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Credit Scoring in Insurance

Introduction

I work as an agent at General Insurance Agency, in Huxley, Iowa.  A couple of months ago, I was at a convention for the Independent Insurance Agents Association of Iowa, in Des Moines.  I overheard another agent talking to a representative from Fair, Isaac, & Co.  This agent said something along the line of this:

I sell both real estate and insurance.  There has been an occasion where I have sold someone a $100,000 house, and received $1500 in commission.  I then attempted to sell this client insurance on his home, with a total premium of $350 a year, giving me commission of about $50 bucks.  Bottom line is, the client was approved by the bank, but denied the insurance by the insurance company.  My question to you is, should I stick to real estate?

While this agent obviously had some humor in his statement, he was not totally off base in this comment.  Insurance companies more and more are utilizing a variation of a credit score to determine eligibility for insurance.  

One might be asking what in the world one’s credit has to do with insurance.  The answer is simple.  Insurance professionals have determined scientifically that there is a direct correlation between your credit rating and the frequency and severity of your claims.  Actually, one independent analysis by Tillinghast-Towers Perrin, found a “99% probability of a relationship between automobile and homeowners insurance claim payments and scores developed to indicate a person’s credit rating.” (Allied Memo)

Some companies that use credit in underwriting found that claims among lower credit ratings are up to 60% higher.

This is a topic that is of some debate right now, because some view it as a form of redlining, an illegal practice in insurance.  I will divide this paper up into three different areas.  One, I will define a credit score, and differentiate between an insurance credit score, and the traditional credit score used by lending institutions.  Two, I will outline the points against the use of credit scoring in insurance.  And finally, I will outline the points for using credit scoring in insurance.

Credit Scoring

The concept of credit scoring in insurance was basically developed by Fair, Isaac & Co.  What they did was develop a computerized model that would assign a number, the insurance score, based on a person’s past credit history.  They proved this number predicts the amount and severity of that person’s future claims.  

Companies that use credit scores do so merely to decide which risk classification is most appropriate for each of its customers (Allied Memo).  

There are a few different explanations behind why there is a correlation between credit and claims.  For one, people who are getting behind on their bills may be more likely to turn in a fraudulent claim.  For two, “insurers have found that individuals who manage their financial assets responsibly are similarly careful in handling their investments in their homes and cars.” (Allied Memo)  And, vice versa, people who manage their finances irresponsibly are similarly irresponsible in handling their investments in their homes and cars.

Insurance companies use credit information to make underwriting more accurate and fair to everyone.  The majority of consumers have solid credit histories.  Credit scoring gives them the opportunity to not have to cover the risk in the same “pool” as the group of people with worse credit scores.  It is also important to realize that individual premiums within the group will not vary depending on ones own credit score.  That makes it fair to everyone.  

Credit scoring makes sense.  It has been proven to be a good predictor of risk.  The fact is, according to Progressive Insurance, the majority of their insureds benefit from credit scoring.  In fact, they claim that 64% of their insureds have a lower rate due to credit scoring.  (Progressive Newsletter)

So, who are the people that are opposed to credit scoring?  People with good credit are getting discounts, so they should be happy.  Underwriters’ jobs are getting easier, because the agents have to do some field underwriting.  (In order to provide an accurate quote, agents most of the time need to pull the credit report themselves, and submit the report with the application.)  The people with the less than par credit scores are the ones objecting to credit scoring, because they are the ones paying the higher premiums.  

For these people to object is against the principles of insurance.  Consider this.  A long time ago, it was figured out that there is a correlation between how many traffic violations insureds have and how many accidents insureds get in, or how many claims they have.  Well, credit scoring is just the same.  Nobody is objecting to using MVR reports in underwriting, and credit scoring is the same.  It can be used to prove mathematically, or at least predict, claims.  

Now, how exactly does credit scoring work.  Most companies have what are called tiers.  There are different items that qualify people for different tiers.  One is age.  Driving record, miles driven per year, type of car (high performance cars may not qualify for the best tiers), and credit scoring are others.  Companies cannot deny people coverage strictly due to credit.  What companies can do is knock you down to their bottom tier.  For instance, with Allied, to qualify for their preferred tier, you need to be at least 25 (21 if married), and cannot have more than 1 moving violation.  If someone were to qualify for the preferred tier by driving record, age, and all the other criteria, but their credit only qualified for the standard tier, then the policy would be issued in standard.  

I worked up a few quotes, to give an example of costs.  The first company is Employers Mutual Insurance out of Des Moines.  I actually ran my credit against EMC’s credit criteria, and it came back acceptable all tiers.  Now, truth is, my driving record keeps me out of their best tier, but for this purpose lets say my record is clean.  I quoted my exact policy. 22-year old married male and female.  I used our same cars, a 1999 Grand Cherokee and a 1997 Ford Ranger.  I also used our same coverages, which is: BI 100,000/300,000, PD 100,000, Med Pay 1,000, UM/UIM 25,000/50,000, Comprehensive Deductible 250, and Collision Deductible 500, with Collision Coverage afforded only on the 1999. If I applied the financial stability discount, I could trim 10% off of the final premium.  With Allied, under their preferred tier, I could trim off a maximum of 7%.  Each company is different.  

It is also important to explain the difference between an insurance credit score and a credit score used in lending.  A lending credit score evaluates your use of money.  But insurance scores give weight to data in order to evaluate stability.  This focuses on timely bill paying, and how long you have had accounts open.  As in the situation at the beginning of this paper, it is possible, but not probable, that one may be favorable and one not.  If there is some out of the ordinary activity the month before you buy insurance, the insurance score could be downgraded.  For instance, last month my wife and I both got new credit cards, on top of the one that we often use.  We did this because this card was offering 0% for 12 months, and we transferred a portion of our car loan to these cards.  Now, even though our main card is paid in full from month to month, our insurance score could view these two new cards as out of the ordinary, and exclude us from the tier we want.  In theory, this situation would not affect our lending credit score too much, since lenders would more look at the debt/equity ratio.

There are some responsibilities that agents must assume.  For one, the agent must handle people’s credit information responsibly.  For the agent’s benefit, they do not receive any type of credit number, just a yes or no answer to what tier the customer qualifies for.  This is good news for the agent, because it takes away a potential liability.  It is still the agent’s responsibility to keep what information they do receive confidential.  Some agents are a little leery to use credit, because they don’t think it belongs in insurance.  These agents just simply haven’t been educated enough in the importance of insurance scoring.  

Disadvantages of Credit Scoring

There are some disadvantages to credit scoring.  As mentioned above, the majority of people opposed to insurance scoring are people with less than par credit.  They argue that it is a form of redlining.  They argue that insurance scoring uses information that is beyond their capability to control.  

Another disadvantage of credit scoring is that people don’t think it is fair.  By taking “good credit people” to a different tier, that leaves fewer people in the sub-par tiers, which means fewer people among which to spread the risk, hence higher premiums.  

Advantages of Credit Scoring

There are more advantages than disadvantages in credit scoring.  First I’ll argue against the disadvantage points.  Credit scoring is not a form of redlining.  Credit scoring does not look at age, sex, race, address, income, or anything else that is beyond ones capability to control.  Insurance scoring only looks at one’s ability to pay one’s bills on time.  A higher income bracket person will have, all things held equal, higher bills.  If people are behind on their bills, they will not be in a better tier just because of a greater income.  Insurance scoring also scans for any liens, bankruptcies, etc.  

People with sub-par credit should not think credit scoring is unfair, just like a smoker getting smoker rates in life insurance shouldn’t think it is unfair.  Credit has been proved to be a predictor of risk, and people need to be educated on that.  Under extenuating circumstances, there may be something on the credit report, such as due to identity theft, which can be waived.

Just as Progressive said, the majority of consumers will benefit from insurance scoring.  People want cheaper insurance when they have good driving records, and they want cheaper insurance for having better credit scores too.

The insurance company can write more profitable insurance for more people, and do it more efficiently, thus reducing premiums.  Agents can more accurately quote their insurance premiums, reducing the time to write an insurance policy.  

Solution

After weighing the advantages and disadvantages of credit scoring for insurance purposes, I feel that the best alternative is to use credit scoring in insurance.  If my good credit can lower my insurance premiums, then I am all for it.  The last few years have been rough on insurance companies, with the greater than anticipated amount of losses.  The events of September 11 prove that insurance companies need a way to more accurately predict risk in the future.  Credit scoring has been proven to be able to predict risk, and insurance companies should use this to their, and their clients, benefits.

Conclusion

Credit scoring is a very valuable underwriting tool.  I believe that people who disagree with the concept need to become educated on the benefits. I hope in writing this report I have not sounded one-sided on the subject.  I understand that there are some cases where a score may have been adjusted due to something the insured just simply couldn’t help, and I sympathize, I really do.  But the fact is, that score IS a predictor of claim frequency and severity.  Something that is so highly correlated has to be accurate.
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