o f different ethnic groups who had azero credit score.

Income

Credit scores of zero were more common among policyholders in the two lowest income categories. The
overall probability of having a zero score was 28%. If a person had that average probability (28%) at
middle and upper income levels, at low-income levels the same person would have a higher likelihood ofa

Zero score:

48% if the group had annual incomes between S20,C30 and S35.000, and
76% if the group had annual incomes between S20.000 and 535,000.

Firm 3

Sample

The survey resulted in 978 responses. Among those contacted, 87.0% agreed to participate. This
constituted 63.0% o f those whom the interviewers tried to contact. This sample provided a margin of error
of approximately+.3 percent fora yes/no question.

Questions

Based on the findings from the first review, the principal questions were to determine the demographic
pattern of both credit scores and the economic effects ofthose scores. Effects on policyholders with scores
of“zero" due to inadequate credit history were identified as requiring separate analysis.

Structure

This firm uses credit scoring in two ways.
First, in combination with other traditional underwriting factors, credit scores are used to assign
applicants to either the standard risk pool or a higher-cost pool. O fthe sample reached by phone
interviewers, 362 had been placed in the non-standard higher rate pool, and 616 with the standard

rate pool.
Second, within each pool, a credit-based score is assigned, and this score is used as a starting point

for determining a premium rate.

Data Provided

In addition to age, gender, zip code, and policy binder date, the insurer provided data on the insurance pool
customers were placed in, and which of five “bands" or tiers their credit score placed them in.16 There was
no identification of individuals with insufficient credit files to generate a score. However, the insurer
places such policyholders in the next-to-lowest band, with premiums '-ughcr than average, but lower than
their maximum. Therefore, the analysis of premiums shifts for this firm examines two effects of credit
scoring in combination. It analyses the combined effect of both the direct influence through credit scores
and the indirect influence through classification of those with score ofzero due to inadequate credit history.

Analyses
Assignment to Risk Pool

The first step, assignment to regular or high-cost pools, was evaluated for demographic patterns. However,
this step involves not only credit information, but also other driving-related data. Therefore, we cannot
conclude that any identified unequal impacts were caused by credit scoring. These impacts might result,
partly or entirely, from the driving and insurance histories of the firm's customers, and not from their credit

scores.

16 Also included was information on type of insurance and fin?’ -emium classification, which was not used

in this analysis.
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The effects of this combined credit and driving evaluation are quite marked demographically. People were
more likely to have credit scores of zero if they were young, poorer, African American and/or Hispanic.l'
However, because this is not a purely credit-based determination, it cannot be concluded that this unequal
impact results from credit scoring.

Premium Levels

The firm’s premium rating process, which relies solely on credit scoring, was evaluated separately for each
ofthe two insurance pools.

Lower Cost Pool- Ethnicity
Credit score information raised Hispanic policyholders' rates by an average of4% of average premiums,
relative to white policyholders of similar age.1

Lower Cost Pool- Income
There was no statistically significant connection between income and rate adjustments based on credii

information, with or without adjustment for differences in age distribution.

High Cost Pool- Ethnicity
Credit score rating raised rates for two ethnic groups:
For Blacks, by 5.6% of average premium, relative to whites ofsimilar age,
For Native Americans, by 8.6% of average premium, relative to whites of similar age.

ILiph Cost Pool Income

There was no general correlation between income and credit score rate adjustments across all income
levels. However, for those with incomes below S20,000, analyses consistently indicated rates about 2%
above other income groups, even with adjustments for age and ethnicity. While this difference was
consistent, it was not always statistically significant, depending on the technical specifics o f the model.

High Cost Pool Overlap o fEthnicity and Income
In acombined analysis including ethnicity, age and income, the effects do not cancel each other out. So the
results can be thought of as additive.19

See Appendix Efor coefficients and regression details.

1 The proportion of individuals placed in the higher cost pool was 37%, or overall odds of about 3-to-5. If
awhite person ofa particular age had this average probability (37%) of having a zero score, an otherwise
similar black person had a 60% probability, and a Hispanic person, a 69% probability. If a person with a
S65.003 annual income had the average probability ofa zero score (37%), the average person of the same
age with an income of S30,000 would have a 50% probability of a zero score.

Ih Smal | numbers ofethnic minorities, and the refusal of some of those few to provide income information,
made it impossible to measure the possible interaction of ethnicity and income with any certainty.

In fact, the estimated difference for African-Americans and Native Americans gets slightly larger in the
combined analysis. The combined effect for poor African-Americans is 8.5%, and the combined effect for
poor Native Americans is 11.3%. Paradoxically, while the factor for Native Americans both gets larger it
also exceeds the statistical significance limit of .05, rising to .066. One of the consequences of the
relatively low numbers of minority groups in the samples is that small changes in data or analytic models
can change the results of statistical significance tesB.
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CONCLUSIONS

Based on these analyses, it is probable that credit-scoring impacts are not equally distributed across
demographic groups. In almost every multivariate analysis, some groups were significantly associated with
differential effects that have economic consequences. Although there were considerable differences among

the models, it did not appear to be mere random variation.

The demographic effects varied significantly among the three insurers studied. Assuming that these three
insurers arc representative of insurers in general, substantial variation among insurers should be generally
expected. Based on the variations found in these three firms, and on a limited literature review, variation in

effects is likely due to differences in:

a.  The credit scoring model used,
b. The population to which it is applied, and
c. The role credit scoring has in the insurer's underwriting and ratemaking processes.

Therefore, an overall conclusion that credit scoring generally does or does not have a particular consistent,
quantifiable, unequal negative effect on certain demographic groups is premature. Possible negative effects
will have to be directly evaluated using data on the outcomes for each insurer’s practices and clientele, at
least until there is more understanding of when and why particular unequal impacts result.

Classification based on credit score is not identical to classifying people based purely on demographic
groupings. Rather, dcmographically unequal impacts appear to be significant side effects of credit scoring.
No large demographic group has uniformly low credit scores. However, low credit scores may be much

more common in some groups than others.

There are other potential negative consequences of credit scoring that are beyond this study’s scope.
Possible demographic inequality in decision about whom to insure is one such possibility. Erroneously
identifying individuals for higher risks and premiums based on information unrelated to risks is another.
Another pos-oility is inaccurate credit scores due to inaccurate information in fnc credit history systems.

Specific Demographic Patterns

Age is Most Significant

In most analyses, older drivers had, on average, higher credii scores and lower probability of a zero credit
score.2) Because this pattern favors older drivers, and using youth as a risk factor for auto insurance has
well-established legitimacy, age was considered mostly as an adjustment factor when analyzing the
correlations of other characteristics with credit scores. Analyses for patterns in other demographic
characteristics were done on an age-adjusted basis, except where testing demonstrated that age was not a

significant factor.

Other Key Characteristics

Possible negative effects on ethnic minorities and low-incomc individuals were of particular concern in this
study. The relationship ofincome and ethnicity to credit scores was much less consistent than the
relationship between age and credit scores. It is possible that one implemcntatioi A credit scoring has
significant effects in these areas, while another implementation docs not. Larger samples and studies of

additional insurers might clarify the patterns among these factors.

There is some evidence that the age effect flattens at the lower end, and that those under 30 do not have
worse credit associated scores and impacts than those aged 30-40, but this is complicated by age-related
differences in the percentages not having a usable credit score.
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1. Income

Income was the second most frequent factor o f statistical significance, whether as a general tendency for
credit scores to get better with rising income, or as a tendency for those in the lowest one or two income
categories to have negative effects. In some cases, lower income was also associated with higher
probability of receiving azero credit score due to lack of credit history.

2. Ethnicity

Ethnicity was also found to be a statistically significant factor in several cases. However, the relatively
small numbers of ethnic minorities, arid the number of refusals and unclassiftable survey responses made
this very difficult to pin down. In general, the Asian/Pacific Islandtr individuals had credit effects more
similar to whites than to other people o f color. For non-Asian/Pacific Islander minorities, in those cases in
which ethnicity differences were found to be significant, the differences were in the direction ofhigher

costs for ethnic minorities.2

Other Factors Insignificant

Statistically significant results for gender, marital status and location were sufficiently infrequent that, if
these three firms are a representative sample, less attention needs to be paid to possible patterns of negative
effects for these groups. However, other reports indicate that some other insurers include credit
information on additional drivers beyond the named policyholder in their credit scoring processes. It would
be important to fully evaluate possible gender and marital status factors in studying insurers employing

such practices,

21 The lowest categories were “less than S20.000 per year" and “S20.000 to S35.000 per year."

** The consistency with which estimated effects for most minorities were in the direction of higher costs is
one of the reasons this report recommends serious study and further investigation with larger samples.
While estimated ethnicity effects often failed to pass tests for statistical significance, they were almost
always in the direction of higher costs for minorities, except for Asian/Pacific Islanders.
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APPENDIX A

TransUnionReason Codesfor Negative Or Derogatory Credit
Reports

Excessive or unknown amount owed on accounts
Recent delinquency

Absence of revolving credit accounts

Too many accounts with baknces

Too many finance company accounts
Too many recent credit checks

Too many new accounts
Proportion ofrevolving balances to revolving credit limits is too high or there are no revolving credit

accounts
Excessive amount owed on revolving accounts

Insufficient length ofrevolving credit history

Delinquency date too recent (or date unknown)

Insufficient length of credit history

Delinquency

Recent derogatory public record or collection

Past due balances

Delinquency, derogatory public record or collection

Presence of collection accounts

Too many revolving accounts with balances

Date of last credit check too recent or unknown

Insufficient time since most recent account established
Unfavorable number of installment loan accounts

Too many installment loan accounts with outstanding balances
Insufficient time since most recent installment loan established
Too many accounts with high credit amounts

Proportion of loan balances to installment loan amounts is too high
Unfavorable number of real estate accounts

Too many new or existing finance company accounts

Prior installment loan delinquency or no installment loans present
Unfavorable percentage or open revolving accounts to all other accounts
Presence ofdelinquency, public record or collection

Delinquency on open revolving accounts

Finance company account opened recently

Unfavorable number o f accounts

Unfavorable length of time since most recent retail account opened
Too many recently active finance company accounts

Unfavorable number of recently active accounts

Unfavorable number ofrevolving or open accounts

Unfavorable number of adverse public records
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APPENDIX B

RangeofDemographicsin threeinsurers clientele®

Race

Low High
Black 0.3% 3.3%
Hispanic 157, 7.4%
Caucasian 77.3% 94.3%
Asian/Pacific Islander 2.6% 9.1%
Native American 0.8% 1.5%
Multi-Racial 04% 11%
Other 0.4% 0.7%
M arital Status
Single. Divorced, Separated 22.5% 44.9%
Married/Widowed 55.1% 77.5%
Gender
Male 46.6% 66.0%
Female 34.0% 53.4%
Geography
In Eastern Washington 1309 16.2%
In Metropolitan Statistical Area 76.0% 85.2%
Age Distribution
Under 30 6.4% 30.1%
Between 30 & 40 11.4% 26.7%
Between 40 & 50 21.1% 28.3%
Between 50 & 60 13.7% 22.5%
Between 60 & 70 5.5%. 17.2%
70 & Up 3.9% 17.2%
Annual Income
Under S20.000 13.0% 23.9%
$20,000-535,000 19.2% 27.1%
S$35.000-S50.000 20.8% 23.1%
S$50.000-S75.000 16.7% 21.3%
S75.C30-S 100.000 5.4% 11.5%
$100.000-S 150.000 2.9% 7.6%
Over S150.000 2.3% 4.2%

' Estimated from Telephone Survey Samples

Effect o fCredit Scoring on Auto Insurance Underwriting and Pricing



APPENDIX C

Firm 1Regressions for effect on credit score
Notes:

The dependent variable is credit score

Credit scores varied by 535 points, from lowest to highest

Ethnicity and Income
Notes:

Both Ethnicity and Income were not found to have statistically significant correlations with credit scores in

this case.

Correlation with Age and other factors is shown in the regression described below.

Linear Regression

Sample N 889
R Square 0.303
Adjusted R Square 0.300
Unstandardized SEt:‘rT)(:%? Standardized T- Range Of

Coefficients Coefficients Statistic Values

Coefficient

Age at Rating 3.696 0.199 0.529 18.620 22-98
Married Female 15.79C 5865 0076 2692 0'1
-17.820 1.747 -0.065 -2.300 01

Eastern Washington

Constant 518528 11064 46864

*Bolded entries in the first and last columns indicate statistically significant variables.
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0.000
0.007
0.022
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Calculation of Change in score
Notes:

The Coefficients for Married Females and Eastern Washington residents are directly interpretable as:

m  Plus 16 points or. average for married women, after adjusting for age and proportion living in
Eastern Washington

' Minus 18 points on average for Eastern Washington residents, after adjusting for age & proportion
of married females

The results for married females appiy to those cases in which they are the lead policyholder or "named

insured".
Example Used In Footnote
Coefficient
oetficien Shift Measured .
(Change per . Credit Score
one unit of the Ygars of Age Points
Factor) difference
Age at Rating 3.69£ 10 37.C

Firm 1Regression for havingacreditscore of zero due to

INADEQUATE CREDIT HISTORY

Ethnicity

Evidence That Correlations With Ethnicity Are Not Statistically Significant At This
Sample Size

Note:  The dependent variable is the categorical outcome of having a credit score of zero. Coding 1=
having a score of zero.

Logistic Regression

Sample N 917
Cox & Snell R Square 0.015
Napelkcrkc R Square 0.053
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Raw Standard Wald Range Of _. . . Exponentiated
Significance

Coefficient Error Statistic Values Coefficient
Age -0.163 0.061 7.117 22-98 0.008 0.850
Age Squared 0.002 0.001 8.949 484-9604 0.003 1.002
African American -4.597 34.87S 0.017 0-1 0.895 0.010
Hispanic -4.997 16.591 0.091 0-1 0.763 0.007
Asian/Pacific Islander 0.917 0.775 1.400 0-1 0.237 2.502
Native American -4.83C 30.055 0.026 0-1 0.872 0.008
Multi-Ethnic -4.692 21.321 0.048 0-1 0.826 0.009
Constant 0.471 1.643 0.082 1.00C 0.775 1.601

‘Bolded entries in the first and last columns indicate statistically significant variables.

Income

Note:  The dependent variable is the categorical outcome ofhaving a credit scote of zero. Coding 1=
having ascore ofzero.

Logistic Regression

Sample N 847
Cox & Snell R Square 0.026
Nagelkcrke R Square 0.094

Raw Standard Wald Ra&?e Sianifi Exponentiated

Coefficient Error Statistic IgNINCance ¢ oefficient
Values

Income less than $20,000 1.865 0.367 2590C 0-1 0.000 6.458
Constant -3.69C 0.239 239.195 0.000 0.025

‘Bolded entries in the first and last columns indicate statistically significant variables.

Calculation Of Odds And Probability Shifts For Example In Text

Probability Odds Ratio New Odds
. Expressed . With Ratio
Typical Exponentiated -
Probability As O(_jds Coefficient Characte_rlstlc Expressed
Ratio (Relative As
Relative To 1 To 1) Probability
Income less than $20,000 0.04 0.042 6.458 0.269 21.2%
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APPENDIX D

Firm 2Regressions for Premium Shift

Ethnicity

Notes:

The dependent variable is percentage reduction in premium down from maximum rates.

Credit based rate adjustments ranged to 32 % below maximum, which translates as from 17% below

average premium to 33% above average premium.

Linear

Regression
Sample N 767
R Square 0.05E
Adjusted R Square 0.05E

Standard

Unstandardized Standardized T-
L. Error of . .
Coefficients . Coefficients statistic
Coefficient
African American -3.755 3.127 -0.043 -1.201
Hispanic -2.686| 1.999 -0.047 -1.345
Asian/Pacific Islander 4,110 1.914 0.075 2.147
Native American -11.827 3.133 -0.131 -3.775
Age at Rating 0.250 0.039 0.273 6.367
Age less than 30 2.967 1414 0.090 2.098
Constant 14.598 1.890 7722

Range of
Values

0-1
0-1
0-1
0-1
16-91
0-1

Sig.

0.230
0.179
0.032
0.000
0.000
0.036

0.000

*Bolded entries in the first and last columns indicate statistically significant variables.

Calculation of Change in Rates

Note:  Each percentage point below maximum translates to 1.333 percentage points relative to the

average rate, which is 75% ofthe maximum.

Conversion
Change In
Factor From ;
Percent Of Premium
Coefficient . Expressed As
Maximum To
Percent Of
Percent Of
Average
Average
Asian/Pacific Islander 4.11C 1.333 -5.5%
Native American -11.827 1.333 15.8%

Income

Effect o fCredit Scoring on Auto Insurance Underwriting and Pricing
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First Version of Age Adjustment

Linear Regression

Sample N
R Square
Adjusted R Square

Unstandardized
Coefficients

Income 0.966
Age at Rating 0.263
Age less than 30 3.710
Constant 10.923

Standard
Error Of
Coefficient

Standardized R

Coefficients | -otatistic
0.283 0.121 3.419
0.039 0.288 6.679
1.438 0.113 2581
2.106 5.187

ange Of Si
Values 9.
1-7 0.001
16-91 0.000
0-1 0.010
0.000

‘Bolded entries in the firrt and last columns indicate statistically significant variables.

Calculation of Change in Rates

Each percentage point below maximum translates to 1.333 percentage points relative to the

Note:
average rate, which is 75% o fthe maximum.
Coefficient Shift As
(Change Per Measured In
One Unit Of Number Of
The Factor) Income Groups
Income 3.000 2.898

Second Version of Age Adjustment

Linear Regression

Sample N
R Square
Adjusted R Square

767

0.076
0.072

Effect o fCredit Scoring on Auto Insurance Underwriting and Pricing
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Change In
Factor From g
Premium
Percent Of
. Expressed As
Maximum To
Percent Of
Percent Of
Average
Average
1.33c -3.9%
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Standard
andar Standardized T- Range Of

Unstandardized £ of .

Coef.cients Corerf?ircient Coefficients Statistic Values Sig.
Income 1.017 0.283 0.127  3.590 1-7 0.000
Age at Rating-Squarec 0.006 0.002 0.619 3.190 256->8281 0.001
Age at Rating -0.354 0.178 -0.387 -1.992 16-91 0.047
Constant 25.822 3.922 | 6.584 0.000

*Bolded entries in the first and last columns indicate statistically significant variables.

Calculation of Change in Rates
Note: Each percentage point below maximum translates to 1.333 percentage points relative to the
average rate, which is 75% ofthe maximum.

Conversion

Coefficient Shift As Factor From (;hange n
(Change Per Measured In Percent Of Ex :(;g]sl:(?As
One Unit Of Number Of Maximum To Ppercent of
The Factor) Incoma Groups Percent Of Average
Average 9
Income 1.017 3.000 3.050 1.333 -4.1%
Example of Combined Regression for Both Income and Ethnicity, Age-Adjusted
Linear Regression
Sample N 767
R Square 0.101
Adjusted R Square 0.093
Unstandaidized Séandar? Standardized T- Range of Si
Coefficients rro_r.o Coefficients statistic Values 9.
Coefficient
Income 0.944 0.283 0.118  3.337 0.001
Age at Rating-Squarec 0.006 0.002 0.620 3.228 0.001
Age at Rating -0.361 0.176 -0.395 -2.050 0.041
African American -3.783 3.101 -0.042 -1.220 0.223
Hispanic -2.244 1.983 -0.039 -1.132 0.258
Asian/Pacific Islander 4550 1.903 0.083 2390 0017
Native American -10.798 3.127 -0.12C -3.453 L.Jo1
Constant 26.439 3.912 6.758 0.000
*Bolded entries in the first and last columns indicate statistically significant variables.
26
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Calculation of Change in Rates

Note: Each percentage point below maximum translates to 1.333 percentage points relative to the

average rate, which is 75% o fthe maximum.

Conversion

Coefficient Shift As Factor From Change In
(Change Per Measured In Percent Of E PremlucrinA
One Unit Of Number Of Maximum To );presset ofs
The Factor) Income Groups Percent Of ercen
Average
Avoraa«*
Income 0.944 3.000 2831 1.332 -3.8%
Conversion
Change In
Factor From ;
Percent Of Premium
Coefficient ] Expressed As
Maximum To
Percent Of
Percent Of
Average
Average
Asian/Pacific Islander 455C 1.333 6.1%
Native American -10.79E 1.333 -14.4%
Firm 2 Regression for having a credit score of zero due to
INADEQUATE CREDIT HISTORY
Ethnicity
Evidence That Correlations W ith Ethnicity Are Not Statistically Significant At This
Sample Size
Note: The dependent variable is the categorical outcome ofhaving a credit score ofzero. Coding 1=
having a score ofzero.
Logistic Regression
Sample N 957
Cox &S..ell R Square 0.020
Naeclkcrkc R Square 0.039
27
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Raw Standard Wald Range Of Exponentiated

Significance

Coefficient Error Statistic Values Coefficient
Age less than 30 0.740 0.240 9.472 0-1 0.002 2.096|
African American 0.897 0.582 2.378 0-1 0.123 2.453
Hispanic 0.675 0.376 3.21c 0-1 0.073 1.963
Asian/Pacific Islander 0.520 0.389 1.787 0-1 0.181 1.682
Native American -5.194 9.385 0.306 0-1 0.580 0.006
Multi-Ethnic -0.036 1.074 0.001 0-1 0.973 0.964
Constant -2.247 0.125 321.619 0.000 0.106

Income

Note: The dependent variable is the categorical outcome ofhaving a credit score ofzero. Coding 1=
having a score o f zero.

Logistic Regression

Sample N 883
Cox & Snell R Square 0.067
Nacelkcrke R Square 0.129

[~
Range Exponentiated

Raw Standard Wald of S Anificance

Coefficient Error statistic Coefficient
Values
Income Less Than $20,000 2073 0291 50923 01 0.000 7.952
Income $20,000 T0 $35,000 0.831 0321 7534 0-1 0.006 2.413
Income $75,000 T0 $100,000 0.926 0.468 3921 041 0.048 2.524
Constant -3.023 0.241 156.876 0.000 0.049

*Bolded entries in the last two columns indicate statistically significant variables.
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Notes:

The statistically significant results for the .$75,000-5 100,000 income category arc anomalous, and no
explanation has been suggested.

Age adjustment was not significant in this particular model: in other versions, an adjustment for age under
30 was significant, but inclusion ofthis adjustment does not substantially change the income effects.

Probability Odds Ratio New Odds
Typical Expressed Exponentiated with o Ratio
Probability As Odds Coefficient Characteristic Expressed
Ratio (Relative As
Relative To 1 To 1) Probability
Income Less Than $20,000 28.0% 0.389 7.952 3.092 75.6%
Income $20,000 To $35,000 28.0% 0.389 2.413 0.938 48.4%
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APPENDIX E

FrRM 3 Regression for assignment to high or 1ow

risk insurance

pool

Ethnicity and Income

CAUTION: Risk poo) assignment is based on a combination ofcredit factors and traditional auto
insurance factors such as driving and insurance history. The outcomes analyzed in this regression
may partly or entirely result from factors other than credit history.

Combined Ethnicity and Income Regression, Age-Adjusted

Note: The dependent variable is the categorical outcome ofbeing placed in the high risk/high cost pool.

Coding 1= hipool.

Sample N
Cox & Snell r Square

Napelkerke R Square

African American
Hispanic
Asian/Pacific Islander
Native American
Multi-Ethnic

Age at Rating

Income Group

Constant

Raw
Coefficient

0.931

1.316
-0.155
-0.527
-0.087
-0.027
-0.268

1.168

Logistic Regression

862
0.111

0.151

Standard
Error

0.409
0.296
0.265
0.690
0.670
0.005
0.054

0.243

Wald
Statistic

5.181
19.810
0.341
0.584
0.017
25.904
24.646

23.137

Range of
Values

01
0-1
0-1
0-1
0-1
18-86
0-1

Significance

0.023
0.030
0.559
0.445
0.896
0.000
0.000

0.000

Bolded entries in the last two columns indicate statistically significant variables.
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Coefficient

30

2.537
3.728
0.856
0.590
0.916
0.974
0.765

3.216



Calculation Of Odds And Probability Shifts For Examples

Notes:
Odds ratios for ethnicity are relative to odds for whites.

Odds ratios forincome apply to shifting between any two income levels up or down the income scale. The
regression coefficients are expressed for movement up the scale. Formovement down the income scale,
exponentiated coefficients invert (1 divided by the exponentiated coefficient).

Probability
Expressed . . .
Typical As Odds Exponentiated Odds RatIO-W-Ith New Odds Ratio
o . . Characteristic Expressed As
Probability Ratio Coefficient (Relative To 1) Probabilit
Relative To robability
1
African American 37.0% 0.587 2.537 1490 59.8%
Hispanic 37.0% 0.587 3.728 2.190 68.6%
E;Otr)::sl:eltdy Change Exgonfi_nt_latted Odds Ratio New Odds
. P . Measured oetticien After Shift In Ratio
Typical As Odds Exponentiated For That -
- . - In Number Characteristic Expressed
Probability Ratio Coefficient Number Of .
. Of Income . (Relative As
Relative Categories Units Of To 1) Probabilit
To 1 9 Change y
Income-
Upwards 37.0% 0.587 0.765 2.000 0.585 0.343 25.6%
Income-
Downwards 37.0% 0.587 1.308 2.000 1711 1.005 50.1%
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Firm 3 Regression for score in low risk insurance pool

Ethnicity

Note:  The dependent variable is rating tiers Lthrough five. Tiernumber five has the highest premiums.

Linear Regression

Sample N 579

R Square 0.096

Adjusted R Square 0.088

Unstandardizeo Standard Standardized T- Range of .
. Error of L. . Sig.
Coefficients . Coefficients statistic Values
Coefficient

African American 0.454 0.298 0.061 1523 1 0.128
Hispanic 0.539 0.246 0.088 2195 01 0.029
Asian/Pacific islandet -0.11C 0.157 -0.026 -0.701 0-1 0.484
Native American 0.271 0.370 0029 0731 01 0.465
Age at Rating -0.021 0.003 -0.286 -7.169 19-86 0.000
Constant 3.296 0.139 23.71C 0.000

"Bolded entries in the last two columns indicate statistically significant variables.

Calculation of Change in Rates

Note:  For each rating tier, premiums rise by about 6% ofmaximum rates, or about 7.3% ofaverage rates

Premium Percentage
Coefficient Increase Per Premium
Tier Increase
Hispanic 0.539 0.073 3.9%
Income

There are no significant results conrelating income with tier classification in the risk pool.
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Firm 3 Regression for score in high risk insurance pool

Ethnicity

Note: The dependent variable is rating tiers one through five. Tiernumber five has the highest

premiums.
Linear Regression
Sample N 341
R Square 0.070
Adjusted R Square 0.056
Unsta .dardized SEt?rnodrg? Standardized  T-  Range Of
Coefficients Coefficient Coefficients Statistic Values
African American 0.773 0.291 0.141  2.655
Hispanic 0.121 0.178 0.036 0.678
Asian/Pacific Islander 0.000 0.226 0.000 0.002
Native American 1.170 0.570 0.109  2.051
Age at Rating m0,016 0.004 -0.189 -3.539
Constant 2.994 0.178 16.780

*Bolded entries in the lasttwo columns indicate statistically significant variables.

Calculation of Change in Rates

0-1
0-1
0-1
0-1
18-84

Sig.

0.008
0.498
0.998
0.041
0.00C

0.000

Note:  Foreach rating tier, premiums rise by about 6% ofmaximum rates, or about 7.3% ofaverage rates

Premium Percentage
Coefficient Increase Per Premium
Tier Increase
African American 0.772660487 0.073 5.64%
Native American 1.170093545 0.073 8.54%
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Ethnicity and Income Combined

Note: The dependent variable is rating tiers one through five. Tiernumber five has the highest

premiums.

Linear Regression
Sample N 325
R Square 0.080
Adjusted R Square 0.063

Unstandardized SEt?rnodraOr? Standardizec  T- Ragfge

Coefficients Coefficient Coefficients Statistic Values

African American 0.850 0.302 0152 2814 (-1
Hispanic 0.075 0.185 0.022 0.407 01
Asian/Pacific Islander -0.035 0.232 -0.00e  -0.152 01
Native American 1.218 0.660 010C 1847 0-1
Age at Rating -0.015 C.005 -0.177 -3.201 18-84
Income less than $20,000 0.289 0.139 0.115 2.082 01
Constant 2.877 0.197 14.602

‘Bolded entries in the last two columns indicate statistically significant variables.

Calculation Of Change In Rates For Examples Used In The Report

Sig.

0.005
0.684
0.879
0.066
0.002
0.038

0.000

Note:  Foreach rating tier, premiums rise by about 6% ofmaximum rates, or about 7.3% ofaverage rates

Premium Percentage

Coefficient Increase Per Premium

Tier Increase
African American 0.850 0.072 6.20%
Native American 1.218 oo 8.89%
Income Less Than $20,000 0.289244437 cc © 2.11%
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APPENDIX F

Glossaryof Terns

Overall Terms and Definitions

Constant- Both linear and logistic regressions include statistics for “constant” factors. They are include
here for sake ofcompleteness in description o fthe regressions, and not because they have policy
implications. They can be thoughtofas the score or probability that is estimated for the starting or
reference combination of characteristics, the one to which the shifts indicated by all the otner factors arc
relative. Constant terms are required in order to calculate the estimated probability for a specific

combination of characteristics.

Dependent Variable - The dependent variable is the outcome for which correlated factors are to be
identified and quantified in the regression model.

Income Group - Inall ofthesurveys, income information was collected by the categories below.
Although these categories are not of perfectly equal size, it was treated as a linear variable in analysis. Use
ofboth Age and Age-Squared factors should have permitted the regression to correctly identify patterns of
correlation with income in spite of the fact that the group intervals widened as income rose.
1 Under$20.000

$20.000 to less than $35.000
1 §35.000 to less than S50.000

§50,000 to less than $75.000
5 S§75.000 to less than S100,000
6 S100,000 to less than S150,000
7 §150,000 and above

~

sampite N - Ths number of policyholder records that were usable for that analysis: they
belonged to the group being analyzed and had no missing values for the variables used.

Significance - The probability that the pattern represented by the coefficient for this factor really doesn't
exist in the overall population, but is due to random chance producing a sample that has a pattern. This
report used the criterion that only results with probabilities oferrorof5% or less were considered
statistically significant. This corresponds to a value of .05 in the Significance columns o fthe coefficient

tables.

standard E rror- The interval plus or minus around any estimate which defines the area
we are 95% confident includes the true value.
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Linear Regression Terms

Linear Regression - This is a method for quantifying the simultaneous strength o f association ofsevere:
factors with an outcome which can be quantified on anumerical scale. The most common linear method,

Ordinary Least Squares (OLS), was used.

R Square, Adjusted R Square - These are the two standard measures ofthe exp lanatory powerofa
Linear Regression. They both are on azero-to-one scale, and give different mathematical approximations
ofwhat percentage ofthe variance in the outcome the model explains. In comparing the poweror accuracy
ofregressions, R squares from different formulas should not be contrasted with each other: compare
unadjusted scores to unadjusted scores, and adjusted scores to adjusted scores.

Standardized Coefficient - This is ameasure ofthe overall significance ofa factor in the model. Neither
significance statistics nor the magnitude ofan unstandardized coefficient are unambiguous measures o f the
significance ofa factorin the explanatory powerofaregression. Forexample, a factor may have a large
effect (coefficient) and be highly significant, but have little overall significance because it is presentin only
a few cases, and therefore contributes only a small amount to overall accuracy.

T-Statistic - Another standard measure o f statistical significance.

Unstandardized Coefficients - This expresses the strength ofthe correlation, scaled so that it corresponds
to the scale on which the factor was measured. It can be directly multiplied times units o f the factor in
orderto estimate how the dependent variable varies with a given variation in the factor. For categorical
factors, such as being male, the unstandardized coefficient is the average difference the factor is associated

with, adjusted for other factors in the model.

Logistic Regression Terms

Exponentiated Coefficient - Exponentiated logistic coefficients represent the shift in odds ratios
correlated with a one-unit change in a correlated factor. To apply an exponentiated coefficient, express the
probability of the outcome in the absence o fthat characteristic in terms o f the odds in favor ofthe outcome,
and multiply the numerator of the odds ratio to calculate how that factor shifts odds.

A shift by more than one unit in one o fthese factors is not additive, but has apower form. For example, if
the exponentiated coefficient for age is 0.9, the coefficient for being three years olderis 0.9 cubed, or

0.9 x0.9 x0.9.

As an example, take a case in which the regression sets a variable *fcm ale=1" for being female, so lacking
that factor indicates being male. Ifthe odds that males will have a credit score ofzero are I-to-4, and the
exponentiated coefficient for females is 0.5. then the odds for females arc .5-to-4. or 1-to-8.

Any probability that can be expressed as a percentage, can also be expressed as an odds ratio: 75% is 3-
tol, 50% 1-to-1,and 10% is 1-to-9 in favor. Note that these arc odds, or odds ratios, not probabilities or
proportions. Odds of I-to-4 is "one out offive” ora20% probability. Odds of 1-to-8 is “one out ofnine"
oran 11.1% probability. Odds thata coin will land heads-up arc I-to-1, and odds that a person was bom on

aMonday arc I-to-6.

Raw Coefficient - These arc the mathematical coefficients as generated by the regression model. They
have a direct mathematical relationship to the Exponentiated Coefficients, as described above.
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Logistic Regression - This is amethod for quantifying the simultaneous strength o fassociation of multiple
factors with an outcome thatis “categorical" - tnatis, it cannot be quantified on anumerical scale.
Categorical outcomes are cither true or false, there are no intermediate values. The strength ofa factor's
association with a categorical outcome is described in terms o fhow it is associated with the probability or

likelihood ofthat outcome.

Nagelkerke R Square, Cox & Snell R Square - These are two standard measures of the explanatory
powerofaLogistic regression. They both arc on a zero-to-one scale, and give different mathematical
approximations o f what percentage ofthe variance in the outcome the model explains. The “percentage of
variance explained" is not as straightforward a conceptin dealing with categorical dependent variables. In
comparing the power oraccuracy ofregressions, R squares from different formulas should not be
contrasted with each other: compare a Nagelkerke with a Nagelkerke, and a Cox & Snell score with a Cox
& Snell score.

W ald Statistic - This isa measure ofthe overall strength ofa factor in the model. Neither significance
statistics nor the magnitude ofaraw coefficient are unambiguous measures o fthe significance ofa factor in
the overall powerofaregression. Forexample, a factor may have a large effect (coefficient) and be highly
significant, but have little overall significance because itis presentin only a few cases, and therefore
improves overall accuracy only a small amount.
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Logistic Regression - This isa method for quantifying the simultaneous strength o fassociation ofmultiple
factors with an outcome thatis “categorical" - thatis. it cannot be quantified on anumerical scale.
Categorical outcomes are either true or false, there are no intermediate values. The strength ofafactor's
association with a categorical outcome is described in terms o fhow it is associated with the probability or

likelihood o fthat outcome.

Nagelkerke R Square. Cox & Snell R Square - These are two standard measures ofthe explanatory
powerofaLogistic regression. They both are on azero-to-one scale, and give different mathematical
approximations ofwhat percentage ofthe variance in the outcome the model explains. The "percentage of
variance explained" is not as straightforward a concept in dealing with categorical dependent variables. In
comparing the poweror accuracy c fregressions, R squares from different formulas should not be
contrasted with each other: compare a Nagelkerke with a Nagelkerke, and a Cox & Snell score with a Cox

& Snell score.

W ald Statistic - This is a measure ofthe overall strength ofa factorin the model. Neither significance
statistics nor the magnitude ofaraw coefficient arc unambiguous measures ofthe significance ofa factor in
the overall powerofaregression. Forexample, a factor may have a large effect (coefficient) and be highly
significant, but have littl overall significance because itis presentin only a few cases, and therefore

improves overall accuiacy only a small amount.
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APPENDIX G
Telephone Survey - Long Version

Q.1 Record Source : Which list is this from ?

Cancelled Policy Holders .. 1
Current Policy Holders .......... 2

Q.2 Hello. I'mcalling on behalf of the Office of the State Insurance Commissioner. Iwantto
ﬁslsdurgoyou this is not a sales call. May Iplease speak with (the policy
older)*

No 2

Q.3 Am Ispeaking with the Policy Holder, Someone who can speak for the policy holder, or
neither ?

Policy holder......ccooeiiiiiiii (%
Someone who can speak for the policyholder ..2
NEItNET .o 3

[IF THE ANSWER TO QUESTION 3 IS 1 OR 2. THEN SKIP TO QUESTION 9]

Q.4 Can Ispeak with the policyholder ?
(10
Yes .. 1
No ... 2

[IF THE ANSWER TO QUESTION 4 IS 1. THEN SKIP TO QUESTION 9]

Q.5 (IfNo) "Is someone else available who could speak for the policyholder about his/her/your
auto insurance?

Yes .. (]1}
No ... 2

(IF THE ANSWER TO QUESTION 5 IS 2-3, THEN SKIP TO QUESTION 35]

Q.6 (IfYes) - Who is that person?
(5-105)
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Q.7 Can we speak to them or should we call back at another time?

12
Speak ...... 1
Call Back ..2

(IF THE ANSWER TO QUESTION 7 IS NOT 2. THEN SKIP TO QUESTION 9]

Q.8 When would be a good time to call t ack ?

(106-206)

r  rHE ANSWER TO QUESTION 7 IS 2, THEN SKIP TO QUESTION 35)

Q.9 The Insurance Commissioner recently sent a letter asking for your help in investigating auto
insurance cancellations. I'd like to ask you several questions that will help him determine if
certain practices should be prohibited. This will take no more than 7 minutes of your time.
Your answers will be kept strictly confidential, and combined with other responses to protect
your identity. Your responses will not be revealed to your insurance company or to anyone
else, (record call disposition)

(5-6)
Call Back-Appointment ...... 01
Call Back NO-appointment .. 02
Respondent not available .... 03
Refusal to participate ........ 04
e 05
Communication Barrier ...... 06
Continue Survey ............... 07
s 09
- 10

(IF THE ANSWER TO QUESTION 9 IS NOT 7. THEN SKIP TO QUESTION 35)

Q.10 ( Record gender - ask if respondent is not policyholder or name is ambiguous )

(13)
Male ..... 1
Female .. 2

(IF THE ANSWER TO QUESTION 1 1S NOT 1, THEN SKIP TO QUESTION 12]

Q.11 Firm 1 reported that they cancelled or declined to renew your auto insurance within the last
year, is this correct?

(14)
Yes ... 1
No ............. 2
Don't know .3

(IF THE ANSWER IS 2-3, THEN SKIP TO QUESTION 27]

(IF THE ANSWER TO QUESTION 1 1S NOT 2, THEN SKIP TO QUESTION 13]
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Q.12 Firm 1 reported that you have auto insurance with them, is this correct?

NO..coovrrrnnn 2
Don'l know ..3

[IF THE ANSWER IS NOT 1, THEN SKIP TO QUESTION 35]

[IF THE ANSWER TO QUESTION 1S 2, THEN SKIP TO QUESTION 27]

Q.13 Did you receive a letter from the insurance company explaining why you (they) were denied
auto insurance?

(16)
Yes ..nnn. 1
([0 2

Don'l know ..3

[IF THE ANSWER TO QUESTION 13 IS NOT 1, THEN SKIP TO QUESTION 15|

Q.14 Did the letter adequately explain why you (they) were denied auto insurance?

(17)
Yes ... 1
No ............. 2

Don't know ..3

Q.15 On a scale of 1 to 10 (with 1 being not difficult at all and 10 being extremely difficult) how
difficult has it been for you (or policyholder) to find new auto insurance coverage?

Difficulty (42-43)

Q.16 How many insurance companies did you (or policyholder) have to contact?

Number of companies (0 for Don't Know). (19-20)

Q.17 Were you (or policyholde ) able to obtain replacement coverage?

(211
YES oo

N U 2
Waiting to hear if approved 3
Don't KNOW .......ccvveeunene 4

[IF THE ANSWER IS 3, THEN SKIP TO QUESTION 25]

Q.18 Was there a period of time between the expiration of your former policy and the
replacement policy?

Don't know ..3
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Q.19 How much more or less do you (or policyholder) pay per month for this coverage compared
to the previous coverage? (INTERVIEWER -IF RESPONDENT GIVES A 6 MONTH OR
ANNUAL PREMIUM AMOUNT, CONVERT TO MONTHLY AMOUN

Amount (negative for less, 0 for same, blank for don't (23-27)

Q.20 Isthe auto insurance coverage on the new policy different from the coverage on the old

policy?
(34)
Yes ..connnn. 1
NO ............ 2

Deni know ..3

Q.21 Does the new policy cover more drivers, fewer drivers, or the same number of drivers as
the old policy?

(35)
Fewer ......... 1
Same ......... 2
More .......... 3

Don'l know ..4

Q.22 Does the new policy cover more, fewer or the same number of vehicles?

(36)
Fewer ......... 1
Same ......... 2
More .......... 3

Q.23 the deductible on the new policy lower, higher, or the same?

(37)
Lower ......... 1
Same ......... 2
Higher ........ 3

Q.24 s the collision coverage the same on the new policy?

(38
Y €St 1
NO e 2
Didn't have collision on previous policy...3
DON'l KNOW ... 4

Q.25 Can you tell me what company you (or policyholder) are now insured with? (Do Not Read,
check the one that applies)

(40-41)
Not currently insured ........... 01
Pemco ......ccoviiiiiiiieies 02
Safeco ....cccvveeeeiieieeeiiie, 03
Allstate .......cocceeeeeeeeeeeiiiines o4
Slate Farm .......ccocceeeeeeeennn. 05
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GEICO vvveeeieiieeei e
Progessive ...........cceceiennnnne

American Express

Nations ........cceeveereerniennn.
Other (piease specify) ..........
Insure QUeSt .........ccceevnnenn.
Oregon Mutual .........cccceee....
Financial Indemity ................
Farmers ...,
Hartford.......cccoooeveeviiienins
Nationwide ........cccccevveernnene
Uniguard ......ccccoeeeeeveennennn.
National .......ccccevveervieenieenns
Diaryiand ......ccccccoeveeviennene
Valley Insurance ..................
Grange .....ccccceeevenveevvneeeeenns

Allied

AMICA .oveiiiiiicie
Metropolitian Life .................
GMAC ..ot

CNA

UNitrin ...oeeeeeeeeriiiiiiieeeeeee,

Omni

Quest .....eeeeeeeeeen. ...
united ....occveeeniieeeeiieees
Kemper ...,

American Commerce ...

WINdSOr .....cccovvvveeeeeeeeeine,
USAA e,

AIG

Owsley Insurance

VIKING oo
Simon Financial Group ........

JBR

Encompass ...............
General ......ccooeeeeeeeeiiiiiiee.
Vancouver Insurance ..............
Horace Mann .............ccccoeeenen.
County Company Insurance ..

E Surance ...........ccccciiii,

Mutual Of Omaha ...

Inlerquest .......ccccecvveviiieeennnnn.
DONT KNOW/REFUSED

Q.26 OTHER : Can you tell me what company you (or policyholder) are now insured with? (Do

Not Read, check the one that applies)

Q.27 Can you please tell me if you (or policyholder) are...
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Married

Single

Divorced ..........cccuue 3
Widowed ........c........... 4
Seperated .................. 5

Olher (please specify) ..6
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Q.28 OTHER: Can you please tell me ifyou (or policyholder) are..

(308-358)
Q.29 s your (or policyholder's) age:

(61)

Under 16 ...... 1

16-24 ... 2

25-34 ... 3

35-44 ... 4

45-54 ... 5

55-64 ... 6

65-74 ......... 7

75 and older ..8

Refuse ......... 9

Q.30 How do (does) you (or policyholder) identify your (policyholder's) race or ethnicity:
(INTERVIEWER -DO NOT READ THE LIST. ACCEPT MULTIPLE ANSWERS)

Black/ African AMEriCaN.......ccvvevrvireeiiieeessireeseeeenns
Spanish/ Hispanic/Latino ..........ccccceeveeciieeeiiieee e
Mexican, Mexican Am., Chicano, Puerto Rican, Cuban..
Other Spanish/ Hispanic/Latino (Please specify)..........
White/CauCasian ........cccceeevererriereeniiieeesieeeeenneesneeeas

American Indian or Alaska Native (Please specify)........
Native Hawaiian, Guamanian or Chamorro, Samoan.....
Other Pacific Islander (Please specify)................

Asian Indian ........cccoceeivineee
ChINESE ....veeeieiiie et
FilPINO e
JAPANESE ..ot
KOFBAN ..t
VIBINAMESE ..vvviiiiiieeciiie et e e e

Other Asian (Please SPecify)......ccccccvveerriveeeiiineesennn
Other race (Please SPeCify) .....ccoceeevivieeiiiieeniieeenns

Multiracial .........ccvveeiieiieiie e
REfUSE oo
Native AMEFICAN .......ccevvveeeeeeiiiciiieeee e

Q.31 OTHER :How do (does) you (or policyholder) identify your (policyholder's) race or ethnicity:
(359-409)

Q.32 Which of the following income categories applies to your (or policyholder’s) individual total
annual income fo> 20007

Under S20,000 ......... 1
520.000 - S34.999 ....2
535.000-549,999 ...,3
550.000 - $74,999 ...A
575.000-599,999 ...5
5100.000-149,999 ....6
5150.000 and above ..7
Refuse ......ccocoeveeeeee. £

Q.33 Would you like to receive a report from the Insurance Commissioner about the outcome of
our research?

43
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(89)
Yes .1
No ....2

[IF THE ANSWER TO QUESTION 33 IS NOT 1, THEN SKIP TO QUESTION 35]

Q.34 Name and Address
(410-510)

Q.35 That is all the questions | have for you. Thank you for taking the time to participate in this
research. (Interviewer ID#)
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APPENDIX H

Telephone Survey - Short Version

Q.1 Record Source : Which list is this from ?

Cancelled Policy Holders .1
Cunent Policy Holders 2

Q.2 Hello. I'm calling on behalf of the Office of the State Insurance Commissioner. Iwant to
assure7you this is not a sales call. May Iplease speak with (the policy

holder)
Yes (82
No ...2

Q.3 Amhlspoeaking with the Policy Holder, Someone who can speak for the policy holder, or
neither

Policyholder ...
Someone who can speak for the policyholder..
NEINET .o

[IF THE ANSWER TO QUESTION 3 IS 1 OR 2, THEN SKIP TO QUESTION 9

Q.4 Can Ispeak with the policyholder ?

(10)
Yes .1
No ...2

[IF THE ANSWER TO QUESTION 4 IS 1, THEN SKIP TO QUESTION 9)

Q.5 (If No) "Is someone else available who could speak for the policyholder about his/her/your
auto insurance?
11
Yes(..f

No ....2

[IF THE ANSWER TO QUESTION i, IS 2-3, THEN SKIP TO QUESTION 35]

Q.6 (IfYes) - Who is that person?
G-15)

Q.7 Can we speak to them or should we call back at another time?
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Speak ...... 1
Call Back ..2

(IF THE ANSWER TO QUESTION 7 IS NOT 2, THEN SKIP TO QUESTION 9]

Q.8 When would be a good time to call back ?

(106-206)

(IF THE ANSWER TO QUESTION 7 IS 2, THEN SKIP TO QUESTION 35]

Q.9 The Insurance Commissioner recently sent a letter asking for your help in investigating auto
insurance cancellations. I'd like to ask you several questions that will help him determine if
certain practices should be prohibited. This will take no more than 7 minutes of your time.
Your answers will be kept strictly confidential, and combined with other responses to protect
your identity. Your responses will not be revealed to your insurance company or to anyone

else, (record call disposition)

5-6

Call Back-Appointmenl ...... ( 01)
Call Back NO-appointment .. 02
Respondent not available ... 03
Refusal to participate ......... 04
e 05
Communication Barrier ...... 06
Continue Survey ............... 07
e 08

09

10

(IF THE ANSWER TO QUESTION 9 IS NOT 7, THEN SKIP TO QUESTION 35]

Q.10 ( Record gender - ask if respondent is not policyholder or name is arnbiguos )

Male ...... 1
Female ..2

[IF THE ANSWER TO QUESTION 1 1S NOT 1 THEN SKIP TO QUESTION 12]

Q.11 Can you please tell me if you (or policyholder) are...

Married .......cccceveeinnennn.
Single ........
Divorced
Widowed
Seperated
Other (please specify) ..6

Q.12 OTHER: Can you please tell me if you (or policyholder) are...
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(308-358)

Q.13 Is your (or policyholder's) age:

75 and older ..8
Refuse ......... 9

Q.14 How do (does) you (or policyholder) identify vour (policyholder's) race or ethnicity:

(INTERVIEWER -DO NOT READ THE LIST. ACCEPT MULTIPLE ANSWERS)

Black/African AMErican ..........ccccoecveeeriiieeesciieeeninens
SpanisfV Hispanic/Latino .........cccccceeevnvereeniireesieneens
Mexican, Mexican Am., Chicano, Puerto Rican, Cuban..
Other Spanish/ Hispanic/Latino (Please specify)..........

White/Caucasian .........cccccceeeeeivieeeiieeeeeseieeeeee e

American Indian or Alaska Native (Please specify)........
Nativr Hawaiian, Guamanian or Chamorro, Samoan.....
Othe’ Pacific Islander (Please specify).........ccccevvueeenn.
Asia : Indian
Ch lese ............

Fil.pino ..............

Japanese ..........

KOM€aN ...
VIBINA  BSE .evvviiiieieeciiee et
Olhc y-sian (Please specfy)....
Other race (Please specify) .... e —————
Multiracial .........cccceevvieernnneen.

Refuse ... eree e ———

Native AMECAN ....veeeivereeeivieeeeiieeeseeeeesnrreeesneeeeeanes

Q.15 OTHER : How do (does) you (or policyholder) identify your (policyholder's) race or ethnicity:

(339-409)

Q.16 Which of the following income categories applies to your (or policyholder's) individual total

annual income for 2000?

Under 520.000 ......... 1
520.000 - 534,999 2
535.000 - 549,999 3
550.000 - 574,999 4
575.000-599,999 5
5100.000-149.999 6
$150,000 and above .7
Refuse ....ccceeeeennnn. &

Q.17 Would you like to receive a report from the Insurance Commissioner about the outcome of

our research?
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(85)
Yes .1
No ....2

PF THE ANSWER TO QUESTION 33 IS NOT 1, THEN SKIP TO QUESTION 35]

Q.18 Name and Address
(410-510)

Q.19 That is all the questions I'have for you. Thank you for taking the time to participate in this
research. (Interviewer ID#)
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Comparison of CS for SB 320 22-LS1462\T 4/30/02 with Washington legislation and NCOIL

CS for SB 320

An insurer may not use
credit scoring unless the
insurer obtains permission
from the applicant (not
clear what happens when
the consumer says no.
Does the insurer have to
offer coverage using other
underwriting factors only
or can the insurer refuse
coverage?)

Adverse action based on
credit history requires
written notification and
explanation to the
applicant or insured. It
must inform the consumer
oftheir right to a free copy
of the credit report and
request reconsideration of
the adverse action ifthere
are errors. Requires
information on how credit
scores can be improved.
(Add language that the
explanation must be clear
and specific)

W ashington
Legislation

CS for HB395

UNDERWRITING

Similar but does not
require information on
how to improve credit
score.

p.l, 5-12 Similar to SB
320 but does not require
information on how to
improve credit score

NCOIL

Section 7:insurer or agent shall
disclose on the application or at
time application is taken that
credit information may be
obtained (disclosure language
should clearly state whether or
not the insurer is using credit, not
just that the insurer may use
credit)

Section 8: if adverse action is
taken the insurer shall provide
notification in accordance with
FCRA. Provide consumer with
reason for adverse action in clear
and specific language including
up to 4 primary factors
influencing the adverse action
decision. Standard language
from third party vendors are
deemed to comply with this
requirement, (the standard
language is not clear and specific
and. it is difficult to explicitly
identify what caused the adverse
action from the third party
language)



The insurer shall provide
the consumer with the
opportunity to identify
errors and to request
reconsideration of the
adverse action.

Credit history may be used
to deny coverage only in
combination with other
substantive underwriting
factors.

An insurer shall not
cancel or nonrenew
coverage based in
whole or in part on
credit history.

Credit history may be
used to deny coverage
only in combination
with other substantive
underwriting factors.

p.l, 13-14; p.2, 1-2

An insurer may not
cancel or fail to renew
coverage based in whole
orin part on credit
history.

p.2, 3-9
Same

Section 5.B: An insurer shall not
cancel or nonrenew solely on the
basis of credit information
without consideration of other
applicable underwriting factors
independent of credit
information. (AS 21.36.210
already includes vety restricted
reasons for canceling a personal
lines policy. Including
cancellation for credit and other
underwriting factors may be
broadening the protections
already available in AK laws.
Also, “‘Solely”’is problematic
language. Any trivial reason,
along with credit, could be used
to cancel or nonrenew)

Section 5.B: An insurer shall not
deny coverage solely on the basis
of credit information without
consideration of other applicable
underwriting factors independent
of credit information. (Similar
effect as SB 320 but "solely”
ahould be deleted)



An application may be Same p.2, 10-12
rejected within the first 60 Same
days. (Similar to existing

provisions in AS 21.36.210.

AAG5 advice is to

eliminate this section as it

duplicates existing statute.)

An insurer may not deny Same p.2, 13-17
coverage based in whole or Same
in part on the absence of
credit history or the
inability to determine
credit history if the insurer
has received accurate and
complete information.

An insurer may not p. 2,18-26
deny coverage based on Same

the number of credit

inquiries; medical

information; initial

purchase ofvehicle or

house

Section 5.E: an insurer shall not
consider absence ofcredit
information or inability to
calculate a credit score unless
one ofthe following occurs: 1.
Treat consumer as approved by
director; 2. Treat consumer as if
the credit was neutral; or 3.
Exclude credit and use only other
underwriting criteria, (option 1
appears to make NCOIL a little
weaker than SB320)

Section 5.H: An insurer may not
use as a negative factor in
underwriting credit inquiries not
initiated by the consumer or
inquiries requested by the
consumer for his or her own
credit information; inquiries
relating to insurance coverage;
medical accounts; multiple lender
inquiries from home mortgage
hidustry or auto lending industry
made within a 30-day period (1
inquiry may be used). (Can they
be used to benefit consumer?)



An insurer may not
deny coverage based on
a particular type of
credit card

Prohibits denying
coverage based on the
total available line of
credit but allows the
total amount of
outstanding debt to
total line ofcredit

If disputed credit history is Same
used to determine
eligibility for coverage, the
insurer shall reissue or
rerate the policy
retroactive to the effective
date if the consumer
resolves the dispute under
the FCRA process and
notifies the insurer the
dispute has been resolved.

Same

p.2, 27

Prohibits denying
coverage based on the
total available line of
credit.

Same

Section 5.D: An insurer may not
take adverse action solely
because consumer does not have
a credit card account. {"Solely”is
still an issue)

Section 5.A: An insurer shall not
use a credit score that uses
income, gender, address, zip
code, ethnicity, religion, marital
status or nationality as a factor.
Section 9: Requires filing of
model used for underwriting.
Allows 3rdparty to file on behalf
ofinsurers. Provides for
confidentiality of model.

Section 6: If through FCRA
dispute resolution process it is
determined incorrect information
was used, the insurer shall re-
underwrite the consumer within
30 days. (A stronger dispute
resolution process that, includes
the insurer, notjust the credit
reporting agency shoul i be
considered. The FCRA process is
sometimes difficult and lengthy).



(A stronger dispute
resolution process that
includes the insurer, not
just the credit reporting
agency should be
considered. The FCRA
process is sometimes
difficult and lengthy.)

Section 5.F: An insurer may not
take adverse action in
underwriting unless credit report
is issued or score is calculated
within 90 days from the date the
policy is written or renewed.
Section 5.G: An insurer shall not
use credit information for
underwriting unless not later
than 36 months following the last
time credit information was
obtained, the insurer recalculates
the score or updates the credit
report.

Section 5.Ct: At request of
consumer or agent, the insurer
shall re-underwrite the consumer
based upon current credit
information; insurer may use
credit on any renewal before 36
months. An insurer does not
need to use current credit
information if 1) the consumer is
being treated as approved by
director; 2) the insured is in the



Adverse action is defined Same Same
by FCRA as well as explicit
language identifying types

of adverse actions.

RATING
Similar, but filing of Same as Washington

Requires filing of credit
model is mandatory.

scoring model at the
director’s request. will
ask for the model.
Removing the optional
provision will speed up the
review process.)

Requires filing data
supporting the validity of
the model.

Makes model confidential Same Same
Allows the insurer to

disclose the filed

information.

Prohibits the use of

gender, race, nationality or

religion; and unfair

discrimination

most favorably priced tier; 3)
credit was not used when policy
was initially written; or 4) policy
is re-underwritten no later than
36 months based on other
underwriting factors excluding
credit information.

Adverse action is explicitly
defined. Definition does not refer
to FCRA.

Section 9: Requires filing of
model used for rating.

Section 9: Provides for
confidentiality of model.

Section 5.A: An insurer shall not
use a credit score that uses
income, gender, address, zip
code, ethnicity, religion, marital
status or nationality as a factor.



Prohibits credit history
that results in unfair
discrimination (Already
prohibited in AS
21.39.030)

Allows the absence of
credit history or inability
to determine the
consumer’ credit history
in calculating premiums or
rates ifthe insurer files
actuarial data.

Prohibits using the
number of marketing
promotional or insurance
inquiries

Same

Prohibits the use ofthe
number of credit
inquiries.

Same

Same as Washington

Section 5.C: An insurer may not
base a renewal rate solely upon
credit information without
considering other factors
independent of credit. (What
does ‘Solely”’mean? |fthere are
other factors but the only one the
consumer does not meet is credit,
is that decision solely based on
credit?)

Section 5.E: an insurer shall not
consider absence of credit
information or inability to
calculate a credit score unless
one of the following occurs: 1.
Treat consumer as approved by
director; 2. Treat consumer as if
the credit was neutral; or 3.
Exclude credit and use only other
underwriting criteria.

Section 5.H: An insurer may not
use as a negative factor in rating
credit inquiries not initiated by
the consumer or inquiries
requested by the consumer for
us or her own credit information;
inquiries relating to insurance
coverage (Appears to allow the



Prohibits credit history
based on collection
accounts identified with a
medical code

Allows the use ofinquiries
related to auto or mortgage
financing, but all inquiries
in a 30-day period must be
considered one inquiry

Prohibits the use ofthe
consumer’s total available
line ofcredit but does
allow the amount ofdebt
in relation to the total line
of credit.

Same Same

Prohibits the use ofthe Same as Washington

initial purchase ofa
vehicle or house and
particular type of credit
card

Same Same

use ifthey have a positive effect
on the consumer)

Section 5.H.3: An insurer may
not use as a negative factor in
rating collection accounts with a
medical industry code. (This
appears to allow medical
accounts ifthey will have a
positive effect on the consumer)
Section 5.H.4, 5: An insurer may
not use multiple lender inquiries
from the home mortgage industry
or auto lending industry made
within 30 days ofone another (1
inquiry may be used).

Section 5.F: An insurer may not
take adverse action in rating
unless credit z'eport is issued or
score is calculated within 90 days
from the date the policy is
written or renewed.



Ifa consumer is charged
higher premiums due to
disputed credit history, the
insurer shall rerate the
policy retroactive to the
effective date of the policy
if the consumer resolves
the dispute under the

Same

Same

Section 5.G: An insurer shall not
use credit information for rating
unless not later than 36 months
following the last time credit
information was obtained, the
insurer recalculates the score or
updates the credit report.
Section 5.G: At request of
consumer or agent, the insurer
shall re-rate the consumer based
upon current credit information;
insurer may use credit on any
renewal rate before 36 months.
An insurer does not need to use
current credit information if 1)
the consumer is being treated as
approved by director; 2) the
insured is in the most favorably
priced tier; 3) credit was not used
when policy was initially written;
or 4) policy is re-underwritten no
later than 36 months based on
other underwriting factors
excluding credit information.
Section 6: Ifthrough FCRA
dispute resolution process it is
determined that incorrect
information has been used, the
insurer shall re-rate the policy
within 30 days. Any
overpayment shall be calculated
back to the shorter ofeither the
last 12 months or the actual



FCRA process and notifies
the insurer that the
dispute has been resolved.
(A stronger dispute
resolution process that
involves the insurer should
be considered. Some
insurers go back further
than the current policy)

Requires a report to the
legislature related to the
use of credit history

Adds flood insurance to
definition of personal
insurance

Requires a report to the
legislature related to
the use of credit

history.

10

MISCELLANEOUS PROVISIONS
Requires a report to the
legislature related to the
use of credit history

Same as CS 320

policy period. (A stronger dispute
resolution process that involves
the insurer should be considered.
The FCRA process is sometimes
lengthy and difficult. Some
insurers goes back further than
the current policy)

Section 10: Provides for
indemnification of producers.
Section 11: Prohibits selling data
or lists based on information
obtained in conjunction with
insurance inquiries



Statement of tbe.Progressive Group”
Regarding the Use of Credit in~SimrITisiiTnilcrUnderwriting

The Progressive group (Progressive) is the largest writer of private passenger auto insurance through
independent agents, and the fourth largest auto insurer in the country. Progressive does business in 48
states (not in Massachusetts or New Jersey) and is represented by more than 30,000 independent

agencies throughout the country.

Using credit as an underwriting factor has allowed Progressive - and our agents - to offer more
accurate and lower rates to more people. Since Progressive began using credit, we have been able to
offer standard and preferred rate levels to many consumers who otherwise would have been eligible
only for nonstandard rates. Frequently, consumers unable to meet traditional underwriting guidelines
(i.e. prior insurance) are able to get a better rate because credit is a component of the underwriting
process. Progressive never uses credit to reject a consumer or to cancel or raise the rates of an

existing policyholder.

Progressive has worked hard to use credit responsibly and to make the process of using it as
transparent to agents as possible so that their workflow is not interrupted. Nevertheless, the use of
credit for insurance underwriting purposes is undergoing scrutiny in a number of states. Progressive
urges independent agents to work with us to assure that?the responsible use of credit is not
jeopardized. It is avaluable tool that has helped agents write - and retain - more business.

A Few Key Facts

m  Credit has been proven to be a very powerful and independent predictor of future loss. The use of
credit provides an additional predictive factor, one not offered by other variables. This is
supported by Progressive data and research undertaken by a number ofgroups including Fair,
Isaac. In addition, a 1999 study by the Virginia Bureau of Insurance indicated that™... in every
case where insurers have proposed to use credit scoring as a rating factor and have been able to
provide sufficient data to the Bureau's actuaries, the use of credit scoring has been found to be
statistically correlated to losses.”

m Many direct and captive companies use credit to prescreen mailing lists. Ifthe use of credit were
to be eliminated or unreasonably restricted at the state level, the federal Fair Credit Reporting Act
(FCRA) would still permit these companies to prescreen lists for solicitation. This would give
these companies a competitive advantage over independent agents by allowing them to
specifically target - and write - more profitable, higher retention business.

m Credit scores focus mainly on a person’s bill-paying behavior. Ifa consumer has been responsible
in his or her use of credit, it will reflect positively on the score. Further, credit reports do not
contain any information on income, race, color, creed, physical handicap or disability.

m Mortgage vendors and insurance companies use different scoring algorithms and a credit score
that a mortgage company uses is not the same thing as an "'insurance score or financial
responsibility score™ used by insurance companies.

m The use of credit as one underwriting variable allows insurance companies - and agents - to offer
more accurate and oftentimes lower rates to more consumers. Restricting its use would cause auto
insurance rates to increase for many consumers.
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Implementing Proactive Business Practices on the Use of Credit
Progressive believes that it is important for companies to exercise leadership in tailoring their use of

credit to respond to the concerns that have been raised by consumers, agents and regulators.
Progressive has already implemented these policies and procedures on the use of credit.

m Credit history is not used to cancel, non-renew or refuse to insure someone. Offering to write a

policy in an affiliated company with identical coverage and terms is not considered a refusal to

insure, cancellation, or non-renewal.
Credit information that is disputed by the consumer with the credit-reporting agency is not

considered in the insurance scoring algorithm.

Disclosure to persons seeking a quote that credit information is obtained as part of the
underwriting process. In the case of business written by independent agents, the agent is asked to
make this disclosure. The disclosure is given in writing or in the same medium as the application.
Insurance inquiry information and non-consumer initiated inquiries are not used as a component

of the insurance scoring algorithm.
An individual’s personally identifiable credit information is not disclosed to any third party,

including independent agents.

At the request of an applicant or insured, a recalculation of premium is undertaken upon notice by
a credit-reporting agency that the credit information provided was inaccurate or incomplete.

An applicant or insured who suffers an adverse action or underwriting decision as a result ofthe
use of credit information is advised of the means by which he or she may obtain a free copy of his
or her credit report.

Reason codes that explain how credit information adversely affected an applicant or insured’s
underwriting are provided at the applicant or insured’s request.

Credit is confirmed as part of initial underwriting to become a Progressive policyholder. In some
states, once a customer has been with Progressive for two years, we may review the policy in
order to determine if you are eligible for a lower rate. In these cases, we do confirm credit again
as well as reviewing the entire risk (i.e., pulling MVR reports). Ifthe customer is eligible for a
lower rate, we will offer it to the consumer. We will not move the policy to a higher rate unless
required to do so by law.

The decision to request a credit report or use an insurance credit score will be reasonably related
to Progressive's business and will not be made based in whole or in part upon race, color, creed,
marital status, sex, national origin, religion, place of residency, blindness or any other physical
handicap or disability.

Progressive will not request a credit report or use an insurance score for any arbitrary, capricious,
or unfairly discriminatory reason.

Progressive believes in and is actively work towards the following to further respond to concerns that
have been raised with industry practices.

A new, easy to understand, credit model that we will openly share with consumers, agents,

|
customers, regulators, legislators and the media. Among other things, the model will:
a. Eliminate from consideration medical debts and personally guaranteed business debts
b. Further segment the population of consumers with insufficient or no credit history,
based on objective criteria (e.g. insured age), to more accurately match the price of
coverage to the underlying cost.
Page 2 of4
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* Where required or encouraged by state regulators, we will file the scoring algorithm and not
request trade secret protection.

m A credit assistance team, with a toll-free phone number to Progressive, for consumers and agents
to call to assist them with concerns about the credit process. The team will be able to.

a. Provide a personalized report to applicants describing how their score on each of the
variables considered in the credit-scoring algorithm compares to the average. The
report will include a more informative and useful explanation that we’re able to give
today on how their credit information may have adversely affected underwriting.

b. Provide reasonable credit exceptions based upon prior credit history for persons whose
credit information is unduly influenced by extraordinary life events (i.e., catastrophic
injury, death of a spouse, business loss etc.).

c. Upon request, facilitate the process whereby a consumer interacts with the credit-
reporting agency in order to request corrections. While we cannot contact the agency
directly on behalfofthe consumer, we will educate and advise them on the process,

what to expect, etc.

Reasonable Regulation Regarding the Use of Credit

The responsible use of credit in underwriting is good for consumers and independent agents.
Progressive believes that existing laws and regulations already provide state insurance departments
with reasonable regulatory authority with respect to the use of credit in underwriting. We are hopeful
that states will give the industry the opportunity to implement new policies and procedures that
respond to the concerns that have been raised before considering further regulation. However,
Progressive will support reasonable state guidelines that reflect the practices outlined above.

Counterproductive Regulation

Certain regulations, if implemented, would destroy the ability to use credit in the underwriting
process. The result would be less accurate pricing and the loss of more competitive rates for the two-
thirds of Progressive customers who benefit today from the use of credit. In addition, direct and
captive companies could continue to use credit to prescreen mailings under provisions in the FCRA
and thus would have a competitive advantage over the agency companies.

We ask agents to join us in opposing the following types of regulation:

m  An outright prohibition of the use of credit in underwriting.

m  Burdensome operational requirements for the use of credit information such as requiring written
consent or written disclosures before credit information can be obtained, requiring that reasons
for adverse action be provided to each customer (instead of at the request of a customer), and any
other provisions that would make it impossible to efficiently conduct our business or provide
consumers with information about our use of credit.

R Prohibitions against using specific types of credit information with respect to thecalculation or
completion of a credit score, i.e., numbers of late pays (limited exceptions for medical debts or
items in dispute are acceptable).

m  Requirements that insurers evaluate the accuracy of credit informationin response to objections
or concerns raised by an insured. Rather, companies should have the ability to implement
reasonable business practices such as the toll-free number and ombudsman role previously
mentioned to handle consumer concerns.

* Requirements that “no hit” or “thin files” be treated as neutral or average credit.

m Prescribed limits or caps on credit score based rates or tier differentials.
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Inquiry Information
Qubscriber inouiry information sdisplayed at the top of the gt
On every Trans Union Qredirt Report the inuiring sbsriler’™s
Trans Lhiotassiged ade, nare, market aeawhere tre fike resics
within the Trans Uniion systan, date tre filewes aeated, and irouiry
dateand tine (@ral tire z0e) of tre inuiry are displayed.

Demographic Information

Helps you erilyconsumer idntification by providirg:

«Consumer sname, plus any known alieses.

= Qurrent address and date rgoorted.

«Up totwo previas achresses, dhte rgorted on fastprevios abiress.

«Sooial seaurity numoer.

= fasilkble, date of birth, teledhoe number and most axrat
erployer, one previas enployer, including acbesses, positian,
income and date employment was \aified, reported and/or hired.

Special Messages

Highlights gecificaadit fikcoditians ttetmay incluck:

« Sgpected frad, as irdicated by TRANS ALERT or HAWK .

« Presance of consumer staterat.

«No sbject fourd.

<A TRANS ALERT message gpearswhen the input attress, SSN or
sumane does not maitch whatt ison fils orwhen aminimum of four
iroiries have been made agpirst the filewithin the st60 dhys.

*HAWK messages (qotiaell) gapear ifacbiress, phone number or
SSN have been usad insugeected fradulent adtimMity; or iftte
infomatian s inggrgariate on an gplicatian, suchasa
comercial or rstitutiodl attress; or iftte SSN hes ot been
iss.ad by the Social Seaurity Adninistration or sthet of adeceesd
persn as rgported by the Sooial Seaurity Adhninistration.

Model Profile

Displays unbiased predictive soores to project a consumer’s

future aredit rik. Other soores available estimate income,

project recovery dollars and predict insurance risk

= Risksore fadarsac diplayed nuericallyor nted. Up o for
fedos arediscclosd with EMPIRICA, NEW DELPHI, PATROL
and ASSIST. These fectocs aredisplayed inorder besed on teir
reltie inpacton tre fird sae.

« "'AL ERT*** gpears aftarmodel pofikeheadingwhen MOP 7 ar
getar, anggtive public raoxd ora@llectin Bpresaiton tre fik

«**NEW DELPHI *’ predicts tre likelihod of an gplicar
becoming barkrupt wirhin tre rext 12 moths.

Credit Summary

Provides a “‘sepshot’” of dll activityon the consumer's

addit ot

= Aailable a5 an gotion covering eitter ol fikhistory or
12-niath fikhistary.

<Total HleHistory”’or ““12 Month History " will print in tre
upper righthand comer ofthe aadit summary depending on the
gption dosn.

(@]

© 0 0 O

© 0 0o 6

(@]

From lefi to right, headers in thefirst row read asfollows:

Total number of pblic reaads.

Total number of cllection acoounts; accouts with a

Kinds-Of-Busiiness (KOB) code of “Y””.

Total number of acoounts with aaurrattmanner of

payment (MOP) 2 or grester.

HISTORICAL NEGATIVE: Derived from the payment pattem fiskl

Displayed in tkiii fonat

t=Total number ofaccountswithan histaiaAl MOP 2 argesi|ar.

iiFo@l number oftinesMOP 2 or gresiter ratirngs heve
historically coounred. Beludes arratMOP .

Total number oftradss. TRD \ale Bttesum of RVL, INST, MTG

and OPN \alles.

Total number of revolvirg and/or check aadit acoounts

(Aocoount typess“R7and “C ™),

Total number of installlhent acoounts (Acoount tye “T)).

Total number ofmorrtgage acoounts (Acoountt type “M™).

Total number ofopen aooounts (Acoount type “U).

Total number of irguiries.

From left to right, headers on the second row read asfollows:

Highest amount ever owed on an acoount.

Max imum aeditamount goproved by aeditglantar.

Ballance owed asof the cate \vaifiel

Amount pest due asof the cate varified or clos.

From the""TERMS"" fidddon the acoount;; sUosoriber—goorted

monthly payment.

Reromt of aedit asilkble Tar reolvirg, check aedit and open

aoounts. Reld salaulated by subtracting balance fran aedit limit

divided by aedlit Iimit.

Totals farseood row heeders are included o Ravolvirg, Irstallhatt,

(Vortoege, Open and Cllosed wirth Ballanae aooounts not shoan on

sarple rguxd.

‘Note: Fields with dollar amounts will display K - Thottsantls,
M=Millions.

Public Record

Rublic record infomation smaintained on acosuer™s fikin

ocompliance with the Faiir Oredirt Reporting Act (FCRA) . This

information isaotained from county, state and fechral curtsand

provices rotficatian of:

«Cmil judoements or t&x lies reportad far the consurer over tte
st 7 yers.

= Barkryotcies the consurer hes filedduring the pest 10years.

< Rblic recod infomation incluces the source, type of publlic reaxd,
cate tte public recrd ves reported 1o the aedit bureau, any
lsilitis, the ECOA dssigator; (S the “todkes pege” tret folllars
farmore dHaiks) court location, any asstsand tre chte tre public
recordves paid @fgplicble). Also Ietstte dodet nunber, tre
plaintiffand attomey inolhed ntte e



1w, e 1 ; Credit Report \ *
frr — > 1 1 n —
GOi duncan,elizabeth*2 9932,,woodbine,,Chicago,il,60693*5 001-01-0418*%*
TRANS UNION CREDIT REPORT
O <FOR> <SUB NAME> <MKT SUB> <INFILE> <DATE> <TIME>
(1) D248 ABC DEPT STORE 06 CH 4/74 2/15/97 09:36CT
<SUBJECT> <SSN> <BIRTH DATE>
©DUNCAN, ELIZABETH 002-02-2222 2/53
<ALSO KNOWN AS> <TELEPHONE>
COOK, ELIZABETH 555-5555
<CURRENT ADDRESS> <DATE RPTD>
9932 WOODBINE, #9B CHICAGO IL. 60693 1/96
<FORMER ADDRESS>
10 N. CAMINO, OAKLAND CA. 94583 4/94
<POSITION>
<CURRENT EMPLOYER AND ADDRESS> <INCOME> <VERF> <RPTD> <HIRE>
MARRIOTT HOTELS CONCIERGE
8638 GRAND, ANYTOWN IL. 32500Y 3/96 3/96 3/93
SPECIAL MESSAGES
© ** *TRANS-ALERT: INPUT SSN DOES NOT MATCH FILE SSN#***
O***HAWK-ALERT: INPUT SSN ISSUED: 1936 - 1950; ST: NH
FILE SSN NOT ISSUED BY SOCIAL SECURITY ADMINISTRATION***
MODEL PROFILE O* * * ALERT®* =* *
©***NEW DELPHI ALERT: SCORE®-775: 26, 03, 06, 25 **x
CREDIT SUMMARY * ok ox TOTAL FILE HISTORY
O PR=1 ©COL=1 ONEG=1 <BHSTNEG=1-6 ©TRD=2 ©RVL=1 ©INST=1 OMTG=0 ©OPN=0 ©INQ=2
©HIGH CRED ©CRED LIM ©BALANCE ©PAST DUE ©OMNTHLY PAY AVAILABLE
REVOLVING: $500 $1000 $100 $ $20 ©90%
INSTALLMENT: $16.0K $ $12.4K $1974 $282
©TOTALS: $16.5K $1000 $12.5K $1974 $302
©P UB LI ( RECORDS
SOURCE DATE LIAB ECOA ASSETS DOCKET#
TYPE COURT LOC PLAINTIFF/ATTORNEY
Z 4932059 10/95R $13.0K C $0 93B38521
CHAPTER 11 BANKRUPTCY CHICAGO, IL R. SMITH/D. WINSLOW
oeoc oL LEcT IONS
SUBNAME SUBCODE ECOA OPENED CLOSED $PLACED CREDITOR MOP
ACCOUNT# VERIFIED BALANCE REMARKS
ADVANCED COL Y 999C004 | 5/93 5/93F $2500 ABC BANK 09P
12345 4/96 A $1000 MAKING PAYMENTS
TRADES
©SUBNAME ©SUBCODE ©OPENED ©HIGHCRED ©TERMS GMAXDELQ ©PAYPAT 1-12 ©MOP
©ACCOUNT# ©VERFIED ©CREDLIM  ©PASTDUE©AMT-MOP ©PAYPAT 13-24
© ECOAgpLLATRL/LOANTYPgfLSD/ PD ©BALANCE  ©REMARKS ©MO 30/60/90
AMERICAN BK B 6661001 10/94 $16.0K 60M282 1/96 545543211111 105
9876543210 4/96V $1974 $1974 05 11111111
| AUTOMOBILE $12.4K * CONTACT SUBSCRIBER 19V 1/ 1/ 5
FILENES D 3847002 8/91 $500 MIN20 111111111111 RO1
2212345678 3/96V $1000 111111111111
c /CREDITCARD $100 24V 0o/ 0/ 0
© I NQUIRIES
DATE SUBCODE SUBNAME DATE SUBCODE SUBNAME
4/17/196 DCH248 ABC DEPT STORE 3/7/96 BPH9999 TEST BANK
©E ND OF CREDIT REPORT SERVICED B Y

TRANS UNION

PO BOX 390, SPRINGFIELD, PA,

19064
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Union Credit Report Fields

Collections

Idntifies consumer aooounts tret heve been trasfenred toa
professiaal daot-collecirg fim

Glllection infamatdan irchucks tre name ofdie ollection agecy
providing infomatian, cosurer™s acoount number with diecolllectin
agpoy, olledtorsKiros-ofF-A sincss desigrator and Trans Uniion assiged
rgqortirgsusariter number @ clllectionagency subaodes beginwitha
“y"), e ECOA desigator (Sethe tocks pege* diat follons farmore
ek, date dieamount ves darged offoy trearigirel aatiitr, care tte
infomationves \aifidalagwith an irdicatorooce (G tte “oodes paoe'”
tret llosTanore daib), date the temves tumed oer toa cllectin
apy, aigiral dllaramount of collection, tre balance owed asofchte
\aifidordosd, name of diearigiral aeditr, and an eplarstionof
arataooount sutus as rgorted by trecllecionagaoy.

T rades

Provides an an-going histarial and anrant record of the consuner™s

buyingand payment atMties.

= Tradkes acaaileble sarted by most derogatory fol loned by date
\aifidorvienas.

= Payment pattem sasikblediplayirgeitter 12 or 24 months.

Trade information includes thefollowing:

Adreviated name ofaeditgrantorwithwhom consumer hesan acoaunt.
Consumer™s aocoountt number wirth tre aedit grantor.

ECOA irticates regosibility forpaying treaocoount;
Eetetds pae " et follos farmore ddalb).

Oredit Grantor 3 Kinos-Of-Busiiness desigator and Trans Union-
assiged rgortirg sUbsariler number G tre todes pege et follos
farmore dsaik).

Gllataal faran instaliant leen or e of ke,

Date the account was opened.

Date of Estadtivityon the aooount; Gethe“ooss pagg” et ollos Tar
more calb).

Date an acoount ves closd or paid at

Highest amount eser owed by the consumer on thetaooount.
Maximum amount of aedit agproved by aedit grantor.

Balance oned asofdate arified or dicsl.

Number ofpayments, payment freqpay, and cbllaramourntt agresd upon.
Amount pestdue ssofcate varifiedor dosd.

Bolaration ofdisute or acoount aedit caditian, &s rgoorted by e
aqaitgator.

Date onwhich temaximum led ofcelinguety fatretacoount couned.
Dollar amount ofconsumer™s max imum delinguency and the manner of
payment ratirgat tre tine.

Manner of payment (MOP) farthe 12 most recat moriths. Payment
patiem reecs fram the Hitto rigtt, with tre most et arifid ary
on tre Htof tte fist lre. The pattem then warlits iisway badk in
tine. There are Sixdiffaat daradtas ttat may gopear n the payment
pettamn. These aeM O P \alles 1 through 5and X, which are ttoe
rgorted by treaeditgeantor. The X Birsartad by Trans Union iftte
folloving coditias coour-

*Automated dataves ot received fram treaeditgrantor far-tretmonth.

=The account Brgoorted asdiguted by ttecomsuner. Intisae, an
X Bplacd inthe leftthad (ost reat) positinand tre three rext
most recataluss aredhanged toan X. This sdone toasure Tl
aampliance with the FairOredit BillirgAct

<AnyMOP cdiertten 1dirach5wves reehat fareaple, 0, UR arUC.

Manner of payment far tre 12 months preceding those rgoorted under

PAYPAT 1-12. (See43 fareplaatian.)

4 —colum displlay; cesribirg payment histary.

MO=Number ofmoriths reviensd

30 =Number oftiresover 30 cays He

60 =Number of tires 0.er 60 ciys He

90 =Number oftimressoar0 chys He

Typeofecont ®, LM, 0, Q andmamner ofpayment.aodeatvhich die

aooount Bouraty rarted; Gediet tookss peoe et follos fomote dalb).

INQUIRIES

Displays which companies have viened die consurer saedit fik

oer tre 2 yaars. Incluces date the inouiry coounred, inguinirg

usoriber 5 Trans Unian-assiigned acoount number and name.

=Azilable inaone or two colum display.

= Iftwo colum, iminies are displayed eitter Htto rigtor top o
bottom, by date.

"Report Serviced By"
Ickntifies the Trans Uniion bureau omning or sarvicig die aadit
rgort. This information diredts consuners 1o the gaorgoriate loation.

CONSUMER STATEMENT, when providd, will gopear et tre
bottom of tre gt

MISCELLANEOUS STATEMENTS may aopear at treend of tte
rgort o provice rleant infomation thet docs ot meet aita far
irclusion inother sotios.
LOOK™ xatifiesssbsaitersrane, aonplete adthess and telgdoe
number ifaailkble farquider, essia icfard.

Optional Models Available

BWPIRICA*predicts tre likelihood ofan gyllicant becaming
celinguentwirthin the next 24 months.

NEW DELPHI™ predicts tre likeliood of an gplicant becoming
bankrypt wathin the next 12 months.

REWARD™ rark artkers celinguent acoounts by estimated repayment
dllaswithin 6 months.

TIE* estirates irdividlal consurer incare.
PATROL™ messures tre likelinood of aconsumer canryirg required
clbad isuate.

ASSIST" rark atars insurance consuners on ttelkesisof tte
pradicted ks ratio farasoore rage grap.



THE Following Is A Sample Reportv..;"
Displaying A 12 Honth Payment Patter.n..Pl,

SPECIAL MESSAGES
«**TRANS-ALERT: INPUT SSN DOES NOT MATCH FILE SSN***
***HAWK-ALERT: INPUT SSN ISSUED: 1936 - 1950; ST: NH
FILE SSN NOT ISSUED BY SOCIAL SECURITY ADMINISTRATION***

MODEL PROFILE ** *ALERT
+==NEW DELPHI ALERT: SCORF. +775: 26, 03, 06, 25 e**
TOTAL FILE HISTORY

CREDIT summMARY *oxox

PR=1 COL— NEG=1 HSTNEG=Il-6 TRD=2 RVL=1

INST=1 MTG=0 OPN=0 INQ=2

HIGH CRED CRED LIM BALANCE PAST DUE MNTHLY PAY AVAILABLE

REVOLVING:  S500 51000 5100 s 520 90%
INSTALLMENT: 516.0K 5 512.4K 51974 5282
TOTALS: 51G.5K 51000 512.SK 51974 5302
PUBLIC RECORDS
SOURCE DATE LIAB ECOA ASSETS DOCKET#
TYPE COURT LOC PLAINTIFF/ATTORNEY
Z 4932059  10/95R 513.0K C 0 93838521
CHAPTER 11 BANKRUPTCY CHICAGO, IL R. SMITH/D. WINSLOW
COLLECTI ONS
SUBNAME SUBCODE ECOA OPENED CLOSED 5PLACED  CREDITOR MOP
ACCOUNT# VERIFIED BALANCE  REMARKS
ADVANCED COL Y 999C004 | 5/93 5/93F 52500 ABC BANK 09P
12345 4/96A 51000 MAKING PAYMENTS
RADE S /) [g D 0 0

SUBNAME  ©SUBCODE TTCREDLIM BALANCE PASTDUE  PAYPAT 1-la~ MOP

_ ACCOUNT# VERFIED-CLSD/PDATERMS  3MAXDELQNCY

©ECOA~NOLLATRL/LOANTYP REMARKS®© © ©MO  30/60/90
AMERICAN BK B 6661001 512.4K 51974 543323211111 105
0876543210 12/95A 60M282 12/95 51974 05
| NISSAN MAXIMA CONTACT SUBSCRIBER 19V 2/ 3/ 2
FILENES D 3847002 51000 5100 111111111111 RO1
2212345678 12/95A MIN 20
C  /CREDIT CARD 48V 0/ 0/ 0
INQUIRIES
DATE SUBCODE SUBNAME DATE SUBCODE SUBNAME
4/17/96  DCH248 ABC DEPT STORE  3/7/96 BPH9999 TEST BANK
END OF CREDIT REPORT SERVICED BY :

TRANS UNION
PO BOX 390, SPRINGFIELD, FA, 19064

NNN-NNN-NNNN

When the 12-month payment pattern gotion isselected irsteed of tre © Bplaatinofdiguteoracoount aesitaroitian, s rguorted
24-month pattem, the heeders in the tracke ssction display inaslightly from teaeditgentor.
differetfomat. 0 Balareoned ssofchte\aificdlordos,
) } © Dareanaooountves dicsdorpaidat.
0 Adreviated name ofaeditgrantorwithwhom consumer hesacoount. ;
o © Amount pestdue ssofcate\aifiedordosl.
O Consurer’s aooount number widi treaeditgantar. o Nutber of —
umber of payments, payment freoay,
ECOA irdicates reqorsiiility farpaying treaoount;, (scthe “oodes amount agreed pon.
pece " trat follois farmore caks).
© Manner ofpayment fartte st 12 morths.

© Qreditgrantor SKinds-OF-B siness cesigator and TRANS UNTON- © Dateonvhich ttemaximum e ofcelinency fordist

assigred rqurtirgs beoriternunber; e the “todes pege” thet follors acoountaouned, collaramount ofmax imum celinoLency

farmore dtalks) and teMOP Ratingattret tine.

- © 4 -colum displey; desaribirg payment histary.

© Cbllataal faran irstalbet lenor ypeof lan MO=NUtnber ofrondis revianed
0 Hignestamount everoned by deconsureron tataoont. 30 =Number oftiresover 30 cays ke
0 Date theaooountwes goenad. 60 =Number oftiresoer 60 cays He
© Maximum amount ofasditaproved by aeditgantar. 90 =Nurber of tiresover 0 ceys ke
o © Typeofaooutt RrLM, O, C) and manner ofpaymenc cocest

Date of stadtivityon treacoount; (@ the “tockes pe ' et follos
farmore dab),

which theaooount isaunrady gaorted; (S the “‘oodes pece'™
that follos Tarmore dHalks).



ECOA INQUIRY AND
ACCOUNT DESIGNATORS

Authorized user of shared account

Joint contractual liability

Individual account (or sole use of customer

Account for which subject is liable, but

co-signer has liability if the maker defaults

P Participant in shared account which cannot
be distinguished as C or A

S Account for which subject is co-signer and
becomes liable if maker defaults

T  Relationship with account terminated

U  Undesignated

X Deceased

=0 >

TYPE OF ACCOUNT

0  Open Account (30,60 or 90 days)
R Revolving or Option

1 Installment

M Mortgage

C

Check credit (line ol credit)

A CONFIDENTIAL REPORT— FOR INTERNAL USE ONLY

The information contained herein is intended lor the

exclusive use ol the inquirer based upon his represenlation

that the inquiry is tor a legitimate permissible purpose as

defined in the Fair Credii Reporting Act. All information has

been obtained Irom sources reasonably believed to be

reliable, but the accuracy o( which is not guaranteed. The
inquirer agrees to indemnify and hold harmless Ihe reporting
bureau Irom any damages ansing out of any improper use

ol this information, and itis furnished in reliance on that
indemnity. The inquirer agrees to hold all information

contained herein in strict confidence, and not to reveal it to

any one, including the subject of the report except as
required by state law.

Your local Trans Union credii bureau is:

Form No.TCRE-003 3/99 55K

111

| B ft. A memberol The M.irimin Croup ol companies

raffia

Trans Union Credit Report Codes

DATE INDICATORS

X< -H4wnwxmUvZZIr o>

Automated

Closed

Declined
Repossessed/Written Off/Collection
Indirect

Manually Frozen
No Record

Paid Out

Reported

Slow Answering
Temporarily Frozen
Verified

No Reply

MOP CURRENT MANNER OF PAYMENT

00

o1
02
03
04
05
07

08

8A
8D
8P
8R
09

9B
9P

uc
UR

Not rated, to new to rate, or approved but
not used

Pays as agreed

30-59 days past the due date

60-89 days past the due date

90-119 days past the due date

120 days or more past the due date
Paying or paid under Wage Earner Plan

or similar arrangement

Repossession

Voluntary repossession

Legal repossession

Paying or paid account with MOP 08
Repossession; redeemed

Charged off to bad debt

Collection account

Paying or paid account with MOP 09 or 9B
Unclassified

Unrated

Printed in U.S.A.

KINDS OF BUSINESS CLASSIFICATION

AUTOMOTIVE

BANKS AND S8.L

CLOTHING

DEPARTMENT, VARIETY AND
OTHER RETAIL

EMPLOYMENT

FINANCE, PERSONAL
GROCERIES

HOME FURNISHINGS
INSURANCE

JEWELRY, CAMERAS AND COMPUTERS
CONTRACTORS

LUMBER, BUILDING MATERIAL.
HARDWARE

MEDICAL & RELATED HEALTH
CREDIT CARD AND TRAVEL/
ENTERTAINMENT COMPANIES
OIL COMPANIES

PERSONAL SERVICES OTHER THAN MEDICAL
FINANCE COMPANIES, OTHER THAN
PERSONAL FINANCE COMPANIES
REAL ESTATE AND PUBLIC
ACCOMMODATIONS

SPORTING GOODS

FARM AND GARDEN SUPPLIERS
UTILITIES AND FUEL
GOVERNMENT

WHOLESALE

ADVERTISING

COLLECTION

MISCELLANEOUS
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Positive Characteristics

Code

001

002

003

004

005

006

007

008

009

010

012

013

015

017

018

019

020

021

022

Favorable amount owed on accounts (+)
No recent delinquency (+)

Presence of revolving credit accounts (+)

Favorable number of accounts with
outstanding balances (+)

Favorable number of finance accounts (+)

Favorable number of recent
credit checks (+)

Favorable number of new accounts (+)

Proportion of revolving balances to
revolving credit limits is favorable (+)
Favorable amount owed on

revolving accounts (+)

Favorable length of revolving credit

history (+)

No past delinquency or favorable length of
time since last delinquency (+)

Favorable length of credit history (+)
No current or past delinquencies (+)
Minimal or no past due balances (+)

Absence of collection accounts (+)

Favorable number of revolving accounts
with balances (+)

Favorable time since last credit check (+)

Favorable time since most recent
account established (+)

Favorable number of installment loan
accounts (+)

Favorable number of installment loan
accounts with outstanding balances (+)

Code

023

024

025

026

027

028

029

030

031

032

033

034

035

036

037

038

039

040

041

Translinion ASSIST® 2.0 Scoring Factors

Favorable time since most recent installment
loan established (+)

Favorable number of accounts with large
high credit amounts (+)

Proportion of loan balances to installment
loan amounts is favorable (+)

Favorable number of real estate accounts (+)

Favorable number of new or existing
finance company accounts (+)

No delinquency ever on installment loans (+)

Favorable percentage of open revolving
accounts to all other accounts (+)

Favorable number of accounts (+)

No delinquency on open revolving
accounts (+)

Favorable length of time since most recent
finance company account opened (+)

Favorable number of accounts (+)

Favorable time since most recent retail
account opened or none present (+)

No finance company accounts or no recently
active finance company accounts (+)
Favorable number of recently active
accounts (+)

Favorable number of revolving or open
accounts (+)

Favorable number of adverse public
records (+)

Favorable number of accounts currently
paid as agreed (+)

Favorable time since last collection (+)

Favorable time since last adverse public
record (+)



Negative Characteristics

Code Code
Excessive or unknown amount owed Insufficient time since most recent
051  on accounts O] 073 jnstallment loan established (-)
. Too many accounts with high credit
052 Recentdelinquency (- 074  amounts 0
. . Proportion of loan balances to installment
053 Absence of revolving credit accounts (-) 075 loan amounts is too high ()

Unfavorable number of real estate

054 Too many accounts with balances (-) 076  accounts ()
' Too many new or existing finan mpan
055 Too many finance company accounts (-) 077 aggoustsy()e or existing finance company
. Prior installment loan delinquency or no
056 Too many recent credit checks (-) 078 installment loans present ()
Too many new accounts () Unfavorable percentage of open revolving
057 y 079  accounts to all other accounts ()

Proportion of revolving balances to revolving
05g creditlimits is too high orthere are no 080
revolving credit accounts (-)

Presence of delinquency, public record
or collection ()

Excessive amount owed on revolving

059  accounts 0 o081 Delinquency on open revolving accounts (-)
Insufficient length of revolving credit Finance company account opened

060 history (-) 082 recently (-)
Delinquency date too recent 083 Unfavorable number of accounts (-)

061 (or date unknown) (-

Unfavorable length of time since most recent

retail account opened (-)

. Too many recent active finance company
Delinquency (-

063 q yo 085 accounts O]

Unfavorable number of recently active

062 Insufficient length of credit history (-) 084

065 Pastdue balances () 086 accounts ()
. Unfavorable number of revolving or open
067 Presence of collection accounts (-) 087
accounts (-)

Too many revolving accounts with Unfavorable number of adverse public
068 palances O] 088 records O]

Date of last credit check too recent or Unfavorable number of accounts currently
069  unknown O] 089 paid as agreed (-)

Insufficient time since most recent account
070  astablished ()
Unfavorable number of installment loan 091 Recentadverse public record ()
accounts (-)
Too many installment loan accounts with
outstanding balances (-)

090 Recentcollection (-

071

072

TransUnion
ASSIST® ALERT message occurs when a credit file contains one or more of the following:

previous bankruptcy, derogatory public record, collection activity or an MOP of 7 or higher.
(0 2002 Transunion LIC. All Rights Reserved.

ASSIST NOT SCORED: DECEASED message occurs when the subject's Social Security number
555 West Adams

matches the Social Security Administration’s deceased Social Security number file. Chicago, Illinois 60661
www.lransunioninsurance.com

ASSIST NOT SCORED: INSUFFICIENT CREDIT message occurs when a credit file does not

contain a tradeline reported for at least six months and a tradeline within the last six months. A member of the Marmon Group of companies

INS002 08/02
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2001 ALASKA PROPERTY AND CASUALTY
MARKET SHARE

03 - FARMOWNERS MULTIPLE PERIL ($000)

DIRECT
PERCENT PREMIUMS
COMPANY NAME OF MARKET WRITTEN
Clarendon Netl Ins Co 51.38 491
Ooug]t Mt Ins Co 31.26 319
Vo i &2 1% i
Insurance Co of North Amer 0.47 2
OTAL FOR TCP 5 RANKED INSURERS 100.00 357
AL FOR ALL 8 INSURERS V\RITING THS LINE 100.00 b/

04 - HOMEOWNERS MULTIPLE PERIL ($000)

DIRECT
PERCENT PREMIUMS

COMPANY NAME OF MARKET WRFTTEN
State Farm Fire and Cas Co 34.44 839
g N PP
Safeco Ins Co of Amer D. 8 4 559
U'II[t Serwces Auto Assoc ?1'48 421%%
Pt e, 1 3580
Forerno Ins C& %?3 %,946
gt 1.
rican. Manufacturers Mit Ins Co 158 1232
N?onvwnde I\/Ut Ffre Ins Co &é% 1,’71%5
Jd Ins Co of The Michwest 8]78 h87
orces ns Exchange 2 228
somate /-Qme 0.29 223
General Ins Co of Amer 0.22 168
State Farm General Ins Co 0.20 160.
Foremost Prope r%& Cas Ins Co 0.19 140
Firemans Fun 0.16 124
AL FOR TOP 20 RANKED INSURERS 99.17 11,274

AL FOR ALL 57 INSURERS WRITING THS LINE 100,00 11921

-116-



2001 ALASKA PROPERTY AND CASUALTY
MARKET SHARE

19.1 - 19.2 - PRIVATE PASSENGER AUTO NO-FAULT AND LIABILITY

($000)
DIRECT
PERCENT PREMIUMS
COMPANY NAME OF MARKET WRITTEN
Stale Farm Mut Auto Ins Co 23.19 38,817
Allstate Ins Co 19.24 32,209
United Services Auto Assoc 5.45 9,118
Allstate Ind Co 3.17. 6,311
Leader Ins Co 372 6,229
State Farm Fire and Cas Co 3.70 6,186
Progressive Specialty Ins Co 3.58 5,997
Geico General Ins Co 3.22 5,383
Government Employees Ins Co 2.95 4,941
USAA Cas Ins Co 2.80 4,692
Geico Cas Co 2.50 4,186
Geico Ind Co 2.38 3,985
AAA Mountain West Ins 2.26 3,780
Progressive Northwestern Ins Co 197 3,302
Safeco Ins Co of IL 1.86 3,117
Progressive Cas Ins Co 175 2,935
Integon Ind Corp 142 2,369
Nationwide Mut Ins Co 141 2,365
Hartford Ins Co of The Midwest 1.38 2,306
Nationwide Mut Fire Ins Co 1.18 1,983
TOTAL FOR TOP 20 RANKED INSURERS 89.75 150,212
TOTAL FOR ALL 98 INSURERS WRITING THIS LINE 100.00 167,368
19.3 - 194 COMMERCIAL AUTO NO-FAULT AND LIABILITY
($000)
DIRECT
PERCENT PREMIUMS

COMPANY NAME OF MARKET WRITTEN
Alaska Nat Ins Co 17.52 5,499
National Cas Co 6.54 2,054
Stale Farm Mut Auto Ins Co 5.75 1,805
Allstate Ins Co 497 1,560
Progressive Cas Ins Co 488 1531
National Ind Co 3.07 965
«Employers Ins of Wausau 231 726
American Equity Ins Co 2.26 710
Zurich American Ins Co 2.26 709
Umialik Ins Co 2.05 644
Assurance Co of Amer 1.98 622
Lumbermens Mut Cas Co 1.87 588
Northern Ins Co of NY 182 572
St Paul Fire & Marine Ins Co 1.68 525
US Fidelity & Guaranty Co 159 499
Empire Fire & Marine Ins Co 153 480
Pacific Employers Ins Co 148 463
American Cas Co of Reading PA 147 462
Columbia Ins Co 147 460
Transcontinental Ins Co 146 460
TOTAL FOR TOP 20 RANKED INSURERS 67.97 21,335
TOTAL FOR ALL 195 INSURERS WRITING THIS LINE 100.00 31,387

-127-
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ANSWERS

to Your Questions About Insurance Bureau Scores

[1] WHAT IS AN INSURANCE BUREAU SCORE?

An Insurance Bureau Score is a snapshot of a consumer’s insurance risk picture at aparticular point in time
based on credit report information. Insurers use Insurance Bureau Scores along with motor vehicle records,
loss reports or application information to evaluate new and renewal auto and homeowner insurance policies.
It helps them decide, “If we accept this applicant or renew this policy, will we likely be exposed to more
losses than our collected premiums will allow us to handle?"

Insurance Bureau Scores are based solely on information in consumer credit reports. The scores are dynamic,
changing as new information is added to a consumer's credit report. Insurers will typically ask for a current
score when they receive a new application for insurance so they have the most recent information available.

[2] WHERE DO INSURANCE BUREAU SCORES COME FROM?

Insurance Bureau Scores are based on information from consumer credii reports that insurers get from the
three major credit reporting agencies: Equifax, Experian (formerly known as TRW) and TransUnion.

Information used in scoring includes:
» Outstanding debt » New applications for credit
» Length of credit history » Types of credit in use

» Late payments, collections, bankruptcies

[3] WHAT'S NOT INCLUDED IN AN INSURANCE BUREAU SCORE?
Insurance Bureau Scores do not use the following information:
» Ethnic group » Nationality

» Religion » Age

» Gender » Marital Status
» Familial Status » Income
» Handicap » Address

[4] WHY 00 INSURANCE COMPANIES USE INSURANCE BUREAU SCORES?

Insurance companies use scores to help them issue new and renewal insurance policies, Insurance Bureau
Scores provide an objective, accurate and consistent tool that insurers use with other applicant information

to better anticipate claims, while streamlining the decision process so they can issue policies more efficiently.

By better anticipating claims, insurers can better control risk, enabling them to offer insurance coverage to
more consumers at a fairer cost.

[5] How DO YOU KNOW IT WORKS?

Yourscore will improve
over time through apattern

ofresponsible credit use.

An Insurance Bureau
Score is asnapshot of your
insurance risk picture at
aparticularpointin time
based on credit report

information.

Review your credit reports
once a year and report any
errors to the creditreporting

agencies.

Insurance Bureau Scores
provide underwriters an
objective, accurate and
consistent tool that, used
with other underwriting
information, helps them
issue new andrenewal

insurance policies.

Independent tests by insurance companies and a major consulting firm compared Insurance Bureau Scores against
the claims history of policyholders. The tests demonstrated that the scores do piedict the likelihood of claims.

[6] HOW CAN | FIND OUT MY STORE?

While you can get copies of your credit reports from credii reporting agencies, only insurance companies can get
Insurance Bureau Scores. However, your insurance company or its agent can tell you the main reasons behind
your score.

Keep in mind that your score is one of many pieces of information an underwriter uses to review a policy.
Factors like motor vehicle reports and application information also impact an insurer's decision. Also, remember
that the score changes as new information is added to your credit report,



to Your Questions About Insurance Bureau Scores P

[7]1 HOW CAN | IMPROVE MY SOORE?

An Insurance Bureau Score is a snapshot of your insurance risk picture based on information in your credit
report that reflects your credit payment patterns over time, with more emphasis on recent information. To

improve a score, you should:

» Pay bills on time. Delinquent payments and collections can have a major negative impact on a score.

» Keep balances low on unsecured revolving debt like credit cards. High outstanding debt can affect a score.

» Apply for and open new credit accounts only as needed.

You can increase your score over time by using credit responsibly. It’s also agood idea to periodically obtain
acopy of your credit reports from the three major credit reporting agencies to check for any inaccuracies.

[8] WHAT IF 1 AM TURNED DOWN FOR INSURANCE?

If consumer credit information played arole in an insurer’s decision to decline your insurance policy, the

Fair, Isaac and Company
(NYSE: FIC) is the preeminent
provider of creative analytics
that unlock value for people,
businesses and industries. The
company's predictive modeling,
decision analysis, intelligence
management and decision
engine systems power more
than 14 billion decisions a year.

For more information, visit
www.fairisaac.com,

email info@fairisaac.com
or call 1-800-999-2955.

federal Fair Credit Reporting Act (FCRA) requires that the insurer tell you, and give you the name of the credit

reporting agency that provided the information. In these situations, you are entitled by law to receive a free

copy of your credit report to review, in order to help you understand how to better manage your credit or to F.grr’ %g%’&m Irc. in%cf
= - ) I -

challenge any errors that might appear on your report.

[9]1 WHAT IF THE INFORMATION IN MY CREDIT REPORT IS WRONG?

If you find errors in your credit report, you should report the errors to the credit reporting agency. By law, the

Unted Setsadorin
6.(°3 adoonpany renes
e e

B A e

credit reporting agency must investigate and respond to your request within 30 days. If you are in the process of
applying for an insurance policy, you should immediately notify your insurance company about any incorrect
information in your report. Small errors may have little or no effect on the score. If there are significant errors,
the insurance company may choose to disregard the score and rely more on other underwriting information to

make a decision on your application.

Make sure the information in your credit report is correct by reviewing your credit report from each credit
reporting agency at least once ayear. Call these numbers to order a copy (afee may be required):

Equifax: S00 685 1111 TransUnion: 800 888 4213

SCORING FACTS AND FALLACIES

FALLACY: With scoring, computers are making the
underwriting decisions.
FACT: Computers don't make underwriting decisions, people do. While a
computer does calculate an Insurance Bureau Score, the score is only
one of several pieces of information that underwriters use to help make a
decision on new and renewal policies. Some insurance companies use
scores to help them decide when to ask for more information from the

applicant.

FALLACY: A poor score will haunt meforever.

FACT: Just the opposite is true. An Insurance Bureau Score is a snapshot
of your insurance risk picture at a particular point in time. Your score
changes as new information is added to your credit reporting agency
file. Over time, your score changes gradually as you change the way you
handle your credit responsibilities. Because reeeiu credit information is
more predictive than older information, past credit problems will impact
your score less as lime passes. Insurance companies typically request a
current score when you submit a new application so they have the most
recent information available.

SO 1aV

Experian (formerly TRW): 888 397 3742

FALLACY: Insurance Bureau rcores are unfair to minorities.

FACT: Insurance Bureau Scores do not consider ethnic group, religion,
gender, marital status, nationality, age, income or address. Only credit-
related information is included.

Insurance Bureau Scores have proven to be an accurate and consistent
measure of insurance risk for all people who have some credit history.
In other words, at a given score both non-minority and minority appli-
cants present an equal level of insurance risk, or the likelihood of future
insurance claims.

FALLACY: Scoring is an invasion of my privacy.
FACT: Insurance companies have used consumer credit information to
assist in their underwriting decisions since the FCRA was enacted in
1970. An Insurance Bureau Score is simply a number that provides an
objective and consistent summary of that credit information. In fact, by
using scores, some insurance companies don't need to ask for as much
information on their application forms.

FALLACY: My Insurance Bureau Score will be hurt if 1contact
several insurance companies who each access my credit report.
FACT: Insurance company requests or “inquiries” are not considered by
Insurance Bureau Scores and will not affect your score.


http://www.fairisaac.com
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By Electronic M ail

Morrison & Foerster LLP

ATTORNEYS AT LAW

2000 PENNSYLVANIA AVENUE, NW
WASHINGTON, D.C. 20006-1888
TELEPHONE (202) 887-1500
TELEFACSIM ILE (202) 887-0765

February 20, 2003

The Honorable Bruce Weyhrauch, Chairman
State Affairs Committee
House o f Representatives

Alaska State Capitol

Room 102

Juneau, AK 99801-1182

Re: Alaska House Bills 5 and 47

Dear Representative Weyhrauch:

NEW YORK
WASHINGTON, D.C
NORTHERN VIRGINIA
LONDON

BRUSSELS

BEIING

HONG KONG
SINGAPORE

TOKYO

Writer’s Direct Contact

(202) 887-1566
Ifischer@mofo.com

| am a partner in the law firm of Morrison & Foerster LLP, and have been a
partner in this firm since 1976. My specialty is financial services and consumer
protection law. More importantly for purposes of this letter, | have worked extensively
on privacy-related issues, including questions under the federal Fair Credit Reporting
Act (“FCRA"), for more than 25 years. In fact, | am the author of the leading legal
treatise on this subject, The Law ofFinancial Privacy.

If enacted, Alaska House Bills 5 and 47 would prohibit an insurer or underwriter
from basing a standard, rate, or rating plan, in whole or in part, directly or indirectly, on
aperson’s credit rating or credit score. House Bill 47 addresses automobile,
homeowner’s, and boat insurance, while House Bill 5 does not contain these references.
For puiposes of this letter, | assume that the reference to a person’s credit rating or
credit score in House Bills 5 and 47 would include arating or score derived from
information in a “consumer report,” as that term is used in the FCRA. That is, | assume
these bills would prohibit an insurer or underwriter from basing a standard, rate, or
rating plan on a consumer’s credit rating or credit score, when that rating or score is

deri ed from information in a consumei report.

Several provisions in the FCRA clearly contemplate that insurance companies
may use consumer reports (including credit scores) in connection with insurance
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The Honorable Bruce Weyhrauch
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underwriting. In general, the FCRA provides that a person may obtain and use a
consumer report for any “permissible purpose” provided for under the law. In
particular, the FCRA sates that a person may obtain and use a consumer report * in
connection with the underwriting of insurance involving the consumer - In addition to
obtaining a consumer report in connection with insurance underwriting, the FCRA
provides that an insurance company _m_aY obtain a consumer report in connection with
Insurance transactions that are not initiated by the consumer, so-called * prescreened” or
“preapproved” transactions:_|f a consumer report is used in connectionwitha
Prescreened transaction, the FCRA requires that a “firm offer ofinsurance” be provided
0 consumers who meet the criteria used to select consumers, along with certain

disclosures ;

_Based on my extensive knowledge and experience in this area, | have the
following comments on the impact of the FCRA on House Bills 5 and 47, and, in
particular, on efforts to restrict the use of consumer credit report information in
Insurance underwriting or rating decisions. The FCRA clearly contemplates that
insurance companies may obtain consumer reports (mc_ludln? credit scores) in
connection with the undérwriting of insurance transactions. Tn fact, the Federal Trade
Commission Commentary on the FCRA. makes It clear that a person may obtain a
consumer report in connection with the undervvrltlng? of insurance without the
consumer's pennission or even over the objection oT the consumer« To the extenta |
state prohibits an insurer from obtaining or using a consumer reBort (including a credit
scoreﬁjln connection with the underwntln(f] ofinSurance, the FCRA Iikely would
precluce the enforcement of that state restriction..

More specifically, the FCRA, by its terms, generally prevails over inconsistent
state [aws, and dlrectIY preempts certain types of state laws;  In particular, the FCRA
clearly would preempt any state law that purports to prohibit the use of consumer report
information to underwrite or select consumers for forescreened or preapproved offers of
insurance, such as certain direct mail offers and telephone solicitations: Specifically,
the FCRA provides that “ [n]o requirement or prohibition may be imposed under the

115 U.S.C. 8§ 1681b(a)(3)(C), 1681b(f).
2 15U.S.C. § 168Ib(c).

3 15U.5.C §8 16810(C), 1601m (o).

4 16 C.F.R. pt. 600, App., § 605-General, 2.
3 15U.S.C. § 1681t(a).

6 15U.s.C. 88 16811(D)( (a), 16812(0)(1)(D).
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laws of any State” with respect to prescreemngs of consumer reports: In addition, it is
quite likely that the FCRA ‘also would preempt a state law that purports to prohibit the
use of consumer report information for underwriting consumer insurance applications,
as well as prescreened solicitations.

In this regard, it is implausible that Congress would have given insurance
companies greater latitude in'using credit history information to underwrite insurance
for Consumeérs who have not applied for insurance i.e., recipients of prescreened offers
of insurance), than to underwrite insurance for consumers who have actually completed
and submitted applications for such insurance, or who are currently insurane .
policyholders. The establishment of more, restrictive rules on the Use of credit history
Information for insurance applicants or existing policyholders thm those permitted
under the FCRA for prescreened insurance offérs wodld have the anomalous effect of
encouraging insurance companies to use credit history information to underwrite people
who have never applied for insurance because those insurance companies might be
precluded from using that same.credit history information for insurance underwriting

urposes after those same individuals submi aﬁpllcatlons for the same insurance.
ongress could not possibly have intended such a result.

Therefore, the FCRA cIearIY_ would preempt any state law that purports to limit
the use of consumer report information to make prescreened insurance offers, whether
such offers are extended by mail or by telephone. Also, | believe that the FCRA would
prevail over an attemP_t to preclude, the use of consumer report information when making
an underwriting or rating decision in connection with applications for new insurance
coverage or renewals ofexisting insurance policies. Thus, the FCRA clearly would
preempt House Bills 3 and 47 with respect to the use of credit information to make
prescreened insurance offers, whether such offers are extended by mail or by telephone,
Also, | believe that the FCRA would prevail qver an attempt to use House Bills 5 and 47
to preclude the use of credit rating or scoring information fo underwrite or rate
insurance, including whether or not to issue @ policy for insurance sold within the state.

Should you have any questions regarding the scope of the FCRA, or its
preemptive effect on state [aw, | would be pleased to discuss them with you.

Sincerely yours,

7 15 U.S.C. 881681 td)(1)(A), 16811(b)(L)(D).
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L. Richard Fischer
Morrison & Foerster LLP

dc-344477



Alaska State Legislature
House of Representatives

Interim Address

716 West 4th Avenue
Anchorage, Alaska 99501-2133
(phone) 1-907-269-0100

(fax) 1-907-269-0105

Alaska State Capitol
Juneau, Alaska 99801-1182
1-907-465-3438 (phone)
1-888-478-3438 (toll free)
1-907-465-4565 (fax)

Representative Harry Crawford

East Anchorage District 21

E-mai: Representative Harry Crawford@ leeis.state.ak.us

March 3, 2003

L. Richard Fischer
Morrison & Foerster, LLP
Via e-mail: Ifischer@mofo.com

Re: Alaska House Bills 5 and 47

Dear Mr. Fisher:

Thank you for your e-mail letter of February 20, 2003, in which you give your legal
opinion regarding proposed regulation of the use of credit scoring in Alaska. | have a

few questions | hope you can answer.

1. You state several times that a “consumer report” includes credit scores, and
you frequently use the term *“‘consumer report” in a context where *“credit
score” is actually the appropriate term. On what authority do you base your
conclusion that the term *“credit report”, as used in the Fair Credit Reporting
Act, extends to and includes credit scores?

2. Can you explain why you think the FCRA, which first became effective in
1970, “clearly contemplated” that insurance companies would use credit
scores, which were not developed until 25 years later? Is there legal authority
for your position?

3. You state, “the FCRA clearly would preempt House Bills 5 and 47 with
respect to the use of credit information” [my emphasis]. HB 5 and HB47 do
not, however, attempt to limit the use of credit information: they only limit the
use of credit scores derived from that information. Is it your position that the
term “credit information” also includes credit scores? If so, on what authority

do you base that conclusion?


mailto:Crawford@leeis.state.ak.us
mailto:lfischer@mofo.com

L. Richard Fisher Via e-mail
March 3, 2003 Page 2

4. On page 2 of your letter, you state: “In fact, the Federal Trade Commission
Commentary on the FCRA makes it clear that a person may obtain a
consumer report in connection with the underwriting of insurance

a. lIsn’tit true that the commentary addresses consumer reports, not credit
scores?
b. Isn’tit also true thr . the commentary has no actual force of law?

5. Several states have passed legislation prohibiting or regulating the use of
credit scores. Is your firm engaged in any litigation challenging such
legislation? If so, who are your clients in that litigation?

6. Your letter to Alaska legislators appears unsolicited, although I note you are
an attorney in a firm with more than 1,000 lawyers and whose legal practice,
according to your website, encompasses every major area of commercial law,
including insurance. At whose request did you write this letter?

Thank you for your time. 1 look forward to your response.

Sincerely,

Representative Harry T. Crawford, Jr.

HTC/cag
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March 25,2003

By Electronic Mail

The Honorable Harry Crawford
House of Representatives
Alaska State Capitol

Room 426

Juneau, AK 99801-1182

Rc: Alaska House Bills 5 and 47

Dear Representative Crawford:
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Writer's Direct Contact
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Thank you for your letter of March 4,2003, in which you raised several
guestions about my letter of February 20,2003, and Alaska House Bills 5 and 47, which
would prohibit an insurer or underwriter from basing a standard, rate, or rating plan, in
whole or in part, directly or indirectly, on a person’s credit rating or credit score. | am
pleased to respond to your questions. For ease of reference, | have included your
questions below, in italics, followed by my responses.

You state severaltimes thata "consumerreport” includes credit scores, and you
frequently use the term “consumerreport" in a context where “credit score" is actually
the appropriate term. On what authority doyou base your conclusion that the term
"creditreport”, as usedin the Fair CreditReporting Act, extends to and includes credit

scores?

As | stated in my February 20 letter, | assume the reference to a person’s credit
rating or credit score in Alaska House Bills 5 and 47 includes a rating or score derived
from information in a “consumer report” from a **consumer reporting agency,” such as a
credit bureau, as those terms are used in the federal Fair Credit Reporting Act
(“FCRA”). That is, for purposes of my analysis of .\laska House Bills 5 and47,1
assume that a person’s credit rating or credit score is based on information in a
consumer report from a credit bureau.
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The definition of "consumer report” in the FCRA s very broad. Consumer
lr%port means any communicatjon of information by a consumer reporting agencY
earing on aconsumer's creﬂn worthiness, credit standing, credit capacity, chafacter,
?eneral reputation, personal characteristics, or mode of iving which is used or expected
0 be used or collected In whole or In part” to establish a consumer's eligiility for

credit, insurance and other specified purposes.1

. While it is possible that one cquid make an argument that @ mere credit score is
not itself a consumer report even if It is derived from mform,aﬁlon In acqnsumer report,
sucg, tas a consumeE s| cbe(ljlt butrﬁatu flle,ds,ltnce a scorelalonedls essa Intrusive rgthan atull
credlit pureau report, | believe that a credit score would be dee acout .
consiclering the |?ssue to%e aconsumer report, when It is | aseJT(])% a¥a which, itself, isa
consumer feport. It Is Implausible that a credit score, which Is based on information in a
consumer report, would not, itself, be deemed a consumer report. That is, becalise a
Credit score Dears on ac%sumerscredltworthwess or Similar r_?dlt gactors, 1S ﬁd on
consumer report data, and s used for credit andl insurance eligibility cecisions, | believe
that a credit score IS a consumer report,

~ This view IS su[%ported by arecent court decision that considered whether

credit score is a consurmer report when that score Is based on information ontained from
aconsumer'scredit report. N'scharptV.A16 Marketing, Inc.,” the district court
evaluated whether an Insurance Qomﬁ]ana/ rg{d rVfi\”permlsslble Purpose to obtain a
ponsumer report In connection with the Unaerwriting of insurance. Inscharpt, the
|nfsurance company obtained onl}/ ahcredlt score from a consumer re ortmpe a%ency, not
afull consumer report.3 The court held that t ecompﬁny had a permissiofe plr ?se {0
obtain aconsume rePort under the |rcu_mstanc%s of the'case: more |mR0rta tly. for
lour,;t)oses of this etter, thescnerp 1 decision stands for the proposition that a credit Score
S, Itself aconsgmer reRo4rt, when it 1s derived from creditworthiness information in a

|
consumer's credit repo

In addition to the s cnarp 1 decision, the Federal Trade Commission A"FT,C’(} has
addressed a similar issue. The ETC as, since 1970, been entrusted with enforcing the

115 u.s.c. § 1681a(d)()).
2No. 3:00-CV-614(H), 2003 U.S. Dist. LEXIS 1482 (W.D. Ky. Jan. 30, 2003).
31d. at *3.

*In addition to the Scharpfdecision, at least one other court has assumed that a credit score is a
consumer report under the FCRA. See Kvalhcim v. CheckFree Corp., No.99-0135-RV-C. 2000
U.S. Dist. LEXIS 1959 (S.D. Ala. Feb. 18, 2000).
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FCRA, and has issued interpretations and orders regarding the scope of and the
obligations imposed under the FCRA. With respect to FCRA interpretations, the FTC
Commentary on the FCRA provides that “credit guides” that rate how well consumers
pay their bills, arc a series of consumer reports because they contain information used to
establish a consumer’s eligibility for credit.s Although credit guides are not traditional
consumer reports, they do rate how well consumers pay their bills and, thus, credit
guides are viewed by the FTC as consumer reports. Because a credit score, like a credit
guide, provides information about a consumer’s creditworthiness, a credit score would

be deemed a consumer report.

Can you explain why you think the FCRA, whichfirst became effective in 1970,
"clearly contemplated"” that insurance companies would use credit scores, which were
not developed until 25 years later? Is there legal authorityforyour position?

The statement in my letter that “the FCRA clearly contemplates that insurance
companies may use consumer reports (including credit scores) in connection with
insurance underwriting” was not intended to imply that insurance companies have been
using credit scores since 1970. The statement was intended to point out that the FCRA
recognizes that insurance companies have a permissible purpose to use consumer
reports. In particular, since 1970, when the FCRA was enacted, it has expressly
provided that consumer reporting agencies may furnish consumer reports to a person
that intends to use the information in connection with the underwriting of insurance
involving the consumer.0 The FCRA also has expressly provided since 1970 that if a
person denies insurance for personal, family, or household purposes, based on
information contained In a consumer report, the person must provide an “adverse
action” notice lo the consumer.7 Thus, since its enactment, the FCRA has clearly
contemplated that insurance companies would be able to use consumer reports in
connection with the underwriting of insurance.

As discussed above, since a credit score would be deemed a consumer report
under the FCRA, | believe that the FCRA also contemplates that insurance companies
may use any type of consumer report, including a credit score. The fact that insurance
companies have not used credit scores since 1970 docs not change the fact that insurers

5See 16 CJF.R. pt. 600, app., § 603(d)4.B.

6Pub. L. No. 90-321, Title VI, § 604(3)(C), as added Pub. L. No. 91-508, Tide VI. § 601,1970
U.S.C.C.A.N. 1301,1319.

7 Pub. L. No. 90-321, Title VI, § 615(a). as added Pub. L. No. 91-508, Title VI, §601,1970
U.S.C.C.A.N. 1301,1324.
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are permitted to obtain consumer reports (including credit scores) under the FCRA for
use in connection wjth their underwriting activities.

You state, "the FCRA dearly would pr_eemﬁt House Dills 5 and 47 with respect
to the use ofcredit information * [my emphasis], HB 5 and HB 47 do not, however,
attempt to limit the use of credit information; they only limit the use of credii scores
derivedfrom that information. Is ityour position that the term "credit information"
also includes credit scores? 1fso, on what authority do you base that conclusion?

I believe that the FCRA would preempt House Bills 5 and 47 with respect to the
use of credit information, including credit scores that are derived from consumer report
information, to make prescreened insurance offers. In particular, | believe that a limit
on the use of credit scores constitutes a limit on the use of credit information because
credit scores are derived from credit information contained in consumer reports. The
use of the term “credit information” in the above quote reflects my view that the FCRA
would preempt any state law that purports to prohibit the use of consumer report
infoimation, which would include credit scores derived from consumer report
information, to underwrite consumers for prescreened or preapproved offers of
insurance. Because credit scores arc derived from and based on “credit information*
contained in consumer reports, | believe limiting the use of credit scores v ould be
preempted by the FCRA.

In addition, it is quite likely that the FCRA would preempt a state law that
purports to prohibit the use of consumer report information for underwriting consumer
insurance applications, as well as prescreened solicitations. In this regard, it is
implausible that Congress would have given insurance companies greater latitude in
using credit history information to underwrite insurance for consumers who have not
applied for insurance (|.e., recipients of prescreened offers of insurance), than to
underwrite insurance for consumers who have actually completed and submitted
applications for such insurance, or who are currently insurance policyholders. The
establishment of more restrictive rules on the use of credit history information for
insurance applicants or existing policyholders than those permitted under the FCRA for
prescreened insurance offers would have the anomalous effect of encouraging insurance
companies to use credit history information to underwrite people who have never
applied for insurance, because those insurance companies might be precluded from
using that same credit history information for insurance underwriting puiposes after
those same individuals submit applications for the same insurance. Congress could not
possibly have intended such a result.
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Onpage 2 ofyour letter, you state: "Infact, the Federal Trade Commission
Commentary on the FCRA makes it clear that a person may obtain a consumer report in
connection with the underwriting ofinsurance

Isnt it true that the commentary addresses consumer reports, not credit scores?

Isn't it also true that the commentary has no actualforce of law?

The FTC Commentary docs not expressly state that a *“credit score” is a
consumer report. However, for many years FTC staff have orally stated, in response to
individual questions and in public statements, that a credit score is a consumer report if
it is derived from information in a consumer report.8 Thus, I believe that the FTC would
treat a credit score as a consumer report when that score is derived from information in a
consumer report and used for eligibility purposes.

With regard to your question about whether the FTC Commentary has the force
of law, the FTC has stated that its Commentary ‘““does not have the force or effect of
regulations or statutory provisions,” but represents how the FTC will construe the
FCRA in its enforcement and other activities.9 Courts have frequently referred to the
FTC’s Commentary in reviewing issues arising under the FCRA and often have deferred
to the FTC’s Commentary positions because the FTC has been entrusted to administer
(he FCRA.10 In addition, the fact that the FTC is entrusted with this enforcement
responsibility, coupled with the fact that the FTC published its Commentary for public
comment before adopting a final Commentary, would likely result in a court providing
deference to the FTC views on matters addressed in the Commentary, particularly where
the court finds the FTC’s position to be persuasive.”

Several states have passed legislation prohibiting or regulating the use of credit
scores. Isyourfirm engaged in any litigation challenging such legislation? 1fso, who
are your clients in that litigation ?

The firmis not engaged in any litigation challenging state laws prohibiting or
regulating the use of credit scores. Nevertheless, we have advised several insurance

8If helpful, | would be happy to provide the name and telephone number of FTC staff who can
confirm this view.

916 C.F.R. pt. 600, app., intro.

Dsee, for example. Estiverne v. Sak's Fifth Avenue and JBS, 9 F.3d 1171 (5th Cir. 1993). See
also Wilting V. Progressive County Mutual Insurance Co., 227 F.3d 474 (5th Cir. 2000).

1l See United Stales V. Mead Corp., 533 U.S. 218 (2001) (addressing deference due to agency
interpretations and opinions).
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companies on the application of the FCRA to their operations. In addition, we have
advised state legislators and state regulatory agencies about the federal FCRA and its
iImpact on state laws, such as the use of credit scores.

Your letter to Alaska legislators appears unsolicited, although Jnote you are an
attorney in afirm with more than 1,000 lawyers and whose legal practice, according to
your website, encompasses every major area of commercial law, including insurance.
Ar whose request did you write this letter?

The letter was sent at the request of Progressive Casualty Insurance Company.

Should you have any additional questions about the FCRA, | would be pleased
to discuss them with you.

L. Richard Fischer
Monison &Foerster LLP



UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF KENTUCKY
AT LOUISVILLE

CIVIL ACTION NO. 3:00-CV-614(H)

KATHLEEN SCHARPF PLAINTIFF
V.
AIG MARKETING, INC.,, et al. DEFENDANTS

MEMORANDUM OPINION

Plaintiff Kathleen Scharpf has filed a ten-count complaint alleging that, in obtaining her
consumer report, Defendants AIG Marketing, Inc. (“AlG”), MBNA Insurance Agency
(“MBNA”), and “Unknown Persons,” violated the Fair Credit Reporting Act, 15 U.S.C. 81681 et
seq., invaded her privacy in violation of Kentucky common law, and engaged in an unlawful civil
conspiracy.1The centerpiece to Plaintiffs FCRA allegations has been her contention that AlG
lacked a “permissible purpose” to obtain her credit report. The cross motions for summary
judgment focused on this issue. This Court limited the parties’ discovery efforts to “the issue of
the applicability to the defendants’ conduct of the ‘underwriting exception’ to liability under the
Act.” While this may not be the only dispositive legal issue, for the reasons set foith below,
Plaintiff’s motiQn for summary judgment on this narrow issue is denied. Further discovery,

however, could support the allegations contained in the complaint. Therefore, the Court will not

1Plaintiff has made eight claims related to the FCRA. Specifically, Count One alleges AIG negligently
failed to comply with the FCRA’s requirements. 15 U.S.C. § 1681o. Count Two alleges AIG willfully violated the
FCRA. 15 U.S.C. § 168In. Count Three alleges that AIG obtained her consumer report under false pretenses in
violation of 15 U.S.C. § 168lg. Counts Four, Five, Six, Seven, and Nine allege that "Unknown Persons” who were
“employees of AIG and/or MBNA” should be held personally liable for participating in the process by which her
consumer report was obtained and used by AIG.



dismiss all of Plaintiffs underlying claims.
l.

The Court is presented with a narrow question related to the legality of what transpired
during an August 1999 phone conversation between Plaintiff and AIG. The facts are best
considered in two parts at this stage, looking briefly at the AIG-MBNA call transfer program, and
then considering the phone conversation in issue.

This case arises out of a telemarketing relationship. AlG and MBNA are business partners
and operate the MBNA Call Transfer Program.2In practice, according to Steven F. Wardzinski,
president of the Sponsored Business Division of AIG, the Program operates as follows. While
speaking by telephone to an MBNA representative about her credit card account, the MBNA
account holder is typically asked if she would like to receive a “free, no obligation quote” for
automobile insurance. If the consumer accepts the offer, she is immediately telephonically
transferred to a waiting AlG representative who then requests information from the consumer,
such as her name, address, type of vehicle, and social security number. Based on this information,

» the AIG representative, utilizing a computer program, calculates a quote. As part of this process,
AIG’s computer program automatically orders the credit score (which itself is based on
information obtained from the consumer’s credit report), and inputs this three-digit number into

the program to determine the quote.

Except from argument in chambers, the Court does not have any account from AIG and MBNA concerning
their relationship. This summary of the facts is therefore culled primarily from Plaintiffs statements of facts and the
relevant depositions.



The relevant events begin on August 6, 1999, when Plaintiff spoke by telephone to
MBNA, with whom she had a credit card, and consented to the transfer to an AlG representative.
At the time, Plaintiffs current automobile insurance policy was about to expire and she decided to
compare rates. During the brief conversation, the AlG representative asked Plaintiff a series of
questions, including a request for her social security number. Whether or not Plaintiff provided
this in response is a critical fact in dispute.3Through some undetermined means, AIG nevertheless
obtained access to her consumer report from Trans Union. As aresult, AIG offered her an
Immediate rate quote. That rate quote was significantly higher than Plaintiffs current automobile
insurance premium. So, Plaintiff stated she was not interested and terminated the conversation.
Notwithstanding this rejection, AlG subsequently sent her a written application urging her to
purchase the insurance at the offered rate.

Nearly one year later, while reviewing her credit report in July of 2000, Plaintiff noticed a
record of AIG obtaining her consumer report on August 6, 1999. Plaintiff has now sued AIG and
MBNA claiming that AlG’s process of obtaining of her consumer report violated the FCRA,

invaded her privacy, and was the product of an unlawful civil conspiracy.

3 At this stage, the Court finds this important fact is irrelevant in determining the narrow legal question at
hand. Nevertheless, it may be important in future litigation in this case that Plaintiff asserts that, “being very
protective of her privacy,” she "never gave her social security number to the AIG[M] rcpresentative.”(Scharpf.
Depo., pg. 61-63). In contrast, Defendants argue that because, as a matter of fact according to Mr. Wardzinki, AIG
has no other way of obtaining a consumer’s Social Security number other than from a consumer, “Ms. Scharpfs
memory appears to have betrayed her.” Another possibility is that AIG gained access to the consumer credit report

without aid of the social security number.



1.

This case poses a difficult and important issue of first impression. Namely, under the
FCRA, can an insurance company obtain a consumer report, prior to the consumer’s unequivocal
application, in order to issue an insurance quote?4 This is an important issue because apparently a
vast percentage of insurers may obtain consumer reports in a similar manner prior to receiving a
specific application.

In 1970 Congress amended the Consumer Credit Protection Act, 15 U.S.C. § 1601 et seq.,
by adding a number of provisions collectively known as the Fair Credit Reporting Act (“FCRA”).
The FCRA provides the exclusive circumstances under which a credit reporting agency may
furnish a credit report to another. see 15 U.S.C. § 1681b(a)(2). Insurance companies may be held
liable under the FCRA because they must comply with the FCRA’s terms in handling an insured's
credit report. St. Paul Guardian Ins. Co. V. Johnson, 884 F.2d 881, 883 (5th Cir. 1989). As a
result of congressional amendments in 1997, the FCRA now lists six limited “permissible
purposes” for which a consumer reporting agency can provide a consumer report to third parties.
see 15 U.S.C. § 1681b(a). The FCRA authorizes third parties, such as AlG, to obtain and use
consumer reports only if they act in accordance with one of these permissible purposes. see 15
U.S.C. 8 1681b(f)(l).5Both sides agree that the singular “permissible purpose” applicable here is

the provision that a third-party may obtain the consumer’s report if it “intends to use the

4
To date, only one federal court has considered this issue concluding in a remarkably brief opinion that such

a scheme was permissible under the FCRA’s text. Wilting v. Progressive County Mutual Insur. Co., 227 F.3d 474
(5hCir. 2000).

5 Specifically, the FCRA states, “A person shall not use or obtain a consumer report for any purpose unless
... the consumer report is obtained for a purpose for which the consumer report os authorized to be furnished under
this section.” 15 U.S.C. § 16SIb(f)(l).



information in connection with the underwriting of insurance involving the customer.” 15U.S.C.
8§ 1681b(a)(C). Plaintiff’s claim implicitly contains important questions of law and fact.
A

Plaintiff first argues that, as a matter of law, the underwriting purpose is inapplicable here
because she never “applied” for insurance. Because she never made an application for insurance,
Plaintiff contends AIG had no right to access her credit report even if it was performing an
underwriting function. The Court disagrees. Several basic principles of statutory construction
compel this outcome. In addition, such a construction satisfies the balance Congress intended by
enacting the FCRA.

As a starling point, to explore Plaintiffs argument fairly, the Court’s analysis begins by
examining that language. Communityfor Creative Non-Violence V. Reid, 490 U.S. 730, 739
(1989). Tellingly, Section 1681b(a)(C)’s text does not contain an “application” requirement,
certainly not an explicit one. To the contrary, the underwriting provision permits a consumer
reporting agency to furnish a report to a company which intends to use the information in
connection with the underwriting of insurance. 15 U.S.C. 8§1681b(a)(C). This statutory language
does not limit the underwriting purpose to those occasions after someone has applied for
insurance; nor, as Plaintiff would prefer, does it limit this purpose to obtaining a consumer report
with the consunger’s knowledge. The three terms which Congress used to define this permissible
purpose suggest that this conclusion is both correct and sensible within the FCRA’s overall
scheme.

First, Congress did not restrict the scope of the permissible distribution of a report to

companies like AIG who can prove they will use a consumer report for underwriting. Rather,



consumer credit companies are permitted to furnish the reports where a third party, such as AIG,
demonstrates an intent to use the report for the authorized purpose. See, e.g., Yang V.
Government Employees Insur. Co., 146 F.3d 1320, 1325 (11 1Cir. 1998) (noting that there are
three potential types of use that might exist under this section: ultimate use, expectation of use,
and the purpose for compiling the report, and concluding that only one of those purposes is
necessary to meet a “permissible purpose” provision); Korotki V. Attorney Servs. Corp., 931 F.
Supp. 1269, 1276 (D. Md. 1996) (“[S]o long as a user has reason to believe that a permissible
purpose exists, that user may obtain a consumer report without violating the FCRA”). Second,
Webster’s Dictionary defines “connection” as “an association or relationship; iogical ordering of
words or ideas.” Webster’s Il New Riverside Dictionary 300 (1994). Thus, both the practical
and strict definitional applications suggest that a consumer reporting agency may provide a
consumer report without evidence that a consumer has made an application. Consequently, it is
counterintuitive to suggest that the recipient would need an application before using the
information which the consumer credit agency had legally provided.

Third, while Congress did not define the word “underwriting,” the Federal Trade
Commission (“FTC”), as the agency authorized with administering the FCRA,15 U.S.C.
81681s(a), has provided a definition. That definition states, “An insurer my obtain a consumer
report to decide.whether or not to issue a policy to the consumer, the amount and terms of the
coverage, the duration of the policy, the rates or fees charged, or whether or not to renew or
cancel a policy, because these are all ‘underwriting’ decisions.” FHTC Commentary on the Fair
Credit Reporting Act, 16 C.F.R. pt. 600, App.; see also Wilting, 227 F.3d at 476 (adopting the

FTC’s definition). Similarly, in defining “consumer report,” the FCRA states that information on



an individual may be obtained “for the purpose of serving as a factor in establishing the
consumer’s eligibility for” insurance. 15 U.S.C. 81681a(d)(l). None of these definitions suggest
that an application is the pre-condition to this permissible purpose. Rather, the terms intimate an
Insurer may examine a consumer’s credit report to assess the risks that person poses.

Another cardinal principle of statutory construction supports this interpretation. Duncan V.
Walker, 533 U.S. 167 (2001). That principle says that “a statute ought, upon the whole, to be so
construed that, if it can be prevented, no clause, sentence, or word shall be superfluous, void, or
insignificant.” Id.\ see United States v. Menasche, 348 U.S. 528, 538-539 (1955). Plaintiff argues
repeatedly that “the term ‘application’ and den rations thereof are used more than a dozen times in
the FCRA.” P1.’s Mot. Summ. J. at 16. Plaintiff specifically relies on the FCRA’s use of
“applicant” in the permissible purpose pertaining to a consumer’s application “for a license or
other benefit granted by a governmental instrumentality.” Id. at 17-18; 15 U.S.C. 8§
1681b(a)(3)(D) .6Were this Court to adopt Plaintiff’s construction of the statute and infer that the
term “application” is a prerequisite to triggering every “permissible purpose,” simply because it
appears in the text of one permissible purpose, the express use of the term "applicant” in 8
1681b(a)(3)(D) “would be rendered insignificant, if not wholly superfluous.” TRW, Inc. V.
Andrews, 534 U.S. 19, 31 (2001). This court is “reluctant to treat statutory terms as surplusage in

any setting,” and declines to dc so here. Id.

6In its entirety, §1681b(a)(3 states that a person may obtain a consumer report if he “intends to use the
information in connection with a determination of the consumer’s eligibility for a license or other benefit granted by
a governmental instrumentality required by law to consider an applicant’s financial responsibility or status."



The principle that a statute should be read and construed as a whole is also germane here.
United States V. American Trucking Ass'ns, Inc., 310 U.S. 534, 542-43 (1940). That is, in the
context of the overall statutory scheme, § 1681b(a)(C) is better read not as restricting this
permissible purpose to instances where a consumer has submitted a written application, but
instead as setting up a safeguard to ensure that a user of a consumer report is operating with a
permissible puipose, when it lacks the consumer's express permission. This is an important
distinction. Though neither party focuses on it, the underwriting permissible purpose is itself not
an unlimited source of power. In FCRA’s permissible purpose section, Congress began its
enunciation of the six permissible purposes by noting their scope was “[s]ubject to subsection (c)
of this section.” 15 U.S.C. § 168lb(a).7 Subsection (c), in turn, imposes limitations on cases

where the consumer does not initiate the transaction.n That section of the FCRA states:

5
The entire text of the introduction states, “In general-Subject to subsection (c) of this section, any
consumer reporting agency may furnish a consumer report under the following circumstances and no other." 15
U.S.C. § 1681b(a).

Those limitations are as follows:

(c) Furnishing reports in connection with credit or insurance transactions that are not initiated by the
consumer.

1) In general. A consumer reporting agency may furnish a consumer report relating to any
consumer pursuant to subparagraph (A) or (C) of subsection (a)(3) in connection with any
credit or insurance transaction that is not initiated by the consumer only if--

(A) the consumer authorizes the agency to provide such report to such person; or
(B) (i) the transaction consists of a firm offer of credit or insurance;

(ii) the consumer reporting agency has complied with subsection (e); and

(iii) there is not in effect an election by the consumer, made in accordance with
subsection (e), to have the consumer's name and address excluded from lists of names
provided by the agency pursuant to this paragraph.

2) Limits on information received under paragraph (1)(b). A person may receive pursuant to
paragraph (1)(B) only--

(A) the name and address of a consumer;

(B) an identifier that is not unique to the consumer and that is used by the person solely
for the purpose of verifying the identity of the consumer; and

(C) other information pertaining to a consumer that does not identify the relationship or
experience of the consumer with respect to a particular creditor or other entity.

8



A consumer reporting agency may furnish a consumer report relating to any
consumer pursuant to [the underwriting permissible purpose set forth in] this
section in connection with any credit or insurance transaction that is not initiated
by the consumer only if—A) the consumer authorizes the agency to provide such
report to such person; or (B)(1) the transaction consists ofufirm offer ofcredit or
insurance [and the consumer has not elected to be excluded from identified lists].

15 U.S.C. § 1681b(c)(l).

3) Information regarding inquiries. Except as piovided in section 609(a)(5) [15 USCS §
1681g(a)(5)], a consumer reporting agency shall not furnish to any person a record of
inquiries in connection with a credit or insurance transaction that is not initiated by a

consumer.
15 U.S.C. § 168Ib©).



The FCRA elsewhere defines “firm offer of credit or insurance,” to be "any offer of credit or
insurance to a consumer that will be honored if the consumer is determined, based on information
in a consumer report on the consumer, to meet the specific criteria used to select the consumer for
the offer.” 15 U.S.C. § 1681a(l).9 Thus, the FCRA seems to contemplate that a company may
obtain a consumer report without the consumer’s application or knowledge, if it provides a firm
offer in connection with one of the permissible purposes. For purposes of this analysis the Court
must assume that AIG through its agent MBNA initiated the transaction.X0 According to
Wardzinski, the quote provided by AIG over the phone was binding on AIG for sixty days and
was available if the Plaintiff completed the written application for the insurance. (Wardzinki Dep.

at 34, 54, 61-64, 88). In this way, then, Plaintiffs experience was no different from the unhappy

9

In its entirety, the definition of “firm offer of credit or insurance” provides as follows:

The term "firm offer of credit or insurance™ means any offer of credit or insurance to a consumer that will

be honored if the consumer is determined, based on information in a consumer report on the consumer, to

meet the specific criteria used to select the consumer for the offer, except that the offer may be further

conditioned on one or more of the following:

1) The consumer being determined, based on information in the consumer's application for the credit
or insurance, to meet specific criteria bearing on credit worthiness or insurability, as applicable,
that are estabhshed-

(A) before selection of the consumer for the offer; and

(B) for the purpose of determining whether to extend credii or insurance pursuant to the offer.
(2) Verification.

(A) that the consumer continues to meet the specinc criteria used to select the consumer for

the offer, by using information in a consumer report on the consumer, information in the
consumer's application for the credit or insurance, or other information bearing on the
credit worthiness or insurability of the consumer; or

(B) of the information in the consumer's application for the credit or insurance, to determine
that the consumer meets the specific criteria bearing on credit worthiness or insurability.
3) The consumer furnishing any collateral that is a requirement for the extension of the credit or
insurance that was--
(A) established before selection of the consumer for the offer of credit or insurance; and
(B) disclosed to the consumer in the offer of credit or insurance.

15 U.S.C. § J681a(l)

10A1G disputes this conclusion and argues that Plain1" initiated the transaction by agreeing to the call

10



consumer who discovers a credit card company legally obtained her credit history without her
authorization in order to make her a credit card offer, subject to the approval of her application.
See Baker v. American Express, 2002 U.S. Dist. LEXIS 10005, *6-*7 (W.D. Ky. 2002).
Nevertheless, by making the firm offer, AIG has complied with the protections established in the
FCRA.

This more complete and logical reading of §1681b(a)(C) shows that it restricts an insurer’s
access to a consumer’s credit report, by requiring a legitimate underwriting use, and by requiring
either the consumer’s express permission or the making of a firm offer. This interpretation
eminently comports with what Congress intended for the FCRA. In enacting the FCRA, Congress
made four findings, three of which are particularly relevant to the question of law Plaintiff poses.

Those pertinent findings state:

(2) An elaborate mechanism has been developed for investigating and evaluating
the credit worthiness, credit standing, credit capacity, character, and general

reputation of consumers.
(3) Consumer reporting agencies have assumed a vital role in assembling and

evaluating consumer credit and other information on consumers.
(4) There is a need to insure that consumer reporting agencies exercise their grave
responsibilities with fairness, impartiality, and a respect for the consumer's right to

privacy.
15U.S.C. § 1681(a).

In effect, the FCRA created a fair mechanism through which creditors and insurers could obtain a
consumer’s report in order to make an offer and evaluate creditworthiness. Conversely, it also

established procedures to ensure accuracy and to protect consumer privacy. The FCRA strikes a

balance between these two competing ends.

transfer.

1



Evidence of this give and take is prevalent throughout the FCRA. When preparing a
report, a consumer reporting agency must follow “reasonable procedures to assure maximum
possible accuracy." 15 U.S.C. 1681e(c) (emphasis added). The stated aim is therefore perfection
in protecting the consumer, but the burden on the credit reporting agency is only to act reasonably.
Similarly, it is presumed that a consumer’s privacy will not be violated in the context of a firm
offer for a permissible purpose, unless that consumer personally seeks to have her name removed
from a consumer reporting agency’s list. 15 U.S.C. 8 1681b(c). Moreover, if a plaintiff seeks to
bring a state law defamation, invasion of privacy, or negligence reporting claim against a
consumer reporting agency, she can succeed only upon overcoming the highest standard of
malice. 15 U.S.C. 8 1681h(e). Last, only after a creditor or insurer takes action against a
consumer’s interest, is that consumer informed of her right to see their credit report or know that it
was used against her. 15 U.S.C. § 1681a(k). Taken together these provisions illustrate that 15
U.S.C. § 1681b(a)(C), even absent the “application” requirement Plaintiff asks this Court to
impute, is consistent with Congress’s clear desire to allow some carefully proscribed investigation
into a consumer’s credit history, even without his knowledge or consent.

B.

Turning once again to the facts in this case, Plaintiff contends that she did not make an
“application.” Despite Plaintiff’s assumption to the contrary, this fact is disputed. Even assuming
the Court did agree with Plaintiff on her legal argument, a reasonable person could conclude,
based on the evidence presently before the Court, that AIG did overcome this implicit
“application” requirement. This disputed fact makes the grant of summary judgment improper.

According to her deposition, Plaintiff agreed to the phone transfer and then provided some

12



detailed information, like that one would provide on a written application. Among those pieces of
information were her name, address, the make and model of her car, specific information about
her driving history, and her desired policy coverage. (Scharpf Dep. at 69-72, 95-96). Plaintiff has
since stated that she was aware the quote the insurer provided her was subject, in the same way
her written application would be, to “the background checks [of her] the driving record, to verify
the appropriate rates that they gave [her].” (1d. at 37, 39, 43). Thus, the only major distinction
between what Plaintiff would term “an application” and what a reasonable person could term an
“application” appears to be an unequivocal statement to her that, by providing this information,
she was applying for insurance.

This very factual scenario highlights another failing of Plaintiffs legal argument. As a
practical matter, Plaintiff’s argument is not workable in this context. Defendants are legally
bound not to obtain the Plaintiff’s credit report unless they use it “in connection with the
underwriting of insurance.” Both parties agree that the Defendants were involved in underwriting;
Plaintiff’s claim is only that the FTC and Congress simply did not intend for this provision to kick
in until a consumer made an “application.” But determining when the application process formally
begins would either have this Court add an extra requirement for all insurance companies, or
would inject the Court into every phone call to determine whether the consumer believed she had
made an application. Neither of these outcomes is either appropriate or necessary in this context.
Although the FCRA as it stands is not perfect, it does contain a reasonable number of protections
which, when enforced, strike the proper balance between protecting business and consumer rights.
Despite Plaintiff’s well-formulated arguments, the Court simply cannot reach her conclusions.

Therefore, the Court concludes that neither the specific statutory language nor the FCRA’s broad
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1.

In the process of arguing the interpretation of the FCRA, the parties raise two important
issues which the Court believes deserve a direct response. Those issues are noted at this time with
the hope that it might focus the parties in the future course of their litigation.

A.
First, after careful consideration, the Court has declined to give substantial deferential

weight to the assorted pieces of non-binding Federal Trade Commission ("FTC”) interpretations.

Several important factors that led to this conclusion. 1L

11Plaintiff"has argued at length that this Court is bound by certain FTC commentary and definitions.

However, Plaintiff has not explained why, in accordance with basic principles of administrative law, the FTC’s
definitions, sample notices, and informal opinions are binding, persuasive, or what level of deference is proper under
these circumstances. After analyzing the law in this respect, the Court for the reasons explained herein, concludes it

is not bound to adopt the conclusions in these different pieces of information.
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Plaintiff argues this Court should look to is an Informal Staff Opinion Letter. see FTC
Informal Staff Opinion 1”tter, David Medine (Feb.l 1, 1998). That letter states that where a
consumer asks a car dealer questions about prices and financing, “The customer may simply be
comparison shopping. In such a situation, the dealer must obtain written permission from the
consumer before obtaining a consumer report.” Id. The scope of the inquiry in that case, however,
dealt with a different section ofthe act. Specifically, the FTC was asked whether, consistent with
§ J681b(a)(3)(F)’spermissible purpose, an auto dealership could obtain a consumer report on an
individual who visits a showroom and thus “in connection with a business transaction that is
initiated by the customer.” 2In interpreting that provision, the FTC advised that the customer did
not trigger the permissible purpose until she was knowingly initiating a transaction, as opposed to
asking general questions about prices. As a legal matter, the FTC opinion letter specifically
clarified when a consumer “initiated” a transaction, not when “underwriting” began. For this
reason, the Court is reluctant to hold that an informal agency opinion relating to the sale of cars
and the “business transaction” permissible purpose should also control the underwriting of
insurance and its unique permissible purpose. Our case involves an altogether different situation
and a different statutory provision. Had Congress intended the same set of rules for these two

situations, it would not have carved out two separate exceptions written at different levels of

generality,

In its entirety, 81681b(a)(3)(F) states that a person may obtain a consumer report if he "otherwise has a
legitimate business need for the information in connection with a business transaction that is initiated by the
consumer."
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Plaintiff also points to the FTC’s example of what type of notice a credit reporting agency
should give to a user of a consumer report. Importantly, the FTC provided its sample notice in
response to Congress’s directive in 15 U.S.C. § 1681e(d), requiring that a consumer reporting
agency provide to any company “(A) who regularly and in the ordinary course of business
furnishes information to the agency with respect to any consumer; or (B) to whom a consumer
report is provided by the [credit reporting] agency; a notice of [the receiving company’s]
responsibilities under this subchapter.” The FCRA further notes that, after the FTC prescribes tire
content of that notice, “a consumer reporting agency shall be in compliance with this subsection if
it provides a notice ... that is substantially similar to the FTC prescription.” 15 U.S.C. §
1681e(d)(2) (emphasis added). The FTC draft notice states that “users must have a permissible
purpose” and paraphrases the underwriting permissible puipose as follows: “For the underwriting
of insurance as aresult of an application from a consumer.” 16 C.F.R. § 601 App. C (emphasis
added). To be sure, one could say that the FTC sample notice implies that only an application can
trigger a permissible purpose.

Under the FCRA, the FTC is the agency empowered to enforce the Act. 15 U.S.C. §
1681s(a). Plaintiff does not go so far, however, to argue that the FTC’s sample notice is entitled to
the level of deference set forth in Chevron U.S.A., Inc. V. Natural Resources Defense Council,
Inc., 467 U.S. 837 (1984) (in appropriate circumstances, agency determination is binding unless
procedurally defective, arbitrary or capricious in substance, or manifestly contrary to statute).
Based upon the circumstances through which this draft notice was published, the Court agrees.

If the FTC’s draft notice had been adopted in a rulemaking or other formal proceeding,

Chevron deference would be appropriate. Instead, the FTC itself clearly states, *“[t]he Commentary
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does not have the force or effect of regulations or statutory provisions.” C.F.R. Pt. 600 A,
Introduction L Recent Supreme Court cases emphasize that such agency statements do not
deserve broad Chevron deference. See United States V. Mead Corp., 533 U.S. 218 (2001);
Christensen V. Harris County, 529 U.S. 576 (2000). In Christensen the Supreme Court held that
“interpretations such as those in opinion letters -- like interpretations contained in policy
statements, agency manuals, and enforcement guidelines, all of which lack the force of law - do
not warrant Chevron-style deference.” 529 U.S. at 587. “Instead,” the Court continued,

"Interpretations contained in formats such as opinion letters are ‘entitled to respect’ ... but only to

the extent that those interpretations have the ‘power to persuade.” 1d.\ see also Navarro V. Pfizer

Corp., 261 F.3d 90 (1¢ Cir. 2001); Catskill Mts. Chapter of Trout Unlimited, inc. V. City ofNew
York, 273 F.3d 481 (2rdCir. 2001); AFGE, Local 2119 V. Rumsfeld, 262 F.3d 649 (7thCir. 2001);

Nat'l Org. of Veterans' Advocates, Inc. V. Sec'y of Veterans Affairs, 260 F.3d 1365 (Fed. Cir.

2001).

However, as Mead and Christensen make clear, courts do not face a choice between
Chevron deference and no deference at all. Administrative decisions not subject to Chevron
deference may be entitled to a lesser degree of deference; the agency position should be followed
to the extent persuasive. See Mead 573 U.S. at 228; (citing Skidmore V. Swift & Co., 323 U.S. 134,
140 (1944)). For the reasons that follow, however, the Court does not find the FTC’s position to

be persuasive.3Most importantly, although the agency uses the term “application,” there is no

'dmIeB As the Supreme Court recently noted in I\MSSB U.S. 218, Justice Jackson’s enunciation of the
test is as follows,

"The weight [accorded to an administrative] judgment in a particular case will depend upon the
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evidence that the FTC gave its use of this term any special consideration or was moved to use that
term for any particular reason. In fact, as this Court has already noted, the FTC’s definition of
underwriting makes absolutely no mention of an “application” requirements needed to trigger that
process; the FTC itself therefore, on this question, takes inconsistent positions.4Rather, the fact
that a consumer reporting agency will not violate this act if it issues its own notice “substantially

similar” to the FTC’s draft notice suggests the “application” requirement is hardly equivocal.

thoroughness evident in its consideration, the validity of its reasoning, its consistency with earlier
and later pronouncements, and all those factors which give it power to persuade, if lacking power

Sqd.m,éo control.”
323 U.S. at 140.

14 The FTC’s definition of "underwriting” states, “An insurer my obtain a consumer report to decide
whether or not to issue a policy to the consumer, the amount and terms of the coverage, the duration of the policy,

the rates or fees charged, or whether or not to renew or cancel a policy, because these are@agjvw ng"
decisions." FTC Commentary on the Fair Credit Reporting Act, 16 C.F.R. pt. 600, App.; 227 F.3d

at 476 (adopting the FTC’s definition).
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see 15 U.S.C. § 1681e(d)(2).5 The FTC opinion letter and commentary, therefore, while

deserving consideration, are neither binding nor persuasive. The Court does not believe that the

FTC sample notice should decide this case.

15 Importantly, the Court briefly notes that, even applying a full Chevron analysis, Plaintiff would probably
fail on this point. The Supreme Court has established a two-step, process for reviewing an agency's interpretation of a
statute that it administers. Chevron, 467 u.s. 837 (1984). “First, always, is the question whether Congress has
directly spoken to the precise question at issue. If the intent of Congress is clear, that is the end of the matter; for the
court, as well as the agency, must give effect to the unambiguously expressed intent of Congress.” Jewish Hosp., Inc.
V. Sec'y ofHealth & Human Servs., 19 F.3d 270, 273 (6th Cir. 1994) The Supreme Court has explained that “the
judiciary is the final authority on issues of statutory construction and must reject administrative constructions which
are contrary to clear congressional intent.” Chevron, 467 U.S. at 843 n.o.

Applying step one of Chevron, the court is persuaded that the statute in this case is clear; Congress did not
intend to prevent using a consumer report for the purposes of underwriting only after a customer had made a formal
application. Rather, as discussed throughout this opinion, the FCRA is a notice statute. There are instances where a
company may obtain a consumer’s credit report without their permission or advance knowledge, so long as that
company subsequently notifies the consumer of its usage. The words used as well as the different parts of the statute

when considered together demonstrate this clarity.
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A second remaining question concerns Plaintiff’s rights in the event of an "adverse
action.” The statute defines adverse action to include any act against a consumer, such as offering
a higher rate or refusing to offer any insurance, that is made in reliance on their credit report. 15
U.S.C. § 1681a(k)(I)(B)(I).16Clearly, such an action has occurred here. Defendants acknowledge
access to the credit report or its results; they also used the report to take an adverse action. In such
an event, Defendants must follow several procedures that include notifying the Plaintiff of her
right to look at her credit report. 15 U.S.C. § 1681m(a). The Defendants did not do this. They say
such action was not required because the “adverse action” requirement only applies to cases where
the plaintiff is obtaining a quote on insurance, existing or appliedfor. 15U.S.C. 8§
1681a(k)(1)(B)(I). In other words, Defendants say: (1) they can access her insurance without her
permission because the permissible purpose exception does not require an application, but (2) they

may treat her “adversely” as to her auto insurance without any notice to her, because she had not

16The pertinent portions of 15 U.S.C. § 16Sla(k) state:
(k) Adverse action.
1) Actions included. The term "adverse action"--
(A) has the same meaning as in section 701(d)(6) of the Equal Credit Opportunity Act [15
USCS § 1691(d)(6)]; and

(B) mcans--
(1) a denial or cancellation of, an increase in any charge for, or a reduction or

other adverse or unfavorable change in the terms of coverage or amount of, any
insurance, existing or applied for, in connection with the underwriting of
insurance;
(ii) a denial of employment or any other decision for employment purposes that
adversely affects any current or prospective employee;
(iii) a denial or cancellation of, an increase in any charge for, or any other
adverse or unfavorable change in the terms of, any license or benefit described in
section 604(a)(3)(D) [15 USCS § 168ib(a)(3)(D)]; and
(iv) an action taken or determination that is-
(1) made in connection with an application that was made by, or a
transaction that was initialed by, any consumer, or in connection with a
review of an account under section 604(a)(3)(l >(ii) [15 USCS §
1681 b(a)(3)(F)(ii)]; and
(1) adverse to the interests of the consumer.



yet applied. In effect, they argue that the “adverse action” provision and the “permissible purpose”
section of the FCRA do not fit perfectly together; one can access a report with a permissible
purpose but is not subject to the adverse action requirements, Plaintiff highlights this incongruity
to argue that Defendants can “have it both ways.”

Admittedly, the scope of the “adverse action” provision is not presently and may never be
directly at issue. However, both Plaintiff and Defendants used the “adverse action” provision to
make their respective statutory arguments. Therefore, this discussion both supports and lends
proper context to the Court’s conclusions in Section 13of this Memorandum. To accept
Defendants’ argument one must admit to a vast loophole in the statute which establishes a process
quite contrary to the FCRA’s essential purposes. The only logical recourse is to conclude that the
language in § 1681 a(k)(1)(B)(I) does not precondition an insurance company's adverse action
duties on the making of a formal written application. In fact, the Court finds ample support for
this conclusion at this stage.

The legislative history of this section suggests that Defendants are wrong - the adverse
action section is to be read broadly, “It is the Committee’s intent that, whenever a consumer report
Is obtained for a permissible purpose under Section 604(a), any action taken based on that report
that is adverse to the interests of the consumer triggers the adverse action notice requirements
under section 615.” H.R. Rep.No. 103-486 at 26 (1994); see also H.R. Rep. No. 102-692 at 21
(1992), and S. Rep. No. 103-209, at 8 (1993). Similarly, although not binding, the FTC has taken
a similar positions in an informal opinion letter addressing a related question. see FTC Informal
Staff Opinion Letter, Hanna A Stires (Mar. 1, 2000) (adopting the aforemetioned legislative

history and concluding that “[i]n sum, the legislative history indicates that the term ‘adverse



action’ should be read broadly in to include any action taken whenever a credit report is obtained
for a permissible purpose that is ‘adverse to the interests of the consumer’”). At this time, the
Court also reads the statute in the same way.

V.

Having concluded that Defendant AIG had a permissible purpose when it obtained
Plaintiff’s consumer credit report, the Court now considers, in light of Defendant’s cross-motion
for summary judgment on all counts, each claim made in Plaintiff’s complaint. In reaching these
conclusions, this Court’s February 1, 2001 Order limiting the parties’ discovery is particularly
determinative. Up to this point, all discovery has focused on facts pertinent to AIG’s compliance
with the FCRA and its underwriting processes. Genuine issues of material fact remain and
subsequent discovery will be necessary.

As to Counts | and H, the Court is finding that AIG did have a permissible purpose in
obtaining Plaintiffs credit report, does net decide whether AIG negligenfy or willfully violated
the FCRAs requirements. Many of AIG’s actions were highly suspect, including its treatment of
customers unwilling to provide their social security numbers and the apparent adverse action
that probably occurred. Plaintiff has generally plead violations of 15 U.S.C. 816810 and 15
U.S.C. § 1681In though it does not appear to press the “adverse action” aspect of these sections.
Whether Plaintiff wants to pursue those other potential violations, whether she must amend her

17 Discovery this far has shown that AIG does not appear to be entirely honest with its customers in
collecting information. According to the AIG caller instructions, if an AIG representative is asked by the consumer
why a social security number is necessary, the AIG representative is instructed to state that the customer files are all
indexed by social security number. In truth, however, Donald Procopio, senior vice president of AIG, testified at his
deposition that AIG requests the consumer’s social security number in order to facilitate obtaining the consumer’s

credit report. (Procopio Depo. at 57.) Consistent with this finding, Wardzinski further stated at his deposition that
AIG indexes its files according to customer ID numbers that bear no relationship to a customer’s SSN. (Wardinzki

Depo. at 150.)
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complaint to do to and whether any othe. defenses would bar such claims are issues which remain
unresolved. Therefore, the Court will retain Counts | and 1l of the Plaintiffs complaint at least for
the present time.

In Count EI, Plaintiff alleges that AIG obtained and used her report under false pretenses
in violation of the FCRA. 15 U.S.C. § 1681q. It is well-established that if a person obtains and
uses a consumer report pursuant to a valid permissible purpose authorized by the FCRA, 15
U.S.C. § 1681b, it cannot be liable under a false pretenses theory. See Duncan V. Handmaker, 149
F.3d 424,429 (6IhCir. 1998); zamora V. Valley Fed. Sav. & Loan Ass'n, 811 F.2d 1368, 1370
(10t Cir. 1987). Because the Court concludes AIG had a permissible purpose for obtaining the
Plaintiff’s credit report, Count IH is dismissed.

At this stage, the Court also must deny Defendant’s motion to dismiss Count VIH,
Plaintiffs state law invasion of privacy claim. Although it is true this Court held in McAnly V.
Middleton & Reutlinger, 77 F. Supp. 2d 810, 815 (W.D. Ky. 1999), that a state law privacy claim
cannot be based on a lawful disclosure under the FCRA, that case involved a claim in which the
disclosure was concomitantly found to be lawful. The Court has not yet made its final
determination on that point in this case. Rather it has more narrowly concluded that AIG had a
permissible purpose to obtain the report; whether or net the rest of its actions - in particular how
it went about obtaining Plaintiff’s social security number - were permissible the Court is not
prepared to say.

The Court denies Defendants’ motion to dismiss Count X, Plaintiff’s allegation that AIG
and MBNA’s conduct constituted an unlawful civil conspiracy. Under Kentucky law, a civil

conspiracy is a “corrupt or unlawful combination or agreement between two or more persons to do
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by concerted action an unlawful act, or to do a lawful act by unlawful means.” McDonald V.
Goodman, 239 S.W.2d 97, 100 (Ky. 1951). AIG has admitted that it had a contractual relationship
with MBNA and there is some question as to how or where AIG obtained the Plaintiff’s social
security number. The facts thus far create the possibility that subsequent discovery might reveal
that AIG had a permissible purpose when it obtained Plaintiffs consumer report, but that it
nevertheless obtained that report through an unlawful means.

Finally, Plaintiff at this stage has yet to identify any “Unknown Persons” who, as
employees of AIG and MBNA, should be held personally liable for their actions. Therefore,

Counts 1V, V, VI, VII, and IX are also dismissed.

The Court will enter an order consistent with this Memorandum Opinion.

JOHN G. HEYBURN D
CHIEF JUDGE, U.S. DISTRICT COURT

cC: Counsel of Record
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UNITED STATES DISTRICT COURT
WESTERN DISTRICT OF KENTUCKY
AT LOUISVILLE

CIVIL ACTION NO. 3:00-CV-614(H)

KATHLEEN SCHARPF PLAINTIFF

V.

AIG MARKETING, INC., et al. DEFENDANTS
ORDER

The Court has considered the parties cross motions for summary judgment. Being

otherwise sufficiently advised,

IT IS HEREBY ORDERED that Plaintiff’s Motion for Summary Judgment as to liability
on the grounds that AIG lacked a “permissible purpose” when it obtained her credit report, is
DENIED. Counts | and H are retained pending resolution of other issues, including those
discussed in the Memorandum Opinion.

IT IS FURTHER ORDERED that Defendants’ motions for summary judgment are
SUSTAINED IN PART and Count ID is DISMISSED WITH PREJUDICE and Counts 1V, V, VI,
VIl and I1X are DISMISSED WITHOUT PREJUDICE.

IT IS FURTPIER ORDERED that Defendants” motion for summary judgment is DENIED

as to Counts VIE and X.



This  day of January, 2003.

JOHN G. HEYBURN u
CHIEF JUDGE, U.S. DISTRICT COURT

cC: Counsel of Record
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March 28, 2003

Representative Bruce Weyhrauch
Chairman, House State Affairs Committee
State Capitol, Room 102

Juneau, AK 99801-1182

Re: House Bill 47
House Bill 5

Dear Representative Weyhrauch:

I am writing to you on behalf of State Farm regarding House Bill 47 and House Bill 5.
| understand there is going to be a time limit for individual testimony, so | thought it might be
helpful to provide some additional background information. To that end, I am enclosing
herewith a copy of a March 5, 2002, letter I sent to Senator Stevens of the Senate Labor and
Commerce Committee relating to the creditscoring legislation pending before that Committee
last year. | am also enclosing herewith a copy of a work draft we reached agreement on last
year with the sponsor of Senate Bill 320. Finally, I am enclosing herewith a copy of a
brochure that explains State Farm’s underwriting model.

| appreciate the opportunity the Committee gave to me to testify earlier this year. 1 was
asked a number of questions during that hearing about studies that might show the effect ofthe
use ofunderwriting scores based on credit by various insurers. There are a number of studies
that are in existence. These include a recent review of various studies by the American
Academy of Actuaries and most recently a study done by the University of Texas. | have
enclosed copies ofboth ofthese documents for your review, as well as the very thorough study
done by James E. Monaghan. | am sure you are also aware of the study done by the Alaska
Division of Insurance as well as the Washington Division of Insurance.

The study by the University of Texas was based on 175,647 separate auto policies,
which were transferred to Choicepoint. Choicepoint then provided credit scores for this
sample of polices. This study found “there is less than a 1 in 10,000 chance that the
relationship observed between credit score and relative loss ratio could be due to chance
alone.” The charts contained in this report vividly demonstrate the relationship between credit

score and loss.



Lessmeier &. W inters

Senator Dave Donley LAWYERS -
March 28, 2003 He

Page 2

You are probably also aware that the issue of credit based insurance scoring has been
before the National Association of Insurance Commissioners. We understand the NAIC
recently asked to American Academy of Actuaries to review the recent studies mentioned

above.

We continue to believe this tool to be a very valuable one and urge the Committee to
allow its use. Should there be any further information we can provide to you, please let us

know.

Sincerely,

LESSMEIER & WINTERS
By:

MLL/caf

Rep Weyhrauch-01-MLLwpd.wpd
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To: House State Affairs Committee, 1-907-465-2273
Representative Bruce Weyhrauch

From: Philip H. Mink, President
The Insurance Center, an Alaskan Corporation

RE:  Public Hearing for HB 47 and HB 5
Insurance Discrimination by Credit Scoring

Thank you for allowing an open discussion on Credit Scoring. | liave over 30 years of
company underwriting, wholesale and Insurance Agent ownership experience. The last
21 years has been in Alaska, providing specialty products for the more difficult lines of
business. | think a thumbnail presentation of the history behind Credit Scoring is

important.

The Venice merchants sending ships through the Mediterranean Sea to open trade with
the Far East began the concept during the middle ages. They would ban together a fleet
to make the venture and distribute the profit between participants, including those that
lost ships or cargo in the venture. Participants had to provide adequate crews, sea worthy

vessels and trained captains.

Credit Scoring was carried through out Europe during the Renaissance. The Lloyds
coffee house was a meeting place where financial interests met with merchants and
underwriters to finance business ventures into the new world. They spread the exposure
of loss among several participants, insuring no one financier would suffer catastrophic

failure.

Today, Insurance consumers benefit from Credit Scoring. Insurance consumers that have
good credit ratings get better insurance rates. They are more financially able to respond

to maintenance and unforeseen events.

Eliminating insurance underwriting Credit Scoring is likened to attorneys being barred
from discovery before trial or a banker not being able to review a credit report for a loan
consideration. Insurance rates and premiums could level out, but only towards highest

end of the spectrum, affecting ail consumers adversely.

Please letthe American Free Enterprise system work. Further regulation will only stifle
insurance markets in a State that is already market poor.

Thank your for your time.



House bills5 & 47

Subject: House Bills 5 & 47
Date: Wed, 26 Mar 2003 23:31:07 -0900
From: Ron Sexton <rksoldotna@gci.net>
To: Ginny Austerman <Ginny_Austerman@ Legis.state.ak.us>

March 26, 2003

House Bills 5 A 47

Dear Fellow Alaskans:

| am opposed to any type of credit ncoring for any insurance purposes. | have been told, by an
agent, that he only gets objections on credit scoring from people with poor credit. That is
definitely not my case! There are legal, personal and character issues involved.

The insurance companies, for a home owners policy, don't ask if you srnoke, drink or do drugs.
They don't ask for urine and blood samples. |was told that credit scoring is a "tool" that the
insurance industry uses to write "better business". Well, the above questions could be "tools" for
writing "better business” too and in the case of life insurance are used. These types of
guestions and verifications would show possible risk factors. | would do the above if asked but |
will not give my SSN out to anyone that doesn't have a tax related need for it.

At the present time, | am required to give a lost history report. | have no problem with that. The
insurance company can do a drivers report. They can do a personal interview and a inspection
of my property that 1 want insured. If they want to check out other public sources of information
they can go to the courthouse and check out small claims, civil and criminal records. They could
even check the Permanent Fund records for claims against people who fail to meet their
obligations. Ithink this is more then enough information for any company to do an evaluation.

Asking me to give my SSN, which is my private number for income tax purposes only, is an
violation of my privacy and the law and in my opinion a conspiracy of the insurance industry to
get access to information that has been collected by a third party with or without my
knowledge. The fact that | must give my permission for them to use my number demonstrates

that it is a private number and it should stay that way.

| urge you to pass a bill that will eliminate the need for credit scoring and thereby the need for a
Social Security Number, for any type of insurance, whether for personal or business needs.

Sincerely,

Ron Sexton

Owner

Trinity Enterprises dba Trinity Greenhouse
P.O. Box 882

Soldotna, AK 99669

WK 907-262-9242

HM 907-262-4177
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Subject: HB47 Important!
Date: Wed, 05 Feb 2003 11:41:32 -0900
From: Ron Sexton <rksoldotna@gci.net>
To: Representative Bruce Weyhrauch@Ilegis.state.ak.us

To whom it may concern,

| need to express my concern about the insurance industry having the need to collect credit
information, in order to price their insurance policies to potential customers. They do not ask
for lost history reports from people who are shopping for new insurance coverage. They just
seem interested in credit information and the red flags that information will bring up.

The discrimination that is taking place because of this policy is outrageous. |think this policy is
two fold. First, people who have insurance will be forced to stay with coverage they have in
order to keep insurance enforce without having to give up their personal information to shop
around. Second, "you do allow a credit check, to find some reason to put people into a higher
rating. If this were not so, why don’t they ask for lost history reports? If you don't have any
insurance history, isn't that in and of itseif possible reason to increase the rate, until a track

record is established.

In order to get a quote on coverage, they want your social security number to run the check.
The Social Security Administration states "Prevent identity theft - protect your Social Security
number", form #SSA-7005~SM-SI (10-2002). We have become so loose with giving this
number out that we now face identity theft in our society in a big way.

| for one have never participated in any credit card offer. So what do you think my credit report
would show? Some people have said to me how do you rent cars or get advanced room
reservations. Just let me say" there is more than one way to skin a cat". My wife and | have
no problem in living life without credit cards. The requirement of needing the social security
number, for any other purpose than what it is mandated for, is use and abuse of our personal

freedom.

I ask you this, how many times has an insurance agent been on your property to evaluate their
risk in insuring your property? They do it sight unseen. | have lived in Alaska foi 28 y. jrs and
26 of those years on the same property. | have never had an insurance agent on my property.
They now want to use our credit information to see just what risk we are to them, while they sit

in their office and drink coffee.

I encourage the passage of this bill. | would also recommend it include business insurance for
the same reasons. My business property has had only one insurance representative on site in
the 27 years of coverage. They are the current underwriters and have offer the best price and
coverage and service over any other company we have had. They did not ask for any credit

review!

Let us stand united on preseiving our personal identity and freedoms. It is time to say enough,
on information gathering.

Sincerely Submitted,

Ron Sexton
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FOR IMMEDIATE RELEASE « February 9,2002
CONTACT: Rep. Crawford (9072; 465-3438
Sen. Elton (907846 4947
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Elton, Crawford Bills Prohibit Discrimination in Insurance Rates

Bills ban use of credit score to rate auto and home insurance.

JUNEAU - Sen. Kim Elton (D-Juneau) and Rep. Harry Crawford (D-Anchorage) introduced bills to
prohibit the use of credit scores in underwriting and rate setting for home and auto insurance.

The insurance industry began using credit scores in underwriting and rate-setting in Alaska in 1993. The
industry claims there is a strong correlation between a consumer’s credit score and the likelihood that the
consumer will file a claim, but they won’t explain why the correlation may exist. Credit scores are generated by
third-party organizations that run a consumer’s credit history through a secret formula. The credit score and the
method of its generation are unavailable to both consumers and insurance regulators. This leaves insurance
regulators without the knowledge they need to fulfill their statutory obligation to protect Alaska’s consumers

from discrimination.
“Credit scoring is bad business in Alaska,” said Elton. “Why should an Alaskan who doesn’t believe in

buying on time, but who has a good driving record pay higher car insurance premiums? Why should a woman
who divorces a bum but has a good c.iving record pay a lot more for car insurance? Why should a couple who
Is approved for a home mortgage not be approved for the insurance coverage necessary to purchase the house?"
“Self-employed workers, recent divorcees, and members of minority and religious groups can be denied
insurance if a credit bureau scores them low,” said Crawford. “Discrimination in any form is objectionable, but
when it works economic hardships on groups and individuals without explanation, we have to put a stop to it.”
Crawford also noted that many older Alaskans prefer to pay cash, saying, “Our seniors aren’t an
insurance risk simply because they don’t choose to borrow. How can you defend a rate-setting method that says
tney are?”
Credit scoring has been a topic of debate across the nation, and research in other jurisdictions has shown

clear evidence that the method is discriminatory. One report, done by the Maryland division of insurance,
showed that credit scoring resulted in low-income families paying up to twice as much for insurance premiums,

regardless of claim history.
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Kreidler's weak case to limit ‘credit scoring’

Insurance Commissioner Mike K< idler proposes to restrict the use of 0 E-mail this article
"credit scoring” by insurance companies. He has made an interesting © Pprint this article

argument but has not proved his case.

It was in the early 1990s that insurance companies found a correlation between people's use of credit
and their claims on auto and homeowners' policies. Progressive Insurance, a California company,
assigned policyholders to 18 credit scores — a formula that considers whether a person is a recent
bankrupt, late in payments, has opened an unusual number of credit lines, etc. The group with the
worst score had claims about two-and-a-halftimes greater than the group with the best score.

Allstate also found a strong correlation with credit and claims.

Are they saying they can predict car accidents by looking at how people manage their credit cards?
Yes. They say it and are doing it. The question is, should it be restricted?

Commissioner Kreidler thinks no one should be denied coverage on account of a poor credit score,
and that it should affect rates no more than 20 percent. Why? Because he has seen a number of cases
that he thought unfair. One person went bankrupt because ofa medical crisis. Another, an immigrant

from a culture without bank cards, didnt have credit.
Medical crises may be insured against. People who move here are presumed to learn our ways.

If car insurers were proposing for the first time to use the driving record, there would be hard-luck
stories too: the story of the undeserved ticket; the story of the accident that was the other guy's fault.
And on the use of age and gender, countless;)arents have thought, "My son is not one of these hot-rod
drivers. So he's 16. Should it cost that much?"

If the state were to mandate only a 20-percent extra premium for 16-year-old boys, whose premium
would have to be raised to pay the claims? That is the problem with the 20-percent cap Kreidler

proposes: For every nickel it saves A, it will penalize B.

Kreidler worries that a high rate will cause the poor to drop their coverage. But, according to the
companies, prudence is not related to income. Some ofthe poor benefit under the credit scoring and

some don't.

The other tiling that disturbs Kreidler about credit scoring is that no one can say why it works. Ask the
insurers to explain why men have more car accidents than women. They don't know. Their interest is
in the fact. So, too, with credit. It is a fact that people with poor credit are poor risks for wrecked cars.

http://seattletimes.nwsource.com/cgi-bin/PrintStory.pl?document_id=134396739&zsection_... 2/7/2003


mailto:resale@seattletimes.com
http://seattletimes.nwsource.com/cgi-bin/PrintStory.pl?document_id=134396739&zsection_

The Seattle Times: Kreidler's weak case to limit 'credit scoring’ rage = m z

If our insurance commissioner would ask the companies to ignore their discovery, he needs a stronger
case than this.

Copyright0 2QQ2 The Seattle Times Company
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Subject: USATODAY.com - Bad credit boosts insurance costs
Date: Tue, 04 Mar 2003 10:22:07 -0900
From: Jay Hardenbrook <Jay Hardenbrook@legis.state.ak.us>
To: Ginny_Austerman@legis.state.ak.us

Just a little

to you yesterday,

problems.

Thanks,
Jay

something extra to add to the packet. |

tried to send it

but wasnt' sure if you got it with all of the email
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Bad credit boosts insurance costs
By Thomas A. Fogarty, USA TODAY

Credit trouble doesn't just make it hard to get a loan. For many, it's
increasing the cost of insurance.

Two dozen state legislatures are looking at curbing the growing practice
of using a customer's credit history to predict insurance claims. Nearly
every auto insurer in the USA has started to assign a score to a customer's
credit history'. Practices vary, but the score is used in deciding to issue a
policy, to renew it, or to price it. Credit scoring is becoming the norm for
home insurers, too. The Washington legislature this month became the

s first to significantly restrict credit scoring for insurance.

Political backlash is building because of cases like that of Lanry Jackson
and his wife, Elizabeth Alexander, of Kirkland, Wash. Last fall, their
auto insurer raised their rates 40%. The bump followed six years of
accident-free coverage and timely premium payments. But the insurer
decided to factor credit scores into pricing decisions; that brought up a
bankruptcy filing from seven years ago.

"My wife and | are careful drivers, and our credit has not been an issue
for a number of years," says Jackson, 45, a mining engineer.

Not in dispute is the ability of credit scores to predict broadly the

3/4/2003 11:57 AM
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likelihood of future claims by a certain type of customer.

Credit scores work in insurance calculations, says Lamont Boyd of
credit-scoring firm Fair Isaac, because "the vast majority of people tend
to do things in a certain way." Thus, he says, those who manage their
credit well also tend to leave home early enough that they don't have to
drive recklessly to get to work on time.

Joe Annotti, spokesman for the National Association of Independent
Insurers, says banning the use of credit scores by insurers could increase
rates for good credit risks because insurers could no longer distinguish
good risks from bad.

Student Loan Consolidation - If you have $10,000 or more in student loan debt and

have started repayment, you may qualify for the Federal Student Consolidation Loan.

You can save 52*/. d month and tower your interest rate to 2.25*/.. Click liere for more info >
FinancialAid.com
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COLUMNS By Devery Prince

L3 For the Journal

Centuries ago, anyone with a new idea that went against popular
belief was shunned by society or its leaders. It didn't matter if they
could prove their idea; the fact that it went against the beliefs of tf

SPEC'AL SECT'ONS day made it detestable to th(_)se W_ho wanted to maintain the sta_tus
quo. A well-known example is Galileo, who was sentenced to prisor
for writing that the earth is not the center of the universe.

Today, some members of the state legislature appear ready to
eliminate insurance companies' ability to use credit information for
insurance scoring simply because they don't understand it. The fac
is numerous studies have proven that using certain information
contained in credit reports is an accurate predictor of insurance

losses.

Two of the largest statistical consulting companies,
Tilinghast-Towers, Perrin and Fair, Isaac have both published studi<
sriuwing a statistically significant correlation between credit scores
and insurance losses. Studies such as these employ statistical
analysis methods similar to those used by universities, scholars,
laboratories, businesses and a host of other groups for their

research.

If you discredit the studies proving the accuracy of the use of credi
scoring, then millions of other studies must be invalidated because
they all depend on similar mathematical models to determine

iof3
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relationships between factors. Opponents of the use of credit have
yet to produce a single study that suggests that credit history is no
a valid predictor of insurance losses.

Instead of looking at the compiled data and research on millions of
insurance customers, the critics endlessly repeat statements that
have no credible evidence or studies to back them up. The volume
evidence compiled by insurance and independent research
companies overwhelms the anecdotal reports being fed to the
unknowing public by those opposed to credit scoring.

The bottom line is that the insurance industry wants to be able to
use the tools that will allow customers to pay premiums that
accurately reflect their risk of loss. Just like factors such as age,
marital status, gender, driving record, miles driven and car type, a
insurance score based on credit has proven to be very accurate in
predicting the likelihood of insurance losses. If these weren't valid
predictors, the insurance industry wouldn't use them.

Credit is, as proven by studies and industry data, the single most
powerful predictor of future loss and aids the industry in fairly and
accurately pricing insurance for consumers.

Banning the use of credit will take away the ability of insurance
companies to identify responsible customers who should be
rewarded with lower premiums. Instead, those responsible
customers will have to pay higher premiums to subsidize those wh<

are more likely to incur a loss.

Is it fair to use unproven accusations against the use of credit simp
because someone doesn't understand it or because it is new? The
unfortunate victims of this campaign will be those whose good
insurance scores show that they are less likely to incur losses, and
yet will be forced to pay more because this accurate factor cannot

considered.

Make no mistake: Someone will pay for the costs. The difference is
that some legislators want one group to subsidize another group in
the form of higher premiums, and insurance companies just want t
reward those who are less likely to incur losses.

Devery Prince is the principal of Anchorage-based Devery Prince

Agency, which provides insurance to individuals and businesses
across Alaska. He can be reached at 907-2.79-9000.
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Credit scoring is a useful tool for insurance companies; don't ban it

As an Alaska insurance agent, | am very concerned about proposed legislation
that would ban the use of credit for setting insurance rates. Those who
question credit's validity need only to look at the numerous studies that prove
its accuracy in identifying people who should receive discounts because they
will have fewer losses.

Your editorial of Jan. 26 brings up some valid points on the use of credit for
insurance scoring, such as medical catastrophes. These issues can be
addressed with some reasonable limitations. However, the philosophy of "I
don't like it or understand it, so let’s ban it" ignores the irrefutable fact that it
is accurate and helps to promote healthy competition in the insurance
industry, something Alaska desperately needs.

Let's not allow the government to pass another law to restrict business,
especially a law that will prevent insurance companies from identifying people
who should be rewarded for responsible behavior. If any of these bills pass,
those who will suffer will be consumers and small-business owners like me.

— Devery Prince

Anchorage

Credit scoring rewards consumers who will incur fewer losses

As an insurance agent who takes pride in providing my customers with
outstanding service and fair rates, | was disappointed by your editorial
(Credit scoring: either reform or abolish this insurance shortcut,” Jan. 26)
endorsing legislation banning the use of credit to set insurance rates.

The reason credit is a predictor of risk is not "magic.”" Numerous scientifically
designed studies and data from the industry have proven the connection
between a person's credit history and the number of losses they will incur.
The way a person cares for their finances can reflect the way they maintain
their homes, and taking financial risks can mirror risky behavior in activities
such as driving. Why would the industry use it if it wasn't accurate?

Credit scoring will allow an insurance company to reward consumers who will
have fewer losses with lower rates. If we have found an accurate predictor so
we can offer those discounts to the majority of our customers, why should it
be taken away by the Legislature? That seems highly unfair to those people
who are responsible and deserve good insurance rates. People with
responsible behavior should not have to subsidize the insurance rates of

those who are irresponsible.
-- Stan Tebow

Palmer

Begich is a candidate for change after nine years of stagnation

It's refreshing to see Mark Begich is running for mayor. | was afraid he'd sit
this race out and let the two other candidateS'go to battle.

3 0f6 3/28/2003 1:29 P
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By RICHARD L. LOWELLEIlen Goodman
comment

(Published: February 24, 2003)
Insurance crisis demands attention

As a veteran insurance broker with 26 years of experience in Alaska, | am
alarmed by the never-before-seen insurance crisis in our state with regard to
the large number of personai-lines companies ceasing to do business in
Alaska. My fear is that, if this trend continues, the effects will be disastrous
for consumers, our businesses and, ultimately, our economy. That is why it is
imperative that we examine what the Legislature is proposing very closely
while there is still time to make corrections.

As evidenced by three bills in the Legislature, a recent concern is the use of
credit scoring to obtain a proper insurance rate. While all of us know of
isolated circumstances where credit scoring may have had a negative impact
on an individual consumer, the hard reality is that if the Legislature does not
allow insurance companies to use some sort of credit scoring as a tool in
conjunction with other guidelines, they will cease doing business in Alaska.
This will reduce even further the number of insurance companies operating

here.

The benefit to consumers of the use of credit is that those who will have
fewer losses can be more easily identified and rewarded with discounts.
Credit is another predictive factor such as age, marital status, gender and
type of car. Good drivers should not be made to unfairly subsidize poor
drivers.

| believe that a compromise is needed between the insurance companies and
the Alaska Division of Insurance. It is critical to ensure that both consumers
and insurance companies are being protected and treated fairly. The past few
years have been extremely difficult within the tumultuous insurance industry.
Alaska has lost many national companies representing home and auto
including Kemper, Fireman's Fund, AAA, United Pacific, Deerbrook,
InsurQuest, Colonial, Windsor, Atlanta Casualty, Industrial Indemnity, Alaska
Insurance Co. and Continental. In particular, the loss of two major home and
auto companies, Fireman's Fund and Kemper, were especially difficult for the
market. Fortunately, many of these customers went with Safeco, a company
that uses credit scoring in addition to its other underwriting guidelines.

Another major concern is the hastiness of this legislation at a time when a
new director of insurance is being selected. Ideally, the new director should

3/28/2003 2:59 PV
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;Stores arid'seWices' be given time to get situated into the new position and work toward a
statewide.". ;@ compromise between the insurance companies and the Legislature.

actvoo) News;:.

Find yqurohiid’s The proposed bills to ban the use of credit scoring are very shortsighted. We
(Sjl(;aﬁ?)r(?loNrg\t/\lllgl‘Also'\ need healthy insurance competition in Alaska. Banning the use of credit

learn about ’ scoring will serve only to drive more companies from our state as well as take
AU || M § away a valuable, proven tool to set rates fairly. The Legislature should
ljritiratirin. A withhold any action until the new director of insurance achieves a

compromise that benefits everyone.

Richard L. Lowell is an independent insurance broker with Ribelin Lowell and
Co. in Anchorage.
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Date: Tue, 28 Jan 2003 08:01:46 -0900
From: Jay Hardenbrook <Jay Hardenbrook@Ilegis.state.ak.us>
To: Ginny_Austemian@legis.state.ak.us

Just a little something extra to add to the bill packet on HB 5.

Thanks,
Jay
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(Published: January 26, 2003)

Insurance companies love the practice of credit scoring because it’'s cheap
and easy. By some magic known only to actuarial wizards, a person's credit
records can be converted into a number that companies find useful to
decide whether to insure a person or how much to charge him. No need to
spend a lot of time tracking down motor vehicle files, checking property
records or evaluating other information that directly bears on what kind of

risk the applicant poses.

And if there is no logical connection between a person's credit history and
the odds she will make auto or home insurance claims? No problem. It's

magic, but it works.

Except that it doesn't always.

Some people with good driving records get socked with big rate increases
because of what's in their credit file. Some people with good credit but bad
driving records get lower rates they don't deserve.

Some people have less than perfect credit records for reasons beyond their
control. They may have suffered a medical catastrophe. A recent divorce
may have scrambled their finances. An angry ex-spouse may be

withholding child support payments.

And the whole exercise of credit scorina is Dramised on the assumDtior. that
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what is in a person's credit file is accurate. Many an Alaskan can testify to
the contrary.

Credit scoring has drawn plenty of criticism, even from inside the insurance

industry. The National Association of Professional Allstate Agents has

condemned it on multiple grounds. The methodology is secret, with no

oversight by state insurance commissioners. Credit scores can change

frequently, calling their reliability into question. Noting the impact it has on

minorities, the poor, senior citizens and others who don't use much credit,
*-Trilfi' com e v > the group calls credit scoring "a new method of redlining."

Get information b i j i '

travel, relocation and . Anchorage state Sen. John Cowdery, R-Lower Hillside, is leading the charge
entertainment. The to ban credit scoring in Alaska. Hardly an advocate of big government, he
;‘;S'W”?;Z'S'Ig.ﬁtpcg’te?;_ knows first hand from his daughter's experience how credit scoring can
st6resand'services. _ punish someone with a clean driving record. He's joined by colleagues from
statewide. ;o> o i both ends of the spectrum: conservative Republican Fred Dyson of Eagle
School News River and Democrats Kim Elton of Juneau and Gretchen Guess and Johnny
Kind ydurxhild's® -f Ellis of Anchorage.
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Credit scoring issue may drive into Legislature
RECORD: Opponents charge discrimination while insurance companies
call it a valuable tool.

By Cathy Brown
The Associated Press

(Published: January 14, 2003)

Juneau — When state Sen. John Cowdery's daughter's insurance rates skyrocketed after
she got a new truck last year, he was outraged.

He said his daughter had a clean driving record but the insurance company jacked up her
premiums because of her credit score.

As chairman of the Senate Transportation Committee last year, Cowdery was in a
position to do something about it. He introduced legislation to ban the use of credit

scoring in setting insurance rates.

The bin did not make it through the Legislature last year, but Cowdery, R-Anchorage, is
introducing the measure again. He's co-sponsoring it with Sen. Kim Elton, D-Juneau.

Reps. Harry Crawford, D-Anchorage, and Mike Chenault, R-Nikiski, are introducing similar
bills in the House. The legislative session starts Jan. 21,

The lawmakers say the practice unfairly discriminates against people who may be good
insurance risks, despite not having great credit scores.

The insurance industry argues, however, that there is a statistical correlation between
bad credit scores and higher insurance risks and that not using the scores would penalize

people who are a lower risk.

After Cowdery’s daughter's case prompted him to investigate credit scoring, Cowdery
said, he began hearing from other people whose rates had risen because of the practice.

"People came out of the woodwork talking about this,” Cowdery said.

The use of credit scoring has hecome increasingly common in the insurance industry and
about two dozen states considered limiting it last year, Elton said. Washington state

passed a lbw restricting the practice.

Elton said credit scoring can unfairly discriminate against people who may have poor
credit for reasons unrelated to the home they own or their driving habits.

Minorities, rural residents, senior citizens, and groups that for religious reasons do not
believe in using credit are especially at risk, Elton said.

"Forexample, in rural Alaska where you have seasonal employment, you often deal with
a grocery store kind of off the cuff, and you get carried until employment happens the
next season," Elton said. Also at risk are people overwhelmed by high medical bills, he

said.



Nicole Mahrt, a spokeswoman for American Insurance Association, defended the practice.
Insurance companies do still use traditional factors, such as driving history and age, to
set rates, but they've found credit history is also useful.

"It statistically is very effective in predicting losses,” she said. "So essentially it helps
people that are a better risk not subsidize those that are higher risks."

Insurance companies can account for factors that would unfairly brand someone a bad
risk, such as those who never buy on credit, and look for other information in setting

their rates, Mahrt said.

Also, the people who develop the models for insurance companies are trying to find a
way to pull medical bills out of the formula so a serious illness does not unfairly push up
auto and homeowners insurance rates, Mahrt said.

Different insurance companies give more weight to some credit factors than others, so
consumers can shop around if they do not like the rates they are quoted, she added.

Elton said while there may be a statistical correlation between credit risk and insurance
claims, in practice using credit scores can lead to bizarre outcomes.

An insurance agent relayed an anecdote about a person convicted of DWI paying less for
insurance than a person with a bad credit score, though both drove identical vehicles,
Elton said.

Elton said he believes the legislation has a good chance of passing this year because
supporters began educating their colleagues about it last year.
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