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The Facts About Credit Information and I nsurance

The use of credit history, one of many underwriting toolsto help identify people who could have
insurance losses, is not a new concept and onethat hasreceived strict scrutiny from insurance regulators
and consumer advocates around the country. Some insurers have used individual credit historiesin
underwriting insurance since the 1980s and the Fair Credit Reporting Act strictly regulates the use of
credit reportsby insurers.

The relationship between how a person handlestheir personal finances and the possibility of insurance
losses has been established and accepted for many years. Peoplewith their financial housein order tend
to have fewer losses. Insurance companies need to charge premiumsthat are adequate to pay for
expected losses. Any information that improvesthe ability to assessrisk lessens the extent to which those
who present high potential risk are subsidized by those who present lower potential risk.

Over theyears, there have been a host of independent studiesto determine the link between credit
histories and insurance losses.

Oneof thefirst major studieswas conducted in 1996 by Tillinghast-Towers Perrin at the request of the
National Association of Insurance Commissioners. Thefindings of the study indicated a 99 per cent
probability that thereisa relationship between credit scoresand the likelihood of someone filing a claim.

In 2003, The University of Texas McCombs School of Business completed a study of the relationship
between credit and insurance losses. The study was based on a database of 150,000 automobile insurance
policies. The study concluded that thereisa significant connection between credit scores of individual
insurance consumers and lossesincurred for that policy. Overall, lower credit scoreswere associated
with larger losses.
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The Virginia Bureau of Insuranceissued areport in December 1999 to the Virginia Assembly on the use
of credit information. The Bureau examined the development and application of one scoring system and
cameto thefollowing conclusion. “Based on the Bureau’sfindings, there appearsto be concrete data
indicating that a correlation exists between credit scoresand losses. From this purely statistical

per spective, therefor e, the Bureau isunable to make a recommendation prohibiting the use of credit
scores in the underwriting process.”

The most exhaustive study of thisissue was conducted by the Texas Department of Insurance, released in
January 2005 and looked at data for 2.2 million insurance policyholders. The data used in thisstudy
sur passes statistical information used in may other published studies and includesrace and ethnicity at
theindividual level rather than the aggregate level used in previous studies (zip codes, censustrack data)
The study methods, findings and conclusions wer e peer reviewed by two leading universities and the
Texas Office of Public Insurance Counsel.

Among the conclusions of thisstudy is* Preliminary findings indicate a strong relationship between
credit scores and claims experience. Poor credit scores are associated with increased claims activity.”

In January 2005, the Dr. Robert Hartwig, Senior Vice President and Chief Economist for the Insurance
Information Institute analyzed the Texas Department of I nsurance study and cameto the following
conclusions:

e Theaverageloss per vehiclefor peoplewith the wor st credit scoresis doublethat of people with
the best scoresfor thisgroup.

e Homeownersinsurancelossratiosfor peoplewith theworst credit scoresaretriplethat of people
with the best scoresfor thisgroup.

e Driverswith the best credit areinvolved in about 40 per cent fewer accidentsthan those with the
wor st credit for thisgroup.

e Thosewith the poorest credit histories generated auto losses mor e than double that of those with
the best scores.
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Even though insurance scoring models do not consider ethnicity, religion, marital status, handicap,
address, nationality, age, income or public assistance sour ces of income, some critics believe that the use
of credit information by insurers may negatively impact certain ethnic groupsor people of lower income.

Dr. Hartwig’ sanalysisincluded statistics that show homeowner ship among minoritieshasrisen up to 48
per cent between 1994 and 2003, to record high levels. Thisclearly illustrates that minority groupsare
purchasing homes and are using their good credit to purchase theinsuranceto protect those homes.

This study also shows that between 1995 and 2001 homeowner ship rates have increased much faster for
minority groupsthan for whites.

e Hispanic American homeowner ship increased 45.9 percent.
e African American homeowner ship increased 23.2 per cent.
e White Americans owning homesincreased 10.7 percent.

Because you can’t buy a home without insurance, the statistics show that insuranceisclearly available
and affordable, including to millions of Americans of modest means and all ethnic groups.

By using credit information, insurance companies have reported they are able to accept some customers
that would have been denied coverage using more traditional underwriting criteria.

The Texaslaw related to use of credit in insurance scoring isamong the strongest and most consumer -
protective in the country. Peoplewith little credit history, credit problems dueto medical bill collections
or extraordinary life events and multiple inquiriesfor the purchase of a car or home ar e not negatively
impacted by the use of credit scoring in insurance.

From all the studies cited, it would belogical to concludethat restricting the use of credit histories would
result in financially prudent policyholders, many of whom are minorities or in low income households,
subsidizing those who ar e lessresponsible and pose greater risks.

January 2005
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