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uto dealers sell alot more
than cars, but avoid most
of these extras! Consumers

Union looked at credit insurance,

A report of the Southwest theft protection plans and extended
Regional Office of Consumers warranties and found that dealers
Union make akilling while consumersenjoy

minimal benefit. Thisreport, focusing
on credit insurance, isthefirst of two
Senior Staff Attorney, Rob that address the extras you may be

Schneider offered before you leave the dealer
financing office.

by Susy MacClay

Edited by Kathy Mitchell,

Research Director

The Consumers Union Sfucly

With the assistance of Birny Consumers Union reviewed 404

Birnbaum and D.J. Powers of

The Center for Economic Justice. consumer complaintsfiled between
1999 and 2001with the Texas
This research was conducted Attorney General’s office against new
thanks to the generous finanf:iql and used auto dealers; credit
support of the FIRST Foundation. 1 sints filed with the Office of the
February 2003 Consumer Credit Commissioner

(OCCC) and the Texas Department
of Insurance; statewideinsurance

cnnsu-me Fs _datafrom 1997 to 2001 and credit

insuranceratefilings. Our review

“ n I n “ reveal s on-going problems at the

Publisher of Consumer Reports point of sale and demonstrates that

dealers enjoy extravagant returns on
the few minutes of timethey invest
over thefinancing desk.

Showt Finclings
® About half of theissues
consumers brought to the Attorney
General related to the car, and about
half related to the financing,
insurance and extras. Consumers
either didn’t want these extras, were
told they had to buy them to get a
better interest rate, or couldn’t use
them when they needed them.
® Sincethelegislature created a 30
percent “rate band” around the rate
set by the Commissioner of
Insurance, most companiesin the
market have asked for and received a
30 percent rate hike.
® Credit insurers now overcharge
consumers about $125 million dollars
ayear for single premium credit life
and disability insurance added to
auto, personal property and other
credit contracts.
® Auto dedlers (and otherswho séll
products on credit) sold more credit
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lifeinsurance than credit disability to these customers,
even though the paid benefitsto consumersfor credit life
are actually lower in relation to the cost of the product.
® Policies are sometimes sold to people who do not
qualify for them. The most common complaint about
these policiesfiled at the Texas Department of Insurance
involves“rescission,” the practice of underwriting the
coverage after aclaimisfiled and finding that the
consumer didn’'t qualify for it inthefirst place. The
company refundstheinitial premium rather than pay the
clam.

® Although these are low value products sold at a high
price, some consumers think they have to buy the product
in order to qualify for credit or get the car they want,
according to their complaints.

Auto Dealer Complainfs
Nearly every year, auto dealers turn up on the top ten list
of businesses against which consumersfile Attorney

e
e

General complaints. ConsumersUnion
SWRO looked at 404 complaintsfiled
with the Texas Attorney General to
determine the nature of the problems
that consumers report, and we found
that about half of complaints deal with
financing and insurance. Whilethe
quality of acar isashared
responsibility between the dealer and

- i the manufacturer, the problemswith
insurance and other add-ons generally point directly back
to the dealership and the hard-sell tactics used to press
these low value products on unwary buyers. The products
are regulated at the state level and state policymakers
should consider new consumer protection lawsto put
money back in buyer’s pockets.

In the first of two reports, Consumers Union SWRO
examines the cost and benefit of credit insurance add-ons
to dealer financing. In the second report, we will address
extended warranty and theft protection—products that
resembleinsurance but are exempt from even the minimal
insurance laws that regulate credit insurance products.

What is credit insurance?

Credit insurance paysyour lender if you die, become
temporarily disabled or unemployed, or your car is
wrecked or stolen. Consumers purchased 81 percent of
the credit life and accident and health insurance in force
by paying a single premium added on to aloan contract.
Nearly all (97 percent) of the credit
insurance sold by auto, truck, furniture and
other dealersisfinanced in thisway.*

Credit insuranceishbig businessin
Texas and can mean big profits to those
selling or underwriting it. Of the 404
people who wrote to the Attorney General
about a problem with their auto dealer,
about 23 percent had purchased credit life
and 12 percent bought credit disability,
adding hundreds and sometimes thousands
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of dollarsto their auto loan. In 2001,
Texasinsurersearned $263 millionin
premium for the most common class of
credit insurance sold by auto dealers.?

Auto Dealers Sell More than Cars 2



Deders make good
money because people
don’'t shop for credit
insurance. Instead, they
shop for anew or used car,
and get the credit insurance
as part of thefinal loan
package. Therefore,
insurance companies must
compete to become the
company chosen by an auto dealer for offer to its
consumers. Credit insurance companies pay hefty
commissions to auto dealers to encourage them to sell
their brand of insurance and to push credit insurance to
auto buyers.

Of the $263 million in earned premiums, only $112
million covered claims (42%) while $96.4 million (36%0)
paid commission and compensation. The remaining $56.2
million (21%) covered other expenses or was invested as
profit.® Thisratio of premiumsto claimsincurredis
among the lowest of all types of insurance. By
comparison, auto and homeowners policies pay out more
than 80 cents on the dollar in claims.*

Thisframework for buying and selling, where the
salesperson benefitsdirectly from higher prices (with
higher commissions) and consumersexert little
downward pressure on price, iscalled reverse
competition. In hearings, spokespeople for the credit
insurance industry admitted that reverse competition
drives up the cost of credit insurance to consumers.

“Q: So | take it, the answer to my question then is
yes, that creditors benefit by higher commissionsfrom
higher rates.

A: Well, your question said they would. | would say
they could.

Q: Generally they do, though, don’t they?

A: Generally they do, yes.”®

In a1992 study, the industry’s key expert determined
that reverse competition inflates insurance company costs
by six percent, but the Texas Insurance Commissioner
notes that the effect of reverse competition on consumers
could be significantly greater.® In fact, ConsumersUnion
believesthat the overcharges to consumersin 2001 were
far higher than this, and overcharges since September 1,
2001, have gone through the roof.

Consumers Union Southwest Regiona' Office

Making a Bad Tking Worse

The Texas Department of Insurance in 2000 lowered
the rate for credit life insurance an average of 21 percent
based on expert testimony and state premium and loss
data. “ The new rates were designed to produce a product
with some value to the end buyer—estimated at about 50
centsin claims paymentsfor every premium dollar for
credit lifeand 60 centsfor disability.®

In fact, thisrate resulted in an actual return to
consumers of 49 centsfor single premium credit disability
and only 37 centsfor single premium credit lifein 2001.
The difference between the state recommended |oss ratios
and the actual benefits of 37 and 49 cents on the premium
dollar represent an excess premium charge of $59 million
for theinsurers and dealers.®

Theindustry, however, believesthat consumers
should get less than 30 cents of the premium dollar in
insurance benefits—and argued for permissionto usea
much higher rate than allowed by the commissioner. Says
Gary Fagg, the industry’s primary witness at the rate
hearing, in hismanual, Money on the Table, “theinsurers
need about 30 cents/$1.00/year to provide for claims,
general operating costs, premium taxes and profit. The
rest goes for compensation to the dealership and general
agents.” 10

Unhappy with the new lower rates, the industry asked
the Legislaturein 2001 for adifferent rating system and
got it. Starting on September 1, 2001, insurers no longer
had to charge the rate set by the Commissioner. Instead
they could charge up to 30 percent more than the
Commissioner’srate simply by filing their new rate with
the Department. According to research first conducted by
the Center for Economic Justice, most of the companies
selling credit insurance in this state increased their rates
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the maximum amount (30 percent) under the new law.
Thirty of them filed for arate increase within weeks of
the September 1 effective date and began charging more
immediately.™

TDI asked insurers to provide the reason why they
needed a higher rate. Most companies simply stated that
they needed to charge more “to remain competitive” or to
maintain“alevel playingfield” intheindustry. Some
pointed more directly to the competition for dealers
through higher commissions. One company stated that
“acquisition costs are not sufficiently incorporated into
the Texas rate making process,” while another multi-
company group asked for money to support “higher
acquisition expenses,” which are primarily the
commissionsto the dealers.’?

Using 2001 as our baseline estimate of market volume
for credit life and credit disability, we estimate that credit
insurersnow over char ge consumer s $125 million
dollarsper year on single premium credit life and
disability insurance.® That estimate is conservative,
because we base it on the assumption that credit life and
disability insurance sales have not increased dueto the
higher commissionlevels.

Based on interest rates charged for a 48 month auto
loan by auto finance companiesin the past year (avery
low interest rate year for auto lending), we estimate that
consumerspaid an additional $2.7 million in extra
interest in the past 12 months on the excessive credit
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insurance cost. The higher chargesfor credit insurance,
assuming amodest increase in claims costs, will produce
alossratio for credit life of only 30 cents on the premium
dollar—exactly what the industry prefersto charge and
the worst value for Texas consumers allowed in many
years.

Reverse competition drives prices up; companies
competefor deal erships by paying higher and higher
commissions and this expenseisthen recouped by
increasing chargesto consumers. For every dollar that a
car buyer spent on credit life and disability insurancein
2001, over athird covered commission expenses (mostly
to dealers).™ Thiswas actually an improvement from
previous years (1997 to 1999) when about 42% of every
dollar went to commissions.*® We now expect that deal er
commissions have returned to their earlier levelsor
higher.

Credit Insurance Benefifs

Reverse competition has the effect of pushing the
market to sell the lowest value policy at the highest
possible rate in order to leave the maximum amount of
money availableto split between theinsurance company
and the dealer. Among auto dealers, we found credit life
insurance to be the most commonly sold policy even
though it offersthe least benefit to consumers.

From the entire sample of 404 complaints, 94 people
reported purchasing credit lifeinsurance while only 49
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peopl e reported purchasing credit disability. Because not
all consumers report complete information, Consumers
Union collected actual retail installment contractsfrom
163 Attorney General complaint files. The number of
credit lifeinsurance policies sold to consumersin this
sample (60 policies) was amost twice the number of
credit disability policies (34 policies). Although they
probably sold fewer policies, Texasinsurers paid out
morein claimson credit disability than they paid on credit
lifeoverall .26

Insurers encourage auto dealers to emphasi ze credit
life over credit disability sales because there’'smore
money to split in commissionswith the dealer. “Theloss
ratioson disability insurance usually exceed theloss
ratioson lifeinsurance,” says Gary Fagg. “ To reflect this
fact, insurers have begun to vary the compensation
percentage on the two products. The primary rationaleis
that the life insurance products remains more profitable
than the disability products, so it should be stressed.” Y

But most peoplewho qualify for credit life insurance
(peoplein good health) can also qualify for low cost term
lifethat will pay abenefit far in excess of the benefitin
any credit program. For example, amiddle-age, non-
smoker in good health can purchase $100,000 worth of
term life over 48 monthsfor less than $500. If she dies,
her car aswell as other mgjor outstanding debts can be
paid off to help her family. Auto finance contracts show
that consumers paid an average of $510 plusinterest for
credit life policieswith abenefit of only $21,000. 28

people who do not qualify

fOP‘ coverage: BenefH’ clenieCI
Credit insurance is easy to buy. It involves no
complex underwriting or medical testing. It isoften
already written into the loan contract. Purchasers of
credit insurance affirm that they fall within the age
restrictions (generally under 65) and are in good health.

Thismay lead some consumersto believe that coverageis

guaranteed, evenif they actually do have medical
conditions. Pressure to pull down high commissionsleads
some dealers to oversell the product, or fail to explain
what it means to bein “good health.”

For example, a husband and wife purchased a car at
Cavendar Toyotain San Antonio and had the car specially
fitted with a handicap adjustment to the steering wheel

Consumers Union Southwest Regional Oﬂ:ice

for her, according to their letter to TDI. Very sick with
cancer, she had already lost the use of one arm due to her
surgeriesfor the disease. “My wife was offered an
insurance, and we let the agent know that she was under
chemo and she was still under a doctor’s care but that she
wasfeeling fine,” her husband wrote. “\We were up front
with the agent about my wife's condition. We asked him if
they could still insure her and he said that it would not be
aproblem.”?® Of course, it was a problem.

Credit insurance companies underwritetheir policies
after consumersfileaclaim. Inthiscase, shedied of her
cancer and her husband filed for coverage on the car. The
dealer stated that no health conditions were revealed to
him, and the insurance company denied theclaim,
applying only asmall premium refund to the loan balance.
Thisprocessis called rescission and iscommon in credit
insurance.

Some consumers allege that they were never shown
the “good health” statement at al. When her husband
died, after along bout with cancer, awidow pulled out
his credit insurance application, filed along with the other
car finance materials. She noticed that he had never
circled the answers to any of the health questions. She
filed aclamwith Service Life Insurance Company, which
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promptly denied it based on adifferent version of the
applicationinitsown files—onewhere al the questions
were answered asif her husband had been in “good
health.” She wrote to the Texas Department of Insurance.

“He never saw the insurance form....Hewas given
numerous documents by the sales agent and told to
“...sgn here...” asthe salesman pointed to a spot on the
form.” Ultimately, the company elected to pay the
amount owed on her husband's car. “Isthere a
commission paid to the sales representative and the
dedership for insurance sales,” she asked the claims
manager. “ Doesthiscommission “cloud” fair
representation of contractual substance to the buyer?’
Wefear, it frequently does.

Most consumers alege that when they inquired of the
salesperson whether certain conditions or illnesses would
disqualify them, the dedler tellsthem its“ not a problem.”
When the consumer then says he or sheisin “good
health” and apre-existing illnessislater found, it appears
to be the consumer trying to defraud the insurance
company.

A widow wrote to TDI after American National
rescinded her husband’s credit
lifeon aDodge Ram. “My
husband read the document
and told Mr. Gray that he was
under adoctor’s care. Mr.
Gray said, “no problem.”” Her
husband died of a heart attack
two months later, and the
insurer rescinded the policy.
Theclamsadjuster “talked
about fraud, meaning that if
my husband had taken out this
policy knowing hewasn’t
qualified. | tried explaining the ﬁ I | o
conversation he had with Mr. '

Gray which said hewas qualified. ...She barraged me and
insinuated that | knew my husband had committed fraud.”
American National and the dealer denied these
allegations.

Many types of insurance exclude coverage for certain
conditions or refuse to insure people with health
problems. But rescission is somewhat different. Although
it seemslike aclaimsdenial to the consumer, it is, infact,
post-claimsunderwriting. US Life Credit Lifeincludes
the following notice on its form: “ The truthfulness of the
representations (listed above) will not beinvestigated by
usuntil aclaimisfiled...” .2

Consumers Union Southwest Regiona' Office

The company reviews the medical records of the
deceased after aclamisfiled, and if the deceased had any
condition that might have caused an insurance
underwriter to refusethe coverageinitially—even
conditions completely unrelated to the reason the person
died—then they will essentially return the policy to the
consumer with afull premium refund asif it had never
been approved in thefirst place.

After her husband died of a heart attack, aMcAllen
widow filed aclamwith Service Life. The company
asked for all hismedical records, and found a copy of a
Hepatitis C test conducted after he and his coworkers at a
medical facility were exposed on the job. At that time, he
had contracted the virus and subsequently received
routine liver enzyme tests each year. But none of this
related to his death, and his medical records apparently
did not point to prior knowledge of his heart condition.
Neverthel ess, theinsurance company rescinded the policy
and applied the small premium refund to the amount
owed on the car.2® In asimilar case, the insurer rescinded
apolicy dueto along-standing diagnosis of epilepsy,
although it was unrelated to the cause of death—a cancer

undiagnosed at the time the
consumer bought the car.?
From our review of
complaintsat TDI, itisvery
clear that many consumers do
not understand that their
insurance policy may be
¢— =1 invalidatedif they fileaclaim
~ within thefirst two years.
_{ Restissonisthesingle
" higgest source of complaint
to the Texas Department of
Insurance—accounting for
about half of all reasonsfor
complaint about credit
insurance.®

After hiswife’'s death, one consumer wrote, “It states
that I’'m in good health and not seeing a doctor. If that
was the case, no one would be able to get the
insurance.” % That could be true, and the credit insurance
sales process would be much improved if insurerswere
required to underwrite polices before consumersfilea
claim—so that those who qualified actually knew they
had coverage and those who didn’t qualify could not be
charged.

Auto Dealers Sell More than Cars 6



Wl'\y some people bMY fl'\ese PV‘OCIU\C"’S
Many borrowers, particularly unsophisticated ones,
arelikely to be overwhelmed at the financing stage of
their car purchase—anxious about securing aloan, they
are not thinking about the credit insurance, or they might
think it will help to securetheloan

customer has said that he did not want credit insurance, it
would have been removed and another contract would
have been signed.”!

Thistacticisin-line with other types of credit
insurance sales; “ (O)n average, salesrepresentatives
spend approximately fiveto

if they agreeto the credit
insurance. Although creditors do
not require credit insurance for
credit approval or to get a better
interest rate, consumers frequently
complained they weretold this
very thing.

A Humble, Texas consumer

2720

buyers

“Js there a commission paid to the
sales representative and the c’ealev‘slf\ip
for insurance sales,” one consumenr
asked the claims managerr. “Does this

. . " 7 . .
commission “cloud ]CC\W‘ Vepresen+a+lom
of contractual substance to the

We fear, it can.

10 minutes, taking
application information and
providing a payment quote
(often—Dbut not always—
with credit insurance
premium included).”*? By
guoting payments with add-
ons such as credit insurance
already included, buyersare

wrote to the Office of Consumer
Credit Commissioner, “Mike
stated that he could get us arate of 8.59% from Ford
Motor Credit, but we would have to purchase life
insurance to get that rate. Otherwise, he could get usa
rate of 10.59%.” %

“1 wastold that credit life insurance needed to be
added on since thiswas a cosign arrangement,” alleged a
consumer from Round Rock. “My complaint hereisl
may have been misled into buying something | would
have otherwise declined.”® A San Antonio consumer
reported that the dealer claimed “without the warranty
and the credit life he could not guarantee that the loan
would pass.” %

A south Texas consumer reported to the Department
of Insurance that, “it was related to me that | must
purchase credit life insurance in order for Ford Motor
Credit to finance my vehicle purchase. Later, | read in the
contract that it was not a requirement of Ford Motor
Credit to purchase said insurance.”* Dealers deny these
alegations.

A North Star Dodge customer wrote to the
Department of Insurance to get arefund of his credit
insurance premium. “Helied to us, stating that the
insurance was included in our loan but needed my
signature for beneficiary purposes. He held back the
contract...giving usa“ purchase order” instead. Three
weeks later when the contract arrived was when we
became aware that we had been charged $538.85 for
insurance we would never have bought.”

In response, North Star Dodge described the use of a
prewritten contract with all the numbers already worked
out. “Before the customer signs any paperwork, all
numbers are explained,” wrote the finance manager.
“Again, the customer istold that you sign here for Credit
life and last sign here for terms of the contract. If the

Consumers Union Southwest Regional Oﬁice

lesslikely to question what
the add-ons truly cost them.

Consider one consumer who financed a $14,000
vehicle at 18% for 48 months and purchased credit life
and disability for $278 and $684 respectively. At this
interest rate, the monthly payment increases by $6.08, but
over thelife of theloan, $365 in interest charges accrue
on thisinsurance charge alone—38 percent of the price of
the insurance. In our sample, the average amount of
credit insurance purchased was $498, financed for 5 years
at 11.13% interest; generating $154 in interest charges.

Thischargeisrolled into thefinancing, evenif the
consumer wants to pay cash. One Dallas area consumer
actually wrote a separate check for the insurance and
extended warranty, clearly marked, because she thought
she might change her mind. The dealer “had taken the
check, which was clearly intended to purchase the
warranty and credit lifeinsurance, and applied it asa
downpayment,” shetold the Attorney General. “Thiswas
clearly not my intention. | did not want the extended
warranty and credit life charges to be financed into my
payment.” 33

Auto dealersincreasingly rely on credit insurance as
well as other add-onsto flesh out their bottom lines. The
gross margin auto dealers earn on each unit sold—the
difference between what the dealer makes on the vehicle
minuswhat he/she paysfor the vehicle—has been steadily
declining since 1999, according to the industry.
According to the National Auto Dealers association,
these declines are the result of “asupercompetitive
market which makes the profits generated by finance,
insurance and service contractsincreasingly important” to
the dealer’sbottom line.
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Recommendations

® Thelegislature should eliminate the new 30
percent rate “band” for credit life and credit disability
policies. Since al insurersleapt to the top of the band,
and competition in this market actually drives up rates,
the rate band has resulted in ade facto windfall of more
than $125 million to credit insurance companies and auto
dedlers.

® Require credit insurance companies to underwrite
the consumer’s policy beforeaclamisfiled. Those who
actually qualify for coverage will know that the benefits
arein place, and those who do not qualify won’t be
surprised to find they have no benefitsat claim time.
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