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DEFINING KEY TERMS THAT CAME UP REPEATEDLY IN THE HEARING 
 
During the April 30, 2009, NAIC hearing on credit-based insurance scoring (CBIS), discussion turned 
from the present economic climate to social propriety of CBIS.  “Discrimination,” “proxy,” “disparate 
impact,” “proxy effect,” “unfair discrimination,” and “disproportionate impact” – there are many 
concepts that arise in this context.  While they may on the surface seem like subtle differences, it is 
crucial for all those involved in discussing the policy and legal issues to have a common vocabulary 
on this important aspect of the issue. 
 
We caution that no statement included herein may be taken out of context.  This is a summary, not 
exhaustive treatment, of the subject, which we reserve the right to supplement at any time.  
 
Discrimination / Intentional (“Overt”) Discrimination 
 
Definition 
 
A definition for the commonly understood meaning of discrimination is found at dictionary.com:  
“treatment or consideration of, or making a distinction in favor of or against, a person or thing based 
on the group, class, or category to which that person or thing belongs rather than on individual merit.”   
 
Discussion 
 
Because intentional (“overt”) discrimination occurs when a person is treated a particular way based on 
a prohibited factor and because insurers do not use race, a prohibited factor, in underwriting and 
rating, intentional (‘overt”) discrimination is not relevant to the CBIS discussion. 
 
Proxy  
 
Definition 
 
A “proxy” is typically understood as one factor substituting for another.   In the context of this 
discussion, the relevant questions would be does credit or CBIS stand in the place of a prohibited 
factor like race or is one able to determine a person’s race by seeing her insurance score?  The FTC 
framed this by providing that whether CBIS is a proxy for race, ethnicity or income hinges on whether 
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“Disproportionate impact” refers to the pure statistical impact differences.  Some may also refer to this 
as “disparate impact,” but a full disparate impact analysis goes further and it may simplify the 
discussion to refer to the statistical-only difference as “disproportionate impact.”  The Federal Reserve 
study refers to this concept as “differential effect.”2    
 
Discussion 
 
This is not a legal or actuarial concept.  Indeed, it governs the sale of no product or service in our 
economy. 
 
Proxy Effect 
 
Definition 
 
The term “proxy effect” differs from “proxy.”  It is not in FACTA nor is it commonly used in statistical, 
legal, or actuarial fields.  However, it does appear in the FTC’s auto study.  It seems to mean that 
even if there is no “proxy” – because a factor is risk related – there may be a “proxy effect” if there are 
score differences that cannot be explained by a factor other than race.  This concept was not 
discussed in the parallel Federal Reserve study. 
 
Discussion 
 
In order to model correctly, the FTC needed some way of capturing the geographic risk.  The insurers 
that provided the data for the FTC Study each used different territorial schemes.  So the territory used 
for rating the policies would not work.  While all the insurers could provide zip code, zip codes would 
be almost impossible for the FTC to use as is because there are too many to model. FTC needed to 
use one single scheme across all states to capture the geographic risk.  In other words the FTC 
needed a means to group the zip codes into a reasonable number of groups with similar loss 
propensities.  The solution required the insurers to report additional property damage data and that 
property damage data would be used to group the zip codes.  This solution assumed that all the 
coverages behaved geographically very similar to property damage.  It appears that assumption was 
incorrect. 
 
Unfortunately, the FTC attempted to measure a “proxy effect” with more precision than its database 
would allow.  Such a precise measurement would require the ability to precisely control the study for 
all non-racial factors such as age, gender, marital status, tenure, mileage, and geographical location 
of the insured.  The FTC’s controls for these factors were less than ideal, and as such the FTC cannot 
say with any degree of certainty that it did in fact find even a small proxy effect. 
 
For the property damage liability coverage where the FTC had the best controls for geographic risk, 
the FTC found no proxy effect.  If the FTC had been able to control for geographic risk as accurately 
for all coverages as it did for the property damage liability coverage, all hints of a proxy effect would 
likely have disappeared. 
  
 
Unfair Discrimination 
 
Definition 
 
The definition of “unfairly discriminatory” is tied to accurately measuring risk, meaning that rates must 
be cost-based and treat policyholders with equal risks equally.  The standard of not being “unfairly 
discriminatory” is the very foundation for insurance regulation.  It consumes the field in areas where a 
                                            
2 See page 54 of the Federal Reserve Board August 2007 Report to the Congress on Credit Scoring and Its effects on the Availability and 
Affordability of Credit. 
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State legislature does not otherwise deem a particular factor to be “unfairly discriminatory” via a public 
policy mandate.   
 
Discussion 
 
Every study of CBIS has found a correlation between credit-based insurance score and risk.  Each of 
these studies has substantiated that there is actuarial justification. 
 
State insurance laws, and indeed the principles underpinning property and casualty insurance pricing, 
rely on actuarial science to determine rates that most accurately measure loss potential.  Actuarial 
science accomplishes this task by finding relationships between factors and risk of loss and then 
allocating costs accordingly.  This is the essence of risk-based pricing.  Importantly, to disregard the 
predictive value of a factor (1) ignores actuarial support; (2) results in better risks subsidizing worse 
risks; and (3) moves closer to a one-size-fits-all approach in direct conflict with risk classification 
standards.   
 
Pricing programs of most insurers depend on making distinctions based upon a number of different 
factors.  All things being equal, the one who reflects a worse risk based on this difference will pay 
more.  To explain, the process of risk classification involves segmenting groups of individuals 
expected to have similar costs.  The use of more segments makes for a more granular approach in 
which actuaries can more finely hone their review of an individual in order to more accurately create 
class plans and measure risk potential. When there are a greater number of risk levels and pricing 
variations, insureds are placed with others with a more similar risk profile, which results in a more 
accurate, and therefore by definition fairer price.  Also, using this granular methodology, insurers are 
better able to offer coverage to people they might have otherwise declined.   
 
Disparate Impact Analysis 
 
Definition 
 
The legal theory of disparate impact is applied on a case-by-case basis.  It allows a plaintiff with no 
evidence of intentional discrimination to sue under certain civil rights laws3 by alleging that a business 
practice, such as an employment policy, disproportionately disadvantages the members of a protected 
group.   
 



Error! Unknown document property name. 

A comprehensive actuarial analysis of 2.7 million auto insurance policies across the United States 
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EXHIBIT 1 

 
FAIR AND ACCURATE CREDIT TRANSACTIONS ACT OF 2003 

 
SEC. 215. STUDY OF EFFECTS OF CREDIT SCORES AND CREDIT
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In the states in which AIA has recently testified on CBIS legislative proposals, the 
commissioners have provided the number of CBIS related consumer complaints, and they are in 
the few dozen annually, an impressive performance considering the millions of personal lines 
transactions in those states. This lack of real complaints is especially significant because under 
federal law a specific notice is sent to each consumer that has experienced an adverse action 
as a result of the use of CBIS.   
 
The NAIC report also gives scant attention to one salient fact: the auto and homeowners 
markets (outside of catastrophe prone areas) are functioning quite well with generally stable 
prices and good availability.  A major reason for this is wide use of CBIS, which allows more 
accurate pricing, reducing premiums for many, if not most, policyholders.  In addition, 
availability, as demonstrated by historically low residual market populations, has improved 
because insurers now can insure virtually all risks because they can, with CBIS, reliably price 
them.    

 
Importantly, to be credible the overarching review which comprises the first half of the report 
must achieve greater balance by a broader analysis of consumer attitudes, insurance 
department data and consumer feedback, insurer viewpoints and testimony on the efficacy of 
credit scoring, and studies conducted by academics.   
 
Specific concerns with and suggestions for the report follow, with the draft language on the left 
and AIA’s comments presented on the right: 
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In closing, if it is going to be issued, the paper should be significantly revised.  As currently 
drafted, it is not only internally inconsistent, but in some places, it lacks objectivity.  In addition, it 
includes rhetoric containing novel concepts and theories that have little or no relationship to the 
law that regulators must implement.  The vast majority of state legislatures and/or regulators 
have already enacted balanced CBIS requirements.  Not only is no further state or NAIC 
research needed, but today regulators already have all the tools they need to address any 
concerns.   
 
 
Sincerely, 
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