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TITLE INSURANCE:
COST AND COMPETITION

Wednesday, April 26, 2006

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON HOUSING AND
COMMUNITY OPPORTUNITY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:55 p.m., in room
2188, Rayburn House Office Building, Hon. Robert Ney [chairman
of the subcommittee] presiding.

Present: Representatives Ney, Miller of California, Tiberi,
Neugebauer, Campbell, Waters, Lee, Scott, Cleaver, and Green.

Ex officio: Chairman Oxley.

Chairman NEY. This afternoon, the Subcommittee on Housing
and Community Opportunity meets to discuss title insurance and
its role in the real estate transaction. I do look forward to today’s
panel, and I want to thank you for coming and sharing your views
on title insurance, costs, and competition in the marketplace.

Title insurance, of course, is designed to protect homeowners and
lenders from future claims to their property. It helps protect
against the risk that property may be encumbered at the time of
sale by unknown rights and claims that would be asserted by oth-
ers.

Title problems can limit the homeowner’s future use of real es-
tate and threaten the security interests the mortgage lender holds
on that property.

Unlike most other types of insurance which focus on potential fu-
ture events and are renewed annually, such as homeowners or
automobile insurance, title insurance, of course, protects against
losses arising from past defects, and is only paid at the purchase
or refinancing of a home.

For the past several years, regulators, industry groups, and oth-
ers have suggested several changes to regulations that would affect
the way title insurance is sold. In 2002, HUD proposed revisions
of the Real Estate Settlement Procedures Act—RESPA, as every-
body knows—that were designed to increase competition in the real
estate settlement industry. The proposed revisions included the de-
velopment of guaranteed mortgage packages and a more binding
good faith estimate, both of which would have affected the pricing
and sale of title insurance. Such revisions appear to be controver-
sial, and HUD was forced to withdraw the proposal in 2004.

However, HUD announced in June of 2005, that it was again
considering revisions to the regulations implementing RESPA, and
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was seeking input from the industry and others. Given the intense
member interest in this issue during the previous Congress, and
the attention this issue has received in the media, RESPA reform,
I don’t think, is going to be a simple one. Rather, it’s pretty com-
plex. It’'s important that HUD take a cautious and thorough ap-
proach, weighing all the perspectives, of course, as it moves for-
ward.

While title insurance differs from many other insurance products
in the marketplace, it’s a valuable tool in protecting homebuyers
and lenders from problems that may arise in a real estate trans-
action. However, buying a home has become pretty complex. It has
to be simplified, so there is more transparency in the pricing of set-
tlement services.

While we all may agree on that goal, there are differences in how
to achieve it. It’s my hope that today’s hearing will focus on the im-
portance of regulation that balances the need for vigorous con-
sumer protections with vibrant business competition to provide a
healthy insurance marketplace for consumers. And with that, I will
yield to the Chairman of the Full Committee, Mr. Oxley.

The CHAIRMAN. Thank you, Mr. Chairman, for holding this hear-
ing, and for your continued leadership in making it easier for con-
sumers to buy homes. This subcommittee, under your leadership,
has led the way with the American Dream Downpayment Act, the
Zero Downpayment Act, and other initiatives to make the dream
of home ownership a reality for an impressive 69 percent of Amer-
ican families.

Congress could still do more, however, to reduce barriers that
limit competition in the real estate marketplace. Many home buy-
ing services with relatively fixed costs, such as realtor fees, title
searches, and lending fees, have skyrocketed, along with the value
of the homes, even though the amount of work involved has actu-
ally been reduced with improved automation and computerization.

If a house has doubled in value, does it really cost the realtor
twice as much to sell it, and the title agent twice as much to do
the automated title search? Consumers are paying home purchase
costs that are artificially high, because of the lack of competition
in real estate services.

I am particularly concerned about the ongoing investigations of
title insurance fraud that have already resulted in tens of millions
of dollars in settlements. In Colorado, Deputy Insurance Commis-
sioner Toll, who is with us today, has unraveled a web of illegal
kick-back schemes using captive re-insurance, and involving title
insurance agents, builders, realtors, and other real estate service
providers.

These schemes have inflated the price for title insurance for
thousands of people. Few consumers will hold up their new home
purchase over a few thousand dollars in title insurance. But what
the consumer doesn’t know is that, in many cases, a large percent-
age of the consumer’s title insurance payment is kicked back to the
real estate professional who set up the closing in the first place.

Illegal kickbacks are already a violation of RESPA. But the in-
vestigations by Colorado, Minnesota, California, and other States
make it clear that this is an endemic problem. That is why I ask
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the GAO to investigate for Congress how title insurance gets sold
in the real estate marketplace.

GAO’s interim report raises some very troubling questions for
members of this committee. According to GAO, in several cases,
title insurers, or agents, have created fraudulent businesses and
arrangements to provide potentially illegal kickbacks to realtors,
mortgage brokers, lenders, and attorneys, in return for steering
business their way.

GAO is finding that instead of focusing on consumers, title
agents normally market their business to these real estate pro-
viders, creating a potential conflict of interest that benefits the pro-
viders at the expense of the consumer.

I believe that most business professionals are beyond reproach,
and provide consumers with the best services that they have avail-
able. Some of these individuals are here with us today. Unfortu-
nately, the majority of professionals find themselves undercut by
unscrupulous actors who are circumventing RESPA’s rules on ille-
gal kickbacks. Given the number of annual home purchases and re-
financing, I don’t believe it’s a lack of price competition in real es-
tate services, it’s something we can just enforce our way out of.

HUD and State insurance departments simply do not have the
resources to monitor every property transaction. This is a struc-
tural marketplace problem that, at some point, Congress will have
to address.

I want to thank our witnesses for joining us today to help shed
some light on this critical consumer issue. Ms. Toll has been the
leader in uncovering title insurance problems and opening the path
for others to follow in protecting consumers. GAO and HUD have
been very helpful in analyzing the marketplace and initiating a dis-
cussion of potential next steps.

And the witnesses on our second panel will be enormously help-
ful in providing us with the industry and consumer group perspec-
tive to separate fact from fiction, and to underscore why a vibrant
title insurance marketplace is so important for our consumers.

Mr. Chairman, I look forward to working with you, Ranking
Member Waters, and other members of the committee, as we begin
this discussion of the problem, and a search for solutions. And I
yield back.

Chairman NEY. Well, I thank the chairman for his participation
in this, and for his leadership on the committee. And the
gentlelady from California, Ms. Lee?

Ms. LEE. Thank you, Mr. Chairman. I do want to thank you and
our ranking member, Maxine Waters, for convening this very im-
portant hearing on title insurance. And also, I want to thank our
witnesses for being here today.

The home ownership process, we all know, is filled with confu-
sion. Countless documents, fees that consumers must weed
through, trying to understand this whole process, is quite over-
whelming. Many in the real estate industry want to see a consoli-
dation of the paperwork, and make the process easier for potential
homeowners. We all agree that the process must be consolidated.

And one of the ways to make the home ownership process benefit
consumers is to look at the fees and the competition, or lack there-
of, in shopping for a lender or a broker, appraisers, and home in-
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spectors, and title insurance. All of these issues demonstrate why
we must, quite frankly, reopen the RESPA, and why it’s so impor-
tant that we are here today.

This hearing, I hope, will highlight some of the bad actors—and
there are some—in the title insurance industry, and how we can
correct the problems while maintaining a competitive market for
consumers to choose from.

Title companies really should have to compete, and consumers
should have choices. That’s the bottom line. So I hope that our wit-
nesses will discuss the RESPA violations by title companies, the
kickbacks, the lenders, realtors, brokers—these kickbacks, and
that’s what they are, they often receive these kickbacks from busi-
ness referrals, as well as—I hope we talk about the price of insur-
ance compared to the low percentage of payouts.

So, I look forward to hearing from our witnesses, and working
on—with our chairman and ranking member on drafting meaning-
ful bipartisan RESPA legislation in the near future. Thank you,
and I yield the balance—

Chairman NEY. I thank the gentlelady. The gentleman from
Texas, do you have an opening statement? And with that, when the
ranking member comes, of course, we will have an opening state-
ment.

We will go to panel one. We have Erin Toll, who is the deputy
insurance commissioner of compliance and market regulation for
the State of Colorado. She also co-chairs the National Association
of Insurance Commissioners’ Title Insurance Working Group. Ms.
Toll’s investigations in the title insurance arrangements in early
2005 led to multi-million dollar settlements with title insurers.

Orice Williams is currently Director in GAO’s Financial Markets
and Community Investment Team. Mr. Williams is responsible for
overseeing and producing reports on topics affecting the insurance,
banking, and securities industries.

Gary Cunningham has been the Deputy Assistant Secretary for
Regulatory Affairs and Manufactured Housing at HUD since April
of 2004. The office has responsibility for enforcement of the Real
Estate Settlement Procedures Act, RESPA, and the Interstate Land
Sales Act, and for the administration of HUD’s manufactured hous-
ing program.

With that, we will begin with Ms. Toll. Thank you.

STATEMENT OF ERIN TOLL, DEPUTY COMMISSIONER OF IN-
SURANCE COMPLIANCE, COLORADO, AND CO-CHAIR OF THE
NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS’
TITLE INSURANCE ISSUES WORKING GROUP

Ms. ToLL. Thank you for the warm welcome. My name is Erin
Toll and I am deputy commissioner at the Colorado Division of In-
surance. I am also the co-chair of the title insurance working group
for the National Association of Insurance Commissioners, and I am
here today testifying on behalf of the NAIC.

I would like to begin by thanking Chairman Ney, Congress-
woman Waters, and the members of the subcommittee for inviting
me here to testify. I would also like to thank Chairman Oxley for
his leadership and interest on these important issues.
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Today I would like to address three basic points. First, what is
title insurance and how is it regulated? Second, what problems
have we, as State regulators, found with title insurance, and what
are we doing about it? And third, what are some possible solutions?

So, what is it? How is it regulated? Title insurance is a necessary
but unique product. It protects homeowners and lenders in the
event that a lien, or what’s called a cloud, is found on a title. Un-
like other lines of insurance, which protect against things that may
happen in the future, title insurance protects against something
that already happened in the past.

In addition, the competition is different. Consumers rely on rec-
ommendations from their real estate professionals when choosing
a title insurance agency and a title insurer, unlike in homeowners
and auto insurance. Title insurance entities and all the partici-
pants are regulated by a variety of State laws and RESPA, the
Real Estate Settlement Procedures Act.

Because State and Federal regulators understood the unique way
in which title insurers compete, they created laws that said it’s ille-
gal to give or receive remuneration in any form for the referral of
business. This exchange of something of value for the referral of
business is defined in Federal law as a “kickback.”

As insurance regulators, our jurisdiction only extends to those
who are giving the kickbacks. So what are we seeing in our inves-
tigations? What are the kickbacks, and what are States doing
about it?

Our investigations show that a black market has been created in
the residential real estate transaction world. The good actors abso-
lutely cannot compete with the bad actors, because the playing
field is not level. We have initiated exhaustive investigations to try
and level the playing field, and ensure a free market.

Settlement service providers are demanding, and title entities
are giving, kickbacks. And the kickbacks usually take two forms:
you've got your unsophisticated direct kickbacks; and there are so-
phisticated, indirect kickbacks. And the sophisticated kickbacks in-
clude things like free spa trips, or free just-listed, just-sold cards,
or free farm packages. But the sophisticated indirect kickbacks,
those are the ones that make my job interesting. Those are a lot
harder to discover, and they include sham affiliated business ar-
rangements and captive title reinsurance.

Affiliated business arrangements are nothing more than owner-
ship arrangements between and among settlement providers and
title insurance entities. And they are legal, unless they are not
real, and they are referred to as shams. Our investigations in Colo-
rado have determined that many of these affiliated business ar-
rangements are simply vehicles to provide kickbacks. Where we
have found these kickbacks, we have shut them down, and we have
imposed penalties.

Now, captive title reinsurance is a lot more complicated, and so
I have brought some flow charts, and I look forward to your ques-
tions and answers on that. And I will put up the flow charts. And
it’s also in your packet of materials.

But in Colorado, our investigations uncovered that these reinsur-
ance mechanisms are nothing more than vehicles that were created
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to provide kickbacks to those who were referring business to the
title insurers.

To date, Colorado has negotiated multi-state settlements that
provide restitution directly into the pockets of consumers. Settle-
ments negotiated, I am proud to say, by all States today equal al-
most $50 million. And we are not done.

Regardless of the form, these kick-back schemes distort the mar-
ketplace, they inflate prices, and they harm consumers. So what
are some possible solutions? States are exploring various ways to
help with these problems. In Colorado, we are looking at ways to
regulate all the players in the transaction. We do not regulate
mortgage brokers yet in Colorado, but we have three bills that are
pending that look for some sort of regulation.

Colorado’s general assembly has just passed a bill that actually
goes beyond RESPA, and it tightens up enforcement for us, pen-
alties, and it provides directly for restitution. But importantly, co-
operation and information-sharing between and among all the reg-
ulatory bodies that are involved is necessary if we’re going to stop
this problem.

In conclusion, a black market exists regarding real estate trans-
actions. We, as State and Federal regulators, need to aggressively
enforce the laws that we have. Lawmakers need to enact laws to
regulate all the players and strengthen fines and penalties. Thank
you so much for inviting me to testify, and I look forward to your
questions.

[The prepared statement of Ms. Toll can be found on page 180
of the appendix.]

Chairman NEY. Thank you. And our ranking member has ar-
rived, so we will have an opening statement. I also wanted to
thank—our ranking member requested a hearing, and we had one,
in Los Angeles on CDBG. I want to thank Chairman Oxley and his
staff, and Mr. Frank’s staff, and ours out there. It was a very pro-
ductive hearing, and we appreciated the comments that we re-
ceived in Los Angeles. Ranking Member Waters?

Ms. WATERS. Thank you very much. Good afternoon, ladies and
gentlemen. I would like, too, to thank Mr. Oxley, Chairman of the
Financial Services Committee, for his interest in the title insurance
industry. And I would like to thank Chairman Ney, who is the
chairman of this subcommittee, and he certainly must be com-
mended for holding today’s hearing. I would like to also thank him
for the hearing that was held in Los Angeles on CDBG. We have
a}llready begun to get a lot of response from the elected officials
there.

This hearing on the title insurance industry is important for a
number of reasons. Primary among them is the varying degree of
opinions about the title insurance industry. There are those who
believe that the industry is in great shape, and that the imposition
of additional regulations is not warranted.

Of course, there are those who believe that the industry is not
operating competitively, because of fraud and abuse. Indeed, there
have been published reports of fraud and abuse in the title insur-
ance industry in the State of California.

However, whether you support one position or the other, I believe
that industry practices need to be examined closely, to shed light
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on issues surrounding the industry. To that end, I believe today’s
hearing represents an initial step in the right direction.

Why are the abuses in the title insurance industry so prevalent
that we should consider legislation to reform the industry? Can the
industry police itself? Are there any measures, short of legislation,
that this subcommittee might consider to ensure that the consumer
is protected from any competitive forces that could be at play in the
marketplace?

We all know that the true cost of any alleged fraud and abuse
weighs most heavily on the consumer. Consumers cannot avoid
paying for title insurance, but they need not pay for overpriced
products because the market is not competitive. Title insurance is
a fact of life in most real estate transactions, in every State in the
Nation, although three States do not require licensing of title in-
surance agents: New York, Tennessee, and Georgia.

Why? The cost of title insurance varies from State to State. In-
deed, it is the lack of uniformity between the different title insur-
ance systems that makes this an important issue.

In addition, approximately 90 percent of the title insurance busi-
ness is concentrated in the hands of a few large title insurance
companies. Higher mortgage loan amounts can also result in high-
er title insurance premiums for the buyer. Loans in the sub-prime
market carry higher insurance premiums. Does this benefit con-
sumers?

While today’s testimony has generated broad interest, I could not
find any agreement about why the industry is in its current state.
Therefore, of particular interest to me is the GAO preliminary
study, because it can provide a blueprint for this committee to ex-
amine the underlying factors, economic and non-economic, influ-
encing the title insurance industry. Is it a competitive industry?
How are title insurance rates determined?

While it is too early to rely on the GAO report exclusively for
guidance on the appropriate legislative response to these questions,
the completed study will ultimately provide this committee with in-
structive suggestions on what remedies to entertain.

Accordingly, I would strongly urge the chairman of the GAO to
expedite the study of the title insurance industry before we reach
any final conclusions about what is the appropriate response. I
thank you, Mr. Chairman, and I yield back my time.

Chairman NEY. I thank the gentlelady.

Ms. Williams? Thank you.

STATEMENT OF ORICE M. WILLIAMS, DIRECTOR, FINANCIAL
MARKETS AND COMMUNITY INVESTMENT, U.S. GOVERN-
MENT ACCOUNTABILITY OFFICE

Ms. WiLLIAMS. Chairman Ney, Chairman Oxley, Representative
Waters, and members of the subcommittee, I am pleased to be here
today to discuss our views and issues concerning the title insurance
industry.

As you are aware, title insurance is designed to ensure clear
ownership when a property is sold or refinanced, and is a required
part of most real estate purchases.

While title insurance costs may be small compared to overall
closing costs, title insurance costs can account for as much as one-
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third of closing costs for buyers in certain parts of the country. As
Deputy Commissioner Toll has explained, recent Federal and State
investigations have raised questions about certain practices and
competition within the industry.

My comments today will focus on our preliminary report, which
identified issues that warrant further study, and raise a number of
questions as part of our ongoing work for Chairman Oxley. Specifi-
cally, I would like to discuss issues involving agent practices and
competition.

Agents play a much more vital role in title insurance than other
lines of insurance. In fact, most of the title insurance premium is
paid to or retained by title agents, generally, to pay for title search
and examination costs and agent commissions.

As shown in our graphic, in 2004, about 71 percent of total title
insurance premiums written were paid to or retained by title
agents. The remainder is broken out as follows: about 21 percent
went to expenses paid by insurers for salaries, rent, plant, and
other costs; about 5 percent went to losses; and the remaining 5
percent was the difference between total expenses, including the 71
percent paid to agents, and total premiums.

What we don’t know is how much of the 71 percent represented
the actual costs incurred by title agents to do the title search and
examination, and take corrective actions. In fact, in certain parts
of the country, agents can retain as much as 90 percent of pre-
miums paid.

Despite the key role agents play in the underwriting process, the
extent to which State insurers review their operations is unclear.

In fact, we found few States regularly collect information on title
agents’ operations, and three States do not license title agents.
Moreover, most States do not take all of the various components of
these agent costs into account during premium rate reviews, be-
cause they aren’t considered part of the premium.

The last issue I would like to discuss is competition, which ap-
pears to occur at various levels. That is, the competition among in-
surers, as well as among agents for the business of other real es-
tate professionals, such as builders, lenders, or real estate agents
who refer clients.

Title insurance is largely a relationship-based business driven by
connections among real estate professionals. While consumers have
the right to select their insurer, most consumers lack the knowl-
edge necessary to shop around for title insurance. Instead, they
usually rely on real estate professionals, knowingly or unknow-
ingly, to make these decisions. Given this type of ignorance-is-bliss
environment, it is unclear whether the competition that exists al-
ways works to the consumer’s benefit.

These issues are further complicated by the recent trend of real
estate brokers, lenders, and builders becoming full or partial own-
ers of title agencies in what are called affiliated business arrange-
ments. While these arrangements can be part of a legitimate busi-
ness model that may benefit consumers, they also create potential
conflicts of interests that may put consumers’ interests at odds
with those of the real estate professionals.

In closing, these are just a few of the issues we are addressing
as part of our ongoing work. All of these issues are significant, be-
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cause they affect virtually everyone who has purchased, refinanced,
or taken out a home equity loan, or plans to do so in the future.
In other words, almost 70 percent of Americans.

Mr. Chairman, this concludes my oral statement, and I would be
happy to answer any questions that you may have. Thank you.

[The prepared statement of Ms. Williams can be found on page
199 of the appendix.]

Chairman NEY. Thank you very much.

Mr. Cunningham?

STATEMENT OF GARY M. CUNNINGHAM, DEPUTY ASSISTANT
SECRETARY FOR REGULATORY AFFAIRS AND MANUFAC-
TURED HOUSING, U.S. DEPARTMENT OF HOUSING AND
URBAN DEVELOPMENT

Mr. CUNNINGHAM. Chairman Ney, Ranking Member Waters,
Chairman Oxley, and distinguished members of the subcommittee,
I appreciate the opportunity to be here today to discuss important
issues related to title insurance under the Real Estate Settlement
Procedures Act.

Enforcement of RESPA is a high priority of Secretary Jackson
and Brian Montgomery, the Assistant Secretary for Housing and
Federal Housing Commissioner. We view RESPA enforcement as a
very important part of HUD’s mission to increase home ownership.

Let me say also that while the hearing today is on title insur-
ance, RESPA enforcement is an industry-wide issue. We recognize
that most settlement service providers desire a level playing field
on which to compete, and take their obligations under RESPA seri-
ously.

RESPA was enacted in 1974, in response to Congressional find-
ings that consumers needed more timely information on the cost of
the settlement process, and that referral fees and kickbacks were
driving up the costs of buying a home. A study of the title industry
conducted for HUD as long ago as 1980 found that title insurers
compete for referrals from settlement service providers, rather than
for consumers. Current market case investigations indicates that
this practice still exists in the title insurance market.

HUD is actively investigating captive title reinsurance arrange-
ments, in cooperation with several States, and the National Asso-
ciation of Insurance Commissioners. Our focus has been on compa-
nies receiving reinsurance premium payments.

It is HUD’s position that any captive title reinsurance arrange-
ment in which payments to the reinsurer are not bona fide com-
pensation, and exceed the value of the reinsurance, violates section
eight of RESPA. In HUD’s view, there is almost never any bona
fide business purpose for reinsurance on a single family residence.
When there is a history of few or no claims being paid, or the pre-
mium payments to the captive reinsurer far exceed the risk borne
by the reinsurer, there is strong evidence that there is an arrange-
ment constructed for the purpose of the payment of referral fees.

I would like to mention briefly just a few recent enforcement ac-
tions that the Department has taken for violation of section eight
that prohibits the payment of kickbacks and referral fees. There
are other examples in my written testimony.
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HUD investigated a reinsurance arrangement between a title in-
surance underwriter and a home builder. The home builder created
a title reinsurance company, and referred title insurance business
to the insurer. The title insurer paid a premium to the builder’s af-
filiated reinsurance company that far exceeded the risk assumed.

In Memphis, a title company established eight affiliated title
companies with various builders, real estate agents, and mortgage
brokers. The affiliated companies were paid for certain title and
settlement work that they did not perform, and HUD determined
were only created to make referral payments to the providers who
owned the affiliated companies.

In Detroit, a title company paid real estate brokers for the use
of conference rooms at rates that were substantially higher than
the fair market rent, in return for the referral of business.

In Atlanta, a real estate broker ordered its sales agents—offered
its sales agents—incentives, including trips, Atlanta Braves tickets,
and higher commission splits, based on the number and volume of
referrals to the broker’s affiliated title company.

HUD has increasingly devoted more resources to RESPA enforce-
ment. It contracts with a private firm to provide nationwide inves-
tigative services, and working with its Office of Inspector General,
the Department continues to coordinate investigations and conduct
joint enforcement actions with other Federal agencies, and is devel-
oping increasingly close relationships with State regulators and
their associations.

The success of HUD’s regulatory efforts to implement RESPA for
the benefit of both industry and consumers depends greatly on
RESPA enforcement. Certain statutory amendments may advance
the goals of RESPA. For example, RESPA does not currently in-
clude authority for regulators to enforce violations of the require-
ments relating to the good faith estimate, or the HUD-1 settlement
statement.

The effectiveness of RESPA could be enhanced by ensuring that
creative business structures do not defeat the purposes of RESPA,
and by providing the Secretary and State regulators with necessary
tools to enforce the statute.

I appreciate the opportunity to discuss these important issues re-
garding title insurance and the settlement services industry, as
they relate to RESPA.

[The prepared statement of Mr. Cunningham can be found on
page 46 of the appendix.]

Chairman NEY. Thank you. Chairman Oxley?

The CHAIRMAN. Thank you, Mr. Chairman, for yielding me your
time for questions. And Ms. Toll, in your testimony and in the
chart, it appears that 5 percent of total annual premiums represent
the losses in title insurance, which is a stark contrast to property
and casualty, which is 80, 90, sometimes 100 percent.

I practiced law for 9 years and I did my share of title searches,
which, by the way, were painful and boring. And I probably still
got some exposure, somewhere along the line, with that. But I
guess the bottom line is why on earth would somebody who has a
5 percent loss ratio, something that the property and casualty in-
surers would die for, what would be any reasonable explanation for
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}sleiig‘l?ag up a reinsurance program, particularly one that is closely
eld?

Ms. ToLL. Thank you, Congressman Ney. Before I get to what
title reinsurance is, captive reinsurance, I wanted to say that I, too,
searched titles from the old, dusty books with mildew all over
them, so I know your pain. I feel your pain.

The CHAIRMAN. There is a fraternity of that, I think.

Ms. ToLL. I am a very visual person, so I created a diagram to
help you understand this. First, about loss ratios, I have to explain
that title insurance is unique—and, indeed, if they were doing their
job perfectly well, their loss ratio would be at or near zero, because
the risk exists on the day of the closing, which gets to your second
question about why you would ever reinsure.

There is no financial necessity to reinsure in a residential single
family dwelling. There is absolutely none. And that’s why we in
Colorado and other States who joined on to the multi-settlement
said that these are nothing more than vehicles to provide kick-
backs.

If you want to know more exact details about how it works, I
could also get into agent splits, and why that indicates that this
isn’t real.

The CHAIRMAN. When you did your investigation, did you have
cooperation from the title insurance companies?

Ms. ToLL. Oh, I would like to say that I had a lot of cooperation.
And I did, from two of the largest insurers. And in fact, one of the
title insurers afterward told me that they really didn’t want to be
ir}ll the practice, but they had to, because they were losing market
share.

Unfortunately, the third company has refused to settle with Colo-
rado on a multi-state basis, and was saying some—I was informed
by another regulator—was saying some very personal things to try
and discredit me in front of other State regulators and I don’t know
who else. And that was very disconcerting and alarming, and I felt
very nervous and threatened by that.

The CHAIRMAN. What is the status of that now?

Ms. ToLL. The status of that now is that I haven’t had any com-
munication with them. I don’t know. I honestly don’t know. We are
trying hard, and we will keep pushing. We issued a bunch of sub-
poenas against this particular insurer’s customers late last week,
in an effort to reach some sort of settlement. But the last words
to me from the company were, “We’re not settling with you on a
multi-state basis.”

The CHAIRMAN. And do these companies have captive reinsur-
ance entities?

Ms. ToLL. This is the company that began the practice 9 years
ago. Now it’s been 10 years. So they began the practice, and—

The CHAIRMAN. They began the practice of reinsuring?

Ms. ToLL. Of captive title reinsurance. And they were allowed to
continue, I guess—well, they continued doing this practice for years
and years, and then the two other big companies jumped on the
bandwagon when they saw that they were losing market share, is
how it was explained to me by the companies.

The CHAIRMAN. And how would that fee, if at all, show up on the
closing statement?
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Ms. ToLL. You know, on that I do not know. I'm sorry, I don’t
know. I can do my best to find out and get back to you, but—

The CHAIRMAN. It would be my guess that it was hidden some-
where in the closing statement, would be a—

Ms. ToLL. I don’t know how you would ever see that fee.

The CHAIRMAN. Let me ask—you testified that eliminating kick-
backs is the only way to ensure a level playing field. And kickbacks
are already illegal in Colorado and most States, and actually in
Federal law, as well. What would be the most effective way to
eliminate that kind of practice?

And secondly, what kind of penalties exist, for example, in Colo-
rado for illegal kickbacks, and are they regularly enforced?

Ms. TorL. Well, I am proud to say that in Colorado, our legisla-
ture just passed a bill that goes beyond RESPA, so it really
strengthens the penalties and that gets to the first part of your
question, which is—I mean, I agree with Mr. Cunningham, that
RESPA needs to be strengthened. There needs to be more penalties
and restitution available if we are ever going to stop this practice.

On the State level, we are taking many, many steps to halt the
practices, including posting interactive rating guides, so consumers
can actually shop for title insurance in an effort to show rate trans-
parency, and try and get the prices down, through operation of the
free market.

The CHAIRMAN. Okay. Mr. Cunningham, how long have you been
at HUD?

Mr. CUNNINGHAM. Two years.

The CHAIRMAN. And so you were participating in the initial
RESPA—

Mr. CUNNINGHAM. Yes, I came in near the end of that process,
when the rule was withdrawn by Secretary Jackson. I mean, what
would have been the RESPA reform rule.

The CHAIRMAN. Do you recall the initial RESPA package that
was offered by Secretary Martinez? Refresh my memory. How did
the RESPA reform effort deal with this particular issue of kick-
backs and reinsurance?

Mr. CUNNINGHAM. The RESPA reform proposal—which is still
something that the Secretary is very much committed to—was de-
signed to increase the transparency, if you will, and to make more
certain the closing costs. The original proposal, which was with-
drawn, had a portion in it where packages of settlement services
could be developed and sold in the marketplace.

And the idea was that there could be direct competition between
packagers or others in the marketplace, with respect to the settle-
ment service package. I mean, that was one aspect of it. The cur-
rent process with the good faith estimate, and so forth, would have
continued to be available, but—

The CHAIRMAN. It would be price-based competition?

Mr. CUNNINGHAM. Yes. And frankly, that is still part of HUD’s
goal, is to try to bring competition to the marketplace for all settle-
ment services.

The CHAIRMAN. Yes, I—the Secretary was here a week or so ago,
and I asked him that question, and I understand that is still very
much alive at HUD, the RESPA reform effort. And I would urge
you folks to keep moving in the right direction, because a lot of
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these issues that continue to bubble to the surface are directly re-
lated to the kind of RESPA reform that is absolutely critical to the
market. Ms. Toll, did you have a comment?

Ms. ToLL. No.

The CHAIRMAN. All right. I yield back, Mr. Chairman.

Chairman NEY. Thank you, Mr. Chairman, and our ranking
member, the gentlelady from California?

Ms. WATERS. Thank you very much, Mr. Chairman. I think
somewhere along the line I was told that there were only about five
title insurance companies in the country. Is that true?

Ms. ToLL. May I?

Ms. WATERS. Yes.

Ms. ToLL. Congresswoman Waters, no, that is not correct. It is
correct that 5 companies control a huge percentage of the market,
but there are actually 86 insurers. I checked before I left the office.

Ms. WATERS. All right. Thank you. That does help. And I would
like to know—I would like to try and understand the pricing. What
is reflected in the pricing that consumers are paying? How much
of this reflects the agent’s costs, premiums, etc.? Is there any con-
sistency in pricing? Is there any competition? How does it work?

Ms. TorL. Congresswoman Waters, it varies from State to State.
And in Colorado, you file the rate and use it, and the companies
are required to maintain justification for their rates. And we would
ask for justification in the event that there was a problem.

To get at what you're really asking, we are trying to get the rates
down, because it’s our position that there couldn’t be kickbacks if
there wasn’t a whole bunch of fluff somewhere in these rates. So
we are posting an interactive rating guide up on the Internet, to
hope that consumers will start shopping, and then pushing the title
insurers to get the price down. That is one of the things that we
are doing. But it does vary from State to State. Some States don’t
even regulate the agents or the agencies.

Ms. WATERS. Do you find that more expensive properties pay
higher rates, and less expensive properties pay lower rates? And
what’s the relationship to the cost of the property and the title in-
surance rate?

Ms. ToLL. That’s a good question. The cost is directly related to
the price. The more expensive the property, the higher the title in-
surance premium.

Ms. WATERS. Why? The agents have to do more research? I
mean, what causes that? They have to justify them in your State.
What do they say? I mean, how do they do that?

Ms. ToLL. They submit actuarial justification, where actuaries—
please don’t ask me to explain actuarial justifications—where they
break down the components. But we are just beginning this proc-
ess.

I mean, it was just a little over a year ago now that we found
all these problems, and all the other States have banded together,
and we share information through the NAIC, all the working
groups there, and other States—because I also co-chair the NAIC
title insurance issues working group. So we'’re all working together
to figure out ways to examine these rates. It’s highly unusual. Title
insurance is just so different from all the other lines of insurance
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that we regulate. Indeed, it’s only 1.9 percent of all the premium
volume that we regulate.

So, sadly, I think regulators just—it just hasn’t been on the
radar screen. But it is now.

Ms. WATERS. Let me just ask you, this committee is very much
involved in dealing with predatory lending, and trying to determine
how we protect consumers from predatory practices in the financial
services community. And I am wondering if we now have to expand
our look, and take a look at title insurance, as we begin to try and
reduce these costs to consumers.

Do you think that there is an issue here, as it relates to preda-
tory practices that is causing consumers to have to pay unneces-
sarily exorbitant fees for premiums, etc.?

Ms. TorL. In Colorado, we are very concerned about predatory
lending. The problem is, we don’t regulate mortgage brokers. So,
there 1s a lot of room for improvement there. And as I stated ear-
lier, there are three bills that are currently pending in the State
Legislature that would address issues with respect to mortgage bro-

ers.

Ms. WATERS. Let me just ask—I guess that I would ask this of
Ms. Williams. What specific steps should be taken, if any, to reform
the industry?

Ms. WiLLIAMS. This is one of the issues that we are planning to
address in our ongoing work. Right now, we aren’t in a position to
make any conclusions about specific steps. But we hope, through
the course of the work that we plan to do over the next several
months, that we would be in a position to provide information that
would be useful in laying out some of those next steps.

Ms. WATERS. Will that include perhaps some advice about how
to expand competition in the industry?

Ms. WiLLIaMS. We are definitely looking at the issue of competi-
tion, the dynamics of competition in the market, and trying to come
to terms with competition in the title insurance industry. At this
point, we don’t know if we will have recommendations.

Ms. WATERS. All right. Thank you very much. Mr. Chairman, I
will yield back the balance of my time.

Chairman NEY. Thank you. One quick question, and I have to go,
but I will be back, and I yield my time to Mr. Miller.

The quick question I have is for GAO. The report indicates that
a lot of the title insurance companies offer discounted refinance
rate for title insurance.

Ms. WILLIAMS. Yes.

Chairman NEY. Do you get that automatically, or do you have to
ask for that discounted rate?

Ms. WiLLiAMS. This is one of the fundamental questions that we
are currently grappling with. At this point, it’s not clear whether
refinance rates are automatic. We understand that in certain
States it may be a requirement that these rates be provided auto-
matically. In other places, it appears that you have to actually ask
for the discounted or refinance rate.

And in our review of consumer information posted on various
websites, this is the guidance that they are giving to consumers.
That is, you have to make sure that you ask for certain types of
discounts.
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Chairman NEY. And I am going to recognize Mr. Scott, and then
yield my remaining time to Mr. Miller. Mr. Scott?

Mr. Scorr. Thank you very much, Mr. Chairman. I want to
thank you and Ranking Member Waters for holding this important
hearing on the cost of title insurance.

I guess my first question would be to Ms. Toll. Is there a prob-
lem, in your opinion, with assessing the cost of title insurance, due
to the varying State regulations covering this product?

Ms. ToLL. I think everything is different in every State. So, on
a State level, there are varying factors to take into account, de-
pending on what systems they use, and so forth. In Colorado, we
can ask for anything of virtually anyone to get rate justification,
have anyone come in and testify to explain things to us. Did that
answer your question?

Mr. ScOTT. Yes. Since the title search process is automated, why
have insurance costs not decreased? I would think that, since they
were automated, that would have an impact on bringing down the
cost. Why has that not happened?

Ms. ToLL. You would think that. The competition is very dif-
ferent in title insurance, and there is not a lot of competition
around price. There is—it’s just not there.

The competition is on the quality and the service. As long as a
realtor, a lender, and a mortgage broker have an incentive to go
with someone who will facilitate the deal, the consumer will be pro-
tected. It’s when they start—the real estate agent and the broker
and the home builder—start getting influenced by these kickbacks,
that the interests get out of line between the consumer and the
person who is in the position that is doing all the referring of a
business. I mean, that’s the problem.

Mr. ScotrT. Can you give us a little more detail on the character-
izations of the kickbacks?

Ms. ToLL. Sure. The direct kickbacks, they're the easiest. In Col-
orado, we have this agency that flew the four top real estate agent
producers in the State to a spa—female real estate agents in the
State—to a spa in Arizona, and they said it was marketing. It was
for an all-expenses-paid, 3-day thing, and they said it was mar-
keting. And we went after them for the value of the whole package.
And they said, “Oh, no, you have to subtract a lot of the value, be-
cause we took the company jet.” Anyway, we fined them.

Mr. Scorr. Ms. Williams, you’re with GAO. In your opinion,
what barriers prevent consumers from choosing their own title in-
surance products?

Ms. WILLIAMS. Based on the information we have collected to
date, a lot of it has to do with a lack of understanding. The entire
home purchasing process is overwhelming. It’s a lot of information
to absorb. It also moves quickly. And youre dealing with unin-
formed consumers.

Mr. ScotrT. So you would think that a large part of the answer
to this is more financial literacy?

Ms. WiLLIAMS. That may be part of it. I am not sure it’s the total
solution—but literacy is likely some part of the solution. The other
issue to be considered is that this is something that most home-
owners do on a fairly infrequent basis. They may purchase a home,
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refinance a home, or take out an equity line on their home. How-
ever, it happens infrequently.

But title insurance tends to be a small piece of the process, and
I think that’s part of the reason that it just gets rolled up into the
entire closing process, and the buyers’ attention isn’t drawn to that
particular piece of it.

Mr. ScoTT. Now, in your opinion, do affiliated business arrange-
ments provide cost savings to consumers, or to real estate compa-
nies?

Ms. WiLLIAMS. This is one of the issues that we are currently
dealing with in the study. And based on the work that we have
done preliminarily, we aren’t in a position to answer this defini-
tively, one way or the other. But it does raise a set of questions
about conflicts of interest, and if the consumers are benefitting.

Mr. ScOTT. So your answer to that would be probably the real
estate companies? Okay. I will take that as a yes, without you hav-
ing to say that.

To the gentleman from HUD, Mr. Cunningham, why was HUD
so unclear on its guidance on captive reinsurance arrangements?

Mr. CUNNINGHAM. I don’t know that HUD was so unclear. I
think the issue with respect to captive reinsurance, the whole
scheme, if you will, or the whole set-up, we viewed in the analysis
as an arrangement which had no legitimate purpose, and it was a
way to get fees to a referring entity—the builder, or the lender, or
the real estate agent that had a captive insurance company.

We did put some—a letter out referring to captive mortgage in-
surance as guidance, but we felt that there was, because of our af-
filiated business sham-control business entity policy guidance that
was out there, that people were warned, and should have known
that, essentially, in a transaction that had no real substance, that
HUD and other regulators would be looking at it.

Mr. ScoTT. In your opinion—

Mr. MILLER OF CALIFORNIA. [presiding] The gentleman’s time has
expired about 35, 56 seconds ago.

Mr. ScotT. Very fine, sir.

Mr. MILLER OF CALIFORNIA. I think it’s very appropriate we talk
about cost and competition and the title insurance company, and
Ms. Toll and Mr. Cunningham, I thank you for your comments and
your testimony you have given today. I think it’s very enlightening.

But it’s—to me, I mean, I have been in the real estate business
for about 35 years as a developer, a home builder, and a realtor.
And the title company—and this is very complex, very complicated.
And I will tell you that when we talked about why different fees
are charged for different amounts of money, we also need to discuss
the concept that it doesn’t matter how extensive the title search is,
or how limited it is, the cost is the same, based on the amount of
the title policy.

And I have had properties that I have bought that the title
searches had to go back to the 1800’s, water easements, and rights,
and things you might have, and you get to a point where you want
to clear your title to buy the property, and you ask these title com-
panies to write around those easements and such which are old
and antiquated. And in doing that, there is a cost associated with
that, and a liability associated with that.
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And I noticed from the checking I've done over the years on the
cost—because I always wondered why I paid as much as I paid for
title policies—most of it is in the research, going back and checking
the title. That’s the bulk of the cost with most title companies. I
know in California, they are extremely regulated. I mean, Cali-
fornia law is very extensive on title companies, and they go to ex-
tensive issues on disclosure, enforcement, liability issues, and those
type of things.

And it’s important that we deal with competition, because com-
petition is good for everybody. It keeps the costs down, it creates
a very robust marketplace. And just speaking for myself, it seems
that in California I have no shortage of title company options. And
of all the years that I have been in that business—and I know a
lot of people in the business—I can tell you the truth, I don’t know
one person—and I speak for myself—I have never been offered any-
thing, a kick-back from a title company, I don’t know a realtor who
has been, I don’t know a builder who has been.

But Ms. Toll, you talked about some bad apples in the industry,
and I applaud you for that, for going after those bad apples, be-
cause—and I know HUD does the same thing, through RESPA.
The good players don’t want the bad guys in the marketplace. They
just want to do their job.

And I will tell you, when it comes to something going wrong—
and we talked about, in the last year, about allowing banks to do
title policies, and the real problem I had with that, I felt it was just
a built-in conflict of interest, because you had a lender making a
loan on a piece of property, and they guaranteed the title. And I
will give you an example.

I had—I bought a piece of property one time that had an ease-
ment for ingress and egress that looked real good on paper, but it
had expired, because the municipality had not enacted that ease-
ment, and by law that easement expired after “X” amount of time.

Now, had my lender, whom I borrowed the money from, written
that title, he would be trying to find all kinds of ways to get out
of the liability. But I went back to the title company. I said, “You
issued me a title policy that didn’t have an easement. There is no
easement. Fix the problem.” And that was their liability and their
problem.

That’s why I think all the aspects we deal with in the industry
are integral, whether it be a realtor, a mortgage broker, a banker,
a title company, whatever it is. All of those entities make the in-
dustry work.

And I mean, I go back—when I was in my twenties, I used to
do HUD work. I bid about the first 10 or 11 jobs with HUD, and
I got every one of them, because my partner and I were the lowest
bidder. And all of a sudden, one day the director from LA called
my partner into his office and he said that if I don’t give him a
third of my profits in a kick-back before I ever get the HUD con-
tract, I will never be issued another HUD contract. And I was
young and naive, believing that they couldn’t keep me from being
low bidder. I never got a contract after that. They always found
something wrong in the way they prepared the bid, and it went
out.
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So there can be bad apples in any industry. And HUD, you’re
doing a great job. I'm not impugning HUD today. Alfonso Jackson,
I }gust think highly of the man. But there are bad apples in every-
thing.

But my question for you, Ms. Toll, is are there adequate regula-
tions on the books, if they are enforced properly, to deal with the
bad apples?

Ms. ToLL. My first comment is that you talked about how com-
plex this whole process is, and you were in it, and you couldn’t
even understand it hardly. Imagine the average consumer—

Mr. MILLER OF CALIFORNIA. Oh, I do.

Ms. ToLL. Which gets to the other Congressman’s comments.

Mr. MILLER OF CALIFORNIA. I do.

Ms. ToLL. You know, in a lifetime you buy six homes. I actually
had my market analyst look at this. So you have only six contacts
with a title insurance agency. You just don’t have any incentive to
learn about title insurance.

Mr. MILLER OF CALIFORNIA. Yes.

Ms. ToLL. Really, realtors are in the best position to know what’s
going on. And as long as they’re not taking kickbacks, everything
is great. Are there existing laws—

Mr. MILLER OF CALIFORNIA. Is it illegal to take a kick-back?

Ms. ToLL. It is illegal to—yes.

Mr. MILLER OF CALIFORNIA. I agree.

Ms. ToLL. Oh, did you just want me to say, “Yes?”

Mr. MILLER OF CALIFORNIA. No, no, no. I just want—I'm asking.
When you said—

Ms. ToLL. You know—

Mr. MILLER OF CALIFORNIA. I applaud you for that. I am not ar-
guing with you. I think it’s great. Go ahead.

Ms. ToLL. I was going to say that RESPA actually gives the
State insurance commissioners authority to enjoin violations of it,
as well as our own State laws.

Mr. MILLER OF CALIFORNIA. I am aware of that.

Ms. ToLL. And so we—yes, I do think that there are laws on the
books—

Mr. MILLER OF CALIFORNIA. So I think my question would go
more along the lines of what do we need to do to guarantee ade-
quate enforcement of the laws that are currently on the books, or
do you need additional laws? I mean, how many hammers do you
need to beat the same guy up with?

Ms. ToLL. You know, I think the—thanks to the NAIC, and being
able to share all this information, I think we’re doing a great job
at—

Mr. MILLER OF CALIFORNIA. I think you are, too.

Ms. ToLL. And actually, if I can say this, working with HUD has
been a delight. I think we could institutionalize the fact that we
need to cooperate. I mean, Ivy Jackson and I have a great relation-
ship, and we call each other and send each other e-mails. So we
are sharing. But what happens if, you know, God forbid, she gets
bored with her job, or I do, you know.

Mr. MILLER OF CALIFORNIA. Yes.

Ms. TorL. That could be institutionalized, that cooperation
among all the different regulatory bodies.
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Mr. MILLER OF CALIFORNIA. I am a great supporter of sub-prime,
and I detest predatory lending. I really do. But there is a huge
market that the sub-prime lenders fill. And there is a huge need
that legitimate title companies fill in the marketplace, and I ap-
plaud them for that.

And if nothing else, if we are sending a message today that Con-
gress and the States are looking at predators who are violating the
law, and we are going to enforce the law, then we are going to ac-
complish a lot today. But I don’t know what else we can do.

I mean, my wife owns a business, and I am approached all the
time by people wanting to provide title policies. And there is no
shortage of competitors. In California, we have everybody you can
imagine. Well—and there are big companies and there are little
companies.

But what we have always based our decision on is who gives us
the best service, and do they act in a timely fashion? And if there
is a problem, are they accountable? That’s all I care about. When
I sold houses to people, that was my main concern: timing, are you
competitive; and are you accountable; and responsive. And I used
the people who were. And if I didn’t think they were, and somebody
else came along who I thought gave me a better—did a better job,
I used them.

And I guess I'm going to open it up to the three of you. What
do you need from us that you cannot do on your own?

Ms. ToLL. First of all, if everybody operated the way you did, I
don’t think we would have as big of a problem as we have right
now. So I just wanted to offer that comment, and then let my—the
rest of the panel—

Mr. MILLER OF CALIFORNIA. You're up.

Mr. CARTER. Mr. Miller, I would say this. Nobody disagrees
about the valuable role that title companies play, or the service
they provide. I think some of these we are finding, particularly in
the arena with respect to the fees and kickbacks area and section
eight, that entities are being developed, more sophisticated entities,
some of them tied to affiliated business arrangements which, again,
are not, per se, bad. And if done properly, as many groups do, ben-
efit the consumer, from the standpoint of service.

But there has not been the directed competition on price issues,
because the marketing of title business is not done directly to the
consumer. So we have got to—the consumer has a right to pick a
title company, but they don’t know that. They don’t know how to
shop for it, etc. So that’s one—I guess that is one side of it.

We also think, from a RESPA enforcement standpoint, we only
have, in essence, injunctive authority. We can get an injunction to
stop a violation of section eight. We don’t have a civil money pen-
alties type statute which would enable HUD to go—or the State at-
torneys general, or the insurance commissioners, or anyone else—
to go against somebody who has violated—

Mr. MILLER OF CALIFORNIA. Can you do that regulatorily, or is
it—do you need legislation?

Mr. CUNNINGHAM. No, we need legislation to do that.

Mr. MILLER OF CALIFORNIA. Okay, then we will write that down.

Mr. CUNNINGHAM. So, we can’t really directly enforce a number
of the provisions of RESPA, from that standpoint. There—
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Mr. MILLER OF CALIFORNIA. I would encourage you, in your
RESPA proposal, for us to include that, then.

Mr. CUNNINGHAM. All right.

Mr. MILLER OF CALIFORNIA. Because you are doing that. You are
coming forth with one. That would be a great recommendation.

Mr. CUNNINGHAM. And there are two or three other things. We
might expand the injunction relief—and again, these are not pro-
posals that I am making today on behalf of HUD, these are—you
have asked the question, “What could we possibly do?”

The statute of limitations under HUD—under RESPA, right now,
for private enforcement actions is only 1 year for private actions,
and it’s 3 years for governmental actions.

Mr. MILLER OF CALIFORNIA. Then maybe—

Mr. CUNNINGHAM. We might think about doing something like
that. We might make it—right now, the HUD-1 only has to be
given a day before closing to the home buyer, if the home buyer
asks. But there is no direct enforcement for—of somebody’s failure
to do that—

Mr. MILLER OF CALIFORNIA. Do we need to enact guidelines?

Mr. CUNNINGHAM. What?

Mr. MILLER OF CALIFORNIA. We need to enact guidelines that are
clearly understood, and we need to provide for enforcement.

Mr. CUNNINGHAM. And we could—

Mr. MILLER OF CALIFORNIA. And I think that’s good. And we
need to work together to do that.

The issue you brought up on pricing, though, Ms. Toll, don’t they
have to propose their pricing structure to you for approval?

Ms. ToLL. Actually, they file their rate with us, and they use
their rate. And if we find a problem with it, we require justifica-
tion.

Mr. MILLER OF CALIFORNIA. And I think all States do that. So
they just can’t go out and dream up some figure, they have to file
those figures with you. You review them, and you make comments
and ask for—your questions will be answered.

Ms. ToLL. Yes.

Mr. MILLER OF CALIFORNIA. Okay. Thank you very much. Mr.
Green, you are recognized.

Mr. GREEN. Thank you. I thank the chairman and the ranking
member for hosting these hearings, and I thank you, members of
the panel, for appearing.

Permit me to introduce a new term into the dialogue. But first,
let me make mention of the fact that in Texas, title insurance will
cost, on average, $1,443 for a $180,000 home. The national average
is $756. Quite a difference. Gouging, something that we have heard
a little bit about lately, haven’t talked about it as it relates to title
companies. But price gouging. Is that a term that we can apply to
some of what we are seeing in these disparities, Ms. Toll?

Ms. ToLL. I have never heard that term used, and I believe
Texas sets their rates, so theyre a little different from the rest of
the States. They actually fix the rate and say that, “You have to
use this rate.”

And I wanted to add also, because it hasn’t been said, that title
insurance agencies have to charge consumers the rates that they
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have on file with us. They can’t deviate. You can’t go in and bar-
gain, if that makes a difference to you.

Mr. GREEN. They have to charge a rate that they have on file
with you. But before it’s filed with you, they use some process in
making a final determination as to what they will file with you.

Ms. ToLL. That’s correct. That’s called rate justification.

Mr. GREEN. Right, and that’s the part that we have some dif-
ficulty comprehending, totally.

Ms. ToLL. And that’s the part where the actuaries get into the
picture. And that’s also the part that we are working on together,
as State regulators. It varies across States, but all of us are looking
for more rate transparency. We believe that if you can just shine
some light on the components, the questions you’re asking for—if
you could see the components of the rate, by then, automatically,
justification would be provided and the rates, we would hope,
would start to go down, by operation of the free market.

Mr. GREEN. Well, have we not concluded at some point in life
that people can justify almost anything that they really set out to
justify? I mean, doesn’t that seem to happen quite a bit in the
world that we live in?

And given that we can justify these things, it just seems to me
that there is something that we need to look into when we have
the kinds of disparities that we are talking about. There really
ought to be some desire to protect the consumer from—I will say
it—price gouging. And it doesn’t matter to me who is involved in
it, whether it’s just the entity, the title insurance entity, or wheth-
er the State is involved in it.

When you charge the consumer more than you can justify
—much, much more; sometimes it’s arbitrary and capricious, but
you can justify it—seems to me that you are taking advantage of
a person who is involved in this process, maybe for the first time.
And it moves very fast. Very fast. You have paper thrown at you,
one after another, one piece after another, “Sign here, sign there.”
And most people don’t read what they are signing. Most people
don’t know that they can shop. Most people just want to fulfill the
American dream and own a home.

And on that day, if someone said, “You are paying $1,000 too
much for your title insurance,” my suspicion is a good many people
would say, “Can I get the house? Will I still be able to have my
house? And if the answer is yes, I will pay $1,000 too much.”

So, it seems to me, that we ought to want to find some way to
look out for the consumer who has, in a sense, said, “Look, I am
sending you up there to Congress, Al, and I want you to be my eyes
and my ears, and I want you to look out for me, because I don’t
know all of these things about this process.” And it seems to me
that you ought to be concerned when the prices vary so greatly.

So, how would you have us try to pull these prices in line, such
that we don’t have these great disparities in pricing?

Ms. WILLIAMS. Pricing is another issue that GAO is planning to
look at in its study. One of the things that we have discovered so
far is that in States that have a file and use policy, that means
that the insurers simply file a rate. And it’s not that they have to
wait for any type of formal approval from the State regulator be-
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fore they can use it. They file it, they wait the required period of
time, and then they can start using that rate.

So, one of the things we are trying to get our arms around is this
issue of how the rates actually are set from State to State, and
what that variation is, and explanations for the variation. So this
is one of the things that we are planning to look into further.

Mr. MILLER OF CALIFORNIA. The gentleman’s time has expired.
Mr. Neugebauer, you are recognized for 5 minutes.

Mr. NEUGEBAUER. Thank you, Mr. Chairman. I guess my ques-
tion to the panel is—and just for a little bit of background, I have
been a land developer, home builder, and in the real estate busi-
ness pretty much all of my life, and so I have, you know, purchased
and done business with title companies for a number of years. And
I understand the benefit of title insurance to the system.

So, when you start talking about kickbacks, and things that are
going on in the industry, I guess the first question I have is, is this
a big problem, or a systemic problem throughout the whole indus-
try, or is this isolated companies and States—and you mentioned
two States, California and Colorado.

Because sometimes what we do, we chase the 1 percent, and then
punish the 99 percent while we're trying to chase the 1 percent of
the people that aren’t playing by the rules. So I would like to hear
your reflection on that.

Ms. ToLL. Sadly, it’s a problem that we are seeing all across the
country. It’s not just Colorado and California. We do see it con-
centrated, the kick-back schemes are concentrated in areas where
there is a lot of real estate development, such as Colorado, Cali-
fornia, Nevada, Florida, and Arizona—places where we see a lot of
new development. But it’s a problem all across the country, and
that is why it is so critical that all the States and all the different
regulatory bodies work together to combat the problem, and we
share information, including at the Federal level.

Mr. NEUGEBAUER. Ms. Williams?

Ms. WiILLIAMS. On this particular question, I think it would be
wisest for me to defer to Ms. Toll or Mr. Cunningham, because we
are still in the process of doing our work, and we are relying on
the work that they are doing.

Mr. CUNNINGHAM. Congressman, I am not sure that we have sta-
tistical information in terms of how big a problem it is. We see it
on a pretty regular basis, and we believe that it’s not the direct
payment kind of thing, where I pay you for this referral.

What it is, is some sophisticated kind of relationship like captive
reinsurance was, like paying above-market rent for conference
rooms to close a loan in Detroit, like title companies that set up
affiliated—and this is not just a title problem, this is across the in-
dustry.

You won’t see it, I think, because my experience in private prac-
tice is a lot from the commercial development side, where you're
used to bigger projects, and you’re used to reinsurance, and so
forth. You don’t see it in that setting, I think. But in a single fam-
ily real estate transaction—and what HUD thinks is—we need to
find a better way to let title companies and other settlement serv-
ice providers compete on the basis of price.
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And do an education process, maybe. Use the Internet. We have
a consumer settlement booklet that is already part of RESPA that
is supposed to be given out. We just collectively need to let people
know, “Hey, before you buy title insurance or hire a real estate ap-
praiser, or anybody else in this process, realize that you have some
choices. Shop it some. Talk to people, and you know, do those kinds
of things.”

And then, do some things on the enforcement side, so that when
the rules are out there, and the rules are clear, and you know,
you're trying to set up an entity that really does no work or per-
forms no valuable service, and somehow is going to get a premium
or referral fee, that folks are going to suffer the consequences for
that. And they do. And when there are settlements, they get posted
on the Internet, it gets picked up in your local paper, that this and
that real estate agent or whatever, paid a kick-back, or received a
kick-back, and so forth, and let people know.

So, competition, we think, is part of the heart of the thing. But
competition that’s directed at the consumer. And then sell the serv-
ices and, “My services are better than her services,” and so forth,
too, as part of that process, but don’t market primarily to the refer-
rers of the title service.

Mr. NEUGEBAUER. Do you think that States ought to set title in-
surance rates, or do you think they ought to just be open to the
market, and—

Mr. CUNNINGHAM. Well, I mean, this is me talking. I don’t think
that—I think the States who regulate the title insurance business,
their job is to make sure that there is somebody of substance
standing behind the title policy that’s issued, and so the regulatory
function that Erin is talking about, in terms of we look at numbers
and financial soundness, and those kinds of things, are legitimate
and should be done.

But beyond that, I think that the companies are going to have
to say, “Our price is cheaper, and we can still make money at a
lower price, rather than a higher price, and so forth.” And if the
playing field is level, and there is enforcement, etc., most people
will like that situation, and it can benefit businesses and the con-
sumer.

Mr. NEUGEBAUER. So I'm clear about your answer, did I hear you
say that you think the State’s focus ought to be on safety and
soundness, and that the marketplace ought to set the price?

Mr. CUNNINGHAM. That’s my opinion, based on what I know.

Chairman NEY. Time has expired.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

Chairman NEY. The gentleman from Missouri, Mr. Cleaver.

Mr. CLEAVER. Thank you, Mr. Chairman. I am going to digress
just a moment, and I will come back about the subject at hand.

I am interested in knowing whether or not you are familiar with
an issue that has been at least surfacing around the country in
various places with regard to title companies. California, 2 years
ago, and Kansas, the State of Kansas, our next door neighbor, the
Kansas legislature met last week, and they passed legislation that
removed all references to race, in terms of covenants, from titles.

My—I have introduced a bill here. Unfortunately, it’s not going
anywhere. It’s already, of course, unconstitutional, but the lan-
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guage is still on probably tens of thousands of titles all over the
country.

One of the issues that has surfaced, as title companies have
watched what’s going on, has been the cost, they say, of going back
and trying to take care of removing all of that. And so it’s going
to be State-by-State that it’s going to end up, unfortunately, having
to be removed. But is that an issue that has any—that resonates
with any of you, with the title industry?

Ms. ToLL. Congressman, that issue does not resonate with us in
Colorado. Our general laws prohibit discriminating on pricing, and
I believe that’s part of model acts that virtually every State has.
Blf%t I can check on the specifics. But no, we haven’t seen a spe-
cific—

Mr. CLEAVER. No, no, no—

Ms. ToLL. Am I not understanding your question?

Mr. CLEAVER. I am sorry. It’s unconstitutional. It’s unconstitu-
tional. The language is still there. Probably in Colorado, too. But
the language—I'm not saying that because it’s in the—it’s on deeds
or on titles that it’s a legal problem. It is not. But just still having
that archaic language, which is still offensive, is an issue that some
are concerned about.

California passed legislation for it to be removed. And so what-
ever the cost was, it had to be removed. The State of Kansas
passed legislation 2 weeks ago to have it removed, no matter the
cost. And I—are we still on the same—

Ms. ToLL. I'm not familiar with the issue at all. I'm sorry.

Mr. CLEAVER. Sir?

Mr. CUNNINGHAM. I share your Missouri background. I'm from
St. Louis, so I know you as mayor of Kansas City, and so forth.

I think that, whatever the records were 100 years ago—and
that’s—Missouri has obviously got the same kind of problem—will
stay. But I sure haven’t seen any recent title policies that come up
where that sort of racial restriction is listed as something that is
still part of the policy, or the real estate. So it’s going to be there
and in the books, but I am not—and I don’t know how you ever
get rid of that. But I'm not sure that people are still seeing those
kinds of racial restrictions, even if they still exist in a particular
title on current day documents.

Mr. CLEAVER. The Kansas City Star did a—one woman went to
buy a home, found it, and went to the Kansas City Star. They did
research, and found out that it was rampant. I mean, all over. And
after a conversation with the woman, I started checking in it, found
out that California had already done something about it.

And it doesn’t mean that we have a legal problem, it means that
we have an ugly problem. And—okay. I will leave that. Let me go
to another.

There is a lot of paranoia on the Gulf Coast, as you can imagine,
most of which is justifiable. And I'm wondering if you had any
issues down in the Gulf Coast with regard to titles. Some of the
folk—we have held hearings here, and many of the people say that,
you know, they are living on property that was owned by their
mother, and before that their grandmother. And after the flood
came, they found out miraculously that they didn’t own the prop-
erty.
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Many people are saying—I don’t know if this is anecdotal or
not—but that, you know, property is actually being snatched from
individuals who owned it, you know, for a century.

And I don’t know what all of the issues are in the Gulf Coast re-
gion. I am wondering if you have had any—if you have seen any
issues like that surface since Katrina and Rita hit.

Ms. ToLL. I'm sorry, no. In Colorado, we haven’t seen those
issues. I could check with the NAIC, who could check with the Gulf
States, Louisiana and any States affected. But I haven’t heard of
that. So, I'm sorry, I have to say, “I don’t know” twice, but I don’t.

Mr. CLEAVER. I have to tell my children that, too. But no, I ap-
preciate it. Thank you.

Chairman NEY. Mr. Campbell?

Mr. CAMPBELL. Thank you, Mr. Chairman. A couple of questions
for Ms. Toll, please, if I may. In your testimony, you talked about
large title companies setting up this sort of reinsurance arrange-
ment. Did they all, all the big players, did they all do it?

Ms. ToLL. You know, I'm really glad you asked that question. No.
About five large groups of insurers control about 90, or 95 percent
of the market; it’s a huge portion of the market. And in Colorado,
we found that three of the four top companies were engaged in the
process. But the fourth was not engaged in captive title reinsur-
ance. And when I asked them why not—because I was just, frank-
ly, curious so I asked their principals why they did not engage in
these practices. And they said that they believed that they were il-
legal, so they never entered into them.

Mr. CAMPBELL. Did they lose market share?

Ms. ToLL. They claim they lost—their exact words were, “Erin,
we're taking a beating in the market, but it’s not right.”

Mr. CAMPBELL. Can title insurers in Colorado pay a sales com-
mission?

Ms. ToLL. A sales—I don’t know what you mean, I'm sorry.

Mr. CAMPBELL. Okay. If this—this arrangement, or a kick-back,
if it were not illegal, wouldn’t we say that that was a sales commis-
sion? You are paying someone to market your product for you?

Ms. ToLL. Yes, that’s a really interesting way to look at it, and
it gets back to the competition and the unique way that insurers
compete for business. If it were like other lines of insurance, we
wouldn’t have anti-kick-back laws, and we don’t have them for
other lines. You can split your commissions in other lines of insur-
ance.

But it’s because this product is not marketed to the consumer,
they’re not controlling it, they don’t have knowledge about it. It’s
those reasons that we have these kick-back laws. Whoever came up
with—oh, you all came up with RESPA—and the various State leg-
islatures passed mirror laws, or similar laws. It’s because they un-
derstood that the competition was different. And so, it would not
be illegal in other lines, at least not in Colorado.

Mr. CAMPBELL. Okay. I am trying to think if there—aren’t there
other forms of insurance where—I'm just trying to think—where
someone else—I mean, you might have mortgage insurance on the
same transaction, which is really often recommended, or put to-
gether, by the title company or the lender, or whomever.
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Ms. TorL. Okay, you’re getting into this anecdotal information I
am starting to hear about.

Mr. CAMPBELL. Okay.

Ms. ToLL. I keep getting sort of anonymous calls and whispers
in the hallways, which is how I learned about captive title reinsur-
ance, that there is a problem with the issue you’re talking about.
But I am not prepared to discuss it now; I don’t know anything
about it.

Mr. CAMPBELL. Okay. All right. Well, thank you. That’s all. I
yield back my time, Mr. Chairman.

Chairman NEY. Thank you. Mr. Tiberi?

Mr. TiBERI. Thank you, Mr. Chairman. To the three of you, obvi-
ously we all have experiences in the marketplace, whatever market
we're in. I will give you my bias and my experience, and maybe we
can have some sort of exchange.

Clearly, what you all are talking about is these affiliated agree-
ments in the marketplace. I was a realtor. Not a broker. I didn’t
get anything out of referring somebody to a particular title agency,
whether they were in the office that I worked or not. Nothing. Zero.
I did it for one reason, and that’s to benefit my client. And I had
an interest in benefitting my client as a realtor, because if I serv-
iced my client well, hopefully they would be a client again.

And in the marketplace, I have to tell you, as a realtor, I didn’t
have any clients say, “I will pay an extra $1,000 to get in this
house.” It was usually them beating on me to reduce my commis-
sion, and beating on me to reduce wherever I could reduce. So it
was in my interest, quite frankly, to refer them to different serv-
ices.

And I usually did three, whether it was three mortgage bankers,
or three title insurers, or three termite inspectors, or whatever, so
they could be part of the process. But it was in my interest, quite
frankly, to try to do everything I could, as a real estate profes-
sional, to get the best deal at the best cost for my client.

Now, I'm not saying that every single realtor is going to do that.
But the ones that are most successful, and are going to be in this
for the long term, are doing that in the marketplace for the benefit
of their client. And I think that’s probably with most industries in
the marketplace.

My question, I guess to you, going from your right to left, my left
to right, is isn’t there an acknowledgment that in today’s world the
real estate industry is so competitive that the majority—certainly
not all—the majority of folks that are, number one, realtors at
least, who aren’t legally allowed to get a—I think the word used
earlier was kick-back—are in a position in a competitive environ-
ment, and refer based upon their reputation in the marketplace,
and on behalf of their client?

Ms. ToLL. Congressman, am I on your left, because you wanted—

Mr. TiBERI. Yes, that’s right.

Ms. ToLL. All right, then I will go first. As long as your inter-
ests—pretending you’re a realtor—are aligned with those of the
consumer, that is you are choosing appraisers and termite control
people based on quality of service, then I don’t think there is a big
problem in the market.

Mr. TIBERI. But isn’t it in my best interest to do that?
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Ms. ToLL. Yes, it—well, yes. But if I were standing there, hand-
ing you money, maybe—not everybody is swayed by this—but you
might say—I hate to use you personally, but—

Mr. TIBERI. No, you can use me, because no one ever handed me
money.

Ms. ToLL. But someone, a less scrupulous broker, might say, “I
will take that $1,000, and direct my business to the company that
you own.” And then it’s not based on the reputation and the quality
of the service that the title insurance agency is providing, and it’s
not—you know, it might not be a seamless closing. And so that’s
not in your interest.

But because title insurance is what’s called a long claim tail
business, the consumer might not know about it for about 8 years,
because it’s only when you go to sell your house that you went,
“Oh, my goodness, there was a problem.” So you might not find the
problem right away, which is why we, as State regulators—

Mr. TIBERI. And how are you defining the problem?

Ms. TorL. The kick-back or the lien.

Mr. TiBERI. The illegal kick-back.

Ms. TorL. Right. If you don’t use a reputable title insurance
agency, there are a number of things that can go wrong. They
might not file the release of the liens on time. There might be prob-
lems with disbursement of fees. It might not be a seamless trans-
action. But you might not find that that release was not filed until
you go to sell your house. You know, we don’t all go around going,
“Oh, I think I'm going to go over to the records and see if my note
was released.”

So that’s why it’s critical that you use a reputable title insurance
agency, and that’s why, if a realtor is referring someone to some-
body just based on the service, to a title agency just based on the
service, I don’t think there is a big problem. And unfortunately, it
is a few bad actors that are tainting the industry. It’s a—and we're
trying to get rid of the bad actors so everybody else that does it
right can compete, and—

Mr. TIBERI. So you would acknowledge that it’s a few bad apples?

Ms. ToLL. It’s a pervasive problem in the sense that it exists in
every State. I think, as a percentage of premium, that would be an
interesting thing to explore. All I know is we are just going crazy
at the Colorado Division of Insurance, finding the bad actors. And
a lot of our complaints actually come from competitors. So we know
there are good guys out there that want the playing field to be
level, and we are trying to respond.

Mr. TiBERI. Could you imagine that there might even be, in a
competitive marketplace, actually a benefit to consumers, meaning
if the three of you are title insurers, and I know all three of you,
and I said to my client, Mr. Campbell here, “Go talk to these three,
and get the best deal possible,” don’t you think that actually en-
courages competition and lowering the cost?

Ms. ToLL. If I, as a consumer?

Mr. TIBERI. No, he is the consumer. You are the title agency.

Ms. ToLL. Oh.

Mr. TIBERI. You three are the title agency, and he talks to all
three of you, and asks for a bottom line.

Ms. ToLL. Sure.
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Mr. TiBERI. Thank you.

Ms. ToLL. We would start competing.

Mr. TiBERI. Okay, next—oh, I ran out of time.

Chairman NEY. Quickly, for the next—

Mr. TiBERI. Thank you, Mr. Chairman.

Chairman NEY. You want to answer?

Ms. WiLLiaMS. This is one of the issues that we are also looking
at in our study.

Chairman NEY. Okay. Mr. Cunningham?

Mr. CUNNINGHAM. I think if you do it that way, and price is one
of the considerations that you use to base the referral, absolutely.
Anybody who refers business and takes price into account as well
as the other factors, that is part of the solution to this whole prob-
lem.

Chairman NEY. Thank you. I yielded my time to Mr. Miller, so
I'm not going to take the time now. But I am going to put in writ-
ing the question to you about competition. I want to thank you for
your time today.

Thank you. I want to thank panel two for being here. Bob
Hunter is the director of insurance for the Consumer Federation of
America, and a consultant on public policy and actuarial issues.
Mr. Hunter is the former commissioner of insurance for the State
of Texas. He also found the National Insurance Consumer Organi-
zation.

Doug Miller is the president and CEO, and co-owner of Title
One, Incorporated, in Bloomington, Minnesota. Title One, founded
in 1992, currently has 8 offices with 55 employees. Mr. Miller is
certified by the Minnesota State Bar Association as a real property
law specialist.

Mr. Arthur Sterbcow has been president of New Orleans-based
Latter and Blum, Incorporated since 1995. He is also a member of
the board of directors for the Real Estate Services Providers Coun-
cil, Incorporated. Mr. Sterbcow was appointed by former Louisiana
Governor, Mike Foster, to the State’s property insurance task force.

Tom Stevens is a 2006 president of the National Association of
Realtors. The association represents more than one million mem-
bers, and is involved in all aspects of the residential and commer-
cial real estate industries. Mr. Stevens is a past president of the
Virginia Association of Realtors, and was named Realtor of the
Year by the State association in 1991.

And Rande Yeager is president and CEO of Old Republic Title
Insurance Company Group of Minneapolis, Minnesota. He joined
the company in 1987, and is responsible for all operations of Old
Republic Title and its subsidiaries. Mr. Yeager is also the 2006
president of the American Land Title Association. Welcome, and we
will start with Mr. Hunter.

STATEMENT OF ROBERT HUNTER, DIRECTOR OF INSURANCE,
CONSUMER FEDERATION OF AMERICA

Mr. HUNTER. Good afternoon, Mr. Chairman, members of the
subcommittee. Excessive title insurance premiums are not a new
problem. In 1977, I assisted as Federal Insurance Administrator
when the Justice Department first criticized the practice of reverse
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competition in title insurance. We haven’t used the word reverse
competition, but this is the crux of the problem.

Reverse competition is a feature of certain insurance transactions
in which the buyer of the insurance is not the shopper, but is really
looking for something larger, like a car or a home, and insurance
is either required or suggested as part of that process.

At that point, a third party—a real estate broker, car dealer, or
someone—is in a position to steer the consumer to a particular in-
surer. The third party is often influenced in making the selection
of an insurer by kickbacks that take many forms: commissions,
underpriced services, captive reinsurance, and so on. The focus of
competition is on rewarding the third party for the steering. Since
this increases the price of the insurance, the competition is the re-
verse of normal.

I heard Prudential say in a reverse competition situation, that
they could not sell insurance, because they were—their price was
too low. This was credit insurance. Their price was too low, there-
fore they were non-competitive.

In the case of title insurance, title insurers market their products
to real estate professionals who, because of their position of market
power in the real estate transaction, can steer consumers to a par-
ticular title agent or insurer. The consumer has little or no market
power in this transaction, because title insurance is required, be-
cause the consumer infrequently purchases reinsurance, and has
little knowledge.

It is very powerful uninformed consumers buying required insur-
ance subject to market power exercised by trusted professionals,
and only breaking the power of this incentive can end reverse com-
petition and bring title insurance premiums down.

In 2005, consumers paid $17 billion in title insurance premiums:
4 times what they paid in 1995. This increase was driven by in-
creased home sales, mortgage refinancings, and growth in home
values. Yet the—given automation, there should have been savings,
?I’ld prices should not have gone up at the same rate as these other

actors.

BankRate estimates that national average premiums for title in-
surance on a $180,000 loan is $925. I am an actuary, and I am
using the title report and other estimates, that it should only cost
somewhere between $200 and $300 for the 5 percent that was paid
out in claims, and for the costs. So we’re talking about triple the
fair price.

The majority of title insurance costs are not for losses or oper-
ating costs, but payments to title agents. The top four title insur-
ance paid an average of 80 percent of the title insurance premiums
to their agents, and it’s not disclosed to borrowers.

The widening number of investigations, State and Federal, into
allegations of illegal kickbacks are helpful, but too little and too
late. Congress must act to remove the financial incentive for re-
verse competition.

There are two possibilities for doing this. One, replace title insur-
ance with a Torrens-type system. Torrens title is another method
for protecting buyers. It started in Australia in 1858, and is used
throughout the world in most countries. In Torrens, title to the
properties is created by the act of registration in the central reg-
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ister. Once your name is on the register, you are the owner, by the
fact of registration. Title by registration is the pivotal concept of
Torrens.

The State of Iowa uses this system, and it saves a lot of money.
The current premium in Iowa is $110 for mortgages up to
$500,000. Here, in D.C., a $500,000 mortgage costs, for title insur-
ance, $1,775, 16 times what it was charged in Iowa. Given that
most of the world—and even Iowa—has moved to an efficient meth-
od of protecting home buyers from defects in titles, Congress should
encourage more States to experiment with less expensive alter-
natives.

Second, make lenders pay for their title insurance. Another alter-
native is to have lenders pay for the title insurance policies, and
include the cost in the APR, which is clearly subject to positive
competitive forces. The general approach would be to make those
requiring title insurance pay for it: the lender for lender’s policies,
and the buyers for the buyer or owner’s policies. This would hold
down the cost of insurance premiums, because there would no
longer be an ability to indirectly pass the costs through to the
home buyer. The direct pass-through approach, part of the APR,
will pressure lenders to squeeze out excessive kickbacks from title
insurance products.

We have known about these kickbacks for decades. Study after
study has shown that they exist, and that they are very powerful,
and have doubled or tripled the real price. As has been true since
1977, these incentives for kickbacks are great.

And you just can’t outlaw them by saying they are illegal—

Chairman NEY. I'm sorry—

Mr. HUNTER. You have to stop them by taking away that incen-
tive.

[The prepared statement of Mr. Hunter can be found on page 55
of the appendix.]

Chairman NEY. I'm sorry, Mr. Hunter, your time has expired.
The reason I am—I just got notice that we are going to have votes,
so I want to get everybody’s testimony in, so I am just staying
strict to the time because of that reason.

Mr. HUNTER. Fine.

Chairman NEY. Mr. Miller? Thank you.

STATEMENT OF DOUGLAS R. MILLER, PRESIDENT AND CEO,
TITLE ONE, INC., MINNEAPOLIS, MN

Mr. MILLER. Thank you. I am here today because I am being
shut out of the Minnesota title industry by controlled business rela-
tionships. My company can no longer compete because we won’t
pay referral incentives to realtors and loan officers. There are a lot
of realtors and loan officers who would like to send me business,
but because of management pressures, they can’t do it.

When you mix controlled business and fiduciary relationships,
competition becomes, “Who can pay the most in referral fees?”

I have been in business for 14 years. I have a great company. We
strive to have the best service, product, and pricing. We are one of
the most technologically advanced companies in the Nation. We
have 60 great employees and 8 convenient locations. But none of
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that matters any more. Consumers typically rely upon realtors to
select their title company.

For title service providers, there is almost irresistible incentive
to financially influence these realtors to refer them business. And
nowhere are there more referral incentives tainting the market
than in Minnesota.

Minnesota is the most corrupt place in the Nation to close a
home. Service excellence and price are now meaningless in my
market. Instead, we have a system that rewards real estate profes-
sionals for manipulating their clients into selecting the highest
priced title companies. That system is called controlled business.

My title company is stopped at the door at most real estate bro-
kerage houses in town. They have their own affiliated title com-
pany, and don’t want to hear about us. Loan officers who are loyal
to our cause are powerless to risk making a title company rec-
ommendation that is contrary to the realtor’s recommendation, for
fear of losing a referral source. Consumers are carefully guarded
from key information about competing title companies, and agents
are chastised if they recommend a title company other than their
in-house company. I could give away my services for free, and still
be shut out.

RESPA was designed to prevent exactly what happened in Min-
nesota. Unfortunately, RESPA created some loopholes for certain
affiliated businesses. Minnesota is now one big anti-competitive
loophole.

Real estate agents are trustees of their clients’ real estate affairs.
They are fiduciaries. Controlled business and fiduciary relation-
ships don’t mix. When you start talking about capture rates in fi-
duciary relationships, it is the equivalent of talking about manipu-
lating fiduciary relationships for financial gain.

It may be a great business plan, may make tons of profit and
they may be hugely successful, but for the same reason that they
are so successful is also why they are very illegal. It is self-dealing
and anti-competitive.

NAEBA, the National Association of Exclusive Buyer Agents, is
one organization of realtors that takes the position that it would
be self-dealing, and an obvious breach of fiduciary duties, to accept
pressures or incentives in the selection of a title company. Take a
look at Exhibit A.

CBA’s don’t have to compete, so they are expensive. In fact,
CBA’s are the most expensive title companies in the Twin Cities
marketplace, sometimes by as much as 40 percent. And you can
take a look at my price comparison over there. The entire basis for
a CBA’s existence is to control fiduciaries, so that their clients are
prevented from making an informed decision. A vulnerable and
trusting consumer will pay more, so controlled business charges
them more.

If you have a CBA, then you have a license to charge whatever
you want. CBA’s are bad for consumers, and they destroy competi-
tion. Joint ventures are the worst form of CBA. They are created
by title companies for the purpose of paying referral incentives. In-
stead of competing on service and price, the title company captures
the realtor’s business by setting up a joint venture with them.
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The joint venture provides identical services that the title com-
pany already provides, but the realtors get to share in the profits.
There is no legitimate reason for their existence, they add nothing
to the transaction, except an extra step and kickbacks or referral
incentives to realtors. This adds a huge, unnecessary step and cost
to a transaction that is already very complex and expensive.

The realtor just tells the client where to go for their closing, the
HUD will show an extra line item to the JV for services that
should have been done by the original title company, the companies
that compete on service and price never even have a chance. The
realtor’s advice has been bought and tainted, just as clearly as if
they had been paid a cash kick-back.

Where there used to be a handful of title companies in the Twin
Cities market, there are now over 500, and most of them are JV’s.

Although the elderly, first-time home buyers, and some protected
classes may be victimized the most, these schemes cross over all ra-
cial and demographic borders.

The impact of CBA’s is nowhere more apparent than in Min-
nesota. The Federal Housing Finance Board conducted a survey of
mortgage closing costs in U.S. cities, and concluded that our closing
costs were more than twice the national average. A recent inves-
tigation by Money Magazine concluded that widespread existence
of controlled business relationships was the main reason Minnesota
now has the highest closing costs in the Nation.

Conclusion. Minnesota’s free market system has been horribly
perverted, and it is harming consumers and legitimate business to
the tune of billions of dollars per year. Whether legal or not, con-
trolled business in a fiduciary relationship will always have an
anti-competitive effect. Why would any fiduciary, truly acting in a
client’s best interests, repeatedly send those clients to an affiliate
that it knows will cost them hundreds of dollars more, on average?
The system has been breached, and the culprit is controlled busi-
ness. Thank you.

[The prepared statement of Mr. Miller can be found on page 78
of the appendix.]

Chairman NEY. Thank you.

Mr. Sterbcow?

STATEMENT OF ARTHUR STERBCOW, PRESIDENT, LATTER
AND BLUM, REALTORS, NEW ORLEANS, LA, ON BEHALF OF
THE REAL ESTATE SERVICES PROVIDERS COUNCIL, INC.

Mr. STERBCOW. Good afternoon, Mr. Chairman, and members of
the subcommittee. My name is Arthur Sterbcow, and I am presi-
dent of Latter and Blum Realtors, a full service real estate broker-
age company, headquartered in New Orleans, Louisiana, since
1916. Despite Hurricane Katrina, we are still around.

Latter and Blum Realtors has 28 real estate brokerage offices
that engage in real estate sales and leasing in Louisiana and
southern Mississippi through over 1,000 sales associates and 250
employees. Latter and Blum offers mortgage services through our
wholly owned subsidiary, Essential Mortgage Company, and we
offer title and closing services through Essential Title, another
wholly owned subsidiary.
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We also offer insurance through Latter and Blum Insurance
Services, which is a joint venture, jointly owned by Latter and
Blum and Hartwig Moss Insurance Agency.

Today I am representing the Real Estate Services Providers
Council, known as RESPRO, as a member of its board of directors,
and as its 2006 vice chair. RESPRO is a national, non-profit trade
association of approximately 275 residential real estate firms,
mortgage lenders, home builders, title companies, and other settle-
ment service companies. The bond that unites this diverse member-
ship is that we all offer one-stop shopping for home buyers and
home owners through what are known under RESPRO as affiliated
business arrangements.

My testimony today will primarily focus on one topic of this hear-
ing, affiliated title businesses, and particularly the difference be-
tween legitimate affiliated businesses and sham affiliated busi-
nesses.

In RESPRO’s opinion, affiliated title businesses that comply with
RESPA and similar State laws, which I will refer to today as legiti-
mate affiliated businesses, increase competition by facilitating
entry into the title industry by non-traditional providers such as
real estate brokers, home builders, and mortgage lenders. They
have also been documented over the years as providing consumers
the benefits of convenience, accountability, and potentially lower
costs.

One of the reasons that companies like Latter and Blum have en-
tered the title business over the last several years is because it al-
lows us to improve the quality of the title and closing process for
our customers. Another reason is consumer surveys—that are more
fully explained in my written testimony—have shown that the ma-
jority of home buyers prefer to be able to get everything they need
in one place.

The reason these home buyers said they prefer one-stop shop-
ping, or that they have just one person to contact, it speeds up the
home buying process. It prevents potential problems and falling
through the cracks. It ensures one standard level of service from
all providers in the entire real estate transaction.

Over the last 15 years, there have been a number of economic
studies by both independent economists and HUD that have docu-
mented the increased competition and potentially lower costs that
legitimate affiliated business arrangements have brought to the
marketplace. In the interest of time, I won’t repeat their findings
here. But the details are provided in my written statement, and I
will be glad to provide the complete studies to the subcommittee for
the record.

It is important, however, for affiliated businesses to comply with
the Federal regulatory framework governing them that Congress
and HUD have provided under RESPA. This regulatory framework
requires a person referring business to an affiliate to disclose the
nature of the financial interest. It prohibits that person from re-
quiring the use of the affiliated service, and it prohibits that person
from accepting illegal referral fees from the affiliated company.

RESPRO has served as a regulatory compliance resource for our
members’ affiliated businesses throughout the years through our
publications, a comprehensive desktop reference kit on regulatory
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compliance issues for managers of affiliated businesses, our work-
shops, and through our website at www.respro.org.

Our organization, however, is very frustrated, frustrated that
some providers in today’s marketplace are violating RESPA and
similar State laws by creating sham affiliated businesses that are
established primarily through a vague RESPA’s anti-kickback pro-
hibitions.

In addition, we see illegal kickbacks in the marketplace, such as
certain title agents or mortgage originators blatantly paying cer-
tain real estate agents for referrals of business.

RESPRO has long been concerned about these violations, because
they make it more difficult for legitimate affiliated businesses to
compete, and because they tarnish the reputation of our companies.
It is, frankly, frustrating for companies like mine to devote sub-
stantial resources to assuring that our affiliated business are in
compliance with RESPA and similar State laws, and then observe
competitors bypassing those protections with clear-cut violations.

For that reason, we totally support efforts by HUD and the
States to more effectively enforce RESPA and State laws, and we
support State efforts to put more teeth in their State laws, to en-
able them to more effectively curb sham affiliated businesses and
illegal cut-backs by both affiliated and unaffiliated title companies.

In fact, RESPRO’s Colorado chapter recently worked closely with
Colorado regulators on a new State law governing affiliated busi-
nesses that is modeled after RESPA. We believe this law could pro-
vide a workable framework that can be a model for other States in
the future.

Mr. Chairman, we offer our assistance to Congress, HUD, and
State regulatory agencies, as you effectively deal with shams and
illegal kickbacks in the future. I thank the committee for the op-
portunity to testify, and I will be happy to answer any questions.

[The prepared statement of Mr. Sterbcow can be found on page
153 of the appendix.]

Chairman NEY. Thank you.

Mr. Stevens?

STATEMENT OF THOMAS M. STEVENS, PRESIDENT, NATIONAL
ASSOCIATION OF REALTORS

Mr. STEVENS. Thank you, Chairman Ney, and members of the
subcommittee. Thank you for inviting me here today. My name is
Tom Stevens, and I am the former president of Coldwell Banker
Stevens Realtors, which is now Coldwell Banker Residential Mid-
Atlantic, right here in the Washington/Baltimore area.

As the 2006 president of the National Association of Realtors, I
am here to testify on behalf of our nearly 1.3 million realtor mem-
bers, representing all aspects of the residential and commercial
real estate industry. I appreciate the opportunity to share our
views on title insurance costs and competition in the marketplace.

Realtors take concerns about competitiveness and any sector of
the real estate services industry very seriously. In fact, just a few
months ago, the Government Accountability Office was asked to
analyze competition among real estate brokerages. The GAO con-
cluded that the industry has a number of attributes associated with
active price competition. These include a large number of relatively
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small firms that are active throughout the country, and the ease
of entry into the profession.

Realtors have a particular interest in ensuring competitiveness
in the title industry, as title companies play an important role in
the real estate transaction. As you may know, real estate profes-
sionals interact with title companies in a number of ways. Let me
highlight one, in particular, that explains why we believe the in-
dustry is competitive.

Through affiliate business arrangements, a real estate broker or
agent may refer business to a settlement service provider, such as
a title company that is owned in whole or in part by the referring
party. Under this arrangement, the referring party receives no di-
rect payment for the referral, but he or she can benefit indirectly,
based on the financial growth of the affiliated provider.

While NAR does not have comprehensive data on nationwide real
estate affiliated title companies, based on my experience I estimate
that about 20 percent of real estate professionals have established
title company affiliations. Industry experts acknowledge that the
average capture rate, or the number of transactions completed by
the affiliate, is around 30 percent.

Why is this number so low? First, a broker-owner has little influ-
ence over how real estate agents manage their clientele. Second,
agents are highly motivated individuals, whose future business de-
pends on giving their clients a high level of customer satisfaction.
Consequently, an agent will recommend the provider that they be-
lieve will provide the best experience for their client. More often
than not, it is not the broker’s affiliated company.

Title insurance providers must be highly competitive to win busi-
ness from their partners in the transaction. I have detailed in my
written testimony additional reasons why we believe title insurance
also is competitive. These facts are not in serious dispute among
real estate service providers.

The question we have often heard debated is, if the business is
so competitive, why haven’t the costs of title insurance decreased,
especially with the proliferation of the Internet? Simply put, there
is no do-it-yourself easy way to issue title insurance. Each home
has its unique title and history. Each sales transaction requires its
own title search, its own title examination and commitment, title
policy, and settlement closing.

Purchasing a home requires weeks, if not 1 or 2 months of work,
and there is tremendous liability at stake for all parties. So while
a person can go on the Internet and in just a few minutes have an
airline ticket to virtually anywhere in the world, the time, com-
plexity, and liability part of the real estate transaction precludes
a point and click approach.

However, there is one area of the title insurance market that
greatly concerns realtors: illegal kickbacks. Not only are illegal
kickbacks wrong, but they drive up closing costs for consumers.
Real estate professionals want to see sham companies who engage
in such practices removed from the marketplace quickly. NAR ap-
plauds HUD and State insurance commissioners for shining a
bright light on sham companies and illegal kickbacks.
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We are optimistic that HUD’s increased enforcement and coordi-
nation with Federal agencies and State regulators will send a clear
signal to the bad actors, that they are not welcome in our industry.

We also wish to issue a challenge to our industry partners to al-
locate resources to RESPA education efforts, as NAR has done with
its RESPA awareness campaign. NAR is committed to ensuring
that realtors understand RESPA, and fully comply with its provi-
sions. We welcome every opportunity to work with HUD on our
compliance efforts, to ensure that the real estate industry remains
strong and competitive, well into the future.

And I want to thank you for your time, and I would be happy
to answer questions.

[The prepared statement of Mr. Stevens can be found on page
171 of the appendix.]

Chairman NEY. Thank you.

Mr. Yeager?

STATEMENT OF RANDE YEAGER, PRESIDENT AND CEO, OLD
REPUBLIC NATIONAL TITLE INSURANCE CO., MINNEAPOLIS,
MN, ON BEHALF OF THE AMERICAN LAND TITLE ASSOCIA-
TION

Mr. YEAGER. Thank you Chairman Ney, members of the sub-
committee. Again, I am Rande Yeager. I am president and CEO of
Old Republic National Title Insurance Group. But today I am ap-
pearing as the 2006 president of the American Land Title Associa-
tion.

ALTA represents those poor souls sentenced to life in painful
title insurance. We have over 3,000 members, including title insur-
ers, title insurance agents, abstractors, and attorneys.

Mr. Chairman, all of us who work in the land title business are
justifiably proud of the essential role our industry plays in making
our real estate market the envy of the world. Nowhere else is the
creation and transfer of interest in real property accomplished
more efficiently and securely than in the United States. It is be-
cause we are so proud of the many good and unnoticed things that
our industry does, that we are so concerned about any questionable
practices involving our members.

Let me make this clear at the outset. We support strong, con-
sistent enforcement of State and Federal regulations that address
referral fee arrangements. Businesses that do not play by the rules
gain an unfair competitive edge, and often provide inferior services
at higher prices to the consumer.

Because my time is so limited today, I will urge you to read our
comprehensive written statement.

And while consumers today are more knowledgeable about real
estate transactions than they ever were in the past, the fact re-
mains that most consumers still look for advice to their real estate
agent or mortgage lender in selecting a title company. That is not
likely to change in the foreseeable future.

When title companies compete for recommendations on the basis
of service, quality, and price, consumers benefit. However, captive
reinsurance and sham affiliated business arrangements may in-
volve indirect kickbacks or referral fees to the builder, lender, or
broker, as a way of securing their recommendations.
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It’s important for the subcommittee to appreciate that ALTA has
always been a strong supporter of RESPA, and its objective to in-
sure that competition is not skewed by illegal referral fees and
other kickbacks. The reason for this support is clear. Such pay-
ments and practices cause great harm to the vast number of ALTA
members who are complying with RESPA.

Our association, therefore, has a strong interest in working with
HUD and State authorities, and we do applaud the efforts of Erin
Toll to insure that the rules are enforced fully, consistently, and
fairly. Indeed, most enforcement actions are brought due to indus-
try complaints to regulators.

Accordingly, some of the changes we recommend to build on this
private relationship are: section eight should be amended to pro-
vide competitors to bring a section eight case for injunctive relief.
At present they do not have that right. Companies in the industry
know when their competitors are engaged in unlawful payments to
get business, and they have a strong incentive to stop such prac-
tice.

Second, we would ask HUD to respond with a reasonable time
to request for guidance on RESPA issues that are submitted by
ALTA or other national settlement service associations. This
screening process will ensure that only important questions with
broad significance will be brought to HUD’s attention.

Third, we believe that States should be encouraged to adopt and
enforce referral fee prohibitions against the recipients of such pay-
ments. Frequently, it is the title companies that are under pressure
from persons in a position to refer business to make questionable
payments in order to get referrals.

Fourth, greater emphasis should be placed on consumer edu-
cation, both directly and through the Internet. ALTA allocates sub-
stantial resources to educating its members, and for many years
has been actively engaged in consumer education. ALTA’s website
contains clear and helpful information for consumers, as well as
regulators.

ALTA appreciates this opportunity to provide its views to the
subcommittee, and I am prepared to respond to questions that any
of the members have about the title insurance or its industry.

[The prepared statement of Mr. Yeager can be found on page 212
of the appendix.]

Chairman NEY. Thank you. Without objection, the statement of
the American Homeowners Grassroots Alliance will be entered into
the record.

Chairman NEY. Mr. Green, do you have a question?

Mr. GREEN. Mr. Chairman, I do realize that we have the vote,
and I will just compliment the persons who have appeared for
doing so, and thank you for your testimony. And I thank you, Mr.
Chairman, for providing the opportunity.

Chairman NEY. Thank you for your participation in the hearing.
I appreciate the second panel and I think it’s important for your
views to have been here today, to be part of the record.

And I would note that some members, including myself, may
have additional questions that they wish to submit in writing so,
without objection, the hearing record will remain open for 30 days
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for members to submit written questions to the witnesses, and for
the responses to be placed in the record. Thank you.

With that, the hearing is adjourned.

[Whereupon, at 4:55 p.m., the subcommittee hearing is ad-
journed.]
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Opening Statement

Chairman Michael G. Oxley

Financial Services Committee

Subcommittee on Housing and Community Opportunity
Title Insurance: Cost and Competition

April 26, 2006

Thank you, Mr. Chairman, for holding this hearing and for your continued
leadership in making it easier for consumers to buy homes. This Subcommittee has
led the way with the American Dream Downpayment Act, the Zero Down Payment
Act, and other initiatives to make the dream of homeownership a reality for an
impressive 69 percent of American families.

Congress can still do more, however, to reduce barriers that limit competition
in the real-estate marketplace. Many home-buying services with relatively fixed
costs, such as realtor fees, title searches, and lending fees, have skyrocketed along
with the value of the homes, even though the amount of work involved has actually
been reduced with improved automation and computerization. If a house has
doubled in value, does it really cost the realtor twice as much to sell it and the title
agent twice as much to do the automated title search? Consumers are paying home-
purchase costs that are artificially high because of the lack of competition in real
estate services.

I am particularly concerned about the ongoing investigations of title
insurance fraud that have already resulted in tens of millions of dollars in
settlements. In Colorado, Deputy Insurance Commissioner Toll has unraveled a web
of illegal kickback schemes using captive reinsurance and involving title insurance
agents, builders, realtors, and other real estate services providers. These schemes
have inflated the price for title insurance for thousands of people. Few consumers
will hold up their new home purchase over a few thousand dollars in title insurance.
But what the consumer doesn’t know is that, in many cases, a large percentage of
the consumer’s title insurance payment gets kicked back to the real estate
professional who set up the closing.

Illegal kickbacks are already a violation of RESPA. But the investigations by
Colorado, Minnesota, California, and others make it clear that this is an endemic
problem. That is why I asked the Government Accountability Office to investigate
for Congress how title insurance gets sold in the real estate marketplace. GAO's
interim report raises some very troubling questions for Members of this Committee.
According to GAO, in several cases title insurers or agents have created fraudulent
business arrangements to provide potentially illegal kickbacks to realtors, mortgage
brokers, lenders, and attorneys, in return for steering business their way. GAO is
finding that instead of focusing on consumers, title agents normally market their
business to these real estate providers, creating a potential conflict of interest that
benefits the providers at the expense of the consumer.



41

I believe that most business professionals are beyond reproach and provide
consumers with the best services they are able. Some of those individuals are here
with us today. Unfortunately, the majority of professionals find themselves
undercut by less scrupulous actors who are circumventing RESPA’s rules on illegal
kickbacks. Given the number of annual home purchases and refinancings, I don't
believe that the lack of price competition in real estate services is something we can
just enforce our way out of. HUD and State insurance departments simply do not
have the resources to monitor every property transaction. This is a structural
marketplace problem that at some point Congress will have to address.

I want to thank our witnesses for joining us today to help shed some light on
this critical consumer issue. Ms. Toll has been the leader in uncovering title
insurance problems and opening the path for others to follow in protecting
consumers. GAO and HUD have been very helpful in analyzing the marketplace
and initiating a discussion of potential next steps. And the witnesses on our second
panel will be enormously helpful in providing us with the industry and consumer
group perspective to separate fact from fiction and underscore why a vibrant title
insurance marketplace is so important for consumers.

1 look forward to working with the panelists, Chairman Ney, Ranking
Member Ms. Waters, and other Members of the Committee, as we begin a discussion

of the problem and a search for solutions.

HHHE
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Opening Statement of the Honorable Bob Ney
Chairman, Subcommittee on Housing and Community Opportunity

Hearing on
“Title Insurance; Cost and Competition”

Wednesday, April 26, 2006

This afternoon the Subcommittee on Housing and Community Opportunity meets to
discuss title insurance and its role in the real estate transaction. I look forward to today's
panel of witnesses sharing their views on title insurance costs and competition in the
marketplace.

Title insurance is designed to protect homeowners and lenders from future claims to
their property. It helps protect against the risk that property may be encumbered at the
time of sale by unknown rights and claims asserted by others. Title problems can limit the
homeowner’s future use of the real estate and threaten the security interest that the
mortgage lender holds on the property. Unlike most other types of insurance that focus on
potential future events and are renewed annually, such as homeowners or automobile
insurance, title insurance protects against losses arising from past defects and is only paid
at the purchase or refinancing of a home.

In the past several years, regulators, industry groups, and others have suggested
several changes to regulations that would affect the way title insurance is sold. In 2002,
HUD proposed revisions to the Real Estate Settlement Procedures Act (RESPA) that were
designed to increase competition in the real estate settlement industry. The proposed
revisions included the development of guaranteed mortgage packages and a more binding
good faith estimate, both of which would have affected the pricing and sale of title
insurance. Such revisions proved to be controversial and HUD was forced to withdraw the
proposal in 2004.

However, HUD announced in June of 2005 that it was again considering revisions to
the regulations implementing RESPA and was seeking input from the industry and others.
Given the intense Member interest in this issue during the previous Congress and the
attention this issue has received in the media, RESPA reform is not a simple one. Rather,
it is very complex. It is important that HUD take a cautious and thorough approach —
weighing all the perspectives — as it moves forward.

While title insurance differs from many other insurance products in the
marketplace, it is a valuable tool in protecting homebuyers and lenders from problems that
may arise in a real estate transaction. However, buying a home has become too complex
and must be simplified so that there is more transparency in the pricing of settlement
services. While we all may agree on that goal, there are differences on how to achieve it. It
is my hope that today’s hearing will focus on the importance of regulation that balances the
need for vigorous consumer protections with vibrant business competition to provide a
healthy insurance marketplace for consumers.
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Opening Remarks for Congresswoman Maxine Waters
Apnl 26, 2006

Hearing on Title Insurance Industry

Good afternoon ladies and gentleman. First, let me thank Mr. Oxley, Chairman of the Financial
Services Committee for his interest in the Title Insurance industry. Mr. Ney, Chairman of the
Subcommittee on Housing and Community Affairs should be commended for holding today’s
hearing. This hearing on the Title Insurance industry is important for a number of reasons.
Primary among them is the varying degree of opinion about the Title Insurance industry. There
are those who believe that the Industry is in great shape, and that the imposition of additional
regulations is not warranted. Of course, there are those who believe that the industry is not
operating competitively because of fraud and abuse. Indeed, there have been published reports of

fraud and abuse in the Title Insurance industry in the State of Califormia.

However, whether you support one position or the other, I believe that Industry practices need to
be examined closely to shed light on issues surrounding the Industry. To that end, 1 believe
today’s hearing represents an initial step in the right direction. One, are the abuses in the Title
Insurance industry so prevalent that we should consider legislation to reform the industry? Can
the industry police itself? Are there interim measures short of legislation that this Subcommittee
might consider to ensure that the consumer is protected from anti-competitive forces that could be

at play in the market place?

We all know that the true cost of any alleged fraud and abuse weighs most heavily on the
consumer. Consumers can not avoid paying for Title Insurance, but they need not pay for

overpriced products because the market is not competitive.

Title Insurance is a fact of life in most real estate transactions, and in every state in the nation,
although three States do not require licensing of Tile Insurance agents -- New York, Tennessee
and Georgia. Why? The cost of Title Insurance varies from state to state. Indeed, it is the lack of
uniformity between the different Title Insurance systems that makes this an important issue. In
addition, approximately 90 percent of the title insurance business is concentrated in the hands of a

few large Title Insurance companies. Higher mortgage loan amounts can also result in higher
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Title Insurance premiums for the borrower. Loans in the sub prime market carry higher insurance

premiums. Does this benefit consumers?

While today’s testimony has generated broad interest, [ could not find any agreement about why
the industry is in its current state. Therefore, of particular interest to me is the GAO preliminary
study, because it can provide a blueprint for this Committee to examine what are the underlying
factors — economic and non-economic -- influencing the Title Insurance industry. Is it a
competitive industry? How are Title Insurance rates determined? While it is too early to rely on
the GAO report exclusively for guidance on the appropriate legislative response to these
questions, the completed study will ultimately provide this Committee with instructive
suggestions on what remedies to entertain. Accordingly, I would strongly urge the Chairman to
request that GAO expedite its study of the Title Insurance industry before we reach any final

conclusions about what is the appropriate response. Thank you. Mr. Chairman
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Statement for the Record
Congresswoman Nydia M. Velazquez
Housing and Community Opportunity Hearing
“Title Insurance: Cost and Competition”
April 26, 2006

First, I want to thank Chairman Ney for holding this hearing today on title insurance and the role it plays in
the housing market. This issue has relevance today as a result of the GAO report commissioned by
Chairman Oxley and other recent and ongoing state and Federal investigations about practices within the
industry. So, I am hopeful that today’s hearing will provide this subcommittee with insight into these and
other issues regarding title insurance -- as well as suggestions on how the industry can eliminate bad
players and become more transparent for consumers.

Title insurance is a valuable tool for homebuyers. For many, it is just another box to check when closing
on a home, but if something goes awry -- and it sometimes does-- it is critical in protecting consumers and
lenders from losses. It also helps guarantee the efficient and safe transfer of property.

Recent investigations and GAO’s preliminary findings identify possible areas that could be improved
within the title insurance industry. It is important to address these concerns in order to ensure that title
insurance continues to perform its vital role, which allows consumers to acquire real estate free of worry
that someone will contest their right of ownership.

Title insurance allows homebuyers to accept ownership of real estate on terms they are comfortable with.
Property ownership interests often go beyond the seller and the buyer -- extending to prior owners that have
created contracts or suffered liens against the property. Title insurers work to uncover these liens and
encumbrances, giving buyers the chance to make informed decisions about the property they are
purchasing.

It is necessary, however, to ensure that consumers are receiving a fair deal and accurate information when
they purchase title insurance.

In order to guarantee that this occurs, there should be adequate regulation, both from within and outside of
the industry. This public-private partnership will make sure that questionable title insurance transactions,
such as those that have been the impetuous for today’s hearing, do not take place.

We will likely be hearing from witnesses about state and Federal investigation that have recently identified
potential illegal activities in the sale of title insurance. These investigations have centered on alleged
kickbacks received by real estate agents, lenders, mortgage brokers, and attorneys in return for steering
business to title insurers or agents. The creation of captive reinsurance arrangements has also been the
subject of investigations. Such arrangements have been alleged to be a method to pay for referrals which is
illegal in many states and under RESPA.

The bad players engaging in these activities severely undermine the title insurance industry as a whole and
harm consumers. Action should be taken and a framework put in place to stop illegal practices that
undercut the integrity of title insurers and subsequently cause consurners to suffer.

Again, I would like to say that I am happy to be here today to hear all sides of the story. Title insurance is
an important and necessary component of the real estate marketplace. In most cases, it allows for the
smooth and secure transferal of property from seller to buyer. And in rare cases, when a party comes
forward to make an ownership claim on a property, title insurance protects buyers and lenders from
suffering losses. However, the benefit of title insurance to consumers depends on fair play within the
industry and we must make sure that the marketplace is structured in a manner that promotes these
objectives.
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Chairman Ney, Ranking Member Waters and distinguished Members of the
Subcommittee, I appreciate the opportunity to be here today to discuss the important
issues related to title insurance under the Real Estate Settlement Procedures Act
(RESPA), and to highlight aspects of RESPA enforcement that provide examples of
improper schemes by title companies and other settlement service providers to avoid the
prohibitions of RESPA. At your pleasure, I would like to submit my written testimony
for the record.

Enforcement of the Real Estate Settlement Procedures Act (RESPA) is a high
priority of Secretary Jackson, and Brian Montgomery, the Assistant Secretary for
Housing and Federal Housing Commissioner. We view RESPA enforcement as a very
important part of HUD’s mission to increase homeownership and help provide affordable
housing opportunities. Let me also say that while the focus of the hearing today is on
title insurance, we certainly recognize that RESPA enforcement is an industry-wide issue
with respect to settlement service providers, and that most providers across the industry
desire a level playing field on which to compete, and take their obligations under RESPA
seriously.

RESPA Coverage and Prohibitions

Prior to enacting RESPA in 1974, Congress found that consumers needed more
timely information on the nature and costs of the settlement process, and that abusive
practices, including the payment of referral fees and kickbacks among settlement service
providers, had developed in the process of buying a home. Congress also found that
these payments artificially drove up the cost of settlement because consumers indirectly
paid the referral fees. It sought to end these kinds of payments as one way of lowering
costs to consumers when buying a home.

RESPA, therefore, was enacted to provide consumers protection during the
homebuying and mortgage process by: (1) requiring that consumers receive certain
information in the form of disclosures during the process; and (2) prohibiting certain
practices that unnecessarily increase the costs of settlement. The statute was later
amended several times, primarily to allow affiliated business arrangements and to address
loan servicing and escrow account issues. More than 30 years later, it is still against the
law for “any thing of value” to change hands merely for the referral of business related to
a settlement service.

RESPA covers millions of transactions every year, as its coverage extends to
virtually all loans secured by one-to-four family residential properties. RESPA’s
jurisdiction extends to all providers of seftlement services required to close the loan.
Among these services are the provision of title and closing services, including title
examinations, and the issuance of title commitments and title insurance policies.

Disclosures required by RESPA include the Settlement Costs Booklet, the Good
Faith Estimate, and the HUD-1. The Good Faith Estimate is given by the lender or
mortgage broker and itemizes charges it is anticipated the borrower will have to pay to
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close the transaction. This disclosure is intended, in part, to be a shopping tool to help
borrowers compare costs among various settlement service providers. The HUD-1
itemizes the charges actually imposed upon both the buyer and seller in connection with
the settlement. All charges by the lender and other settlement service providers must be
reported on the form.

Another key purpose of RESPA is to eliminate practices such as kickbacks,
referral fees, and unearned fees in the settlement process. Specifically, Section 8(a) of
RESPA provides that “no person shall give and no person shall accept any fee, kickback,
or thing of value pursuant to any agreement or understanding, oral or otherwise, that
business incident to, or part of a real estate settlement service involving a federally
related mortgage loan shall be referred to any person.”

Section 8(b) prohibits the giving or acceptance of “any portion, split or percentage
of any charge made or received for the rendering of a real estate settlement service
...other than for services actually performed.” By regulation, HUD has established that
the prohibitions include a charge for which “no or nominal services are performed.” 24
C.F.R. § 3500.14(c).

Section 8(c) of RESPA sets forth various exclusions from these prohibitions. In
particular, Section 8(c) provides that nothing in Section 8 shall be construed as
prohibiting: (1) the payment of a fee by a title company to its duly appointed agent for
services actually performed in the issuance of a policy of title insurance; and (2) the
payment to any person of a bona fide salary or compensation or other payment for goods
or facilities actually furnished or for services actually performed.

Affiliated Business Arrangements, Required Use and the Provision of Settlement
Services

Affiliated business arrangements are arrangements in which a person who is in a
position to refer business to a real estate settlement service provider has an ownership
interest in or affiliate relationship with a provider of settlement services, and directly or
indirectly refers business to that provider.

Section 8(c)(4) permits affiliated business arrangements so long as: (1) a
disclosure is made of the existence of such an arrangement to the person being referred,
which includes a written estimate of the charge or range of charges generally made by the
provider to which the person is referred; (2) such person is not required to use any
particular provider of settlement services; and (3) the only thing of value received from
the arrangement, other than the payments permitted under other exemptions in Section
8(c), is a return en the ownership interest or franchise relationship.

Another provision of RESPA that relates to title insurance is Section 9, which
provides that “no seller of property that will be purchased with the assistance of a
federally related mortgage loan shall require directly or indirectly, as a condition to
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selling the property, that title insurance covering the property be purchased by the buyer
from any particular title company.”

A study of the title industry conducted for HUD by Peat, Marwick and Mitchell in
1980 examined title insurance and settlement practices and pricing in eight metropolitan
areas. The study was designed to determine if consumers were served well in the
provision of title insurance and other settlement services. It concluded that such services
and products were not provided to consumers “at a price which approximates the cost of
efficiently providing those services.” The study also found that the title insurance
industry followed a pattern of reverse competition, in that there is competition for
“referral by providers rather than competition for customers themselves.”™ Later studies
substantiated the Peat, Marwick ﬁndings.3 Current anecdotal evidence and case
investigations discussed below indicate that these practices still exist in the title insurance
market environment.

HUD has sought to clarify certain provisions of RESPA and address specific
abuses in the marketplace through its regulations and policy statements. In its
regulations, HUD sets forth some criteria that address whether payment is made for a
"bona fide" settlement service. One provision states that “{wlhen a person in a position
to refer settlement service business, such as an attorney, mortgage lender, real estate
broker or agent, or developer or builder, receives a payment for providing additional
settlement services as part of a real estate transaction, such payment must be for services
that are actual, necessary and distinct from the primary services provided by such
person.” 24 CF.R. § 3500.14(g) (3) (emphasis added). Other provisions make it clear
that a charge "for which no or nominal services are performed or for which duplicative
fees are charged"” violates Section 8 and HUD's regulations. 24 C.F.R. § 3500.14(a) and
(c).

HUD addressed the statutory exemption for payments from a title insurance
company to its duly appointed agents in its Statement of Policy 1996-4, Title Insurance
Practices in Florida (61 Fed.Reg. 49398, Sept. 19, 1996). This policy statement sets forth
the work a title agent must perform to share in the title insurance premium. HUD
addressed abuses in affiliated business arrangements through Statement of Policy 1996-2,
Sham Controlled Business Arrangements (61 Fed Reg. 29258, June 7, 1996). This policy
statement set forth factors that HUD uses to determine whether the payments made by a
settlement service provider to its affiliated entities are for bona fide settlement services.

As provided by RESPA, HUD takes enforcement actions against those who
accept kickbacks or other things of value, as well as those who give them. Other service
providers are often in a position to refer settlement service business to specific providers,

L~4

! Chapter XII: “The Title Assurance and Conveyance Industries” of Real Estate Closing Costs, RESPA,
Section 14a, Vol. 1l Settlement Performance Evaluation prepared by Peat, Marwick, Mitchell and Co. for
U.S. Department of Housing and Urban Development, Oct. 1980, as quoted and discussed in “An Analysis
of Competition in the California Title Insurance and Escrow Industry,” Birnbaum, B., Dec. 2005, at p.32.
% Birnbaum Study at p. 32.

3 See Birnbaum Study at sec. 5.1 for a discussion of economic studies conducted between 1980-2005
regarding competition in title insurance markets.
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and they may demand things of value in return for referring that business. The things of
value (such as money, payment of advertising costs, or provision of gift certificates and
prizes) may be paid directly. In some cases, the parties may enter into elaborate affiliated
business arrangements, such as joint venture companies, that have no business purpose
other than to act as a conduit for distributing referral fee payments.

Captive Title Reinsurance Investigations

One affiliated business practice HUD has been investigating in cooperation with
several states and the National Association of Insurance Commissioners (NAIC), is
captive title reinsurance. Briefly, in the cases we have looked at, the practice of captive
title reinsurance operates as follows. A settlement service provider, frequently a lender,
builder, or real estate broker refers business to the primary title insurer. The title insurer
in turn reinsures a portion of the risk of the title insurance policy with the lender, builder,
or real estate broker-affiliated reinsurance company for a significant portion of the
premium. Typically, the affiliated reinsurance companies do not operate as independent
business entities offering reinsurance in the market place.

1t is HUD’s position that it is a violation of Section 8(a) of RESPA to accept a
thing of value in the form of participation in money-making captive title reinsurance
arrangements in return for the referral of settlement service business without valuable
services being performed. It is further HUD’s position that any captive title reinsurance
arrangement in which payments to the reinsurer are not bona fide compensation and
exceed the value of the reinsurance, violate Section 8 of RESPA.

In HUD’s view, there is almost never any bona fide business purpose for title
reinsurance on a single-family residence, and such an arrangement between an entity or
an affiliate of an entity that is in a position to refer business to the primary title insurer
and the primary insurer are deserving of close scrutiny. Further, when there is a history
of little or no claims being paid, or the premium payments to the captive reinsurer far
exceed the risk borne by the reinsurer, there is strong evidence that there is an
arrangement constructed for the purpose of payment of referral fees or other things of
value in violation of Section 8 of RESPA.

Recent Case Examples

Captive Title Reinsurance Arrangement: HUD investigated a reinsurance
arrangement between a primary title insurance underwriter and a homebuilder. The
homebuilder created an affiliated title reinsurance company and referred title insurance
business to the primary title insurer, who in turn reinsured a portion of the risk with the
builder’s affiliated title reinsurance company. The homebuilder agreed to make a
payment to the U.S. Treasury in the amount of $675,000, and to refrain from entering
into any such captive title reinsurance arrangements in the future.

In Memphis, Tennessee, a title company established eight affiliated title
companies with various builders, real estate agents and mortgage brokers. HUD found
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that the newly formed affiliated companies were paid for certain title and settlement work
they did not perform, and that the affiliated companies were businesses created to make
referral payments to the builders, real estate agents and mortgage brokers who owned the
affiliated companies with the title company, in violation of RESPA. The title insurance
company agreed to make a $680,000 payment to the U.S. Treasury and cease any further
business operations involving the affiliated companies. HUD later reached a settlement
for $226,000 with nine builders who were partners in the affiliated companies who
received the unearned premiums. The settlements also provided that each title insurance
entity will compete in the marketplace for title insurance business by actively seeking
business from parties other than those that created the entity.

In Tulsa, Oklahoma, HUD determined that several area homebuilders, real estate
companies and title companies violated Section 8 of RESPA by establishing middleman
companies that distributed a portion of the profits eamed by the title company that
performed the core title services, to the members of the affiliated businesses in exchange
for referring customers to the title company. HUD also alleged that one of the title
companies violated RESPA by marking up charges for abstract services and recording
fees. Together, the companies agreed to pay $450,000 and cease the business practices
that triggered HUD’s investigation. The real estate broker involved agreed that all of its
agents would attend at least three hours of qualified training on the requirements of
RESPA within six months of the settlement.

In Detroit, Michigan, a title company paid real estate brokers for the use of
conference rooms at rates that were substantially higher than the fair market rent in
violation of RESPA and HUD’s Statement of Policy on the issue. The title company
agreed to make a $150,000 payment to the U.S. Treasury, and that all future office lease
agreements would conform to standard commercial lease terms. HUD later reached
agreements with certain real estate brokers involved who received the above-market rent
payments, and collectively paid $80,000 to the Treasury to settle the matter.

In Boston, Massachusetts, HUD and the Federal Deposit Insurance Corporation
(FDIC) found that a mortgage company solicited and received sporting event tickets,
restaurant gift certificates, and other things of value from attorneys, appraisers, title
companies and others in exchange for the referral of business. The mortgage company
agreed to stop accepting kickbacks from settlement service providers, to cooperate with
the agencies’ ongoing investigation of the settlement service providers who provided the
tickets and other things of value to the mortgage company, and pay $150,000.

In Atlanta, Georgia, HUD found that a real estate broker offered its sales agents
incentives including trips, Atlanta Braves baseball tickets, higher commission splits, and
agent-of-the-month ads in local newspapers based on the number and volume of referrals
to the broker’s affiliated title company. The real estate broker agreed to make a $250,000
payment to the U.S. Treasury, to cease the business practices that triggered HUD’s
concern, and to notify all of its real estate agents that any compensation to them based on
referring business to affiliated partners is a violation of RESPA.
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In Houston, Texas, HUD, the Office of Thrift Supervision (OTS) and the Office
of the Comptroller of the Currency (OCC) conducted a joint investigation that uncovered
suspected acts of residential mortgage fraud that involved bank officers and a title
company. The agencies claimed the title company engaged in a pattern of violating
Section 4 of RESPA by providing inaccurate HUD-1 Settlement Statements to lenders
and their borrowers. HUD further alleged that the title company’s conduct was part of an
agreement for the referral of business in violation of Section 8 of RESPA. The title
company agreed to pay a §5 million civil penalty to the U.S. Treasury and to reform its
settlement service practices nationwide. In a separate but related action, the Texas
Insurance Commission also fined the title company.

In Lebanon, Pennsylvania, HUD’s investigation of a title company revealed that
it set up an affiliated title agency with real estate agents who referred business to the
company, and made payments to the affiliated agency that had no employees, no office
space, minimal capitalization, and performed no core title services. The title company
agreed that it would receive at least 40% of its future business from real estate brokers or
agents and mortgage brokers who were not affiliates, paid $15,000 to the U.S. Treasury,
and agreed to abide by RESPA in the future.

Other Practices that Violate RESPA

Among its current cases, HUD is investigating other alleged practices that if true,
would violate RESPA:

o A builder established affiliated mortgage and title companies. The builder
requires the use of a large title insurer for closing and title insurance, however, the
insurer splits the title insurance premium with the builder’s affiliated title insurance
company ostensibly for title services performed by the builder. In addition to the
required use issue, the question is whether bona fide title services are being
performed by the builder.

» To get title insurance referrals in a particular part of the country, title companies
have established in-house marketing departments that employ full-time graphic
artists and business development teams. The marketing department provides its
services to real estate agents and builders, including producing open house flyers,
“just listed” and “just sold” post cards and other advertising materials at no or below
market costs.

¢ HUD has received complaints that allege builders are requiring buyers to
purchase title insurance from the builders’ affiliated title companies. In some
instances=the builder may pay substantial closing costs or impact fees only if the
affiliated company is used. In these examples, HUD questions whether a true
discount is being offered or whether the discount is made up through the cost of the
home. In a few instances, the buyer may be charged an extra fee if the affiliated title
insurance company is not used.
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* A title agent, who is an attorney, solicits business from a lender and is told that
he must give the lender $50,000 to be a partner in its co-branded marketing in order
to receive business.

¢ Real estate brokers writing in contracts that their affiliated title companies must
be used for closing and title services.

Overview of HUD’s RESPA Enforcement Efforts

HUD has recognized the need to devote more resources to RESPA enforcement.
In the last several years, the Department created the Office of Regulatory Affairs and
Manufactured Housing that directs the RESPA, Interstate Land Sales and manufactured
housing programs. The Office of RESPA has substantially increased its staff and
contracted with a private firm that includes former federal agents to provide nationwide
investigative services. The Office coordinates with HUD’s Office of General Counsel on
policy issues and enforcement actions. This Office also has increased its staff.
Additionally, HUD’s Office of Inspector General (OIG) has assisted with some
investigations.  Last summer, the Department conducted training sessions for
approximately 125 OIG agents.

Coordination with Federal and State Agencies

The Department has coordinated investigations with other federal agencies
including the Office of the Comptroller of the Currency, the Office of Thrift Supervision,
the Federal Deposit Insurance Corporation, the Federal Trade Commission and the
Department of Justice. We are currently working jointly on several investigations and
anticipate others this year.

The Department has also worked closely with state regulators regarding RESPA.
Over the last two years it has met with the National Association of Insurance
Commissioners’ Title Working Group, the Association of Real Estate License Law
Officials, the primary association of state regulators of real estate brokers, and the
American Association of Residential Mortgage Regulators. We will continue to foster
relationships with state attorneys general and insurance commissioners, as well as with
these important state regulatory associations, and will continue to share information with
specific state regulators.

The Department is aggressively pursuing kickback schemes and affiliated
business arrangements that do not comply with RESPA. Such schemes and arrangements
unnecessarily increase the costs of settlement services by enabling the payment of fees
and things of vatue without the performance of bona fide services. Of course settlement
costs are of paramount importance to the homeowner, and it is in the interest of fairness
to maintain a level playing field among settlement service providers.
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Legislation to Enhance Enforcement

The success of HUD’s regulatory efforts to implement RESPA for the benefit of
both industry and consumers depends greatly on effective enforcement. Certain statutory
amendments may advance the goals of RESPA. For example, RESPA does not currently
include authority for regulators to enforce important sections of the statute: there are no
remedies for violations of the requirements relating to the Good Faith Estimate,
settlement costs booklet, or HUD-1 settlement statement. The effectiveness of RESPA
could be enhanced by assuring that creative business structures do not defeat the purposes
of Sections 8 and 9 of RESPA, and by providing the Secretary and State regulators with
the necessary tools to enforce the statute.

Thank you for this opportunity to discuss these important issues regarding title
imsurance and the settlement services industry as they relate to RESPA.
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Introduction

Mr. Chairman and members of the Subcommittee, I appreciate the invitation to appear before
you today to discuss current issues related to title insurance. I am J. Robert Hunter, Director of
Insurance for the Consumer Federation of America (CFA).! Iam a former Federal Insurance
Administrator under Presidents Ford and Carter and have also served as Texas Insurance
Commissioner. This testimony is presented on behalf of CFA, Center for Economic Justice,2
Consumers Union,” National Association of Consumer Advocates,” National Consumer Law
Center’ (on behalf of its low-income clients) and U.S. Public Interest Research Group (U.S.
PIRG).®

In 2005, consumers paid almost $17 billion in premiums for title insurance countrywide.” Title
insurance remains one of the most costly items at the closing of a real estate transaction, yet
consumers poorly understand it. Title insurance assures the lender and buyer that the person
selling a property actually has a clear title to transfer to the buyer. Unlike other forms of
insurance that protect against future unexpected events, title insurance is essentially a guarantee
that the title agent or title insurance company has diligently reviewed the relevant title

information and identified any problems with the title prior to the sale.

' CFA is a non-profit association of 300 organizations that, since 1968, has sought to advance the consumer interest
through research, advocacy and education.
2 The Center for Economic Justice is a non-profit organization that works to increase the availability, affordability
and accessibility of insurance, credit, utilities, and other economic goods and services for low income and minority
consumers.
? Consumers Union, the nonprofit publisher of Consumer Reports magazine, is an organization created to provide
consumers with information, education and counsel about goods, services, health, and personal finance; and to
initiate and cooperate with individual and group efforts to maintain and enhance the quality of life for consumers.
Consumers Union's income is solely derived from the sale of Consumer Reports, its other publications and from
noncommercial contributions, grants and fees. Consumers Union's publications carry no advertising and receive no
commercial support.
4 The National Association of Consumer Advocates (NACA) is a non-profit corporation whose members
are private and public sector attorneys, legal services attorneys, law professors, and law students, whose primary
focus involves the protection and representation of consumers. NACA’s mission is to promote justice for all
CORSUIMESS.
> The National Consumer Law Center (NCLC) is a non-profit organization specializing in consumer issues on
behalf of low-income people. NCLC works with thousands of legal services, government and private attorneys, as
well as organizations, who represent low income and elderly individuals on consumer issues.
% U.S. PIRG serves as the federal lobbying office for the state Public Interest Research Groups, which are non-
?roﬁt, non-partisan public interest advocacy organizations.

American Land Title Association, “Preliminary 2005 Market Share — Family-Company Summary at
hitp://www.alta.org/industry/financial.cfm
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There are two types of title insurance policies. The lender’s policy — demanded by mortgage
lenders — protects the lender for the loan amount. Although the lender requires the lender’s title
insurance policy, the lender never pays for it. Rather, the buyer pays for the lender’s policy. An
owner’s policy protects the buyer up to the purchase price of the property. In addition to errors
and omissions in the review of title records, title insurance also protects against unknown
problems with the title. Title insurers guarantee that the title ownership is sound, defend the
buyer against challenges to their title, and compensate the buyer and the lender if there is a

problem with the clear ownership of the title.

Title insurance facilitates homeownership by mitigating the risks related to the transfer of
ownership for both the buyers and the lenders that finance their purchase. However, if there is a
problem with the title, title insurance policies only reimburse the homeowner at the level of the
purchase price, meaning that any market appreciation is lost equity for the homeowners.® Title
insurance is important because some titles may have problems that are not clearly discernable in
the public records due to errors or omissions that have not yet been uncovered, such as an earlier
defective transfer due to fraud. However, the overwhelming majority of title problems are
discoverable with a routine search of public records, including tax or mechanics’ liens, possible

heirs, errors or omissions in deeds or possible forgery.

The $17 billion in title insurance premiums paid by consumers in 2005 was roughly twice the
amount paid in 2000 and four times the amount paid in 1995.° The increase in title insurance
premiums was driven by an increase in the number of title insurance transactions — home sales
and mortgage refinancings — and the increase in home values and mortgage amounts. Title
insurance premiums are based on the amount of the sales price or mortgage loan. As home
prices have soared in some parts of the country, title insurance premiums have jumped solely
because of the increase in home price rather than legitimate increases in the cost of providing
services. Clearly, revenue growth has far exceeded the reasonable costs of providing the title

insurance service.

& Romano, Jay, “Title Insurance: Is a Rider Needed?” New York Times, March 26, 2006.
® Title Insurer Statutory Annual Statements, Schedule T, various years.
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The title insurance industry is highly concentrated, with only five insurer groups controlling
about 92 percent of the market nationwide.'® The costs of the policy (a one-time premium) are
usually based on the loan amount and can range from several hundred dollars to $2,000 on a
median priced home, depending on the state. Theoretically, buyers have the ability to shop for
title insurance and to negotiate the rate. In fact, this seldom occurs. Even when they do, rates

among the title companies remain essentially the same.

Numerous studies over the past thirty years have documented how inefficiencies in the title
insurance market have harmed consumers through higher premium prices.!! In 1977, the U.S.
Department of Justice examined the impact of pricing and marketing of title insurance on
consumers. In 1980, Peat Marwick performed a study for the U.S. Department of Housing and
Urban Development of market competition based on price in title services that found that the
structure of the title insurance market encouraged reverse competition,'? which drove up prices.
A 1986 Texas Department of Insurance report found widespread reverse competition as a result
of real estate intermediaries driving the market for title insurance and homeowners exerting “no

pressure on price at all”"?

These and other studies have documented the fundamental market problem with title insurance —
reverse competition. Reverse competition refers to a market structure in which the seller of a
product markets the product to an intermediary instead of to the ultimate purchaser of the

product. In the case of title insurance, title insurers market their products to real estate

1% American Land Title Association, “Preliminary 2005 Market Share — Family-Company Summary” at
hitp:#/www.alta.org/industry/financial.cfm.

' See Bimbaum, Bimny, Report to the California Insurance Commissioner, “An Analysis of Competition in the
California Title Insurance and Escrow Industry,” December 2005, at 28-37.

"2 “Reverse competition” is a feature of certain insurance transactions in which the buyer of the insurance is not
shopping for insurance but for a large item such as a car or 2 home and insurance is required or suggested as part of
that process. At that point a third party (such as a car dealer or a real estate broker) is in a position to steer the
customer to a single insurer. The third party is influenced in making the selection of an insurer by legal or illegal
financial inducements or “kickbacks.” The inducements can take many forms including commissions, under priced
services, captive reinsurance arrangements and other arrangements. The competition focuses on rewarding the third
party for steering a buyer to the insurer. Since this increases the price of the insurance product, the competition is
the reverse of normal competition where the ultimate buyer selects the insurer with a focus on lowering, not raising
the premium charge. Insurance products with well-documented reverse competition effects include title insurance,
credit insurance and lender forced-placed insurance.

¥ Cited in Bimbaum at 35,
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professionals — real estate agents, mortgage lenders, mortgage brokers, homebuilders — who,
because of their position in the real estate transaction, are able to steer the consumer who is
actually paying for the product to a particular title agent or title insurer. The ultimate consumer
has little or no market power in the title insurance transaction because title insurance is required
for obtaining the loan or purchasing the property and because the consumer, who infrequently
purchases real estate, has relatively little knowledge of title insurance. The entities with the
market power in title insurance are those people who are able to steer consumers to particular
title agents or title insurers. And the competition among title agents and title insurers for the
business of the real estate professionals — title insurers identify real estate brokers, mortgage
lenders, mortgage brokers and homebuilders and not the consumers paying for the title insurance
as their customers — causes title insurance premiums to increase as title agents and title insurers
spend money and provide various considerations to the referrers of title insurance business. The
provision of considerations to real estate professionals by title agents and title insurers takes both

legal and illegal forms.

I. The Title Insurance Market is Not Competitive

Title insurance remains one of the most expensive items at closing, yet consumers poorly
understand it and they have little ability to shop around for this product. Title insurance costs are
presented to homebuyers at the point of closing on real estate transactions along with many other
closing costs. Purchasing a home is the largest and most complex financial fransaction most
households undertake. Many homebuyers, especially first-time and financially unsophisticated
buyers, are especially vulnerable during the closing process and are under the impression that the
transaction terms and costs are fixed. If a consumer does question the title insurance charge, the
threat of a delayed closing can be raised. Moreover, homebuyers assume that the transaction
intermediaries (real estate agents, mortgage brokers and title agents) are acting in the buyers’

interests, when in fact most intermediaries are acting in their own financial interests.

Under these circumstances, homebuyers are not positioned to be the most diligent consumers,
but they are further hindered by the unique complexities of the title insurance marketplace. Title

insurance is not sold in a competitive marketplace. Consumers lack information about title
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insurance and are poorly situated to exert pressure on terms or prices. Homebuyers are not even
the “consumers” of title insurance; instead they are driven to title insurance policies by real
estate intermediaries through referrals. Additionally, lenders require homebuyers to pay for both
the lender’s title insurance policy as well as their homeowner’s title policy but do not help
borrowers achieve similar savings that lenders receive on their policies through exerting
economies of scale. Third, the market for title insurance demonstrates marked price inelasticity,
meaning that even large increases in title insurance prices will not cause consumers to stop
buying title insurance. This result occurs because title insurance is a required part of the real

estate transaction.

As mentioned above, title insurance is not marketed directly to the consumers who buy it, but
instead is marketed to the intermediaries that service real estate transactions. As a result, there is
almost no competition for consumers as there is with the marketing of auto and homeownership
policies. Instead, title insurers compete to secure referrals from the real estate service providers
who steer title insurance buyers to their businesses.'* For example, Stewart Information Services
Corporation, the nation’s fourth largest title insurer, does not include homebuyers in its list of
customers in its Securities and Exchange Commission filing, only “attorneys, builders,

developers, lenders and real estate brokers.”"

Since consumers almost never solicit their own quotes for title insurance and there is very little
consumer knowledge or understanding of the title insurance product, consumers can and often do
pay more for insurance than necessary. Although consumers can legally purchase title insurance
on the open market from any carrier, as a practical matter, most home buyers have title insurance
chosen for them by their real estate agent or mortgage broker.!® A 2003 Consumers Union
survey found that although a title insurance industry representative reported that a title insurance

policy on a $250,000 refinancing should cost $275, major title insurers were offering quotes for a

' Birnbaum at 26.

'* Stewart Information Services Corporation, Securities and Exchange Commission 10-K. filing, Fiscal Year
December 21, 2005, at 2.

' Gandel, Stephen, “Congressman Calls for Title-Insurance Investigation,” Money, February 24, 2006.
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$250,000 policy for $750, nearly three times higher than the industry representative suggested

was a fair price.””

Since the title insurance companics are effectively marketing to the real estate or lender
intermediaries, the incentives to compete on the basis of cost are eliminated. Since the lenders
requiring the insurance don’t pay for it, they are indifferent to the price. Indeed, lenders may
have an incentive for higher prices if they are part of an affiliated business arrangement that
profits from title insurance. Consumers are unable to exert market pressure on title insurance
prices because of their weak position in the real estate transaction and because the title insurance
cost — while substantial — is a small portion of the total real estate transaction size. The individual
homeowner has an incentive to keep costs low and shop for the cheapest insurance, but because
the overwhelming majority of home buyers use their real estate or mortgage brokers, or perhaps
their lenders to choose title insurance the home buyer’s incentive to seek low cost insurance is
lost. Instead, the intermediary that is selecting the title insurance policy for the home buyer has
no incentive to hold down the cost of the policy. The real estate intermediaries have incentives to
allow the title policies to become more expensive because the added costs are merely passed on
to the buyers and because higher cost policies generate higher rebates, referrals or other financial

inducements from the title insurer.'®

Secondly, lenders use this product to protect themselves, yet require consumers to purchase the
protection as a separate, stand-alone product. Competitive markets cannot function when the

entity making the decision to purchase a product is not the same entity paying for the product.

Lastly, there are a number of unique elements to title insurance that make it difficult for
consumers to choose policies based on price, a condition known as price inelasticity. First, title
insurance policies are never renewed and they do not have periodic premium payments. Title
insurance is sold only when houses are purchased or refinanced. Homeowners and auto
insurance policies are renewed annually, so consumers can renew with their underwriter or shop

for cheaper policies when their coverage expires. Additionally, title insurance is a required

Y7 Consumers Union, “California Title Insurance Rates Remain High,” April 3, 2003.
1# Guttentag, Jack, “Title Insurance Fees Paid by Borrowers Include Referral Costs,” March 21, 2005.
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precondition for lenders fo be willing to write a mortgage, so consumers are less willing and able
to exert effort to shop on the basis of price at the time of closing since the focus is on the new
home, not the insurance transaction. That might require stopping the closing, something few
consumers are willing to do. An inter-related factor is that title insurance premiums are a small
portion of the entire real estate transaction. Even relatively higher title insurance premiums do
not have a large impact on the aggregate purchase and closing price and are unlikely to deter
consumers from a title insurance carrier presented to them.' These unique title insurance
elements mean that the number of title policies is unlikely to rise if the price of the policy
declined, because demand is very inelastic, so title insurance underwriters have little incentive to

lower prices to capture more of the market.”®
IL. Product Costs are Excessive

The title insurance industry maintains that it has significant costs to offering title insurance
policies, but the majority of the costs are not for losses or operating costs to generate the
insurance policy. Instead, the majority of the premium is split with title agents who can receive
as much as 90 percent of the premium dollars. Title insurance industry costs include maintaining
the title plant database, searching and examining property titles, clearing titles and the claims

21 Title insurers can clear titles very easily and with nominal costs in

2

costs of any title defects.

most cases where modest problems arise.”

Many have estimated that the direct costs to generate the policies are quite low. In 2003, the
industry magazine The Title Report estimated administrative and labor costs for title insurance
were $262 per policy, but those costs could be reduced to $94 per policy if commonly used

transaction management systems were utilized. ™

b Boyer, M, Martin and Charles M. Nyce, “Banks as Insurance Referral Agents? The Convergence of Financial
Services: Evidence from the Title Insurance Industry,”Scientific Series, Centre Interuniversitaire de Recherche en
Analyse des Organisations, 2002s-78, September 2002, at 9.

% Bimbaum at 28.

* DasGupta, Neil and Richard McCarthy, “Clouds on Horizon After Title Industry’s Bright Year,” A.M. Best
Special Report, October 2005 at 7.

*2 DasGupta, Neil and Richard McCarthy, “Clouds on Horizon After Title Industry’s Bright Year,” A.M. Best
Special Report, October 2005 at 13.

2 «Exclusive Report: Integrated Title Technology (Part 2 of 3),” The Title Report, October 3, 2003, at 6.
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Two other examples illustrate the excessive price of title insurance. Iowa has banned the sale of
title fnsurance and, instead, has created the Iowa Title Guaranty, which is a state agency that
provides title assurance and fixes the title in the event of a title problem. Iowa Title Guaranty
charges a flat rate of $110 for a title guaranty. Combined with typical costs for an abstractor and
attorney, the cost of title protection in Iowa is about $500 ~ less than half of what title insurance

. 4
costs in other states.”

In 2005, a number of states took action against title insurers for a form of illegal rebating called
“captive reinsurance.” Under this arrangement, a homebuilder, for example, would establish a
captive reinsurer — a reinsurance company owned and controlled by the homebuilder. In
exchange for the homebuilder referring home buyers for title insurance, the title insurer reinsured
the title insurance policy with the homebuilder’s captive reinsurer and paid a premium to the
captive reinsurer. In theory, the reinsurance premium should reflect the likelihood of losses on
the policies reinsured. In the case of the title captive reinsurance, the title insurers paid almost
half of the title premium as reinsurance premium, while the captive reinsurers paid little or
nothing in claims. In essence, the captive reinsurance agreements were a kickback to the
homebuilders of almost SO percent of the premium. The size of the kickbacks is a further

indication of how title premiums are excessive in relation to the costs of providing the product.”®

Operating costs for title nsurers include any direct title searching, examining and clearing of
titles that is not performed by affiliated title agents as well as maintaining the title plant.
Updating the plants requires constant and detailed attention, and the intellectual property of the
title plants is carried on the books of title insurers as non-depreciating assets. Operating the title
plants is a small portion of the operating expense. Industry consultant Demotech reported that

title plant updating and maintenance consumed less than 1 percent (0.67 percent) of annual

# «Jowa’s title alternative lifis its game,” The Title Report, February 20, 2006 at www. thetitlereport.com.

5 “Insurance Commissioner John Garamendi Announces Major Settlement Agreements With Title Insurers—
More Than $37 Million To Be Paid For Illegal Kickback Schemes,” California Department of Insurance press
release, July 20, 2005. See also charts prepared by Erin Toll, Colorado Department of Insurance for presentation at
June, 2005 NAIC Title Insurance Working Group meeting,
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industry revenue.”® Title production services consumed about 5 percent (4.73 percent) of annual

revenue.

Title insurers’ operating expenses can also include the costs associated with acquisitions and
litigation. For example, First American Corporation, the nation’s largest title insurer, included
$87.7 million in acquisition related expenses and $12.5 million in regulatory and litigation costs
as operating expenses in 2005, more than ten percent of its total other (non-labor related)
operating expenses.”’ In 2004, First American recorded $37.3 million in litigation and regulatory
settlements resulting from the state captive reinsurance agreements as operating expenses and
$79.9 million related to acquisition costs, about one seventh (13.9 percent) of that year’s

operating expenses.”®

The loss ratio for title insurance is among the very lowest in the insurance industry. Title
insurance differs from other forms of insurance because it insures against risks in the past (such
as incorrect deed recordings), not against future risks. As a consequence, title insurance
companies’ underwriting is not based on future actuarial risk balancing but on avoiding losses
which can be greatly mitigated through due diligence by screening the pre-existing risks on the
title.?® Title insurers pay about 5 percent of premium dollars on claims, compared to about 80
percent for auto and home insurers.’® Between 1995 and 2004, title insurance loss ratios
averaged 4.6 percent and the loss ratio was below five percent eight out of ten years.’’ For
example, First American Title received $3.4 billion in premiums in 2003 but paid only $41.7

million in claims — or a 1.2 percent loss ratio.*

Most title insurance is sold for title insurers through title agents. Title agents can be affiliated

with the title insurer or non-affiliated independent title agents. The bulk of the title insurance

% Demotech, “Title Insurance Industry Information and Economic Data,” 2005 at 65.

%7 The First American Corporation, Securities and Exchange Commission 10-K filing, Fiscal Year December 31,
2005 at 26. -

3 Ibid.

* Arrunada, Benito, “A Transaction-Cost View of Title Insurance and its Role in Different Legal Systems,” The
Geneva Papers of Risk and Insurance, Vol. 27, No. 4, October 2002.

3 Treaster, Joseph B., “lowa Cuts Added Costs in Title Insurance Policies,” New York Times, July 6, 2005,

*' DasGupta, Neil and Richard McCarthy, “Clouds on Horizon After Title Industry’s Bright Year,” A.M. Best
Special Report, October 2005 at 13,

*2 Brown, Wendy, “Suit Calls for Reform, Refund,” The New Mexican, March 30, 2006.
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premium — 70 to 90 percent, depending on the state — goes to the title agent because the title
agent is typically the one who does the search, examination and underwriting of the title

insurance policy.

The real costs to insurers are the amounts title insurance carriers and title agents pay to real
estate intermediaries to capture homeowners’ policy dollars. Title insurance companies pay
commissions to title agents, not to real estate professionals. It is illegal to pay someone for a
referral, which is why they either do it illegally or via affiliated business arrangements. The
expenses of title insurers and title agents are often inflated because of considerations provided to
the referrers, which may include money or a variety of free services, such as printing and
distributing marketing materials for real estate agents. To secure these referrals, title insurers and
title agents offer considerations to the real estate professionals (real estate brokers, mortgage
brokers, lenders and developers) and these considerations increase the cost of the insurance
premium for the home buyer.*> Some considerations are legal in some states, including paying
for marketing costs, market analyses and mailing lists, while most forms of considerations and

gifts are illegal kickbacks.*

On a countrywide basis, the top four title insurers paid an average of about 80 percent of the title

insurance premiums to their title agents in the form of commissions.™® An analysis of

commission splits in California found Commission Split of Top Four Title Companies
that between 8 percent and 12 percent 2003 2004 2005
of the premium was paid to the title | M9l 78.4% 78.0% 77.5%
R First American 80.9% 81.3% 80.5%
underwriter and between 88 percent
. LandAmerica 80.2% 80.1% 78.2%
and 92 percent of the premium was e A T %
paid to the title agent.”® It should be Average 86.4% 5039, 553%

noted that the commission split is not [ Source:2005 SEC 10-K Filings

disclosed to borrowers. The HUD-1 form that discloses the costs of title insurance to borrowers

* Birnbaum at 27.

3* Gandel, Stephen, “Congressman Calls for Title-Insurance Investigation,” Money, February 24, 2006.

3% Consumer Federation of America analysis of Securities and Exchange Commission 10-K filings for Fidelity
National Title, First American Corporation, LandAmerica Financial Group and Stewart Information Services
Corporation, fiscal year 2005.

*¢ Birnbaum, Birny, Report to the California Insurance Commissioner, An 4nalysis of Competition in the California
Title Insurance and Escrow Industry, December 2005 at 17.
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at line 1108 merely shows the total premium amount the buyer pays for title insurance, but
homebuyers assume that the entirety of the premium goes toward underwriting, not the real

estate intermediary in the room with them at the time of closing.

The real costs for creating the title insurance policy are very low, a few hundred dollars for the
title search and taxes and 5 percent of the premium price for losses, but consumers are being
charged considerably more than the cost of the product plus a reasonable amount for profits. For
a $500,000 home in the Washington, D.C. metropolitan area, title insurers are charging about
$1,775.%7 The direct cost of the policy to the underwriter is about $200 to perform the associated
administrative title services and 5 percent of the “market” premium, about $90, for a total of
under $300 — about a sixth of the price being charged by title carriers. The remainder may be the
split the underwriter pays the real estate agent, mortgage broker or title agent. The title industry
maintains that title insurance can’t be compared to other insurance products because of much
higher operating expenses (i.e., maintenance and records search expenses) than other lines of
insurance, but the overwhelming majority of these costs are related to the commission split that

is paid to the title agents.
1. Factors Contributing to Excessive Cost

Although consumers know little about it, title insurance is big business. Title insurance
preraiums written exceed most property and casualty lines including medical malpractice, fire,
farm owner’s, mortgage, ocean marine, inland marine, commercial auto physical damage and
several other lines of property/casualty insurance.”® The real estate boom has been véry
profitable for title insurers; since premiums are based on a percentage of the home sales price,
rising home prices increase the cost of title insurance premiums. Between 1995 and 2004, total

operating revenue for the title insurance industry grew more than three-fold from $4.8 billion to

37 First American Title Fee Calculator, Basic ALTA Coverage Premium Quote, accessed April 18, 2006,

www titlefees. firstam, com/titlefees.asp.

Calculation based on previously having title insurance valued at $250,000.

3 Boyer, M. Martin and Charles M. Nyce, “Banks as Insurance Referral Agents? The Convergence of Financial
Services: Evidence from the Title Insurance Industry,” Scientific Series, Centre Interuniversitare de Recherche en
Analyse des Organisations, 2002s-78, September 2002, at 3; A.M. Best Aggregates and Averages, 2005 edition,
2004 data.
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$15.5, according to data from Demotech.”® Operating revenue, including premium as well as
escrow and other services, was $16.4 billion in 2004, of which $15.1 billion was premium,
according to A.M. Best and Co. The revenue was used to pay claims, operating expenses and

profits. This broke down as follows over the past decade:

TITLE INSURANCE REVENUE BREAKDOWN

Operating Loss and Operating
Year Revenue Profit Adjustment Expenses
1995 $4.8 $0.0 303 $4.6
1996 $5.6 $0.1 303 $52
1997 $6.2 30.1 303 $5.8
1998 383 30.3 $0.3 $77
1999 $8.5 $0.3 $0.4 $7.9
2000 379 300 304 374
2001 $9.8 $0.2 305 $5.0
2002 $12.6 $0.5 $0.6 $11.6
2003 $16.5 51.0 307 $14.8
2004 $16.4 $0.8 $0.7 $14.9
Total $96.6 $33 %45 $88.9
% of premium 1.00 0.03 0.05 0.92
Growth 04/95 342 24.24 2.33 3.24

Figures in Billions of Dollars

Source: A.M. Best and Co., Special Report, October 2005

These data reveal that the huge jump in premium did not result in a similar jump in profits, likely

because reverse competition forced insurers to pay ever greater amounts to referrers of business.

Additionally, the wave of refinancing as interest rates remained at historic lows meant that title
insurers could be receiving premiums to insure the same property multiple times in relatively
short periods.*® Although refinancing activity has slowed as interest rates have risen over the
past 18 months, during the previous years, many homeowners refinanced their homes repeatedly.
There is concern that consumers could be charged unnecessarily high rates for renewing title

insurance policies for which the risk or cost has not appreciably changed but the price remains

* Fidelity National Title Group, Inc., Securities and Exchange Commission 10-K filing, Fiscal Year, December 31,
2005 at 4.
* Mara, Janis, “The Real Estate Boom Pumps Up Title Insurance,” Inman News, August 26, 2005.
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unnecessarily high. Although most title insurance claims are filed within the first six years of the
policy, the modest price reductions in refinance title policies may not accurately reflect the risk
of the policy. Despite expectations that the real estate market will cool, Fitch Ratings has
predicted that 2006 “will likely be another good year for title insurer earnings™ by historical

standards.*!

Title insurance is a  highly

concentrated  industry  with  the | Market Share
overwhelming majority of the market 2003 2004 2005p
controlled by only five firms. Five Fidelty 2% 0% 288%
| First American 22.9% 25.9% 27.8%
title insurance firms control 92 percent LandAmorica B 5% eI
of the national market. Between 1988 [Siowart 11.4% 11.2% 115%
and 1996, the number of title | Old Republic 6.3% 6.0% 5.7%
insurance firms declined by about a | Top3 72.5% 74.6% 14.7%
fifth (18.4 percent) while the volume | T°P* 83.9% 85.8% 862%
59 Kk o

47.3 percent).42 Since 1996, the
industry has consolidated further. In 1998, LandAmerica was created from a merger between
Lawyers Title Insurance and Commonwealth Land Title Insurance. In 2000, Fidelity National
Financial (parent of Fidelity National Title) acquired Chicago Title.*®

According to the American Land Title Association, the primary title insurance trade association,
the top five title insurance firms (affiliated companies known as “families™) have increased their
market share from 90.2 percent in 2003 to 91.9 percent in 2005.** Although the increase is
slight, the current title insurance market concentration precludes large increases because there is

only 8.1 percent of the market that is not controlled by the five largest firms. Moreover, the five

! Fitch Ratings, “Review and Outlook 2005-2006: U.S. Title Insurance,” December 7, 2005 at 3.

42 walker, Teresa, “Title Insurance: An Overview,” NAIC Research Quarterly, October 1997, Vol. 111, Iss. 4 at 5.
 Fidelity National Title Group, Inc., Securities and Exchange Commission 10-K filing, Fiscal Year, December 31,
2005 at 4.

* American Land Title Association, Market Share Family-Company Reports 2003, 2004 and 2005. Available at

www.alta.org,
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large national firms have continued to purchase the regional independent companies and are

expected to continue consolidation in the future.*

Title insurance markets are heavily concentrated, meaning that a few firms control most of the
sales. As mentioned above, only five insurer groups are responsible for 92 percent of the sales
on a countrywide basis. In some states and in some counties, the concentration is even greater,
with one or two title insurers controlling the entire market. Another measure of concentration is
the Herfindahi-Hirschman Index (which is the sum of the squares of the seller market shares).
The Federal Trade Commission and the Department of Justice have published guidelines for
HHIs as part of their consideration of potential anti-competitive consequences of horizontal
mergers.  According to the gﬁidelines, a market with an HHI over 1,800 is “highly
concentrated.””® The countrywide title insurance HHI is over 2,100. But even this high figure
understates the concentration of title insurance. States or even counties within a state better
define title insurance markets because title insurance regulation varies by state and because the
raw material for title insurance comes from county courthouses. The HHI for California is over

2,400 and in several counties within California, the HHI is over 7,500.

Three states — Florida, Texas and New Mexico — set rate caps while some other states require the
prior approval of rates before policies are offered. Other states have file-and-use (permitting
state regulators to block the implementation of insurance rates within a short period after they
were filed with the state), and some states have no rate regulation. Weak price regulation in a
reverse competition market is a prescription for excessively high prices for consumers. Reliance
on market forces to protect consumers where reverse competition dominates does not work.
Real and effective price regulation is required. Consumers don’t have the market power to
discipline title insurance prices and those that do have the power — referrers of business — have

an incentive for higher prices that include funds to pay for considerations for the referral.

Recent State and Federal Enforcement Actions Suggest Title Costs are Inflated

“% Fitch Ratings, “Review and Outlook 2005-2006: U.S. Title Insurance,” December 7, 2005 at 6.

% See U.S. Department of Justice, Antitrust Division Manual, Chapter 2: Statutory Provisions and Guidelines of the
Antitrust Division, 1.5 Concentration and Market Shares; U.S. Department of Justice and Federal Trade
Commission, “Commentary on the Horizontal Merger Guidelines,” March 2006 at 15.

15



70

There have been a widening number of recent state investigations into allegations of title insurers
paying kickbacks, which have increased the costs of title insurance premiums for home buyers.
The Federal Real Estate Seftlement Procedures Act (RESPA) prohibits paying title agents
kickbacks, defined as giving or accepting money or other items or services of value, and many
state laws have anti-kickback provisions.” However, RESPA does not prohibit making
payments to partner or affiliated firms, so title agents have an incentive to become affiliated with
insurers to receive these benefits. Title agencies may create captive firms which can receive
premium rebates for illusory services to maintain their cut of the title insurance business; for
example, creating reinsurance firms that are not true reinsurance firms but are created to siphon
profits into the title agents’ pockets. These agents own these captive reinsurance operations. In
these sham reinsurance operations, the title insurance company “fronts™ for the reinsurer and
establishes arrangements removing most of the risk from the reinsurer, often guaranteeing profits
for the reinsurer. Several major title insurance firms pay up to half of their premiums to captive
reinsurance firms operated by homebuilders or developers. Captive reinsurance products are
troubling because there is little evidence low-risk insurance such as title insurance needs
reinsurance, the premiums paid by the title companies greatly exceed the transferred risk and
rebating premiums can run afoul of federal and state laws barring anti-competitive practices ®
Examples of recent state actions in reaction to kickback schemes in title insurance are attached at

Appendix A.

The Department of Housing and Urban Development is investigating whether the affiliated
business arrangements established by title insurers are truly distinct businesses or whether they
are shell companies which provide payments to homebuilders or real estate agents.”> In 2005
alone, HUD settled 10 investigations for a total of $1.5 million against real estate, homebuilding,
closing agencies, title agencies and title insurers related to RESPA’s Section 8 anti-kickback

provisions. Some of the HUD actions are shown in Appendix B.

7 Johansen, Erin, “Insurance Division Alleges Kickbacks,” Denver Business Journal, January 14, 2005.

“ McIntyre Law Firm, PLLC, “Summary of NAIC Spring 2005 Meeting,” April 4, 2005.

* DasGupta, Neil and Richard McCarthy, “Clouds on Horizon After Title Industry’s Bright Year,” A.M. Best
Special Report, October 2005 at 2.

'
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These actions are helpful for the consumer but for the vast majority of American home buyers
they are “too little — too late.” Congress must do something to remove or sharply reduce the
financial incentives for title insurance companies, title agents and other intermediaries to engage
in reverse competition through kickbacks. Just making these payouts illegal did not work. The

incentive must be eliminated completely.

IV. What Can Be Done to Remove the Financial Incentive for Title Insurance Reverse

Competition Kickbacks?

1. Replace Title Insurance with a Torrens-type Title System Like the Iowa Title
Guaranty Program

“Torrens Title” is another method for protecting a buyer when a property is transferred. Starting
in Australia in 1858, Torrens has replaced the old English land law, which was based on
medieval concepts and made conveyancing, or the transfer of properties, cumbersome, time
consuming and expensive (i.e., the title insurance system). Torrens is now widely used in many

parts of the world.

The system is one where your title or ownership right to the property is actually created by the
very act of registration, or recording in a central (usually governmental) register or record. The
main object of the system is to make the register conclusive (in most cases) without a transferee
or purchaser having to Jook behind the register. Once your name is registered or recorded on the
title register under Torrens title you become the owner of the property to the exclusion of all
others, by the very fact of registration. You therefore obtain “title by registration,” which is the
pivotal concept of Torrens title. Under this system, no document such as a transfer or a
mortgage is effective to pass the title or give rise to an interest in a property unless and until it is
recorded at the centralized registry. Normally, the person who is recorded as the owner of a
parcel of land cannot have his title challenged or overturned. This concept is known as

‘indefeasibility’ of title.

The state of lowa uses a form of Torrens title system. This system provides a useful benchmark

for examination by Congress of just how much homeowners might save through a more pro-
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consumer approach. lowa does not permit private title insurance; instead, the state operates a
guaranty fund, which insures property titles essentially identically to private title insurers.®® In
1947, Towa banned title insurance after a spate of insurance bankruptcies in Sioux City and
created a statewide title guaranty program. In 1985, Iowa developed Title Guaranty, the state

sponsored title guaranty, to ensure that mortgages could be sold on the secondary market.”!

The Towa Title Guaranty program saves money for home buyers. lowa’s title insurance savings
are the result of the elimination of commission payments to title agents and other transaction
service providers, such as real estate agents. Jowa homebuyers pay between 20 percent and 30
percent less for title insurance premiums than the average nationwide costs homebuyers pay in

2 Consumer Federation of America compared the current residential certificate

other states.’
premium rates offered by the Title Guaranty program and a national title insurer and found
significant savings. The Title Guaranty premium rate is $110 for mortgages up to $500,000 and
the basic premium quote for a $150,000 mortgage at First American Title is $175, which is 59
percent higher.’ ®  Similar coverage for a $500,000 mortgage in Washington, D.C. would cost

%% The Towa State Bar

$1,775, more than 16 times more expensive than the Iowa program.
Association calculated that mandatory private title insurance would add $26 million to $52

million to state real estate transaction costs annuatly.”

Another very important part of the Jowa system is that the title is fixed, so the homeowner isn't
out his or her property if a defect is later discovered. In contrast, title insurance simply pays up
to the limit of the policy and the buyer can lose the property. Thus consumers get a better

product in Iowa than in the rest of the nation, at a much lower price.

50 L avelle, Karen, “Title Insurance: Is it Wanted Here?” Law Society Journal, New South Wales, Australia,
November 2002.

5! Jowa Finance Authority, Title Guarantee, On the Move, Fall 2005.

52 Treaster, Joseph B., “lowa Cuts Added Costs in Title Insurance Policies,” New York Times, July 6, 2005.

*3 Jowa Finance Authority, Title Guarantee, Residential Certificate Premium Rates, March 1, 2006; First American
Title Fee Calculator, Basic ALTA Coverage Premium Quote, accessed April 18, 2006,
www.titlefees. firstam. com/titlefees.asp.

34 Ibid. Calculation based on previously having title insurance valued at $250,000.

%5 Jowa State Bar Association, “Title Insurance: A Fleecing of America,” 2003 at 11.
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Given that most of the world has moved to more efficient methods of protecting home buyers
from defects in their deeds and we see real savings achieved with the Towa model, it appears
Congress should encourage more states to be examining this and other less expensive

alternatives to traditional title insurance.

2. Make Lenders Pay for Title Insurance

Another alternative is to have the lenders purchase the title insurance policies and include the
cost of the title insurance in their APR, which is clearly subject to positive competitive forces.
This would help to limit or eliminate the current lack of incentive to hold down the cost of title
insurance premium, since there no longer would be an ability to indirectly pass the cost through
to the home buyer.”® The direct pass-through as part of the APR will pressure the lenders to
achieve low title insurance cost, squeezing out the excessive kickbacks from the title insurance
product. Homeowners would be protected with lender purchased title insurance coverage for
the borrower even after they pay off their mortgages. Title policies remain in force until the
property is sold or the loan is repaid. When a consumer refinances, the old lender’s policy
expires and a new lender’s policy is required. However, the owner’s policy remains in force

with a refinance.

The general approach would be to make those requiring the title insurance pay for it — the lender
for lender’s policies and the buyer for owner’s policies. The lender would be prohibited from
passing the cost of title insurance on as a separate charge, which would incentivize the lender to
seek lower title insurance prices. Since the lender would be a regular purchaser of many
policies, the lender would be in a position to discipline title insurers on price in a more direct

market transaction that currently exists.

Conclusion

Mr. Chairman, we appreciate your undertaking this important effort to help consumers who have,

for too long, been burdened with excessive title insurance charges. Congress should consider

% Guttentag, Jack, “Title Insurance Fees Paid by Borrowers Include Referral Costs,” March 21, 2005.
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strong measures to overcome the extreme financial incentives for those in the title insurance
business to engage in reverse competition, including such price increasing activities as excessive
commissions, lucrative “reinsurance” arrangements, free or below cost services and other

kickbacks.

Congress must find ways to remove or substantially remove this perverse financial incentive.

Two ways to do so are:

1. Move away from the old-fashioned and inefficient title insurance legal system toward a
Torrens system similar to that used in many parts of the world. Take a good look at the

Towa system as one example of a more efficient system.

2. Make the lenders pay for their own title insurance, eliminating the opportunity for
kickbacks on that title insurance sold in America. Lenders will seek to lower the cost and
are sophisticated buyers of title‘ insurance who have no incentive to drive costs down
today (lenders do not pay the premium today). The incentive to get title insurance at
reasonable cost will be there when lenders have to pay for it themselves and build it into

their cost of doing business.

1 will be pleased to answer your questions at the appropriate time.
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APPENDIX A

RECENT STATE ACTIONS AGAINST KICKBACK SCHEMES

Colorado: A 2005 investigation in Colorado closed 11 title insurance agencies that were
created to receive kickbacks from title insurers.”’ In 2006, the Colorado Insurance
Department pledged to close 180 “sham” affiliated real estate businesses that received

kickbacks from title insurers.™®

California: California settled claims of kickbacks to lenders, real estate agents and
developers™ captive reinsurance firms in exchange for referring business to title insurers

that would refund $37.8 million to consumers.”

Michigan: In 2006, four title insurers refunded $27.5 million to Michigan home buyers

to settle a 2000 class action suit representing 60,000 households.®

Arizona: Arizona settled an anti-kickback case with one title insurer in exchange for a §1

million donation to the state American Red Cross because the insurer insisted on

litigating the case if any refunds were made to actual consumers.!

New York: Attorney General Eliot Spitzer is investigating whether national title

insurance firms have been illegally paying rebates and referrals to real estate

intermediaries that have increased title insurance premiums for homeowners.*?

57 Prerault, Michael, “State Probe Propels Federal Inquiry,” Denver Business Journal, March 5, 2006.

3% «Colorado Targets 180 ‘Sham’ Affiliated Businesses,” Insurance Journal, April 6, 2006.

% California Department of Insurance press release, “Insurance Cornmissioner John Garamendi Announces Major
Settlement Agreements with Title Insurers ~ More than $37 Million to be Paid for Illegal Kickback Schemes,” July
20, 2005.

@ GGandel, Stephen, “Congressman Calls for Title-Insurance Investigation, Money, February 24, 2006.

S Harris, Craig, “LandAmerica Title Insurance Firm Settles Kickback Case with $1 Million Gift,” 4rizona Republic,
September 9, 2005,

82 gpitzer Said to Eye Title Insurers,” CNNMoney.cam, March 2, 2006.
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APPENDIX B

RECENT HUD ACTIONS RELATED TO
RESPA’S SECTION 8 ANTI-KICKBACK PROVISIONS

e Tennessee: HUD reached a settlement with a builder in Tennessee that, along with 7
other builders, created an affiliate with a national title insurance company that provided
“little or no title work™ for the title company, was not an independent company according
to RESPA requirements, and received “substantial financial benefits from the referral of

business.”® The investigation was settled for $225,000.%

e Michigan: HUD investigated whether real estate firms in Michigan were being over-
reimbursed for providing office and conference room services to title companies. Four
firms settled the investigations for a combined total of $80,000 in the fall of 2005. HUD
reached a settlement with two affiliates of a national real estate chain for receiving
conference room rental reimbursements from a title company that exceeded the market
rental rates. The real estate affiliates settled the investigation for a combined $20,000.65
A second affiliate of a npational real estate fim seftled similar charges for
$45,000.% Another real estate brokerage firm settled a similar allegation in Michigan for
$15,000.57 Earlier in the year, HUD settled a case against a regional title insurer for

making above market conference room rent payments to real estate agents for $1 50,000.%

e Georgia: HUD investigated a national real estate firm operating in and around Atlanta
for providing inducements for sales agents that made referrals to a title company

including higher sales commission splits and prizes and other benefits. In some cases, it

o Downing Homes, LLC, U.S. Department of Housing and Urban Development, December 15, 20035; Title Group
Builders, HUD, December 15, 2005.

 Title Group Builders, HUD, December 15, 2005 at 4.

% RE/MAX Masters, HUD, October 20, 2005; RE/MAX in the Hills, HUD, September 12, 2005.

% Schweitzer Real Estate, Inc., d/b/a Coldwell Banker Schweitzer Real Estate, HUD, September 12, 2005.

57 Hometown One Associates, Inc., d/b/a Remerica, HUD, September 12, 2005.

% Metropolitan Title Company, HUD, May 27, 2005.
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appears that sales agents would forgo their commissions if they did not refer homebuyers

to the title company. The real estate firm settled the investigation for $250,000.%

Tennessee 2: A national title insurance company’s Memphis-based affiliate was
investigated for providing two employees and office space for an allegedly independent
group which was a partnership between real estate agents, builders and the title insurer.
The real estate agencies and builders provided “little or no work™ to the partnership
which was basically provided by the title insurer. The partnership was determined fo be a
“sham controlled business arrangement” that provided substantial referral fees to the
builders and real estate agents. The title insurer agreed to pay a $680,000 settlement to
HUD, which was the value of title business referred by the real estate agents and

builders.”®

Oklahoma: HUD investigated a limited liability real estate services firm which was
established by 40 Tulsa-area residential construction firms to establish a separate title
agency “solely for the purpose of [...] distributing funds™ from the title agency to the
builders.”! A series of real estate shell companies owned the title agency (including the
real estate services firm formed by the builders, and another escrow firm and the closing
firm which owned the escrow firm) received regular disbursements of profits from the
title agency for referring clients to it. The related companies agreed to terminate their

referral payment or allocation arrangements and pay HUD $125,000.7

¢ prudential Locations, LLC, HUD, August 22, 2005.

™ First American Title, HUD, July 8, 2005.

n Closing and Escrow of Tulsa, Inc., Closings of Tulsa, LLC, 2003 Builders Services, LLC, and Builders Title and
Escrow, LLC, HUD, March 21, 2005 at 3.

" Closing and Escrow of Tulsa, Inc., Closings of Tulsa, LLC, 2003 Builders Services, LLC, and Builders Title and
Escrow, LLC, HUD, March 21, 2005 at 6-7.
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Testimony
Douglas R. Miller, President and CEO
Title One, Inc., Minneapolis, Minnesota
Before the House Financial Services Committee
Subcommittee on Housing and Community Opportunity

April 26, 2006

Introduction

Good afternoon and thank you for this opportunity to discuss the problems in the
title insurance and closing services industry. My name is Douglas Miller, and I am the
President and CEO of one of the last remaining competitive title companies in Minnesota.
I am also an attorney and a Real Property Law Specialist, certified by the Minnesota State
Bar Association.

My company may not be big at 55 employees, but we are the epitome’ of the
American success story. My business partner and I started Title One out of my house
fourteen years ago and grew the company to eight offices. When we started the business
we recognized that real estate consumers did not know how to shop and compare title
companies and we felt that real estate consumers were being overcharged for title and
closing services. For that reason, we took the position that we had a duty to set our fees
at a reasonable amount. We felt that a consumer’s lack of knowledge and naivety about
title insurance and closing services was not an asset to exploit, but rather it was a
responsibility with which to take great care. Apparently we were alone in our
philosophy.

My company has the lowest fees in the Minneapolis-St Paul metropolitan area by
hundreds of dollars on average. See Exhibit 1 (Price comparison chart showing fees of
Title One and other major title companies in Minnesota). We have some of the nicest
facilities in Minnesota, we have the best technology available, and with attractive salaries
and benefits, we attract highly qualified and skilled personnel to work for us. You won’t
find our company’s fees on any rate comparisons of any of my competitors. And, unlike
our competitors, we have to advertise for our business. We spent over $500,000 on sales
and marketing last year and our competition is still approximately 40% more expensive
than us.

So why is my company having a hard time competing in Minnesota?

Because in Minnesota, the playing field is not level as the title insurance industry
and the real estate industry have locked-up almost the entire marketplace through
controlled business schemes. The culprit goes by many names: Affiliated Business
Arrangements, Controlled Business Arrangements, One Stop Shopping, Ancillary
Services, and Bundled Services are a few. The terms all mean the same thing — steering
real estate consumers into over-priced ancillary services for secret profits. Controlled
business is now estimated to be involved in over 90% of all residential real estate
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transactions in my area. It would appear that most real estate firms in the Twin Cities are
now involved in controlled business. The huge infusion of hundreds of “title companies”
that has occurred in our area has actually reduced the choices of title companies down to
only one choice — the controlled business arrangement.

No where in the United States are there more controlled business arrangements
than in Minnesota. The problem is so deep that we are finding it to be a rare case when a
real estate professional is not involved in controlled business. What better way to lock-in
business, destroy competition and raise prices without consequences than to incentivize
fiduciaries to manipulate their clients about choosing a title company? It should come as
no surprise then that a recent investigation by MONEY magazine concluded that the
widespread existence of controlled business relationships in the Minneapolis/St. Paul
metropolitan area was the main reason we now have the highest closing costs in the
nation. See Exhibit 2 (March, 2006 Money Magazine Article, “Snow Job”). Recently
the Federal Housing Finance Board conducted a survey of mortgage closing costs in U.S.
cities and concluded that Minneapolis-St. Paul metropolitan area closing costs were more
than twice the national average. See Exhibit 3 - Table, Averages by Metropolitan Area,
2004, Federal Housing Finance Board.

The title and real estate industry know that consumers don’t shop and compare
title insurance. In fact, most controlled business models acknowledge that their success
is based upon the consumer’s ignorance and their reliance upon real estate professionals
to make a recommendation. First American Title and its subsidiary Universal Title
Company (“Universal™) have explained their business model to prospective real estate
professionals in their Private Placement Memorandum (See Exhibit 4, Page 6) as follows:

“The title insurance business is highly competitive. However, unlike
many industries, where consumers have a wealth of information to make
choices among service providers, the title insurance industry competes
by obtaining client recommendations from different sources in the real
estate industry. Home buyers and sellers often use a particular title
company because of a recommendation from their real estate agent or
mortgage loan officer, and they typically follow this recommendation.
Relatively few consumers actively comparison shop for a title company
based upon price and service. As a result, the Partnership’s success is
highly dependent upon generating recommendations from sources in the
real estate industry.”

In my opinion, the above statement is the model for all real estate related
controlled business arrangements. It is true for an in-house full-service title company and
it is true for a sham title company that exists for no other purpose but to pay referral
incentives to its partner members. The success and profit of a controlled business
arrangement is dependent upon tainting the advice that real estate fiduciaries provide to
their principals when selecting a title company.

Even if my company were interested in setting up controlled business
arrangements, we don’t charge enough to be successful at it. We would have to raise our
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fees to be competitive. In order to be successful at controlled business, you must charge
a lot to make it attractive for the “investors.” In a controlled business model, the
consumer savings for shopping and comparing title companies are pocketed by real estate
professionals. Because real estate professionals have a captured audience who will pay
whatever they are told, the incentive is to constantly raise prices. These controlled
business arrangements have become so popular among real estate professionals in
Minnesota that our State is literally littered with hundreds of them. That is why title fees
are rising. The success of controlled business is measured by “capture rates” which has
nothing to do with providing good service, but everything to do with exacting more
money from consumers through the misuse of fiduciary responsibilities.

Service excellence and price are now meaningless in my market. Instead, we
have a system that rewards real estate professionals for manipulating their clients into
selecting the highest priced title companies. We are stopped at the door at most real
estate brokerage houses in town. They have their own “affiliated” title company and
don’t want to hear about us. Loan Officers who are loyal to our cause are powerless to
risk making a title company recommendation to their clients that is contrary to the
Realtor’s recommendation for fear of losing a referral source. Consumers are carefully
guarded from information about competing title companies and agents are chastised if
they recommend a title company other than their in-house company.

I am here today because I am being unfairly forced out of my marketplace and
consumers are being manipulated into overpaying for title services and being prevented
from shopping and comparing title services. Controlled business arrangements continue
to spread across the U.S. with Minnesota in the lead. Please stop what is happening in
Minnesota and don’t let Minnesota’s current situation become the standard for the rest of
the U.S.

I need your help. I can’t compete for business right now because the business is
securely locked away in controlled business schemes with Realtors, Mortgage Companies
and Builders. It is these real estate professionals who guide their clients in selecting a
title company. And it is to these same real estate professionals to whom I would
normally market our services. However, my competition is no longer with other title
companies, but rather with the same people to whom [ would normally market — the
people who exert enormous controls over their clients’ real estate decision making
process — Realtors, Mortgage Companies and Builders. My company has now been
forced to try and market directly to the real estate consumer, and because of the
complexity of my industry it is proving to be an almost impossible task. See Exhibit 5
(Title One ad campaign). We should be the leading title company in our marketplace
with our fee structure, convenient facilities and excellent service. But we’re not. We
simply do not have a level playing field in Minnesota.

Please put a stop to controlled business and force my competition to face me in a
free and fair market again.
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RESPA background

Section 8(a) of RESPA provides an absolute prohibition against the payment of
referral fees to obtain real estate settlement services business. The prohibition is
unambiguous in both its language and its intent. The purpose of the statute is to make
merit, service, price, and other competitive factors decisive in the selection of service
providers, and to eliminate cash incentives as the basis for referral decisions. The statute
not only enhances the quality of available services for consumers by making excellence
rather than kickbacks the key to purchasing decisions, it ensures that legitimate market
forces, not institutionalized corruption, will determine success or failure for competing
service providers. The prohibition could not be clearer: no payments to influence the
selection of a particular settlement service provider to the exclusion of its competitors are
permitted.

There are numerous participants in the title industry. It is a business, however,
that the ultimate consumers of title services know virtually nothing about, and the
selection of a title company is typically a matter of the choice of and referral by the
consumer’s real estate agent or loan officer. For title service providers, there is,
therefore, an almost irresistible incentive to financially influence these referral sources,
and thereby ensure that the real estate agents, whose referrals and recommendations to
consumers are so vital, refer business to them rather than to their competitors. As a
result, title insurers typically do not need to market their services directly to consumers:
they only market themselves to participants in the real estate industry with an ability to
refer them business.

Despite the fact that §8 of RESPA prohibits the payment of any money or any
“thing of value” for the referral of that business, it has become big business to devise
schemes to attempt to bypass that prohibition and attract business controlled by the real
estate professionals by providing financial incentives for sending referrals. The
variations in these controlled business arrangements, or better described as tying
arrangements, that lock-in real estate professionals to title companies are too numerous to
identify in this testimony. I can, however, identify two predominant “models” of
controlled business arrangements which I have seen in Minnesota and believe clearly
harm consumers.

1. Full Service Title Companies That Are Affiliated With Real Estate
Brokerages: These ABA’s, although they offer full title and closing services and could
stand alone in a free market, skew the marketplace by manipulating real estate agents
fiduciary obligations. By Minmnesota law, real estate agents owe fiduciary duties to their
clients (Minn. Stat. 82.22 subd. 4 footnotes).! Despite these duties to act in the best

' The fiduciary duties mentioned above are listed below and have the following
meanings: Loyalty-broker/salesperson will act only in client(s)' best interest. Obedience-
broker/salesperson will carry out all client(s) lawful instructions. Disclosure-
broker/salesperson will disclose to client(s) all material facts of which broker/salesperson
has knowledge which might reasonably affect the client's use and enjoyment of the
property. Confidentiality-broker/salesperson will keep client(s)' confidences unless
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interest of the consumer at all times, financial and other incentives are provided to agents
to steer their consumer’s title and closing business to the company’s high priced affiliate.
As the price comparison attached as Exhibit 1 shows, two of the largest title companies in
Minnesota are affiliated with the two largest realty companies and have some of the
highest fees in the Twin Cities marketplace. Why would any fiduciary, truly acting in
its clients’ best interests, repeatedly send those clients to an affiliate that it knows
will cost them hundreds of dollars more on average?

2. Sham Title Companies Created To Filter Referral Fees Through. By far
the most common form of controlled business arrangement, these companies are created
for no other purpose but to pay referral incentives to real estate professionals. In
Minnesota, over the past 10+ years I have seen the proliferation of hundreds of small
sham “title companies” dilute and destroy our marketplace.

The way this scheme typically works (there are many variations) is that a
competing title company (a legitimate full service title company or title insurance
underwriter) will approach a group of real estate professionals with similar amounts of
volume and offer them a partnership in a joint venture. The title company then sets up a
separate joint venture with the real estate professionals to perform services already being
performed as part of title company’s routine package of services. The title company will
be the General Partner and the real estate professional “investors” will be Silent Partners.
The “investors” don’t need to know anything about title insurance. They will call this
joint venture a “title company.”

The only requirement for success of these sham title companies is that the silent
partners refer similar amounts of business so that the referral incentives are fair to each of
the partners. The pressure from other “investors” to refer equal amounts of business to
this sham joint venture is tremendous. The competitor does all the closings for the sham
as well as providing many other services. By setting up a joint venture as described
above, the competitor will essentially lock-in real estate professionals into using only
them.

This scheme adds no value to an already complex and expensive process. In fact,
by adding unnecessary “investors” into the mix, they are adding unnecessary costs to the
transaction which must be recouped somewhere. Keep in mind, that most title companies
don’t need “investors” in joint ventures. They are already well capitalized. There is only
one reason for the existence of sham title companies, to pay referral incentives.

As described above, these type of joint ventures have no valid reason to exist
other than to try to bypass RESPA prohibitions. Instead of marketing service, product and
price to real estate professionals (working on behalf of their clients), they market

required by law to disclose specific information (such as disclosure of material facts to
Buyers). Reasonable Care-broker/salesperson will use reasonable care in performing
duties as an agent. Accounting-broker/salesperson will account to client(s) for all
client(s)' money and property received as agent.
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redundant services (many of these sham title companies office right next door to the
legitimate title company, See Exhibit 6, photograph of directory of joint venture title
companies affiliated with Universal Title} and RESPA approved “kickbacks” and then
rationalize the decision with talk about their so-called excellent service. Most real estate
professionals that are members of these joint ventures understand the blatant
deceitfulness of these schemes and as a result they rarely advertise this “service” to their
clients. The “service” is not explained for its true nature as a referral scheme almost
100% of the time.

My company has lost a huge amount of market share to these referral incentive
schemes. We’ve had many real estate professionals who were perfectly satisfied with my
company switch to the more expensive joint venture in order to obtain the referral
incentives. I’ve had many real estate professionals who are involved in these schemes
tell me that they miss my company because our service was better and our fees were
lower, but that they are now locked-in to the partnership and feel that they have no choice
but to continue to refer “their” business to these shams. Most of them recognize that it is
a disservice to their clients, but state that the financial incentives and pressures to refer
business are too great.

Consumers whose business flows through one of these companies are harmed
because lower priced alternatives in the marketplace are not presented as an option.

Affiliated Business Arrangement is a Misleading Term
The term “Affiliated Business Arrangement” does not adequately define the

processes at work in these tying arrangements. RESPRO was successful in lobbying for
and having the “negatively charged” term “Controlied Business Arrangement” changed
to “Affiliated Business Arrangement.” See, Exhibit 7 paragraph 4 (RESPRO document).
This was a mistake. Even the prior term “Controlled Business Arrangements” does not
adequately describe the deceitful nature of these arrangements. These arrangements are
not merely “affiliations.” Rather, they are sophisticated tying arrangements that utilize
the manipulation and perversion of fiduciary relationships in order to unfairly steer
business for profit. These arrangements are designed to remove “competition” from the
title industry and to drive up prices. These arrangements by design interfere with real
estate agents’ fiduciary responsibilities. In addition, they cause anti-competitive market
results in that they eliminate legitimate competition and drive prices up.

These arrangements should be called Sophisticated Captured Audience
Manipulation Schemes or SCAMS. They are illegal and cause dramatic negative effects
to consumers and the marketplace.

Controlled Business is Not Efficient and It Certainly Doesn’t Cost Less

Controlled business proponents regularly argue that controlled business is good
for America because it is efficient and those efficiencies translate into cost savings for
consumers. That is not the case. If that were the case, then why are the highest volume
controlled business title companies in the Twin Cities metropolitan area, who are
affiliated with the area’s largest realty companies, also the most expensive? See Exhibit
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1 (Price Comparison). And it is not just them, it is every controlied business relationship
out there — the entire basis of their existence is to control business so that their clients are
prevented from making an informed decision. A vulnerable and trusting consumer will
pay more, so controlled business charges them more.

Controlled business does not provide motivation to the service providers to
provide excellent service. Why would it? Real estate professionals are locked-in to the
controlled business arrangements and the real estate professionals are not likely to go
somewhere else without suffering all kinds of consequences. The people who work at
these controlled business service providers are very well aware that they are going to get
the business for just a mediocre showing of service. This type of relationship does not
promote efficiency or great service.

Is there Competition Among Controlled Business Arrangements?

There is no competition among controlled business arrangements in the normal
sense of the term. For example, it would be a rare case for a Coldwell Banker Burnet
Realty agent to use Edina Title for its closing services. Edina Realty is a competitor with
its own affiliated title company.

Large title insurance underwriters and small title agents approach Realtors,
mortgage companies and builders with Private Placement Memorandums like the one in
Exhibit 6 to start their own sham title companies. They set up hundreds of these “title
companies” for no other purpose but to pay referral incentives to their silent partner real
estate professional members. This strange scenario is caused by a loophole in RESPA. It
makes no sense and has caused a perverted sort of competition in which the Underwriter
or title agent is setting up companies to do services that they already perform. These
companies are essentially competing with themselves. Bottom-line, they are not true
stand alone businesses: they are referral incentive conduits. They offer financial
incentives to real estate professionals to unfairly lock-in their customer’s business.

Real Estate Professionals are Fiduciaries — It is Illegal to Self-Deal

A fiduciary is someone who has the power and obligation to act for another (often
called the beneficiary or principal) under circumstances that require total trust, good faith
and honesty. The most common is a trustee of a trust, but fiduciaries can include
attorneys, accountants, guardians, administrators of estates, real estate agents, bankers or
anyone who undertakes to assist someone who places complete confidence and trust in
that person or company. Characteristically, the fiduciary has greater knowledge and
expertise about the matters being handled. A fiduciary is held to a standard of conduct
and trust above that of a casual business person. A fiduciary must avoid "self-dealing" or
"conflicts of interests" in which the potential benefit to the fiduciary is in conflict with
what is best for the principal.

Most real estate consumers put all their trust in a real estate professional when it
comes time to select a title company. Real estate professionals recognize their higher
level of knowledge and skill and happily assume the position of trustee of their clients’
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real estate affairs. They are fiduciaries. That is what they do. What they should never
do is exploit that unique relationship of trust for profit, especially secret profit.

Real estate clients are often completely reliant on the broker for expertise and
advice in all aspects of the real estate transaction, including finding a title company. In
addition, the client’s only contact for advice throughout the transaction process is the
agent, so there is a sort of “captive audience” situation. To represent a client fully all the
way up to the point of choosing a title company, and then steer them into an in-house title
company at a time when the client is often under a lot of pressure regarding other housing
issues is abandonment and self-dealing at its worst. The agent knowingly places their
client in a position of complete vulnerability and then takes financial advantage of them
by sending them to an in-house title company.

The typical disclosures that brokers initially provide to their clients are in the
form of two choices: 1. Pick our title company; or 2. Go look for your own title
company. The choice is usually presented at a time when the client is overwhelmed with
other decisions. Some of the largest brokers even put this choice right in the Purchase
Agreement as part of the negotiations. There are other additional disclosures that are
given to the client, but they are often presented in a flurry of papers and come no where
near obtaining the informed consent of their clients,

Does the real estate professional owe a duty to the client to make a diligent effort
to comparative shop title companies for their client? If the real estate professional
creates a situation of reliance in which the client is reasonably led to believe that a title
company is being selected with the client’s best interests at heart, then yes the broker
owes the client a duty to make a skillful recommendation based upon service, product
and price. In addition, as a fiduciary, the professional has a duty to avoid conflicts of
interests. They shouldn’t be out there creating them. After all, most consumers don’t
know the first thing about selecting a title company, and many consumers go into a
relationship with an agent thinking that the agent will guide them through all the real
estate related questions, including selecting a title company.

Once a client relies on the fiduciary for expertise, it is the fiduciary’s
responsibility to navigate very carefully and make sure that the client’s interests are best
served. It is of course not a time to become opportunistic. That would be self-dealing
and would be illegal. Unfortunately, that is exactly the type of “opportunity” for which
the controlled business model is aiming.

And groups like RESPRO that have made these abuses of fiduciary relationships
common place have also managed to somehow convince some real estate education
authorities that classes for continuing education credit on the subject are also a good
thing. Classes on how to start controlled business arrangements for credit are being given
all over the country.

Luckily there are some organizations that believe fiduciary relationships in real
estate are something to be respected. One such organization is NAEBA, the National
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Association of Exclusive Buyer Agents. That organization takes the very practical and
responsible position that dual agency is to be avoided in all circumstances. They believe
that is impossible to make the necessary disclosures to adequately represent a client in a
dual agency scenario. In addition, they also take a strong position against controlled
business. See Exhibit 8, Letter from President of NAEBA.

Is a RESPA Analysis Really Enough?
Currently, in order to engage in controlled business, real estate professionals rely

upon client signed Affiliated Business Arrangement Disclosure forms. The forms are
designed only to satisfy RESPA disclosure requirements. They are not designed to
satisfy common law fiduciary disclosure requirements regarding a conflict of interest.
Disclosure of the affiliated business relationship is not the primary issue. Rather, the
question is, was there full disclosure of all the material ramifications of controlled
business. Considering that the disclosure typically starts out with a misleading name by
calling the arrangement “affiliated business” and then omits some of the key disclosures
that a consumer would really want to know, I believe the answer is that the current
disclosures are terribly inadequate,

In 1993, Edina Realty, a Minnesota company, made national news and settled a
lawsuit alleging undisclosed dual agency after losing on Summary Judgment.” In ruling
on Edina's summary judgment motion, the state district court held that, while the
disclosure statement appeared to comply with the state's statutory requirements, the
statute did not eliminate common law disclosure requirements. The state court judge
granted summary judgment to the plaintiffs holding that Edina breached its fiduciary duty
to disclose to the class members the consequences and effect of dual representation.

The Affiliated Business Disclosure forms being used today do not protect real
estate professionals from Edina Realty type lawsuits and those forms certainly do not
adequately disclose to consumers the nature of the controlled business scheme being
thrust upon them and its ramifications. In fact, if a full disclosure were to be made to
consumers about using an in-house title company, consumers would not select the in-
house title company almost 100% of the time.

Imagine what would need to be said in order to fully disclose a real estate agent’s
and real estate brokerage’s conflict of interest in referring their client to an in-house title
company with significantly higher fees. Timing is everything. Disclosure of the conflict
of interest needs to be made at first substantive contact, before the client begins to rely
upon the agent for their expertise. The fiduciary must disclose if their in-house title
company is more expensive than others and by how much. They must disclose the names
of other title companies that they know are less money and if they provide similar
services and products. They may not omit information because it is not favorable. In
fact, if the agent is being pressured by a manager to use the in-house title company, then
that information must also be disclosed. The broker must disclose if managers are getting

2 See, Dismuke v. Edina Realty, 1993 WL 327771 (Minn.Dist.Ct.,1993). Sec also,
Bokusky v. Edina Realty, 1993 WL 515827 (D.Minn.1993)
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compensated based upon the “capture rate” of the agents in the office. If the broker uses
the “capture rate” of the agent to determine commission splits, then that should also be
disclosed.

The list of disclosures is almost endless and specific to each situation. It would
probably require a lawyer trained in conflict management on every file to properly obtain
the client’s informed consent to engage in self-dealing. It is for exactly this reason that
you see other fiduciary professions like accountants and attorneys avoiding conflicts, not
creating them.

Bottom line, controlled business is self-dealing and not legally possible in a
fiduciary relationship.

The Elderly, First Time Home Buvers and Protected Classes are Most Vulnerable
Most of the consumers that have been subject to these controlled business

schemes probably will never know that they were harmed. Although the elderly, first
time home buyers and some protected classes may be victimized the most, these schemes
cross over all racial and demographic borders. Practically every consumer that has
bought a house through a controlled business arrangement overpaid for their services and
didn’t give their informed consent to the atrocities to which they were subjected.

Enormous Legal Consequences

There are numerous legal theories that could generate massive lawsuits
surrounding controlled business. Self-dealing, unfair business practices, anti-
competitive business practices, conspiracy to defraud, unjust enrichment, interference
with a fiduciary relationship are just a few.

It has become routine for real estate fiduciaries to regularly engage in conduct that
exploits their client’s trust and reliance upon them: They direct clients to controlled
business relationships without obtaining their clients’ informed consent. This conduct
amounts to self-dealing and violates the fiduciary duty of loyalty as well as other duties.
The substantial omissions involved in directing business may be considered to be fraud
by some Courts. As far as I know, I believe the only legal analysis done prior to setting
up a controlled business arrangement is a RESPA analysis. I don’t believe anyone is
looking to the common law of agency, the anti-trust implications, theories of fraud or
other sources of law for additional legal requirements. That oversight may be putting the
entire real estate industry in jeopardy.

The written disclosures being used do not secure the informed consent of clients
almost 100% of the time. It is almost impossible to adequately disclose self-dealing, its’
inherent conflict of interests and obtain the informed consent of the principal. The fact
that fiduciaries have used these controlled business arrangements to unfairly exact higher
fees from consumers does not make the case any better for real estate professionals. This
is a huge liability risk for all the real estate professionals involved in controlled business.

Misrepresentation by omission is considered to be fraud in many jurisdictions.



88

Think about the intentional omissions that are kept from consumers when they are
directed into a controlled business. Add to this the fact that the potential defrauder is also
a fiduciary and now you have a sitnation where real estate transactions utilizing
controlled business may be considered to be fraudulent... Could this be reason enough to
unravel a real estate transaction? Many transactions involving dual agency have been
nullified. The potential ramifications are enormous.

Title underwriters and agents are probably also at risk for the act of enticing
agents with financial rewards to breach their fiduciary duties to their clients. Although
there may not be a lot of law on the subject, it would not be a huge stretch to devise a tort
called, “interference with a fiduciary relationship.” 1 imagine the financial consequences
would not be small.

The typical remedy in a breach of fiduciary duty case that involves self-dealing or
a serious breach of loyalty is disgorgement of all fees earned. In the Edina Realty lawsuit
the plaintiffs were seeking one hundred million dollars in damages. And that was just
one firm in Minnesota. The kicker is that in a fiduciary duty lawsuit, you don’t even
need to prove up damages. Once it is proven that there was a fiduciary relationship and
that self-serving conduct took place, the burden of proof is often switched to the
Defendants to prove that they obtained the informed consent of their principal before
engaging in the conduct. In order to obtain the informed consent of their principal it is
necessary to make a full disclosure of ALL the ramifications of the conduct and you have
to prove that the client understood the disclosure and agreed to it.

The potential damages could be all the real estate commissions, title fees and
other fees charged where there was any kind of controlled business relationship. 1
believe the damages could be in the hundreds of billions of dollars nationwide. A case of
this magnitude would likely bankrupt many mortgage lenders, title insurers and real
estate companies. Most of the large companies that are involved in controlled business
are publicly held. This could be a disaster for their shareholders.

Controlled business in not good for the consumer, it is not good for a free market
and although it might generate a lot of revenue in the short term, it is not good for
controlled business owners as the legal consequences could be devastating.

Recommendation
Make a strong statement that controlled business in real estate is illegal.

Force all forms of controlled business to disband including in-house title and
mortgage companies and make them compete for the right to do business.

Conclusion

You have the power to resolve this problem. If you do nothing, then you will be
sanctioning anti-competitive business practices, the practice of fiduciaries preying upon
their clients and the destruction of a free market. Controlled business needs to be
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eliminated. Controlled business is an exploitation of a fiduciary relationship and does not
belong in any fiduciary based industry. If you do nothing, companies like mine will
cease to exist and prices will continue to artificially rise. Title One may be appropriately
named, as we may be the only truly independent title company left in the Minneapolis
area.

Unfortunately, because of extensive budget cuts, the Minnesota Attorney
General’s Office has taken the position that they cannot afford to investigate this matter.
See Exhibit 9, Letter from Mike Hatch.

Give me a chance to compete and I will outperform my competitors in service and
price and earn the right to do business. Stop controlled business and you will force my
competitors to compete on the merits of their work again, not the influence they place
over their clients. We develop loyal customers the old fashioned way, we earn them. We
don’t buy them. When business is locked away and consumers are getting ripped off to
preserve a “diversified revenue stream,” there is a serious problem. Please have the
courage to stand up to ALTA, NAR, and RESPRO. These organizations are deeply
entrenched in the anti-competitive and manipulative business practice schemes called
controlled business and it needs to stop. Let me take them on in a normal marketplace. If
you need the support of other organizations I suggest that you enlist AARP and other
organizations whose members have been victimized the worst.

Eliminate controlled business in real estate and you will have a free market with
healthy competition based upon service and price. Fees will go down. Realtors will
divest themselves of conflicts of interest and be better suited to represent their clients and
title companies won’t be tempted to offer Realtors financial incentives in exchange for
referral business.

Thank you for your attention to this important problem.
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Exhibit 3

Matropolitan Areas

Terms on Conventional Home Mortgages -- 2004
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Exhibit 4

CONFIDENTIAL PRIVATE PLACEMENT MEMORANDUM

DIAMOND TITLE SERVICES, LIMITED PARTNERSHIP

A MINNESOTA LIMITED PARTNERSHIP
(‘DIAMOND" OR THE “PARTNERSHIP")

7777 Washington Avenue South
Edina, Miunesota 55439
(612) 829-0899

35 LIMITED PARTNERSHIP INTERESTS
$500.00 PER INTEREST

Number: 2

Oferee:

The Date Of This Memorandum Is January 25, 1999,
P304
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CONFIDENTIAL PRIVATE PLACEMENT MEMORANDUM
_ DIAMOND TITLE SERVICES, LIMITED PARTNERSHIP

All limited partnership interests (the “Interests™), offered hereby are being offered by Diamond Title Services,
Limited Partnership, 3 Minnesota limited partnership (*Dizmond” or the “Partnership™) solely to Minnesota
residents who are full-time professional real estate service providers with at least two years experience (“Qualified
Investars™). There is no public market for the Interests, The capital contribution for the intetests was determined by
Diamond and is not based wpon the net worth or earnings of the Parmership.

The Interests offered by this Prospectus are speeulative and involve a degree of risk and should bz purchased
only by Qualified Investors who can afford the loss of their entire Capital Contribution. Qualified Investors
should be particularly aware of the {ollowing risies:

. The Partoership has no operating history.

. The Partnership may experience losses from errors and amissions and there may not be adequate insurance
to cover these losses.

. The Parmcrship'and its mernbers must comply strictly with the Real Estate Scitlement Procedures Act and

other federal and state laws. These laws and applicable regulations promulgated thereunder are subject to
legislative modification and to interpretation by enforeing agencies.

. The title insurance business is highly competitive.
. Limited Pariners do not have a role in managing. the Partnership.
. Restriction on transfer of Partnership Interests.

Also ses “Risk Factors™ beginning on page 5.

THESE SECURITIES HAVE NOT BEEN REGISTERED WITH THE SECURITIES AND
EXCHANGE COMMISSION OR ANY STATE SECURITIES COMMISSIONS, BUT ARE
OFFERED PURSUANT TO CLAIMED EXEMPTIONS FROM REGISTRATION
PROVIDED BY THE ACT AND APPLICABLE STATE EXEMPTIONS. THESE
SECURITIES HAVE NOT BEEN APYPROVED OR DISAPPROVED BY THE
SECURITIES AND EXCHANGE COMMISSION OR ANY STATE SECURITIES
COMMISSION NOR HAS THE SECURITIES AND EXCHANGE COMMISSION OR
ANY STATE SECURITIES COMMISSION PASSED UPON THE ACCURACY OR
ADEQUACY OF THIS MEMORANDUM., -ANY REPRESENTATION TO THE
CONTRARY IS A CRIMINAL OFFENSE.

Capital Contrfbution from General Partner’s Capital | Total Capital
Qualified Investors Contribution™ Contributions?
Per Interest® 5500 S125 5625
Total Interests (35 Interests)® $17,500 $4,375 521,875
{1 The Intercsts are being offered solely W Mil Residents who are full-time professional real estate service providers

with at feast two years experience. ("Qualified Investor™). The Bustnership is not nffering to stil any Inierests herotnder
to any party other thao Qualifizd tnvestops,
3] The General Parmer shall make a contribution equal 10 20% afall ibutions by Qualified 1

{33 The Parmership will 2ecept subscriptions uniil the mexi numbey of iptiuns offered hereby has been aceepted
or until this offering is terminated, whichever is cardicr.
(4} Belore deducting offering exp payable by the P: Hip, esti far imately $1,000 including legaland

fifing fees and printing and related expenses.

The date of this Prospectus is January 25, 1999

PO305
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THE INTERESTS MAY BE PURCHASED BY AN UNLIMITED NUMBER OF *ACCREDITED
INVESTORS" WITHIN THE MEANING OF THE ACT, SUBJECT TO PRIOR SALE, WITHDRAWAL,
CANCELLATION OR MODIFICATION OF THE OFFER WITHOUT NOTICE, AND ACCEPTANCE
OF THE SUBSCRIPTIONS, DELIVERY OF THE CERTIFICATES AND CERTAIN FURTHER
CONDITIONS. THE COMPANY. RESERVES THE RIGHT TO WITHDRAW, CANCEL OR MODIFY
SUCH OFFER AND TO REJECT SUBSCRIPTIONS IN WHOLE OR IN-PART FOR THE PURCHASE
OF ANY OF THE INTERESTS OFFERED. IN ADDITION, THE RIGHT IS RESERVED TO CANCEL

ANY SALE IF SUCH SALE, IN THE OPINION OF THE COMPANY, WOULD VIOLATE FEDERAL
OR STATE SECURITIES LAWS.

OFFEREES AND SUBSCRIBERS ARE URGED TO READ THIS MEMORANDUM
CAREFULLY. ALL OFFEREES AND SUBSCRIBERS WILL BE OFFERED AN OPPORTUNITY TO
TALK WITH OFFICERS OF THE COMPANY TO VERIFY ANY OF THE INFORMATION
INCLUDED HEREIN AND TO OBTAIN ADDITIONAL INFORMATION REGARDING THE
COMPANY. THIS MEMORANDUM CONTAINS SUMMARIES OF CERTAIN DOCUMENTS.
ADDITIONAL MATERIALS WILL BE MADE AVATLABLE TO PROSPECTIVE INVESTORS FOR

INSPECTION DURING NORMAL BUSINESS HOURS UPON REASONABLE REQUEST TO THE
COMPANY.

WJM{QMM ATFACHMENTS OR MATERIAIS

THE OFFEREE, BY ACCEPTING DELIVERY OF THIS MEMORANDUM, AGREES T0
RETURN THIS MEMORANDUM AND ALL ENCLOSED DOCUMENTS TO THE COMPANY IF THE

OFFEREE DOES NOT UNDERTAKE TO PURCHASE ANY OF THE INTERESTS OFFERED
HEREBY.

ANY REPRODUCTION OR DISTRIBUTION OF THIS CONFIDENTIAL PRIVATE
PLACEMENT MEMORANDUM, IN WHOLE OR IN PART, OR THE DIVULGENCE OF ANY OF ITS
CONTENTS WITHOUT THE FRIOR WRITTEN FERMISSION OF THE COMPANY IS PROHIBITED.
THIS CONFIDENTIAL PRIVATE PLACEMENT MEMORANDUM IS FURNISHED FOR THE SOLE
USE OF THE OFFEREE AND FOR THE SCLE PURPOSE OF PROVIDING INFORMATION
REGARDING THE SECURITIES PROPOSED TO BE SOLD BY THE COMPANY. NO OTHFER USE
OF THIS INFORMATION IS AUTHORIZED.

EXCEPT AS HEREIN DISCUSSED, NO FERSON HAS BEEN AUTHORIZED BY THE
COMPANY TO GIVE ANY INFORMATION OR TO MAKE ANY REPRESENTATION
CONCERNING THE COMPANY OTHER THAN THOSE CONTAINED IN THIS OFFERING
MEMORANDUM IN CONNECTION WITH THE OFFERING DESCRIBED HEREIN AND, IF GIVEN
OR MADE, SUCH OTHER INFORMATION OR REPRESENTATION MUST NOT BE RELIED UPON
AS HAVING BEEN AUTHORIZED BY THE COMPANY. IN MAKING AN INVESTMENT DECISION
INVESTORS MUST RELY ON THEIR OWN EXAMINATION OF THE ISSUER. AND THE TERMS
OF THE OFFERING, INCLUDING THE MERITS AND RISKS INVOLVED,

P0306
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SUMMARY OF THE OFFERING

The following summary is qualified in its entivety by reference to the more detailed

information appearing elsewhere in the Prospectus. Each Qualified Investor is urged to read
this Prospectus in its entirety.

Qualified Investors

Quaified Investors are Minnesota residents who are experienced fill-time professionals
with at least two years of experience in the real estate services bisiness, such as Heensed real

estate brokers or apents, mortgage loan brokers, real estate builders and developers, and title
service professionals.

Diamond Title Services; Limited Partnership

Diamond Title Services, LP was established on Jamuary 25, 1999, as a Limited
Parinership under Minnesota law. Universal Parmerships, Tnc. (“Universal” or the “Genersl
Partner™) is the sole general pariner of the Partnership. The General Parter is organized in
Minnesota and is a wholly owned subsidiary of Universal. Title Company. Universal Title
Company is & title insurance underwriter licensed to do business in Minnesota.

Diamond is a title insurance agency that provides title and real estate closing services
primarily to Diamond home buyers and sellers in the Minneapolis and St. Paul metropolitan area
and surrounding counties. In its capacity as a title insurance agent, Diamond performs all the
functions and services necessary fo obtain an underwritten commitment for a title policy.
Diamond conducts the title exam, determines the insurability of title to particular parcels of
property, prepares title commitments, reselves any underwriting obligations or conditions prior
to issuance of the policy and issues the final policy. If necessary, Diamond orders abstracts from
2 number of different vendors. The title premium is paid by the insured for the title insurance
policy and Diamond retains a portion of the premium as a fee for its services. The Ternaining
portion of the premium is paid to the title insurance underwriter. Diamond currently serves as an
agent for First American under the terms of an Agency Contract which is terminable by either
party on 30 days written notice.

Diamond contracts with Universal Title Company, a wholly owned subsidiary of First
American Title Insurance Company, 2 national fitle insurance company-(“First American™), for
closing services pursuant to a Title and Closing Services Agreement. Dizmond also contracts
with other contractors to provide a variety of other ancillary real estate services, including
abstracting, name searches, plat drawings and real estate assessments. Diamond passes the
outside contractor’s invoice for these services rendered to Universal Title Company, who collects

the fees at closing and without mark-up, forwards such fees to the outside contractors for their
services,

The General Partner is currently serving as the general partner in approximately 18 other
limited partnerships. These limited partnerships have been established to serve as vehicles for
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delivering title services to home buyers, who often rely on a recommendation from 2 real estate
agent or mortgage loan officer to select 2 provider of title and related real estate services. The
General Pariner believes that title agencies such as the Partnership can deliver quality title
services to the clients of real estate agents and mortgage loan officers and other real estate
‘professionals and that such persons are the best means of educating the consumers of such
services and about the services to be offered by the Partnership.

The Partnership’s offices currently are located at 7777 Washington Avenue South, Edins,
Minnesota 55439 and its telephone number is (612) 829-0899,

The Limited Partnership Agreement

Diamond Title Services, Limited Partnership is governed by the Limited Parmership
Agreement substantially in the form aftached as Attachment A hereto (the “Partnership
Agreement”).

The General Partner

The General Parner is a wholly-owned subsidiary of Universal Title Company.
Commencing upon the sale of the Interests offered hereby, and at all times thereafter, the General
Pariner will own a twenty percent (20%) interest in Diamond based on an initial and subsequent
capital contributions which at all times will represent 20% of all capital contributions made to
Diamond. See “Dilution.” The Partnership Agreement provided that the General Partner shall
manage the Partnership. See “Organization, Structure and Operation of the Partnership.” The
Balance Sheet of the General Parther is attached to this Prospectus as Attachment B.

Universal Title Company serves as a general partner in approximately 18 other mited
partnerships that operate as title agencies in Minnesota, including the Minneapolis and St. Paul
metropolitan area, St. Cloud and Duluth. See “Relationships Among Certain Parties.”

The Limited Partners

Qualified Investors who purchase limited parinership interests in the Partnership
(“Interests”) will become Lifnited Partners under the Partnership Agreement. Limmited Partoers
will collectively own an 80% inferest in the Partnership, which will be shared among all Limited
Pariners pro rata in accordance with the amount of their capital contributions. Limited Partners
will not participate in the management or control of the Partnership and do not have the right or
authority to act for or bind the Partpership. See "Organization, Structure and Operation of the
Partpership.” Limited Partners may, but are not required-to, refer potential clients to the
Parmership for title and closing services. PARTNERS ARE REQUIRED' AT ALL TIMES TO
STRICTLY COMPLY WITH THE RULES AND REGULATIONS OF THE US.
DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT ("HUD") AND THE REAL
ESTATE SETTLEMENT FROCEDURES ACT (“RESPA™), INCLUDING PROPER AND

TIMELY DISCLOSURE OF THE PARTNERS® OWNERSHIP INTEREST IN THE
PARTNERSHIP,
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Number of Limited Partnership Interests Offered; Duration of the Olfering
A maximum of 35 Interests are being offered to Qualified Investors. Payment for

Interests purchased must be made in full at the time of subscriptions. Qualified Investors must
complete and sign the Subscription Agreement enclosed herein as Attachment C, and make 2

check payable to “Diamond Title Services, Limited Partnership” for the subscription amount and
‘mail the Subscription Agreement and check to: Diamond Title Services, Limited Pa

7777 Washington Avenue South, Edina, Minnesota 55439,

The offering of Interests will terminate on the eatlier of the following: (2) the sale of the
maximum number of Interests; or (b) on any date prior to completion of the offering as the
General Partner deems appropriate.

Capital Ceniribution

The Partnership is offering Interests for 2 3500 capital contribution per Interest. The
General Partner will not, under any circumstances, accept sibscdptions for 2 fraction of an
Interest. )

Use of Proceeds

The Partnership plans to use the proceeds fom this offering for working capital. Th}.
maximum offering is expected to provide sufficient initial working capital to operate the business
of the Parinership.

Investor Qualification Requirements

Investors must be residents of the state of Minnesota and must not have a present
intention to be a resident of any other state,

Investors must be Qualified Investors, as defined on Page 1 “Prospectus Summary” and
as further set forth in paragraphs 2 through 5 of the Subscription Agreement.

Compliance with RESPA
The Parinership is subject to RESPA, administered by HUD.

. Although RESPA does not apply to all real estate transactions, it is the Partnership’s
policy to require that all Limited Partuers adhere strictly to the requirements of RESPA. “See
Business - Federal Regulation.”
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Reports to Partners

Limited Partners have the right to inspect, examine and copy certain bocks and records of
the Partnership. Annual reports prepared by the General Partner will be delivered to each
Limited Partner at the end of the Partnership's fiscal year. In addition, the Partmership will
provide Limited Partners with monthly profit and loss statements and Partnership minutes. each
quarter.

Allocation of Income, Losses and Distributions Among Partners

Income 2nd losses of the Partnership each year will be allocated among all the Partners in
proportion to such Partners’ respective ownership interests in the Partnership. The Partnership
will distribute each year an amouat estimated by the General Partner to be sufficient to pay
federal and state income taxes on each Partner’s share of Partnership income which will be
included-in the Partner’s income for income tax purposes for such fiscal year. UNDER NO
CIRCUMSTANCES WILL THE PARTNERSHIP DIRECTLY OR INDIRECTLY
COMPENSATE OR OTHERWISE REWARD INDIVIDUAL LIMITED PARTNERS BASED
ON THE VOLUME OF THEIR REFERRALS TO THE PARTNERSHIP.

Generation of Passive [ncome and Losses

Under the Tax Reform Act of 1986 (the “1986 Act™) investors generally may not offset
losses from passive activities {Le,, activities in which the investor does not materially. participate}
against nonpassive income of the investor. Material parficipation (generally defined by the IRS
as 500 hours of participation in a year) would cause net income and net loss to be nonpassive,
However, significant participation (defined by the IRS as 100 howrs of participation in a year) by
an investor would cause net income to be nonpassive, but net loss to be passive.

If the Parimership generates losses, such losses should be passive losses to Limited
Partners since the Limited Partners will mateially participate in the Partnership’s business, For
years in which the Parinership produces net incoms, such income should generally be passive

income unless the Limited Partner materially or significantly participates in the Partnership’s
business.
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RISK FACTORS

Purchasing an. Interest in the Partnership is speculative, involves a high degree of risk
and is not an appropriate use of funds for persons who cannot giford the loss of their entire
Capital Contribution. Qualified Investors should be particularly aware of the Jollowing risk
Jactors and should review carefully the Information contained eisewhere in this Prospectus,

A. Limited Operating History and No Assurance that Partnership will be Profitable.
The Partnership was recently formed for the purpose of providing title services, However, the
General Partner's parent company, Universal Title Company, has many vears of experience in
the title services business and the General Partnet.has formed and currently manages other
lirnited parterships similar to this Parinership, There is no assurance that the Partnership will be
profitable and continue to operate & 2 going concern. Two limited partnerships similar to this
Partnership were not profitable and as a result were dissolved.

The Partnership has entered into an Agency Contract with First American and a Title and
Closing Services Agreement with Universal Title Company, The Parinership believes such
agreements Will provide the Partnership with all of the necessary support to conduct its
operations. However, both agreements may be terminated by either party upon 30 and 90 days’

nofice respectively, and such termination could have 2 material adverse effect on the Partuership
and its operations.

B. rs. an ission urance.  The Partership has purchased: errors aud
omissions insurance to protect the Partmership against mistakes in examining title which could
render the Parinership lable to the beneficiaries for whom the Partnership has procured the
insurance policiés. However, this emors and omissions insurance does not protect the
Partnership against willfil or dishonest conduct by its employees. The Partnership believes it
has minimized this risk by hiring a competent, gualified and experienced title examiner,
However, there is no assurance that the errors and omissions coverage will be adequate to cover
any and all claims or that insurance premiums will not increase in the fitture a5 & consegquence of
conditions in the market.

C. RESPA Requirements. The U.S. Department of Housing and Urban Development
("HUD") published final regulations under the Real FEstate Settlement Procedures Act
(“RESPA™) on November 2, 1992 and published certain revisions on March 26 and Tune 7, 1996.
RESPA is 2 federal law designed to reduce inflated and wowarranted title insurance and
settlement costs, to give consumers a better understanding of the home purchase and settlement
process; and to allow the consumer adequate opporfunity to shop for real estate services,
incloding title services. In addition, this law is designed to prevent kickbacks and fee splitting by
the parties which are involved in providing services relating to home purchases and the
seftlement process. RESPA is enforced by HUD, which has the power (1) to seek an njunction
against violators; (i) to seek a $10,000 fine apainst any entity or individual involved in a
violation of RESPA; (iii) to seek criminal penalties of up to one year imprisonment against
violators; (V) to seck restitution for the home buyer of an amount up to three times the settlement
charge resulting from the unlawful activity; (v) to recover all profits made as a result of the

5
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illegal activity; (vi) to ban any person involved in any illegal activity under RESPA from fusrther
participation in any FHA program; (vii) to impose civil penalties of double damagas, plus $5,000
for false statements or claims in connection with any FHA mortgage insurance issued in
violation of RESPA; and (i) to withdraw FHA approved mortgagee status for any mortgage
brokers or other lenders who violate RESPA.

Although RESPA does not apply to all real estate transactions, it is the Partnership’s
policy to reqmre that a1l Limited Partners adhere strictly to the requirements of RESPA because

the sitnations in which RESPA. will not apply are expected to be rare and difficult to ascertain
with amy certainty.

The Paxtnershlp intends to comply with the applicable requirements of RESPA by, inter
alia, (1) requiring Qualified Investors to provide the requisite controlled business disclosure
statement to clients referred to the Parinership, 2 current form of which is attached to this
Prospectus as Attachment D, (2) prohibiting Qualified Investors from requiring that clients use
any pactionlar provider of settlement services, including the Parmmth, and (3) providing that
the only financial benefits which Qualified Investors will receive from the Partnership are profits
to be disiributed pro rata, strictly in accordance with the Partners’ respective awnership interests
outstanding from time to time, regardless of how much busipess has been referred by eack
partnes receiving a distribution. In addition, the Parinership will not adjust 2 partnership interest
in any fashion to reflect the amount of business referred by a partner. The Partnership’s palicy
regarding the Limited Partners’ compliance with RESPA is that Limited Partners are not required
to refer clients to the Partnership for title services, and that in the event a Limited Parter refers a
client to the Partnership, the Limited Partner is required first to disclose his/her interest in the
Partnership in'the manner required by RESPA.

Although the Parinership believes it is in compliance with applicable RESPA rules, there
is o assurance that it in fact is in total compliance with such rules or that it will continne to be in
compliance in the fature. See “Business - Federal Regulations,”

D.  Competition. The title insurance business is highly competitive. However, unlike
many industries, where consumers have a wealth of information to make choices among services
providers, the title insurance industry competes by obtaining client recommendations from
different sources in the real esfate industry. Home buyers and sellers often use a particnlar title
company because of 2 recommendation from their real estate agent or mortgage loan officer, and
they typically follow this recommendation. Relatively fv consumers actively comparison shop
for a title company based upan price and service. As a result, the Partoership’s success is highly
dependent upon generating recommendations from sources in the real estate industry. There is

no assurance that the Partnership will be able to generate sufficient recommendations to be
profitable,

“The title closing and insurance underwriting seryvices offered by First American and
Universal Title Company, which companies are the Partnership's sole vendors of such products
and services, will compete with many other title insurance underwriters and service providers in
the Minneapolis-St.- Paul metropolitan area. Many of these companies are affiliated with local
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teal estate companies that are able to refer customers to such title companies for title services.
The Partnership’s major competitors in the Twin Cities include Bumett Title, Edina Title,
Chicago Title Insurance Company, Old Republic Title Insurance Company and ATI Title
Company. These competitive providers may be successful in atiracting business from the clisnts
of the Partnership’s members notwithstanding the member’s referral of their clients to the
Partnership.

E. ack ic| ect_Limited ers’ Limited Liabili
General Partner. A Limited Partner of the Parinership will not be liable for debts or obligations
of the Partnership in excess of his or her capital contribution, A Limited Partner may, however,
be liable for the full amount of his or her capital contribution even if part of that contribution has
been returned by way of disiributions. Distributions to Limited Partners may be subject to retum

to the Partnership upon action by creditors if after such distributions the Partnership’s liabilities
exceed its assets.

The Limited Partners of the Partnership are prohibited by the Partmership Agreement
from participating in the management of the Partnership (and wnder Minnesota law such
participation, with certain exceptions, would eliminate the Bmitations od the liability of such
Limited Partners for Partnership obligations), and thus must rely exclusively on the management
abilities and decisions of the General Partner.

F. ictiong on Transfer of 1l terests. The Interests offered hereby have not
been registered under the Securities Act of 1933, as amended (the “Act™) or any state securities
or Blue Sky laws (the “Laws”) and may be sold only pursuant to registration or exemption from
such registration under the Act and Laws. The Pariership Apgreement restricts the transfer of the
Interests and gives the Parinership an option to purchase the Interests at book value in the event
of any aftempted trapsfer. Book value is the Partnership’s net worth (as determined in
accordance with generally accepted accounting principles, multiplied by the percentage interest
to be purchased from a Limited Partner. See “Organization, Structure and Operation of the
Partnership” and “Destription of Interests Offered — Limitations on Resale.”

‘There was no market for the Interests prior to this offering and there will be no market for
the Interests subsequent o this offering. The purchase of the Interests should therefore be
viewed as 2 long-term, illiquid mvestment.

G.  XaxRisks The Partnership was formed as a limited partnership nnder Minnesota
law in order to eliminate “double taxation” of the Partnership’s income to its Partners. See
“Summary of Certzin Federal Income Tax Matters.” The Parinership will not apply for a ruling
from-the Internal Revenne Service (“IRS™) to the effect that it will be classified as a Hmited
partnership rather than as an organizatiod taxable as a corporation for federal .income tax
purposes. If the Partnership were to be taxed as a corporation, the overall profits available for
distribution to its partners would be diminished by the extent of the corporate tax applied to such
profits. It {s not the Partnership’s purpose to create losses or other deductions for its partners, but
to operate profitably so that partners will realize a share in such profits. However, there is no
assurance that the Partnership will be able to operate profitably, and any losses which are passed
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through to the partners will most likely be deemed to be “passive losses™ under the Internal
Revenue Code. The deductibility of passive losses is severely limited. Each respective pariner is
urged to consult with his or her own fax advisor with respect to the federal, state, and local tax
consequences arising from acquisition of a partnership interest in the Pattnership.

H sible_Canflicts of Interests of the General Partner: Contracts with
Pariner and Affiliates.

Other Limited Parinerships. The General Partner serves as a general partner for
approximately 18 other limited partnerships, all of which conduct the same business as proposed
to be conducted by Diamond. The General Partner expects to facilitate formation of other such
limited partnerships in the future. Investors in this offering are not eligible to participate in any
other limited partnership in which the General Partmer participates. The General Pariner
endeavors to provide the same assistance to all the limited partnerships which it serves as general
partner, but there is no assurance that all limited partnerships will actually receive the same
assistance or that all limited partnerships will zctually incur the same benefits from such
assistance.

Contracts With General Pariner. Universal Title Company, the General Partner's parent
company, has entered into a Title and Closing Services Agreement with the Parmership to
provide real estate and mortgage c!usmg services for the Partnership at the same market rate as
provided to others! This agreement may be terminated at any time by either party upon 90 days,
written notice. The Partnership has entered into an Agency Contract with First American,
whereby the Parinership agrees fo prepare and issue title insurance comumitments and final
policies on behalf of the General Partner for properties located in Minnesota, -including the
Minneapolis and St. Paul metropolitan area and surrounding counties. The Parinership receives a
commission equal to 75% of the rate charged for policies issued on behalf of the General Partner.
The Agency Coniract is terminable upon 30 days® written notice by either party. The rates for
title insurance policies to be quoted and charged are the rates currently approved by the State of
Minnesota. In the event that a special risk endorsement is issued, the commission on the rate js
negotiated by the Partnership and the General Partner. The General Partner receives no fees, or
other compensaﬁon directly or indirectly for its role as a General Pariner, other than its 20%
ownership interest in the Parinership, the market rate fees charged under the Agency Agreement,
and the market rate fees received by Universal Title Company under the Title and Closing
Services Agreement. The termination of ane or both of these agreements would have 2 material
adverse effect an the Partnership and its operations.

I State Licensing Requirements. In the State of Minnesota each fitle agency is
required to be licensed to issue title insurance. In addition, the State of Minnesota through the
Department of Commerce (the “Department”) requires that an individual acting for each agercy
be licensed. The underwriter appoints an individual as an authorized agent able to conduct
business en behalf of the underwriter. The Partnership is a licensed title agency by the State of
Minnesota and also employs a properly licensed staff person. The failure to maintain such
icenses would have a material adverse effect on the Partnership.
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I imitati 1abili f_the General er & e_ Limit 2 ip;
Indemnification of General Partner. While the General Partner of the Partnership is required to
act in good faith and with integrity in managing the affairs of the Partnership, the Partnership
Agreement provides that the General Partner will not be lisble to the Limited Partners for any act
or ornission, except in the event of fraud, intentional wrongdoing, or gross negligence. The
Partmership Agreement requires the Partnership to indemnify the General Partner against any
expenses {including reasonable attomeys® fees), clalms or Hability incurred by the General
Partner in connection with the business of the Parinership.

X Dependence of the Parmership on General Parmer. The General Partner will have
responsibility for the oversight of the Partnership. The loss of the services of General Pariner,
for whatever reason, would adversely affect the business operation conducted by the partnership.

L. Capital Cophribution. The capital contribution required for the Interests bas heen
established by the General Partner based on its estimate of Partnership capital requirements.
There is no assurance that the Parinership will not need additional capital to conduct its
operations.

M.  Government Regulation. The title services industry in which the Parmmership
conducts its operations, is subject to extensive and rigorous government regulation. The
Partnership is subject to the laws of the United States and Mimmesota and the rules amd
regulations promulgated and enforced by various government departments and agencies,
in¢luding HUD.

There is no assurance that the Congress of the United States will not enact amendments to
RESPA that would adversely affect the Partership and its operations. Similarly, there is no
assurance that HUD, which has the authority to promulgate administrative rules and regulations
interpreting RESPA, will not adopt rules and regulations or interpretations of RESPA. that would
adversely affect the Partnership and its operations. In addition, a conrt of law or adminishative
jndge may interpret RESPA, and the administrative rules and regulations governing RESPA, ina
way that may adversely affect the Partnership and its operations.
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USE OF PROCEEDS

The proceeds to the Partnership from the sale of the Meximum number of Interests
offered hereby, including the General Partner’s capital contribution, will be approximately
$21,875, less approximately 31,000 in expenses. The Partnership intends to use the proceeds
From this Offering as initial working capital to operats the Parinership. Based on the experience
of the General Partner and the General Pariner’s parent Company, Universal Title Company, the
General Partner believes that the maximum proceeds are sufficient to allow the Partnership to
operate its business.

Maximum
Percentage of

Amoung Gross Proceeds
Gross Offering Praceeds 321,875 100%
Less Expenses:
QOrganizational and offering 31,000 4.5%
expenses
Net Offering Proceeds $20,875 95.5%
Less fees paid to General Partner or — —
others to set up businéss (1)
Reserves — .
Arnount Available for Investment $20.875 95.5%

(1)  The General Partner pays certain fees and expenses for services rendered to organize the
Partnership. Such fees and expenses are recovered by the General Pariner from its 20% interest
in the profits of the Partnership, but are not paid from the capital of the Partnership or from
proceeds of this Offering.

The General Partner will have authonty to vary such expenditures without approval of the
variances from the Parmers. Pending utilization of the proceeds of this Offering, the Genenl
Partner may invest such proceeds on behalf of the Partnership in short-term investment grade
securities.

PO318 10



107

GENERAL PARTNER
_ COMPENSATION TABLE

This table discloses all the compensation the General Partner or its affiliates may be paid
directly or indirectly.

Name of Entity Amount of Compensation

Receiving Compensation and Services Provided

General Partner Reimbursement for organization and
offering expenses $1,000

General Partner 20% of distributions based on 20%

ownership interest in Parinership.

Universal Title Company Market rate fees charged for providing
closing services pursuant to the Title and
Closing Services Agreement. Universal
Title Company charges the same rates as it
charges to others, inchuing other limited
partnerships.

First American First American receives 25% of
underwriting commissions charged for
issuing title insurance commitments and
policies. The commissions charged are
rates authorized and approved by the State
of Minnesota. The 75% balance of such
commissions  is  retained by the
Partnership.
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CAPTTALIZATION

The following table summarizes the Partnership's General Partners and Limited Partners’
Interests currently outstanding and as adjusted for the sale of all of the Interests offered hereby:

As adjosted for Offering(])

Actual aximum
General Partner’s Capital Contribution 34,375 $4375
Limited Partners’ Capital Contributions -0- - 17,500
{3500 per Interest)
Total Capitalization 34375 $21.875

(1)  Does not include expenses the Partnership may incur in conducting the offering
inchuding attorney fees, printing expenses and registration fees estimated fo be
approximately 31,000,

DILUTION

The Partnership Agreement provides that the General Partner shall maintain a 20%
ownership intetest in the Partnership. The General Partmer will make an additional capital
contribution fo the Partnership each time a new Limited Partner is admitted, equal to 20% of the
capital contrbution from the new Limited Parter! In like manner, the General Partner will
receive a distribution of 20% of the redemption payment to each limited partner who withdraws
from the Partnership, i order to maintain 2 20% interest in the Partoership at a1l Himes. Limited
Partners are not obligated fo make additional contributions to the Partnership, except as the
General Partner 2nd Limited Pariniers agree in writing.
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BUSINESS OF THE LIMITED PARTNERSHIP

General

Diamond Title Services, Limited Partnership was established on Jarmary 25, 1999, asa
Limited Partnership under Minnesots law. Universal Partnerships, Inc. (“Universal™ or the
“General Partner’ "} is the sole gencral ‘partner of the Parmership. The General Partner is
incorporated in Minnesotz and is a wholly owned subsidiary of Universal Title Company.
Universal Title Company is a title insurance undenwriter licensed to do business in Minnesota.

Diamond is a title inserance agency that provides title and real estate closing services
primarily to residential home buyers and sellers in the Mirmeapolis and St. Paul metropolitan
area and surrounding counties. In its capacity as a title insurance agent, Diamond performs all the
functions and services necessary to obtain an underwritten commitment for a title policy.
Diamond conducts the title exam, determines the insurability of fitle to particular parcels of
property, prepares title commitments, resolves any underwriting obligations or conditions prior
to issuance of the policy and issues the final pohcy If necessary, Diamond orders abstracts from
a number of different vendors. The title prcmmm paid by the insured for the title fnsurance
policy and Diamond retains a poriion of the premium as a fee for its services. The remaining
portion of the premium is paid to the tifle insurance underwriter. Diamond currently serves as an

agent for First American under the terms of an Agency Contract which is terminable by either
party on 30 days written notice.

Diamond contracts with Universal Title Company, a wholly owned subsidiary of First
American Title Insurauce Company, 2 national title insurance company (“First American™) for
closing services pursuant to a Title and Closing Services Agreement. Diamond zlso contracts
with other contractors to provide a variety of other ancillary real estate services, meluding
abstracting, name searches, plat dmwmgs and real estate assessments. Diamond passes the
outside contractor’s invoice for these services rendered to Universal Title Company, who collects

the fees at closing and without mark-up, forwards such fees to the outside contractors for their
services.

The General Partner is cumently serving as the general partner in approximately 18 other
limited partnerships. These limited partnerships serve as vehicles for delivering title services to
home buyers, who often rely on a recommendation from a real estate agent or mortgage loan
officer to select a provider of title and related real estate services, The Gene;al Partuer believes
that title agencies such as the Partnership, can deliver quality title services to the clents of real
estate agents and mortgage loan officers and other real estate professionals and that such persons

are the best means of educating the consumers of such services and zhout the. services to be
offered by the Partnership.

verview of Title Insurance Indy:

Title insurapce has become increasingly accepted as the most efficient means of
deterrnining title to, and the priority of interests in, real estate in nearly all parts of the United
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States. Today, most real property mortgage lenders require their borrowers to obtain a title
insurance policy at the time a mortgage loan is made.

Title Policies

Title insurance policies are insired statements of the condition of title to real property,
showing priority of ownership as indicated by public records, as well as outstanding liens,
encumbrances -and other matters of record, and certain other matters not of public record. Title
insurance policies are issued on the basis of a title report, which is prepared after a search of the
public records, maps, documents and pior title policies to ascertain the existence of easements,
restrictions, rights of way, conditions, encumbrances or other matters affcctmg the title to, or use
of, real property. In certain instances, 2 visual inspection of the property is alse made. To
farilitate the preparation of title reports, copies of public records, maps, documents and prior title

policies may be compiled and indexed to specific properties in an area. This compilation is
known as a “itle plant.”

The beneficiaries of title insurance policies are generally real estate buyers and morigage
lenders. A title insurance policy indemnifies the named insured and certain successors in interest
against title defects, liens and encumbrances existing as of the date of the policy =nd not
specifically excepted from its provisions. The policy typically provides coverage for the real

_property mortgage lender in the amount of its outstanding mortgage loan balance and for the
buyer in the amount of the purchase price. Coverage under a title msurance policy issued to 1,
real property. mortgage lender generally terminates when the mortgage loan is repaid. Coverage
under a title insurance policy issued to an owner generally terminates upon the sale of the instred
property unless the owner carries back a mortgage or makes certain wamanties as to the title.

Unlike other types of insurance policies, title insurance policies do not insure against
future risk. Béfore issuing title policies, title iusurers seek to limit their risk of loss by accurately
performing title searches and examinations. The major expenses of a tifle company relate to such
searches and examinations, the preparation of preliminary reports or commitments and the
maintenance of title plants, and not from claim losses as in the case of property and casualty
Imsurers.

The Closing Process

Title msuzam:e is essential to the real estat- tlosing process in most transactions
involving real property mortgage lenders. In a typical residential real estate sale transaction, fitle
insurance is generaily ordered on behalf of an insured by a real estate broker, lawyer, developer,
lender or closer involved in the transaction. Once the order has been placed, a title insurance
company or an agent conducts a title search to determine the current status of the title to the
property. When the search is complete, the title company or agent prepares, issues and circulates
2 commitment or preliminary title report (“comamitment™) to the parties to the transaction. The
commitment summarizes the current status of the title to the praperty, identifies the tonditions,
exceptions and/or fimitations that the title insurer intends to attach 1o the policy and identifies
items appearing on the title that must be eliminated prior to closing.
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- Theclosing function is often performed by an independent real estate closer, an attorney
or by a title insurance.company or agent (such person or entity, the *closer”). Once
documentation has been prepared and signed, and mortgage lender payoff demands are in hand,
the transaction is “closed.” The closer records the appropriate title documents and arranges the
transfer of fubds to pay off prior loans and extinguish the lens securing such loans. Title
policies are then issued insuring the pricrity of the mortgage of the real property mortgage Tender
in the amount of its mortgage loan and the buyer in the amount of the purchase price. The time
lag between the opening of the title order and the issuance of the title policy is usually between
60 and 90 days.

Issuing the Policy: Direct vs. Agency

A title policy can be issued directly by 2 title insurance underwriter or indirectly on
behalf of a fitle insurance underwriter through agents which are not themselves licensed as
insurers. Where the policy is issued by a title msurance underwriter, the search is performed by
or at the direction of the underwriter, and the entire premium is collected and retained by the
undenwriter. Where the policy is issued by an agent, the agent performs the search, examines the
title, issues the final policy, collects the premium and retains a portion of the premium. The
remainder of the preminm is remitted to the underwriter as compensation for bearing the risk of
loss’in the event a claim is made under the policy. The percentage of the premium retzined by an
agent varies from region to region. A title insurance underwriter is obligated to pay title claims
in decordance with the terms of its policies, regardless of whether it issues its policy direetly or
indirectly through an agent.

Premiums

The premium for title insurance is due and earned in full when the real estate transaction
is closed. Premiums are generally calculated with reference to the policy amount. The premivm
charged by a title insurance underwriter or an agent is subject to regulation in most areas. Such
regulations vary from state to state.

Because the policy insures against matters that have occurred prior to its issuance (rather
than future occurrences, as with most other typés of insurance), the major portion of the premium
is related to the service performed in ascertaining the current status of title to the property.

usi e Partnershi
Diamond is a title insurance agency that provides title and real estate closing services
primarily to residential home buyers and sellers jn the Minneapolis and St. Paul metropolitan
area and surrounding counties and St. Cloud and Duluth. In its capacity as an agent for a title
insurance underwriter, the Parinership provides the following services for customers who select
the Partoership as their title insurance dgency:

- Diamond opens an order for the title policy and requests the necessary shstract or
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search information. It orders these services from a variety of licensed independent
contractors.

- Diamond examines the abstract and other title information furnished by the
contractor and any other title information-available to the Partnership’s examiner.

- Diamond examines title according to customary practices and procedures and in
compliance with First American's instructions concerning safe underwriting
practices.

- Diamond issues title commitments and final policies of title insurance based on its
examinations.

- Diamond contracts with Universal Title Company to furnish necessary closing
services.

Diamond collects the title premivm paid by the insured for the title insnrance policy and
retains a portion of the premium as a fee for its services. The remaining portion of the premium
is paid to the title insurance underwriter. Diamond currently serves as an agent to First American
under the terms of an ‘Agency Contract which may be terminated by either party on 30 days
written notice. In addition to the Title Insurance premium, Diamond charges the customer an
examination fee for performing the title exam.

Diamond contracts with Universal Title Company for closing services pursuant to a Title
and Closing Services Agreement Dizmond also contracts with other contractors to provide a
variety of other ancillary real estate services, including abstracting, name searches, plat drawings
and real estate assessments. Diamond passes the outside contractor’s invoice for title services
rendered to Universal Title Company, who collects the fees at closing and without mark-up,
passes such fees to the outside contractors for their services.

erati erience of the eral Partner

First American formed the first title services limited partnership in 1994, Universal Title
Company, a wholly owned subsidiary of First American, formed and served as the general
partner in subsequent limited partnerships. The General Partner, a wholly owned subsidiary of
Universal Title Company, has assumed Universal Title Company’s position as the general
partner in all the other limited partnerships and cwrrently serves as general parimer in
approximately 18 other limited partnerships. These limjted partnerships have been established to
serve as vehicles for delivering title services to home buyers, who often tely on a
recommendation from a real estate agent or morigage loan officer to select a provider of title and
related real estate services. The General Pastmer believes that title agencies, such as the
Partnership, can deliver quality title services to the clients of real estate agents and mortgage loan
officers and other real estate professionals and that such persons are the best means of educating
the consumers of such services and about the services to be offered by the Partnership.
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Employees

The Limited Parinership employs a full-time title examiner. The title examiner performs
the core title services and is responsible for managing the daily operations of the Partriership, If
needed, additional staff will be hired as appropriate, including a title agency production assistant
and fitle dgency clerk.

ompetiti

The title insurance business is highly competitive. However, unlike many industries,
where consumers have a wealth of information to make choices among services providers, the
title insurance industry competes by obtaining client recommendations fom different sources in
the real estate indusiry. Home buyers and sellers often use a particolar title company because 6f
a recommendation from their real estate agent ormortgage loan officer, and they typically follow
this recommendation. Relatively few consumers actively comparison shop for 2 title company
based upon price and service. As a result, the Partnership’s success is highly dependent upon
generating recommendations from sources in the real estate industry. There is no assurance that
the Partnership will be able to generate sufficient recommendations to be profitable,

The Partnership will compete with many other tifle insurance companies in the
Minneapolis, St. Paul metropolitan area. Many of these companies are affiliated with local real
estate companies that are able to refer customers to such title companies for title services. The
Partnership’s major competitors i the Twin Cities include Burnett Title, Edina Title, Chicago
Title nsurance Company, Old Republic Title Insurance Company and ATI Title Company.

eral Regulati

The Department of Housing and Urban Development published final regulations under
the Real Estate Settlement Procedures Act (“RESPA™) on November2, 1992 and published
certain revisions on March 26 and June 7, 1996, RESPA is z federal law designed to reduce
inflated and wowarranted title insurance and setilement costs, to give comsumers a better
understanding of the home purchase and settlement process; and to allow the consumer adequate
opportunity to shop for real estate services, including title services. In addition, this law is
designed to prevent kickbacks ‘and fee splitting by the parties which are invelved in providing
services relating to home purchases and the settflement process. RESPA is enforced by the
Department of Housing and Urban Development, which has the power (i) to seek an injunction
against violators; (i) to seek a $10,000 fine against any entity or individital fnvolved in a
violation of RESPA; (iif) to seek criminal penaliies of up to one year imprisonment against.
violators; (iv) to seek restitution for the home buyer of an amount up to three times the settlement
charge resulting from the unlawfil activity; {v) to recover all profits made as a result of the

" illegal activity; (vi) to ban any person invalved in any illegal activity under RESPA from further
patticipation in any FEHA program; (vii) to impose civil penalties of double damages, plus $5,000
for false statements or claims in conmection with any FHA mortgage insurance issued in
violation of RESPA; and (viii) to withdraw FHA approved mortgagee status for any mortgage
brokers or other lenders who viclate RESPA.
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Although RESPA does not apply to all real estate transactions, it is the Partnership’s
policy to require that all Limited Partners must adhere strictly to the requirements of RESPA
because the situations in which RESPA will not apply are expected to be rare and difficult to
ascertain with any certainty.

The basic prohibition contained in RESPA is very broad:

“No person shall give and no person shall accept any fee, kickback, or thing of
value pursuant 1o any agreement or understanding, oral or otherwise, that business
incident to or part of real estate settlement sérvices involving a federally related
mortgage loan shall be referred to any person . . . . 2 payment or thing of value
includes any payment, advance, find, loan, service or other consideration [and
may) take many forms, including, but"not limited to manies, things, discounts,
salaries, commissions, fees, duplicate payments of a charge, stock, dividends,
distributions of partnership profits, franchise royalties, credits representing
monies that may be paid at a future date, the opportunity to participate in a
money-making program, retained or increased eamings, increased equify in a
parent or subsidiary entity, special bank deposits or accounts, special or unusual
banking terms, services of all types at special or free rates, sales or rentals at
special prices or rafes, lease or rental payments or reduction in credit against an
existing obligation”.

Notwithstanding the foregoing prohibitions, RESPA. establishes a permitted form of
“controlled business arrangement™ under which service providers may own an equity interest in
an entity which furnishes title, settlement or other services to a customer if the following
requirements are satisfied:

L Any person who makes 2 recommendation o 2 company in which the person has
an equity ownership interest must disclose that relationship in writing.

2. The customer cannot be required to use any particular provider of insurance or
other settlement services.

3. The only Valuethat may be received from the entity is bona fide dividends or
other equity distributions related to the owpership interests. No payments may be
made to such eqpity owners if there is no apparent business motive for such
payment other than distingnishing amere recipients on the basis of the amount of
their actual, estimated or anticipated recommendations, or if such payments vary
according to the relative amount of recommendations by the different recipient, or
if the payment is based on any adjustment in the ownership interest which has.
ocourred based on previous relative recommendations by the recipients,

The Parmership believes it has complied with applicable RESPA requirements by
providing that the ‘only financial benefits which Qualified Investors will receive from the
Partnership are profits to be distributed pro rata, strictly in accordance with the Partners'
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respective ownership interests outstanding from time to time, regardless of how much business
has been referred by each partner receiving a distribution. In addition, under no circumstances
will the Partnership directly or indirectly adjust a partnership interest or otherwise reward or
compensate a Limited Partners in any fashion to reflect the amount of business referred by s
Limited Pariner.

tate Regulations

In the State of Minnesota each title agency is required to be licensed to issue title
insurance. In addition, the Department requires that an individual for cach agency be licensed.
This permits the title agent to sell title insurance. The underwriter appoints an individual as a
authorized zgent able to conduct business on behalf of the underwiiter. The Partnership is a
licensed title agency by the State of Minnesota” The Partnership also employs a properly
licensed staff person.

The premium rates for First American title insurance policies must be filed with and
approved with the State of Minnesota’s title insurance regulatory authority from time to time.
After approval, only then can the Parinership charge the approved premium rates.

Marketing

The Partmership does not conduct any form of advertising. Sinee it primarily relies oa
recommendations from real estate agents, morigage. loan officers and other real estate
professionals, the Partnership focuses its attention on developing and maintaining relationships
with such persons.

Facilities

Based upon the General Partner’s experience as the general partner of 17 other limited
parinerships, the General Partner anticipates :zat the Partnership will lease approximately 800
square feet of office space at a cost no greater than $1,000 per month, inchiding expenses, The
office space will be sirategically located to be accessible to its limited partners and clients and
will be large enough to accommodate up to three staff persons.

itigatio
There are no legal proceedings pending or, to the best of the General Parner's

kmowledge, threatened to which the Parimership is or may be a partty. See "Risk Factors -
Govemment Regulations."
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MANAGEMENT

Genera] Partoer

The General Pariner of the Partnership is Universal Partnerships, Inc., 2 wholly owned
subsidiary of Universal Title Company, which is 2 wholly-owned subsidiary of First American,
First American believes it is one of the largest title insurance underwriters in the United States
based on gross title fees. Universal Title Company traces its title services business in Minnesota
to the late 1970s. Universal Title Company has long established relationships with many lending
institutions, law firms, real estate.companies, home builders, and real estate davelopers, as well
as aother independent closing companies.

Duties of the General Partuner

The General Partner’s duties include: (i) coordinating this Offering; (ii) executing the
Partnership Agreement and filing the Parinership Agresment with the State of Minnesota; (iif)
locating suitzble office space in the community for lease by the Partnership (which is separate
from the space ufilized by the General Partner for its own business; {iv) securing the necessary
licensing and ewors and omissions iiisurance; (v) obtaining necessary ontside accounting services
(which are different from the services utilized by the General Partner for its own business); and
(vi) interviewing and causing the Parinership to hire its initial staff The General Pariner
supervises the Partnership’s staff to maintain an efficient, well-managed operation and acts as a
Kaison between the Partnership and its vendors, including the underwriter. The General Partner
also facilitates the monthly profit distributions; convenes quarterly Limited Partner mestings; and
provides examiner training and continning education sessions to the Partnership’s staff.

Although the General Parter performs the foregoing management functions, the day-io-
day operatiops of the Partnership and all core title services functions are conducted by the
Partnership’s employed staff.

Fidueiary Responsibility of the General Partner

The General Partner is accountable to each Limited Partner as a fiduciary, which means
that the General Partuner is reqmred to exercise good faith and integrity in dealings with respect to
Partnership affairs. This is in addition to the several duties and obligations of the General
Partner set forth in the Partnership Agreement. See “Relationships Among Certain Parfes,”
Each Limited Partner may inspect the Partnership books and records at any time during normal
business howrs upon notice to the General Pariner,

The General Partner may not be liable to the Partnership or the Limited Partners for
certain acts and omissions to act, since provision has been made for such liability in the
Partnership Agreement only to the extent of fraud, intentional wrongdoing and gross negligence.
With respect to acis and omissions which do not amount to fraud, intentional wrongdoing or
gross negligence, the Partnership Agregment provides for indemnification of the General Partner
(and its officers and .directors). Insofar as indemmification for Habilities arising under the
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Securities Act of 1933, as amended (the “Act™) may be provided to the General Partner pursuant
to the language of the Partnership Agreement, or otherwise, the General Partner has been advised
that in the opinion of the U.S. Securities Exchange Commission (the “Comumission™) such
indemnification is against public policy as expressed in the Act and is, therefore, unenforceable.

It should be noted that the matter of remedies available under state and federal Jaw o
limited partners for breach of fiduciary duty by general partners is a rapidly developing and
changing area of law. Any Limited Partner who believes that a breach of fiduciary duty by the
General Partner has occurred should consult counsel 25 to the status of the law at such time.

Notwithstanding the fiduciary relationship between the General and Limited Partners, the
General Partner has broad discretion and power under the terms of the Parmership Agreement
and Minnesota law fo manage exclusively the affairs of the Partnership. "Generally, the
Partnership Agreement provides that the General Partner shall manage the affairs of the
Partuership, which are not subject to vote'or review by the Limited Pariners, except to the limited
extent provided in the Partnership Agreement and under Minnesota or other applicable law. An
attempt on the part of one or more Limited Pariners to exercise substantial influence over the
management of the business of the Parinership (other than as permitted under Minnesota law)
may result in the loss of that Partner’s limited Hability. A loss of limited liability would meke a
Limited Partuer jointly and severally Hable for the liabilities of the Parnership with the General
Partner. See “Organization, Structure and Operation of the Partnership.”

CONFLICTS OF INTEREST

ossible cts of Inferests

Multiple Interests of the General Pariner

The General Pariner serves as 2 general pariner for approximately 18 other limited
partnerships, all of which conduct the same business as proposed to be conducted by Diamond.
The General Partner expects to facilitate formation of other limited partnerships in the fiture.
Investors in this offering are nof eligible to participate in any other Hmited partnership in which
the General Partner or ifs affiliates participates. The General Partner endeavors to provide the
same assistance and advice to all the limited parinerships. There is no assurance that all mited
partnerships will actually receive the same assistance or that all kmited partnerships will actually
incur the same benefits from such assistance.

Contracts with General Pariner and Affiliates

The General Partner’s parent company, Universal Title Company, has entered into a Title
and Closing Services Agreement with the Parinership to provide réal estate and mortgage closing
services for the Partnership at the same market rate as provided to others. This agreement may
be tenpinated at any time by either party upon 90 days written notice. The Partnership has
entered into an Agency Contract with First American, whereby the Parinership agrees to prepare
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and issue title insurance commitments and final policies on behalf of First American for
properties located in Minnesota, including the Minneapolis and St. Paul metropolitan area and
surrounding counties. The Partnership receives a commission equal to 75% of the rate charged
for policies issued on behalf of First American. The Agency Contract Is terminable upon 30
days’ written notice by either party. .The rates for title ir}sura.uce policies to be quoted and
charged are the rates currently approved by the State of Minnesota. In the event that a special
Jisk endorsement is issued, the commission on the rate is negotiated by the Partnership and First
American. The General Partner receives no fees, or other compensation for its role ds a General
Partner, other than its 20% ownership interest in the Partnership and market rate fees charged
under the Title and Closing Services Agreement. The termination of one or both of these
agreements would have a material adverse effect on the Partuership and its operations.

ORGANIZATION, STRUCTURE AND OPERATION OF THE PARTNERSHIP

U of Limited ership Apreemel

The following i3 a summary of certain provisions of the Limited Partnership Agreement,
the form of which is included as Attachment A. In the event of a conflict or apparent conflict
between such description and the full text of the Limited Partnership Agreement, the full text
will control. References are to Articles of the full Limited Partnership Agresment.

(@)  Partnership Interests. The General Partnership Interest of the Parmership
shall represent 2 20% Percentage interest in the Partnership at all imes. The Limited
Parfership Interests of the Parimership shall represent a 80% Percentage interest in the
Partnership. See Article 2.1(a).

()  Capital Contributions. The General Partner has made & capital
contribution to the Partnership in exchange for a 20% General Partner Interest. A
Limited Pariner’s capital contribution is made in exchange for a Limited Parinership
Interest. The General Partner shall contribute additfonal capital to the Parmership fom
time to time as may be necessary to maintain 2 minimum balance in its capital account at
least equal to 20% of the sum of the total positive capital account balances of all Partners
of the Partership. See Article 23(b). The Limited Partners shall never be obligated to
make additional contributions to the Partmership except as the General Partner and all the
Limited Partners may agree in writing, See Article 2.3(c).

()  Distributions. The Partmership will make distributions at sich Hmes and
arnount as determined from time to time by the General Partner. The General Partner will
distribute each year an amount estimated by the General Partuer to be sufficient to pay
federal and state income taxes on each Partner’s share of the Partnership income which
will be included in the Partner’s income for income taxes for such fiscal year. See Article
2.4,

)] location and Distributi ash s, {ncome a es. For
income tax purposes and financial accounting purposes all items of income, gain, receipt,
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loss, deduction, and credit of the Partnership for each fiscal year shall be allocated among
all the Partners in proportmn to such Partners’ respective Percentage Interests, See
Article 3.1(a). Any economic losses sustained by the Parinership shall be borne by the
Pariners, to the extent of their respective Percentage Interests. See Article 3.4,

(¢)  Limited Partners’ Liability. Under no circumstances shall any Limited
Partner be required to make any additional capital contributions to the Partnership or be
personally liable for any liabilities of the Partnership, except to the éxtent of their
respective capital contributions, See Article 3.4.

(D Genersl Pariner’s Lishility. The General Partner has a fiduciaryy
responsibility fo the Partnership for the safekeeping and use of all funds and assets of the
Partuezshlp The General Partuer shall not be lishie to a Limited Partner for any act 6r
omission performed or omitted, except oaly in the event of fraud, intentional wrongdoing,
or hegligence by the General Partner. If certain conditions are met, the Partnership shall
indenmify the General Pariner against any expenses (including reasonable attomey’s
fees), claims or labilities incurred by the General Pariner in connection with its duties as
the General Partner. See Article 5.12.

()  Books. Records. and Financial Statements. The General Partner shall
maintain accurate and complete books and records of the Partnership at the Partuershxp s
specified office. The Limited Partners shall have the right to inspect, examine, and copy
such books and records at any reasonable time. Accurate and complete financial
statements shall be prepared promptly as of the end of each fiscal year and copies shall be
delivered to the Limited Partners. See Article 4.

)y Partnership Management. The general management of the Partnership
business shall be conducted by the G-aeral Partner. See Article 5.1. The Limited
Pariners have no suthority or power to interfere in any méanner with the management,
conduct or control of the Partnership and have no right or authority to act for or bind the
Partnership in any transaction or agreement. Each Limited Pariner irrevocably appoints
the General Partuer such Partner’s true and lawful attomey-in-fact with the power of
substitution fo execute, deliver and file (i} any new amended or restated certificate of
limited partnership; (if) any fictitious names or assumed name certificate; (iii) instruments
reguired to qualify the Partnership to do business in any state other than Minnesota; -(iv)
any documents necessary to effectuate continuation of the business of the Partnership;
and (v) any cancellation of any certificate, instrument or amendment required to be filed.
See Article 5.11.

@ - Rﬁmgﬂmmmmmm Except as provided in Article
7 of the Limited Parimership Agreement, a Limited Partner may not assign, transfer, or
otherwise dispose of any Partnership Interest in the Parinership without prior consent of
the General Partner. Asticle 7.1 provides for the transfer of a Partmership Interest upon
the death of a partuer. Article 7.4 allows a Pariner to transfer his interest, without
abtaining pripr written consent of the General Partner to such disposition, provided that
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such transferring Partner shall first give notice to the General Pariner of the transferring
Partner’s intention. The Partnership shail then have an option to purchase all of the
transferring Partner’s interest in the capital, income, profits, and assets of the Partnership
at book value. Book value means the Partnership’s net worth (as determined by generally
accepted principles) mmultiplied by the percentage interest to be purchased from a Limited
Partner. The decision of whether this option is to be exercised shall be made by the
General Partner. If the Partnership does not exercise this option during the period ending
60 days after the General Parter shall have received such notice, the transferring Partner
may, 2t any time within 90 days after the expiration of the 60-day period following
delivery of such notice, transfer such interest in the manner and on the terms set forthin
the natice given to the General Partuer, subject to the federal and state securities laws,
Article 7.5 provides for the transfer of a Partnership interest in the event of (i) the
insolvency of a Pariner, (ii) 2 Partner’s interest in the Partnership is foreclosed upon or
sold pursuant to any collateral agreement or otherwise, or (ifi) any Partmership interest
owned by a Partner is transferred to the Pariner’s spouse as a part of a divorce settlement

agreement. In such event the Partnership shall have the option to purchase the
Partnership’s interest.

) Partnership Option to Purchase Limited Pariner’s Interests. The
Partnershlp has a continuing option to purchase all, but not part, of a Limited Partner's
Interests'at book value. Book value means the Partnership's net worth (as determined by
generally accepted principles) muttiplied by the percentage inferest to be purchased from
-a Limited Partner. The decision as to whether the option 18 to be exercised is made by the
General Partuoer, in its sole discretion, and no reason need be given or cause shown fir
exercise of the option. Without limiting the generality of the foregoing, the Gener
Partner may exercise the option if the General Pariner determines that a Limited Partner
has violated the niles and regulations of RESPA, that the Limited Partner is not a resident
of the state of Minnesota; that a Limited Partner is not engaged fall-time as a real estats
professional; or that the Limited Pariner has a conflict of interest with the Partership.
See Article 7.3.

-(&)  Withdrawal by a Limited Partper. A Partner shall have 2 continning right
to withdraw from the Partnership. Upon notice of withdrawal, the Partnership shall
purchase all of the withdrawing Pariner’s interest in the capital, income, profits, and
assets of the Parimership for book value, vnless the General Partner, within 90 days of
notice, determines that the Partnership shall dissolve and immediately thereafter elects o
wind up and liquidate the Parmership. Book value means the Partnership’s net worth (as
determined by generally accepted principles) multiplied by the percentage interest to be
purchased from a Limited Partner. If ths General Pariner elects to dissalve the
Partnership, settlement shall be made s if the withdrawing Partner had remained s
Partner. See Article 7.2.

()  Dissolution, Winding Up. and Seitlement. The Partnership shall not
dissolve until December 31, 2047, unless (i) the Agreement specifically directs such
result; (if) the General Partner so determines; (jii) all of the Partners agree to dissolve and
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wind up and terminate the Partnership; or (i) an event of withdrawal occurs with respect
to a General Partner and there are no remaining General Pariners and no replacement
General Partner is appointed to serve. See Article 9.1.

Upon an event of dissolution, the Parmcrslnp shall expeditiously wind up its
affairs. . The Parfners shall continue to share income and losses dunng dissolution,
mciudmg any gain or loss on disposition of Partnership properties in the pracess of
liquidation. Partnership assets, including proceeds from liquidation, shall be applied in
the following order of priority:

(i)  To Partnership liabilities owed to creditors other than Partners;

(i)  To Partnership Jisbilitles owed to Partners other than for their
interests in capital and income;

(i) To the distribution to the Parmers to the extent of any credit
balance in the accounts (other than the capital accounts), if any, being maintained
for financial accounting purposes for the Partners;

(iv) To the distribution fo the Pariners to the extent of any credit
balance of the capital accounts, if any, being maintained for financial accounting
purposes for the Pariners;

(v}  To the distribution to the Partners in proportion to their respective
Percentage Interests in the Partnership, See Article 9.3.

(m) Amendment of Partnership Agreement. A majority in interest of all of the
General Partners of the Partnership shall have the authority to amend the Agreement in
any and all respects ffom time to time by amendment to the Agreement duly execated by
them, See Article 10.2.
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DESCRIPTION OF INTERESTS OFFERED

The Interests

The Interests being offered constitute limited partnership interests in the Parinership.
Investors will have all the rights and obligations of a limited partner as described in the
Minnesota Uniform Limited Partnership Act and the provisions of the Partnership Agreement.
Investors will have no right to participate in the management or conduct of the Partnership’s
business and they will have no right to cause the dissolution of the Parmership or to foree its
liquidation.

Each investor will be entitled fo his or her share of profits and income of the Partnership
and to his or her allocable share of all items of Parmership income, loss, deduction or credit as
determined for income tax purposes as pmvxded in the Partnership Agreement. Limited Parhuers
are not liable to creditors of the Partnership beyond the amount of capital contributed to the

Partnership. Investors ave not required to make capital contributions in addition to their original
subscription amounts.

Limitations on Resale

The Interests are subject to substantial restrictions on iransfer or sale as more fully
described elsewhere in this Prospectus and the Partnership Agresment. See “Organization,
Structire and Operation of the Partnership - Restrictions on Transferability of Interests.”

In addition, persons acquixing Interests may not resell or transfer their Interests without
registration or exemption from registration under the Act and Laws.

There has been no public market for the Interests prior to this Offering. Accordingly, the
required capital contribution for the Interssts offered hereby has been determined by the
Parinership and should not be considered an indication of the actual value of the Interests.
Further, no public market for the Interests will develop. Investors must either hold their Interests
for an indefinite period of time or exercise the right of withdrawal as more fully described in this
Prospectus and the Partnership Agreement. See *Organization, Structure and Operation of the
Partnership - Withdrawal of Limited Partner”

Record of Interests

The Partership will maintain a register of the Interests at its offices, and will record all
transfers of Interests thereon. The Limited Partners will be responsible. for paying all costs
incurred in connection with the transfer of their respective Interests.
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OFFERING AND SALE OF INTERESTS

Plan of Distribution

The Partnership, through the General Partner, is offering to sell a maximum of 35
Limited Partnership Interests at a price of $500 per Interest solely to Qualified Investors. See
“Offering and Sale of Interests - Investor Qualification Requirements.” Each subsciiber's per

Interest subscription will be due and payable at the time of delivery to the Partnership of an
executed Subscription Agreement.

The General Partner is not licensed as a securities broker or dealer under state or faderal
law. The Parinership has not engaged in prior sales of the Partnership’s securities other than the
Interests. The General Partner will not receive commissions in connection with the sale of the
Interests offered hereby. Persons authorized to Solicit Quahﬁed Investors for the Company must
be licensed title insurance agents who (i) offer memberships only to persons who satisfy the
Qualified Investors standard in this Prospectus and (i) refrain from giving investment advice
relative to any matter other than acquiring a membership interest in the Company.

The offering of Interests will terminate on the earlier of the following: (i) the sale of the
maximum number of Interests; or (if) on any dats prior to completion of the offering as the
Genetal Partner deems appropriate.

The Partnership shall indemmify the General Partner against any expenses (including
reasonable attorneys fees), claims or liabilities incurred by the General Partner in performing its
duties as General Parfrier, or in connection with the business of the Partuersbsp provided
‘however, that such indemnification shall not apply in the event of fraud, intentional wrongdoing,
or gross negligence by the General Pariner.

Investor Qualification Requirements

The Interests are being offered only to persons who are experienced full-time professional
real estate services providers with at least two years of experience, such as licensed real estate
brokers or agents, martgage loan officers, real estate builders and developers, and fitle services
professionals (“Qualified Investors' ™). The Interésts are offered to Qualified Investors pursnant to
an exemption from the registration provisions of the Act. Qualified Investors must be residents
of the state of Minnesota and must not have a present intentionto be a resident of any other state,

The Partnershxp may consider other criteria from time o time in determining eligibility
for investing in the Partnership. The Partnership has no obligation to- atcept any particular
person or persons info Partnership and may remove a. Partnér at any time subject to certain
repuichase obligations, Ses “Organization, Strctre and Operation of the Parmership -
Summary of Limited Partnership Agreement.”
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Limited Partners must strictly adhere to the Partoership’s policy with respect to RESPA,
including. disclosing his/her equity position in the Partnership when referring a client to the
Partnership for title services. :

Subscription for the Interests

Qualified Investors who meet all the qualifications described above and desire 1o
purchase any Interests, must do the following:

)] complete and sign the Subscrip}ion Agreement including  Investment
Representations (the “Subscription Agreement™);

@) make a check payable to Diamond Title Services, Limited Partnership in the

subscribed amount;
(i) send the check and executed Subscription Agréement to Diamond Title Services,
imited Parinership. e/o Unjversal Title Ca 7777 Washington Avenne
South, Edina, Minnesota 55439.

The Interests offered hereby are offered by the Parinership, when, as, and if subscriptions
are réceived and accepted by the Partnership and subject to certain other conditions. The Genéral
Partner reserves the right to withdraw, cancel or modify this offering and to reject any offer ar
order in whole or in part, in its sole discretion. In the event a Subscription Agreement is rejected
by the General Partner, all fands delivered to the Partnership with such Subscdption shall be
returned to the subscriber as scon #s practicable following rejection, without interest.

Right to Rescind

Investors have the right to rescind their investment in the Partnership, without costs
within three business days from the date the Subscription Agreement is execnted. Ses
“Aftachment E.”

SUMMARY OF CERTAIN FEDERAL INCOME TAX MATTERS

It is.impractical to comment in detail on all aspects of tmx laws affecting the tax
consequences of an investment in the Partnership and, consequently, each prospective investor
should consult with such investor’s tax advisor.

Classification as a Partnership

The General Partuer believes that the Partnership will be classified as a partnership for
tax purposes because it lacks at least two of the four corporate attributes set forth in applicable

IRS regulations. Howewver, the Partnership will not qualify for an IRS ruling as to its partnership
classification. See *Risk Factors.”

P0336 28
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Use of Deductions

Deductions aliocated from the Partnership 1o a Partner may or may not be deductible on
such Partner’s individual tax return depending upon a number of circumstances, some relating io
the Pertnership and some relating to the individual Pariner. For example, operations of the
Partnership may produce portfolio-type income or passive activity-type income/loss depending
upon tHe characterization by the IRS of the Partnership’s activities and the relationship of the
individual Partner to those activities. Furthermore, the individusal circumstances of the Partners
will determine whether they are better able to take tax advantage from a portfolio designation or
from a passive activily designation.

The impact of a number of tax rules (including the passive activity rules described above,
investment interest limifations, basis limitations and at-risk limitations) will severely limit
deductible losses. Investors should assume, that during operation of the Partnership, they will be
unable to- deduct losses in excess of cument Parinership income and, in virtually all events,
deductible losses will never exceed an investor’s cash investment in the Partnership.
Furthermore, if any Limited Pariner borrows to finance the purchase of a Limijted Interest,
interest expense incurred in connection with those borrowings will be subject to severe
limitations on deductibility.

Taxation of Income

Income of the Parinership will be taxed to the Partuers without regard to whether cash is
distributed. Accordingly, in certain circumstances, Partners may have tax lability without cash
distributions. Investors should assome that all income arising from the activities of the
Partnership will be taxed as ordinary income,

Andit and Administrative Matters

The IRS has been giving increasing attention to the audit of limited partnerships. If the
Partnership’s retums are audited, the individual returns of the Partuers are more likely to be
auditéd and, thus, investinent in the Partnership may increase the chance of audit of non-
partnership iterns on the individual tax returns of Partners. With respect to Partoership items,
audits are conducted at the Partnership level, for which the General Partner will have primary
responsibility, although individual Partners will have certain rights to participate or seck review.
A variety of penalties under the Code may apply to investment in the Interests if positions taken
by the Partnership are successfully challenged by the IRS; these penalties, along with interest on
any unpaid tax lability, may aggregate well in excess of 100% of the acfual tax owed.

P0337 2
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ATTACHMENTS
" The Attachments to this Confidential Offering Memorandum are deemed to be a patt
hereof. See “Additional Materials Available on Request” below for a summary of additional
materials which will be made available to offerees, if they so desire, during the course of this
offering.

ADDITIONAL MATERIALS AVATLABLE ON REQUEST
The following items are considered material or informative with respect to the Interests
being offered hereby, and, upon request made to fhe General Pariner, specifying the items
degired, will be made available to offerees during the course of this offering:

1.. Fomn of Agency Contract, befween the Partnership and First American Title
Insurance Company.

2. Form of Title and Closing Services Agreement, between the Partnership and
Universal Title Company.

2212471
(ihixb01 Ldac)

PU358 10
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Exhibit 5

Given the astonishing number of controlled business
relationships that currently exist between real estate
companies and title companies, many real estate
professionals are profiting unfairly from consumers’
lack of knowledge of how much their closing should

really cost.

If your real estate professional directs you to an affiliated
title company, he or she (or their firm) is likely to be
financially rewarded. You will lose the benefic of open
market service and pricing. You are also likely to pay
$200 — $400* more for your closing than you would
with Title One.

Ask your real estate professional to help you shop and
compare title companies. You'll find that Title One, the
largest independent title company in the Twin Cities,
provides the lowest prices, the best title insurance, the
most attentive service and the most convenient and
attractive offices — without any of the bad stuff. Quite
honestly, we can’t imagine doing business any other way.

TITLEWS

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

*on average

You have a right to

BE MAD!

\‘.

title-1.com
/‘u, a ree Q/f”nl‘c‘
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It’s no surprise that federal law prevents title
companies from paying referral fees to real estate
professionals. What may surprise and enrage you is
that many legitimate title companies have created
separate “partnerships” with real estate agents,
loan officers and even builders in order to “legally”
pay referral fees for directing clients to their
company. To offset the expense of these fees, clients
of these sham title companies generally pay more for
their closings than they would with Title One.

Ask your teal estate professional to help you shop and
compare title companies. You'll find that Title One, the
largest independent title company in the Twin Cities,
provides the lowest prices, the best title insurance, the
most ateentive service and the most convenient offices —
without any of the fake stuff. Quite honestly, we can't
iragine doing business any orher way.

TITLEW

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

*Federal Real Estate Sextlement Procedures Act (RESPA)

You have a right to be

OUTRAGED!

Visit
title-1.com
Jor @ Free Quote
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If you're buying or selling a home, you should know
that Minnesota statute 507.45, Subd. 4, says: “no
real estate salesperson, broker, attorney...builder,
or other person...may require a person to use any
particular...real estate closing agent in connection
with a real estate closing.”

So, armed with this knowledge, you can confidently insist
that your real estate professional help you shop and
compare prices from three independent title companies.
And, because knowledge is power, you can also insist on
choosing a title company chat doesn't pay referral fees or
other incentives. That's the only way to stop the real estate
industry from taking advantage of their clients’ truse.

If you feel you've been raken advantage of, send a note to
rellus@title-1.com or fax 952-837-0717. We'd love to
hear your story.

TITLEY

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

You have a right to

INSIST!

Visir
title-1.com
J/})I' «a [:I'uc‘ )
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You have a right to be

If a title company offers to match Title One’s low
closing prices, you may be impressed. But, before
you accept, please ask, “if you find it so easy to
reduce your prices, why not keep them low to
begin with?” The real answer is that many title
companies inflate their closing costs to offset referral fees
or other incentives paid to real estate professionals for
sending clients to them. Faced with direct comperition,
they'll usually macch Title One’s prices.

If you agree to the matched price, you'll pay less. But
you'll also implicitly approve the practice of inflating
prices and paying referral fees. Instead, please shop and
compare 3 independent title companies—firms not
affilliated with real estate or mortgage agencies. Firms
that don’t inflate their prices at your expense. People
who aren’t trying to influence or manipulate your legal
nght to choose your own title company.

If you're offended by unfair closing practices, send a
note to zellus@title-1.com or fax 952-837-0717. We'd
love to hear your story.

TITLEW

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing & real pleasure!

OFFENDED!

title-1.com
/;!, a Free Qr"/'f)h’
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Given the astonishing number of controlled business
relationships that currently exist between real estate
companies and title companies, many real estate
professionals are profiting unfairly from consumers’
lack of knowledge of how much their closing should
really cost.

If your real estate professional directs you to an affiliated
title company, he or she (or their firm) is likely to be
financially rewarded. You will lose the benefit of open
market service and pricing. You are also likely to pay
$200 ~ $400* more for your closing than you would
with Tidle One.

Ask your real estate professional to help you shop and
compare title companies. You'll find that Title One, the
largest independent title company in the Twin Cities,
provides the lowest prices, the best ticle insurance, the
most atcentive service and the most convenient and
accractive offices — wichout any of the bad stuff. Quite
honestly, we can't imagine doing business any other way.

TITLEW

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

*on average

You have a vight to

BE MAD!

i"/'\/!
title-1.com
for et Free Qunte
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If your title company didn’t

mach Title One’s low fees

call them and request a refund!

Burmer Ticle HUD-1 Sectlement Staternent, $/05.

But if they did match our low fees,
we want to know! Fax your HUD-1 Settlement Statement
to 952-837-0712 today!

ANOKA BURNSVILLE MINNETONKA
(763) 421-3113 \ {952) 808-8660 l (952) 745-7890

BLOOMINGTON ‘ MAPLE GROVE l ROSEVILLE
(952) 806-6430 (763) 494-0099 (651) 636-9910

T I T L E TITLE INSURANCE AND REAL ESTATE CLOSINGS
We make closing a real pleasure!
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You have a right to be

If you’re buying or selling a home, you deserve to be
delighted at every step of the closing process. This
means exercising your right to choose a title
comipany that meets your needs—not your real
estate professional’s. We suggest shopping and
comparing 3 independent title companies—firms not
affiliated with real estate or mortgage agencies.
Firms that don’t pay referral fees or other incentives.
People who know they need to earn your business.

Look for experienced closing professionals who will
anticipate and manage every aspect of your transaction.
Insist on the best ucle insurance from one of the
strongest underwriters in the US. ar the most
reasonable premiums. Remember that you have the
right to pay a fair price for your closing. A price that
resules from a competitive—not a captured—market. A
price that’s righe in line with Ticle One’s closing costs.

If you were delighted (or horrified) by a closing
experience, send a note to tellus@title-1.com ot fax
952-837-0717. We'd love to hear your story.

TITLEW

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

DELIGHTED!

title-1.com
Jor a Free Quuote
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[TOUGH QUESTIONS TO ASK YOUR REAL ESTATE PROFESSIONAL]

~““Can you match
Title One’s

closing costs?”

If you’re buying or selling a home,
be sure to ask your loan officer and
real estate agent if they can match
Title One’s low closing costs.

Even if the answer is yes, you owe it to yourself to
ask why their original costs were so high. Ic may
be because many real estate professionals are
rewarded financially for directing clients to a
particular title company — hence the higher
prices. At Ticle One, we choose not to pay any
kind of referral fees, so that we can maintain both
our integrity and our consistently low prices
Quite honestly, we can’t imagine doing business
any other way.

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!




135

[TOUGH QUESTIONS TO ASK YOUR REAL ESTATE PROFESSIONAL}

«“Do you recerve

referral incentives
from YOUT title company?”

If you’re buying or selling a home, be sure to ask
your loan officer and real estate agent if they receive

referral incentives from their title company.

From there, it's your choice whether you want to pay the
high cost of working with people who offer financial
rewards for directing clients to their title company. As
one of the Twin Cities’ only independent title companies,
we choose not to pay any kind of referral incentives to real
estate professionals, so that we can keep our relationships
honest and our prices low. At Title One, we can't imagine

doing business any other way.

Vayiz

TITLE’J title-1.com

;‘Y. 24 Pi‘l-{c‘

TITLE INSURANCE & REAL ESTATE CLOSINGS o

We make closing a real pleasure!
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{TOUGH QUESTIONS TO ASK YOUR REAL ESTATE PROFESS!ONAL}

“Will you Objeff if
I choose my own
title company?”

if you're buying or selling a home, be sure to
ask your loan officer and real estate agent if they

will object if you choose your own title company.

Depending on their response — and also their body
language - you may wonder whether they receive
financial incentives for directing clients to a particular
title company. As one of the Twin Cities’ only independent
title companies, we choose not to pay any kind of referral
incentives to real estate professionals, so that we can keep
our relationships honest and our prices low. At Title One,

we can't imagine doing business any other way.

\‘./,\ 24

TITLE’J tiEle—l.Com

o })1]‘:[{.‘
TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasyre!

aind
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[TOUGH QUESTIONS TO ASK YOUR REAL ESTATE PROFESSIONAL]

¢“What does the
Affiliated Business
Disclosure form I eally
mean?’

If your loan officer or real estate agent presents
you with an Affiliated Business Disclosure form,
be sure to ask for an explanation before you sign it.

As you’'ll discover, this form is used to notify con-
sumers of a business relationship between a real
estate professional and a title company that may
result in financial or other benefits. At Title One,
we believe this also resulis in higher prices for the
consumer. As one of the Twin Cities’ only inde-
pendent title companies, we choose not to pay any
kind of referral fees so that we can keep our rela-
tionships honest and our prices low. At Title One,
we can't imagine doing business any other way.

TITLEW

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

tile-1.com
foira Pruce

Z;’/L/
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[TOUGH QUESTIONS TO ASK YOUR REAL ESTATE PROFESSIONAL]

_ Are You
aftiliated win.
title company?

If you're buying or selling a home,
be sure to ask your loan officer and real estate agent
if they’re affiliated with a title company.

If the answer’s yes, it means that your loan officer
or real estate agent is rewarded — often financially
— for directing clients to that title company. It
also means that you’ll pay $200 — $400* more for
your closing than you would with Title One. As
one of the Twin Cities’ only independent title
companies, we choose not to pay referral fees, so
that we can keep our relationships honest and
our prices low. At Title One, we can't imagine

doing business any other way.

TITLEW

TITLE INSURANCE & REAL ESTATE CLOSINGS
We make closing a real pleasure!

*On average

Vi
title-1.com

Joia frec ginte
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[TOUGH QUESTIONS TO ASK YOUR REAL ESTATE PROFESSIONAL]

“How much 7207¢€
will I pay if I use your
in-house title company P

If your loan officer or real estate agent
recommends a title company other than Title One,
be sure to ask how much more
you'll pay for your closing.

Depending on the value of your property, you'll
pay $200 — $400* more for a closing with an in-
house title company than you would with Title
One. As one of the Twin Cities’ only independent
title companies, we choose not to pay referral
fees or incentives to real estate professionals so
that we can keep our relationships honest and
our prices low. At Title One, we can’t imagine
doing business any other way. For a price com-
parison and free quote, visit title-1.com today.

TITLE i
:————:ﬂ title-1.com
TITLE INSURANCE & REAL ESTATE CLOSINGS /‘r - Pric

We make closing a real pleasure!

*On average
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way to ears our clients’ business with the”Best
prices and other delightful benefics. ,J,,z’x |

“. #1in Client Service!
DUORE -to eamyoux busmess, every time!

e :
#1'in Price! Compare our pnces and save
hundreds of dollars on your closing'

4] in Facilities! We are proud to have the finest
closing facilities 1n the metro area!

#1 in Owners’ Policies' We offer the ALTA 29-Point Homeownert's
Policy — the best in che industry? v

#1in Technology! We've invested in the most advancea T
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technology ro make our chmw hv ,easwr,' o
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ANOKA BURNSVILLE MINNETONKA
(763) 421-3113 l (952) 808-8660 , (952) 745-7890

BLOOMINGTON ’ MAPLE GROVE l ROSEVILLE
(952) 806-6430 (763) 494-0099 {651) 636-9910

T I T L E TITLE INSURANCE AND REAL ESTATE CLOSINGS
We make closing a real pleasure!
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Exhibit 6
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Exhibit 7

RESPRO

REAL ESTATE SERVICES PROVIDERS COUNCIL, INC.

Legislative/Regulatory Record
On Behalf of Affiliated Businesses

> Employee Compensation: Successfully supported a 1992 HUD RESPA rule to
allow employers to compensate their own employees for cross-marketing
performance with affiliated companies, and obtained a moratorium (still in effect) on
the implementation of a 1996 HUD rule to overturn the 1992 regulation.

> “Safe Harbor” for Affiliated Businesses: Successfully supported a HUD RESPA
rule to create a “safe harbor” for “affiliated businesses” under RESPA, as opposed to
a “rebuttable presumption” that they are iliegal. .

» Consumer Discounts: Suecessfully advocated a HUD RESPA rule to allow
settiement service providers to offer consumers discounts when they purchase
affiliated services.

» Eliminate “Controlied Business” Terminology: Successfully advocated 1996
legislation to replace the negatively-charged RESPA term “controlled business” with
the term “affiliated business”.

» “Affiliated Business” Disclosures: Successfully advocated legislation enabling
affiliated businesses o more efficiently provide the RESPA-required “affiliated
business” disclosure by mail, telephone, and electronic means.

> Affinity Marketing Legislation: Successfully opposed faderal legislation to allow
payments to affinity marketers for referrals of settlement service business, while
leaving all other providers and marketing strategies subject to RESPA’s referral fee
prohibition.

» Consensus Position on “Packaged Services” Legislation: The only trade
association to develop a cross-industry consensus position on "packaged services”
legislation, which is based on the premise that all settlement service providers {i.e.,
real estate broker-owners, morigage lenders, home builders, title companies) should
be able to offer packaged services directly to'the consumer, regardless of their
industry or affiliation.

> Mortgage Broker Compensation: Convinced HUD to drop its longstanding policy
of discriminating against "affiliated” mortgage brokers {those affifiated with real
estate, home building, or other settiement service providers) in its regulatory
treatment of lender-paid mortgage broker compensation.

REAL ESTATE ¢ MORTCAGE * TITLE + HoMe BunLDINCG ¢ INSURANCE * HOME WARRANTY

1090 Vermont Avenue, Suite 800, Washington, D.C. 20005 ¢ Tel: (202) 408-7038 « Fax: (202) 408-0948 « E-mail: respro@erols.com
Please visit our web site at www.respro.org
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“Percentage Caps” on Affiliated Title Business Referrals: Convinced the
National Association of Insurance Commissioners (NAIC) to eliminate a
recommended “percentage cap” on the amount of business a title agency can
receive from an affiliated real estate, mortgage, or home builder in its State Model

Title Agency Code, in favor of an NAIC optional approach toward state affiliated titie
business regulation.

High Cost Mortgage Legislation: Convinced drafters of 2000 federal legistation to
lower “high cost” thresholds in the Home Equity Ownership Protection Act (HOEPA)
to drop discriminatory language that would not count title and other closing fees
towards the “high cost” threshold unless the fees are paid to an affiliate. The original
language would have made it easier for mortgage originators who use affiliated
companies for closing services to meet the “high cost” threshold and be subject to
federal term restrictions.

FHA Rehabilitation Loans: Convinced the U.S. House of Representatives to
-amend legislation that would have prevented any mortgage originator from making
an FHA rehabilitation loan if an affiliated real estate agaent, property inspector, or
appraiser is involved in the transaction. )

Resource For State “Affiliated Business” Battles: Developed and maintain a
comprehensive library of empirical studies, favorable statements by public
policymakers; and model state testimony on the consumer benefits of affiliated
businesses (one-stop shopping) in the home buying industry for use by RESPRO®
members in their state battles against affiliated business restrictions.
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Exhibit 8

a5

NATIONAL ASSOCIATION OF
EXCLUSIVE BUYER AGENTS

The Bayer’s Voice. The Buyer’s €hoice.

To: House Financial Services Committee
Sub Commitice on Housing #nd Community Opportunity

The National Association of Exclusive Buyer Agents (NAEBA) joins those who oppose
controlled business arrangements (CBA) when promoted by many of the mega Broker as
an additional choice for constumers.

Regardless of the service provided by the CBA weather it be Title Tnsurance, Mortgage
Brokerage, Home Inspection, Home Warranty, or any one of the ancillary services
provide by those invelved in the real estate transaction, providing more choice is not the
reason for its existence. The CBA is ereated as a profit center — PERIOD.

In the past Title Insurance representatives and other service providers have been allowed
full access to the sales staff of most brokerages, That meant the representative could stop
into any office and speak freely to any agent within the brokerage. This put into play the
natural forces projected on an open market place. These representatives were forced to
be compctitive in both pricing and the level of service provided.

Once a CBA is put in place by a brokerage, the outside umaffiliated service provider, no
matter what service they are providing or the cost of such service, is stopped at the
reception desk and told they can no longer visit with the agents of the brokerage. This
has the effect of narrowing the choices and in fact declaring the scrvice provider which is
approved by the brokerage owner for use by the agents within the brokemage.

This happens with every CBA put in place no matter what the service is. Incentives, in
onc way or another, are in place to make sure the CBA is in fact used by the majority of
the agents working for the brokerage as independent contractors.  Agents with long
tenure and high production levels do not sce the pressure to use the CBA in the same way
anew agent will feel it. Most new agents are told that if they are going to support the
Brokerage they work for, they will vse the CBA companies’ services. For a brokerage
owner who has set up a CBA to say differently stares in the face of reality.
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If an agent is in fact acting as a fiduciary, it wounld be self dealing and an obvious breach
of fiduciary duty to accept pressure or incentives in the selection of a Title Company or
any other service provider.

These CBA's are set up as profit centers and do NOT encourage competition when in fact
the policy adopted by the brokerage cuts off the competition at the front door.

e Prrr! .

Thomas A. Barly
President, NAEBA
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Exhibit 9

OFFICE OF THE ATTORNEY GENERAL

State of Minmesata

MIKE HATEH ST. PAUL SBISE
ATTORANCY GENCRAL May 12‘ 2004
Mr. Douglas R. Miller
President
Tide One, Inc.

601 Carlson Parkway, Suite 1140
Minnetonka, MN 55305

Dear Mr. Miller:

I thank you for your e-mail correspondence to Assistant Attoney General
Prentiss Cox dated April 21, 2004.

You are the President of Title One, Inc. (“Title One™), an independent
title insurance company and residential closer. You believe that various title
compariies-have formed “sham” partnerships with independent real estate agents
and loan officers as a means to pay those persons a referral fee in violation of the
Real Estate Settlement Procedures Act (“"RESPA”). You also believe that various
corporations which own both title companies and real estare and/or mortgage
affiliates pressure their employees to refer business to the in-house tide company
and/or provide compensation which essentally amounts to a referral fee for such
business.

In your February 13 letter to me on these topics, you asked to have a
“round rabie discussion” with this Office. Mr. Cox and Solicitor General Loz
Swanson thereafter met with you on March 10, 2004, and you subsequently spoke
with Mr. Cox by telephone. I understand that Mr. Cox and Ms. Swanson
encouraged you to pursue your concermns with the federal Housing and Urban
Development agency ("HUD”) and the state Commerce Departiment, the two
primary regulators in this area. In your April21 e-mail, you asked for an
“official” explanation of why this Office made those recommendarions.

This Office has undergone exwensive budget cuts. Indeed, it was
approximately fifty percent larger in-1999. - The vast majority of the lawyers in
this Office are required to provide legal assistance to State agencies, and the
remaining lawyers (less than 20 percent of the complement) currently have very
heavy caseloads trying to address lawsuits that don’t relate to state agencies.
Among other things, they are tied up trying to track down and civilly commit
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Mr. Douglas R. Miller, President
May 12, 2004
Page 2

sexual predators who were emoneously released by the Department of
Corrections. They are also attempting to recover money for senior citizens who
have been defrauded by prescription drug companies, to save the homes of people
who have been targeted by equity stipping schemes. to remove trustees who have
pilfered charitable wusts of elderly citizens, to prosccute physical abuse of
vulnerable adulrs, to enjoin the conduct of a manufacturer of defective bulletproof
vests sold to police officers and to stop illegal pyramid schemes and other
fraudulent sales. In addition, the Office is prosecuting approximately one dozen
murder ¢rials in rural Minnesota and about tuwee dozen cases involving
methamphetamine dealers. We are also involved in a variety of antitrust
investigations on issuss runging from prescription drugs to software to timber
sales. ’

As a result of our limited resources, this Office must prioritize its work.
In doing so, we have encouraged constituents with industry grievances that are
regulated by other agencies at the state or federal level to pursue them with those
regulators. As you know, HUD is the federal agency which acts as the primary
enforcer. I understand that you do not believe that HUD has been sufficiendy
zealous in its enforcement practices. I mevertheless emcourage you to file a
complaint with that agency as follows:

Minnesota Deparmment of Housing and Urban Development
Stephen J. Gronewold, Chief Counsel
920 Second Avenue South
Minneapolis, MN 55402
Phone: (612} 370-3000
E-mail: www.hud.gov

In addition, the Minnesota Department of Commerce is the primary
regulator of title and mortgage companies in Minnesota. You indicate that you
have not been impressed with the Coramerce Department. Unlike this Office, the
Commerce Department is funded and stuctured to’ receive and investigate
complaints involving the real estate industry. Accordingly, I srongly encourage
you to file a complaint with the Commissioner of Commerce, who may be
reached as follows:

Commissioner Glenn Wilson
Department of Commerce
85 Seventh Flace East, Suite 500
St. Paul, MN 55101
(651) 296-4026
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Mr. Douglas R, Miller, President
May 12, 2004
Page 3

As you probably know, federal law does provide a private right of action
for violations of RESPA’s anti~referral fee provisions, and plaintiffs may rcceive
damages of up to three times the amount of any improperly-paid amounts,
together with costs and attorneys fess. I understand that you were represented at
your meeting with Ms. Swanson and Mr. Cox by the law firm of Zimmerman and
Reed, 3 well-known and capable class action litigation firm. At the meeting, your
attorney indicated that he had commenced a private lawsuit in federal court
involving some of the “sham” partnerships about which you complain, which
lawsuit was apparently setfled pursuant to a confidentiality order. In addidon to
filing complaints with the regulators identificd above, you may wish to discuss
with your attorney the feasibility of bringing ancther private lawsuir based upen
the above allegations,

Y thank you again for contacting this Office.

Very truly yours,

e

Attorney General
State of Minnesota

MAH#Ih
o Solicitor General Lori Swanson

Assistant Attorney General Prendss Cox
AG: #1723496-v1
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Marketplace with in-house Full
Service Title Company

locks-in some business, but competition among
other companies keep In-house from raising
prices too far out of market expectations.
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Real Estate Professional
Realtor, Loan Officer, Builder

Note: By law Realtors are fiduciaries. The other real
estate professionals may have implied fiduciary duties

Title
Company A

Full Service Title
Company

Performs abstracting,
title exam, issues title
policy, Closing, re-
cording, etc..

Title
Company B

Full Service Title
Company

Performs abstracting,
title exam, issues title
policy, Closing, re-
cording, etc..

incentivized to refer business to in-house title company
regardless of price. They are chastised for using outside

Real Estate Professionals are encouraged, pressured and
vendors.

v

In-House Full Service
Title Company

*Performs all the services of Title
Company A and B

*Real Estate Professionals are encour-
aged, pressured and/or incentivized to
refer business

*Managers are bonused based upon
capture rate

*Competition is eliminated and prices
rise artificially
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Marketplace Contaminated With Controlled Business / Minnesota Model
In this scenario competition has been completely removed from the title insurance marketplace. There are no
market pressures to control prices and capture rates are near 100%. Incentives to real estate professionals drive
entire title company selection process. Hundreds of title companies exist, one for every real estate firm.

Client Client Client
RN Bga BT8O0
EEY: 35 $35
26g St S8
i 1 i
B o mw [R5 2o 8
- 3 T ~ 5 T ] a 0
A4 AJ A4
Realtor/ Loan Officer Realtor/
fiduciary or Builder fiduciary
With ownership With ownership in- Works for company
interest in terest in Sham. with Full Service In-
Sham. Doesn’t mention house Title Company.
Uses fiduciary title company op- Is encouraged, pres-
relationship to tions. Customer sured and incentivized
influence cli- signs disclosure and to refer to in-house
ent’s choice Loan Officer refers title company. Chas-
titlework to Sham tised if shops and
compares on behalf of
client. Uses fiduciary
relationship to influ-
v ence client’s choice
Sham Sham
Partially owned by Partially owned by
Title Company A Title Company A
and Realtor and Loan Officer

In-house Title
Company

Full Service Title Company
does closing and other work.

Title Company A
Full Service Title Company does clos-
ing and other work.
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Competitive Marketplace
Free Competition forces prices down
and service up. Business is eamed, not
bought. Conflicts of interest removed
from fiduciaries decision making proc-
ess.

.

Real Estate Professional

Realtor, Loan Officer, Builder

Note: By law Realtors are fiduciaries. The other real
estate professionals may have implied fiduciary duties

Marketing, Sales and Competition

Marketing, Sales and Competition

v

Title
Company A

Full Service Title
Company

Performs abstracting,
title exam, issues title
policy, Closing, re-
cording, etc..

Title
Company B

Full Service Title
Company

Performs abstracting,
title exam, issues title
policy, Closing, re-
cording, etc..

Title
Company C

Full Service Title
Company

Performs abstracting,
title exam, issues title
policy, Closing, re-
cording, etc..
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Marketplace with Sham

Sham locks-in some business unfairly and has market effect,
but competition among other companies keep Sham from
raising prices too far out of market expectations.

Marketing, Sales and Competition

Real Estate Professional

Realtor, Loan Officer, Builder

»
>
»
»

Note: By law Realtors are fiduciaries. The other real
estate professionals may have implied fiduciary duties

!

Sham Title Company

(set up by Title Company B to lock-in business)
General Partner: Title Company B
Silent Partners: Real Estate Professionals
*Performs title exam and issues title insurance policy.
*Title Company B is given all Closings, abstracting, re-
cording, etc...
*Real Estate Professionals share in profits of Sham
*Real Estate Professionals are locked-in to Title Com-
pany B
*Competition is eliminated and incentives to raise prices
are in place

Title
Company A

Full Service Title
Company

Performs abstracting,
title exam, issues title
policy, Closing, re-
cording, etc..

Title
Title Company C
Company B Full Service Title Company
Full Service Title *Defers to Sham for title
Company exam and title policy
Performs abstracting, *Offers full service to other
title exam, issues title customers. '
policy, Closing, re- *Has removed Title Com-.
cording, etc.. pany A & B from competi-

tion among Sham members
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Good afternoon, Mr. Chairman and members of the Subcommittee. My name is Arthur
Sterbcow and I am President of Latter and Blum Realtors, a full service real estate brokerage

company headquartered in New Orleans, Louisiana.

Latter and Blum Realtors was founded in 1916 and is headquartered in New Orleans,
Louisiana with 28 real estate brokerage offices that engage in real estate sales and leasing in
Louisiana and Southern Mississippi. Our firm has over 1000 sales associates and 250

employees, and we closed over 13,000 transactions in 2003.

Latter and Blum offers a full array of mortgage services through our wholly-owned
subsidiary, Essential Mortgage Company, which is known under the Real Estate Settlement
Procedures Act (RESPA) as an “affiliated business arrangement”. We have two other affiliated
business arrangements as well - Latter and Blum Insurance Services, which is a joint venture
jointly owned by Latter and Blum and Hartwig Moss Insurance Agency; and Essential Title,

which is a wholly-owned subsidiary of Latter and Blum.
1. About RESPRO®

Today I am representing the Real Estate Services Providers Council, Inc. (RESPRO®) as

a member of its Board of Directors and as its 2006 Vice Chair.

RESPRO® is a national non-profit trade association of approximately 275 residential real
estate brokerage firms, mortgage lenders, home builders, title companies, and other settlement
service companies (see attached membership list). The bond that unites this diverse membership
is that we all offer one-stop shopping for home buyers and owners through affiliated businesses

and other strategic alliances across industry lines.

The most common services offered by our members through their affiliated businesses
are mortgage, title, and homeowners insurance. As with Latter and Blum, their services are
offered either through either wholly-owned companies or through joint ventures that are jointly

2
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owned with mortgage lenders, title companies, or other firms that may be RESPRO® members as

well.

RESPRO®’s members are not alone in providing one-stop shopping for home buyers and
home owners. According to a 2004 study by the independent consulting firm of Weston
Edwards & Associates, 88% of the nation’s top 350 real estate brokerage firms offered mortgage
services in 2004, 66% offered title insurance and closing services, and 42% offered homeowners
insurance. In addition, all of the nation’s top ten home builders and 76% of the top 11-150
builders offered mortgages to their customers in 2004, and almost all of the top ten builders
offered title insurance and closing services and 83% offered title insurance and closing services.'
These numbers demonstrate the broad level of one-stop shopping that is currently offered across

the United States.
II.  RESPRO® ‘s Focus at this Hearing

As you know, Chairman Oxley requested the Government Accountability Office (GAO)
to report to Congress on the price of title insurance, competition in the title industry, the
relationship between title insurers, realtors, lenders, and home builders, and the purpose and use
for captive reinsurance and affiliated business arrangements. My testimony will focus on
relationships among title insurers, realtors, lenders, and home builders, but most specifically on

affiliated business arrangements.

In RESPRO™'s opinion, affiliated title businesses that comply with RESPA and similar
state laws — which I'll refer to in my testimony as ‘legitimate’ affiliated businesses -- increase
competition in the title industry by facilitating entry into the title industry by non-traditional
providers such as real estate brokers, home builders, and mortgage lenders. They also provide

consumers the benefits of convenience, accountability, and potentially lower costs.

' “Significant Changes Found and Expected in the Way Houses are Bought and Sold”, by
Weston Edwards & Associates (March 2004).
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Unfortunately, some providers in today’s marketplace are violating RESPA and similar
state laws by creating ‘sham’ joint ventures and affiliated business arrangements that are
established primarily to evade RESPA’s anti-kickback prohibitions. There also continue to be

illegal kickbacks involving both affiliated and unaffiliated businesses.

RESPRO® has long been concerned about these violations of current law because they
make it more difficult for legitimate affiliated businesses to compete, and we have consistently

called for strong and fair enforcement of these laws.

We also are concerned that the negative publicity about ‘shams’ over the past year could
make it easy to condemn al/ affiliated business arrangements and in essence throw “the baby out
with the bath water”. Given the important consumer benefits offered by legitimate affiliated
businesses (which we will document in this testimony), it is important to carefully distinguish

between legitimate and illegitimate affiliated business arrangements.
1L The Reasons for Creating Legitimate Affiliated Businesses

First, it is critical to understand why legitimate affiliated business arrangements are

formed in the marketplace.

+ Convenience: One reason for forming an affiliated business is, quite simply, is that
our customers often prefer to be able get everything they need in one stop or one

place rather than make four or five trips all over town.

The most recent consumer survey of home buyer attitudes towards one-stop shopping
of which RESPRO® is aware was a 2004 survey of over 3000 home buyers by the
independent consulting firm of Weston Edwards & Associates. In response to the
question, “How likely would you be to take advantage of a one-stop shopping
service?”, 35 percent of home buyers over the previous year said they would ‘highly

4
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likely” use it, 35 percent said they would ‘likely’ use it, and 21 percent said they

would ‘somewhat’ likely use it.

Another significant consumer survey in this area was performed in 2002 by Harris
Interactive, the parent of Harris Poll. Harris Interactive surveyed 2052 recent and
future home buyers and found that 82 percent of home buyers would “strongly” or
“somewhat” strongly consider using a one stop shopping service for their home
purchase, that 64 percent of home buyers who had recently used one stop shopping
programs had a much better overall experience with their home purchase transaction,
and that over 90% of home buyers who did not use one stop shopping programs
believed that if they had used one, they would have had a better overall home
purchase experience because they would have had just one person to contact, they
would have saved money if the company offered discounted prices, it would have
sped up the home buying process, it would have prevented things from falling
through the cracks; and it would have assured one standard level of brand-named
service from all providers of the home purchase services. Based on this survey, it
appears that many consumers feel that having a single source that is accountable for
each settlement service, including title insurance, is preferable to having to

independently shop for these services.

Accountability and Controk: Affiliated business arrangements often are formed so
that we can have some influence and control over the title and closing process for our

customers.

Some have criticized the title insurance industry because it is subject to what is called
“reverse competition”, in which title agents market their services to real estate
brokers/agents and/or mortgage lenders rather than consumers. There is nothing
wrong with this as long as real estate brokers and lenders have the same interest as the
consumers they represent -- to get the transaction done quickly, efficiently and

cheaply by a reputable title company.
5
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I have been in the real estate brokerage industry for many years, and do not believe
that real estate brokers or agents who don’t otherwise receive illegal kickbacks are
going to risk their real estate commission or damage their relationship with their
customer by recommending that they go to an overpriced, unknown, or

disreputable title agency.

In fact, studies by the firm of Weston Edwards & Associates that | referred to earlier
have found that realty-based affiliated businesses that are most financially successful
over the long term are the ones that have great service and competitive pricing. This
is because most real estate agents are independent contractors who are disinclined to
recommend the real estate broker’s affiliated mortgage or title business -- because if
something goes wrong, the customer will blame the real estate agent who

recommended the service.

I The Documented Consumer Benefits and Competition Offered by Legitimate

Affiliated Businesses

Over the last 15 years, there have been a number of economic studies documenting the
increased competition and potentially lower costs that legitimate affiliated business arrangements

have brought to the marketplace.

One of the first of these studies was conducted 1992 by Anton Financial Economics, Inc.,
which researched the price of a “basket” of title services in the Minneapolis-St. Paul marketplace
by sampling 16 firms that together operated 77 offices in the Twin Cities area (70 percent of the
offices in the marketplace). Anton also researched title and closing rates in Wichita County,

Kansas, before and after the effective date of restrictive legislation that caused real estate broker-
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owned title companies in the State of Kansas to shut down in 1992.2 The Anton study reached

three significant conclusions:

. Affiliated title companies in the Minneapolis-St. Paul marketplace charged approximately

$13 less for a basket of title services than unaffiliated title companies.

. The presence of affiliated businesses in the Minneapolis-St. Paul area has increased
competition in the title marketplace -- in 1981, before the emergence of affiliated
businesses, there were 8 title companies in the Twin Cities area. In 1992, there were
approximately 130-150 title companies in the area, approximately half of which are

affiliated businesses.

» After restrictive legislation in Kansas that had been advocated by unaffiliated competitors
caused affiliated title companies to close their operations in 1992, the two largest title
companies in Wichita County, which had been the most competitive title marketplace,

raised their rates 50-60%, depending on the service offered.

In 1994, RESPRO® commissioned a study by Lexecon Inc., a national economic
consulting firm specializing the application of economic data to legal and regulatory debates,
which analyzed the title and closing costs of over 1000 home sales transactions for both affiliated
and unaffiliated title agencies during a one-week period in September 1994. The transactions
occurred in seven states -- Florida, Minnesota, Tennessee, Wisconsin, Mississippi, Pennsylvania
and California. The study concluded that title services for transactions involving affiliated title
companies not only are competitive with those provided by unaffiliated title companies, but

actually result in a 2% cost savings. 3

2 “Economic Issues Relating to the Title Industry in Minnesota: Would Further Regulation Be
Helpful?”, by Anton Economics, Inc.

3 Economic Analysis of Restrictions on Diversified Real Estate Services Providers, January 3,
1995, Lexecon, Inc.
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RESPA’s primary regulator, HUD, also has consistently recognized the potential
consumer benefits of affiliated business arrangements throughout the years. The following are

some of its statements on the issue:

“Controlled business arrangements and so-called “one-stop shopping” may offer
consumers significant benefits including reducing time, complexity, and costs associated

with settlements.”™

“[T]here is some reason to expect that referrals among affiliated firms may reduce costs
to businesses and consumers. Business may benefit from lower marketing costs and the
ability to share information on the home purchase or refinancing among settlement
service providers. In the long run, any cost savings should be passed on to consumers in
most cases. Consumers may benefit additionally from reduced shopping time and related

hassles.™

“HUD is aware of only one study that compares prices of settlement services provided by
affiliated and non-affiliated firms. RESPRO®, an association of controlled businesses,
commissioned a study by an independent contractor, Lexecon, Inc...[The study may be]
biased in favor of the unaffiliated firms. Therefore, the [study] results might suggest that

affiliated firms on average have lower prices than their competitors.”®

L.  The Regulatory Structure for Affiliated Businesses

While Congress and the Department of Housing and Urban Development (HUD}) have

recognized the consumer benefits that affiliated business arrangements can provide, they also

* HUD’s proposed Real Estate Settlement Procedures Act (RESPA) regulation, 59 Fed. Reg.
37360 (July 21, 1994).

® HUD Economic Analysis accompanying HUD’s June 7, 1996 final Real Estate Settlement
Procedures Act (RESPA) regulation governing affiliated business arrangements.

S1d.
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have recognized that without any regulations or standards, potential consumer abuses might
develop as well. Thus, they have enacted a regulatory regime to restrict the abuses but to permit

the benefits to flow to the consumer.

In 1983, when Congress first amended RESPA to permit affiliated business arrangements
and to allow companies to own more than one settlement service business, it placed three
important conditions upon its exemption: (1) anyone referring business to an affiliated provider
must provide the consumer at the outset of the relationship with a written disclosure of the nature
of his or her financial interest in the affiliate and a range of charges that the affiliate typically
charges ; (2) no one can require the consumer to purchase an affiliated service; and (3) the only
payments that can be received by a person referring business to an affiliate must reflect a return
on ownership interest or other payments permitted under the law -- in other words, there cannot
be any payments for referrals of business passing among affiliated providers that are not allowed

for anyone else under RESPA.

HUD issued a regulation in 1992 that further provided guidance to affiliated businesses
under this statutory framework and expressly permitted discounts to be provided for the purchase
of bundled services. In 1996, it also issued what are commonly referred to as ‘sham’ joint
venture guidelines under RESPA that were designed to distinguish ‘legitimate’ affiliated

businesses from shams that were being created to evade RESPA’s prohibitions.

RESPRO® supported both HUD’s 1992 RESPA regulations governing affiliated business
and its 1996 ‘sham’ joint venture guidelines before their publication. In addition, one of our top
priorities as the national trade association for affiliated businesses is to educate our members on

how to comply with RESPA as they establish and manage their affiliated businesses.

To accomplish this, we publish several regulatory compliance publications for affiliated
businesses, their managers, their employees, and their real estate sales associates to help them
comply with RESPA and state laws. Recently, we unveiled a comprehensive desktop reference
kit on regulatory compliance issues for managers of affiliated businesses. We host numerous

9
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regulatory compliance workshops and conferences for affiliated businesses each year, we publish
regulatory compliance advice and analyses in our newsletters, and our members have access to a
library of regulatory compliance information regarding affiliated businesses through our web site

at www.respro.org.

Iv. RESPRO® Supports Strong, Fair and Clear Enforcement of RESPA and Similar

State Laws

While legitimate affiliated businesses can bring numerous potential consumer benefits
and enhanced competition to the title industry, RESPRO® members also see so-called ‘sham’
affiliated businesses entering our respective marketplaces that not only taint the reputation of

legitimate affiliated businesses but also makes it more difficult for us to fairly compete.

In addition, we see illegal kickback in the marketplace such as certain title agents and/or
mortgage originators blatantly paying some certain real estate agents for referrals of business. It
is frankly frustrating to for companies like mine to devote substantial resources to assuring that
our affiliated businesses are in compliance with RESPA and similar state laws and then to
observe unknowing or unethical competitors bypassing those protections with clear-cut
violations. For this reason, we strongly support HUD’s ongoing efforts to bolster its RESPA

enforcement resources.

However, we also believe that HUD should offer more clear guidance in some areas of
RESPA. For example, HUD 1996 sham joint venture guidelines sometimes are unclear and
cause confusion in the marketplace. HUD provided factors that should be considered in
distinguishing between legitimate and sham affiliated businesses, then specifically stated that
that not all factors need to be satisfied, but ultimately provided little guidance as to which factors
are the most important. RESPRO would welcome the opportunity to work with HUD in

developing clarifications or examples on certain issues for the industry.

10
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We also support state efforts to enforce RESPA and state laws, and we support state
efforts to put more ‘teeth’ in their state laws to enable them to more effectively curb sham

affiliated businesses and illegal kickbacks by both affiliated and unaffiliated title companies.

It is important, however, that states assure that any new laws and regulations in this area
are consistent with RESPA, HUD’s RESPA regulations, and HUD’s 1996 sham joint venture
guidelines in order to prevent inconsistent and/or conflicting federal and state standards that
could substantially increase legal costs for legitimate affiliated businesses and consequently put

upward pressure on title prices to the consumer,

In this regard, RESPRO™’s Colorado Chapter recently worked closely with the Colorado
Division of Regulatory Affairs (DORA) and the Colorado legislature to develop a new state law
governing affiliated businesses in that state that is modeled after RESPA and which substantially
avoided the creation of inconsistent and unnecessary federal and state standards. While the
regulatory process to implement this new law is just beginning, we believe that the law itself

provides a workable framework that can be a model for other states in the future.

V. Summary

As part of its ongoing study of prices and competition in the title insurance industry, the
Committee has asked about relationships between title insurers and realtors, home builders, and

mortgage lenders, and specifically about affiliated business arrangements.

RESPRO® believes that during this review process, that it is important that the
Committee and Subcommittee recognize that legitimate affiliated businesses that seriously take
steps to comply with RESPA and similar state laws have offered documented consumer benefits

to the consumer such as convenience, accountability, and potentially lower costs.

These legitimate affiliated businesses are also concerned about ‘sham’ affiliated
businesses in their marketplaces and also about illegal kickbacks by both affiliated and

11
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unaffiliated providers. Consequently, RESPRO® supports strong enforcement of RESPA and
state laws and offers its assistance to Congress, HUD, and state regulatory agencies as they

attempt to effectively deal with these practices in the future.

1 thank the Committee for this opportunity to testify, and will be happy to answer any
questions.

12
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Profile

Arthur Sterbcow
President
LATTER & BLUM Inc., Realtors®

Arthur Sterbcow is a lifelong resident of the New Orleans area.

Arthur entered the real estate industry in 1977, specializing in Residential and Investment
real estate.

His experience managing diverse offices and restoring high enthusiasm and morale has
been of tremendous value in LATTER & BLUM'S strategy of acquisition and the merging of
diverse corporate cultures.

Qver the years, Mr. Sterbcow has managed offices in New Orleans East, Lakefront,
Kenner, Mandeville, Folsom, Hammond, and Baton Rouge. In 1988, he was appointed Vice
President of Residential Sales. His job description was General Manager for all residential
offices and commercial sales in outlying branches. During this period, LATTER & BLUM grew
to the largest real estate organization in the Gulf South. LATTER & BLUM acquired 16 real
estate companies and has expanded to Baton Rouge, Lafayette, and the Mississippi Gulf Coast.
On January 1, 1995, he was appointed President of LATTER & BLUM, INC. Since that time,
the company has expanded to over $2 Billion in sales and leasing...and the company is still
growing under his auspicious leadership.

Mr. Sterbcow’s educational background includes attending both Louisiana State
University, and the University of New Orleans. He also has the distinction of being one of only
two Realtors in the Gulf South and one of a handful in the nation who have achieved the CCIM,
CRB, CRS, GRI, ABRM, and ABR designations. He is a member of the Realtor's Land Institute
and a licensed instructor for the Louisiana Real Estate Commission.

Over the years, Arthur has been a consultant to numerous developers, businesses, and
universities on site selection, market conditions, and real estate research. He has served as
President of the MLS of a local board and has served on many committees including Education,
Professional Standards, Risk Reduction, with numerous Task Force assignments on behalf of
local and state Associations of Realtors and the Louisiana Real Estate Commission.

He was appointed to the Louisiana Real Estate Commission by Governor Mike Foster
and has served as Chairman of the Fair Housing Committee and the Education Committee of the
Louisiana Real Estate Commission. Additionally, he has served as Education Chairman of the
Association of Real Estate License Law Officials.
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He has earned many honors for service to the industry and was the first Realtor to receive
the Biff Breeding Award, which is the highest accolade that the St, Tammany Association of
Realtors can bestow.

Arthur was appointed by former Louisiana Governor Mike Foster to a Property Insurance
Task Force to recommend specific programs to the Governor, the Louisiana Legislature, and the
State Insurance Commissioner that would expand the availability of insurance, reduce premiums,
and increase coverage for consumers. He has also testified before the U.S. House of
Representatives Banking Committee on property insurance reform.

Arthur is currently serving on the Louisiana Real Estate Commission, and enjoys strong
affiliations with the Louisiana Realtors Association and National Association of Realtors, the
latter from which he has earned the Life Membership Award. He is quite active with Realty
Alliance, a brain trust of the top 60+ Real Estate Brokers across the nation, and the Chair of the
Education Committee for the Association of Real Estate License Law Officials.

While managing the day-to-day operations of LATTER & BLUM, Mr. Sterbcow has
found time to focus on various community improvement and outreach efforts as well. He has
been instrumental in establishing the LATTER BLUM Endowment Fund to benefit the House of
Ruth, a local United Way Agency, geared toward housing for the homeless. He has been a long
time supporter of the Urban League of Greater New Orleans, the Preservation Center and Big
Brothers/Big Sisters, to name only a few.

Arthur currently oversees all aspects of LATTER & BLUM Companies, including C.J.
Brown Realtors® in Baton Rouge, and Essential Mortgage Company.
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Chairman Ney, Representative Waters, and Members of the Subcommittee, thank you for
inviting me here today. My name is Tom Stevens, and I am the former President of Coldwell
Banker Stevens (now known as Coldwell Banker Residential Brokerage Mid-Atlantic) - a full-
service realty firm specializing in residential sales and brokerage. Since 2004, I have served as
senior vice president for NRT Inc., the largest residential real estate brokerage company in the

nation.

As the 2006 President of the National Association of REALTORS®, T am here to testify on
behalf of our nearly 1.3 million REALTOR® members who represent all aspects of the
residential and commercial real estate industry. NAR’s membership includes more than 300,000
REALTOR® companies. By joining NAR, licensees pledge to conduct their business according
to the association’s strict Code of Ethics and Standards of Practice. I appreciate the opportunity

to share our views on title insurance costs and competition in the marketplace.

Competition in the Title Insurance Industry

NAR believes that the title insurance industry is highly competitive and that this fact is not in
serious dispute among real estate services providers. We do not turn a blind eye 10 anyone,
whether it is a policymaker, analyst or media observer, who raises concerns about purported anti-
competitiveness in any sector of the real estate services industry. In fact, just a few months ago,
the Government Accountability Office (GAQ) was asked to analyze competition in the real
estate brokerage marketplace and found that the industry has a number of attributes that
economists normally associate with active price competition including the large number of
relatively small firms that are active throughout the country and the ease of entry into the

profession.’

While the title companies and their trade associations are in a closer position to discuss the
specific aspects of the industry’s competitiveness, I would like to make a few observations.

Looking at the title insurance industry from a real estate practitioner’s perspective, it certainly

1U.8. Government Accountability Office, Real Estate Brokerage: Factors that May Affect Price Competition
{2005},
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meets a number of the criteria business analysts consider when examining competition ina
particular marketplace. For example, there are many buyers and many suppliers of title
insurance; there are limited number of products such as the lenders policy, owners policy
informational binder and chain of title, but many different types of settlement services for a
consurmer to chose from; consumers have access to information on the selection of title
companies and services ~ yellow pages, newspapers, through referrals, property listings,
magazines and web sites; relatively low barriers to market entry; and the fact that consumers can
shop and compare title insurance rates and settlement service prices. Thus, it seems to me, that
with all these factors present to some degree in the title insurance marketplace, it implies that no
one player or small group of title companies can significantly impact the overall market and

control the price.

NAR does not take a position on the pricing aspects of title insurance because it is regulated at
the state level. As you know, some states set minimum rates for fitle insurance and other title
related services and others allow title companies to set their own rates which are filed with the
state Departments of Insurance and must be adhered to. But again, speaking for real estate
practitioners, we have not seen predatory pricing/rates (cutting prices or rates below costs in
order to drive out companies from the market), limit pricing/rates (setting a price low enough to
discourage entry), or price/rate discrimination (charging one group of consumers a rate higher
than another based on cultural or social factors) in the title insurance marketplace, which if
present, are not only unlawful but could be indicative of a concentrated, anti-competitive
industry.

My final thought on competition and pricing in the title insurance industry is geared toward those
who have questioned why the use of the Internet has not lowered the cost of title insurance as it
has done in the selling of airline tickets and other products. Simply, each home has its unique
title and history. Each sales transaction requires its own title “chain of title” search, its own title
examination and commitment, title policy and settlement/closing. Furthermore, lenders require
judgment searches on buyers, who are unique like each home and require individuatized
attention. The process is complex and time consuming. Because of the risk of liability involved
in the transaction, there is no “do-it-yourself” route to issuing title insurance. While one can go
National Association of REALTORS®
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on the Internet and literally 10 minutes later have an airline ticket to virtually anywhere in the
world, the home purchase transaction and the accompanying real estate related services required
for settlement usually necessitate weeks, if not one or two months, of work. It is, therefore, not
surprising that an industry which operates on a property-by-property and buyer-by-buyer basis

has not seen costs reduced as a result of the proliferation of Internet commerce.

Affiliated Business Arrangements

Real estate professionals interact with title companies in a number of ways. One way brokers
and agents work with title companies is via affiliated settlement service providers. As we all
know, housing is a high-cost commodity and its sales transaction is a complex matter. Real
estate professionals perform significant services for consumers well beyond the traditional duties
of matching buyers and sellers. For example, real estate brokers and agents provide guidance to
consumers in finding a property, pricing a property, negotiating the best purchase or sales price,
arranging inspections, closings and performing a myriad of other tasks that buyers and sellers

trust their agent to carry out.

The very unique and often intense services that real estate professionals perform give brokers
and agents access to consumers that other real estate-related companies would like to have. In
some cases, providers of these services compete for the consumer’s relationship; in other cases
they cooperate with realty firms. One means of cooperation is through affiliate business
arrangements where a person, such as a real estate broker or agent, is in a position to refer
settlement business to a settlement service provider, such as a title company, that is owned, in
whole or in part, by the referring party. Under this arrangement, the referring party receives no
direct payment for the referral to the settlement service provider in which he has an ownership
interest, but he can receive indirect compensation based on the financial growth of the affiliated
provider.” The affiliated business arrangement exemption allows referrals of business to an
affiliated seftlement service provider if three conditions are met: (1) the relationship is disclosed

in writing to the person referred, (2) the person referred is not required to use the affiliate, and

2 Gardner v, First American Title Insur, Co., 296 F. Supp.2d 1011, 1016-17 (D. Minn. 2003).
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(3) the referring party receives payment only in the form of a return on ownership interest (or

permissible payment for services rendered).’

As a former broker/owner with 39 offices and 200 associates who did have affiliate relationships
with real estate related service providers, { can tell you that having such cooperative partnerships
was important to the growth of my firm. In my experience, real estate firms that establish joint
ventures with title companies do so in order to offer clients the convenience of on-site services,
bring efficiency to the transaction, and ensure a smooth and timely closing. Ican also tell you
that most real estate professionals consider affiliated business arrangements, particularly with
title companies and mortgage lenders, an essential component of their future business model for
expanding their professional services and profit basis beyond that of traditional brokerage
activities. But I always stress to these professionals that entering into such business
arrangements is not for the faint at heart for two major reasons: (1) there is no guarantee of
financial success; and (2) violations of RESPA Section 8 carry both civil regulatory fines and
criminal penalties. In fact, while NAR does not have comprehensive data on nationwide real
estate-affiliated title companies, it is my experience in talking with brokers across the country
that about 20 percent of real estate professionals have established title company affiliations with
an average capture rate (number of transactions completed by the affiliate) generally

acknowledged by industry experts at around 30 percent.

To a certain degree, it takes being successful in the business for a number of years before a
broker/owner can be financially stable enough to create a new legal entity that performs a bong
fide service that meets the U.S. Department of Housing and Urban Development’s (HUD)
“sham” test. For example, one of HUDs “sham” test criteria is that the affiliated business be
sufficiently capitalized requires a serious financial investment that many broker/owners might
not be in a position to make, especially when it can mean providing enough capital to cover ail

start-up costs and expenses to operate the business for 90 to 120 days without any income.

Another example that underscores my point about a certain level of business sophistication when

it comes to affiliated business arrangements is that the broker/owner should have a good working

}12US.C. §2607(c).
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understanding of services to be performed by the type of entity at issue in order to meet the
“substantial services” eriteria under HUD’s “sham” test, which comes with many years of
experience in the industry. For an affiliated title agency, these substantial services are termed
“core services” and include: examination and evaluation of title evidence to determine
insurability; preparation and issuance of the title commitment; clearance of underwriting
objections; preparation and issuance of the title policy; and handling of closing or settlement
where the closing is part of an ail-inclusive rate. Finally, it takes a very experienced business
professional to recognize that creating affiliated business arrangements is in effect structuring an
entity qualified to exempt itself from the law and that failure to structure the affiliate company
properly or comply with regulatory requirements can mean serious legal and financial
consequences. I'll bet that if you ask the average agent if they would be willing to risk going to

jail over a referral fee, the answer will be a resounding “no.”

On the issue of sham business arrangements or shell companies, I can tell you that real estate
professionals are very frustrated with these problematic entities in the marketplace. Furthermore,
NAR takes very seriously the implication from some regulators that real estate professionals may
be involved in illegal kick-back schemes from these rogue companies. NAR does not condone
violations of RESPA, Regulation X or HUIY’s 10 part “sham” test; rather, we applaud HUD and
the state regulators for their increased enforcement effort in this area. NAR has proactively
taken steps to remind its members about how HUD determines whether a mortgage or title
company is a sham company by issuing compliance guidelines from our legal affairs department.
Furthermore, our legal affairs department regularly features RESPA compliance as part of its risk
management seminars and its REALTOR® publications. Last year, NAR elevated the
importance of RESPA compliance by launching its “RESPA Realities Awareness Campaign,”
which includes compliance seminars at NAR’s Midyear and Annual Governance Meetings;
online (webcast) compliance seminars; a one-stop RESPA resource guide on REALTOR.org
{(www.REALTOR.org/RESPA), and RESPA educational products.

National Association of REALTORS®
April 26, 2606
Page -6 -



177

Real Estate Service Recommendations

Another way real estate professionals interact with title companies is via legal referrals of
business or customer recommendations. There are approximately 2.5 million real estate
professionals licensed by the states (as I mentioned, of which nearly 1.3 million are members of
NAR). Nearly all real estate professionals are self-employed independent contractors. These
non-salaried entrepreneurs make decisions about marketing plans, professional partnerships, and

a host of other independent business decisions.

Like many business professions, reputation is key to the success or failure of a real estate broker
or agent. In fact, the reputational factor was recognized by the GAQ in their report on real estate
brokerage which stated that the industry “has displayed more evidence of competition on the
basis of nonprice factors, such as reputation or level of service, than on price.”® Real estate
professionals assist in nearly all aspects of the home purchase transaction by servingasa
valuable source of information and offering their expertise to both first-time and experienced
home buyers. According to NAR's 2603 Profile of Home Buyers and Sellers, more than half of
first-time homebuyers received a referral for a particular real estate agent compared with over
one-third of repeat buyers. The importance of an agent’s reputation is also reflected in the fact
that 17 percent of repeat buyers chose an agent based on their previous experience with that
agent in an earlier home sales transaction. Although buyers consider many factors when
choosing an agent, reputation and a positive experience are by far the most important

considerations.

The reputational factor is important to today’s hearing because, 1o a certain extent, real estate
professionals are involved in the marketing of title insurance and settlement services firms via
the brokers’ or agents’ recommendation of service providers. As we all know, it is illegal fora
real estate service provider to pay a broker or agent to be placed on a recommended service
provider list. While HUD s visible enforcement of RESPA's Section 8 anti-kickback and
referral fee provisions attempts to keep settlement service providers in check, it is the

reputational risk, our livelihood, which drives compliance among real estate professionals.

“GAO Report at 3, 8-12,
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Because clients often seck real estate professionals’ recommendations for service providers, it is
in their best interest to give multiple recommendations based on the brokers’/agents’ experience
in working with those firms. Ideally, real estate professionals like to work with and recommend
service providers, including title companies and settlement service firms, who are experienced,
trustworthy, reliable and committed to providing quality service. If, for example, a home buyer
uses one of his real estate agent’s recommendations for a settlement agent and that client is
dissatisfied with the service he received at or after closing, it reflects poorly on the agent’s
reputation. And if the agent’s reputation is compromised, he not only loses the “customer for
life” and likelihood of future business referrals, but may also damage his reputation in the

community.

An important point 1 would like to make regarding client referrals is that, just because a broker
has an affiliated title company, you cannot assume agents will automatically recommend the
affiliates’ service to their clients. This is because the broker/owner has little input as to how real
estate agents manage their clientele. Agents are highly motivated individuals who are dedicated
to their clients and hope that a high level of customer satisfaction will pay-off via future business
referrals. Consequently, the agent’s incentive for future business referrals outweighs a
broker/owner encouraging an agent to recommend a particular service provider especially if they

do not regularly work with that company.

Conclusion

NAR, like many of the trade associations which represent real estate service providers, is greatly
concerned about allegations of problems in the title insurance market. We applaud HUD and
state insurance commissioners for bringing sunshine to the issue of sham companies and illegal
kickbacks. Real estate professionals want to see these rogue companies quickly removed from
the marketplace. We are optimistic that HUD’s increased enforcement efforts together with
additional coordination with federal agencies and state regulators will send a clear signal to the
bad actors that they are not welcome in our industry. We also issue a challenge to our industry
partners to allocate resources to RESPA education efforts as NAR has done with its RESPA
Awareness Campaign. In closing, the NAR is committed to ensuring that REALTORS®

National Association of REALTORS®
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understand RESPA and fully comply with its provisions and we welcome every opportunity to
work with HUD on our compliance efforts. Thank you for your time and I will be happy to

answer any questions you may have.

National Association of REALTORS®
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Introduction

Chairman Ney and Congresswoman Waters, thank you for inviting me to testify before
this Subcommittee on our investigations into the title insurance market. My name is Erin
Toll and I am the Deputy Commissioner of Insurance for the State of Colorado. 1
currently serve as the Co-Chairperson of the Title Insurance Issues Working Group of the
National Association of Insurance Commissioners (NAIC). Like you, state insurance
supervisors are public officials who serve and protect your constituents’ interests. We
share your goal regarding the importance of regulation that balances the need for
vigorous consumer protection with vibrant business competition to provide a healthy

insurance marketplace for consumers.

Today, I would like to make a few basic points —

¢ First, although title insurance is different from other insurance products, it is a
valid and important product. It protects buyers and lenders from problems that

may arise with real estate title that establishes legal evidence of home ownership.

e Second, title insurance’s uniqueness provides fertile ground for certain

questionable activities.

o Third, both state and federal laws explicitly prohibit kickbacks — defined as the
referral of title insurance business in exchange for something of value. We have
found in Colorado, and other insurance officials have found in their states, that
some title insurers, title agencies, real estate agents, lenders, homebuilders, and
other settlement providers violated these anti-kickback laws by developing

improper business arrangements and illegitimate reinsurance programs.
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* Fourth, state insurance officials are working aggressively to uncover and prevent
improper business practices by insurers and agents in the title insurance industry.
State insurance supervisors have imposed penalties, ordered restitution to
consumers, and have closed some businesses. We are also working together to

strengthen title insurance laws and regulations.

o Fifth, our jurisdiction as state insurance officials extends only to title insurers and,
in some states, to the title agencies and agents. Other players in residential real
estate transactions, including real estate agents, lenders, and homebuilders, are

subject to different oversight by different regulatory bodies.

Title Insurance Overview

What is title insurance? Is it necessary?

Title insurance protects the policyholder from potential disputes or problems with real
estate title and allows all parties in the transaction to proceed with confidence. There are
two general types of policies: an owner’s policy and a lender’s policy. An owner’s title
insurance policy protects the purchaser of residential real estate in the event an
undisclosed lien, impairment or “cloud” is found on the property that negatively affects
the value of the property. The typical owner’s title insurance policy indemnifies the

owner up to the purchase price of the home.

A lender’s title insurance policy protects the lender, not the owner; though often the
owner pays the premium. A lender’s policy indemnifies the lender up to the value of the
loan so the policy’s value decreases as the loan is paid and provides no coverage once the
loan is paid off. Though the purchase of title insurance is not typically required by law, a
lender generally will not provide a loan to a homebuyer without a lender’s title policy.
So, with the exception of those who can pay cash for a home, virtually all homebuyers

obtain title insurance.
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Title insurance is an integral part of a residential real estate transaction that protects
homeowners® value in their properties and protects lenders’ collateral. The real estate
agent contacts a title insurance agency to obtain title insurance for the purchaser. The
purchaser of the policy may be the buyer, the seller, or both, and who pays can be
negotiated in many states. The title insurance agency performs a title search of the
property. The title insurance agency is under contract with a title insurer, the
underwriter, who agrees to insure the property. The title agency and insurer are paid.
The title insurer issues the title insurance policy to the new property owner in the mail

usually a few weeks later.

Unique Characteristics of Title Insurance

Title insurance is a unique product when compared with other types of insurance.

o Title insurance insures against things that already have happened. Homeowners,
auto and other insurance each insures against unknown future events.

o Consumers often do not have many meaningful options regarding the insurance
product or who provides their title insurance. Real estate agents and lenders
usually recommend the title insurance provider.

o The title agency normally retains 85 to 90 percent of the premium, and the
remaining 10 to 15 percent goes to the insurer. Title insurance is a flat, one-time
fee paid along with a host of other fees, as part of a large, complex transaction.
Consumers pay for health and auto insurance monthly and these purchases are not
part of other transactions.

e Compared to both the overall cost of the home buying process and other insurance
lines, title insurance is inexpensive. In Colorado, the cost of title insurance for a
$300,000 home is about $1,000. Given that the average person buys six homes in
a lifetime, an average consumer may pay $6,000 for title insurance over the
course of their lifetime (taking refinances out of the equation for simplicity) and
have only six contacts with a title insurer. On the other hand, consumers have
many contacts with auto and health insurers and pay more for these products over

their lifetime. The average yearly cost of health insurance is about $2,400 a year
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or $96,000 over one’s lifetime. The average yearly cost of auto insurance is about
$1,000 or roughly $40,000 over one’s lifetime.

Title insurance comprises just 1.9 percent of insurance premium that state
regulators oversee, and title insurance represents an extremely small fraction of

the consumer complaints and inquiries that state insurance departments handle

each year.

Title Insurance Claims and Loss Ratios

One of the unusual characteristics of title insurance is that so few claims are paid. Over
10 years, all 86 title insurers across the country paid slightly more than 5 cents out in
claims for every dollar of premiumn consumers paid.
¢ Compare this to other lines of insurance:
o Homeowners: 75 cents for every dollar.
o Auto: 60 cents for every dollar.

o Health Maintenance Organizations: 86 cents for every dollar.

However, loss ratios for title insurance really should be at or near zero. The “risk™ that
there is a problem with a title has already occurred so, if the title search is done correctly,
most forgeries, liens, or other problems with a title will be discovered and no claim will
ever be made. The real cost of title insurance is the title search, not claims payment. This
is why the agency that performs the title search retains up to 90 percent of the total title

fee. The core value to title insurance is ensuring clear title.

Marketing of Title Insurance

Most lines of insurance are competitive on coverage, claims payment, service, and price.
Currently this is not generally true in title insurance. Unlike other types of insurance,
title insurance from any insurer provides virtuaily the same coverage; so there is little
competition around coverage type. Likewise, claims payment is not a major point of
competition because payments are so rare and should be nearly non-existent. Because
title insurance is marketed to lenders and real estate agents, but paid for by the consumer

purchasing the policy, there is a disconnect that allows for little price competition.
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When all participants play by the rules, the primary form of competition that benefits
consumers in the title insurance market is competition over quality (accuracy and depth
of research) and service (speed, customer service, and surety of closing). For example,
real estate agents have much greater knowledge about title agencies than the consumer
because they have experience with many transactions, so the consumer benefits from the
experience of the real estate agent. Since the efficiency of a residential real estate closing
is greatly influenced by the competency of the title insurance agency, the real estate agent
has a high incentive to choose a competent, reputable title agency. However, when
kickbacks enter the equation, any incentive to compete over service is negated by the
presence of the kickback, and competition of this type ceases to exist. When bad actors
in the industry stop competing on consumers’ behalf over quality and service and,

instead, compete amongst themselves for the placement of business, consumers lose.

Laws Affecting Title Insurance

State and federal regulators recently have uncovered violations by title entities and
settlement providers in the title insurance business that take various forms, but have
collectively and accurately been defined under the Real Estate Settlement Procedures Act
(RESPA) as “kickbacks.” There are multiple parties involved in title insurance
transactions and they are subject to different oversight. As a state insurance supervisor,
the scope of my authority and testimony applies to the insurers, agencies and agents we

supervise. From this perspective, kickbacks are violations of state anti-remuneration
laws and RESPA.

¢ The state of Colorado and most other states have adopted rules prohibiting referral
of title insurance business in exchange for something of value. In keeping with
the NAIC’s commitment to continually improve the state insurance supervisory
system, the NAIC's Title Insurance Issues Working Group is charged with
monitoring and working with the U.S. Department of Housing and Urban

Development (HUD) on any changes to the Real Estate Settlement Procedures
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Act (RESPA). The Working Group is also updating the NAIC’s Title Insurers
Model Act and the Title Insurance Agents Model Act.

o Sec. 2607. Prohibition against kickbacks and unearned fees of RESPA stipulates
that: “No person shall give and no person shall accept any fee, kickback, or thing
of value pursuant to any agreement or understanding, oral or otherwise, that
business incident to or a part of a real estate settlement service involving a
federally related mortgage loan shall be referred to any person.” RESPA also
stipulates that “the Secretary, the Attorney General of any State, or the insurance

commissioner of any State may bring an action to enjoin violations...”

Using the authority granted by these rules and state laws, state insurance regulators

aggressively pursue and impose penalties, order restitution, and revoke or suspend the

licenses of unscrupulous title entities.

Eliminating kickbacks from the fitle insurance transaction is the only way to ensure a
level playing field where the interests of those selecting the title insurance and those
paying for it align. This ultimately requires aggressive enforcement and collaboration
among state and federal regulators who have oversight over the various settlement

providers engaged in this practice.

Title Insurance Business Practices
State laws and RESPA define acceptable and unacceptable business practices regarding

referrals in the ftitle insurance business. These laws empower state insurance

commissioners to stop violations.

Acceptable Business Practices

State anti-kickback laws and RESPA do not prohibit a settlement provider from
marketing to another settlement provider or providing an incentive to do business with

each other so long as it is not based on the referral of business. Conversely, neither state
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anti-kickback laws nor RESPA prohibit a settlement provider from referring business to
another settlement provider so long as nothing of value is exchanged for that referral.

Finally, RESPA and some state laws permit affiliated business arrangements under

defined circumstances.

Unacceptable Business Practices: Kickbacks

The practices listed above are legitimate and reflect a market where companies may do
business in good faith with one another in ways that provide quality service to
consumers. However, bad actors exist, and they have used a variety of direct and indirect
ways to deliver kickbacks for the referral of business. One example we uncovered in

Colorado was a title agency flying top producing real estate agents on its corporate jet to
spa vacations.

Indirect kickbacks: Captive title reinsurance

In February 2005, Colorado uncovered an arrangement where real estate agents, lenders
and homebuilders promised to refer all of their business in a defined geographical
location to a particular insurer, if that insurer agreed to reinsure the risk with a
reinsurance entity owned by those real estate agents, lenders, and homebuilders.
Reinsurance itself is legal and encouraged in some circumstances where risk is high,
particularly where an insurer sheds off or “cedes” some of its risk above a particular
dollar amount. This particular type of reinsurance is known as excess reinsurance, and it

helps prevent smaller companies from becoming insolvent from one or two big claims.

To understand why this captive reinsurance arrangement is illegal for title insurance, it is
important to understand how title insurers split commissions and to remember that they
only pay five cents in claims for every doliar in premium. I have attached a flowchart to

facilitate this understanding (Attachment A).

Typically, a title insurer retains only 10 to 15 percent of the premium. A title insurer’s
main function is to pay claims. Title agencies get the business and perform the title

search, but they do not pay the claims. This split is not set by law. Historically, title
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insurers have determined that they can pay all claims, overhead, and premium tax and

make a profit by retaining only 10 to 15 percent of the premium.

Yet in these illegal reinsurance deals, the insurer sheds off or cedes 50 percent of the
‘risk” for 50 percent of the premium, less a “processing fee.” The processing fee covers
the cost of the title search performed by the insurer. The title agent is not a party to these
transactions. In other words, even though in a “normal” non-reinsured transaction, they
only retain 10 to 15 percent of the premium to cover the risk that they will have to pay
claims, they pay the reinsurance entity 50 percent of the total premium (less a processing
fee) for 50 percent of the risk. If they were appropriately pricing this “reinsurance,” the
price for half of the risk would be no more than half of what they retain to pay claims -
five to seven-and-a-half-cents on the dollar, instead of about thirty-five cents (after

deducting the processing fee then paying 50 percent of the remainder).

This difference between what this reinsurance should cost and what the insurer pays and
what the person referring of the business receives, is a thing of value or kickback as
defined by law, and therefore illegal. Although it seems like a small amount, when these
entities act together to take a small amount of money from consumers in every

transaction, they add up to millions and millions of dollars in kickbacks.

Another way to look at these transactions is to consider the loss ratio discussed earlier.
Title insurers over ten years have paid out five cents for every dollar of premium the
consumer pays. Since the risk is that they have to pay a claim, the cost of shedding 50
percent of the risk should be two-and-a-half cents per dollar. Therefore, the only reason
to pay the referrer’s reinsurance entity thirty-five cents per dollar is to deliver a kickback.

Nationally, not one of the reinsurers involved in these arrangements has paid a covered

claim over the nine years since their inception.

For all of these reasons, it is our firm belief as state regulators that these reinsurance

arrangements, where the value of risk transferred is not commensurate with the money
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paid, are nothing more than vehicles established to provide kickbacks to real estate

agents, homebuilders and lenders who referred business to the title insurer.

Indirect kickbacks: Sham affiliated business arrangements.

The other indirect form of kickback that state regulators and HUD are seeing across
nearly all states is illegitimate or “sham™ affiliated business arrangements. Affiliated
business arrangements (AfBAs) are ownership arrangements between and among title
insurance entities and settlement service providers (lenders, homebuilders, real estate
agents, among others). State and federal regulators and the industry itself have been
grappling with their legality for years. HUD issued guidelines and a test to determine
whether an AfBA is a sham. Nationally, for several years certain title insurance

competitors have proposed legislation imposing percentage limitations on the amount of

business that can be referred from an affiliated source.

In 2005 the Colorado Division of Insurance commenced an investigation of every title
insurance agency in the state. Although that investigation continues, there have been

some interesting discoveries that will be discussed in the next section of this testimony.

In Colorado, the pervasiveness of kickback schemes in the residential real estate
transaction process has created a black market that makes it impossible for those who

play by the rules to compete. The cost of providing kickbacks is passed on to consumers

and rolled into the rate.
State Actions in Response to Improper Business Practices

The title insurance marketplace has evolved and expanded greatly over the last 30 years
as lenders typically require confidence in the title for a real estate transaction to progress
smoothly. We just have witnessed the largest housing boom in our nation’s history,
where home ownership is at an all-time high and interest rates were at all-time lows. The
sheer volume of transactions has contributed to the explosion in the size of the title

insurance market. In fact, title insurance premium volume has increased 400 percent

10
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over the last ten years. As the title insurance market has grown, so have the number of

bad actors looking to exploit it.

What Are We Doing About It?

Many of the title insurers the Colorado Division of Insurance investigated operate in
multiple states, and it is evident from our investigations that illegal practices are likely
occurring in nearly all states. The Division shared its findings with the NAIC’s Market

Analysis Working Group and together, the states have taken significant regulatory steps
to end these practices.

As mentioned in the previous section, the Colorado Division of Insurance commenced an
investigation last year of every title insurance agency in the state, looking in particular for
sham AfBAs. Our goal was to identify and distinguish between good AfBAs and bad
AfBAs. State laws and RESPA provide guidance as to what is a legitimate AfBA and
what is a sham AfBA. In Colorado, we believe that AfBAs are not inherently bad and
that consumers like the convenience offered from the “one-stop-shopping” that legitimate
AfBAs afford. We are in the initial stages of our investigation and, at this point, have
examined about 15 agencies. We targeted these 15 agencies because we believed 14
were shams operated by the same title agent and one was legitimate. Indeed, our
assumptions were correct. The legitimate AfBA had its own management, a discrete
office location from its referral source, it performed its own searches, it was adequately
capitalized and it had its own staff. The sham AfBAs are described in more detail below.
Although the investigation into all agencies is ongoing, we have made some interesting

discoveries.

The number of title agencies in our state exploded from 200 to over 500 in three years,
growth that other states shared as well. More than 40 percent of all agencies polled
responded that they were AfBAs. More than 20 percent failed to respond because the
addresses listed were wrong, they had already ceased operations, or they never

commenced operations. In many cases, the Division determined that multiple agencies

11
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were conducting business from the exact same addresses and under the same

management.

The Division then conducted “no-knock™ investigations of targeted agencies. We
discerned that the first grouping of AfBAs that we investigated were shams for various
reasons, including they had no staff, the same address was listed for more than five
agencies, there was little or no capital infusion and title services were contracted out to

another title agency. Please refer to the flow chart to better understand these operations
(Attachment B).

The Division concluded that the only purpose for establishment of these entities was to
create vehicles to provide kickbacks to the real estate agents and mortgage brokers who
owned the businesses, and we shut them down. The Division also has refused to provide
licenses for new agencies to those involved in these scams. In addition, we contacted the
sham agencies’ underwriters and held them responsible for running off any existing

business to prevent consumer harm.

This market conduct examination report and the actions we have taken can all be

reviewed on our website at http://www.dora,state.co.us/insurance.

Ultimately, in Colorado there are a number of AfBAs that exist only as mechanisms to
provide kickbacks, and they are harming consumers in several ways. As mentioned
earlier, title insurers compete mainly on service, and where sham AfBAs are operating,
that service is compromised. Where the real estate agent, lender and homebuilder pick a
title insurance entity based upon the kickbacks it receives and not upon quality and
service, the consumer suffers. Examples of cases we have seen proving that quality and

service are compromised:
o The agency fails to remit premium to the insurer and therefore policies are not
issued even years after the closing. It is unclear whether exceptions to title were

deleted because the consumer does not have a policy.

12
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o Fly by night AfBAs close their doors after six months to a year and the records of
the transaction are lost forever. Title insurance is a long claim tail business,
meaning claims are made many years after the insurance is purchased. Problems
leading to a claim usually are discovered when the homeowner goes to seil his or
her home. By then, the AfBA is long gone, and the claim goes unpaid. -

o Legal instruments are not recorded in a timely manner creating title problems
down the road.

o Loan proceeds are not disbursed timely or appropriately and the consumer suffers

financial harm.

Colorado shared its investigative processes and findings with other states at the last
several NAIC meetings. Other states are reporting findings similar to ours. We spent a
great deal of effort researching and analyzing HUD’s guidelines, RESPA and laws in
Colorado and in other states to define a sham business operation. However, it often is

just a question of peering into a title agency’s window to discern if it is a sham.

Results of Investigations into Title Insurers

Afler commencing an investigation of all title insurers operating in the state of Colorado,
the Colorado Division of Insurance determined that three of the nation’s largest insurers
were engaged in illegal captive title reinsurance arrangements. Indeed, these three
insurers, which do business in virtually all states (except Iowa) under a variety of names,

control about 75 percent of the national title insurance market.

In February of last year, Colorado negotiated a settlement with the country’s second
largest title insurer, where they agreed to refund $24 million to consumers in all eight
states where they engaged in captive title reinsurance arrangements. The Colorado
Division of Insurance asserted that the captive title reinsurance arrangements into which

the insurer entered were kickback schemes.

in September of last year, Colorado negotiated another multi-state settlement with the

nation’s largest title insurer concerning captive title reinsurance arrangements. Colorado

13
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worked with the NAIC’s collaborative action committee to coordinate state efforts. Fully

26 states signed onto the settlement. The agreement provided consumer refunds of about

$1.3 million in all 26 states,

Although the one remaining insurer has refused to enter into a multi-state agreement,
Colorado, with assistance from the NAIC, so far has returned over $25 million to
consumers. In addition, several other states have concluded their own settlements
regarding these arrangements, including California, Arizona and Virginia. All together,

the states have assessed $49.7 million in fines and penalties.

In Colorado and in other states insurance officials are looking at ways to reduce the
premium and put more emphasis on price competition. We have posted an interactive
premium comparison guide to our website where consumers can shop for rates. We
already have witnessed increased rate competition as this new transparency encourages
insurers to lower their rates. We also are looking more closely at rate justification

requirements, among other things.

In addition, Colorado and several other states currently are investigating and taking
actions to shutter the doors on sham affiliated business arrangements. Working through
the NAIC, state officials have been able to share information and forge a unified
approach to addressing the proliferation of sham title entities. To facilitate this level of
inter-state collaboration, every state insurance department has a Collaborative Action
Designee (CAD) who works within the NAIC’s Market Analysis Working Group to
ensure their state is up to speed on the challenges and approaches to solutions being taken
by different states. The NAIC’s Title Insurance Issues Working Group, which I co-chair,
is re-examining the Title Insurance Agents and Title Insurers Model Acts to ensure that
they reflect the evolving title insurance market, and the level of sophistication of

improper business practices.

In addition to these activities, officials in Colorado have taken the following actions:

14
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. Legislation has passed the Colorado legislature granting additional fining
authority to the Commissioner of Insurance and the Director of the Division of
Real Estate. The legislation grants both bodies the same oversight authority and
penalty as HUD, and allows for restitution to all aggrieved parties, in addition to
existing fining authority. This legislation tracks RESPA by requiring disclosures
of AfBAs. This legislation also requires the two Divisions to share information
regarding illegal practices, and to consult with each other to promulgate

appropriate rules. (HB 1141).

. Colorado heads up an NAIC subgroup to rework the title insurance section of the
Market Conduct Handbook.
. Colorado is in the process of increasing the testing requirements for title insurance

agents to include more information anti-remuneration statute compliance, RESPA
compliance and kickbacks in general.

. Colorado is examining ways to reduce rates, including examining and requiring
greater justification for the agency retention rate.

. Colorado reviews background checks of the principals, not just the responsible
producer, when processing a new request for an agency license. The Division has
denied licenses where principals were associated with sham companies.

. Three proposed bills concerning the mortgage lending industry are proceeding
through the Colorado legislature. The Department of Regulatory Agencies, the
umbrella agency for the Division of Insurance, supports one. It is a mortgage
broker registration and bonding program run by the Division of Real Estate. The
other two bills concern mortgage fraud.

. Colorado will be amending its title insurance rule (3-5-1) to define sham AfBAs
and to impose measures designed to stop their proliferation. (Capitalization

requirements, staffing requirements, provision of core services, etc.)

California co-chairs the NAIC Title Insurance Working Group and has been a leader in

the fight against title insurance fraud. They have taken the following actions:
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In December 2005 the California Department of Insurance fined one company $1
million for illegal rebating. In addition, the Department restricted the company's
license for 18 months in all counties and for two years in San Diego County. The
iﬁégai kickbacks provided to real estate agents and brokers totaled more than
$455,000, including cash payments, fraudulent billings, frandulent invoices,
printing services, and other miscellaneous items. In return the agents were
expected to steer business to the company.

In June 2004 the Department seized $500,000 in escrowed funds that were part of
a 2002 settlement with one company, due to evidence of continued illegal
rebating. The Depariment's investigation uncovered suspected illegal activity
including: the compensation of employees for fraudulent and fabricated invoices
and expense rteports in excess of $47,000; providing food, beverages, and
entertainment in excess of $174,000; providing gifts and gift certificates in excess
of $62,000; and providing business support services in excess of $218,000, all to
benefit real estate agents and brokers,

In April 2005, the Department fined yet another company $590,000 and ordered it
to pay $160,000 in restitution in conmmection with illegal kickbacks. The
Department's investigation found that the inducements Stewart gave to agents
amounted to $594,102. They came in the form of payments for business support
services, providing gift certificates and door prizes for realtor events, making rent
payments, funding special events, and sponsoring broker activities.

Also in April, Commissioner John Garimendi held a public hearing into illegal
kickbacks in the title industry, including phony reinsurance arrangements.

In July 2005, the Department settled with three large title insurers in connection
with the frandulent reinsurance scam described above. The three companies

agreed to pay a total of $12.5 million in penalties.

Conclusion

The unigue structure of the title insurance industry involves 2 variety of groups subject to

different laws and levels of oversight. As insurance supervisors, we have an obligation to

protect consumers from bad aclors in this markeiplace, but our authority is limited.
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Colorado has regulatory authority over the title insurers, title agencies and title agents,
but some states only regulate the title insurer, not the agencies. For our efforts to enforce
aggressively the laws governing these groups to have the greatest impact, the entities
enforcing laws over the other settlement providers need to be aggressive and effective as
well. Ultimately, a collaboration of federal and state law and supervision is necessary to

protect consumers from improper business practices in the title insurance industry.

As state officials, we will continue aggressively to enforce our laws prohibiting these
practices. However, even when RESPA and state laws are aggressively enforced, they
are not potent enough to deter these practices. RESPA only provides state regulators
authority to enjoin violations, not impose penalties. The penalties for violating RESPA
and state laws should be much greater. In Colorado, our General Assembly saw the
problems with our current statutes and legislation increasing our fining authority recently
passed the Colorado House and Senate. Again, since our jurisdiction extends only to
those providing the kickbacks (the insurance industry), other regulatory bodies with
jurisdiction over the recipients of the kickbacks need greater fining and regulatory

authority as well.
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AFFILIATED BUSINESS ARRANGEMENTS

Referrals

Venus Title Agency'
No employees.
No office location
Closings/Escrow referred
out to other ABAs
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Refertals
Mars Title Ageney
2 Employees
No licensed employees
Office location
Closings/Escrow Only

The Earth’s Title Agency
75% Oswnership held by Mr. Man
25% Ownership heid by Mr. Boy
Provides:

Accounting
HR (Payroll & Benefits)

Title Research
Commitment Issuance
Policy Issuance
Has branch agency locations and
does some closings of its own

Referrals

25%
Laura
Lender

Dividends

Dividends

Lisa
Lender

Pluto Title Agency
4 Employees
One licensed employee
Office location
Closings/Escraw Only

Mr, Man
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TITLE INSURANCE

Preliminary Views and Issues for Further
Study

What GAO Found

Some cost structures and agent practices that are cornmon to the title
insurance market are not typical of other lines of insurance and merit further
study. First, the extent to which premium rates reflect underlying costs is
not always clear. For example, most states do not consider title search and
examination costs—insurers’ largest expense—to be part of the premium,
and do not review these costs. Second, while title agents play a key role in
the underwriting process, the extent to which state insurance regulators
review agents is not clear. Few states collect information on agents, and
three states do not license them. Third, the extent to which a competitive
environment that benefits consumers exists within the title insurance market
is also not clear. Consumers generally lack the knowledge necessary to
“shop around” for a title insurer and therefore often rely on the advice of real
estate and mortgage professionals. As a result, title agents normally market
their business to these professionals, creating a form of competition from
which the benefit to consumers is not always clear. Fourth, real estate
brokers and lenders are increasingly becoming full or part owners of title
agencies, which may benefit consumers by allowing one-stop shopping, but
may also create conflicts of interest. Finally, multiple regulators oversee the
different entities involved in the title insurance industry, but the extent of
involvement and coordination among these entities is not clear.

Recent state and federal investigations have identified potentially illegal
activities—mainly involving alleged kickbacks—-that also merit further
study. The investigations alleged instances of real estate agents, mortgage
brokers, and lenders receiving referral fees or other inducements in return
for steering business to title insurers or agents, activities that may have
violated federal or state anti-kickback laws. Participants allegedly used
several methods to convey the inducements, including captive reinsurance
agreements, fraudulent business arrangerents, and discounted business
services. For example, investigators identified several “shell” title agencies
created by a title agent and a real estate or mortgage broker that had no
physical location or employees and did not perform any title business,
allegedly serving only to obscure referral payments. Insurers and industry
associations with whom we spoke said that they had begun to address such
alleged activities but also said that current regulations needed clarification.

In the past several years, regulators, industry groups, and others have
suggested changes to the way title insurance is sold, and further study of
these suggestions could be beneficial. For example, the Departroent of
Housing and Urban Development announced in June 2005 that it was
considering revisions to the regulations implementing the Real Estate
Settlement Procedures Act. In addition, the National Association of
Insurance Comraissioners is considering changes to model laws for title
insurers and title agents. Finally, at least one consumer advocate has
suggested that requiring lenders to pay for the title policies from which they
benefit might increase competition and ultimately lower consumers’ costs.

United States A itity Office
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Mr. Chairman and Members of the Subcommittee:

1 am pleased to be here today to discuss our preliminary views and issues
concerning the title insurance industry. As you are aware, title insurance is
designed to ensure clear ownership of a property when it is sold or
refinanced, and is a required part of most real estate purchases. According
to a recent national survey of lenders, title insurance can account for as
much as one-third of loan origination and closing fees.! Recent
investigations and studies have raised questions about practices and
competition within the industry, in part because title insurance differs
markedly from other types of insurance. My remarks today focus on our
preliminary report, which identifies issues for further study that was
completed as part of ongoing work in this area for the Chairman of the
House Financial Services Committee.” These issues relate to (1) the
reasonableness of cost structures and agent practices in the title insurance
market that are not typical of other insurance markets; (2) activities
identified in recent investigations that may have benefited real estate or
other professionals rather than consumers; and (3) proposed regulatory
changes that would affect the way that title insurance is sold.

My remarks are based on a review of studies of the title insurance
industry, title insurance regulations in selected states, and financial
information on title insurers and agents. We also had discussions with
officials from national organizations whose members are involved in the
marketing or sale of title insurance; the National Association of Insurance
Commissioners (NAIC); the Department of Housing and Urban
Development (HUD); several state regulatory officials; title insurers and
agents; and industry consultants.

In summary:

In part because title insurance differs from other lines of insurance, some
aspects of the industry raise questions that merit further study. First, while
the amount of premium paid to or retained by title agents—generally to
pay for title search and examination costs and agents’ commissions-—is

’Bankrate.com conducted a 2005 mortgage closing cost survey using online information
when it was available, and contacted title agents as necessary. We did not assess the
validity of the survey data.

% GAO, Title Insurance: Preliminary Views and Issues for Further Study, GAO-06-568
(Washington, D.C.; Apr. 24, 2006).
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commonly title insurers’ largest expense, most states do not take these
costs into account during premium rate reviews. Second, although title
agents play a key role in the underwriting process, the extent to which
state insurance regulators review their operations is unclear. Few states
regularly collect information on title agents’ operations, and three states
do not license title agents. Third, while the competition among agents for
their share of the business can be intense, the extent to which a
corpetitive environment that benefits consumers exists within the title
insurance market is also not clear. Consumers generally lack the
knowledge necessary to “shop around” for a title insurer and often rely on
real estate professionals for referrals that may not always be the most
cost-effective choices. Fourth, real estate brokers, lenders, and builders
are increasingly becoming full or partial owners of title agencies in what
are called “affiliated business arrangements.” These arrangements may
benefit consumers to some extent, but also create potential conflicts of
interest. Finally, multiple regulators oversee the different entities involved
in the title insurance industry, but the degree of regulatory involvement
and coordination among agencies is also not clear.

In addition, recent state and federal investigations have identified
potentially illegal activities—primarily involving alleged kickbacks—that
also merit further study. The investigations alleged instances of real estate
agents, mortgage brokers, lenders, and attorneys receiving referral fees (or
other inducements) in return for steering business to particular title
insurers or agents. These activities may have violated federal or state anti-
kickback laws. Participants used several methods to convey the fees or
inducements, including captive reinsurance agreements, allegedly
fraudulent business arrangements, and free or discounted business
services. Other investigations alleged that title agents mishandled or
misappropriated customers’ premium payments, so that customers did not
get the insurance they paid for.*

Finally, in the past several years, regulators and others have suggested
changes to regulations that would affect the way title insurance is sold.
For example, HUD is considering revisions to regulations that implement
the Real Estate Settlement Procedures Act (RESPA), and NAIC is
considering changes to the model laws for title insurers and title agents.*

*Colorado Division of Insurance Order No. 0-06-089 (Nov. 15, 2005).

*Pub. L. No. 93-533, 88 Stat. 1724 (Dec. 22, 1974), as amended, codified a¢ 12 U.S.C. §§ 2601-
2617,
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Further review of the effects and feasibility of such changes will help
Congress, HUD, and state regulatory agencies in their oversight and
decision-making processes.

Background

Title insurance is designed to guarantee clear ownership of a property that
is being sold. The policy is designed to compensate either the lender
(through a lender's policy) or the buyer (through an owner’s policy) up to
the amount of the loan or the purchase price, respectively. Title insurance
is sold primarily through title agents who check the history of a title by
examining public records. The title policy insures the policyholder against
any claims that existed at the time of purchase but were not in the public
record.

Title insurance prermiums are paid only once during a purchase,
refinancing, or, in some cases, home equity loan transaction. The title
agent receives a.portion of the premium as a fee for the title search and
examination work and its commission. The party responsible for paying
for the title policies varies by state. In many areas, the seller pays for the
owner's policy and the buyer pays for the lender’s policy, but the buyer
may also pay for both policies—or split sore, or all, of the costs with the
seller. According to a recent nationwide survey, the average cost for
simultaneously issuing lender's and owner’s policies on a $180,000 loan
(plus other associated title costs) was approximately $925, or about 34
percent of the average total loan origination and closing fees.

Certain Aspects of the
Title Insurance
Market Merit Further
Study

We identified several important items for further study, including the way
policy premiums are determined, the role played by title agents, the way
that title insurance is marketed, the growth of affiliated business
arrangements, and the involverent of and coordination among the
regulators of the multiple types of entities involved in the marketing and
sale of title insurance.

2005 Bankrate.com survey.
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The Extent to Which
Premium Rates Reflect
Underlying Costs Is Not
Always Clear

For several reasons, the extent to which title insurance premium rates
reflect insurers’ underlying costs is not always clear. First, the largest cost
for title insurers is not losses from claims—as it is for most types of
insurers—but expenses related to title searches and agent commissions
(see fig. 1). However, most state regulators do not consider title search
expenses to be part of the premium, and do not include them in regulatory
reviews that seek to determine whether premium rates accurately reflect
insurers’ costs. Second, many insurers provide discounted premiums on
refinance transactions because the title search covers a relatively short
period, but the extent of such discounts and their use is unclear. Third, the
extent to which premium rates increase as loan amounts or purchase
prices increase is also unclear. Costs for title search and examination
work do not appear to rise as loan or purchase amounts increase, and
such costs are insurers’ largest expense. If premium rates reflected the
underlying costs, total premiums could reasonably be expected to increase
at a relatively slow rate as loan or purchase amounts increased, however,
it is not clear that they do so.

Figure 1, Where the Money Goes: 2004 Title Industry Costs as a Percentage of
Premiums Written

4%
Other?

5%
Loss and loss adjustment expenses

Other expenses?

Paid to or retained by agents®

Source: GAO analysis of ALTA data.

*Other” nts the dil between total premi written and total and is not
meant 1o be a measure of profitability. “Other expenses” includes all other expenses such as
salaries, rent, and equipment costs incurred by the insurer. “The *Paid 1o or retained by agents”
category includes both affiliated and nonaffiliated agents.
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The Extent of Regulatory
Focus on Title Agents
Merits Further Review

Title agents play a more significant role in the title insurance industry than
agents do in most other types of insurance, performing most underwriting
tasks as well as the title search and examination work. However, the
amount of attention they receive from state regulators is not clear. For
exanple, according to data compiled by the American Land Title
Association (ALTA), while most states require title agents to be licensed, 3
states plus the District of Columbia do not; 18 states and the District of
Columbia do not require agents to pass a licensing exam.’ Although NAIC
has produced model legislation that states can use in their regulatory
efforts, according to NAIC, as of October 2005 only three states had passed
the model law or similar legislation.

The Extent of Competition
in the Industry That Could
Benefit Consumers Is Not
Clear

For several reasons, the competitiveness of the title insurance market has
been questioned. First, while consumers pay for title insurance, they
generally do not know how to “shop around” for the best deal and may not
even know that they can. Instead, they often rely on the advice of a real
estate or mortgage professional in choosing a title insurer. As a result, title
insurers and agents normally market their products exclusively to these
types of professionals, who in some cases may recommend not the least
expensive or most reputable title insurer or agent but the one that
represents the professional’s best interests. Second, the title industry is
highly concentrated. ATLA data show that in 2004 the five largest title
insurers and their subsidiary companies accounted for over 90 percent of
the total premiums written. Finally, the low level of losses title insurers
generally suffer—and large increases in operating revenue in recent
years—could create the impression of excessive profits, one potential sign
of a lack of competition.

Further Study of the Effect
of Affiliated Business
Arrangements Could Be
Beneficial

The use of affiliated business arrangements involving title agents and
others, such as lenders, real estate brokers, or builders has grown over the
past several years. Within the title insurance industry, the term “affiliated
business arrangements” generally refers to some level of joint ownership
among a title insurer, title agent, real estate broker, mortgage broker,
lender, and builder (see fig. 2). For example, a mortgage lender and a title
agent might form a new jointly owned title agency, or a lender might buy a

The District of Columbia does not require title agents based there to be licensed, but
agents based in Maryland or Virginia that conduct business in the District must be licensed
by their respective states.
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portion of an existing title agency. Such arrangements, which may provide
consumers with “one-stop shopping” and lower costs, can also can also be
abused, presenting conflicts of interest when they are used as conduits for
giving referral fees back to the referring entity or when the profits from
the title agency are significant to the referring entity.

Figure 2: Example of an Affiliated Business Arrangement

General structure and flow

0 Referring entity refers
customers to title agency
that is part of affiliated
business arrangement

A e 7. S o } Title agency
Referring entity gwnership interest . Fartialty owned by
. . “ the referring entity
d
$ @Tiﬂe agency profits
and sends portion
to referring entity
o Entity that refers customers
@  Tile agency receiving referred business
7 Business structure/ownership interest
- =« - Paihof referred customers
$  Profit made from referred customers
BRG cwmes
Source: GAC.
The Extent of Involvement - Several types of entities besides insurers and their agents are involved in
of and Coordination the sale of title insurance, and the degree of involvement of and the extent

among Regulators of the
Multiple Entities Involved
.in the Sale of Title
Insurance Is Worthy of
Further Study

of coordination among the regulators of these entities appears to vary.
These entities include real estate brokers and agents, mortgage brokers,
lenders, and builders, all of which may refer clients to particular agencies
and insurers. These entities are generally overseen by a variety of state
regulators, including insurance departments, real estate comrnissions, and
state banking regulators, that interact to varying degrees. For example,
one state insurance regulator with whom we spoke told us that the agency
coordinated to some extent with the state real estate commission and at
the federal level with HUD, but only informally. Another regulator said
that it had tried to coordinate its efforts with other regulators in the state,
but that the otherregulators had generally not been interested. HUD,
which is responsible for implementing RESPA, has conducted some
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207

investigations in conjunction with insurance regulators in some states.
Some of these investigations of the marketing of title insurance by title
insurers and agents, real estate brokers, and builders have turned up
allegedly illegal activities.

Recent State and
Federal Investigations
Have Identified Areas
of Potential Interest

Federal and state investigations have identified two primary types of
potentially illegal activities in the sale of title insurance, but the extent to
which such activities occur in the title insurance industry is unknown. The
first involves allegations of kickbacks-that is, fees that title agents or
insurers may give to horme builders, real estate agents and brokers, or
lenders in return for referrals. Kickbacks are generally illegal. In several
states, state insurance regulators identified captive reinsurance
arrangerments that title insurers and agents were allegedly using to
inappropriately compensate others, such as builders or lenders, for
referrals.” State and federal investigators have also alleged the existence of
inappropriate or fraudulent affiliated business arrangements. These
involve a “shell” title agency that generally has no physical location,
emnployees, or assets, and does not actually perform title and settlement
business. Investigators alleged that the primary purpose of these shell
companies was to provide kickbacks for business referrals, Investigators
have also looked at the various types of alleged kickbacks that title agents
have provided, including gifts, entertainment, business support services,
training, and printing costs.

Second, investigators have uncovered instances of alleged
misappropriation or raishandling of customers’ premiurns by title agents.
For example, one licensed title insurance agent who was the owner (or
partial owner) of more than 10 title agencies allegedly failed fo remit
approximately $500,000 in premiums to the title insurer. As a result, the
insurer allegedly did not issue 6,400 title policies to consumers who had
paid for them.

In response to the investigations, insurers and industry associations say
they have begun to address some concerns raised by affiliated businesses,
but that clearer regulations and stronger enforcement are needed. One
title insurance industry association told us that recent federal and state
enforcement actions had motivated title insurers to address potential

"Reinsurance is a mechanism that insurance companies routinely use to spread the risk
associated with insurance policies. Simply put, itis for insurance i
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kickbacks and rebates through, for example, increased oversight of title
agents. In addition, the insurers and associations said that competition
from companies that break the rules hurt companies that were operating
legally and that these businesses welcome greater enforcement efforts.
Several associations also told us that clearer regulations regarding referral
fees and affiliated business arrangements would aid the industry’s
compliance efforts. Specifically, we were told that regulations need to be
more transparent about the types of discounts and fees that are prohibited
and the types that are allowed.

Proposed Regulatory
Changes Raise a
Number of Issues

Over the past several years, regulators and others have suggested changes
to regulations that would affect the way title insurance is sold, and further
study of the issues raised by these potential changes could be beneficial.
In 2002, in order to simplify and improve the process of obtaining a home
mortgage and to reduce settlement costs for consumers, HUD proposed
revisions to the regulations that implement RESPA. But HUD later
withdrew the proposal in response to considerable comments from the
title industry, consumers, and other federal agencies. In June 2005, HUD
announced that it was again considering revisions to the regulations. In
addition, NAIC officials told us that the organization was considering
changes to the model title insurance and agent laws to address current
issues such as the growth of affiliated business arrangements and to more
closely mirror RESPA’s provisions on referral fees and sanctions for
violators. Finally, some consumer advocates have suggested that requiring
lenders to pay for the title policies from which they benefit might increase
competition and ultimately lower costs for consumers, because lenders
could then use their market power to force title insurers to compete for
business based on price.

The issues identified today raise a number of questions that we plan to
address as part of our ongoing work. We look forward to the continued
cooperation of the title industry, state regulators, and HUD as we continue
this work.

Mr. Chairman, this completes my prepared statement. I would be pleased
to answer any questions that you or Members of the Subcommittee may
have.
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For further information about this testimony, please contact Orice
Contact and Williams on (202) 512-8678 or williamso@gao.gov. Contact points for our
Acknowledgments Offices of Congressional Relations and Public Affairs may be found on the
g

last page of this statement. Individuals making key contributors to this
testimony include Larry Cluff (Assistant Director), Tania Cathoun, Emily
Chalmers, Nina Horowitz, Marc Molino, Donald Porteous, Melvin Thormas,
and Patrick Ward.
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PREPARED STATEMENT OF
RANDE K. YEAGER, PRESIDENT AND CEO OF
OLD REPUBLIC NATIONAL TITLE INSURANCE CO.,
ON BEHALF OF THE AMERICAN LAND TITLE ASSOCIATION
BEFORE THE
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OF THE HOUSE COMMITTEE ON FINANCIAL SERVICES
APRIL 26, 2006

Mr. Ney and Members of the Subcommitiee. My name is Rande Yeager and |
am the President and Chief Executive Officer of Old Republic National Title Insurance
Company, based in Minneapolis, Minnesota. | am appearing today on behalf of the
American Land Title Association (ALTA), and | am currently serving as President of the
Association. ALTA is the national association for the land title industry, representing
over 3,000 members, with more than 100,000 employees, including title insurers, title
insurance agents, abstracters, and attorneys. Our members operate in every state and
county throughout the country.

With me today is Dr. Nelson R. Lipshutz, the President of Regulatory Research
Corporation, who is one of the most knowledgeable and experienced economists in the
United States on issues relating to title insurance and the workings of the title insurance
industry. State insurance departments recognize Dr. Nelson as an expert on the
industry’s economics and on a wide variety of regulatory issues affecting the industry.

Mr. Chairman, on behalf of ALTA | appreciate the opportunity to appear before
your Subcommittee today to discuss questions — and misconceptions — that exist about
the title insurance industry. All of us who work in the title business are justifiably proud

of the essential role that our industry has played, and continues to play, in making the
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United States real estate market the envy of the world. Nowhere else in the world is the

creation and transfer of interests in real property accomplished more efficiently and

securely than in the United States.

Title insurance products and services have facilitated a level of security, stability,

and efficiency in real estate transactions that is unparalleled in history. This safety and

security has been achieved despite the facts that:

real estate interests can be divided and subdivided in so many
complex ways: with rights being granted to the surface of the earth,
below the surface (e.g., oll, gas, and other mineral interests), and
above the surface {(e.g., rights in condominium units in high-rise
buildings, air rights easements) ~ and over time (e.g., fee simple
interests, life estates, future interests that do not arise until some
future event, time share interests),

the mortgage lending history has created a dizzying array of loans to
meet the diverse needs of consumers and other borrowers; and

our society allows an enormous range of liens and encumbrances
against real estate that may affect the title a buyer obtains.

It is because we are so proud of the many good — and unappreciated — things

that our industry does to facilitate real estate transactions in America that we are also so

concerned about the adverse publicity that has attended certain competitive practices

involving members of our industry. We understand why that publicity may have led

Chairman Oxley to request the Government Accountability Office to examine various

questions about title insurance and competition in the industry. ALTA has been

working with the GAO staff to provide them with information and data about title

insurance and our industry so that their study will reflect the realities of our industry, and

the important role it plays in maintaining the safe and secure real estate market that we

enjoy, as well as to dispel misconceptions that so often prevail in the press and

elsewhere. In any event, because the GAOQ is still gathering information for its study,

-2.
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and a final report is many months away, we cannot, of course, comment at this time on
that study or what conclusions it will reach.

My statement today will address four topics that ALTA believes are important to
the Subcommittee’s and the public’s understanding of our industry, and to its
appreciation that the problems that have received publicity in recent months are being
addressed, and, indeed, that ALTA supports further changes to minimize their
reoccurrence in the future.

First, 1 will explain what title insurance is, the role it plays in ensuring that buyers
and lenders in residential and commercial real estate transactions walk away from the
closing table with the assurance that the interests they contracted to obtain have been
properly conveyed, and how title insurance differs in important respects from other lines
of insurance. This discussion will also address the roles of title insurance companies
and title insurance agents (collectively, “title companies”) in the process by which title
insurance policies are issued. Second, | will address certain major misconceptions that
exist about title insurance. Third, | will discuss the two major competitive problems that
have been the focus of state and federal attention in recent months and that appear to
be of concern to the Subcommittee: captive reinsurance arrangements and sham
affiliated business agencies. Finally, | will discuss why regulatory mechanisms in place
today have been effective in responding to such problems, and, of even greater

importance, what further steps can be taken to minimize those problems in the future.
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1. AN OVERVIEW OF TITLE INSURANCE AND THE TITLE INSURANCE
INDUSTRY.!

Title insurance plays an essential role in facilitating ownership and investment in
real estate in the United States. Purchasing a home, or obtaining or financing or
refinancing for a home, are generally the most significant financial decisions most
consumers ever make. Beyond residential transactions, every week there are
thousands of transactions, some of which involve hundreds of millions or even billions of
dollars, relating to the acquisition, development, and sale of commercial real estate,
almost all of which are financed with borrowed funds. The willingness of individuals and
businesses to invest in real estate anywhere in the United States, or to loan money to
those who own or are acquiring real estate, and the ready marketability of those
interests and loans, is truly remarkable in light of the inherent complexities that exist
with regard to the rights that may be claimed in or against real estate. The title
insurance industry, through the policies it issues and the significant work it must perform
to be in a position to issue those policies, has rendered such investments safer, more
secure, and more marketable than in any time in world history.

The “ownership” of real estate really involves the ownership of a bundle of rights
relating to the use and disposition of the property that we have come to associate with
the general term “ownership” or, the more technically correct phrase, fee simple title.

As discussed in the introduction to this Statement, ownership rights in real estate may

 Additional background information on the nature of title insurance and the title
insurance industry is set forth in the “Title Insurance Primer,” prepared by the American
Land Title Association (Attachment A), “The Nature of Title Insurance,” by Prof. Harry
Mack Johnson, Journal of Risk and Insurance {Sept. 1966) (Attachment B); and “Clouds
on Horizon After Title industry’s Bright Year,” A.M. Best Special Report (Oct. 2005)
{Attachment C) (hereafter “the A.M. Best Report™). See also Nelson R, Lipshutz, The
Regulatory Economics of Title Insurance, Praeger Publishers (1994).




217

be divided in a number ways and over time. Prior owners may have created interests in
the property by contract, or suffered liens against the property, that will have affect the
rights acquired by a new purchaser. Because of the value, permanence, and
immovability of real estate, federal, state, county, and municipal governments have
created or recognized a vast array of liens and encumbrances that may be asserted
against real estate: rights that may affect the use of the property or otherwise encumber
the “ownership” rights of the holder of the fee simple interest. These include:

. liens against the property that serve as security for the payment of

an obligation (e.g., mortgage liens, judgment liens for unpaid court
judgments, tax liens, state and local liens for failure to pay real
estate taxes or assessments, mechanic’s liens to secure payment
for improvements, liens for recovery of child support payments or,
as in New York City, for unpaid parking tickets);

. easements that have been created by contract or arisen through use

or adverse prescription (e.g., rights of way for utilities, rights
acquired by neighbors because of a fence encroachment);

. building or use restrictions contained in a recorded plat; and

. rights or claims arising out of bankruptcy.

In any real estate transaction, the buyer wants to be cerfain that he will ultimately
be acquiring ownership of the property subject only to those liens and encumbrances he
knows about and is willing to accept. The seller, who may be conveying the property by
a general or special warranty deed (in which he will be providing certain warranties of
title to the buyer and will be contractually liable to the buyer if those title warranties are
not correct), likewise has an interest in ensuring that the title obtained by the buyer will
not be subject to any claims that will trigger liability under those warranties. The

mortgage lender is willing to provide financing for the transaction but only on the

condition that the buyer, in fact, will own the property and that the mortgage lender will
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obtain a valid and enforceable mortgage lien of the appropriate priority that is not
subject to any other lien or claim that could adversely affect that morigage interest.
While various approaches have been used in the history of the United States and
in different parts of the country to provide these assurances, the predominant
mechanism by which buyers and lenders obtain these assurances today is title
insurance — the only form of insurance invented in the United States. To understand the
reasons why this has come to be the case, one must first understand title insurance and

how it satisfies important market demands.

A. The Nature of Title Insurance and Why It Has Become the
Predominant Mechanism for Facilitating Real Estate Transactions.

In general, there are two major types of title insurance policies, both of which are
typically issued after the closing of a real estate transaction: an owner's policy and a
loan policy (sometimes referred to as a mortgagee policy or lender’s policy).

An owner’s policy insures the purchaser against financial loss or damage that
may arise from defects in the title as insured, including the assertion of liens and claims
against the property that are not otherwise excepted from policy coverage. The policy
includes protection against title defects that may be found in public records but were not
discovered during the search of those records or their significance was not appreciated,
and those “non-record defects” that even the most comprehensive search of the records
would not reveal. These non-record risks include, among others:

. fraud or forgery in the execution of documents in the chain of title;

. mistakes in interpretation of wills and other legal documents;

. the execution of documents by minors or incompetent persons who
could not legally convey property interests;
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. the existence of undisclosed heirs who did not consent to a prior
transfer;

. deeds executed under an expired power of attorney or on behalf of
someone who has died; and

. mistakes in the recording or indexing of documents in the public
records.

The policies are issued for a one-time fee, paid at the closing, and there are no
renewal premiums. Because the protection of an owner’s title insurance policy
continues as long as the insured owns, or has any liability with regard to, the insured
property, an owner's policy will proteét the insured even after he sells the property if his
buyer later asserts claims under a warranty deed with regard to matters covered by that
original owner’s policy.

A loan policy basically insures the lender that it will have a valid, enforceable lien
on the property in accordance with the mortgage interest created by the loan, that the
person to whom it is making the mortgage loan has title to the property being
mortgaged, and that no other claimant, other than those specifically noted in the policy,
has a prior, superior claim. The policy continues in force as long as there is a balance
due on the loan. The policy covers a purchaser of the loan in the secondary mortgage
market.

Under both policies, the title insurer is obligated to pay for the costs of defending
the title as insured against any covered claim. In most areas of the country, if an
owner's policy is issued in the transaction, the cost of a loan policy that is
“simuitaneously issued” with the owner's policy involves a relatively small additional

charge to the cost of the owner’s policy.
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Because the history and current status of each parce! of property is unique, title
insurance policies cannot be issued on a “casualty” basis — e.g., by assuming that,
statistically, so many properties are going to have “good title” or certain kinds of claims
against them. Rather, title insurance policies can only be issued on the basis of a

thorough search and examination of the relevant public records pertaining to the

particular property to be insured. This search and examination will determine whether
the seller, in fact, owns the fee simple title rights he has contracted to convey to the
buyer, and what liens or encumbrances exist that will limit the use or value of the
property when acquired by the buyer.

The title search and examination {discussed further below) is critical not just from
the title insurer's standpoint in underwriting the issuance of the policy. It is also
important from the standpoint of the buyer because the preliminary title commitment (or
the preliminary title report) given by the title insurer or its agent to the prospective
buyer/insured (or his representative) will identify the matters of record found in the title
search and examination process that, if not taken care of prior to the closing, will be
excepted from coverage in the policy as issued.? This information enables the buyer
(and his attorney or real estate agent) to determine whether any action needs to be
taken by the seller or others to eliminate any lien or claim identified in the commitment

before the transaction is closed.

Prior to the widespread adoption of title insurance, this function of searching the
title records, examining the relevant documents, and informing the purchaser about the

rights he may be acquiring was performed by people known as conveyancers, many of

2 Such commitments or preliminary title reports are not given to the borrower in a
refinance transaction because no owner’s policy is issued in that transaction.
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whom were attorneys. Because real estate records are generally found in the locale
(typically the county) where the property is located, this was an archetypical local
function. What title insurance brought to the table — and what accounts for its almost
universal use today — is that:
. whereas prior to title insurance, purchasers and lenders who
obtained an erroneous opinion on the state of the title had to sue the
conveyancer or lawyer; they could only recover if the conveyancer
or lawyer had acted negligently and had enough assets to meet the
judgment; and they could not recover for damages caused by non-
record defects,
. with title insurance, owners and lenders have a right of recovery as
a matter of contract and without having to establish negligence; they
have these rights against a financially sound and regulated entity
with continuous corporate existence; and the policy also protects
them against claims caused by non-record defects.
Indeed, these advantages of title insurance were critical factors contributing to
the growth of the secondary mortgage market — which, in turn, contributed significantly

to the continued growth of title insurance.

B. A Brief Historical Perspective on the Growth of Title Insurance.

The need for title insurance arose from the fact that traditional methods of
conveying real property did not provide adequate safety to the parties involved. Indeed,
the origin of title insurance is directly traceable to the limited protection that was
provided through the use of conveyancers.

The 1868 decision in Watson v. Muirhead, 57 Pa. 161, was a watershed event in
the history of title insurance. Muirhead, a conveyancer, had searched the title for a
parcel of property to be purchased by Watson. In good faith, and after consulting an
attorney, Muirhead concluded that certain recorded judgments against the seller would

not be liens against the property Watson was buying. Watson went ahead with the
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purchase of the property, but was subsequently required to pay off those judgments

against his selier, which were found to constitute liens on the property Watson had

purchased. Watson sued Muirhead to recover his losses, but the Pennsylvania

Supreme Court ruled that, given the state of the law at that time, there was no

negligence on Muirhead’s part, so no recovery could be had. Watson, an innocent

purchaser who had relied on Muirhead’s erroneous, but not negligent, conclusion about

the state of the title he was purchasing, had no recourse. Shorlly after that decision, the

first title insurance company — The Real Estate Title Insurance Company — was founded

in Philadelphia. The purpose of the infant industry — still relevant today — was

expressed in the initial advertisement of the company:

This Company insures the purchasers of real estate and
mortgages against loss from defective titles, liens, and
encumbrances. Through these facilities transfer of real
estate and real estate securities can be made more speedily
and with greater security than heretofore.

While the use of title insurance expanded in the decades that followed, as other

companies were established in Pennsylvania, New York, Virginia and in other states,

the single greatest impetus to the growth of title insurance was the development of the

secondary mortgage market following World War ll. Transactions in the secondary

mortgage market include:

the sale of mortgages by the originator of the loan to a third party
investor who will hold that loan in its portfolio (e.g., the sale of a
mortgage by an originating bank to a life insurance company); and

the sale of mortgages to an entity, such as Fannie Mae or Freddie
Mac, that will thereafter either resell the mortgages or sell mortgage-
backed securities based on a portfolio of mortgage loans.

The essential purpose of the secondary mortgage market is to facilitate morigage

financing by broadening the base of investors and increasing the availability of
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investment funds for mortgage financing. It has served that purpose well.® However,
the need for safety and protection from title problems on mortgages that will be sold in
the secondary market is more acute than in the historical situation where a local lender
might retain the mortgage loan in its own portfolio. The local lender might have been
willing to make and retain the loan based on its familiarity with local law and customs,
and its reliance on the titie opinion of a local attorney whose work the lender was
familiar with. In contrast, a national lender or a purchaser of loans or mortgage-backed
securities is not willing to rely on the opinions of title of local lawyers or conveyancers,
and is certainly not going to want to have to bring a negligence suit in the lawyer's or
conveyancer's home town if the opinion turns out to be wrong or the transaction
mishandled. Secondary market purchasers want — and require — the protection of a
standardized title insurance policy, whose terms and coverage they are comfortable
with, issued by a financially sound company that they know will be there if a title

problem needs to be corrected or paid off.

C. How Title Insurance Differs from Other Types of Insurance.

Title insurance differs in fundamental ways from most other forms of insurance,
such as auto, homeowner's or life insurance. Understanding these differences is
important to avoiding misconceptions that may result from inappropriate or erroneous

comparisons with those other lines.

3 For example, from the end of 1990 to the end of 2003 Fannie Mae’s and
Freddie Mac's combined portfolios of mortgages has grown from $132 billion (or 5.6
percent of the single-family home-mortgage market), to $1.38 trillion (or 23 percent of
the home-mortgage market). Virtually all of the loans in those portfolios are protected
by title insurance.
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First, most other forms of insurance provide protection for a limited period of time
and, hence, the policy must be periodically renewed. If the premiums do not continue to
be paid, the policy lapses. Title insurance is issued for a one-time premium. There are
no renewals, and policy protection extends for as long as the insured owner (under an
owner’s policy) owns the property or has liability in connection with the property, or the
insured lender (under a loan policy) has a balance due on the loan secured by the
morigage.

Second, other forms of insurance insure against future events after the policy has
been issued — such as a fire, an accident or, in the case of life insurance, death. Title

insurance insures against title defects that arose before the policy is issued.* While the

claim may not be asserted until after the policy is issued, it has 1o be based on matters
that existed prior to the policy issuance date. Thus, a buyer of real property who suffers
a lien to be incurred on his house after a title insurance policy has been issued to him
(e.g., because he failed to pay a financial obligation that the law permits to be enforced
through a lien on her property) cannot seek indemnification for that claim from the title
insurer.

Third, as a result of these fundamental differences in policy coverage, there are
fundamental differences in the way in which insurers of these lines underwrite the
policies they issue. Property/casualty insurance companies try to minimize claims by
taking steps to inspect and assess the risks they are being asked to insure before they

issue the policy. However, there is only so much information they can obtain and

4 Some new policy forms are providing limited protection for certain post-policy
events, such as the forgery of a document filed after the policy is issued and that ciouds
the insured’s title, and a neighbor building an extension on his home that encroaches on
the insured’s property.
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assess before the policy is issued that will predict the likelihood of a future claim.
Rather, they rely primarily on an actuarial determination of the likelihood of various
kinds of claims and losses taking place in the future and then determine the appropriate
charge to make in order to generate adequate revenue to pay the level of claims that
they know are statistically likely to occur.

Since title insurance generally insures matters that exist at the time the policy is
issued, the underwriting of title insurance, on the other hand, operates almost entirely
on the basis of identifying, evaluating, and addressing title problems before the policy is
issued. It is theoretically possible, through a thorough search and examination of the
title, to identify all the record defects (but, of course, not the non-record defects) that
may exist and then to eliminate them, insure over them, or exclude them from
coverage.’ (As discussed in the next section, this process frequently results in title
companies taking curative actions to remove invalid or satisfied liens or claims from the
public records, or otherwise to repair errors in the title records.) While claims and
losses are inevitably bound to occur, title insurers seek to do all they can to minimize
the possibility of future claims.®

This trade off between (i) using revenue from the one-time premiums primarily fo
identify and, if possible, eliminate title risks prior to the issuance of the policy — thereby

reducing the likelihood of having to pay claims -- rather than (i) using such revenue to

® Just as no homeowner's insurance company would insure a house if it knew at
the time that a fire was raging in the basement, a title insurer will not insure against a
significant lien or claim it knows to exist and to be enforceable against the property.

5 In this regard, title insurance is somewhat akin to boiler insurance, where a

significant portion of premiums are devoted to inspecting and correcting any problems
with the boiler before the policy is issued.
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pay claims that will inevitably arise if less intensive work is done in the up-front
search/examination functions, is of unquestioned benefit to consumers and to all
insureds. The importance of this point cannot be over-emphasized. All owners and
investors in real estate, whether residential or commercial, want the safe, secure, and
peaceful use of the property they are acquiring. If there is a problem with the title that
could affect that use or the property’s value, they want to know about it before they buy
or invest in the property. Compensation for the loss of the property, or having to be
involved in litigation by a party challenging their rights in the property, is not what the
buyer or lender wants if such claims could otherwise be avoided.

Thus, it serves everyone's interest, including most particularly the industry’s
insureds, that title companies spend the preponderant share of their revenue on the title
search, examination, and curative functions, which, if performed properly, will inevitably

result in fewer losses and claims payments.

D. The Process of Issuing Title Insurance Policies and the Unique Role
of Agents in the Title Insurance Business.

The process by which title insurance policies are issued is outlined in the figure

on the following page.
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The first step a title company takes after an order is received is to collect the
relevant records and information pertaining to the property to be insured, and
information regarding possible claims against the seller or owner that could affect the
title to the insured property. This is referred to as the “title search,” and the information
collected is the "title evidence.” Such evidence can be obtained in any of several ways:

. by conducting a search at the various records centers where
relevant information may be located;”

. by purchasing the evidence from a third party provider; or
. by owning or having access to a “title plant” — a privately-owned
facility, now frequently maintained on a computerized basis, in which
information and documents from the various public records centers
are obtained, and then reorganized and maintained so that a search
of any property in the locale can be conducted at any time without
having to go to all of the public records sources.
Having collected the title evidence, professionals experienced in real estate law
and title insurance principles must then examine the title evidence to reach a
determination as to whether the seller can convey fee simpile title to the buyer, and what
title defects have to be noted as exceptions to the policy's coverage. It is at this “title
examination” stage that the fitle company performs one of the most valuable services
that is an inherent part of the title insurance underwriting function: curing defects and

problems that may exist in the title records. As the chart on the folliowing page shows,

this curative action includes obtaining releases or pay-offs for discovered liens (e.g.,

7 These could include the Office of the Recorder of Deeds (sometimes referred to
as the Registrar of Deeds or the County Clerk’s Office) (e.g., for deeds, plats,
mortgages, and other documents relating to the property may be located), local or state
courts (e.g., for judgments and liens), probate courts (e.g., for records on estates,
marriages and divorces, adoptions, changes of name), federal bankruptcy courts, and
various other cites.
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prior mortgage liens, child and spousal support liens, judgment liens, and tax liens
where the release or pay-off of the lien was never recorded); obtaining releases for prior
mortgages; and correcting typographical problems that could create problems
(misspelled names, incorrect legal descriptions). A recent study by Association
Research Institute indicates that such curative actions are taken, on a nationwide basis,
in approximately 36% of residential real estate transactions.®

On the basis of the title examination, a commitment to insure the property is then
sent to the prospective insured or his representative that will set out the conditions that
must be met for a title insurance policy to be issued (e.g., the execution of a deed of
trust, the pay-off of the seller's morigage lien, the execution of a new mortgage in favor
of the buyer's lender), and any exceptions (in addition to standard exceptions, such as
for current taxes due) to be taken from policy coverage as a result of the title defects
discovered in the title search and examination process. If those exceptions pose
problems for the prospective insured, steps may be taken by the parties, with the
assistance of the title company, to eliminate those defects that can be eliminated. If the
defect cannot be removed, the title company may be willing to insure over the defect,
either because it concludes that the risk of assertion or financial damage is small, or
because an indemnity is obtained from the seller or another party.

Those defects that cannot be removed will be listed as exceptions to the policy’s
coverage. If the excepted defect is serious enough, the buyer may seek to modify the
terms of his purchase contract with the seller or, in an extreme case, decline to proceed

with the transaction. The latter situation is generally very rare because the title industry

8 See “2005 Abstracter and Title Agent Operations Survey,” Association
Research, inc. (April 2006) at 12-13 (Attachment D).
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has done such a good job over time in cleaning up titles, and preserving the integrity of
the public records,® that it is rare that a seller’s title is so defective as to be uninsurable
or unmarketable.

The closing package is then prepared and then a "bring-down” search is run o
ensure that nothing has been filed of record since the date of the original search that
adversely affects the underwriting determinations regarding the policy that can be
issued.

The last steps in the process involve the closing of the transaction (i.e., the
execution of relevant deeds, mortgage instruments, and other documents, and the
exchange of funds), the recording of the new deed and mortgage lien, and the issuance
of the title insurance policies to the lender and the purchaser.

Two important observations on the foregoing general discussion deserve noting.

First, all of the steps described in the process of issuing a title insurance policy
may be performed by a title insurance company through a branch office it maintains in
the locale where the property is located, or by a title insurance agent acting on the
insurer's behalf. Unlike agents in other lines of insurance, who primarily perform, and
are compensated for, sales-related functions, title insurance agents will generally
perform all of the steps in the title insurance issuance process described above — the
search, examination, curative work, issuance of the commitment, handling of the

closing, recording of the documents, and issuance of the policies.’® Thus, since the

9 Indeed, in times of calamity, title records maintained by title companies have
taken the place of public records that have been destroyed.

' Accordingly, title insurance agents are primarily compensated for the work they

do in connection with the issuance of the policy. In transactions involving agents, the
insurer will provide the agent with blank title insurance policies pre-signed on behalf of
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preponderant portion of the revenue generated by the one-time title insurance premium
is used for these functions and not for the payment of claims, it should not be surprising
that the preponderant portion of the premium is paid to the agent for performing these
functions.

Second, because of the historical differences in laws, customs, and practices in
various parts of the country — and even within different areas of a single state ~ the title
insurance issuance process described above is subject to numerous variations
throughout the country. For example, in many parts of the eastern United States (and
elsewhere) attomeys still play a significant role in residential real estate transactions
and frequently act as title insurance agents on behalf of a commercial title insurance
company or a “bar-related” title insurance entity. In these areas, the closing takes place
when parties gather together around a “closing table” to sign and exchange documents
and funds. In the Midwest, abstracters generally perform the role of preparing the title
evidence (compiled in a document called an “abstract”) from which a lawyer or a title
company will perform the examination. Depending on the region, closings are
conducted either around a closing table as described above or through an escrow,
where the transaction is closed pursuant to written instructions received by the escrow

holder from the parties. In California and other parts of the western United States, title

(continued)

the insurer that, upon being counter-signed (where required) and issued by the agent,
become binding policies of the insurer. The insurer will generally not know that a policy
has been issued by its agent until the end of the month (or some other period) when the
agent remits the “net premium” due to the insurer (i.e., the total premium less the
agent’'s commission or “retention” as it is referred to in the title industry) for all policies
issued in the most recent period, together with a list of the policy numbers on the issued
policies.
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companies or independent escrow companies are available to handle this escrow
function.

As title insurance expanded throughout the country, it tended to either become
an overlay — an umbrella of added protection — on top of traditional methods of title
searching and conveyance in the locale, or to supplant those methods by having the
title insurer, either directly or through its agents, perform the search, examination, and
closing functions. This explains why there are so many regional and local variations in
how the conveyance of real estate is handled and the functions that title insurers and
agents perform. It also explains why there are so many variations in what is covered by
the title insurance premium. In some areas, the title insurance premium may
encompass the issuance of both the owner's and lender’s policies, the search and
examination, and the closing of the transaction. In most others areas, the escrow or
closing charge is not included and there are separate premiums for the owner's and the
loan policies (although a significantly reduced simultaneous issue rate is available for a
loan policy issued at the same time as the owner’s policy). In some parts of the country
the premium may include the search and examination function, and in other areas it
may represent only a “risk rate” with the agent or insurer charging separately for the
search and examination functions.

Accordingly, simply comparing title insurance premiums between or among
different parts of the country will generally not result in an apples-to-apples comparison.
Any meaningful and appropriate comparison between comparably priced transactions

would have to include a comparison of the full range of charges that appear in the 1100
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series of items in the HUD-1 uniform settlement sheet (which includes all title insurance

and related charges).

E. Basic Approaches to Title Insurance Regulation.

Because of the important and unique role that title insurance plays in home
ownership and in our economy, a more extensive regulatory framework applies to title
insurance than is generally applied to other lines of insurance. While the specifics of
such regulation vary from state to state, certain core elements of regulation remain
consistent across all states.

Title insurance is one of the few lines of insurance that is required to be
monoline: that is, a licensed title insurer is not permitted to offer any other line of
insurance. Similarly, an insurer licensed to engage in another line of insurance cannot
provide title insurance coverage. This restriction is expressly set forth by statute in a
majority of states and, as to the balance, imposed generally through licensing statutes.
This monoline restriction was adopted by states following the collapse of the title
insurance industry in New York during the Great Depression. At that time, title insurers
had been allowed to issue mortgage insurance and those other insurance activities had
caused their insolvency as many borrowers were unable to repay their loans. Monoline
restrictions were imposed in order to prevent this kind of disaster in the future and as a

means of ensuring the safety and solvency of title insurers.!

" The importance of the monoline restriction has recently been questioned on
the mistaken view that it somehow limits competition. That is not the case. Such
restriction does not prevent any other insurance company from establishing a title
insurance company as a separate corporate affiliate. It simply prevents them from
mixing their title insurance risks with other kinds of insurance risks in the same
company.
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Additional regulatory requirements are imposed to ensure the safety and
solvency of title insurers. States generally impose heightened capitalization and
reserve requirements on title insurers, including statutory premium reserves
requirements, recognizing, in part, the longer loss tail for these policies and the fact that
there is no revenue from the renewal of policies. Title insurers are also subject to
restrictive limitations on dividend distributions and specialized financial reporting
requirements.

As discussed above, title insurance is a loss prevention type of insurance. In
order to minimize losses, an extensive search of public records is performed as a
predicate to the issuance of a policy. This search requirement is codified in many states
to ensure that the search is always performed and that title insurance is not issued on a
“casualty” basis. Such a requirement is intended to preserve the solvency and integrity
of the title industry by minimizing claims. in addition to federal requirements under the
Real Estate Settlement Procedures Act (RESPA), many states impose additional
restrictive market conduct practices on title insurers and agents.

With regard to their approach to the regulation of rates, virtually all states require
that title insurance rates must not be excessive, inadequate, or unfairly discriminatory.
However, there are differences in the specific approaches taken to achieve that

objective:

(continued)

Moreover, Dr. Lipshutz discussed the continued importance of the monoline
limitation at length in a recent study. See Attachment E. Indeed, recent legislative
efforts sponsored by non-title insurers to remove or modify the monoline statutes in
California and South Dakota were defeated, with neither bill leaving committee.
Likewise, the State of Arkansas has recently enacted a mono-line statute and a title
insurance bill that contains a monoline provision has recently passed both houses in
flinois.
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. a few states (three) promulgate the rates that may be charged and
the split of the premium between insurer and agent; '

. a number of states (nine) require title insurers to obtain the prior
approval of the state insurance regulator before the rates become
effective;

. the great majority of states (27) require the filing of rates and then a
specified waiting period before they may be used (so as to afford the
regulator an opportunity to review the rates before their use);

. two states have a “use and file” approach; and

. eight states have no express regulation of title insurance rates."”

Two important aspects of all title insurance rates are that (1) they avoid the
problems that would be posed if titie charges in a particular transaction were based on
the actual costs incurred in handling the particular transaction, and (2) they intentionally
incorporate cross-subsidization principles between higher value and lower vaiue
transactions that ensures the ready availability of title insurance for moderate and low-
income consumers.

Regarding the first benefit, if charges were based on the time and effort involved
in searching, examining, curing defects, and closing particular transactions, the seller
and the buyer would not know what the cost of the title-related process would be at the
outset of the transaction,™ since the total charge would only be known after the work in

connection with the issuance of the policy was done. Not only would this make the cost

2 Two other states, South Carolina and Connecticut, do not regulate rates but do
control the level of agent commissions.

'3 For a listing of the regulatory approaches of the various states, see the A M.
Best Report at 16 (Attachment C).

™ In many areas of the country, it is customary for the seller to pay for the

owner’s title insurance policy to be issued to the buyer, the buyer to pay for the
simultaneously issued loan policy, and the parties to split the cost of the closing.
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of many transactions uncertain, but it would make it difficult to comparison shop among
title companies.

Regarding the second benefit, the fact that premiums are based on a rate per-
thousand of liability results in a situation where higher price properties subsidize the
cost of producing policies on lower-priced properties. Since title insurance rates are
intended to cover all of the costs involved in producing policies and claims, there is an
average cost per policy that the title insurer incurs. The premiums for lower-priced
homes will fall below this average cost and the premiums for the higher-priced homes
will generate revenues in excess of this average cost. The result of the rate structure is
that transactions involving lower-priced homes will be subsidized by the transactions
involving higher-priced homes. The incorporation of cross-subsidization into title
insurance rate schedules thereby serves the important social function of making lower-

priced properties more marketable.

i CORRECTING MISCONCEPTIONS ABOUT TITLE INSURANCE.

The unique nature of title insurance, combined with the relative infrequency with
which consumers purchase title insurance, has led to several general misconceptions
about the purpose and value of title insurance. Many consumers who do not
understand the product and its purpose, or who have not experienced a title problem,
sometimes question the need for, or pricing of, title insurance. These misconceptions
are then often reflected in the press, spreading their impact. While the industry, through
ALTA and other state land title associations, has undertaken substantial consumer
educational efforts, these misconceptions continue to persist in the marketplace and

among some regulators.

.24.



238

We here address two of the more common misconceptions. Misperceptions
relating to the significance of recent federal and state regulatory actions taken with
regard to certain kinds of referral arrangements entered into by title insurance
companies — captive reinsurance and agency arrangements with sham affiliated

business companies — will be addressed in Part 111, below.

A. Misconception: Because the industry pays out a relatively small
portion of its total revenues in claims, this must mean that title
insurance is of little value.

Based on inappropriate comparisons with property and casualty insurance and
other lines of insurance, it is a frequent misconception that title insurance must be of
little value because title insurance companies pay out a relatively small portion of their
total revenues in claims. This misconception fails {o recognize the significant
differences between fitle insurance and those other lines of insurance that are
discussed above in section |.C, of this Statement.

The purchase of a home generally represents the single most significant financial
investment made by a consumer. Before the purchase, the prudent consumer wants
assurance that he will be acquiring the safe and secure use of the property, free of
unknown title defects. This assurance is provided by title insurance which, through the
exclusions and exceptions noted in the commitment and ultimately in the policy, advises
the consumer about title defects the company is unwilling to insure and provides
indemnity against any unknown title defects that may cause financial damage to the
insured.

As discussed in Part 1.D., above, to accomplish its function of minimizing title

claims and thereby serve the primary need of their insureds, title companies expend
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substantial time collecting and evaluating the title evidence, curing defects, making
underwriting decisions, issuing a commitment that will enable the consumer to review
and consider the exceptions to coverage for identified defects in the title insurance
policy that will be issued, and issuing the policy. Each of these functions requires highly
trained employees and professional personnel. In order to evaluate the condition of
title, title company personnel must be familiar with all applicable legal aspects of title,
including real property law (which often varies by state and even in different counties
within a state) as well as bankruptcy, probate and family law. While many title
companies maintain or have access to title plants (as mentioned earlier) in order to
obtain their title evidence, in many parts of the country the title evidence is still obtained
through direct searches in the recorder’s office, at the county court house, and in other
public records centers. These searches tend to be labor intensive requiring direct
review of the applicable documents since only approximately 15% of pubilic records are
computerized. Even in those geographic areas where title plants are used, the cost of
developing these plants is expensive as is the on-going cost required to constantly
update the plant with all new public record filings. Even then, a search of the public
records may stilt be required from the date of the last posting of the plant until the date
of the transaction.

Over the last 20 years, loss and loss adjustment expenses'® have accounted for

approximately 6.4% of revenues. This compares with loss ratios in the

15 { 0ss" refers to amounts paid out to the insured for a loss under the policy. It
includes payments to remedy a problem (e.g., paying off a prior mortgage or a missed
lien), paying damages due to inability to use the property because of some covered title
defect (e.g, an easement or covenant), or paying the value of the property in the case of
a complete failure of title). "Loss adjustment expense” includes all costs incurred in
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property/casualty insurance industry of approximately 70-80%."® On the other hand,
operating expenses in the title insurance industry — which include the expenses incurred
in the search, examination, curative, and policy-issuing functions — average around 92%
of revenue, whereas operating expenses are in the range of 23-28 for property/casualty
insurance companies.”” On a combined basis, the total of operating expenses and loss
and loss adjustment expenses for title insurers amounts to 98.4% of revenue, with the
balance (1.6%) constituting the historical profit margin in the industry.”® (See the table
on the following page.)

Thus, the relatively low loss ratio simply reflects that title insurance is properly
serving its function of assuring safety in real estate investments. If title insurers had a
much higher claims rate, consumers and other insureds would be highly dissatisfied
because they would be confronted much more frequently with unexpected and
unwanted title problems. Moreover, the cost of title insurance would ultimately have to
increase substantially to cover such claims.

B. Misconception: There Is a Lack of Competition in the Title Insurance
Industry.

As various state regulators have considered whether title insurance rates within

their state are “excessive, inadequate or unfairly discriminatory,” a misconception has

(continued)

connection with the claim other than loss payments (e.g., legal fees in defending an
insured title, a portion of the general expenses of the legal and claims administration
departments).

'8 See Exhibit 8 of the A.M. Best Report (Attachment C).
17 Attachment C, Exhibit 9.
'8 Attachment C, Exhibit 10.
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developed that there is a lack of competition within the industry. This misconception
has been fueled by a recent report prepared by Birny Birnbaum for the California
Commissioner of Insurance entitled “An Analysis of Competition in the California Title
Insurance and Escrow Industry.” While the regulatory objective of the Commissioner in
asking for this report appears contrary to California law,' in any event the report
misapplied outdated economic theory, selectively evaluated data, and drew conclusions
unsupported by appropriate empirical data.

Following the issuance of the Birnbaum report, and given the importance of the
question of competition, ALTA engaged Dr. Nelson R. Lipshutz of Regulatory Research
Corporation to review the report and determine if it was based on sound and
appropriate economic theory, and supported by appropriate empirical data. Dr. Lipshutz
made that evaluation and determined that the report was incorrect and unreliable.?°

In addition to the evaluation of Dr. Lipshutz, other noted economists reviewed
and evaluated the Birmmbaum report. Dr. Gregory S. Vistnes of CRA International, who
has held positions as an economist at both the Federal Trade Commission and the

Department of Justice’s Antitrust Division and who was personally involved in

' The California Insurance Commissioner has publicly stated that he wants to
reduce title insurance rates in California through regulation or otherwise. The
Legislature in California, however, has expressly rejected such regulation. “ltis the
express intent of this article to permit and encourage competition between persons or
entities engaged in the business of title insurance on a sound financial basis, and
nothing in this article is intended to give the commissioner power to fix and determine a
rate level by classification or otherwise.” Cal. Ins. Code § 12401.

20 “Incorrect Conclusions About Competition in the California Title and Escrow
Markets Asserted in the December 2005 Contractor Report to the California Insurance
Commissioner, Dr. Nelson R. Lipshutz, Regulatory Research Corporation, January 5,
20086) (Attachment F). The Executive Summary of Dr. Lipshutz’s study describes the
five most serious deficiencies of the Birnbaum report.
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formulating federal policy regarding competition, determined that Mr. Birnbaum’s
conclusion that a reasonable degree of competition does not exist in California “has no
basis in fact, and flows from an inappropriate and error-ridden analytic methodology.”®'
Dr. Jared E. Hazieton, Professor of Finance, Insurance, Real Estate, and Law of the
University of North Texas, similarly severely criticized the Birnbaum report.?® Finally,
Michael J. Miller, FCAS, MAAA, evaluated the Birnbaum report from the perspective of
an actuary and found the report seriously flawed.?® All experts who have reviewed the
report concur that it is so flawed and inaccurate that it should be disregarded by public
policymakers.

Dr. Bruce E. Stangle and Dr. Bruce A. Strombom of Analysis Group, Inc. have
undertaken a study of competition in the California market.®* They conclude from a
careful review of available data and a proper application of economic principles: “The
data show that the title insurance industry in California is competitive and rates are not
excessive. For the median priced home in California, the base price of a standard
owner's title insurance policy per thousand dollars of coverage has declined significantly
from $6.89 in 1962 to $3.06 in 2005. Prices for refinance loan policies have fallen even

further. . . . Competition among title insurance companies forces firms to provide more

2! “An Economic Analysis of the December 2005 Birny Bimbaum Report to the
California Insurance Commissioner,” Gregory S. Vistnes Ph. D., CRA Intemational
(January 5, 2006) at 1. (Attachment G).

22 gee Attachment H.
2 See Attachment 1.

24 “Competition and Title Insurance Rates in California,” Drs. Bruce E. Stangle
and Bruce A. Strombom, Analysis Group, inc. (January 23.2006) (Attachment J).
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innovative products and services and to offer lower prices through modified pricing
programs.”®®

ALTA believes that there is intense competition within the title insurance industry.
Indeed, it is because of this intense competition that some companies have engaged in
kickback and referral fee arrangements in order to increase (or maintain) their market
shares.

When one discusses competition it is important to recognize that competition
exists on several different levels. It is not just limited to price. There is significant
competition in the industry both at the insurer level and the agent level, and even
between insurers and agents, with regard to (i) the quality and nature of services
provided, (ii) the speed with which they can handle a transaction, (jii) the variety of title
products that they offer, and (iv) the ability to attract and retain knowledgeable, trained
and efficient title employees and attorneys. But, even with regard to price competition,
the analysis of Drs. Stangle and Strombom confirms that there is active price
competition in California, as ALTA believes to be the case in those states where rates
are not promulgated by the state.?

Consumers benefit from this competition generally through lower rates, better
and more efficient service, and the development of more market sensitive title products.

While the misconception that there is no competition within the title industry is

generally driven by those believing it to be a way to force lower title insurance rates, it is

Bid., at1.

% Florida, New Mexico and Texas promulgate rates.
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simply that — a misconception. There is intense competition within the title industry in a

wide variety of ways, including rates.

Hi.  ALTA’S PERSPECTIVE ON THE PROBLEMS OF UNLAWFUL PAYMENTS
AND SHAM AFFILIATED BUSINESS ARRANGEMENTS.

The title industry is a very competitive industry. Competition for business and
market share not only exists between title insurers, but between title insurers and title
agents, and among title agents. Because title insurance is generally purchased only in
connection with a real estate transaction — either a sale transaction or a mortgage
refinance transaction — and there are no renewal premiums, most consumers do not
have the familiarity with title insurance or title insurance providers that they have with
auto or homeowners insurance that they purchase on a recurring basis.

Consumers today are generally more knowledgeable about real estate and
mortgage transactions — and title insurance ~ than they have been in the past. Thisis in
part because of educational efforts of ALTA and other real estate professionals, as well
as because consumers have bought, sold or refinanced their homes far more often than
in past decades.”” The fact remains, however, that most consumers still fook to their
real estate agent or mortgage lender for advice on the selection of a title company, and
that is not likely to change in the foreseeable future. Reliance by consumers on the
recommendations of real estate professionals makes sense because those
professionals are involved in real estate transactions on a day-in, day-out basis, and are

in an a far better position than the consumer to assess which title companies provide

7 Indeed, ALTA posts on its website extensive consumer advice regarding the
home purchase process and the need for title insurance as part of its effort to help
educate consumers about title insurance.
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the best combination of service, quality, underwriting, and price. For that reason, it is
inevitable that title companies will seek to compete actively for the referrals of those real
estate professionals. '

The title industry has very high fixed éosts because of the huge investment
required to maintain title plants and the need to retain, regardless of the volume of
business, highly skilled and relatively scarce people to perform the search, examination,
and underwriting functions on a county-by-county basis. Critics of the title industry often
think that computerization of some title plants greatly reduces the cost of the title search
without recognizing the enormous expense involved in the construction and
maintenance of these plants.

Industries and firms with high fixed costs, however, often find that the marginal
cost of producing an additional unit, beyond where the fixed cost is covered, is minimal.
Any units sold beyond this point have only a small variable cost associated with them.
Therefore, the revenue derived from the sale of these additional units can be lower than
the average cost of production and stilt add to the company’s profit. In the title industry,
companies seeking to attract additional marginal business may be willing to give part of
the revenue generated by that marginal additional business to the parties who can refer
that business to them. If such reductions in revenue were experienced in all
transactions, however, the firm would lose money and eventually be forced out of
business. But such reductions in order to obtain the marginal additional transactions
may make economic sense. In great measure, these factors help explain why title
companies, in order to obtain marginal additional business, have been willing to enter

into arrangements with real estate professionals who may be able to generate the
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marginal additional business. When the arrangement reflects reasonable payment for
real services provided by the entities owned by those real estate professionals, there is
no violation of RESPA or comparable state law provisions. When the arrangement
does not reflect reasonable payment for real services, but payment for the referral of
business, there is a potential RESPA problem.

Recently, there has been significant publicity regarding certain practices engaged
in by title insurance companies and agents with those real estate professionals in a
position to refer title insurance business. These practices have been alleged to be in
violation of RESPA or state law. Two arrangements have received particular attention.
The first, referred to as captive reinsurance, involves title insurers purchasing
reinsurance from licensed companies that are owned by a builder, lender, or real estate
broker who was involved in the original transactions that generated the title insurance
policies for which the reinsurance was obtained. The second involves title insurers that
have entered into agency arrangements with title insurance agencies owned by
builders, lenders, or real estate brokers, where the affiliated agency obtains most or all
of its business from referrals by its owners but does not perform many, or perhaps even
any, of the customary functions performed by independent title agencies, yet receives a
substantial commission similar to the commission received by a full service agent. The
entities in this second example have been referred to as “sham affiliated title insurance
agencies.”

Both kinds of arrangements represent situations where the title insurer,
competing for business to expand its market share, may be providing an indirect

kickback or referral fee to the builder, lender, or broker involved in the arrangement in
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order to influence the referral of business. In both kinds of arrangements, the entity
affiliated with the referrer of business — the reinsurance company or the affiliated title
insurance agency — may be providing some services to the insurer. But the key
question from a RESPA or comparable state law perspective is whether the payments
made by the insurer to the affiliated entity — the reinsurance premiums paid to the
captive reinsurer, or the commissions paid to the “sham” title insurance agency —
exceed the reasonable value of the services that are provided by those entities to the
title insurer. If they do, then the excess payment may be viewed by federal or state
agencies, or the courts, as a referral fee paid to the builder, iender or broker.

While ALTA cannot comment on the specifics of any particular arrangement,
some general comments on these practices may be helpful to the Subcommittee in

obtaining a perspective on these matters.

A. Captive reinsurance arrangements

Reinsurance arrangements are well established and widely used throughout the
insurance industry, including by the title insurance industry, to enable an insurer to
spread its risk of loss on either a single policy (generally a large commercial risk) or
over a range of policies or an entire portfolio of risks. Under reinsurance arrangements,
the insurer that issued the policies pays a reinsurance premium to the reinsurer for its
acceptance of a portion of the risk on those policies. When the reinsurer is owned by a
party who generated the insurance business in the first place (e.g., the builder, lender,
or real estate broker), the arrangement is commonly referred to as captive reinsurance.
RESPA principles permit captive reinsurance so long as the amount paid for the

reinsurance is reasonably related to the risk assumed.
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In a 1997 letter, then Assistant Secretary of HUD-FHA Commissioner Nicholas
Retsinas set forth the RESPA parameters for captive reinsurance arrangements entered
into by mortgage insurers.”® The two key principles articulated in that letter were that
(a) payments to the captive reinsurer must be for reinsurance services actually
furnished, and (b) compensation paid to the captive reinsurer must not exceed the value
of such services.

Several title insurers then began to consider entering into captive reinsurance
arrangements and the application of those principles to title insurance. Because of
certain differences that exist between mortgage insurance and title insurance, and
between historical reinsurance practices in the two industries, ALTA sought guidance
from HUD as to how the principles articulated by HUD in connection with captive
mortgage reinsurance would be applied in the title insurance context.?® Unfortunately,
HUD failed to respond to that letter for more than five years and, when it did respond,
simply reiterated the two principles from the mortgage insurance letter without any
analysis of their application to title insurance.® In the absence of any response from
HUD in the years following the ALTA letter and company inquiries, title insurers were
left without any guidance from the agency (a matter that will be discussed further in Part
IV of this statement). Accordingly, several companies entered into captive reinsurance

arrangements that they believed were in compliance with the HUD mortgage insurance

2 See Attachment K.

2% See Attachment L. Likewise certain title insurers approached HUD to
determine if their proposed reinsurance programs were RESPA compliant and received
no definitive guidance.

3 See Attachment M.
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guidelines. Because of the lack of HUD guidance on title insurance, other title insurers
did not pursue such arrangements.

In late 2004 and early 2005, certain state insurance departments, including
Colorado and California, began to examine these captive reinsurance arrangements, in
part because of information brought to their attention by other members of the industry
who were not engaged in those practices and who were concerned about their loss of
market share. The Colorado and California departments, and subsequently others,
came to the view that such arrangements were not consistent with RESPA and various
state law provisions. Consequently, the companies that had been engaged in such
arrangements terminated the practice and elected to settle the dispute, rather than
engaging in lengthy litigation over whether such arrangements in fact violate RESPA or
state law. Itis ALTA’s understanding that all such reinsurance arrangements have now
been terminated and that the insurers involved have reached, or are in the process of
reaching, settlements with the insurance departments that involve payments {o
consumers whose policies were reinsured under such arrangements.

ALTA believes that if HUD had responded to its 1999 letter more promptly and
with more definitive guidance, these arrangements might never have been created in
the first place. Moreover, the Subcommittee should consider several other pertinent
factors about these arrangements. First, consumers whose policies were reinsured
under those arrangement did not pay a higher price than the price paid by consumers in
comparable transactions that were not subject to such arrangements. This does not, of

course, determine whether the arrangements were or were not violations of RESPA or

-36-



251

state law. But no one should believe that the consumers involved were “overcharged”
in those transactions.

Second, such transactions represented a very small portion of the total number
of transactions of the title insurance companies involved and of the aggregate premium
revenue of the industry as a whole. In other words, even if some portion of the
reinsurance premiums paid by the companies were in excess of the value of the
reinsurance obtained from the captive reinsurers, the total amount of such excess
payments is a miniscule portion of the total revenues of the industry. Any contention,
therefore, that such excess payments demonstrate that, as a general matter, title
insurance is overpriced simply cannot be sustained. These marginal additional
payments were made to obtain marginal additional business.

This is not, of course, to condone these or any other arrangements that may
violate RESPA. Rather, it is to make clear that general conclusions about title

insurance charges or profitability cannot be derived from this kind of evidence.

B. “Sham” affiliated business title agencies.

Prior to 1983, there was a substantial question as to whether Section 8 of
RESPA, which prohibits the giving or receipt of any kickback or referral fee in
connection with a real estate settlement service, applied where a person in a position to
refer settlement business had an ownership interest in a company (e.g., a title
company) to which it referred business and from which it received dividends. During
several years of Congressional debate on that issue, ALTA took the position that
limitations should be placed on the amount of business such entities could accept from

referrals by owners. Congress did not agree with that position. In 1983, Congress
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amended Section 8 of RESPA to make clear that persons in a position to refer
settlement service business (e.g., builders, lenders, and real estate brokers) can
establish or own title companies and other settlement service providers to which they
refer business provided that three conditions are met:

. the person making the referral provides an Affiliated Business
Disclosure Statement to the consumer explaining the nature of the
affiliation between the person making the referral and the affiliated
business entity, and an estimate of the charges to be made by that
entity;

. the person making the referral has not required the use of that
provider; and

. the only thing of value to the person making the referral is a return
on the ownership interest in the affiliated business entity.

In 1996, HUD promulgated regulations implementing these statutory provisions
that provided further guidance on what parties needed to do to avoid their affiliated
business arrangements being considered “sham arrangements” that would not fali
within the statutory safe harbor. These requirements, which apply to the establishment
of affiliated title insurance agencies, basically require that the affiliated provider be a
bona fide business entity, with sufficient capital and employees to manage its own
affairs, and must provide substantial services.

Thus, a clear and lawful regulatory path exists for builders, lenders, or real estate
brokers to establish affiliated business title insurance agencies. In fact, the
overwhelming number of affiliated business title agencies that exist today were created
and are operated in compliance with these RESPA rules. All of the major trade
associations whose members are involved in such arrangements, including ALTA,
provide seminars and other material for their members on the do’s and don'ts of

establishing such lawful arrangements.
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Thus, while there is no need for the establishment of “sham” agencies when a
lawful and appropriate vehicle exists for builders, lenders, and brokers to offer title
insurance through a legitimate affiliated business title agency, these kinds of agencies
do exist, primarily in order to avoid the costs of providing real title agent services while
still realizing for the owners much of the revenue that a legitimate agent would realize,
Whether the impetus for the establishment of such “sham” arrangements comes from
the party controlling the business or from the title insurance company who is seeking
the additional business is irrelevant. In either event, ALTA opposes such arrangements
and believes that the recent level of enforcement activity that by HUD and state
insurance departments directed against such arrangements has had a significant impact
in cautioning all of the affected industry participants about the risks of such
arrangements.

Indeed, the fact that, in recent years, these and other practices have been the
subject of increased federal and state regulatory attention and civil actions
demonstrates that, in great measure, regulatory regimes are in place today that are able
to address and correct these problems. In fact, HUD has taken more enforcement
actions in the past 15 months than in any other period since RESPA was enacted.
Moreover, the recent actions by various state insurance departments further
demonstrates that state regulators are also focusing on these competitive issues and
are capable of taking meaningful action.

As discussed next, however, there is more that can be done to minimize these

problems in the future.
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IV.  ACTIONS THAT CAN BE TAKEN TO MINIMIZE THESE PROBLEMS IN THE
FUTURE.

it is important for the Subcommitiee to appreciate that ALTA and its members
have historically been strong supporters of the principles of RESPA and its objective to
ensure that competition is not skewed by illegal referral fees and other kickback
practices. The reason for that support is clear: such payments and practices cause
ALTA members that are complying with RESPA to lose business. Thus, the more we
can encourage all companies to comply with the letter and the spirit of RESPA, the
better off our members — and their consumer customers — will be.

Our industry therefore has a strong interest in working with the National
Association of Insurance Commissioners, state insurance departments, and HUD to
maximize the clarity of the rules that guide competition in our industry, and to ensure
that these rules are enforced fully and fairly. Indeed, many of the enforcement actions
that have been taken by those authorities have been the result of information provided
by members of the industry who are concerned about the competitive advantage their
competitors may be gaining through a bending, or breaking, of the rules. Accordingly,
a number of the changes that we would like to see, and that we believe will be of
significant help in minimizing unfair competitive practices in the future, involve building
on the private-public partnership the foundation of which is already in place.

First, we believe that Section 8 of RESPA should be amended to provide
competitors the right to bring a Section 8 case for injunctive relief and attorneys’
fees/court costs against other companies that are violating the provision. Companies in
the industry invariably know when their competitors are engaged in questionable or

unlawful practices to get business. They have a strong incentive to discover and stop
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such practices. Indeed, this may provide the best approach to the enforcement of
RESPA. This approach would not require additional HUD enforcement staff, nor would
it increase taxpayer expense.

Second, we would like to obtain a commitment from HUD that it will respond
within a reasonable time to requests for guidance on RESPA issues that are submitted
by ALTA or by other national trade associations representing firms involved in the real
estate settlement process. As discussed above with regard to the problems that arose
in connection with captive reinsurance arrangements, HUD's failure to provide timely
and meaningful advice on important RESPA issues has resulted in companies engaging
in practices that might well have been avoided if such advice had been provided on a
timely basis.

While it is understandable that HUD cannot issue comprehensive responses to
every RESPA question it gets, if the questions are submitted by the settlement service
trade associations it will ensure that only important questions that truly involve “open”
issues that have broad significance to an industry will be brought to HUD’s attention for
advice and clarification. Another potential approach that might further minimize HUD's
workload in this regard is for HUD to provide its views on (e.g., to endorse or reject)
opinions regarding RESPA issues that are developed by private RESPA counsel and
submitted to HUD by the national frade associations. Such opinions could be made
available on the HUD RESPA website so as to provide guidance to others beyond the
industry seeking HUD’s views. It is certainly more beneficial and less costly to HUD to
clarify RESPA issues up front than to have to litigate over practices that may or may not

be violations.
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Third, we believe the states should be encouraged to adopt and enforce referral
fee prohibitions against the recipients of such payments. Frequently, it is the title
insurance companies that are under pressure from persons in a position to refer
business to make questionable payments in order o get referrals. These parties may
play one title company against the other. Better enforcement against the recipients of
uniawful things of value will help to reduce the demand for unlawful payments or
arrangements.

Fourth, like all responsible national trade associations, ALTA allocates
substantial resources to educating its members. But, in addition, we believe that
greater emphasis should be placed on consumer education both directly and through
the Internet. ALTA has been actively engaged in consumer education for many years.
ALTA has constantly updated its website so that it now contains clear and helpful
information for consumers and important information for regulators. ALTA has
developed pamphlets and materials to explain the nature and purpose of title insurance
to consumers, and encourages the distribution of these materials, or similar materials,
by state regulators and state land title associations. Greater consumer education about
title insurance and the real estate settlement process should be the objective of all
settlement service providers and their regulators. While it is Iikély that consumers will
continue to rely on their real estate professionals in selecting title insurance and other
settlement service providers, ALTA believes that as the sophistication of consumers

increases, the frequency of improper market conduct will diminish.
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CONCLUSION
ALTA appreciates this opportunity to provide its views to the Subcommitiee and
is prepared to respond to any questions the members may have about title insurance or

our industry.
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RESPA Section 8 to captive mortgage reinsurance arrangements
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While this primer strives to explain the overall concepts and

background that formed ‘the title insurance industry, in, order

to truly understand the Industry you must-know how title 1s
regulated at the state level, Even though national ttle’insur-
ance companies: offer their. product ‘across ‘thie couritry, each
state determines the rules and regulations that must be fol-
lowed to do,bus within its borders,
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TITLE INSURANCE BENEFITS
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TLE INSURANCE AND THE SECONDARY MORTGAGE MARKET
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THE NATURE OF TITLE INSURANCE
Harry Macx JoEnsoN

Title Insurance has the distinction of
being one of the few forms of insurance
invented in the United States. The first
title insurance company, formed in 1876,
was the Real Estate Title Insurance Com-
pany of Philadelphia! Although the in-
dustry has not developed the large num-
ber of camiers frequently found in other
arcas of insurance, a study conducted in
1957 found 147 companies writing title
insurance, with 2 premium volume of
about $100 million in 1954. At an average
premium rate of $3.50 a thousand, this
represents some $28.5 billion of title insur-
snce coverage.?

A conservative estimate of the earned
premiums in 1962 is $203 million. The
Amcrican Land Title Association statistics
for its members showed a gross income of
$2525 million in 1962, some of which,
however, represents title searches without
the issuance of title insurance. In terms
of 1962 premium writing, this means that
the title insurance business is comparable
in size to ocean marine insurance and
surety bonding, with premiums of $237
milion and $230 million respectively.
Based on annual premium volume for sep-
atile coverages, title insurance is larger
than Bdelity bond insurance (1962 pre-

Marry M. Johnson, Ph.D., C.LU,, is Associate
Frofevor of Finance and Insurance in the School
# Business Administration of the University of
Caunecticut. Dr, Johnson was formerly Assistant
Drau of the School of Business at Connecticut,

srticle was submitted in July, 1965.

‘ Roberts, Emest F., Jr., Title Insurance ond
'”';mnm. {Villanova University Press, 1961),

. ' Johostone, Quintin, *Title Tnsurance” Yale
":ﬁlwrm!, Vol. 66, No. 4 (February 1957),

miums of $108 million), burglary and
theft insurance ($116 million), crop-hail
insurance ($107 million), boiler and ma-
chinery insurance ($70 million}, and glass
insurance ($42 million),

Ore of the major reasons for this vol-
ume of title insurance business in the
United States is the demand by lending
institutions for title insurance covering
ownership rights under real estate mort-
gage loans. At one time title insurance
companies were departments in banking
institutions, and their operations were an
integral part of the money lending ap-
paratus. The recent growth of title insur-
ance can be traced to the more rapid turn-
over of real estate in the last three decades
and to the expansion of mortgage lending,
particularly on an interregional scale, stim-
ulated by the mortgage irsurance and
guarantee programs of the Federal gov-
ernment.

In the modern economy, the demand
for capital investment is so large that the
supply of funds must emerge on a na-
tional, rather than on a local, basis. This
has created a demand by nationwide lend-
ers for title insurance in areas where local
lenders had long been content with unin-
sured evidence of title. National lending
institutions have insisted on title insurance
as security before they would accept a
mortgage instrument.

Despite increasing use of title insurance,
the subject bas been virtually neglected in
insurance literature. The resulting lack of
information has made it difficult for insur-
ance scholars to form rational judgments
about its relative merits as a means of title

(393)
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protection. This paper attempts, therefore,
to describe the content and scope of cov-
erage of title insurance, k

Risks in Real Estate Transfer

The term real property refers to rights or
interests in land or realty. These rights are
legally enforceable claims to specified con-
trol over the use of the land for given time
periods. These rights are distinct from the
physical object to which they pertain.
When real estate is sold, the rights are
transferred, rather than the land itself; the
rights are the objects of commerce. Two
or more persons may bold similar and/or
different rights to a piece of land or realty
at the same time, and the interrelationship
of their rights can be very complex.

Although title is frequently considered
synonymous with ownership, this is not
strictly accurate since any number of
rights to real property may exist. The word
title applies to the legal ownership of any
rights that a person owns. On the other
hand, the usual usage of ownership in-
volves the concept of an unencumbered
fee interest and includes that group of
rights to real property that cause most
people to assume that the real property
belongs to the individual

A seller of real estate, however, can
transfer only those rights to which he actu-
glly has a valid claim, and an attempted
sale of a right he does not own cannot de-
feat the rights of the true owner. For ex-
ample, one person cannot, by selling his
own rights, defeat outstanding dower,
homestead, or curtesy rights that other
parties may possess in the same property.
Although a person may be of the opinion
that he is the owner of all rights to a
parcel of property, the evidence may show
that his title is not clear but is cloudy or
incomplete. When the proof of ownership
is clear and unambiguous, and there ap-
pears to be no basis for other claims, his
title is said to be clear, or merchantable.

Even though a title is clear at time of

The Joumal of Risk and Insurance

sale, it may be subject to a contest at any
future time; that is to say, every title and
ownership is subject to challenge, valid or
invalid, from persons, known or unknown,
who may claim ownership for themselves,
A holder of rights thus owns those rights,
subject to being able to establish his
claims to ownership by means of accepted
processes of law, whenever challenged.
When a challenge occurs, a court contest
may be necessary to confirm the title.

Since the purchase of real estate nor-
mally involves large sums of money, a
purchaser wants to know that the seller
has a good and clear title to the property
being transferred and that the property
is free of all liens, encumbrances, and
other significant claims; or else to know
what these claims or encumbrances are.
For this reason, a search of title is gener-
ally made. This involves an examination
of all public records where items might
appear which represent claims against the
title relating to the given premises.

While making a search of title, the ex-
aminer writes a summary of the important
features of each item he finds. This state-
ment of the history is known as an abstract
of title. It shows how the title has pur-
portedly passed from owner to owner, and
it may also reveal serious breaks in the
chain whenever the record fails to reveal
how certain rights were transferred. When
completed, the abstract is examined by a
lawyer whbo gives an opinion of ttle,
which is an expression of his judgment as
to the status of the title at that time, based
upon the abstract.

The buyer relies upon this opizion of title
when he purchases property. If the law-
yer indicates that the title is clear and
marketable, the buyer is reassured and ac-
cepts title. If the opinion of title points
out defects or indicates that the title is
clouded, the buyer is warned and must
act accordingly. Depending on the terms
of the sales contract, he may insist that

the dloud be removed before purchase is
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made, or sccept the risk involved, or re-
fuse to continue the purchase.

Even though the opinion of title indi-
cates a clear title, the buyer is still not
absolutely certain that the title is good.
The abstracters may bave failed to per-
form a careful search. The lawyer writing
the opinion of title may have failed to
point out substantial defects. The follow-
ing is a partial listing of the types of
defects which may exist and not be dis-
covered by a title search:

1. Fraud or forgery in the execution of
papers affecting the property.

2. Execution of papers by a minor, an
insane person, an incompetent person, or
other improper parties.

3. Heirs, not disclosed in the public
records, who did not execute the required
instruments, including children born after
the death of a former owner or after the
will was drawn up.

4. Undisclosed will found which leaves
the property to others than those believed

" to have inberited it.

5. Heirs of a former owner who died
before judgment on a foreclosure action
and who now claim an interest in the
property.

6. Deeds executed under a power of
attorney which was discovered later to
have expired because of death, insanity,
or revocation.

7. Undisclosed marriages and divorces
with resulting widow’s dower, or wid-
ower's curtesy rights.

8. Claims of creditors of a bankrupt
former owner.

9. Technical errors and mistakes in the
records, such as elerk’s errors in recording
and indexing.

10. Fraud, misrepresentation, or coer-
cion involved in a transfer of title.

11. Tax liens, or unpaid real estate
taxes,

12. Undisclosed judgments outstanding
2gainst the seller.
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13. Outstanding mortgages.

14. Confusion due to similar or indenti-
cal names. :

-15. False affidavits of service.

It follows that the most careful scrutiny
of the records will not always reveal all
or even most of the conditions which may
cause a title to be defective. There is an
additional risk of easements and physical
conditions which even a thorough invest-
gation of the property may not disclose.
H the defect is based on a valid and hence
enforceable clazim, the buyer or owner
may lose his total investment in the prop-
erty. At the least, later removal of the
defect may require considerable expense
and inconvenience to the purchaser.

Characteristics of Title Insurance

It is apparent that the buyer of a piece
of real estate is faced with a serious risk,
i.e, that the title he acquires to the prop-
erty may be defective and a valuable
purchase may be lost, and/or expenses
may be incurred in defending his claim of
ownership. Title insurance has been de-
veloped as a method for shifting or trans-
ferring to the title insurance company the
risks of defective title assumed when real
property interests are acquired.® The busi-
ness of title insurance is not standardized,
and various forms of contracts exist. The
following presentation, therefore, is neces-
sarily general in pature, rather than spe-
cific; nevertheless, the pattern of title in-
surance risk coverage outlined below is
usually followed by most firms.

Perils Covered by the Policy

1. Defective Title. The basic benefit
provided by title insurance is protection
against loss or damage resulting from de-
fects in or failure of ownership title to a
particular parcel of realty, or from undis-
covered liens existing against it at the
time of the insurance. Not only does the
" #Title insurance policies are also called title
guarantee and guarantee title policies.
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policy insure the completeness of results
of the title search to the insured, but it
also protects him from loss arising out of
undiscoverable defects in existence at the
time the policy was issued, for which the
abstracter or attorney could not be held
liable.

In a few jurisdictions a more limited
form of title insurance is also available.
In Ohio and the District of Columbia, a
simple record title policy is sold which
covers only the title as it is described in
the public records. This policy protects
only against oversights by title examina-
tion and oversights outlawed by statute.
In contrast with full coverage, it does not
insure against the other risks mentioned
previously.

2. Marketability. A second benefit,
which is not provided by all policies, but
which the broader policy forms provide,
is insurance on the marketability of the
title. That is, a title insurance policy may
insure against loss by reason of unmarket-
ability of a real estate title. Most real
estate buy-and-sell agreements provide
that the buyer is not obligated to purchase
the seller’s title if it is found to be unmar-
ketable. If a buyer’s search of the title
discloses material defects or raises such
grave doubts about its validity that a court
of equity would not compel a purchaser
to accept it, the title is said to be unmar-
ketable. Under these circumstances, the
buyer need not complete the transaction
and can recover his deposit. With such a
defect the seller might not ever be able
to sell his title, even though his use of the
property might in no way be restricted.

The title insurance policy protects the
Jolder of the real estate from the risk of
unmarketable title. If a buyer refuses to
purchase a property because of an unmar-
ketable title, the title insurance company
will either buy the property from the in-
sured-seller at the agreed price, but not
_exceeding the contract face amount, or
will undertake court proceedings in order
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to determine the validity of the objection
of the buyer and to enforce the buy-and.
sell agreement. .

Although not all title policies insure
marketability of title, life insurance com.
panies and other national mortgage lend.
ing institutions have for many years re-
quested that title insurance policies in-
clude such protection. They desire this
coverage for two reasons. The first is to
have uniform title insurance policies as a
business expedient. Companies doing a
large volume of business on a national
scale prefer the American Land Title As-
sociation policy form which includes this
protection. Second, many lenders fee] that
the broader protection afforded by a mar-
ketability guarantee is essential for a sala-
ble title in many parts of the country.

This paper does not propose to define
the technicalities of a marketable title;
however, certain court rulings provide
some illuminating information. Legal mar-
ketability requires an almost flawless title;
thus restrictive covenants, liens, easements,
outstanding interests, encumbrances, all
have caused titles to be considered not
marketable. Destruction of county records
has resulted in titles being technically non-
marketable. A title is not rendered mar-
ketable by the mere fact that a title insur-
ance company is willing to insure it. On
the other hand, court rulings have held
that a title company’s refusal to insure
makes a title unmarketable.

In certain parts of the country whole
counties may contain titles that are tech-
nically not marketable. For example, in
Chicago, because of the Chicago fire and
the destruction of all Cook County rec-
ords, the chain of title is incomplete for
all properties. Title insurers operating in
the Chicago area and areas with similar
problems therefore oppose guaranteeing
marketability because of the technical
nonmarketable title. Limited policies not
fnsuring marketability are common in Ili-
nois, Georgia, and Texas,
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Regardless of the technical legal prob-
Jems, insurability has succeeded legal
marketability as the appropriate criterion
for acceptability of title in most areas.
Title insurance policies are accepted and
insisted upon by insurance companies and
other institutional mortgage lenders as
evidence of title in many cases where it is
clear that, judged by strict Jegal standards
and in the absence of title insurance, the
titles would be technically and, in some
cases, practically unmarketable.

3. Morigage Guarantees. During the
1920's and 1930’s lending institutions were
jssued title insurance policies which not
only protected against defects in title and
title marketability, but which guaranteed
payment of mortgage principal and inter-
est. After 1925, many title insurance com-
panies which were doing a mortgage
guarantee business, suffered severe finan-
cial setbacks. For example, in New York,
44 title insurance companies were organ-
ized in the 1820’s to enter the real estate
Bnancing field. During the subsequent de-
pression of the 1830s, 31 of these compa-
nies were taken over by the New York
State Insurance Department for rehabilita-
tion and subseguent liquidationt Be-
cause of such disastrous financial experi-
ence, most states now prohibit the sale of
guaranteed mortgages or participation
certificates by title insurance companies.

Retrospective Nature

Title insurance is not like other insur-
ance contracts which protect the insured
from events that happen after the contract
is written. Rather, title insurance protects
the insured against possible losses occur-
ring by reason of undiscovered claims, {or
hidden perils) that have as their basis
circumstances that existed prior to the
policy date. This is not the great disadvar-
tage to the insured it would seem to be
B -

*Cray, Warsen T., “Title Insurance”™ a lecture

published by the New York State Title Insurance
iation, New York, N.Y,, 1854,
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when it is remembered that the policy
insures against the acts of others, mot
against the acts of the insured that might
cause defects in the title.

Defects in title occurring after the issue
date of the policy result from willful or
pegligent acts of the insured. For example,
8 mechanic’s lien that develops out of
work that the insured has had performed
on his property but for which be has not
paid, is not covered by title insurance;
however, the insured may be protected
from undiscovered mechanics’ liens that
exist from the previous owner's action. In
this respect, title insurance is & retrospec-
tive policy which protects the insured
from losses caused by undiscovered en-
cumbrances or defects in the title which
exist at the date of the policy. )
Importance of Underwriting
Because of the retrospective nature of title
insurance, a very important part of title
insurance is the underwriting of the policy.
Thus title insurance is much like boiler
and machinery insurance, & primary pur-
pose of both being the reduction of risk
and the avoidance of loss. The insurer,
prior to accepting an application for title
insurance, conducts a title search to as-
certain whether there are discoverable de-
fects {actual or potential) in the chain of
title. In effect, the insurer acts as a fact-
finding body for the prospective insured
in searching for and recording the ascer-
tainable facts involved in a real estate
transaction.

The insurer, in striving to protect itself,
also protects the purchaser and/or mort-
gagee by making an exhaustive search of
all public records showing every instru-
ment which affects the given title. Some-
times applicants are more interested in
what the company examination of title
discloses than they are in obtaining insur-
ance coverage.

For underwriting purposes, some title
insurers have developed elaborate sets of
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records based upon the real estate records
of the territory in which they operate.
These records, consisting of atlases, in-
dexes, surveys, and title folders, are kept
up to date by a continual review of the
public records. The whole process is re-
ferred to as the abstract plant.

The completeness of the records is illus-
trated by the fact that on occasion, when
public records have been destroyed by
fire, public officials have used the abstract
plant as a principal means of reconstruct-
ing the lost public records. Other compa-
nies, rather than maintain an abstract
plant, maintain only past searches and ex-
aminations of title, which serve as the
starting point for future searches in the
public records.

Because of the eritical importance of a
title search, a major portion of the title
insurance premium is for the services
rendered at the time of purchase. As much
as 40 to 50 per cent of the total premium
is devoted to the search, abstract, and
opinion of title. In contrast, only 3 to §
per cent of earned premium is paid out in
losses and loss adjustment expenses.

Tt is sometimes said that, as in bonding,
the title insurer does not really anticipate
any loss, and the ideal property to insure
is one with no risk involved. This miscon-
ception, which persists in title insurance
literature {as it does in bonding literature)
probably arose because of the extensive
examination and underwriting of a title
prior to the issuance of a policy and the
lack of understanding of insurance princi-
ples by those who have written about title
insurance.

The no-risk ideal seldom can be achieved
in the practical matter of transferring real
property since experts will differ in their
opinions concerning the effects of certain
legal instruments and court proceedings
in the chain of title. In addition, abstracts
may be imperfect or inaccurate, and fac-
tors external to the record may cause a
title to be defective, Title insurers will of-
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ten disregard or assume many of the tech.
nical objections that would be raised by
an attorpey examining an abstract. A title
insurance company, however, is no more
likely to insure a bad title than a fire in-
surance company will issue a policy on g
burning building. There is no doubt that
a risk transfer is involved in title insur.
ance.

Services of Title Insurance

In addition to the basic benefit of in-
demnification against loss in the event of
defective title, title insurance provides the
insured with two additional services: a
title report, or opinion of title, and de-
fense in legal suits. Prior to the issuance
of the policy, the insurer provides the ap-
plicant with a title report which notifies
the insured-applicant of the insurer’s opin-
ion of the title, including all defects or
objections that have been discovered by
the title insurance company at the time of
underwriting the contract.

The company’s conclusions are not actu-
ally expressed as a legal opinion of title,
but merely represent the basis upon which
it is willing to insure. Often this report is
in the form of an insurance binder, obli-
gating the title insurance company to issue
its policy with amy discovered defects,
such as unpaid back taxes, listed as ex-
clusions. When the policy is issued, any
remaining defects or objections to title,
liens, charges, or encumbrances that have
not been removed are listed in the policy
in a schedule of exclusions (Schedule B
in the American Land Title Association
policy forms) as exceptions to the insur-
ance coverage. R

Such defects may be so serious as to
restrict severely the insurance protection.
Thus it is advisable to have the insured’s
own attorney pass upon any objections
made by the title insurance company priof
to accepting either the title to the realty
or the policy. Often it is possible to have
the seller remove the defects or to per-
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suade the title insurance company to
waive its objections. However, the defects
may be of such an adverse nature that the
title insurer will refuse to accept the risk
unless they are completely removed.

The second service is the agreement to
defend the title. The company promises
to defend the insured in any legal action
based on a claim of title or encumbrance
prior to the effective policy date. Exam-
ples of such actions are the defense of the
title against an adverse suit by snother
claiming to have title, or a court action to
test the validity of an objection by a buyer
because of a defect or encumbrance.

As in liability insurance, the payment
of legal fees is pot conditioned on the
validity of the claim, and there is no limit
on the amount of legal services which
will be provided. This should be recog-
nized as an attractive and important fea-
ture of title insurance, since nuisance liti-
gation affecting real estate is common and
expensive to defend against, even though
the claim may pot be well founded.

The company has the right to settle
any suit based upon a claim of title to the
real property insured. This might involve
a payment to the claimant in exchange for
a quitclaim deed to the insured, plus the
expenses of recording it. Since such a set-
tlement in no way reduces the insured’s
right to use of the realty, and actually
improves his rights, the insured’s permis-
sion to settle claims out of court is not
required.

Indefinite Term

Another unusual feature of title insur-
ance is that the policy does mot have an
expiration date, Rather, it has a perpetual
term which provides permanent protection
to the insured. A single premium is paid
by the insured; once paid, the premium
Is cunsidered completely earned, whether
the insured owans the property for one year
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The policy, however, does not Gease to
protect the insured when be sells the
property. The policy continues protection
if a future loss occurs under warranties or
covenants of title made by the insured in
a warranty deed to a purchaser, provided
such loss is based on some claim of title,
Iien, or encumbrance against which the
policy originally insured. Title insurance
coverage continues as long as the insured
or heirs {estate) can suffer any loss from
the risks covered by the policy. Coverage
for the original insured would end, how-
ever, if be passed a quitclaim deed or as-
signed a title policy to a purchaser of the
real estate. Assipnment is not usual and
is explained subsequently.

Insured Parties

Because title insurance has an indefinite
term, the insured parties includé not only
the named insured, but also his estate,
heirs, devisees, and personal representa-
tives. If the insured is a corporation, pro-
tection continues for the corporate succes-
sor or successors of the insured.

Amount of Insurance

The face value of an owner’s contract is
usually set at the purchase price of the
property. Thus protection is not available
for any increase in value due to inflation,
changing land value, or owner-installed
improvements. Also, because of the per-
petua) term of title insurance, the insured
is pot reminded at renewal dates to in-
crease his protection in recognition of any
increased property value. Should the in-
sured desire to increase the amount of his
insurance protection, he can have the pol-
icy endorsed for an increase in the face
value by paying an additional fee. How-
ever, the period of coverage is not ex-
tended to the date of endorsement, but re-

A few companies limit their policies to &
period of 25 years.
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mains only on defects up to the original
date of issue. :

Title insurance differs from many other
forms of property and liability insurance
in that it does not contain a loss clause or
automatic reinstatement clause. Instead,
the amount of insurance protection is re-
duced by the amount of any loss payment
made to the insured or on his behalf. Pay-
ments made to the insured’s vendee or to
a person holding a mortgage or a deed
of trust are examples of payments that
would be deemed made to the insured.

Contract of Indemnity

Title insurance is a contract of indem-
nity rather than a contract of guarantee,
as is sometimes assumed. The insured does
not have the right to collect the face of
the contract just because a defect is dis-
covered in the title. The insured must
show that he actually suffered a loss,
When the insured loses title to the real
estate, or, more accurately, when it is
established that the insured is without
title, the measure of damages would be
the purchase price of the property, or the
face of the contract, if less.

In the insured bas increased the amount
of his title insurance protection, he may
be able to recover more than the purchase
price. In such a case it would be necessary
to evaluate the insured’s supposed interest
in the realty at the time the defect was dis-
covered. The typical arrangement of pro-
viding for three outside parties to make
the valuation, in the event of a dispute,
is used.

When the insured actually retains his
title, but & lien is established which was
not excepted in the schedule of exclusions,
the measure of damages is the cost of dis-
charging the lien. When the defect is in
the form of an encroachment or a cove-
pant in the deed, the measure of damages
is the difference between the value of the
property unencumbered and the value
with the encumbrance. If a court should
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relieve a purchaser of his obligations yp.
der the buy-and-sell contract, because of
some encumbrance or defect not listed
among the exceptions, the settlement
would be the agreed-upon purchase price
or face of the contract, if less.

Subrogation

Title insurance policies make provision
for subrogation of the insurer for the in-
sured. Thus, when the company settles a
claim covered by the policy, it is entitled
to all the rights and remedies which the
insured would have against any other per-
son or property in respect to such claim.
The insured must permit the insurer to
use his name for the recovery or defense
of such rights, if the company wishes, The
insured also warrants that no act of his
shall adversely affect the rights of the
company. Of course, any net sums col-
lected by the insurer that are over and
above the amount of loss paid to the in-
sured belong to the insured.

Subrogation is an important feature in
the title insurance operation since the in-
sured, if he suffers a loss, often will have
recourse against the party who sold him
the real estate. In many instances where
the title is defective, the insurer can, with
time and effort, make a full recovery.

Some mortgage policies do not contain
subrogative provisions. They accomplish
the same results with a salvage clause
which provides that if the insurer pays the
full amount of the debt to the insured-
mortgagee, the mortgage and indebted-
pess shall be assigned to the insurer.

Noncancellable

A title insurance policy cannot be can-
celled by either party. The company can®
not cancel the contract if it later dis-
covers a major defect in the title. The in-
sured cannot cancel the policy and recover
& pro rata share of his premium when he
sells the property, no matter how soon he
sells his interest after acquiring title.
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Assignmend

The title insurance policy is treated &s a
personal contract and, therefore, is not
transferable to a subsequent purchaser of
the rea! estate. Instead, a new policy, of-
ten referred to as a reissue policy, must
be obtained. As a rule, title insurers do
pot allow the assignment of policies by
equity owners, for a number of reasons.
1f the property has been held for a con-
siderable period of time, the new owner
might be misled as to the extent of cover-
age. He might feel that he had protection
from the date of assignment, whereas the
policy actually pertains solely to the title
prior to the original date of issue.

1t would, of course, be a mistake for the
insurer to attempt to protect the assignee
from defects that might develop after the
policy was issued without first re-examin-
ing the title chain, and perhaps conducting
s complete title search. A buyer who
wishes to obtain complete and full protec-
tion must purchase a new policy or have
the current policy brought up to date.

Assignments are permitted in a few situ-
stions. A mortgagee (or owner of other
encumbrances) who owns a title policy
may transfer the policy to a new lender.
The policy may be transferred to the pur-
chaser at a sale under foreclosure, where
the property sold is bought by, or for, the
fnsured. Also the policy is allowed to fol-
low a new interest when the nature of the
mortgagee’s status has been changed by
forcelosure or other transaction. In such
cascs the new interest is not really an as-
signment, but is the continuation of cover-
age for essentially the same interest.

In cases where the contract permits an
asignment by an insured-owner, the com-
Pany will stipulate that the assignment
csanot become valid without company
eonsent endorsed to the policy and that

company reserves the right to refuse
the assignment. Under such conditions, the
fompany can point out to the new policy-
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holder the limitations of the assignment
prior to accepting it
Retssue Policies

Many applicants for title insurance ask
why, once a title has been examined, it
should cost so much merely to continue
the title date from the previous examina-
tion. A subsequent purchaser may wonder
why he should have to pay the same pre-
mium rate where it would appear that
little additional underwriting must be
done. There are several reasons, Often the
continuation of title involves as much
work as the original examination. Every
factor that has affected the title since it
was last examined must be scrutinized and
abstracted. Often more defects are found
in the continuation period than in the
original examination. The origina! exami-
nation may need to be reviewed to deter-
mine whether, in the light of recent court
decisions, the old title is as good as it was
thought to be when first examined. Fi-
nally, a whole new set of undiscovered
defects may exist which could, if not dis-
covered and corrected, result in-a total
loss for the insurer.

In recognition of some duplication in
underwriting and the lower cost of &
limited search and examination, some car-
riers have begun to provide for a discount
when insurance on realty is applied for by
2 new owner within a specified period of
time. For example, one carrier will give as
much as a 20 per cent discount for a reis-
sued and updated policy if the original
policy was issued within the previous year.
This discount reduces to zero after ten
years. Another large carrier charges 70
per cent of its original rates for reissue
policies. To be eligible for the discount,
the original policy must have been issued
by the same carrier within five years. The
reissue discount applies only to the
amount of insurance originally granted
and not to any increase in the face of the

policy.
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Types of Title Insurance Policies

Two general kinds of title insurance
policies are written. A buyer or owner of
real estate either purchases or has the sel-
fer provide an owner’s policy (sometimes
called a fees policy), while a creditor or
mortgagee can protect his interests with a
mortgage policy or a loan policy. The
mortgage policy assures the lender that
the person to whom he is making a loan
bas title to the realty being offered as
security and that the mortgage is & valid
first lien.

In some areas, California for example,
it is the custom to combine the owner’s
and mortgage policies into a joint protec-
tion policy which covers both types of
interest. In many parts of the country,
banks, savings and loan associations, and
other mortgage institutions require a mort-
gagor-owner to provide, at his own ex-
pense, either a joint protection or mort-
gage policy as a condition for obtaining
a mortgage.

The face amount of a mortgage policy
would be the amount of the mortgage.
The policy period would expire when the
mortgage is paid off and the mortgagee’s
interest in the property terminated. On the
other hand, if the mortgagee becomes the
owner of the property through foreclosure
proceedings or purchase in settlement of
the debt, then the mortgage policy would
continue in force and provide for continu-
ing coverage, as in the owner’s policy.

Although the usual title insurance poli-
cies are issued to protect either the rights
to ownership of real estate or a mort-
gagee's position as a possessor of a valid
first lien, special title policies are available
for other interests, For example, it is be-
coming increasingly common for a long-
term tenant to obtain a leasehold policy
which assures the tenant that the lessor-
landlord has a good, clear title to the
leased premises. A tenant might seek such
assurances prior to signing a long-term
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lease and making a substantial investmeny
in remodeling.

Easement policies are available:to 3¢
sure a prospective purchaser of realty they
a valuable easement is valid. Similarly,
title policies have occasionally been 1snd
to insure against loss from laws concerning
building lines and building restrictions
that may affect the land.

Title insurance may also be obtained in
connection with equities, covenants, frac.
tional interests, encroachments, completed
improvements, and reversion clauses in
deeds.

Not only is title insurance written on
an individual basis, the form used for a
homeowner when he purchases property,
but & group or franchise form has alo
been developed for the convenience of
large users of title insurance policies, e.g.,
lending institutions. These are simply fac-
ultative arrangements under which a mas-
ter policy is used to spell out the insurance
clause and the various policy provisions.
Each title or risk is then covered by a
certificate, once the title insurer has had
the opportunity to underwrite it.

This procedure has the same advantages
found in other lines of insurance where
facultative arrangements are used. A mort-
gagee does not have to examine each title
policy to determine the coverages and ex-
clusions; he knows that the precise cover-
age and terms of the contract that he ac-
quires are provided by the master policy-

Premium Rates and Reserves

Although, by regulation, title insurance
rates must be adequate, reasonable, and
pondiscriminatory, title insurers have
pever used strictly technical or scientific
metbods in rate making Gray explains
that this is mainly because of the costs in-
volved in collecting and analyzing data.*
Other writers suggest that the careful and
detailed actuarial risk studies used in com-

puting many other kinds of insurance rates

*Gmay, op. ¢t p. 7.
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would be of limited value because of the
lack of data on uninsured losses, incon-
sistencies among insurers in computing
losses, and unstandardized coverage prac-
tice of insurers. It would seem that, with
the headway that has been made toward
uniform accounting procedures and with
the use of the annual convention statement
blanks, more progress could be made in
the rating techniques of title insurance.

Rates are essentially based on schedules
which have been in effect for many years
and which have been adjusted from time
to time as the business transacted under
them proved profitable ar unprofitable.

Insurers using & pure premium tech-
nique of constructing rates must consider
a number of factors in the premium rate
determination of title insurance. Some of
these factors are:

(1) The type of policy—ie., the type
of title being insured. For example, a mort-
gage policy normally will have a lower
rate than an owner’s policy because it
usually terminates more quickly, the risk
decreases as the debt is paid, and the in-
surer has a stronger chance to- salvage
Jlosses through debt assignments. (Of
course, most mortgagees, since they are
larger lending institutions, also have a
strong bargaining position.) If an owner’s
policy is issued at the same time as &
mortgage policy, the cost of the latter is
often nominal {one company charges only
$10) because there is very little additional
risk (if any) for the ttle insurer. If the
title should prove to be defective and the
title insurance company is obligated to
make payment on the mortgage policy, the
fnsurer will, by subrogation, receive any
tights under the debt instrument and mort-
Kage that the mortgagee has against the
sortgagor.

(2) Loss and loss adjustment expense.
The Joss and Joss adjustment expense in-
chudes not only the payments on success-
ful claims, but also sums paid to third par-
Ues to cure defects, the overhead which is
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chargeable to loss activities, the amounts
spent on court costs, and the amounts
spent for defense. One authority points
out that the amounts spent on defense may
total ten times as much as the reported
losses.”

{3) Legal reserves. A number of states
require that title insurers establish & lia-
bility reserve comparable to the unearned
premium reserve of property and casualty
nsurance. This creates some unique prob-
lems for title insurexs because of the in-
definite term of the policy and the low
expected losses.

Normally the legal reserves are set as
some precentage of the gross premiums
written or, as in some states, the risk rate
(ie. the net premium) charged. This re-
serve-can then be recovered at some speci-
fied rate or percentage of the original pre-
mium, so that the entire credit is recov-
ered after s specified period of time. For
example, the insurer may be required to
set aside 10 per cent of the gross premium
in an unearned premijum reserve, which
can be recovered at the rate of 5 per cent
of the reserve per year, being fully recov-
ered by the insurer at the end of 20 years.

{4) Cost of production, This represents
primarily the costs of the search and un-
derwriting. The title insurer must inchide
in the premium rate a charge for survey,
physical inspection of the premises, title
search, and title opinion. The cost of a
search and opinion of title is a relatively
fixed item, i.e, it is not in direct propor-
tion to the value of the property rights.
A $10,000 policy may have the same un-
derwriting cost as a $50,000 policy. Of
course, like any other insurance operation,
title insurers must pay commissions, pre-
mium taxes, policy printing costs, etc.

{5) Overhead expenses. This is a fairly
stable item for title insurers, regardless of

T Riegel, Robert and Miller, Jerome §. Insur-
ance Principles and Proctices, 4th Edition. {(En-
gewood Cliffs, N.J.: Prentice-Hall, Inc. 1958),
page 837.
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the premium volume. Much of the home
office operating expense arises from the
cost of maintaining and keeping the ab-
stract plant updated. Because this is a
fixed cost, the larger insurers have an ad-
vantage.

These factors and the profit margin are
combined in the gross premium rate, with
the ultimate cost to the insured contingent
upon two prime factors: (1) the amount
of insurance to be purchased and, (2) the
Jocation of the realty. Although most com-
panies do not use & graded premium struc-
ture, a few have begun to provide for
some reduction as the amount of coverage
increases. Since the charge for the insur-
ance has been estimated variously from 5
per cent to 50 per cent of the total, the
rate per $1,000 should show substantial
decreases as the amount of insurance in-
creases.

The common practice is to express the
premium rate as a single rate; i.e., $8.50
per $1,000 for an owner’s policy. Some
carriers express the title insurance pre-
mium in two sections: (1) & risk premium
rate to cover the title insurance risk ele-
ment only and (2) an underwriting ex-
pense for the examination of the title—
e.g., a risk premium of $4 per $1,000, plus
an underwriting or policy fee of $70.

Premium rates seldom change, which
suggests that they are matters of custom.
Nevertheless, considerable variation exists
in the rating structures of the various car-
riers. For example, at the time the writer
purchased his home in Connecticut, he
was quoted title insurance premiums that
ranged from $67 to $175.

A criticism can be directed at the Jegal
reserve requirements of some states. If
premijums are structured oo such an in-
definite basis, it does not seem wise to base
the legal reserve requirements upon them.
Instead, some formula that would make
the legal reserve a function of loss experi-
ence over a period that would encompass
the real estate cycle, approximately 20
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years, and the volume of insurance in
force would make more sense. Such a for.
mula should also give more weight. to the
more recently scquired business where
Josses are the greatest. Such a legal reserve
requirement would provide more protec.
tion to the policyholder.

Casualty Insurance Operation

In recent years, metropolitan areas have
witnessed a new type of competition in
title insurance. New title insurance com-
panies have been formed which operate
on a relatively low overhead basis by not
maintaining a title plant. Such companies
have been able to bear the heavier losses
that they incur from defective titles be-
cause of the lower costs in underwriting,
Rather than a complete title search, they
search back only to the date of the last
previous policy issued (or if no previous
policy, perhaps fifteen years) by use of
the public records. Many of these com-
panies are branches of large national casu-
alty companies and thus have strong finan-
cial backing.

These companies have caused concern
for executives of the more traditional title
insurance companies. Broadly applied,
their techniques could have disastrous ef-
fects on the strength of titles. If title in-
surance becomes generally written with-
out a thorough search or examination, it
seems logical to conclude that there would
be a gradual deterioration in the certainty
of titles. This would occur because the cur-
ative action currently taken by real prop-
erty purchasers, as a result of the in-
surer’s title reports, would be largely dis-
continued. Elimination of the title search
would remove most of the basis for such
action; and, consequently, titles would
gradually become less certain, losses
would increase, and insurance rates would
rise.

This apparent trend toward adoption of
the casualty insurance approach in title
insurance underwriting should be watched
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. with great care even though it has stimu-
lated the traditional title insurers to pro-
vide some rate and coverage modifications
favorable to the consumer.

Alternatives to Title Insurance

Abstract Companies

In some parts of the country real estate
purchasers rely solely upon an abstract of
title as an alternative to title insurance. An
sbstract should not be considered as evi-
dence of title, but rather as a statement
of the recorded history for the title. The
abstract is often prepared by 2 non-law-
yer, and the abstracter’s activities are
sometimes referred to as the title search.

As the system of title records became
more complex, the abstracter’s services be-
came specialized, and the abstracter be-
gan to serve several lawyers. Ultimately
he dealt directly with the public. In areas
where the commercial abstract system is
in more general use, the practice is for the
seller of a title to furnish the buyer with
an abstract of title.

At the time that the commercial abstract
system developed, the corporate form of
doing business replaced the sole proprie-
tor and partnership forms. The pecessity
for greater permanency and financial re-
sponsibility can be cited as reasons for
this change in business organization. This
necessity, with the growing complexity of
title records, stimulated the improvement
of title plant methods and the resulting
need for larger capital investments.

Originally, the abstracter was liable only
to his employer—~the lawyer or seller who
hired his services. Seldom could the buyer
of realty successfully hold the abstracter
Jegally responsible for injuries suffered be-
cause of the sbstracter’s errors or omis-
sions. It is now common, however, to bold
that the abstracter is liable to a buyer or
mortgagee for mistakes or omissions if the
abstract was prepared with the knowledge
that such party intended to rely on it. In
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fact, a number of states have enacted
legislation which makes the abstracter re-
sponsible not only to the purchasér, but
to all persons who purchase land or extend
credit thereon in reliance upon the ab-
stract.? i

It should be recognized that the ab-
stract company does not undertake to in-
demnify against loss by reason of defec-
tive title, as title insurers do. The abstrac-
ter does not guarantee title or render an
opinion as to title. Rather, the abstract
company is liable only if negligence can
be established in regard to ervors or omis-
sions in the abstract itself. If the abstract
discloses a fatally defective title, the ab-
stracter has fully discharged his responsi-
bilities; thus it is normally necessary to
have a lawyer's opinion as to the quality
of the title disclosed by the abstract. It
can be noted that many title insurance
companies evolved from the corporate ab-
stract operation, when the abstract firm
agreed to indemnify its clients for losses
resulting from defective titles it had ab-
stracted.

Lawyer's Opinion

A more common alternative to title in-
surance for the purchaser of real estate,
faced with the question of clear title, is
reliance upon the accuracy of the title
search and the opinion of title issued by
an attorney-at-law. Although both title
insurance and an attorney’s opinion of title
provide a competent title search, a sound
legal opinion, and an accurate description
of the property, and while both include
exceptions (i.e. point out possible defects
or types of claims for which assurances are
not provided), there are important differ-
ences.

Perhaps the most important difference
between title insurance and a lawyer’s
opinion of title is the basis for reimburse-
ment in the event of a loss. i a defect is
discovered after the purchase is completed

# Roberts, op. cit., pp. £2-23.
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and a loss is suffered, the purchaser may
have recourse against either the abstracter
or lawyer. If the abstract is negligently
performed, the owner would still have to
proceed against the abstracter, as indi-
cated previously. In order to recover on an
opinion of title, however, the owner must
prove negligence or professional malprac-
tice on the part of the lawyer issuing the
opinion or certificate.® As in all cases of
legal liability, and particularly in law suits
involving questions of judgment, estab-
lishing gross negligence in issuing an opin-
fon of title may well be a very difficult and
expensive procedure. Johnstone points out
that it is difficult to secure a judgment
against a lawyer for negligence in title ex-
aminations.*

In addition, title insurance supplements
or goes beyond the protection provided by
‘an attorney’s complete and diligent search
prior to his issuing an opinion of title.
‘While both methods can provide a com-
petent title search and a sound legal opin-
ion, a title insurer is liable not only for
errors in the conduct of the search, but
for hidden defects and recording errors
which could not have been discovered by
the most careful examination of title, and
for which the abstracter or attorney could
not be held liable. Thus title insurance
provides broader protection than an at-
torney’s opinion of title.

Although it is not intended, a certificate
of title may be so drafted by a lawyer that
it includes a guarantee against loss oc-
casioned by defects in title not mentioned
in the certificate. Such certificates are not
certificates of title, but for practical pur-
poses are title insurance policies which
provide much more protection than a mere
title certificate. However, the security be-
hind such a certificate is still severely
m there are legal technicalities which
_differentiate an “opinion of title” from a “certifi-
cate of title,” for the purposes of this paper the
two terms will be used interchangeably.

3¢ Johnstone, op. cif,, pp. 498.
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limited compared to a title policy issued
by an insurance company. ’

In addition, if upon examination: a title
is found to contain defects that are of such
a npature that they cannot be readily re-
moved by a lawyer, often an attorney will
refuse to issue an attorney’s certificate of
title on the real estate, rather than list
such adverse exceptions, particularly when
in his opinion the title is not “good and
merchantable.” On the other hand, after
underwriting the risk and appraising these
defects, a title insurer may still be willing
to issue a title insurance policy on the rea}
estate, without listing the defects as ex-
ceptions because of their relatively minor
nature. In effect, the title insurer is willing
to recognize his role as a risk bearer and
insure a doubtful title. In such cases the
purchaser receives a clearcut advantage
from title insurance that is not provided
by an attorney’s certificate.

Furthermore, the parties protected by
title insurance and by an opinion of title
are different. The attorney’s opinion of
title generally protects only the named
party for whom the opinion was prepared.
In a few cases, innocent third parties who
have relied upon the opinion, to their det-
riment, have been successful in recover-
ing from a negligent attorney, but these
are the exceptions. Title insurance, on the
other hand, protects the designated in-
sured and his Jegal heirs. As a result, the
policy provides broader protection.

An additional benefit of title insurance
is the length of the period of protection.
To obtain & judgment against a lawyer for
a negligently issued attorney’s certificate,
a legal action must be initiated within the
time established by the statute of limita-
tions. This period of time is measured from
the date of issuance of the opinion. There-
fore, a defect must be discovered and legal
action started within a relatively short
period after the opinion of title is issued.
In some states, the period covered by the
statute of limitations is as short as two
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years (for negligence suits against at-
torneys-at-law). In contrast, title insurance
provides continuing protection, because
the time period for the initiation of legal
action against the insurer is measured
from the date of discovery of a defect
and claim against the insured, rather than
from the date of issuance of the insurance
policy. Thus, while the opinion of title
provides a limited period of protection,
title insurance protection is continuing.

The financial backing of a lawyer’s opin-
jon extends only as far as the personal
funds and resources of the lawyer, includ-
ing any professional liability insurance. In
the case of title insurance, the title insur-
ance company has extensive reserves
established to provide for payments in the
event of loss claims.

Finally, as has been pointed out, title
insurance contracts to defend the insured
against all claims, even invalid claims, at
1o cost to the insured. The lawyer’s opin-
ion of title provides no such benefit. When
the purchaser relies upon an opinion of
title, if a claim is raised jeopardizing that
title, he can retain the attorney who is-
sued the opinion of title to defend his
claim; but an additional charge would be
made for such service.

These factors help explain why title in-
surance has competed so successfully with
lawyer’s opinions. In many instances, law-
yers are not interested in searching or
examining titles; the service is not ade-
quately remunerative and requires a spe-
cialized knowledge. In addition, title in-
surers have developed mass production
techniques, and they can advertise and
solicit business which lawyers are pro-
scribed from doing.

Title insurers have not been so success-
fu] in small towns and rural areas where
the public records are relatively easy to
use and opinion of title is part of a lawyer’s
bread and butter routine. The abstract
plant is not an economical operation for
the insurer when the volume of transfers
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is relatively small. Whatever success title
insurance enjoys in these areas is due pri-
marily to the demands for it by national
lending institutions as a condition to their
making mortgage loans. It is also used as
a device for resolving questions about the
marketability of title in sale or mortgage
transactions.

In most urban areas today the predomi-
nant method of title protection is title
insurance, the direct successor of the Jaw-
yer's certificates. In many areas of the
Midwest and continental Europe, how-
ever, the Jawyer’s examination, taken in
conjunction with the commercialization
of abstract business, is standard.

Lawyer’s Title Guarantee Funds

A form of title insurance operation that
has developed recently in a few states
may be the lawyers’ answer to the inroads
title insurance has made in the opinion-of-
title business. In these states lawyers have
organized lawyers’ title guarantee funds
as a cooperative common law busipess
trust.’? These funds operate on much the
same basis as a Lloyds insurance associa-
tion. When members join the fund, an
original contribution or membership fee
is required. The member lawyers may is-
sue conventional title insurance policies
to their clients. These policies are under-
written by the fund.

When the policies are written, addi-
tional contributions, or premiums, are
made by the clients-insureds. The contri-
butions are credited to the members’ ac-
counts; and at the end of the year, ex-
penses are allocated among the members
in proportion to their contributions made
that year. Losses on insured risks are al-
located among all the members as ex-
penses, except that losses caused by the
gross negligence of a member in issuing
a policy are charged oply to that mem-

1 Lawyer’s title guarantee funds have been
established in Florida, Colorado, and North Caro-

lina; and efforts are under way in a number of
states, including Connecticut.
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ber's account. Provisions are made for
withdrawal of a member's unimpaired
credit balance that has been in the fund
after a definite period of time, such as
seven years.

For the Lawyers Title Guarantee Fund
of Orlando, for example, the gross rates
charged the insured for the protection are
the same rates as those charged by com-
mercial title insurance companies. How-
ever, the member lawyer retains 75 per
cent of the premium to cover his expenses
in conducting the search and opinion of
title and he pays the remaining 25 per
cent into the fund,

Torrens System'?

Perhaps the Torrens system is the most
logical alternative to title insurance as a
method of handling the risk of defective
title. This system of title registration is
designed to eliminate the difficulties con-
nected with the usual methods of confirm-
ing title. Basically, the Torrens system is
a social insurance method of confirming
titles, since it provides for the conclusive
public confirmation (with certain excep-
tions) and registration of title in eligible
applicants and the subsequent transfer of
title only by recourse to the public regis-
try. The Torrens system does on a public
or governmental basis what insurance
companies do on a private basis; i.e., once
a property is properly registered, the state
guarantees title.

The system provides that an owner may
make application for registration of title
to a duly elected or appointed registrar.
The title is carefully investigated, and the
registrar institutes public court proceed-
ings in order that any claims against the
property may be made. Al persons known
to have an interest in the real estate are
given personal notice of the proceedings,

2 For an excellent discussion of the Torrens
system, its advantages and limitations, see Nelson
L. North and Alfred A. Ring, Real Estate Princi-

ples and Practices, (Prentice-Hall, Inc., Engle-
wood Clifis, N.J., 1860), pp. 105-112.
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if they can be located. All other interested
parties are given notice by publication,
Any interested party may appear and
state his claim. If none is made, or such
as are made are settled, the title is de.
creed to rest with applicant, a decree is
entered in a book of registry, and a cer-
tificate of ownership is issued to the own-
er(s).

At the time of registration the owner
pays a fee, part of which (usually 0.1 per
cent of the value of the property) is de-
posited in an insurance fund available to
indemnify those who may subsequently
appear with a valid claim to or interest in
the property, but whose interest has been
defeated by the process of the title reg-
istration. In three states—Massachusetts,
Ohio, and North Carolina, the title insur-
ance fund currently is operated at the
state level. In other states, the fund is
operated at the county level.

Future transfers of a registered title
involve delivering the deed or mortgage
and the original Torrens certificate of
registration to the grantee or mortgagee,
He presents them to the registering officer
who will issue a new certificate when he
is satisfied that the deed is valid. Then
the transfer is entered on the original
certificate of registration which is kept in
the office of the register. No transfer of
the real estate is binding or complete un-
til the transaction has been registered,

When land is sold, the deed itself does
pot pass title to the land. Rather it is
the registration of title that puts title in the
grantee. It should be pointed out that the
Torrens certificate of registration is treated
as conclusive evidence of the rights in the
real estate with the exception of a few
types of claims—i.e., claims arising from
short-term leases, claims for current taxes,
and claims arising under the laws of the
United States.

There mre some important differences
between the Torrens system and title in-
surance. In the case of title insurance,
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every time real estate is transferred, it
theoretically is subject to a complete title
search. However, under a Torrens system
of land registration, once the real estate
is registered, it is not necessary to go be-
yond or further than the most recent reg-
istration to effect transfers. In eflect, regis-
tration makes the title irrevocable, except
in the case of fraud. Thus, with the Tor-
rens system, there is no need for title in-
surance {after the title is registered ) other
than that provided by the registration
system.

The speed and safety with which trans-
fers with registered titles can be accomp-
tished tends to make real estate more mar-
ketable. After the initial cost of registra-
tion is absorbed, the expense of trans-
ferring titles to realty and of securing
mortgages on it are reduced because there
is no need to repeat a full search and to
purchase title insurance covering the real
estate.

‘The preceding should not be interpreted
as suggesting that all problems are solved

by the Torrens system. The system has.

some definite limitations. First, the initial
registration is neither easy, speedy, nor
inexpensive. Title must be examined and
legal proceedings must be conducted be-
fore registration is complete. Although
subsequent transfers are rapid, initial reg-
istration is not. Because of the expense
and time involved, the owner of a clear
and marketable title has little incentive to
go through the whole procedure.

As long as title registration is not com-
pulsory, the system does not attract suffi-
cient registrations to operate successfully.
The only properties that are registered
tend to be those with questionable titles.
Thus the guarantee funds may be inade-
quate because of the adverse selection in-
volved in registration of properties. In
states where the assurance fund lacks state
or county government backing, those who
have been deprived of rights in the land
may not be able to recover compensation
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should the fund prove inadequate.
A major issue concerning the Torrens

" system is whether it deprives a person of

his property without due process of law,
and thus violates a constitutional guar-
antee. Theoretically, once a piece of real
estate is registered, a person with a valid
claim against the title cannot recover the
real estate. By the nature of the system,
he is deprived of his rights in the prop-
erty itself. If his claim is valid, be is com-
pensated for his loss from the assurance
fund.

The justification for allowing property
rights to be defeated in this way is based
on the concept of eminent domain, ie. the
government has the right to appropriate
private realty rights without the owner’s
consent, by due process of law, upon just
compensation. The weakness in such a
position is that the Torrens system, in de-
feating such rights, is not acquiring them
for public use, an inberent requirement
of eminent domain acquisition.

On the other hand, where title insur-
ance is used, in the event of a valid claim,
the claimant can take possession of the
real estate or sell his interest to the in-
sured. If he takes the reality, the insured
is indemnified by the title insurance.

Finally, the Torrens certificate does not
require that the registrar assume the cost
of defense of litigation attacking the title
of the registered owner. The property
owner must still defend the litigation at
his own expense. If he is successful, he
cannot obtain reimbursement from the
registrar for the expenses of the litigation,
although he may be able to recover such
expenses from the claimant.

The Torrens system bas had only mod-
erate success in this country. Its use bas
been largely confined to a few metropoli-
tan areas such as Boston, Chicago, Duluth,
Minneapolis-St. Paul and New York, and
it has been used also to clear imperfect
title to large pieces of land that are sched-
uled for tract developments.
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At one point, at Jeast 20 states had
adopted laws establishing Torrens sys-
tems; however, several states have re-
pealed their laws for the reasons presented
previously. Thirteen states currently oper-
ate Torrens registration systems, but the
laws are evidently of no practical use in
a number of these states because of the
lack of registraions. No state has estab-
lished a compulsory Torrens system; in-
stead the systems operate on a voluntary
basis in addition to the standard method
of title recording. '

Conclusions

Title insurance represents a contract
on the part of the title insurance company
to reimburse the insured party for any
loss that may arise from any undisclosed
defect in the insured’s title to real estate.
In addition, the title insurance company
agrees to defend the insured in any claim,
valid or not, against the property.

Title insurance is a single-premium, per-
petual policy. It is based on the sound in-
surance principle of assuring the policy-
holder that for a relatively small, definite
premium, the title insurance company will
absorb the financial expense of an indefi-
nite but potentially catastrophic financial
loss.

Like other insurance, title insurance as-
sumes unusual but serious perils for the
real estate owner. Unlike other insurance,
however, it represents protection against
hidden defects already in existence, rather
than against future events. Consequently,
compared with other insurance, a much
higher portion of the title premium is de-
voted to underwriting costs because of the
Jegal fees incurred in conducting a title
search. In fact, title insurers in their ad-
vertising stress this service of risk delinea-
tion rather than risk coverage.

In some regions of the United States,
little title insurance is sold. Buyers of
realty rely instead upon certificates of title
issued by attorneys. However, the certifi-
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cate of title involves only a title search
and investigation of records; thus it does
not afford the buyer the same degree of
protection that title insurance provides.

Title insurance in the United States has
grown for three reasons. Title insurers
have demonstrated great efficiency in the
operation of their title plants and in the
speed with which they can complete a
title search, especially in large cities. Title
insurance companies have also conducted
aggressive promotion campaigns for their
service. Finally, financial institutions have
shown a strong preference for the use of
title insurance in their lending operations.

Because these factors are likely to exist
and even become more important in the
future, title insurance will probably con-
tinue to be successful. Lawyers have
shown little opposition to title insurance.
Indeed their lawyer’s title guarantee funds
represent acceptance of the principle. The
Torrens system, with its own limitations,
offers no serious competition in most areas,
Further, it should be recognized that title
insurance assures the safety of many trans-
actions that might otherwise be blocked
by minor objections to title.

While the use of title insurance is in-
creasing, it has not been developed or im-
proved to the extent necessary to keep
pace with today’s financial requirements.
This is due partly to the fact that most
individual owners of property are not yet
convinced of the need for title protection,
because the public seldom hears about the
payment of a title loss.

In addition, the development of contract
improvements is usually slow in any line
of insurance in which losses are few. Con-
versely, development is rapid in those
lines in which claims and legal actions are
frequent, and public interest high, for ex-
ample, health insurance and automobile
insurance. Nevertheless, although title in-
surance constitutes only a small portion of
the total insurance business, the role it
plays is greater than its dollar volume
suggests.
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ECIAL REPORT OCTOBER 2006

Clouds on Horizon After
Title Industry’s Bright Year

Industry Overview
he title industry reported near-record
| results in 2004, following a recordsetting
year in 2003. Overall underwriting perfor-
mance in 2004 was almost as strong as in 2003,
fueled by favorable economic conditions marked
by the continuing housing boom. The industry’s
operating revenue declined slightly from the his-
torically high 2003 levels, while performance was
driven by continuing favorable loss experience
and enhanced operating efficiencies.

Following record earnings generated in the
previous year, the title industry reported robust
earnings in 2004 for the ninth consecutive year.
The industry’s 2004 net income of approximate-
iy $1.1 billion was almost at par with the record-
breaking year of 2003. Pretax underwriting
gains, while significant, nevertheless declined
somewhat from 2003, whereas both net invest-
ment income and net realized capital gains com-
pared favorably with the prior year.The favorable
performance was driven by strong underwrit-
ing results and an increase in net realized capi-
tal gains attributed to favorable equity markets
in 2004. Operating revenue was nearly equal to
the historical high posted in 2003 and reflected
sustained high demand for title products, as
continued favorable long-term interest rates
fueled refinance activity and strong home sales.
The industry was able to absorb more efficient-
Iy this large influx of new business over the
past several years, primarily due to technologi-
cal advancements.

As the broader economy continued its recov-
ery in 2004, the housing sector, which included a
demand for new morigages as well as refinanc-
ing activity, remained favorable even as the Fed-
eral Reserve initiated a policy of gradually
increasing short-term interest rates from the his-
torically low levels witnessed in 2002 and 2003.

The report was written by Neif DasGupta,
financial analyst in the property/casualty
division of AM. Best Co., and Richard
McCarthy, director of research for the Ameri-
can Land Title Association.
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Exhibit 1
Key Elements of Title Insurance
Compared With P/C Insurance

Key elements of title insurance that distinguish it from personal-

lines classes of property/casualty insurance.

Features Title ) P/C tnsuranc

Protects Against Past Events Future Events

Scope of Coverage Specific Broad

Actuarially Defined Rates Evolving Yes

Admnstrative/

Acquisition Costs High Low

Loss Costs Low High

Policy Term Potenvally Unhimited Finite

Premium (GAAP) fully Earned atIssuance  Earned Over Pohcy Term

Rate Regulation Varies High

Rate Activity Varies Tied o Inflation and
Underwiiting Business
Cycles

Loss Frequency Low to Moderate High

1oss Seventy Low Moderate

Distribution Agents/Direct Agents/Direct/Mass Market

Marketing Success Based on Serice Based on Rates

Competiion Serm-Concentrated Market Fragmented Market

While the housing affordability index dropped
by 5.8 points to 132.6 in 2004, largely reflecting
rapid appreciation in real estate prices, it still
remained well above historical levels, as long-
term rates, which are the primary determining
factor behind mortgage rates, continued to trend
lower. There are some troubling trends on the
horizon, however, which could result in greater
risk for the housing sector in the months and
quarters ahead, with potential negative implica-
tions for housing-dependent sectors such as the
title insurance industry. These include the devel
opment of what many in the housing industry
refer to as a real estate "bubble,” as home prices
continue to increase at rates far above the
growth in personal income.

The title industry also was the subject of sev-
eral investigations in 2004 and continuing into
2005.The actions were initiated by the regulato-
ry agencies of states such as California and Col
orado, as well as by the U.S. Department of Hous-
ing and Urban Development (HUD), the federal

" nsny form o by . cleeronic, meckanical, phote-
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agency with oversight of the housing industry
and related practices. The primary focus of the
investigations at the state level are so-called cap-
tive reinsurance agreerents, whereby several
major title insurance companies ceded nearly
50% of the premium to captive reinsurance com-
panies set up by homebuilders and developers.
The investigations have centered on whether
these payments were in effect "kickbacks” in
return for referral of title business from the
developers, and whether these arrangements
raised the cost of procuring title insurance for
the homebuyer. As of this writing, severat of the
major title insurers have prosmised to end these
practices; have refunded part or all of the premi-
ums involved in these arrangements back to poli-
cyholders; and have paid fines and penalties
to the regulatory agencies as part of an over-
all settlement. Another area of inquiry for
both HUD and some state regulators has been
affiliated business arrangements (ABAs), The
issue is whether affiliates set up by the title
insurers are truly distinct entities with a sepa-
rate physical presence and adequate staffing,
or whether they are effectively “shell” compa-
nies designed to funnel kickbacks to joint-
venture partners such as developers or real
estate brokerage firms in return for referral of
volume business. While affiliated business
arrangements are legal under the Real Estate
Settlement Procedures Act (RESPA), the inves-
tigations are looking into whether these
arrangements meet with specific guidelines
under the Act relating to possible illegal activi-
ty, including payment of kickbacks.

The title insurance industry has unique
characteristics compared with other proper-
ty/casualty insurers. Since title insurers are
required by law to be monoline writers, their
revenue is susceptible to more volatility than
that of multiline writers and is dependent on
regional and national economic conditions. In
addition, the title industry has state-mandated
reserves to protect policyholders in the event
of insolvency. These reserves, called statutory
premium reserves, must be funded by each
title insurer with segregated funds based on
state statutes. The manner in which the statu:
tory premium reserve funds are invested
also may be mandated by state statutes.At
the end of 2004, total policyholder pro-
tection for the industry {the sum of statu-
tory premium reserves, known claim
reserves and surplus) totaled nearly $7.5
billion, compared with slightly more than

$7 billion in the previous year.

The industry evolved rapidly in recent years
due to several factors, which included: consolida:
tion activity; introduction of new and expanded
products; technalogy advancements; entry into
new lines of business; and national and interna-
tional expanston. As the industry continues to
evolve by diversifying its products and services
and enhancing its utilization of technology, the
potential for volatility in revenue and earnings
will be somewhat mitigated by econormic cycles.

Industry History and Purpose

This report begins with a historical overview
of the title industry and its function as an inte-
gral part of the real estate industry. The report
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examines title industry attributes; economic
results and issues; the regulatory environment;
business risks; and unique challenges the indus-
try faces in the rapidly changing real estate and
insurance markets.

The title industry has played, and continues to
play. a critical role in the U.S. economy by facili-
tating the growth of the secondary mortgage
market, thus enabling Americans to have one of
the highest home ownership rates in the world.
The process of insuring the proper transfer of
real estate from seller to buyer is critical to the
real estate transfer process.

The title assurance industry is composed of
abstractors, attorneys, title insurance agents and
title insurance companies. At any real estate clos-
ing, the parties involved must be assured that the
title of the subject real property is as represent-
ed and expected. Members of the land title assur-
ance industry are instrumental in helping to
deliver and guarantee this assurance.

The functions of search and examination of
title provide the basic information concerning
the fegal interest affecting the title to real prop-
erty. The title search and examination are more
than an attempt to confirm the placement on
the record of a subject mortgage: they are the
underwriting process that distinguishes between
significant and insignificant conditions affecting
title. The search and examination very often
include the curing of defects to title necessary to
complete the transaction. It is acknowledged
that there are few properties with perfect title
conditions and, as such, title insurance was
developed to guarantee the current status of title
based on search and examination.

Depending on the jurisdiction, the title search
and examination can require the search of
numerous public documents, including tax.
court judgment, deed, encumbrance, federal and
state records and the evaluation of real property
characteristics such as flood zone, location and
construction type by title industry personnel.

To assure that real property rights as repre-
sented are conveyed, most transactions are cov-
ered by title insurance to guarantee the condi-
tion of ownership and property rights as
represented. The policy of title insurance pro-
vides indemnification of the insured who has a
fee, leasehold, or mortgage lien interest in a spec-
ified parcel of property for any covered loss
caused by a defect in title that existed as of the
effective date of the policy.

Title insurance involves the acceptance of
past transactional events rather than future

occurrence events associated with all other
property and catastrophe exposures. In addition,
title insurance, unlike most other property/casu-
alty expaosures, has no termination date and no
time limitation on filing claims,

Since title insurance usually involves the
acceptance of prior transaction-related risk
rather than future risk, the underwriting
process in the title insurance industry differs
markedly from the typical property/casualty
underwriting process. The title underwriting
process is designed to limit risk exposure
through a thorough search of the recorded
documents affecting a particular property. The
insurance component of a title product only
indemnifies for existing, but unidentified, or

P
Exhibit 2
Key Economic Figures
Gross domestic product from 1972 through 2004, along with the
unemployment rate, the inflation rate and disposable income.
(s Billions)

Gross Civilian Disposable

Percent Rateof  Personal Percent
Year Product Ehange Rate (%l Inftation income _Change
1972 $4.105.0 32 $3,046.5 4.8
1973 43415 5,8 4 9 6.2 3.252.3 68
1974 43198 65 56 19 32285 -0.7
1575 43112 02 85 3.1 313026 23
1976 45309 53 1.7 58 34322 38
1977 47505 46 11 6.5 35529 35
1478 50150 56 6.1 76 37188 4.7
1979 51734 32 58 13 31811.2 28
1980 51617 0.2 EA 135 385877 12
1981 52817 235 7.8 103 38600 2.7
1982 51893 -19 97 5.2 40449 21
1983 5.423.8 4.5 96 32 ERTING 33
1984 58136 12 15 4.3 4,494.1 18
1985 6,053.7 41 12 36 46452 34
1486 62636 35 70 19 47910 31
1987 64751 33 62 3 48745 17
1988 87427 4.1 55 4.1 5.082.6 43
1989 6.981.4 35 53 48 52248 28
1990 71125 1.9 56 54 53242 1.9
1991 71,1005 02 68 4.2 53517 05
1892 73366 33 15 30 55363 34
1993 75327 27 69 30 55342 10
1994 7,835.5 40 6.1 25 §.796.4 2.7
1985 80317 25 56 28 59057 28
1996 83288 37 5.4 30 6,080.9 30
1997 87035 45 19 23 62958 35
1998 9.066.9 42 45 16 6.663.9 58
1999 9,470.3 45 42 2.2 6.861.3 30
2000 9817.0 37 40 34 11840 48
2000 9890 7 08 47 28 13333 18
2002 16,0488 16 58 16 7.562.2 3.1
2003 10,3206 27 60 2.3 77418 24
2004 10,775.7 44 35 21 80043 3.4

Notes/Source. Al data are annual averages Gross domesuc preduct {GDP} and disposable
personal income {DP) are adjusted for inflation, reported in billions of chained 2000 dafters by
the Bureau of ic Anatysis. The rate is the number of unemployed as a
percentage of the civitian labor force as reported by the Bureau of Labor Statistics.
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Exhibit 3

Housing and Construction Activity vs. Mortgage Rates
Data show an inverse relationship between the cost of borrowing money and activity for all types of real estate.

30-VearFixed  Basis Housing New Existing Total Nonresidential

Mortgage Point Starts  Percent Home Sales  Home Sales  Home Sales  Percent Structures  Percent
Year . Yield (%) _ Change (Thousands) Change (Thousands) (Thousands) (Thousznds)  Change ($ Biflions, 2000) Change
1972 738 -36 2357 48 g $2.252 2970 1 $191.7 31
1973 804 66 2,048 -132 634 2334 2,968 01 2073 82
1974 918 1s 1338 S35 519 2,212 2 60 2028 -2
1973 904 -15 1,160 -133 549 2,476 3.025 84 1816 -105
1976 885 -18 1538 235 646 3.064 3710 228 186.0 24
1977 884 -2 1,987 292 819 1650 4,469 205 1937 41
378 363 19 2,020 17 817 1,986 4,803 75 218 4
1879 1138 156 1748 -138 708 3827 3536 56 2497 127
1980 177 258 1292 -260 §45 2973 3518 -22.4 264.2 58
1981 1663 286 1.084 -16.1 436 2,418 2,854 -189 285.2 80
1982 16.08 5§ 1062 2.8 412 1,991, 2303 -158. 804 -17
1983 1323 -285 1,703 60.3 623 2,697 3,320 382 2501 -108
1984 13.87 o4 1,750 27 839 2828 3.467 44 285.1 140
1985 1242 -145 1732 0.4 688 3182 3.820 10.2 305.4 7
1986 10.18 -224 1805 37 750 3,475 4,225 10.6 2718 -110
1987 1020 2 1,621 -10.2 871 3,437 4,108 2.8 2641 -238
1988 10.34 14 1488 -8.2 676 3512 4,188 19 2659 08
1989 1032 3 1,376 -1.5 650 3.324 3974 5.1 22 28
1950, 013 -19 1,193 -133 534 3,220 3,754 -5.5 2152 15
1931 9.25 -88 10%4 -15.0 509 3,186 3,695 -16 2446 BiRi
1952 8.40 -85 1,200 183 610 3479 4,088 107 2299 6.0
1993 733 -107 1,288 73 666 3,787 4453 839 228.3 07
1594 838 102 1457 132 618 9 4,587 k) 23123 18
1995 795 -40 1.354 -1 667 3,886 4,553 -0.7 2471 64
1596 780 -15 1477 8.1 157 4197 4,954 8.8 211 5.7
1997 7.60 -20 1474 0.2 804 4,382 5,186 17 280.1 73
1998 6.94 -66 1.617 9.7 886 4970 5,856 123 2945 EA
1998 743 49 1,641 15 880 5,208 6,085 33 293.2 -04
2000 8.06 63 1.569 44 877 5,182 6,029 -0.8 3132 68
2001 697 -109 1603 2.2 908 5,296 6.204 29 306 1 =23
2002 6.54 -43 1,708 6.4 973 5,631 6,604 64 2538 -171
2003 5.82 -2 1,848 84 . 1086 6,183 7,269 0t 2431 -42
2004 5.84 2 1,956 59 1,203 5,784 7.987 9.9 2484 2.2

Notes/Sowrce. All data are annua‘ averages Mongage yield from Federat Home Loan Mongage Cosp. [Freddie Mac) Survey of Major Lenders. Housing starts. new
home sales and of Commerce, Census Bureau and Bureau of Economic Analysis. The sesidentlal structure series
includes comimercial but not government consuucuon Existing home sales are from the National Association of Realtors and include single-famity, condos and
co-ops. Totat home saies is the sum of new and existing home sales.
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specifically underwritten, defects in the condi-
tion of a property’s title. In other words, title
insurance, unlike typical property/casualty insur-
ance, usually does not respond to future occur-
rerices but only to past defects that were m
place at the time the property was sold and
were not recognized as a problem until after the
property was transferred or was insured over.

Property/casualty underwriters are con-
cerned with determining the probability of loss
based on the characteristics of the insured, while
title undecwriters are concerned with reducing
the possibility of loss by discovering as much
information as possible about the past through
extensive searches of public records and strin-
gent examinations of title. Some state title insur-
ance codes provide that no policy or contract of
title insurance shall be written unless it is based
upon a reasonable examination of title, and
unless a determination of insurability of the title
has been made in accordance with sound under-
writing practices, For an iteration of differences
between property/casualty underwriters and
title underwriters, please refer to Exhibit 1.

The general underwriting examination and
search requirements, coupled with the disarray
and geographical dispersion of records, has fos-
tered the development of privately owned,
indexed databases or title plants. These title
plants must be maintained regardless of the level
of real estate activity during any given period.
The Financial Accounting Standards Board has
ruled that a title plant is a unigue asset that, if
properly updated, does not diminish in value
over time. The cost to maintain the economic life
of a title plant and continuously update the
records is extremely high. This is one factor
adding to the higher overall fixed cost percent-
age for title insurers as compared with proper-
ty/casualty insurers.

Both property/casualty insurers and title
insurers must physically produce policies, but
the processes and requirements have significant
differences. A typical property/casualty policy
may involve filling out a few blanks on a form,
while the title policy may require the transcrip-
tion of a complex legal description unique to
the insured property, along with enumeration of
often equally complex and unique terms of ease-
ments or other special property rights. In prop-
erty and liability lines, agents’ commissions are
generally in the range of 10% to 25% of premium
on policies that agents write. In title insurance,
the agent retains a much larger proportion of the
amount charged. Commissions for title insurance

Exhibit 4

Housing Affordability

The housing affordability index measures the
percentage of income the median-income
farly has toward qualifying for a median-
fnced home with a 209 down payment. A
hugher index reading means greater housing
affordability. For 2004, the median-income
family—with an income of $54,527—had
132.6% of the income needed to qualify for
the median-priced home of $184,100.

Affordabitity Affordability
Year Index  Vear index
1977 1288 1991 112.9
1978 114 1892 247
1979 972 19913 1333
1980 M9 1594 1319
1981 639  199% 126.1
1982 635 1996 1333
1983 332 1w 1338
1984 89.3 1998 1397
1885 848 1999 136.3
1986 089 2000 1292
1987 1142 2000 135.7
1988 1135 2002 1339
1989 1681 2003 138.4
1980 1095 2004 1326
Source: National Association of Realtors.
Affordability Index
150 ¢
120
90+

GOlAt s s st i daa
“77 7798183 85 '87 '89 "9 "93 95 '97 '99 °01°03'04

T
are more properly described as agent’s retention
or agent’s labor or work charges.

The title insurance activity of search and
examination generally is carried out locally,
because the public records to be searched are
usually only available locally. This activity may be
done by directly-owned branch operations or
title agents. Agent activities not only reflect a
sales commission but incorporate underwrit-
ing, loss-prevention and administration costs
that title insurers would incur if policies were
issued directly. These unique characteristics of
the title insurance industry, combined with
the necessity of maintaining a title plant or
searching public records, contribute to the
high fixed costs, the high ratio of salaries to
total expenses and the high percentage of total
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revenues retained by agents.

In addition, with the requirement that each
real estate parcel be evaluated and insured based
upon myriad, varying local laws, customs and
records, the traditional insurance structure of
local marketing and home-office underwriting
cannot be maintained reasonably and cost-effec-
tively in the title insurance industry. Since real
estate laws, customs and practices vary at least
on a state-by-state and sometimes on a county-
by-county basis, it has not been practical for
underwriting to be done on a national basis by a
team of underwriters in the home office. There-
fore, the economies of scale made possible by
establishing a centralized, skilled technical sup-
port staff of actuaries and underwriters to price

L
Exhibit 5
Title Industry Revenue and Home Sales Activity
Home sales. mortgage rates and title insurance revenues.

Total 30-Vear
Operating Fixed Basis Home

Revenue  Percent  Mortgage Point Sales  Percent

{8 Mitlions)  Change _ Yield (%)  Change heusands} _ Change

1972 $644.40 2.7 7.38 -3 2910 11
1973 7206 s 8.04 66 2968 01
1974 6749 6.3 4.9 124 2,791 -60
1975 6849 15 9.04 15 3.025 84
1976 899.7 314 8.86 -18 3,710 26
1977 1,181 80 314 884 -2 4,469 205
1978 1.508.20 277 9.63 ” 4,803 75
1979 1,548.60 26 g 156 4.536 56
1930 1,403 %0 93 un 258 3518 -24
1981 1,496.50 66 16.63 286 2,854 -18.9
1m82 T 144580 34 16.08 -5 2403 158
1983 2,181.80 509 13.23 -285 3,320 382
1884 2,612.80 198 13.87 64 3457 44
1985 2,956.90 132 1242 -145 3820 102
1985 3,770.00 35 1098 224 4,228 106
1987 4,218.30 19 30.20 2 4,108 -28
1988 4,055.80 -39 10.34 14 4,188 19
1988 4,107 10 13 10.32 -2 3974 -5.1
1980 4,092.90 0.4 10.13 -1 3,754 -85
1991 4,231.30 34 9.25 -88 3,695 -16
1992 §,231.80 236 8.40 -85 4,083 107
1993 5,936.90 136 7.33 -107 4,453 39
1994 5,880.20 13 8.35 w0 4,587 _ 30
1995 4,842.70 -174 798 -40 4,853 07
1986 556220 147 180 -15 4,854 2.8
1997 6,180.50 n3 760 -20 5,186 a7
1998 $8,276.80 339 6.94 86 5858 129
1999 8.496.00 26 743 49 6,085 39
2000 7.869.20 14 8.66 63 6,029 0.9
2001 975120 239 6.97 -108 6,204 29
2002 12,625.90 301 6.54 -3 6,604 6.4
2003 16,529.30 309 5.82 72 7.26% 101
2004 16.355.90 S K] 584 2 1987 a9

Souwrce Title industry revenue from Amencan Lana Trle Association and NAIC Form 9 Financial
Reporting. Mortgage rates are from freddie Mac. Total home sales is the aggregate of new
bome sates published by the U.S. Census Bureau and existing home saies per the National

Association of Realtors.

products and make underwriting decisions is
absent in the title industry.

Rate Regulation

Like the rates for other forms of insurance,
rates for title insurance usually are regulated by
state governments to ensure that premiums are
not excessive, inadequate or unfairly discrimina-
tory to the public. States have different methods
of regulating title insurance rates. The types of
rate regulation used are:

1. Promulgation-—A state regulatory body sets
the rates,

2. Prior Approval—Insurers propose rates,
which must be reviewed formally and approved
explicitly or deemed approved by the regulatory
body before they can be charged.

3. File and Use—Insurers set rates, but they
cannot be charged until the regulator has
been notified and allowed time for review and
action if necessary. In some prior-approval
states, almost the same result is achieved
through a so-called deemer provision. Under 2
deemer, rates proposed by insurers are
deemed approved if the regulatory body takes
no action to disapprove a filing within a speci-
fied time and the filer notifies the state that
the rates are being deemed approved.

4. Use and File—Insurers set rates that can be
charged immediately, as long as the new rate
schedule is filed with the regulatory body.

5. No Direct Rate Regulation—Insurers set
rates that can be changed at an insurer’s dis-
cretion. Even in this apparent unregulated situ-
ation, a regulatory body still is charged with
overseeing the title insurance industry and
can question the propriety of a rate that
appears to be unfairly discriminatory or other-
wise violates statutory standards.

Title Rates: Title insurance premium rates are
determined largely by operating and acquisition
cost factors, as compared with property/casualty
rates that are based on the actuarial determina-
tion of expected losses. The risk of title loss is a
function of many factors, which can vary consid-
erably from jurisdiction to jurisdiction and
transaction to transaction. Also, the services
covered by the title insurance premium vary
from state to state. It is difficult to compare a
pure title insurance risk premium with an all-
inclusive rate that covers not only the risk of
loss but also the title search, examination, title
opinion and closing.
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Exhbit 6
Title Industry

rar
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Expenses
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Source: AM. Best Co.
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Boiler & Machinery

Expenses
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Rate Adequacy and Stability

Title insurance premium rates are based on
five considerations: 1) the cost of maintaining
current title information on property local to
that operation, i.e., title plant; 2) the cost of
searching and examining the title to subject
properties; 3} the cost to resolve or clear defects
to title; 4) the claims costs covering title defects;
and 5} the allowance for a reasonable profit.

Loss Characteristics
Among Companies

Title insurance loss experience varies consid-
erably arnong individual companies, based on a
wide array of factors, including:

1. Experience and technical competency of
both a company's agents and title underwriters;

2. Quality and quantity of title documentation
and evidence (both public and private} underly-
ing the search-and-examination process;

3. Regional differences in title insurance cus-
toms and practices, underlying title insurance
risks, the mix of residential sale, residential refi-
nance and commercial business, and defalcation
risks;

4.Adequacy and effectiveness of a company's
underwriting controls and agency management
systems;

5. Differences in the proportion of a compa-
ny's agency vs. direct book of business;

6. Differences in the proportion of a2 compa-
ny’s commercial vs. residential book of business;
and

7. Differences in companies' claim-administra-
tion processes in areas of claim recognition, eval-
uation, timing of settlernent and recoupment.

The Economy

The recovery that began in late 2002 contin-
ued through all of 2004 at a much stronger pace.
For the year 2004, GDP growth was a relatively
strong 4.4%, an improvement over the down-
wardly revised growth rates of 2.7% and 1.6% in
2003 and 2002, respectively.

During 2004, the Federal Reserve began a pol-
icy of gradually increasing short-term interest
rates from the historically low levels of 2002 and
2003. However, interest rates on mortgages,
which more closely track longterm government
debt, remained at record low levels in 2004.Thir-
ty-year. fixed-rate mortgages were at 5.84% for
the year 2004, only 2 basis points above 2003's
mortgage rate, which was at a 40-year low of
5.82%.

Two dark clouds on the current and future
economic environment are petroleum prices
and interest rates. The 2005 increase of close to
50% in the price of crude oil, coupled with the
continued increases in the federal funds rate, do
not bode well for real estate in the future, Histor-
ically, after a time lag, changing interest rates
tend to track closely with changes in the price of
crude oil. It remains to be seen whether this rela-
tionship will hold in the future.

The housing sector in 2004 continued its
spectacular performance. Housing starts, existing
home sales and new home sales all were above
previous years' figures. Since 2001, housing starts
are up 22.0%, new home sales are up 32.5%, and
existing home sales are up 28.1%.

The year 2004 was a record year for real
estate transactions. Total home sales (new plus
existing sales) were close to 8 million units, the
largest number ever. During that year, existing
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home sales were 6.8 million units, and new
home sales were 1.2 million.

The furious pace of real estate activity over
the past three years has been matched by rising
home prices. New and existing home prices
increased in 2004 by 13.3% and 14.1% respec-
tively, after rising by 3.9% and 7.5% in 2003. Dur-
ing the period from 2001 through 2004, median
family income increased by 7.9%, while median
existing home prices rose by 23.5%, For first-
time home buyers, median income rose by 5.7%
during this period, while first-time (starter)
home prices rose 27.3%. The relatively large
increases in median housing prices as compared
with the modest increases in median incomes
has outweighed the relatively low level of long-
term interest rates, causing the housing afford-
ability index to decrease to 132.6 for existing

O
Exhibit 7
Titie Industry Pretax Operating Gains/Losses

And Expenses
{$ Miltions)

Pretax toss &
Operating Percent toss Adj.  Percent  Operating Percent

Year Gain/Less Change Expenses  Change  Expenses Change

1974 ) 833 436 290 5173 22
1875 7.1 -49.3 592 358 618.6 0.2
1976 693 8763 564 .47 7738 251
1977 1228 772 62.6 1m0 9964 28.8
1978 94.4 231 76.1 216 13387 344
1979 592 373 778 22 14116 54
1980 689 2164 922 185 13806 22
1981 -128.3 862 1206 30.8 15042 9.0
1982 1405 95 1220 12 1,4643 21
1983 913 1650 136.6 120 1.954.0 334
1984 235 143 2056 50.5 23837 220
1985 296 260 2215 10.7 2699.7 13.3
1986 1575 4321 3329 463 32788 218
1987 58.8 -62.7 325.1 23 38344 %9
1938 1119 -290.3 3905 200 30712 s
1989 1538 374 3891 04 38718 25
1990 -210.4 -36.8 410.2 54 38904 05,
1991 2183 -38 4204 3.5 4,025.3 35
1992 T 188 1845 387.7 -85 $4,725.3 17.4
1993 2673 12438 34360 118 533656 129
1994 9.1 -65.9 3153 8.1 54535 22
1995 -334 1367 282.1 -10.5 45940 158
1996 m7 3356 2701 - 38 5,202.9 133
1897 1046 329 2810 59 5,788.9 1.3
1998 2833 1708 3173 106 71,6762 326
1999 2157 21 3500 103 79000 29
2000 32.1 -881 4193 19.8 74488 57
2001 2425 6416 165.1 w039 9,040 0 214
2002 4781 976 580.9 249 11,563.6 278
2003 1,024.3 1138 662.0 4.0 14,843 4 284
2004 155.0 2283 £99.1 56 14,9617 a4

Source. Data developed from ALTA and NAIC Form 9 Financial Reporting

home sales and to 77.1 for first-time home buy-
ers in 2004.

The Title Industry and
Real Estate Economics

The title industry is highly dependent on real
estate markets, which are, in turn, highly sensi-
tive to interest rates and overall economic well
being. There is an inverse relationship between
changes in interest rates and operating revenue
for title insures, As interest rates fall, operating
revenue generally rises, reflecting increased
demand for title products. The reverse occurs
when interest rates rise.The relatively stable low-
interest-rate environment, as reflected in the
2004 year end 30-year fixedrate mortgage yield,
which increased only 2 basis points from year
end 2003, caused homesale activity to continue
at historically high levels, while refinancing activ-
ity declined as a share of total mortgages.

Based on the title insurers’ correlation to real
estate markets, as well as being required by law
to be monoline writers, revenue and profitability
are susceptible to volatility. This has been evi-
dent during the past 30 years as reflected in
changes in interest rates compared with the cor-
responding fluctuation in total operating rev-
enue and pretax operating gains. To dampen this
volatility, title insurers have improved technology
and workflow processes and diversified their
operating revenue by introducing new title
products, entering new lines of business, and
expanding nationally and internationally.

How Title Insurance Differs From
Other Lines of Insurance

Since title insurance is an evidence-produc-
ing/loss-prevention line of insurance, its loss
expense is less and its operating expense is
greater than other property/casualty lines of
business. Insurance expenses can be divided into
two kinds: loss prevention/underwriting expens-
es and lossrelated expenses.

A typical loss-prevention insurance line, such
as title, boiler and machinery, or surety insur-
ance, usually has higher operating costs and
lower losses than other insurance lines. It should
be noted that according to the statutory
accounting rules for title insurance, only report-
ed claims are reflected in the loss expense, while
in other lines, both reported and unreported
(incurred but not reported, or IBNR} claims are
included in the loss expense. This different
methodology causes timing differences in the
reporting of losses and loss-adjustment expenses
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for title insurance as compared with ather lines.
In addition to known claims, title insurers, unlike
other lines, carry a statutory Hability known as
the statutory premium reserve, which provides
ultimate policyholder lass protection. However,
it is not counted as a loss statistic.

Because of the large service and underwriting
component of title insurance. its closest counter-
parts in the property/casualty sector are service,
underwriting and loss-control intensive lines of
business. Lines of insurance that contain these
features are surety and boiler and machinery.

Operating expenses are the largest compo-
nent of a title company's costs. A title cornpany’s
ability to expand its infrastructure and maximize
operating profits in good market conditions, and
contract and contro costs in poor market condi-
tions, Is a critical factor to its long-term financial
success and solvency. This isn't necessarily the
case with property/casualty companies, where
the control of loss costs is a more critical factor
to success and sotvency.

Investment Income Characteristics

Important differences exist in title insurers’
and traditional property/casualty companies’
ability to generate investment income. Proper
ty/casualty insurers collect premiums in advance
and hold them until they must be paid out to
indemnify claimants for losses. These premiums
constitute a large cash flow that companies gen-
erally invest in intermediate and long-term,
investmentgrade assets. The investment income
generated is reinvested, and a company's asset
base grows at a compounded rate until losses on
policies materialize and are paid. For long-tail
casualty business lines, these claims may take
decades to appear and can result in large accu-
mulations of assets. As a property/casualty com-
pany increases its ratio of written premiurns to
surplus {equity), it automatically increases the
fraction of its total assets that are financed by
advanced premiums from policyholders. In
other words, writing property/casualty insur-
ance can create financial leverage.

These property/casualty reserves are debt, in
that if the policy is canceled, they are owed to
the former policyholder, yet they bear no rate of
interest. Hence, this kind of financial leverage
does not burden the property/casualty insurer
with additional fixed charges and, as long as
rates are adequate, provides all the conventional
benefits of leverage without much of the down-
side risk.

Title companies collect premiums after the

largest component of their costs—aoperating
expenses—has been incurred. As shown in
Exhibit 9, title companies’ expense ratio typically
averages more than 90%, while the
property/casualty industry has an expense ratio
of less than 30%.This results in a significant
reduction in available cash flow for title compa-
nies to lnvest. Although the remainder of the
title premium collected is available for invest-
ment, the relative percentage of premium col-
lected and invested is significantly less. The title
industry’s financial leverage is relatively low.
Title insurers sell protection against losses

Exhibit 8

Loss and Loss-Adjustment Expense Ratios

For Various Lines of Insurance

Title insurance has a much lower average loss and LAE ratio as
compared with the general property/casualty industry. Property
and casualty figures incorporate an IBNR approach, whereas title

involves paid claims.

Property/  Property/ Boiter/
Title Surety Casualty Casualty Machinery
Year Industry {Stock) {Stock) {Mutual) {Stock)
1874 65 61.6 53 164 446
1975 8.7 68.8 788 80.2 438
1976 6.3 492 e 711 36.1
1977 5.3 446 701 724 333
1978 50 468 28 728 30.8
1579 50 396 ne 76.3 208
1980 66 531 739 710 3.1
1981 8.1 341 755 79.8 332
1982 84 374 786 821 386
1983 63 339 810 819 03
1984 7% 499 888 813 $3.8
1985 17 77 88.8 886 a5
1586 88 FARS 803 843 87
1987 17 66.1 762 822 327
1388 95 493 762 835 445
1989 9.5 42.9 80.4 859 386
1990 0d 6.3 802 87.0 48.2
1981 100 26.2 801 828 571
1992 74 383 89.7 84.4 536
1993 58 238 788 814 58.1
1994 54 345 80.3 §2.4 449
1995 58 339 78.1 80.7 481
1996 48 2127 7ig 799 441
1997 46 256 723 147 45.2
1998 38 245 50 80.1 510
1999 4.1 250 773 817 6086
2000 53 217 79.4 T 853 515
2001 48 472 873 968 50.2
2002 46 63.7 80.5 82.9 40.0
2003 40 21 744 75.4 284
2004 43 6.7 72.2 125 32.4
Averages
Al Years 63 45.4 8.2 81.0 42.5
Past 10 Years 46 417 774 80.4 45.2
Past 20 Years 6.4 441 79.3 82.3 45.5

Source: Title industry figures developed from ALTA and NAIC Form 9s. All ather data from

Best's Aggregates & Averages.
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caused by problems with legal title to real prop-
erty arising out of events that occurred before
the effective date of the policy. Because most
uncertainty about the past can be reduced by
careful research, a title insurer can exert a great
deal of control over the risks it underwrites.

For example, a title insurer can almost elimi-
nate the possibility that a real estate title will
become encumnbered by a lien for past unpaid
real estate taxes by looking up the property tax
records of past years. However, hidden defects in
a real estate title, such as errors in public
records, will always cause losses. Because of the
great importance of real estate titles, title insur-
ers establish their underwriting criteria at a high

P D U
Exhibit 9

Operating Expense Ratio

For Various Lines of Insurance

Title insurance has a much higher average expense ratio as
compared with traditional property/casualty lines.

Property/ Property/ Boiler/
Title Surety Casuaity Casualty Machinery
Year Industry {Stock) {Stock) {Mutual) {Stock)
1974 915 521 29.7 248 59.0
1975 90.3 532 287 242 524
1976 86.0 53.8 274 225 576
1977 843 516 269 215 534
1978 887 §03 216 217 533
1979 9N.2 50.6 279 217 55.4
1980 983 528 285 22.1 517
1881 168 5 516 294 231 586
1982 1613 517 301 235 621
1883 896 411 308 234 633
1984 91.2 356 301 33 84.5
1985 913 342 217 219 484
1986 810 455 268 218 B2
1987 909 49.9 211 214 482
1983 931 512 218 211 528
1989 943 510 282 212 546
1990 95.1 511 82 25 52.8
1991 95.1 488 286 20 526
1982 90.4 454 287 223 495
1983 8.7 424 282 219 455
1994° XA 48.3 218 2.4 ) 43.1
1995 900 454 218 211 43.0
1996 936 40 78 233 419
1987 937 432 283 243 430
1948 8927 435 207 %8 440
1999 829 286 29.1 255 489
20600 947 441 286 252 q1.8
2001 927 408 213 249 ang
2002 98 518 257 49 397
2003 898 49.1 258 244 397
2004 89.2 41.2 i 26,3 244 437
Averages
Al Years 2.1 41.8 281 23.0 50.3
Past 10 Years 921 45.2 215 245 42.8
Past 20 Years 820 46.0 217 23.1 46.2

Soutce Tile ndustry figures developed from ALTA and NAIC Form 9s. Al ather data from

Besl s Aggregates & Averages.

level of stringency, eliminating all risks they pos-
sibly can through careful examination of title
before issuing insurance.

Consequently, title insurers operate by collect-
ing premiums, much of which are used to cover
the underwriting costs associated with the
issuance of a title insurance poticy. Therefore, in
contrast to property and casualty insurers, title
insurers expend premium dollars before collec-
tion and therefore do not retain most of the pre-
mium dollar before it is expended in the ordi-
nary course of business.

On the other hand, the loss tail for title insur-
ers is much longer than that for most other lines
of insurance and constitutes a form of leverage
in that some percentage of premiums s set aside
and held for future claims. The lossail leverage
constitutes only a small percentage of the premi-
um, however.

Titie Insurance Profitability

The financial strength and surplus for title
companies, however, may be more critical than
for property/casualty underwriters, The title
industry’s premium volume and profitability is
highly dependent on real estate sales and mort-
gage refinancing activity. Since large infrastruc-
tures of personnet and title plants must be main-
tained to provide title services, a title company's
profitability is highly sensitive to real estate mar-
ket activity. A significant portion of a title com-
pany's cost structure is fixed, and the variable
component Jargely is related to personnel. It is as
difficult for a company to reduce its costs of
doing business in the face of a downturn in real
estate activity as it is to reacquire trained staff
when activity rebounds. Surplus plays a critical
role by providing a cushion that permits a title
insurer to ride out poor real estate markets, since
not all of its costs are variable and able to be
reduced. Property/casualty companies have a
builtin level of demand. Many property/casualty
coverages are required by law or business judg-
ment and have to be purchased annually.

As with every industry, the title industry has
certain inherent risks that must be understood
to properly evaluate an individual company’s
operational strengths and weaknesses, balance-
sheet vulnerabilities and volatility of earnings.
The major business risks a title insurer faces are:
volatility of revenue, expense control, mix of
business, distribution mix {agency or direct},
defalcations, rate adequacy and stability, and leg-
istative reform.

The title industry's revenue is more volatile
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than that of the property/casualty industry. Cycli-
cality in a line of insurance creates challenges
but isn't always a negative quality, since it creates
opportunities for well-managed companies. In
such businesses, management must make sure
the company's operating structure is flexibie and
responsive to adjust to both increases and
decreases in revenue over a relatively short peri-
od. A well-managed company must be able to
access trained staff to service business adequate-
ly when title insurance demand is rising. Like-
wise, when a downturn in real estate activity
results in a sharp reduction in demand for title
insurance, a company must be able to downsize
its infrastructure and personnel in an efficient
and orderly manner so servicing of its current
orders is not interrupted.

The utilization of temporary personnel does
not provide a tofal solution to this problem.
Unskilled and part-time personnel can satisfy the
need for an increase in title messengers or
clerks, but they can't satisfy the need for the
more highly skilled jobs of title searchers and
underwriters.

A significant component of fixed costs also
relates to title plants. Title plants are important
because they represent the raw material of
the underwriting process. Title plants require
both an initial investment and constant updat-
ing of various records. Even in slow markets,
title plants must be current, with each day's
recordings entered into the plant’s database. If
a title plant becomes outdated, it will ultimate-
ly become a source of errors and lead to title
insurance losses.

The acquisition and maintenance of title
plants gradually is becoming more cost effective
as the business becomes computerized. Modern
title insurance companies feature the computerj-
zation of order taking, tide search and examina-
tions, and policy issuance. These advances have
permitted companies to increase capacity for
premium volume dramatically with only a2 mod-
est increase in personnel. This capability not only
enhances the profitability of a title company but
also makes it easier to manage expense levels
during slow real estate markets.

Title insurance provides coverage for a num-
ber of basic types of real estate transactions: resi-
dential mortgage refinancing or equity lines; resi-
dential resale or new construction, and
commercial resale or new construction. These
are listed in ascending order of underwriting
complexity. Bach successive product requires a
significantly increased effort to market, under-

write and administer claims. The production
costs necessary to generate each of these prod-
ucts also varies significantly.

Residential refinancing business is a classic,
high-volume, commodity business. It tends to
come in waves, based on the relative level and
trend of mortgage interest rates. When rates go
down quickly. such as occurred in 1992-93, 2001
and 2003, a dramatic increase in the volume of
new title orders occurs. Companies within the
tie industry must hire large numbers of work-
ers to service orders to maintain market share.
However, the level of title orders can contract as
quickly as it surges, and welkmanaged compa-
nies must adjust their personnet (cost) levels

Exhibit 10

Combined Ratios for Various Lines of Insurance
Although the components of the combined ratio are markedly dif-
ferent among the varlous Insurance lines, the average combined

ratios are similar.

Property/ Property/ Boiler/
Title Surety Casualty Casualty Machinery
Year Industry {Stock) {Stock) {Mutual) {Stock)
18714 98,0 137 0o 1012 1636
1975 99.0 1220 1075 1044 96.2
1976 923 103.0 10290 9.6 93.7
1977 896 96.2 370 938 867
1978 937 47.1 96.6 M6 833
1979 962 902 96 980 762
1986+ 1049 105.8 1024 9.1 808
1981 1086 85.7 104.9 029 918
1982 1097 89.1 we.? 1056 100.7
1983 959 876 118 1053 1038
1084 931 855 1188 1106 118.3
1985 95 ¢ Mg 166 1105 89.9
1986 958 11 1069 1061 869
1987 986 1160 1033 1036 80.9
1988 1027 100.5 1039 1046 971
1983 1038 939 108.6 1080 93.2
1990 1051 : 87.4 1084 98.5 101.0
1991 1052 75.6 088 106.4 1688
1892 a7 842 183 1034 1033
1993 955 658 079 1048 037
1994 98.5 832 108.9 106.8 881
1895 95.8 9.7 106.7 1054 92z
1386 985 715, 1063 ° 1048 86.0
1997 941 69.2 014 1819 88.3
1998 96.6 68.4 104.7 1080 85.0
1998 971 68.1 1076 8.2 1095
2000 100.0 723 108.5 138 833
20m 975 887 151 116.9 92.1
2002 96.2 1162 106.6 1086 797
2003 938 1223 9.7 100 4 680
2004 935 1178 98.7 97.% 76.2
Averages
Alt Years 98.5 934 106.5 104.5 2.9
Past 10 Vears 96.3 87.4 105.8 106.6 879
Past 20 Years 98.3 90.5 107.4 106.2 1.7

Source: Title industry figures developed from ALTA and NAIC Form 9s. All other data from

Best's Agaregates & Averages.
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Exhibit 11

Net Investment Income as a
Percentage of Premiums Earned
The average ratio of net investment income
earned to premiums for property/casualty
insurers is about three times larger than for

title insurers.

accordingly.

In underwriting refinance transactions, the
title insurer or its agent performs a more limited
title search than is necessary for a resale transac-
tion. This less comprehensive title search occurs
because only the position of the lender of the
refinanced mortgage has to be determined to
assure the lender of its priority. No owner's cov-
erage arises from these transactions, since the
original owner's title policy, whenever pur-
chased, continues to protect the basic ttle in the
name of the property owner.

In addition to the challenges of managing the
surges and contrac-
tions of title orders,
companies also face
difficulties managing
the claims process.
Some  companies
believe the best prac-
tice to minimize claim
losses is to settle

Property/  claims early to mini-
Yg;’; Title '“"‘_”5;‘%’ C“S‘;“J’:Z mize legal fees, which
1975 16 'gp  are a large component
1976 32 go  of most claims. Other
1977 29 85 companies litigate
:g;g gg 13_31 claims when possible,
1980 4:5 ”:8 which incurs more up-
1981 54 136 f{ront expense, to
1982 53 146  establish and maintain
;ggi :} :‘;: a deterrent against
1985 12 16 fraud and future nui-
1986 47 132 sance claims.
1987 50 27 This tactic can be
:ggg g: }g? particularly effective
1990 7 152 in those regions
1981 4.4 154 where a small num-
1992 56 148 ber of law firms spe-
:gz: ;-: :gg cialize in represent-
1995 57 145 ing title claimants.
1996 50 144 Whether a company’s
1997 46 153 approach is success-
;ggg ;? 1;; ful or not can be
3000 17 135 determined only
2001 18 121 when the results of
2002 26 112 that approach are
g%i ;g . "9’3 compared with
Averages 5 - industry averages.
All Vears a2 129 Companies must be
Past 10 Years 39 129  responsive enough to
Past 20 Years 43 138 recognize and realize

Source: Title industry figures developed from ALTA and NAIC
Form 9s. All other data from Best’s Aggregates & Averages.

when smali-dollar
claims must be settled
quickly, vs, when cer-

o

tain claims must be litigated to establish an
image or reputation within the legal community.
Depending upon the region of the country and
its local legal and claims environment, different
claims approaches are needed.

Although residential business is more prof-
itable than refinance orders, underwriting com-
mercial transactions represents the highest profit
margin for title insurers. In a typical saje/devel:
opment of an office building, both buyers and
seffers are generally knowledgeable and sophisti-
cated and retain lawyers to represent their com-
peting interests. Generally, both title insurers and
lenders assign senior underwriters to manage
and underwrite commercial transactions. This
more intensive underwriting process, undertak-
en by both the buyer and seller, results in fewer
mistakes and title defects and, consequently,
reduces the risk of loss. Since title premiums are
linked to property values, large-value commer-
cial title business generally generates the highest
underwriting profitability.

Loss Experience in the
Title Industry

As can be seen from Exhibit 12, the average
loss experience improved dramatically in the
past 10 years as compared with the prior 20
years. This improvement is primarily due to bet-
ter upfront underwriting, as well as more strin-
gent monitoring of agents to help avoid defalca-
tions.

Title insurance policies have no termination
date and no limitation on filing claims. However,
the only fees collected are the one-time charges
when the policy is issued. Thus, losses reported
in any one year will affect that year's profitability
for statutory accounting purposes but are not, in
the main, generated by that year's business activl-
ty. By the nature of the business, most title Josses
are reported and paid within the first five to
seven years after policy issuance. However, the
tail for title policies is at least 20 years.

All insurance companies require adequate
foss reserves to cover all known and future loss-
es,as well as adequate surplus levels to provide a
cushion for reserve shortfalls, contingencies and
unexpected losses from underwriting and invest-
ment activities. For title companies, the potential
adverse loss-reserve development isn't as prob-
tematic as it is for casualty lines of business, since
fosses are a relatively small percentage of the
total.

Although large title claims are infrequent,
they do occur. They can arise in the context of



Special Report

301

the transfer of upscale, single-family residential
properties, single-family or multifamily real
estate developments, or office buildings, shop-
ping centers or other commercial develop-
ments. Factors that lead to complicating these
claims are the overlapping tasks and regulato-
ry hurdles involved in completing these com-
plex transactions. For instance, there are often
entitlement issues, easement, ingress/egress
issues and mechanic’s lien risks associated
with canstruction.

The term of a title policy generally ends
upon the sale, transfer or refinancing of the
underlying property. This activity results in
title insurers being unable to determine poli-
cies in force. This anomaly results from the
fact that the title insurer isn't advised of the
existence of the new policy, unless that insur-
er is fortunate enough to have written both
the new and old coverage. This feature pro-
vides for significant differences in the nature
of claims and the reporting of financial infor-
mation between the property/casualty busi-
ness and that of the title insurer.

Title losses vary by a wide array of factors,
including: the local patterns and practices of
iand holding: the local record-keeping system;
the value of the actual property; and the length
of time the property has been owned or encum-
bered by mortgages or liens. However, without
the ability to pinpoint policies in force, transla-
tion of this loss/claims information into defini-
tive reserving data is impossible. Instead, compa-
nies use assumptions and extrapolation methods
that are detailed in the Loss Reserve and Surplus
Characteristics section of this report.

Title claims experience has an emergence
pattern similar to a property/casualty product
line that has a moderateJength tail, such as per-
sonal autornobile. Like personal auto claims, title
insurance experiences a high frequency of low-
dollar claims, occasionally generating a severe
claim. Title underwriters have the ability to cure
modest defects that occur frequently at a nomi-
nal cost. In many cases, the defect can be solved
and the title Joss averted simply by recording a
document to correct, or confirm, the true prop-
erty interests of the parties. However, a severe
title defect or agent defalcation can result in a
costly claim that may take years to settle,

The typical property/casualty company oper-
ates with a loss and loss-adjustment expense
ratio between 70% and 80%, depending on its
lines of business. This compares with a typical
title company’s loss and loss-adjustment expense

ratio of 5% to 10%. On the surface, this dif
ference appears dramatic and leads most
property/casualty-oriented analysts to
deduce that the business must be
extremely profitable. However, the low
loss and Joss-adjustment expense ratio is
the result of the large expense compa-
nent associated with underwriting and
servicing a title product. This brings the
overall profitability of title insurance, as
measured by the combined ratio, more in
line with property/casualty products.

Much of the stability in the title indus-
try’s Joss ratio stems from the relatively
low risk inherent in title insurance. The
bulk of title insurance claims occur
shortly after closing and represent low-
dollfar costs. In these instances, the title
company Or its agent amends or corrects
the title documentation and makes any
required re-filings and notifications. The
policyholder may not be made aware of
these technical corrections and doesn't
receive any cash payment. Typically, the
title company uses its own staff under-
writer or counsel to correct the problem,
and the loss cost is relatively small.

Title companies that service muitifami-
ly real estate developments must have a
well-trained and knowledgeable staff.
Some of the larger title insurers have spe-
cialized departments dedicated to servic-
ing these largescale developments. In this
way, title insurers limit risk by controlling
the transaction at the outset and taking it
through each step of the process—from
acquisition work to construction dis-
bursements to closing. Substantial costs
are expended in these projects.The more
sophisticated title insurers have relation-
ships with developers that give the com-
pany insight into whether the transaction
will be problematic at the outset,

Qctober 2005
|

Exhibit 12
Title Industry Loss
And Loss-Adjustment
Expense as a
Percentage
Of Operating
Revenue
Year Percent
1974 6.45
1475 865
1976 827
1977 530
1878 504
1978 502
1980 657
1981 806
1982 844
1983 626
1984 787
1985 769
1486 883
1987 mm
1988 963
1989 9.47
1930 10.02
1991 1000
1992 .47
1993 578
1594 533
1995 583
1396 388
1997 464
1998 383
1999 411
2000 5.30
2001 4717
2002 480
2003 480
2004 427
Average
Al Years 6.5
Past 10 Years 46
Past 20 Years 6.4

Source: Title industry figures devel-
oped from ALTA and NAIC Form 8s.
Al other data from Best's Aggregates
& Averages.

Although the magnitude of these losses can be
higher than the typical title claim, the frequency

of this type of loss is small.

Some of the most severe and difficult types of

claims involve agent defalcations. Defalcation is
the act of diverting fiduciary escrow funds with-
out authority and without applying those funds
to satisfy or pay off the existing mortgages, liens
and encumnbrances on the property that is the
subject of the escrow. Defalcation losses are simi-
lar to catastrophe losses experienced by proper-
ty/casualty insurers. Agent defalcation claims are

o
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the only shockoss type of claim that has con-
centrated geographic reach, depending upon the
region controlled by the defrauding agent.

Because the fitle industry’s Joss reserves are
more stable, have less adverse development and
represent less exposure to the industry's surplus,
it logically follows that less surplus is required to
protect against unexpected or catastrophic
underwriting events. This differs significantly
from the experience of property/casualty com-
panies, which require a relatively larger surplus
cushion to protect property underwriters from
catastrophes or casualty underwriters from
adverse lossteserve development.

Reserving Characteristics

Title insurance companies file annual finan-
cial statements {National Association of Insur-
ance Commissioners Form 9) with their respec-
tive state insurance regulators in accordance
with statutory accounting principles. Statutory
accounting principles are more conservative
than generally accepted accounting principles
(GAAP), because assets and liabilities are valued
on a liquidation basis vs.a GAAP ongoing-con-
cern basis. As a result, all statutory accounting
principles balance-sheet items are valued as
though the company intended to discontinue its
business and discharge all Habilities immediately,
including claims, before a final distribution of
remaining assets to its shareholders.

By virtue of this liquidation accounting, only
assets that consist of cash, or those that can be
converted into cash in a relatively short time,
generally are allowed to be admitted to a compa-
ny's statutory accounting principles financial
statement, Assets that are contingent in nature,
whose value is uncertain or whose collectibility
is questionable have no assigned value and are
classified as nonadrmnitted assets.

By statute, title insurers are required to carry
two liability reserves, the known claims reserve
and the statutory premium reserve. The known
claims reserve is the aggregate estimated arount
that is required to setile all claims submitted to
the company and unpaid as of the balancesheet
date. The known claims reserve is similar to
the property/casualty industry’s case feserve,
Over the decades, most title insurers estab
lished reasonable baseline case reserves by
tracking and analyzing historical claims data.
Based on these data, individual known claims
reserves are estimated by a company and are
modified for special circumstances.These esti-
mates must be reviewed at least annually and

adjusted as necessary.

The statutory premijum reserve is a liquida-
tion reserve, the amount of which is determined
by state-mandated formulas that establish a liabil-
ity reserve and a charge to income based on the
amount of business written. Defined by a formu-
la, the initial reserve is reduced gradually, with an
offsetting gain to income over a stated pericd,
generally 10 to 20 years, depending on the rules
of the domiciliary state.

Since title policies have no termination date.
the statutory prernium reserve is required and
gradually reduced to reflect the longtail nature
of the company's lability. The statutory premium
reserve is equivalent to the property/casualty
industry's incurred-but-not-reported {(IBNR)
reserve, which also is established and held for

e ]
Exhibit 13

Pretax Underwriting Margin (%)
The title industry has, on average, a higher
underwriting margin than property/casualty
underwriters.

Title Property/
Year Industry Casuaity
1974 2.1 -6.1
1975 1.0 -8.8
1976 13 -38
1977 104 16
1978 83 17
1978 18 15
1980 -43 36
1981 88 65
1982 -87 <101
1983 o2 124
1984 09 -188
1985 1.0 -18.8
1986 42 100
1987 1.4 -5.4
1938 28 . -5.9
1989 -3.7 ~101
1390 5.1 ~10.0
1991 -52 9.2
1992 23 T o
1993 45 17
1994 15 90 -
1995 . 0.6 68
1996 14 -6.5
1997 17 22
1998 34 5.0
1599 29 86
2600 oo -10.5
2001 25 -18.5
2002 38 90
2003 6.2 -13
2004 85 12
Average 1.3 -1.6
Standard Deviation 4.61 5.38

Source: Tile industry figures developed from ALTA and NAIC
Form 9s. All other data from Best's Aggregates & Averages.
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many years for long-tail liabilities. The major dif-
ference is that statutory premium reserve is
determined and reduced by prescribed state for-
mulas, whereas a property/casualty company has
more discretion in establishing and reducing its
IBNR reserves.

Statutory premium reserve is considered a lig-
uidation reserve, since state statutes also require
a company to segregate investmentgrade assets
in an amount equal to its statutory premium
reserve. If a title insurer hecomes insolvent, such
segregated assets can be used only to pay future
claims or purchase reinsurance to settle future
claims, These segregated assets may not be used
to pay current claims, operating expenses or dis-
tributions to shareholders. This feature is unique
to the title industry. In contrast, the assets of a
property/casualty company aren't segregated
and are available to pay any claims.

The required segregation of assets to support
reserves assures policyholders that the company
won't utilize these funds to pay losses or other
expenses in the ordinary course of business or
make distributions to shareholders. This provi-
sion and its protections are part of the title insur-
ance regulatory framework, and much of the
industry's financial structure is built around
these statutory reserves.

As shown in Exhibit 14, statutory premium
reserve formulas vary significantly from state to
state and reflect a state’s underlying title frame-
work and custorns, but not necessarily its loss
experience.

Under GAAP. the statutory premjum reserve
is not recognized as an expense and isn't includ-
ed as part of a title insurer’s Hability. It does, how-
ever, exist as restricted equity. Title insurers that
are required to file GAAP financial reports, or are
part of a consolidated group of companies that
are required to file under Securities and
Exchange Commission rules, normally develop
an IBNR component like any other insurance
fine and include it as part of their GAAP liabili-
ties.

For the property/casualty industry, IBNR is
derived from actuarial predictions of future
occurrences based on current foss data, and it is
an unsecured Hability, The title industry’s statuto-
ry premium reserves are set by statute at a rate
that is somewhat arbitrary. Few states, if any, cur-

rently can support the establishment or change
of their statutory premium reserving levels
based upon their title industries’ actual loss
experience. This situation has created inconsis-
tent statutory premium reserves among compa-
nies across the country.

Additionally, since the statutory premium
reserve is a charge to income, variances for indi-
vidual title insurers’ operating results {operating
gain or loss) often reflect different statutory pre-
mium reserve requirements rather than actual
differences in operations.

In addition to the statutory premium reserve
and the known claims reserve, the title insurers’
statutory financial statements provide for a sup-
plemental reserve. Title insurers are required to
have an actuarial certification of the adequacy of
their reserves. If the actuary indicates that the
statutory premium reserve plus the known
claims reserve is less than the estimated dollar
value of known plus expected future clains, plus
expected loss-adjustment expenses, the title
company would have to fund the shortfall in the
supplemental reserve. Since the supplemental
reserve is not tax-deductible, the best interest of
title insurers is to have the statutory premium
reserve as close as possible to actuarial esti-
mates, if not actually more than the estimates.

In regions that experience significant real
estate appreciation, turnover of homes is higher
as owners sell their homes and use their realized
gains on more expensive homes. Depressed
regions of the country generally experience
slower real estate activity as homeowners wait
for the turnaround and try to avoid losing the
equity in their homes.

Although faster claims development may be
one byproduct of a higher turnover rate, a prop-
erty becomes a better title insurance risk the
more it is bought and sold, because a property’s
title and tax records are searched each time it is
sold. Frequent examination of a property’s title
records increases the odds of perfecting the
property's title. The benefit, of course, comes
from the fact that the new policy not only super-
sedes and effectively terminates the old policy
but also generates new revenue. The term “per-
fecting” is the removal of any discovered poten-
tial defects in the title to real property, prior to
closing.
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Exhibit 14
State-by-State Rate Filing Statutes

Prior Deemer File and Waiting Usp and RY-Filing
States (1) Sectign Promulgate  Approval _Period (ifany) __ Use _ Period (if any) file Provisions
Alabama X
Alaska 2166 370 & Oudur £81-3 X{2) 30+30
Arizona 20-376 X2 15+15
Arkansas X
California 12301 18283, 12414 27 ¥ 30
Colorado 10-11-118, Reg 53-5-F X (4) 30
Connecticut 38-201x {3) Q@ 36+30
Delaware 18-3501 X
Dist. Columbia X
Florida X
Georgia X
Hawaii 431:20-120 X {4, {5
idaho 41-2706 X 60+60
HHingis X
indiana X
fowa -9
Kansas 40-1101{d) 182 X{8)
Kentucky 104-22-020 & Bullctn 82-0M-004 X
Lousiana 1.89375 X{2 45
Mamne 2304 X {2 30460
Maryland 2828 X 15430 (2}
Massachusetis X
Michigan $00-2408 22408 X{2 15415
Minnesota 704 08 X
Mississippt X
Missouri 381,181, Reg 180 20.01, 1 X2, (9 30
Montana 33-25-212 X
Nebraska 43.1911 & 1912 X 80
Nevada 692A.140 & 130 x 304
New Hampshire _416-8:17 X
New Jersey 17:468-42,17 468-45 1)
New Mexico §9A-30-6, Rule 12-2-1 X
New York 6409 & 2305 X
North Carolina  58-36-30 MODHIED X 60
North Dakota 261-2504 X 60+15
Ohio 3935.04 X{2) 15415
Okiahoma X
Oregon 737205, 731.320 X{a 15+ 3}
Pepnasylvania 40-61-137 X@Q) 30+30
Puertg Rico 120581206 X2y 304860
Rhode Istand 27-8-7827-9-10 X 30+30
South Carolina  38-75-980 60460 {2)
South Dakota £8-25.7,58-25-10 X 15430
Tennessee 56-35-111 & Req.0780-1-12-03 X 60
Texas X
ttah 31A-19-203, 314-19-208 X 30
Vermont 4508{a) & Reg. 85-1 X,
Virgin Istands 1160 X 15
Virginia X 15
Washington 48 29.140 X 18
West Virginia
Wisconsin 625.13 X {5}
Wyoming 26-23-328 X 30430
Notes:

7 West Virginia and lowa do not recognize title insurance as a product.

2 Subject to disapproval.

3 Waiting period indicates initial and possible extension.

4 Requires posting in tocal offices.

5 Must post five days before becoming effective.

6 Within 30 days.

7 Within 15 days.

8 Only for propenty focated in counties having a popuiation of 10.000 or more
4 Rates cannot be used prior to effective date, and such rates have to be publicly displayed for a period of fess than 30 days in each office.
10 Titie insurance is aot permitted in lowa.

Source: Dep Web pages and on requests,
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Exhibit 15

Insurance Statutory Premium Reserve by State

Maxtmum Years

State (3} SPR at Policy Incephion SPR Release 10 Income of Reserves
Mabama 10% of nisk rale 5% per year 0
Alaska 0% of sk r2te 5% per year 20
Arizona 10¢ per $3,000 of habiidy 10% per year 0
Arkansas 10% of nsk rate 5% per year 20
{alifornia 4 5% cof ol gross titie income 10% each for years 1-5; 9% for years 6-10;

2% for years 11-20 20
Colorada $1 per poiicy and 15¢ per $1000 of habitity 10% first 5 years; 3 33% thereafter 20
Connecticut 15¢ per S10G0 of hability 10% first 5 years; 3 33% thereafter 20
Delaware 9% of sk cate % per year 20
Dist. of Columbia WA N/A NA
Fiarida .252,30 of et retaned hatulity Declining % based on policy incept date 20
Georgia 10% of nsk rate 5% per year 20
Hawaii 15¢ per $10G0 of net cetamed hability 10% first § years; 3.33% thereafter 20
Idaho 0% of nsk rate All released after 10 years or policy termination 0
Hiinois 12.5¢ ger $1000 of liabiity 10% first § years; 3.33% thereafter 26
indiana 10% of sk 7ate untd reserve reached $50,000 No amertization A
lowa
Kansas $1 50 pef pol. 12.5¢/$1000 of net retaned habiity Above aggregate released 20% 5
Kentucky 10% of nisk rate 5% per year 20
Louisiana NIA N/A R/A
Maine 10% of risk rate 5% per year 20
Maryland Aggregate requirements palicy ncept date Above aggregate requirement 20% per year s
Massachuselts NiA N/A WA
Michigan 5% of gross charge o custamer No release years 1-10; 10% thereafier 20
Minnesota 1% of risk rate 5% per year 20
Mississippi 19% of risk rate No amortization; all released after 15 years 15
Missouri 15¢ per $10C0 of hatelity 10% first 5 years; 3.33% thereafter 20
Montana 1% of rsk rate 5% per year 20
Nebraska {6% DPW)12.08 per $1000 of net retained liabiity 5% per year 20
Nevada 5% of gross charge to customer 5% per year 20
New Hampshire $1 per policy and 15¢/51000 of net retamed liabiity 10% first 5 years; 3.33% 20
New Jersey $160 pat policy and 12.5¢ per $1000 of ability 5% per year 20
New Mexico 10% of risk rate 5% per year 28
New York $1 50 per policy 12 5¢/1000 net retamned tabilty 5% per year 20
North Carolina 0% of risk rate §% per year 20
North Dakota NA N/A RiA
Ohio T0% O 115K fate 5% per year b2)
OKlafroma N/A N/A NA
Cregon 3% of gross charge to customer No amortization; all released after 15 years 15
Pennsylvania $1 per pol. and 10¢/51000 of net retained habihty No amortization; all released after 20 years 20
Rhode island NA NIA NIA
South Carolina $1.50 per pol. & 12,56/ $1000 of net retained hability 10% first 5 years; 3.33% thereatter 20
South Dakota 10% of risk rate 5% per year 20
Tennessee 10% of nsk rate 10% first § years; 5% thereafter 15
Texas -23x.30 of net retuned habdity Dectining % based on policy incept date 20
Ytah 10¢ per $1000 of hatnity 5% per year 20
Vermont N/A N/A WA
Virginia $1.50 per policy and 12 5¢ per $1000 of fiabuity 10% first 5 years; 3.33% thereafter 20
Washington NI N/A /A
West Virginia NA N/A NA
Wisconsin NiR N/A NA
Wyoming 20¢ per $1000 of habuity 10% first 5 years; 3.33% thereafter 20

(1) West Virginia and lowa do not recognize tele @ISWrance as a product.

/A - Not applicable.

Source: insurance Depanment Web pages and confirmation requests.
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. INTRODUCTION

This American Land Title Association (ALTA) survey analyzes operating statistics and other
characteristics of abstracter and title agent members. These annual surveys allow companies to track
operating results, perform peer company analysis, and evaluate changes in the industry. This, the
ninth consecutive survey, was conducted online, All abstracter and title agent members of ALTA were
invited to participate. A total of 2,207 invitations to participate in the survey were e-mailed, and after a
second attempt, 310 bounced back as undeliverable. Of the 1,897 survey instruments successfully
distributed, 422 were completed and returned——a 22.2% response rate. This is a higher response rate
and a higher absolute number of responses than the last survey. The participants in this survey (see
section 1I1) make the results a credible and refiable snapshot of abstracter and title agent company
characteristics. Participants receive a complimentary copy of these results.

Fach survey focuses on a topical issue in addition to operating statistics. The current survey focuses
on the various curative actions that abstracters and title agents undertake to clear titles prior to closing.

This report describes types of business activities, gross revenue, operating expense, and other
operating statistics. The characteristics reported are comparable with similar information reported in

previous surveys.

ALTA expresses its gratitude to the members of the Abstracter-Agent Research Committee for their
guidance and oversight of this survey. The quality of the survey results is ultimately dependent on the
conscientious effort of each respondent to report appropriate and accurate information on the topics
surveyed and ALTA expresses its deepest appreciation to the 422 member companies whose
responses made this report possible. Participants are listed alphabetically by company in Section Il

The last page of this report is a feedback form. Users of this report are invited to forward their
comments and suggestions. Member comments and suggestions have been invaluable in keeping this
survey relevant to the needs and interests of ALTA members and are strongly invited.

Association Research Inc. (ARI) conducted the survey. ARI is an independent survey research
company whose clients are exclusively nonprofit organizations. Maintaining total confidentiality, ARI
handled all data collection, tabufation, analysis, and reporting. Data are reported as received and
without modification or adjustment to account for any inconsistencies or variations aftributable fo
respondent choices.

RESPONDENT DEMOGRAPHICS

The primary demographic characteristic of all responding companies is gross revenue. Respondents
are grouped into four categories of 2004 annual revenue. The proportion of the respondents in each
revenue category in the current survey (based on gross revenue in 2004) and in four previous surveys

IS

GROSS REVENUE 1999 2000 2001 2003 2004
Less than $500,000 58% 60% 51% 54% 55%

$500,000-$999,999 14% 17% 21% 16% 21%
$imillion-$3 million 18% 14% 19% 19% 14%
More than $3 million 10% 10% 9% 11% 10%

Overall, the companies reporting 2004 revenue were a little smaller than those in 2003, while the share
of smallest and largest companies stayed the same.

AR’ American Land Title Association Absiracter and Title Agent 2005 Operations Survey 1
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Respondents to the current survey typically received fewer orders during 2004 than the previous year.
The distribution of companies by orders received for 1999 through 2004 is shown below:

ORDERS RECEIVED 1999 2000 2001 2003 2004
Fewer than 500 18% 20% 13% 27% 28%
500-1,099 24% 23% 23% 21% 29%
1,100-2,499 20% 19% 22% 26% 22%
2,500-4,999 12% 12% 12% 14% 12%
5,000 or more 11% 9% 11% 12% 9%

Not reported 16% 17% 20% — —

Company size, measured by number of full-time employees, was smaller in 2004 than the previous
year. This paraliels the data for revenue and orders.

The median number of full-time employees was five, the same as 2002 and 2003. The percent of
survey participants in each staff size category is:

FuLL-TiME

EMPLOYEES

(AT ALL LOCATIONS) 1999 2000 2001 2002 2003 2004
1-2 18% 20% 20% 13% 28% 31%
3-5 23% 33% 34% 23% 22% 26%
6-10 26% 17% 22% 22% 21% 18%
11-25 21% 19% 15% 12% 17% 15%
More than 25 9% 10% 9% 11% 11% 10%
Not reported 3% 2% 1% 20% e —

For 2004, the number of full-time employees ranged from an average of 3.4 in companies with revenue
Jess than $500,000 fo an average of 50.3 in companies reporting revenue greater than $3 million. The
median number of full-time employees varied from 3.0 in the smailest revenue category to 40.0 in the
largest revenue category.

The Survey Results Section covers other demographic characteristics, including percent of revenue
generated from typical activities, operating expenses and payroli, population of counties in which the
company conducts business, transactions recorded daily in these counties and the way the company is
organized for accounting and tax purposes.

FORMAT OF TABLES—EXPLANATION OF STATISTICS

Several conventions are followed in all tables in this report:
zero percent, "0%,”, indicates the response was less than 0.5% of the column total,
a dash, -, indicates there was no response to report, and
a blank, " “, indicates there were too few values to calculate a median or a percentile.

The first row in a table is labeled “Total” and reports the total number of survey responses. The number
of responses reported by a table may be less than 422 companies when the table reports the responses
of various groups. When a table reports categorical responses such as "Yes’ and “No” answers, the
response is represented by two rows. The first row reports the number of respondents who gave that
answer. The second row reports the percent of all respondents in that column who gave that answer.

In tables that report numbers—offices, employees, annual revenue, operating expense, payroll, and
orders—responses may be summarized and described by an average, a median, a 25" percentile, and
a 75" percentile. The average is the simple arithmetic mean of all the numbers or values reported.

Am American Land Title Association Abstracter and Title Agent 2005 Operations Survey 2
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When all the numbers (values) are fisted from lowest to highest, the median is the middle of the
distribution. The median is calculated when three or more values were reported and is interpolated
when an even number of values was reported. The 25" percentile identifies the point on the list that is
equal to or greater than 25 percent of all reported numbers. The 75" percentile identifies the point on
the fist equal to or greater than 75 percent of all reported numbers. The 25™ and 75" percentiles are
calculated when at least five values were reported.

ARI American Land Title Association Abstracter and Title Agent 2005 Operations Survey 3
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iIl. SURVEY RESULTS
QOPERATING CHARACTERISTICS OF SURVEYED COMPANIES

Gross revenue and orders are both measures of output and, consequently, are highly correlated. The median
number of orders received for companies with sales below $500,000 was 500. The median value increases
with higher sales, reaching a median of 8,496 orders at companies with more than $3 million in gross revenue.

Title insurance accounted for an average of 54% of 2004 revenue, three percentage points lower than
2003. In 2003 and 2004, abstracts accounted for an average of 22% of revenue. Revenue from
escrow/closing functions increased in 2004 to an average of 19% of total revenue. Revenue from law
practice averaged 2% of total revenue.

The share of revenue from fitle insurance in 2004 did not vary much based on the number of orders received.

On the other hand, revenue from abstracts was more likely to be reported by companies with less than
$500,000 total revenue. For this size group, revenue from abstracts averaged 29% of total revenue
versus 9% of total revenue for the largest companies.

Revenue from escrow/closing functions, as a percent of total revenue, was slightly higher among larger
companies.

Table 1a and 1b describe relationships between total revenue, orders received, and sources of
revenue.

The geographic distribution of responding companies in 2004 was very similar to the previous year.
One-fifth of responses (22%), the largest number from any region, were from the East North Central
region with the West North Central region right behind (21%). Another 16% of responses represent the
South Atlantic region, while the Middle Atlantic region accounts for 11%. The Mountain, West South
Central, East South Central, New England, and Pacific regions produced 10%, 8%, 6%, 3%, and 3% of
the respondents, respectively.

The geographic distribution of respondents in the last six surveys is:

REGION . 1999 2000 2001 2002 2003 2004
New England 1% 2% 3% 1% 3% 3%
(ME, NH, VT, MA, R}, CT)

Mid-Atlantic 5% 7% 6% 6% 12% 11%
(NY, NJ, PA)

South Atlantic 4% 6% 4% 6% 12% 16%
(DE. MD, DC, VA, WV, NC, SC, GA, FL)

East South Central 2% 2% 1% 1% 4% 6%
(KY, TN, AL, MS)

West South Central 11% 11% 11% 15% 11% 8%
(AR, LA, OK, TX)

East North Central 23% 20% 26% 19% 19% 22%
(OH, IN, IL, M, W)

West North Central 33% 33% 33% 33% 24% 21%
(MN, 1A, MO, ND, 5D, NE, KS)

Mountain 12% 13% 13% 14% 12% 10%
(MT, ID, WY, CO, NM, AZ, UT, NV)

Pacific 6% 5% 4% 5% 3% 3%
(WA, OR. CA, AK, HI)

Am American Land Title Association Abstracter and Title Agent 2005 Operations Survey 4
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GEOGRAPHIC DISTRIBUTION OF

RESPONDENTS
W. South Central E. North Central
8% 22%
]
E. South Central TN, T
6% "\7 N, ™
[T

W. North Central
21%

South Atlantic

16%

Mountain
10%

Mid-Atiantic

1% New England Pacific

3% 3%

Sousta: 2005 ALYA Oporstlsns Survey

Table 2 shows the relationships between revenue, orders received, and location. The number of
employees is found in Tables 3a and 3b.

More than haif (57.2%) of respondents had fewer than five full-time employees. The average number

of full-ime employees at the responding locations was 10.6; the average number of part-timers was
1.2

NUMBER OF PEOPLE EMPLOYED AT THE
RESPONDING LOCATION

3-5

610
17.9%

1-2
30.8%

11-25
14.7%

More than 25
10.3%

Sourver 2005 ALTA Oparutions Survey
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Within each category of orders received, the median number of all full-ime employees reported for
2004, compared with the median reported to the 2000 through 2003 surveys, was:

MEDIAN FULL-TIME EMPLOYEES
ORDERS RECEIVED 2000 2001 2002 2003 2004
Fewer than 500 2 2 2 2 2
500-1,099 4 5 5 4 4
1,180-2,489 7 7 8 7 7
2,500-4,999 16 18 16 13 18
5,000 or more 28 28 35 35 38

Part-time staff averaged 1.2 employees for all respondents, ranging from an average of .8 part-time

employees at companies with less than $500,000 revenue to 2.8 part-time employees at companies
with more than $3 million revenue.

MEDIAN ORDERS RECEIVED
BY GROSS REVENUE

Revenue _

<$500K [{

$500K-$999.9K [ . - ]1335

2,385

e l 6,496

$1M-$3M . ,: .

>$3Mm [{ -

Totatf]

SRS S e e + ¥ + +
? 1,000 2,000 3,000 4000 5000 6,000 7,000 8000
Source: 2005 ALTA Operations Survey Median Orders
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MEDIAN FULL-TIME EMPLOYEES

BY GROSS REVENUE
Revenue
x"‘d—-i
<$500K : 30

o

$500K-$399.9K l s
ey 1

simsam 6.0

. M N

>$3M 1 ,M L B . ) . I 0.0

5.0

0 5 1 45 20 25 30 a5 40
Median Full-Time Employees

Source: 2805 ALTA Operations Survey

TYPE OF COMPANY

As in 2003, the most prevalent type of organization (43.6%) was Subchapter S. About half as many
companies (22.9%) were organized as C corporations. Limited liability corporations {LLC) comprised
20.1% and sole proprietorships made up 11.0%.

Table 4 describes relationships between revenue, orders received, and how the company is organized.

OPERATING EXPENSE AND PAYROLL

Six of 10 respondents provided operating expense data, and most of these were larger companies.
Operating expense for 2004 averaged $962,262, compared with an average of $1,383,173 reported in
the previous survey.

Am American Land Title Association Abstracter and Title Agent 2005 Operations Survey 7
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OPERATING EXPENSE
$500,000- $1,000,000 or
$999,999  ere

10.7% \/T‘~4\w 5%
250,000-8459,999 \ //\\
102% YT \ e N
y

Not Reported

$100,000-
39.1%

$249,959
15.2%

Less than
$100,000
11.4%

Source: 2005 ALTA Operations Sutvey

Average operating expense ranged from $227,239 for companies with less than $500,000 revenue to
an average of $5,050,123 for those with more than $3 million in revenue. One-half of the smallest
companies, measured by revenue, reported 2004 operating expenses of $179,564, compared with
$125,000 reported for 2003. One-half of the largest companies reported 2004 operating expenses of
$4,200,000 compared with $3,835,708 for 2003.

Operating expenses vary directly with orders received, ranging from an average of $169,633 for
companies with fewer than 500 orders, to an average of $617,464 for companies with 1,100 to 2,499
orders, and an average of $4,463,012 at companies with 5,000 or more orders.

Within each category of orders received, median operating expense per order received, as reported in
the last five surveys, was:

MEDIAN OPERATING EXPENSE
PER ORDER RECEIVED

ORDERS RECEIVED | 1999 2000 2001 2003 2004
Fewer than 500 $418 $239 $383 $328 $500
500-1,099 $240 $292 $348 3417 $383
1,100-2,499 $333 $256 $273 $268 $283
2,500-4,999 $440 $406 $257 $320 $549
5,000 or more $462 $412 $319 $441 $372

Based on 254 respondents, total payroll in 2004 averaged $549,118, lower than the average payroll of
$791,766 for the previous year. Payroll ranged from an average of $123,374 for companies with less
than $500,000 revenue to an average of $2,713,316 for those with $3 million or more in revenue.

One-half of the smallest companies, measured by revenue, reported payroll of $195,343 or less. One-
haif of the largest companies reported payroll of $2,138,500 or more.
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On average, as a percent of operating expense, payroll was virtually the same in 2004 and 2003. The
median value of payroll as a percent of operating expense was 54%, unchanged from 2003.

1898 1999 2000 2001 2003 2004

Payrollloperating
expense (median) 62% 56% 59% 49% 53% 54%

Within each revenue category, 2004 payroll averaged between 51% and 61% of 2004 operating
expense.

Payroll per order received averaged $285 in 2004, higher than the $258 reported in 2003. The trend of
median payroll per order, since 1989, is shown below.

MEDIAN PAYROLL
PER ORDER RECEIVED

ORDERS RECEIVED | 1999 2000 2001 2003 2004
Fewer than 500 $214 $161 $210 $200 $286
500-1,009 $140 $194 $179 $244 $216
1,100-2,499 $188 3139 $152 $156 $178
2,500-4,999 $227 $208 $145 $178 $247
5,000 or more $275 $213 $130 $209 $227

Tables 5a-5d and 6d describe operating expense and payroll in relation to revenue and orders
received.

MEDIAN OPERATING EXPENSE
BY NUMBER OF ORDERS RECEIVED

Orders _ -
<s00 1} Bs110,000
500-1,096 —] $268,000
1,100-2,499 § ° l‘“"'“"
ar
25004900 i S l $1,988,000
- A———— -
>=5000 f - ‘ e T 'suoo,ooo
Total $340,000
t ¥ - }
50 $1,000,000 $2,000,000 3,000,000 $4,000,000
Sourca: 2005 ALTA Operations Survey Median Operating Expense
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MEDIAN FULL-TIME EMPLOYEES
BY NUMBER OF ORDERS RECEIVED

Orders |
<500 § 20

500-1,099
1,102,499 1 70
2,500-4,999 ) l'”
 ——
>=5,000 : ' 375

Total 50

I

1 45 20 25 30 35 40

Median Fuli-Time Employees

Source: 2005 ALTA Dperations Survey

ORDERS RECEIVED iN 2004
Seventy percent of responding companies provided data on orders received. Orders averaged 2,159

among these 297 companies, significantly below the 2003 average of 3,064 orders. One-half of the
respondents reported between 407 and 2,000 orders for 2004.

TOTAL ORDERS RECEIVED

500-1,098
29%

1,100-2,499
22%

Fewer than 500
8%
2,500-4,999
12%

5,000 or more

Source: 2005 ALTA Opemtions Survey
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The smallest companies, measured by revenue, reported an average of 931 orders in 2004, higher
than 2003 (893 orders). An average of 8,310 orders was reported in 2004 by the largest companies,
significantly lower than 2003. In each revenue category, median orders reported in the last five years
were:

o MEDIAN ORDERS RECEIVED |
REVENUE | 1999 2000 2001 2003 2004
Less than $500,000 800 600 750 570 500
$500,000-$999,999 1,200 | 1200 1,500 1,195 1,338
$1million-$3 million | 3059 | 3000 | 2875 2,400 | 2,385
More than $3 million | 7,000 7,791 7,625 6,578 6,496

1t is interesting fo note that while average orders vary from year to year, the median values for all
respondents, and revenue categories, were very stable. One of the characteristics of the median value
is that as the middle value, it is not subject to bias from very larger numbers as the average value is.
Order by company size are shown in Tables 6a-6¢ and 6e.

POPULATION OF COUNTIES IN WHICH COMPANY OPERATES

Respondents in 2004 serviced larger population areas than in 2003. The average population served in
2004 was 763,077, more than twice as large as the 2003 average of 312,122, Even the median
population—120,000 in 2004 and 50,000 in 2003-—was more than double.

The number of companies not reporting population—41%—was considerably higher than 2003.

POPULATION
PER ORDER RECEIVED

ORDERS

RECEIVED 1999 | 2000 2001 2002 2003 2004
Fewer than 500 36 33 33 16 121 189
500-1,099 30 38 3 25 36 72
1,100-2,499 30 32 24 39 45 59
2,500-4,999 46 40 19 65 41 78
5,000 or more 78 118 87 600 42 54

Tables 7a, 7b, and 8 describe relationships between number and population of counties, annual
revenue, and orders received.

INSTRUMENTS RECORDED DALY

Only three out of 10 companies surveyed (28%) reported the number of instruments recorded dally in
all of the counties in which the company does business, similar to 2003. Since the majority of survey
respondents do not have this number or do not report it, statistics derived from instruments reported
daily may not be representative for ail companies.
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For 2004, an average of 225.1 instruments were recorded dally, based on 119 respondents. This
average ranged from 78.7 instruments daily, reported by companies with less than $500,000 revenue,
to 824.1 instruments daily, for companies with $3 million or more revenue.

Median instruments recorded dally, as reported in the past five surveys, are:

MEDIAN INSTRUMENTS RECORDED DAILY
REVENUE 1999 2000 2001 2002 2003 2004
Less than $500,000 30 25 30 30 15 21
$500,000-$999,999 65 50 63 40 40 40
$1million-$3 million 140 150 182 163 130 183
More than $3 miilion 835 500 821 1,500 210 70

Total orders received in the year, as a multiple of instruments recorded daily, provides a rough estimate
of each company’s market share. Within each revenue category, median orders per year as a multiple
of median instruments recorded daily in all of the counties in which the company has offices, was:

ORDERS PER YEAR/
INSTRUMENTS RECORDED DAILY
REVENUE 1999 2000 2001 2003 2004
Less than $500,000 24 20 25 50 39
$500,000-$299,999 24 19 38 39 37
$1million-$3 million 20 17 18 27 28
More than $3 million 14 10 5 58 169

Tables 9a-9c present relationships between number of instruments recorded daily, annual revenue,
and orders received.

CURATIVE ACTIONS

Responding companies were asked what percentage of orders require curative actions prior to closing
or policy issuance. They were asked to exclude current real estate taxes and known existing liens for
new residential sales, residential re-sales, re-financings, and agricultural sales.

Many companies only reported all transactions combined and the average value was 36%. Across revenue
size, the averages were similar except for gross revenue over $3 million where the average was 43%.

The most likely activity to require curative actions was residential re-sales, where the average value
was 26%. Close behind were re-financings, with an average of 25%, and new residential sales at 16%.
For residential re-sales and re-financings, the percent was significantly higher for the largest
companies.
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AVERAGE PERCENT OF ORDERS REQUIRING CURATIVE
ACTIONS PRIOR TO CLOSING OR POLICY ISSUANCE

I [
New Residential Sales | 16.0%
{ ]
9 19/
Residential Re-Sales 26.0%
I 1 )
o
Re-Financings I 25.0%
i 9
Agricuitural Sales | 14.0%
Al Transactions 36.0%
Combined . .
o et
20 25 35 40
Average %

Source: 2005 ALTA Operations Survey

AVERAGE ALLOCATION OF CURATIVE ACTIONS

Releases/Pay
Offs for Liens:
33.0% _\
Releases for
Deeds!
Mortgages
18.0%
Ministerial
7.8%
Clearing Physical
Property
7.0%
ko Clearing
- Other  Patent lssues Esb:telFamily
K 0.0% ssues
6.0% i

Source: 2005 ALYA Opesstions Survey

The single-most frequent curative action taken was obtaining releases and/or obtaining pay-offs for
discovered liens (equity credit-line mortgages, child and spousal support liens, judgment liens, federal
or state tax liens, etc.). Of the 261 companies that answered the question, the average percent of all
curative action for this was 33%. The next most frequent issue was obtaining releases for assignment
on deeds of trust and/or mortgages, 19%, followed closely by typographical issues (correcting names,
addresses, or legal descriptions), 17%. There were no obvious variations in actions based on company
size. See Table 11 for additional details on actions taken.
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AVERAGE TOTAL ANNUAL DOLLAR AMOUNT OF

TITLE-RELATED LOSSES PAID OUT-OF-POCKET
BY GROSS REVENUE

Revenue

<$500K 14 $1,654

$500K-$399.9K ] - I‘4»9’3
$1M$3M ! : i’”’“”

>$3IM

|S73,4:B

Totat 11" $10,054

50 $20,000 540000 $60,000 $80,000

Average
Source: 2005 ALTA Operations Survey

Title-related losses paid out-of-pocket were positively correlated with company size, measured by gross
revenue or orders received. The average value for 273 participants was $10,054, and it increased with
size, reaching $73,438 for companies with gross revenues over $3 million (Table 12).

RELY ON PREVIOUS POLICY ON DEEDS
OF TRUST/MORTGAGES

Some of the time

/ 40.4%

Most of the time
18.9%

3.6%

Saurce: 2005 ALTA Operstions Survay

When asked how often they rely on a previous policy in lieu of assignments on deeds of trust and/or
mortgages, four of 10 said some of the time, a little over a third (37.1%) said never, and 18.9% said
most of the time. The Jargest companies were significantly more likely fo say most of the time.
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Ill. PARTICIPANTS

1st Denver Title, Inc.

Abbey Title Company

ABC Standard Settlements
Abstract & Title Co. of Mesa County
Abstract Guaranty Company
Abstracts Incorporated
Advanced title Group, Inc.
Aegis Title Associates, LLC
AlabamaTitleSearch.com LLC
All Ohio Title Agency, LLC
Alliance Title Corporation
Alpine Title

American Title Guaranty, Irc.
American Title of Ulysses, Inc.
American Title Services
American Veteran Tille, Ltd
Amphibian Title, LLC

Andrea Boland Title Examiner
Antrim County Title, Inc.

Apex Title Agency, Lid.
Assurance Title LLC
Austin-Logan Title Agency, Lid.
Battlefield Title Agency, fnc.
Bay fitle & Escrow Company
Bayvista Title, Inc.

B-D-R Title Corp.

Bell Abstract & Title, Inc.
Bidwelt Title & Escrow Company
Bi-State Title Search

Black Hawk County Abstract & Title
Boone-Central Title Company
Broadway Title Agency
Buckeye Title Corporation

C C B Researchers

Cape Fear Title Agency, Inc.

Cape Girardeau County Abstract and Title Company, Inc.

Capital Title & Closing Services
Cattaraugus Abstract Corp.

Cave Springs Title, LLC

CB Title

Central Montgomery Abstract Co.
Chambers County Absiract

Charlson & Wilson Bonded Abstracters, Inc.
Chautauqua Abstract Company
Cheyenne County Abstract Company
City Insurance Professionals

Ciay County Abstract & Title Co.
Clayton County Abstract Co. Inc.
Clear Creek - Gilpin Title

ClearTract Title Agency

Clove Valley Abstract Ltd.

Coalition Title Agency, Inc.

Coastal Title Agency

Coffelt Land Title, Inc.

Coffey County Land Title Co., Inc.
Colby D. Welch & Associates

324

Commerce Title Services, Inc.
Commerece Title, LL.C.
Commonweakh Bergen Title Agency, LL.C.
Community Title Agency, Inc.
Community Title Company
Compass Mountain Land Use, LLC
Competitive Title

Complete Title Services, LLC
Consumer Real Estate Tile, Inc.
Continental Title

Continental Title Company
Comerstone Title, Inc.

Covenant Title, LLC

Cowling Tille Company

Crittenden Title & Settiement Co., LLG
Crossland Title Services
Crossroads Title

Curry County Title

0. D. Hamitton Title

Dan Cochran Enterprises, Inc.
Dealey Abstract & Title Company
Dearborn Title Insurance, Inc.
Defaware County Abstract Company, Inc.
Dunn County Abstract & Title, Inc.
Eastern Oregon Title Inc

Eclectic Title Company

Edina Realty Title, Inc.

Elliott & Waldron Abstract Company
Enterprise Title Agency, Inc.
Esquire Title Services, LLC
Evergreen Land Tifle

Fidelity Abstract & Title Co

Fidelity Home Abstract, Inc.

First Montana Title

First Oregon Title Company

First Priority Services LLC

First Title & Escrow Company
Foundation Title Inc

Fowler Abstract & Title, Inc.
Freedom Settiement Group, LLC
Freedom Title Agency Services
Genesis Abstract

Glenda's Information Service
GRAHAM TITLE COMPANY

Grant Reporting Service

Green Bay Title Company, Inc.
Gulf South Tille Services, LLC
Guthrie County Abstract Company
H B Wilkinson Title Company

H D National Title Group, LLC
Hallmark Title Agency, LLC

Hardin County Abstract Company
Harding County Abstract & Title
Haris Title & Escrow, LLC
Hartford National Tile, Inc.

Haskell County Abstract & Titie Co.
Hayward Land Title Company

Am American Land Title Association Abstracter and Title Agent 2005 Operations Survey
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Helena Abstract and Title Company
Hexagon Title Company, Inc.

Home Title Guaranty Co.

IBT Title and Insurance Agency, Inc.
Infinity Land Services LLC
Inter-County Abstract

Internet Title Services, Inc.

Intrastate Property Corp

Iroquois Tite Company

JCTTitle Services

Jenny Martin Enterprises

Johns and Lee Real Estate Service, LLC
Kiefer Title Company

Kim Eboch-Lawson, Abstractor
Krause & Fenis, Attorneys

Kunzman Title Company

Lake County Abstract Co. Inc.,

Land Star Title

LAND THTLE AND ESCROW, INC.
Land Title Co. of Livingston

Land Title Company

Land Title Company of Kitsap County
Landmark Title Corp.

LaSalle County Title Co

Lawrence M. Kramer, PC

Lenders Escrow and Title Agency, LLC
Liberty title agency

Liberty Title Agency, LLC
Lighthouse Tille, Inc. Agency
tincoln County Title Co.

Linn County Abstract Company
Logan County Title Company
Loomis Abstract Co., Inc.

Mahaska Title Johnson Abstact
Marshall Land and Title Co., Inc.
Maximum Title Services, LLC
McKesson Title

Mena Title Co. Inc.

Mercury Title Company LLC
Meridian Title Corporation

Metro National Title

Mid America fitie

Mid-State Title & Escrow, inc.
Missaukee Title Co.

Monitor Title

Monroe County Title, Inc.

Moscow Title Inc.

Mountain Abstract Company inc.
Muro Title Agency, Inc.

Nashvilie Title Insurance Corporation
National Title

NC Closing & Title Services

New Millennium Abstract inc

North Dakota Guaranty & Title Co
North Vernon Abstract Co

Northeast Colorado Title Company LLC
Northern California Title Co

Northern Colorado Title Services Co., Inc.
Northern IL Title Research

Northern Preferred Title Company

325

Northstar Title

Nostaw Title and Closing
Oceanside Title & Escrow, Inc.
Ohio Vatley Title, Inc.
O'Keefe-Wilson Abstracting
QOuren Title, Ing.

Park Avenue Title Agency
Park County Title

Penn Title Inc.

Pioneer National Title Insurance Agency of Sweetwater County

Powers Abstract Company, Inc.
Prairie Title

Precision Closing Services

Preferred Land Title Company
Priority Title services, Inc.

Pro Forma Title, Inc.

Rattikin Title Company

Red Stone Title & Abstract, LLC
Regional Title & Land Services, Inc
Refiant Title

Retro, Inc.

Robert R. Montalvo Appraisal & Title
S&A Title Services, Inc.

Security Title & Escrow Services, Inc.
Security Title Company Of McPherson
Security Title Company of Montana
Security Title Insurance Agency, Inc.
Security Title Services

Security Title Services, LLC

Seit Co.

Shady Creek Title Services
Signature Settlement Services
Signature Title Co.

Single Source Real Estate Services, Inc.
Sisters and Brothers Title Services, LLC
Skamania County Title Company
South Beach Title Group, LLC
Southeast Missouri Title Company
Southside Title Services

Southwest Abstract & Title Co.
Southwest Florida Title Services, Inc.
Southwest Title Company
Southwest Title Company

St. George Title Agency, Inc.
Standard Title Guaranty Company
Starke County Abstract

Steelman Abstract

Stok & Associates, P.A.

Strecker Title Agency, inc.

Sullivan County Abstract, Inc.
Summit Title Services

Superior Land Title, Inc.

Superior Title & Escrow, Inc.
Taramark Title Company

Tennessee Abstractors

Terry Abstract Company

Teton County Abstract Company
The Closing Advantage

The Closing Agency LLC

The RM. Jaqua Abstract Company

ARI American Land Title Association Abstracter and Title Agent 2005 Operations Survey
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The Tille Company, inc.

The Title Factory LLC

Tiger Title, LLC

Timberline Title & Escrow, Inc.
Timely Titles

Title Centers of America

Title Insurers Agency, Inc.

Title Professionals Inc.

Tite Rite Tille Services, LLC

Title Services of New Jersey, Inc.
Title Services, LLC

Towne Title and Escrow LLC

Trailt County Abstract & Title Company
Trans-Louisiana Abstract & Title, LLC
Transworld Title Company, LLC
Trinity Abstract Inc.

Trinity Title

Am American Land Title Association Abstracter and Title Agent 2005 Operations Survey
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Trinity Title Insurance Agency, Inc.

Twin Falls Title & Eescrow Co
U.S. Tille

Union Title, Inc.

Universal Title, LLC

Van Buren County Abstract & Title
Van Hom Title Agency, Inc.
Virginia Title Company
Wallowa Title Company
Washington County Title co
Washington Title & Gty Co
Wayne Abstracting, LLC.
Weber Abstract Company
Weston County Title

Wright County Land & Title Company

Wyandotte Title/Kansas Secured
Yuma County Abstract Company
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Respondent Characteristics
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Total
Count
Percent Count
All Respondents e 100.0% 42
Gross Revenne Less than $500,000 55.2% 216
$500,000- $999,999 20.7% 81
$1-83 million 14.1% 55
More than $3 million 10.0% 39
.8, Census New England 3.6% 18
District Middle Attantic 10.9% 45
South Atlantic 16.1% 66
East 8. Central 6.3% 26
West S. Central 7.8% 32
East N. Central 21.7% 89
West N. Central 21.2% 87
Mountain 9.7% 40
Pacific 2.7% i
All Fulltime 1-2 30.8% 105
Employees 35 26.4% 90
6-10 17.9% 61
11-25 14.7% 50
More than 25 10.3% 35
Orders Received Fewer than 500 28.6% 85
500- 1,099 29.0% 86
1,100- 2,499 21.5% 64
2,500- 4,999 11.8% 35
5,000 or more 9.1% 27
Operating Expense  Less than $100,000 11.4% 48
$100,000-$249,999 15.2% 64
$250,000-3499,99% 10.2% 43
$500,000-$999,999 10.7% 45
$1,000,000 or more 13.5% 57
Not Reported 39.1% 165
Total Paytoli Less than $100,000 18.7% 79
$100,000-5249,999 17.5% 74
$250,000-3499,99% 9.2% 39
$500,000 or more 14.7% 62
Not Reported 39.8% 168




Respondent Characteristics
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Total
Count
ercent Count
How is this Sole Proprietorship 11.0% 36
company " Subchapter S Corporation 43.6% 143
organized? i
C Corporation 22.9% 75
Partnership 21% 7
Limited Liability Company N
Ao 20.1% 66
Other (Specify) 3% 1
Population of all Fewer than 20,000 11.8% 50
counties in which 20,000-49,699 7.6% 12
company has
offices 50,000-149.999 13.5% 57
150,000 or more 26.5% 112
Not Reported 40.5% 171
Instruments Fewer than 25 10.9% 46
recorded'dal_ly in 25.49 5.7% 24
all counties in
which company 50-149 5.2% 22
has offices 150 or more 6.4% 27
Not Reported 718% 303
Table Ia. Gross Revenue in 2604
Gross Revenue Ovders Rerived
Less than $500,000- 5153 More thon Fewer than 1,100~ 2,500- 5,000 or
Total $506,000 5999,999 miltion $3 miltion 500 300- 1,099 2,499 4,99% OFS
Totat 391 216 81 55 39 4 83 64 35 27
100.0% 100.6% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Gross Less than $250,000 127 127 0 o 0 47 29 0 1 H
Eﬂ’gg:‘ 325% 58.8% 0% 0% 0% 63.5% 34.9% 15.6% 29% 3%
in 2
$250,000-5499,000 8% 89 ¢ 0 ¢ 24 21 14 3 0
228% 41.2% O% 0% 0% 32.4% 5.3% 21.9% 8.6% 0%
$500,000-5999.999 81 ¢ 81 1] 0 2 26 24 9 3
20.7% L% 160.6% 0% 0% 27% 31.3% 37.5% 25.7% 1L1%
$1-83 mitlion 55 0 i 55 0 t 6 15 13 7
4.3% 0% % 100.0% 8% 1.4% 7.2% 23.4% 371% 25.5%
$3.1-55 miliion 8 o ¢ 0 18 [ i ¢ 4 5
4.6% % 0% 0% 46.2% 0% 12% 0% 14.4% 18.5%
$5.1-810 million 15 [ ) 0 15 0 g 1 5 5
38% % 0% 0% 38.5% 0% 0% 1.6% 143% 18.5%
More than §10 3 [ 0 o 3 o 1] o o 3
miltion 1.5% % 0% % 15.4% % 0% % 0% 2%
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Table ib. Percent of Gross Revenue Generated from Title Insurance and Abstracts

Gross Revenue

Ordats Reccived

Less than $500,000- $1-83 More than Fewer than 1,100 2,500- 5,000 or
Total $500.000 $999,999 mitiion 53 mithion 500- 1,099 2,499 4,999 morg
mfmnm Ef;’;‘;;g 210 214 30 54 39 24 3 3 35 27
g“r';ﬁs"‘ of  25th percentile 3% 10% 48% 50% 50% 40% 26% 25% 45% 42%
Revenue  Median 0% 50% 69% 66% 65% 65% 60% 65% 65% 60%
75th peccentile 80% 8% 0% 9% 8% 84% 80% 75% 80% 1%
Average 54% 49% 62% 63% 52% 58% 52% 54% 60% 53%
;\c"s::ft; A E;‘;‘(‘)ﬁg 41 214 ) 54 9 24 86 6 35 27
g:f; e 25th percentile 0% 0% 0% % 0% % 0% 0% 0% 0%
Median 1% 5% 1% 0% 0% 1% 3% 2% 0% 4%
75th percentile 25% 64% 14% 10% 10% 15% 26% 55% 19% 30%
Average 22% 29% 14% 9% 9% 17% 24% 2% 15% 22%
f;?i‘;;’ g:‘:;“’g;g 410 214 80 54 39 84 8 6 35 27
}ﬁ::‘:;‘]‘:’:} 25th pereentile 1% 0% 10% 10% 10% % 2% 1% 4% 5%
Median 18% 15% 20% 20% 5% 15% 20% 18% 19% 2%
Gross
Revenue  75th percentile 30% 28% 30% 31% 34% 30% 35% 25% 3% 30%
Average 19% 17% 2% 21% 4% 19% 19% 16% 20% 21%
L e E:;’E;g 410 214 80 54 1 84 8 6 35 27
Pereent of 9514 percentile 0% 0% % 0% 0% 0% 0% 0% 0% 0%
Gross P
Revenue  Median 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%
75th percentile 0% 0% 0% 0% % 0% 0% % 0% 0%
Average 2% 3% 0% 3% 3% 4% 1% o% % 0%
201 Other E:;’;iﬁ;g 410 n 50 54 3 84 86 6 35 27
2’;‘:‘ of 25t percentite % 0% 0% [ 0% 0% 0% 0% 0% 0%
Revenpe  Median % 0% 0% % 0% 0% 0% 0% 0% 0%
75th percentile 0% % 0% % 2% 0% 0% % 9% 5%
Average 3% 2% 3% 4% 2% 3% 3% 3% 5% 3%
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Table 2 Location of Responding Company

Gross Revenws

Orders Reeeived

Less than $500.000- 5183 Maore than Fewer than 1,400 2,500+ 400 g
Total 3500000 5999,999 mltion $3 miifion 500 500- 1,097 2,499 4,999 e
Tota} 411 214 77 34 39 83 84 83 34 27
1000%  100.0%  100.0%  100.0%  100.0%  1000%  100.0%  100.0%  100.0%  100.0%
us. New England is 8 4 2 0 2 3 2 ? 1
Census 3.6% 37% 5.2% 3.7% 0% 24% 3.6% 3.2% 2.9% 17%
District
Middte Atlantic 45 14 13 8 8 10 12 8 6 1
10.9% 6% 16.9% 14.8% 20.5% 120% 14.3% 12.9% 17.6% 37%
South Atlantic 66 a8 H 4 H 23 t 6 3 3
16.3%  224% 6.5% 7.4% 12.8% 27.79% 13.1% 9.5% 8.8% 11%
East $. Central 26 16 4 3 3 3 7 4 [ '
6.3% 7.5% 5.2% 0% 2.1% 3.6% 8.3% 63% 0% 37%
West §. Central 32 20 7 2 2 7 H 5 0 3
7.8% 9.3% 5.1% 3.7% 5.1% 8.4% 6.0% 7.5% % 1.1%
Bast N. Central 89 44 13 1% 8 12 2 14 9 7
WI% 206% 169%  333%  205% 145%  25.0% 2% 265% 25.9%
West N, Central 87 46 15 iz 5 19 14 1% 3 8
2%  215% 19.5% 22.2% 12.8% 22.9% 16.7% 254%  235%  296%
Mountain 40 16 12 5 6 7 7 7 4 1
9.7% 7.5% 15.6% 9.3% 15.4% 8.4% 8.3% 111% 11.8% 37%
Pacific 11 2 4 3 2 0 4 1 3 2
2.7% % 5.2% 5.6% 5.1% 0% 4.8% 1.6% 8.8% 74%
Table 3a. How many people are employed at the responding location?
Gross Revenue Orders Received
Less than $500,000- §1-33 More than Fewaer than 1,100- 2,500 5,800 o
“Total 3500,000 $595.999 million $3 mitlion 500 $00- 1,009 2499 4999 more
Total 341 175 70 46 31 84 85 64 35 26
1000%  1000%  1000%  100.0%  100.0%  100.0%  100.0%  1008%  1006%  100.0%
All 12 105 86 H 1 0 56 23 8 1 0
Fulltime 308%  49.1% 14% 22% % 667%  2MI%  125% 2.9% 0%
Employces
-5 %0 61 21 5 i 19 36 19 1 3
264%  34.5% 30.0% 109% 32% 22.6% 42.4% 29.7% 29% 11.5%
6-10 61 24 29 7 1 8 20 14 8 2
17.9% 13.7% 41.4% 15.2% 3.2% 2.5% 23.5% 21.9% 229% 7.7%
1125 50 4 16 p<] 7 3 6 21 12 5
14.7% 23% 22.9% 50.0%  22.6% 1.2% 7.1% 32.8% 34.3% 19.2%
More than 35 0 3 10 2 [ [ 2 13 16
5 10.3% 0% 43%  207%  710% 0% 0% 3% 3% 6L5%
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‘Table 3b. All Employees at the Responding Location

Gross Revenue Orgers Reecived
Less than $500,000- $1-33 More than Fowar than 1.100- 2,500- 5.80C or
Tord $500.000 $999.599 mifion $3 mnition 500 300 1 500 2499 4.959 mose
;}:P:“;;‘C‘:‘: ﬁ‘;”;‘:ﬁgg 341 175 7 46 31 84 8 64 3 2
251h percentie 20 20 50 838 20,0 10 26 40 90 203
Median 50 36 75 16.0 0.0 20 40 7.0 18.0 375
75th percentile 10.5 40 1.0 250 56.0 3.0 6.0 128 30.0 61.0
Average 10.6 34 93 17.1 50.3 2.7 4.7 39 209 50.1
:,:;2?;? ?;‘;:;g 341 t75 70 46 31 84 85 64 35 26
25th percentile o o ] 8 1.0 K 0 0 0 8
Median 10 9 16 1o 20 0 1.0 1.0 20 2.5
5th percentile 20 18 20 3.6 40 10 20 20 30 40
Average 12 8 12 17 28 7 1.0 12 20 25
Table 4. How Is this company organized?
Gruss Revenue Orders Received
Less than $500,000- $1-53 More than. Fewer than 1,100 2,506~ 5,000 or
Toul 300,000 999,999 mittien 33 miltion 500 300- 1,099 1,499 4,995 o
Total 328 169 65 45 28 8 ] 61 35 27
100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  1000%
How is Sole Proprictership 36 26 9 4 ° 15 1 2 0 1
this 0% 15.4% % 0% 0% 181% 131% 3.3% 0% 3%
company
organized?  Subchapter $ 143 7 35 2 2 33 34 2 17 9
Corporation 43.6% 42.0% 53.8% 44.4% 2.9% 39.8% 40.5% 52.5% 48.6% 133%
€ Corporation 75 29 20 15 9 8 19 18 10 12
225% 172%  308%  333%  323% 9.6%  22.6% 5%  286%  444%
Partnership 7 2 2 2 [ 3 H [ [ 1
21% 12% 3% 44% 0% 3.6% 12% 0% 8% 3%
Limited Lisbility 66 £ 8 8 7 2 18 s 3 4
Company (LLC) 200%  BI% 12.3% 178%  250%  289%  214% 148%  29% 14.8%
Other (Specify) 1 1 o 0 [ [ 1 o 0 o
3% 6% % 0% 0% % 1.2% % 0% 0%
Table 5a. Operating Expense in 2004
Gross Revenue Qrders Reezived
Lass than $500,000 $1-83 Morg than Fewor than 1,300+ 2,500~ 5,000 0r
Towt $580,000 $999,99% miltion $3 million 500 500- 1,099 2,499 4,599 more
Total 422 216 81 55 39 85 23 2] 335 27
100.0%  100.0%  1000%  1000%  100.0%  190.0%  100.0%  100.6%  100.0%  100.0%
Operatiog  Less than $100,000 48 39 [ o [ 32 3 | 1 1
Expense 11.4% 18.1% 0% 0% 0% 37.6% 15.1% 1.6% 29% 3%
$100,000-5249,999 4 54 5 1 o 24 2 7 1 [
152%  250% 7.4% 1.8% % 282%  256%  266% 2.9% 0%
$250,000-5499,999 43 25 14 3 1 12 16 1 2 4
10.2% 1.6% 17.3% 55% 2.6% 14,1% 18.6% 17.2% 57% %
$500,000-5999.999 45 8 27 8 2 1 20 13 7 4
10.7% 3% 333% 14.5% 51% 12%  233%  203%  20.0% 14.8%
$1,000,000 ot more 57 3 s 27 2 i 1 12 21 2
13.5% 14% 62%  491%  56.4% 1.2% 12% 18.8%  60.0%  778%
Not Reported 165 87 29 15 14 15 14 18 3 1
39.4%  403%  358%  29.0%  359% 17.6% 16.3% 15.6% 8.6% 3.7%
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Table 5b. Operating Expense in 2004

Gross Revenue Orders Received
Lass than 35D0.000- Mote than §3 Frwer than
Foul $306.000 $989,399 3151 miliz million 500 300- 1,099 1,400 2,499 2,5001 4,399 5,000 or more
o s ;z;‘;;:g 257 128 52 39 25 i 7 54 32 %
;‘;::Z;‘:‘? 25th percentile $133,000 $79,000  $403,379 $864,000  §2,750,000 $40,000  $133,000  $216,750 5314625 81,569,668
expensein  Median $340000  S179,564  $562,056 31,500,000  $4,200000 5110000 $268000 $444500  $1 956000 53,200,000
20042 I5thpecentile  $R62,000  §299,000  $77L.Z50  S2.200,000 $6488,602  $205177  $528,391  $80,000  $2,536691 36,350,301
Average §962267  $227,039 3615926  SI5iL602 55050123  SI69,633  $345743  $617464  51,843347  $4463012
Table 5¢. Total Payroll in 2004
Gross Revenue Qrders Received
Lass than $500,000- 51-83 More than Fewer than 1300 2,500 5,800 or
Total $500,000 £999,999 milkion $3 miltion 500 500- 1,099 2,499 4999 mare

Total a2 216 8t 55 ) 85 86 64 35 27
100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%  1000%  100.0%  100.0%

Total  Less than $100,000 79 56 2 1 o 47 23 8 [ 0
Payroll 187%  30.6% 25% 18% 0% Sa3% 267%  125% 0% 0%
$100,000-5249,969 74 49 20 4 1 16 32 19 5 1

17.5% 27% 24.7% 73% 26% 18.8% 2% 29.7% 143% 3.7%

$250,000-5499,999 39 7 25 7 0 3 12 17 5 2

9.2% 32%  309% 127% 0% 3.5% 14.0% 26.6% 14.3% 7.4%

$500,000 or more 62 2 5 30 25 0 3 12 23 2

14.7% 9% 62% 54.5% 64.1% 0% 3.5% 18.8% 65.7% 81.5%

Not Reported 168 92 2% 13 13 19 16 8 2 2

39.8% 12.6% 35.8% 23.6% 33.3% 224% 18.6% 12.5% 5.7% 7.4%

Table 54, Totat Payroll in 2004
Giross Revenue Orders Received
Less than 500,000 More than $3 Fewer than

Tota} $300,000 5$999,959 31-53 million wilon 500 500- 1,099 1,100 2,499 2,500- 4,999 5,000 or mote

hat was ;’q’“”;:;g 254 124 5 2 2% 6 70 56 3 25
f:zl"::gui ) 25thpercentite $80,600  $51,100 5200000 3483382  $1,126,000 540,000  $73,624  $IS0,000  $461500  5839,553
payroliin  Median $195343  $95,000 285,840  $804,760  $213R,500  $64,.090  SI51,500  S250,000  §827,600  $1,428,000
20087 75th percentile  $490,882  $160,000  $366,370  $1,200,000  $3,021,451  $106,000 5237,744  $480,000 51433500  $2,791,568
Average $549,118  $123,374  $326,680  $861,814  $2,713,316  $87,358 5179421  $399.995  $979,087  $2,384,039
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Table 6a. Number of Orders Received in 2004

Gross Revenue

Orders Reczived

Tess than. $500,000- S1-83 Merz than Fower than £,100- 2,500- 4,000 or
Tout 5500000 $999,959 mifkion $3 milfion 00 500- 1,059 2,499 4,999 more
Total 422 216 81 55 39 85 86 64 35 27
100.0%  100.0%  100.0°%  100.0%  100.0%  100.0%  1000%  J000%  100.0%  100.0%
Orders  Fewer than 85 7 2 ! 0 8s [ 0 0 [
Reccived 500 201%  329% 2.5% 15% % 100.0% 0% 0% % %
500- 1,099 86 50 26 6 1 o 86 ) ] ]
20.4% 23.1% 321% 10.9% 26% 0%  100.0% 0% % 0%
1,100- 2,499 54 24 24 15 ! 0 0 64 [ [
15.2% % 29.6% 27.3% 26% 0% 0% 1000% 0% %
2,500- 4,999 35 4 9 13 9 [ e Q 35 0
8.3% 1.9% 11.1% 236% 23.1% 0% 0% 0% 100.0% %
5,000 or 27 1 3 7 16 0 [ [ [ 27
more 6.4% 5% 3.7% 12.7% 410% 0% % % 0% 100.0%
Not reported 125 66 i) 13 2 [ [ [ [ 0
29.6% 30.6% 21.0% 23.6% 30.8% 9% 0% 0% % 0%
Table 6b. Number of Orders Received in 2004
Gross Revenue Orders Received
Less than. 3500,000- $1-83 Morc than Fewer than 1,300~ 2,500~ 5,000 or
Total $500,000 $999,999 million $3 million 500 500- 1,099 2,499 4,999 more
I:f‘;‘:{f‘;’;’ ;':;‘)‘;g;g 297 150 64 a2 27 83 86 64 35 27
‘cfg;pany 25th percentile 407 250 847 1,275 3,600 150 550 1292 2,845 6,105
receivein  Median 909 500 1,338 2,385 6,496 240 741 1,517 3,500 8,100
20047 75th pereentile 2,000 1,000 2,000 4335 12,000 351 918 1,897 4,065 17,000
Average 2,159 931 1,858 3,034 9,310 249 747 1,623 3449 12265
‘Fable 6¢. Operating Expense per Order Received in 2004
{3ross Revenue Orders Recoived
Less than 500,000~ $E43 More than Fewer than 1,100- 2,500~ 5000 or
Total 3509,000 $999,959 o Hiom 33 miltion 500 500- 1,099 2,499 4,999 mere.
gf(’;;‘s’:sg E:;;g;g 252 125 52 38 25 68 [ 54 5 2
};\12?5 25t percentite 189 146 257 361 458 217 200 134 307 136
Median 414 300 426 594 558 500 383 283 549 32
75th percentile 674 601 655 892 1,030 832 672 578 71t 543
Average 515 476 485 638 597 687 469 385 542 431
Table 6d. Payrol as a Percent of Opevating Expense in 2004
Gregx Revenue Orders Received
Tess than $500,000- $E53 More han Fewet than 1,100~ 2,500~ 5,000 or
Total $500,000 $999,999 million 33 million 300 500- 5,099 2495 4,999 mare
gzﬁ:ﬁ o ;’::,:;g 239 18 4 33 2 52 6 52 31 25
gf;; :‘5‘253 25th percentile 41.4% 41.5% 405% 40.6% 421% 40.0% 40.7% 40.5% 50.0% 422%
Median 53.6% 53.2% S12%  S3T%  50.0% 51.8%  499% 56.1% 54.5% 50.0%
75th percentile §6.7%  T02% 64.3% 61.8% 58.6% 75.5% 67.2% 70.2% 63.7%  58.9%
Average 58.9% 61.1% S8.1%  528% 50.8% 62.6% 57.6% 62.7% 55.2% 50.8%
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Table 6e. Payroli per Order Received in 2004

Gross Reveaue Grders Recsived
Less than £500,0G0- 51-83 Morg thay Fower than. 1,100- 2,500~ 5,000 or
Total 3500,000 3999999 million 33 sen 500- 3,099 2,49% 4,999 more
Payroll - Namber 28 120 52 4 2 4 0 56 S 5
per Order  Reporting
Received 9oy percentite 3124 598 $147 Si80 $215 3183 3116 394 $158 $78
Median s223 $150 $215 5292 $313 5286 $216 $178 5247 $227
75th percentile $361 $316 $337 $466 5544 $447 3365 5283 5407 $311
Average $285 $260 $245 $379 $357 3382 $246 5250 3281 5227
Table 7a. What is the approximate total number of people in all countics in which this company has offices?
Gross Revenue Orders Received
Less hen 8500,000- $1-53 More than Fewer than 1,108 2,500 5,000 01
“Totat $500,600 3999999 riltion $3 wmwiltion 500 S00- 1,099 2,459 4999 more
Total 422 216 8i ss 39 85 [ 64 35 27
1000%  1000%  100.0%  1000%  100.0%  100.0%  100.0%  100.0%  1000%  100.0%
Population  Fewer than 50 34 7 0 [ 23 16 7 o 0
gf) :“"HQS o 20,000 ne%  157% 8.6% 0% 0% 270%  186%  109% 0% %
which 20,000-49,999 2 19 it I 4 4 I 10 2 ¢
company 7.6% 838% 13.6% 1.8% 0% 4.7% 12.8% 15.6% 57% 0%
Basoffices 56 000-149.999 57 28 10 16 1 15 10 7 6 4
13.5% 13.0% 123%  29.1% 2.6% 17.6% 11.6% 26.6% 170% 14.8%
150,000 or 12 45 b 2 19 2 26 2 18 19
more 26.5% 208% 28.4% 400% 48.7% 25.9% 302% 328% 51.4% 704%
Not Reported 17 %0 30 16 19 2 23 9 9 4
405%  4ALT%  37.0% 20.1%  487%  M% 26.7% 1% 250% 14.8%
Table 7b. What is population in all counties in which this company has offices?
Gross Revenue Orders Received
Less fhan $500,000- More than §3 Fewer than {,100- 5,000 05
Towal $500,000 $999,999 §1-53 mitlion milfion. 500 500- 1,059 2,499 2,500~ 4,999 more
:;g:;f:::e total )}:::ol;c):\g 21 126 5 39 20 64 63 55 2% 23
:‘::;;’2;‘;5{:’::5’;‘ 25th percentile 25000 16750 26800 118000 312,500 10,500 19,500 26,000 114750 200,000
which this Median 120,000 80,000 100,000 210,000 1141966 92500 75000 80,000 325000 671098
company bas Sthpercentile 550,000 256,500 750,000 1,200,000 4000000 237,500 800,000 550,000 1,309,425 4,000,000
i Average 763,077 404,821 S539B2  OATIR2 3658007 250474 625357 467,135 1332187 1873461
Tabile 8 Population per Order Received in 2004
Gross Revenue Orders Received
Less than $560,000- 5133 More than Fewer than 1,100- 2,500 5,600 0r
Total $500,000 $999.99% million $3 million 500 500- 3,099 2499 4,995 more
;’ :rp“(;:;:;“ ::;‘;‘r’;;g 214 101 49 34 17 55 58 54 24 3
Received 5 percontile 24 25 19 2% 27 28 5 17 25 2t
Median 7 100 st 83 159 189 72 59 78 54
75th pescentile 438 683 368 499 367 1,000 388 363 372 233
Average 342 400 265 381 262 554 357 242 198 185
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Table 9a. How many instruments are recorded daily-—from all sources—in all of the counties in which this company has offices?

Gross Revenue

Orders Recerved

iess han 5508900 §1.53 Aore than Fewes than 1,100~ 2,500- 5,006 or
Total 3500000 599,999 miflion 53 mittion 500 $08- 1,095 2,432 4999 more
Toral B 216 8 55 39 55 36 64 35 27
100.0%  1000%  100.0%  100.0%  1000%  1000%  100.0%  100.0%  1000%  100.0%
testruments  Fewer than 48 29 8 o H 37 17 4 4 o
L“:}““?“d " 3 10.9%  134% 9.9% 0% S1%  200% 19.8% 63%  1.4% 0%
aily i al
counties i 23-49 24 15 3 3 o 4 8 8 i 0
which 5.7% 6.9% 7.4% 5.5% 0% 47% 9.3% 12.5% 2.9% 0%
company
has offices 0149 2 8 5 4 3 2 4 7 4 3
5.2 3.7% 6.2% 7.3% 71% 2% 4% 109%  114% 1%
150 o mere 27 5 8 i 2 1 2 9 3 6
6.4% 2.3% 99%  200% 5.1% 1.2% 3% 140%  17% 222%
Not Reported 303 159 54 37 32 3 35 36 2 18
TI8%  T3E%  667%  673%  821%  TI8%  640%  S63%  5T1%  667%
‘Table 9b, Orders in 2004 divided by instruments recorded daily
Gross Revenue Otders Reczived
Less than 500,000~ 3$3-33 More than Fewer than 1,100~ 2,500- 5,000 07
Fatal $500,000 399%,959 illion $3 million 500 500- 1.09% 2,499 4,999 more.
Orders in 2004 Number
divided by Reporting 107 506 27 17 6 24 31 28 15 9
:i':‘l'““"“‘s recorded  pgogian 359 3838 373 278 168.8 283 433 302 359 485
v Average 629 822 653 316 193.9 413 84.9 350 777 107.0
Table 9c. How many instruments are recorded daily?
Gross Revenue Ordess Recelved
Less than $500,600- 3153 More than Fewer thon 1,100 2,508~ 3,000 o
Totst 3500,600 599,999 million 53 mitlion 500 500~ 1,099 2,459 4999 more
How many Number
instruments are Reporting 1y s1 2 8 7 e 3 28 15 9
rocorded daily - g5 porcentile 109 69 120 515 200 50 50 300 210 25
from alf sources - in ;
ot of the countics in  Median 300 218 400 1525 100 5.0 150 50.0 100.0 1650
which 1ghisqwmp:my 75th percentile 160.0 450 20006 2850 5500 250 450 2750 2250 13608
hes offices? Average 251 787 414 2146 8241 09 395 2632 1904 9756
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Table 10 Percent of Orders Requiring Curative Actions Prior to Closing or Policy Issuance

Grass Reveave

Orders Reseived

Lass than 5560000+ $1-53 Maore than ewer than 1,100 2.500- 5000 01
Total 500,000 $999,999 wnltion 53 mittion 500 508- 1,099 1,459 4,999 wore
gf:‘: et Q:;’;‘:ﬁ;g 183 8 18 3 20 52 a3 39 2 14
Sales 25th percentile 3% % 2% 3% 404 2% 2% 3% % 1%
Median 10% 16% 5% 10% 8% 10% 5% 10% 10% 10%
75th percentite 20% 25% 16% 24% 19% 20% 20% 18% 15% 25%
Average 16% 17% 12% 18% 2% 7% 15% 13% 15% 20%
§:2:;’:S““ :;‘2:;;“ 190 86 a2 31 2 53 46 4l 24 14
25th persentile 10% 9% 8% 0% 18% % 10% 5% 10% 0%
Median 20% 20% 15% 18% 38% 20% 20% 15% 28% 3%
75tk percentile 36% 0% 26% 35% 50% 30% 50% 23% 40% 50%
Average 26% 24% 2% 28% 40% 2% 29% 20% 29% 33%
Re-financings ;‘:;‘;";Z‘"g 197 92 12 36 2 55 48 41 24 15
25th percentile 5% 5% 3% 7% 8% 5% 0% 5% % 6%
Median 15% 20% 10% 10% 23% 25% 20% 10% 15% 10%
75th percentile 35% 0% 25% 33% 50% 50% 3% 20% 45% 40%
Average 25% 26% 21% 26% 30% 29% 26% 15% 24% 2%
gag\::,:: ot ;:;?,‘;;;g 120 s6 27 18 16 % 2 2 n 3
25th percentile % % 1% 0% 0% % 0% % % 1%
Median 5% 10% 5% 5% 8% 10% 5% % % %
75th percentile 20% 15% 20% 18% §0% 20% 20% 20% 10% 4%
Average 14% 10% 1% 18% 28% 13% 1% 14% 6% 28%
?gnsamons ;‘:;"o’mg 239 17 54 35 2 63 63 52 26 18
Combined 25th percentile 12% 12% 10% 15% 19% 10% 10% 15% 10% 14%
Median 25% 25% 2% 25% 35% 30% 20% 25% 5% 20%
75th percentile 50% 50% 50% 38% 70% 75% 50% 38% 74% 2%
Average 36% 37% 33% 32% 43% 0% 35% 29% 44% 33%
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Yable 11 Allocation of Curative Actions by Type

Gross Revenge

Orders Raccived

Less than $500,000- Mzt then awer then SoMer
Tosd SS00.000  $599.999 mitfion 3 milfion 500 SO0-1099  1.100-2399  L500- 4395 moie
; i o
e ot tdess, Feporing E 53 At » n & 56 % w
or legat descriptions) 25th percemile 5% % 5% 5% 3% 5% 5% 7% 3%
Median 10% 0% 5% 10% 0% 10% 15% 15% 5%
75t percemsile 25% 25% 25% 2% 5% 25% 28% 25% 20%
Average 17% 18% 19% 17% 2% 9% 1% 2% 1%
f‘:::;‘:iigf;ﬁ\‘jf:s(‘;l;“"“‘“g ;‘c’:f:"’l;g 261 130 53 41 2 71 63 56 30 20
documents o obtaining 25¢h pescentile % 0% 1% 2% 1% % % % % 0%
affidavics for missing
sotarizations) Median 5% 5% 5% % 5% % 5% % 5% 3%
75t percentile 0% 10% 1% 0% 10% 15% 3% 0% 0% 10%
Average % 8% % % % 8% 9% % % 7%
SS:.::: pr:;czsf;: s g:;';; . 261 130 55 o 2 7 55 55 30 2
discovered liens (equity a4, percemiife 15% 15% 0% 2% 10% 15% 8% 2% 14% 16%
eredit-fine monigages, child
and spousal support ions,  Median 5% 5% 25% 35% 30% 25% 25% 30% 3% 30%
Jjudgment ligns, federal or 75tk pereentile 47% 45% 49% 50% 65% 45% 0% 47% $0% 58%
state tax iens, cic.} Average 3% 32% 30% 37% 38% 33% 30% 32% 6% 39%
3:;‘;:":‘5’ l";f\“;:: dr;);ﬁms . a’:;:;g 261 130 55 41 23 n 65 56 30 20
andior mortgages 25th percentile 5% 2% 5% 5% % 2% 5% 0% 10% 3%
Medion 0% 10% 0% 2% 25% 1% 0% 10% 25% 13%
75th percentile 25% 25% 25% 30% 35% 2% 25% 20% 4% 2%
Average 19% 18% 19% 20% 2% 15% 16% 16% 29% 7%
gf}‘c’s“(‘fcg‘lyfif:b:;‘:\"g‘; g:‘)’;:z;g 261 130 55 a1 2 7 65 56 30 2
disputcs, solving 25th percentile 1% 1% 2% 1% 5% 1% 1% 2% % %
casement/rights of wzy
probleras, etc.) Median 9% 5% 5% % 5% % 5% 5% 5% 5%
75t percenite 10% 10% 10% 10% 10% 10% 10% 0% 10% 16%
Average 7% 7% 9% % 9% % % % 6% %
Cloaring estae andlor Number 261 130 55 a1 2 7 65 56 30 2
amily issues Reporting
25th percentile % 2% % % % 2% % 3% % %
Median 10% 10% 1% % % 10% 10% 10% % %
75th percentile i% 15% 15% 15% 10% 15% 20% 15% 10% 15%
Average % n% 1% 10% 9% 9% 12% 13% % 10%
Patent issues E:P"‘o':;;g 261 130 55 4 23 7 6 56 3 2
25 percentile 0% 0% 0% 0% % % 0% 0% % 0%
Median 0% % 0% % % 0% % 0% o% 0%
75th percentile 0% 0% 0% 0% 0% 0% o% 0% 0% %
Average % 0% 0% 0% 1% % 0% 1% 0% %
Other ;’:p“c‘:;;g 261 130 55 4 23 7 65 56 30 20
25t percentile 0% 0% o 0% o 0% o% o 0% 0%
Median 0% % 0% 0% % 0% 0% % % %
75th percentile 0% 0% 0% % % % % 0% 0% 0%
Aversge 5% 5% 4% 3% % 3% 5% 2% 2% 3%
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Table 12 Total annual dollar amount of tite-related losses (or pre-claim losses) paid out-of-pocket

Gross Revenue

Ordess Rocgived

Less than $560.060- $1.83 Mate than Fewer than 1100. 2,500. 4,800 o7
“Towa} $506,000 $999,999 mithon 53 million 500 500- 1,099 1,999 4999 more
Annually, whatisthe  Number - . N
total dollar amount of  Reperling 23 136 38 a 2 7 67 57 3 2
title-related Josses (0 5y, perconile 50 30 56 $3000  $10.000 50 50 S0 51,000 510,000
pre-claim losses) that - s
you pay Median $1,000 50 $2,500 38,600 $27.500 30 3100 82,500 $5.000 $23,000
out-of-pocket? 75th percentile $5,000 $1,150 $5,000 $17,500 571,250 $2,500 82,580 $7,750 $20,000 $87,500
Average $16,054 $1,645 8493 $11,469 $73,438 $2,489 $2,116 $4,948 $13,608 $79,890
Table 13 How often do you rely on a previous pelicy in lew of assignments en deeds of trust and/or mortgages?
Gross Rovenuc Orders Reecived
Less than $560,000- $1-83 More than Fewer than 1,100 2,500~ 5,000 or
Towl $500,000 $999,99% ‘million 53 muifion 500 $80- 1,099 2,499 4,99% more
Total 280 142 57 41 24 74 72 58 31 i9
100.0%  100.0%  100.0%  1000%  100.0%  100.0%  100.0%  100.0%  100.0%  100.0%
How often do Always 10 4 2 3 1 2 4 2 1 1
you rely ona 3.6% 2.8% 35% 73% 42% 27% 5.6% 3.4% 3.2% 53%
previous policy
in tiew of Most of the 53 16 10 11 14 10 [ 8 10 12
assignmentson  Hme 18.9% 11.3% 17.5% 26.8%  58.3% 13.5% 12.5% 13.8% 323%  632%
deeds of trust
andlor Some of 13 53 27 23 6 30 3 2% 13 4
morigages? the time 40.4% 313% 474% 56.1% 250% 40.5% 45.8% 44.8% 41.9% 214%
Never 104 69 13 4 3 32 2% 2 7 2
37.1%  48.6% 31.6% 9.8% 12.5%  43.2% 361%  379%  226% 10.5%
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AMERICAN

uorris  ALTA 2005 ABSTRACTER & TITLE AGENT

ASSGCIATIAN
= OPERATIONS SURVEY
=

Association Research, Inc (ARI), an independent survey resgarch orgamzation, is conducting this confidential
survey for ALTA  All responses will be kept completely anonymous.

This survey will 1ake approximately 10 minutes to complefe.

Please complete your questionnaire no fater than December 30, 2005, either online of by fax to (240) 268-1267
if there is a problem, please e-mat Associalion Research, Inc., at info@associationresearch.com

We encourage you to complete the survey online by going to the following Web site:
www .ari-surveys.com/run/attaoperations2005

Thank you n advance for your ime and commitment fo ALTA and the industry

COMPANY CHARACTERISTICS

The following information is intended to describe operating characteristics of groups of companies. All data will
be handled in strict confidence.

1. Approximately what percent of gross revenue in 2004 was generated from each of the following
activities? (Answers should total 100%.)

a. Title Insurance %
b. Abstracts %
c. Escrow/Closing Functions %
d. Law Practice %
e. Other (Specify} %
f.  Other (Specify} %
g. Other (Specify} %

TOTAL 100%

2. What was this company’s gross revenue in 20047 or (Check onfy one)

O 1. Lessthan $250,000
0 2. $250,000-5499,599
3 3. $500,000-5999,993
0 4. $1-32.9 million

O 5. $3.0-54.9 miltion

O 6. $5.0-59.9 million

Q 7. $10 milion or more

3. Inwhich state is your primary location?

4. What is the Zip Code of the primary location responding to the survey?

5. How many people are employed at the focation responding to the survey?:
Full-time Pari-lime

6. How many orders did this company receive in 20047
7. What was this company’s operating expense in 20047 §

8. What was this company’s total annual payroll in 20047 §
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9. How is this company organized? (Check only one)
. Sole Proprietorship

Subchapter S Corporation

C Corporation

Partnership

Limited Liability Company (LLC)

Limited Liability Partnership (LLP)

Other (Specify}

ocoooooo
NO DA WN -

10. What is the approximate total number of people in all counties in which this company has offices?
Population

11, How many instruments are recorded daily—from all sources—in all of the counties in which this
company has offices? {If unknown, please specify *unknown.”) Instruments daily

CURATIVE ACTIONS

12, Exciuding current real estate taxes and known existing liens for new residential sales, residential re-
sales, re-financings, and agricultural sales, what percentage of orders require curative actions prior to
closing or policy issuance? (if you are unable to distinguish between types of transactions, provide
an approximate answer for all types combined.)

Percent of Orders

Requiring Curative Actions

%

a. New residential sales

b. Residential re-sales %
¢. Redfinancings %
d. Agncultural sales %
e. All transactions combined %

13, Approximately what percent of curative actions do each of the following represent?
{Answers should total 100%.)
Percent of all
Curative Action

a. Typographical issues {correcting names, address, or legal descriptions) %
b. Ministerial issues {obtaining missing signatures on documents or
obtaining affidavits for missing notarizations) %

c. Obtaining releases andior obtaining pay-offs for discovered liens {equity
credit-line mortgages, child and spousal support fiens, judgment

liens, federal or state tax fiens, etc.) %

d. Obtaining releases for assignment on deeds of trust and/or mortgages %
e. Clearing Physical Property issues ({resolving boundary disputes,

solving easement/rights of way problems, efc.) %

. Clearing estate and/or family issues %

g. Patentissues %

h. Other (Specify} %

TOTAL 100%

14. Annually, what is the total doliar amount of title-related losses {or pre-claim losses) that you pay out-
of-pocket? $

15. How often do you rely on a previous policy in fieu of assignments on deeds of trust and/or
mortgages?

1. Always

2. Mostof the time

3. Some of the time

4. Never

cooo

B.-2
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16. What topics would you like ALTA to include on future surveys? Please specify:

OPTIONAL.:

Only participants can receive a free copy of the results. To receive your copy, please fill out the following
information. Your data will remain confidential, and ARI will only provide ALTA with the names of those
entitled to the free report. Survey resuits will be sold to companies that do not participate.

NAME
COMPANY ADDRESS
E-MAJL. ADDRESS CITY/STATE/ZIP

ARI

Association Research, Inc.

THANK YOU VERY MUCH FOR COMPLETING THIS SURVEY.
if you are not completing the survey online, pl fax your questionnaire directly to

Association Research, lnic. {AR), at (240) 268-1267 no later than December 30, 2005.

If you prefer to complete the survey online, please do so by going to this website:

www.ari-surveys.com/run/altaoperations2005




344

et ALTA 2005 ABSTRACTER & TITLE AGENT

[EXIRIL OPERATIONS SURVEY
¥ i
Sl COMMENTS & SUGGESTIONS

What sections of this 2005 report were most useful to you? Please identify by table numbers or
titles the sections you found most useful. Use the back of this form if you need more space to
respond to any of these questions.

What sections of the report did you skip over as probably not useful to you?

What sections of the report do you feel could be better presented, to make it easier to interpret
and absorb the material presented?

What tables or topics, in your opinion, could be deleted from this report without reducing its
overall usefulness to you and other users of the information?

What additional topics would enhance the value of this report for you?

Optional:

Your name: Affiliation/Phone Number:

Please fax this form to {888) FAX-ALTA
Attn: Richard McCarthy, Director of Research
American Land Title Association
1828 L Street, NW Suite 705
Washington DC 20036-5104
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THE ROLE OF THE MONOLINE REQUIREMENT IN ASSURING TITLE
INSURANCE EFFECTIVENESS
By
Dr. Nelson R. Lipshutz
President
Regulatory Research Corporation
24 Radcliff Road
Waban, Massachusetts 02468-2222
(617) 964-6940
Report to

The American Land Title Association

December 1, 2004
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EXECUTIVE SUMMARY

A “monoline” requirement, i.e., the statutory restriction of companies writing a particular
line of insurance to writing enly that line, occurs today in just three property-casualty lines: title
insurance, mortgage guaranty insurance, and financial guaranty insurance. In light of the current
trend toward the elimination of specialization for all types of financial institutions, we have
investigated whether the monoline restriction still makes sense for title insurance. Our principal
findings are that:

e The cyclical history of monoline vs. multiline insurance practice demonstrates that these
different modes of regulation are popular at different times. Monoline restrictions gain
popularity as a “flight to safety” in the wake of some disaster. Multiline permissions gain
popularity as a “flight to convenience™ as the memory of disaster fades, and remain in effect
unti] the next disaster strikes.

s Multiline authority is not universal. The separation between life insurance and property-
casualty insurance continues today, and is universally recognized as good public policy.

e The term covered by the single premium collected for a title insurance policy is the duration
of property ownership or the term of a real estate loan. The failure of a title insurance
company affects not just insureds who have recently paid a premium, but all title insurance
customers for decades past. In this respect, the title insurer is much more like a life insurer
than a property-casualty insurer, and requires a similar level of solvency protection.

o Monoline title insurers have had about the same 1% to 2% insolvency rate as other property-
casualty insurers. Mutliline title insurers, which wrote title and mortgage guaranty insurance,
suffered a 72% insolvency rate during the Great Depression.

s A Great Depression is extremely unlikely to recur, but the experience of the 1980s shows that
periods of financial instability and plunging real estate prices were not a one-time Depression
occurrence. The relative debt load bomne by today’s economy is very close to that of the
period immediately preceding the Depression. Foreclosure rates have increased by a factor of
3 since 1980. Bankruptcies per capita have increased by a factor of 4 since 1980. During the
1980s, mortgage guaranty insurers experienced a 190% loss ratio and a 72% drop in their
contingency reserves. Accordingly, writing title insurance in conjunction with mortgage
guaranty insurance under today’s highly stressed financial conditions would put title insurers
and their insureds at great risk.

e The non-title insurance companies who have attempted to offer title insurance products
specialize in high-risk lines, have no title insurance underwriting experience, and have a
much lower aggregate surplus than the title insurance industry. They can neither increase the
insured’s safety nor deliver the same quality of product as can a title insurer.

e In summary, the monoline restriction for title insurance continues to constitute sound
economic and regulatory policy.
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DR.NELSON R. LIPSHUTZ

Dr. Nelson R. Lipshutz has been a consultant to the title insurance industry for the past 32
years. A native of Philadelphia, Pennsylvania, Dr. Lipshutz was originally educated in
theoretical high-energy physics, receiving a Bachelor's degree from the University of
Pennsylvania and Master's and Doctoral degrees from the University of Chicago. After several
years of teaching and research as an Assistant Professor of Physics at Duke University, Dr.
Lipshutz joined the staff of the Management and Behavioral Science Center of the Wharton
School of the University of Pennsylvania, and received an MBA in Finance from Wharton in
1972. For the next five years, Dr. Lipshutz was a member of the staff of Arthur D. Little, Inc.,
where he worked with the ALTA Research and Accounting Committees to develop the Uniform
Financial Reporting Plan. In 1977, Dr. Lipshutz founded Regulatory Research Corporation, a
consulting firm of which he is President.

His work in title insurance includes the development of statistical and financial reporting
systems adopted as the basis of title insurance regulation in dozens of states. He has testified on
title insurance issues before state insurance departments, legislative committees, and the US
Department of Housing and Urban Development. During 1993, he served as Coordinator of
industry and consumer advisors to the Title Insurance Working Group of the National
Association of Insurance Commissioners. He also serves as a consultant to various individual
title insurance underwriters and underwritten title companies in areas including loss control,
reserve analysis, strategic planning, and mergers and acquisitions. He is a frequent contributor to
ALTA publications, and is the author of a book on the industry, The Regulatory Economics of
Title Insurance, published in March of 1994 by Praeger Publishers and now in its second
printing.

In addition to his work in the title insurance area, Dr. Lipshutz has studied the economics
of many other industries, including the pulp and paper industry, the pesticide industry, the
automobile industry, and the mortgage insurance industry. He has presented testimony on
economic issues before the President's Council on Wage and Price Stability, the US International
Trade Commission, the US Environmental Protection Agency, Federal and State courts, and the

American Arbitration Association.
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L INTRODUCTION

A “monoline” requirement, i.e., the statutory restriction of companies writing a particular
line of insurance to writing only that line, occurs today in only two property-casualty lines: title
insurance and mortgage guaranty/financial guaranty insurance. In light of the current trend
toward the elimination of specialization for all types of financial intermediaries, from
commercial banks to mortgage lenders to insurance companies to investment houses, it is
important to examine whether the monoline restrictions still make sense. The present study
examines this important question for the case of title insurance.

We first examine the evolution of monoline requirements over time in the context of the
economic and institutional conditions prevailing then and now. We next identify the crucial
factors that militate for or against monoline restrictions. We then project the consequences that
would be likely to follow from the elimination of the monoline requirement for title insurance,
drawing on historical experience in title insurance and in other financial industry sectors. Based
on these analyses, we draw some conclusions on the advisability of maintaining the monoline
requirement for title insurers.

iL HISTORY OF MONOLINE RESTRICTIONS

The number of different coverages that U.S. insurance companies have been permitted to
offer exhibits a cyclical pattern over time, with alternating waves of specialization and
generalization.

Until the end of the 18" century, U.S. insurance was generally restricted to Lloyds-like
underwriting syndicates to provide marine insurance. There were two exceptions. In 1736, the

Friendly Society was organized as a mutual fire insurance company in Charleston, South
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Carolina. The company failed and was unable to pay all its claims when a conflagration occurred
in 1740. In 1752, the Philadelphia Contributorship for the Insurance of Houses from Loss by Fire
was organized by Benjamin Franklin, and is still in business today.’

This initial monoline structure was quickly augmented by multiline companies. In 1792,
the Insurance Company of North America was organized to insure fire and marine risks and also
to provide life insurance.” In 1798, similar multiline charters were granted to the United
Insurance Company of the City of New York and to the New York Insurance Company for
Maritime Insurance, Houses, Goods, and Lives. Over the next 37 years, a large number of
multiline insurers were chartered as the U.S. economy grew.

The trend toward multiline insurers began to slow on December 16, 1835 when a massive
fire destroyed 648 buildings in the New York City business district. The aggregate loss was $18
million (equivalent to $248 million today), and 23 of the 26 insurance companies in New York
went insolvent.® Over the next 15 years, a series of fire and marine disasters struck the insurance
industry, driving a large number of multiline insurers into insolvency and rendering worthless the
life insurance policies they had issued. In consequence, in 1849, New York passed a statute
precluding any insurer writing fire and/or marine insurance from writing life insurance. In 1853,

another statute was enacted splitting fire and marine insurers.’

! Bogardus, John, “Spreading the Risks — Insuring the American Experience,” Chevy Chase, Posterity Press, 2003,
pp. 13-18

2 Pugh, William, “Multiple Line Regulation,” Chapter 22 in Kimball, S. and Denenberg, H, eds., “Insurance,
Government, and Social Policy,” Homewood, Irwin, 1969, pg. 244

3 Harbison, Hugh, “Legal Environment for All Lines Insurance,” Chapter Il in “All Lines Insurance,” Homewood,
Irwin, 1960, pp.14-15

4 Ibid., pg. 15

* Bogardus, op. cit., pg. 43
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As liability insurance and other casualty lines developed over the next half century, the
monoline approach was extended to separate casualty companies as well® In fact, the general
need for monoline restrictions was adopted by the National Convention of Insurance
Commissioners (later the National Association of Insurance Commissioners or NAIC) in 1891 as
their fifth recommendation:

“The principle embodied in the laws of many of the States, that an

insurance company organized under the laws should confine its

transactions to one kind of business, your committee believe to be a safe

and wise one, and that there is an abundance of business of any of the

kinds, that now employ the attentions of the various companies, to occupy

the energy and vigilance of any one set of officers. And especially should

no two kinds of business be allowed in any one company, except such as

are now akin, and in which the maturity of the policy depends upon the

happening of similar events.”

This monoline principle was no sooner enunciated than pressures began to build to break it
down. The NAIC, then as now, could recommend but it could not legislate. Insurance legislation
in most states generally preserved the tripartite division of life & health, fire and marine, and
casualty. Some other states did not require such a separation. However, the variation in state
practice was vitiated in large part because New York, which was firmly in the monoline camp,
required that companies doing business in New York abide by New York’s monoline rules for
their entire nationwide business. This requirement was known as the Appleton Rule in honor of

Deputy Superintendent Henry D. Appleton during whose tenure it was promulgated, and is now

incorporated in Section 1106 of the New York Insurance Code.® Operating on a monoline basis

& Pugh, op. cit., p. 244

7 “Proceedings of the 22" National Convention of Insurance Commissioners of the United States,” St. Louis, Daly,
1891,p. 53

8 Harbison, op. cit., p. 18. Section 1106 Subsection 3(c) reads:” No foreign insurer shall be licensed to do in this
state any kind of insurance business, or combination of kinds of insurance business, which are not permitted to be
done by domestic insurers hereafter to be licensed under the provisions of this chapter. No foreign insurer shall be
authorized to do business in this state if it does in this state or elsewhere any kind of business, other than an

3
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became known as the “American system,” in contrast to the multiline approach that was
universal in England and continental Europe.”

Over the ensuing thirty years, the American system continned in effect. As new lines of
insurance developed, they were incorporated into one of the three general categories on a more
or less arbitrary basis. Public inconvenience attendant on having to buy several policies to cover
what seemed a single risk (e.g., separate fire and windstorm policies for a home, or separate
property damage and liability policies for an automobile) were somewhat ameliorated by the
development of special policies incorporating multiple coverages, or by the simultaneous
issuance of two policies by separate monoline companies under common ownership (known as
members of an insurance “fleet.”’) o

By 1943, the fact that the monoline requirement was being overwhelmed by commercial
realities led to the formation of a special NAIC study committee which recommended that the
regulatory barrier between fire insurers and casualty insur;rs be dissolved. This recommendation
was adopted by the NAIC in 1947, and incorporated into New York law in 1949." Thus, 1949
marks the beginning of multiline insurance in the modern era, which continues to today.

Keep in mind, however, that multiline authority has not become universal. The separation
between life insurance and property-casualty insurance has been maintained. In addition, the

monoline restriction was maintained for title insurance. Further, when private mortgage

insurance bust and such busi as is necessarily or properly incidental to the kind or kinds of insurance
business which it is licensed to do in this state.” (emphasis added) Subsection 3(d) imposes the same restriction on
alien insurers.

? Interestingly, the term “American system” was something of a misnomer, since the Appleton rule contained a
grandfather clause exception that permitted several of the largest U.S. insurers to ignore it.

% Harbison, op. cit. p. 24

Y ibid,, p. 25.
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insurance, which had vanished during the 1930s, was reintroduced in 1956, it, too, was subjected

: : : 12
to a monoline reguirement in most states.

1L ARGUMENTS FOR AND AGAINST MONOLINE REQUIREMENTS

The primary justifications for monoline insurance are derived from considerations of
solvency and equity:

. A monoline requirement for a high-risk line of insurance protects policyholders of

other, inherently safer lines. This point was made particularly eloquently in 1860 by
the Insurance Department of the State of New York:
“Life msurance in particular is a specialty; and the accumulated funds
which are held by a company for a lifetime as a savings bank, in
sacred trust for the widow and orphan, should never be liable to be
swept away by a storm at sea or a conflagration on land.”"

. A monoline requirement for a very safe line of insurance protects its policyholders
from the risks presented by other, higher-risk lines.”

These overall solvency considerations give rise to a variety of other technical arguments.

. Unusual insurance lines require special expertise distinct from that needed to conduct
most property-liability lines, and these skills are best maintained and developed in a

monoline organization.'®

. Only a monoline firm can isolate its surplus for the protection of policyholders.’6

12 Jaffe, Dwight, “Monoline Restrictions, with Applications to Mortgage Insurance and Title Insurance,” University
of California at Berkeley preprint, January 27, 2004

B First Annual Report of the Insurance Department of the State of New York, March 1, 1860

" Jaffe, loc. cit.

!5 National Conference of Insurance Commissioners, Praceedings of the 22™ National Convention, Report of the
Committee on the President’s Address, Recommendation 5, p. 53
* Ibid., p. 54
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. Unusual insurance lines need a special asset structure to match their special liability
structure,”

There are two primary arguments against monoline restrictions:

. The diversification of a multiline insurer decreases its overall risk, which leads both
to greater policyholder protection and to lower premiums. '®

. A multiline insurer can develop broad coverage products that simplify the purchasing
of insurance, and guarantee that there are no gaps in coverage as might occur if
consumers had to purchase several different policies to cover different but related
risks. The best illustrations are homeowner’s and automobile insurance.'®

In order to see how these arguments play out in practice for title insurance, it is illuminating to

examine the solvency history of the title industry.

IV. _ INSOLVENCY RISK IN THE TITLE INSURANCE INDUSTRY

Insolvency in the insurance industry overall is rare. A recent study by A.M. Best covering
the period 1969 to 2002 indicates that in prosperous times, about 1 in 200 insurance companies
fail each year. In times of stress, 1 in 50 companies fail each year.”® This performance is similar
to the experience of monoline title insurers, In 1969 there were 81 title insurers operating in the
United States,”’and in 2002 there were 8472 Over this period, there were three title insurer

. s 23
insolvencies.

'7 For example, mortgage guaranty insurers invest their contingency reserves in special tax and loss bonds that
Fermit the tax-free accumulation of large reserves. See Internal Revenue Code Section 343.3 Subpart B.

& This effect is incorporated in the covariance adjustment in the NAIC property-casualty risk based capital formula.
19 Mowbray, A., Blanchard, R., and Williams, C., “Insurance,” New York, McGraw-Hill, 1969, p. 273
A M. Best, “Best’s Insolvency Study —Property/Casualty U.S. Insurers 1969-2002,” May 2004, p. 12
! American Land Title Association, “1969 NAIC Form 9 Data”
2 Corporate Development Services, “CDS Performance of Title Insurance Companies — 2003 Edition”
B Peninsular Title Insurance Company and Owners Title Insurance Company in Florida, and USLife Title Insurance
Company of Dallas in Texas.
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It is particularly important to maintain solvency for title insurers, even more than for
other property-casualty lines. Most property-casualty lines write insurance for a short period of
time, during which all claims occur. In contrast, the term covered by the single premium
collected for a title insurance policy is the duration of property ownership or the term of a real
estate loan. In consequence, the failure of a title insurance company affects not just insureds who
have recently paid a premium, but all title insurance customers for decades past. This long-term
obligation is reflected in the fact that most state statutes require the restoration of title insurance
unearned premium reserves to income over a period of 20 years.” In this respect, the title insurer
is much more like a life insurer than a property-casualty insurer, and it is universally accepted
that separating life insurance from property-casualty insurance is sound regulatory policy.

A Title Insurance in the Multiline Environment

Title insurers had a very different experience when they were parts of multiline
companies. In the early 1930’s, there were about 84 companies in the title insurance and
mortgage guaranty business.”> Of these companies, 32 were domiciled in New York. The New
York domiciliary companies dominated the industry, and had a surplus as regards policyholders

which constituted 67% of the industry total (see Table 1).

 AM. Best, “Title Insurance Industry Statistics,” November 2000, p. 17. of the 39 states on which Best’s reports,
32 have a 20 year requirement; 3 have 2 15 year requirement; 2 have a 10 year requirement; and 2 have a 25 year
requirement.

* A, M. Best & Co., “Best’s Insurance Reports,” 1931 ~ 1934 editions. The Best’s Reports do not appear to report
all existing title and mortgage guaranty companies in any given year. We have included all companies Hsted in the
four additions cited. In addition, we have also included the other companies listed in Van Schieck, George S., “The
Administration of the Delinquent Title and Mortgage Guaranty Companies by the New York Insurance
Department,” May 10, 1935, p. 18 ff.
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Table 1

Title and Mortgage Guaranty Companies 1931-1933

Surplus as

Number of As % Regards As %
Domiciliary State Companies of Total Policyholders  of Total
California 9 10.7% 39,943,530 11.7%
lHiinois 1 1.2% 29,630,227 8.7%
Kentucky 3 3.6% 5,076,259 1.5%
Louisiana 1 1.2% 882,152 0.2%
Maryland 1 1.2% 1,644,174 0.5%
Massachusetts 1 1.2% 2,365,281 0.7%
Michigan 2 2.4% 2,009,294 0.6%
Minnesota 1 1.2% 1,800,000 0.5%
Missouri 1 1.2% 1.097,925 0.3%
New Jersey 21 25.0% 20,277,962 5.9%
New York 32 38.1% 228,162,812 66.8%
Oregon 2 2.4% 1,484,583 0.4%
Texas 1 1.2% 1,801,936 0.6%
Utah 1 1.2% 320,979 0.1%
Virginia 1 1.2% 957,008 0.3%
Washington 5 6.0% 3,367,961 1.0%
Wisconsin 1 1.2% 644,122 0.2%
84 100.0% 341,366,205  100.0%

SOURCES:

Best's insurance Reports - Casually and Miscellaneous, 1931-1933

Additional New York companies not listed in Best's identified from Van Schigk, George S., "The Administration
of the Delinguent Title and Mortgage Guaranty Companies by the New York Insurance Department,”

May 10th, 1935

The title and mortgage guaranty companies subject to New York law had actually started out as
monoline title insurers.” While the 1885 legislation authorizing title insurers had somewhat

ambiguous language, the 1892 New York Insurance Law clarified the monoline nature of the

coverage:

“To examine titles to real property and chatiels real, to procure and
furnish information in relation thereto, make and guarantee the
correctness of searches for all instruments, liens or charges affecting
the same; and guarantee or insure bonds and mortgages and the owners
of real property and chattels real and others interested therein against
loss by reason of defective titles thereto and other encumbrances
thereon, which shall be known as a title guaranty corporation;”?’

* Alger, George W., “Alger Report,” Moreland Commissioner’s Report, October 5, 1934, p. 7
¥ New York Statutes, Insurance Law of 1892, c. 690
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However, in 1904, the law was revised to add the power to insure the payment of bonds and
mortgages.28 This tarned out to be a catastrophic legislative error.

The legislature exacerbated its error in 1911 when it changed the requirements for
investment activities of title and mortgage guaranty insurers to include trading in mortgages.29
The title and mortgage guaranty companies immediately expanded their activities to include the
mortgage banking business, and were the issuers and guarantors of mortgage participation
certificates that worked exactly like the mortgage-backed securities (MBS’s) which play such an
important role in mortgage finance today.

The onset of the Great Depression in 1929 had little impact on the title and mortgage
guaranty insurers. However, by 1931 spiraling unemployment produced a blizzard of mortgage
defaults, and real estate prices began to plummet. The unemployment rate rose from 3.2% in
1929 to 16.3% in 1931, to 24% in 1932 and 25% in 1933.%° The number of foreclosures more
than tripled, from 68,100 in 1926 to 252,400 in 1933. 3" The value of the foreclosed properties
dropped by 20%.” Understandably, the holders of mortgage participation certificates attempted
to cash them in. But, as the New York Insurance Commissioner noted later:

“And yet, as it is seen in retrospect, the danger was ever present that if
a great number of investors at the same time refused to renew their
mortgages or certificates when they became due and demanded
payment, there must develop the same crisis that occurs when there is

arun on a bank.”*

Develop it did.

% Alger, op.cit., p7

» New York Statutes, Insurance Law of 1911 ¢. 525, Section 170

3% 11.S. Bureau of the Census, “Historical Statistics of the United States ~ Colonial Times to 1970,” p. 126,
Series D 1-10

*! Ibid., p. 651, Series N310.

32 Ibid,, p. 647, Series N 259-261

* Yan Schieck, op. cit., p.3
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Pursuant to emergency legislation passed during 1933, the New York Commissioner
seized 21 companies out of the 32 title insurance and mortgage guaranty companies doing
business in New York, companies which represented 74% of the total surplus as regards
policyholders of the New York industry (see Table 2),34 Most of the companies were ultimately
liquidated for the benefit of the investors in mortgage participation certificates. However, in six
cases, the title insurance pieces of the businesses were split off as monoline title insurers that
continued in business.”™

Table 2

Status of New York Domiciliary Title and Mortgage Guaranty Insurers 1935

Surplus as
Number of As % Regards As %
Companies of Totat Policyholders  of Total
All Companies 32 100% 228,162,812 100%
In rehabilitation or liquidation 23 72% 169,562,537 74%
Solvent 9 28% 58,600,275 26%

SOURCE: Van Schiek, George S., "The Administration of the Delinguent Title and Mortgage Guaranty
Companies by the New York Insurance Department,” May 10th, 1935

It would be easy to dismiss this experience as an anomaly of the Great Depression, inconceivable
today. Unfortunately, that is not the case. In the absence of monoline regulation of title insurers,

we would have come perilously close to similar disasters during the S&L crisis of the 1980s and

even as recently as two years ago.

* Ibid., p. 18 ff.
% Ibid., table following p. 18

10
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B. Financial Crises of the 1980°s

The basic economic process that led to the collapse of the multiline title insurance-
mortgage guaranty companies in the 19307s was an explosion of mortgage foreclosures driven by
surging unemployment followed by a precipitous decline in the value of the seized collateral as
home prices plummeted and bank credit became unavailable. A similar scenario played out in the
U.S. in the 1980’s, particularly in the Southwest.

From 1986 to 1988, the unemployment rate rose from 6% to 9% in Texas, to 13% in
Louisiana, to 8.5% in Oklahoma, to 7.5% in Arkansas, and to 9% in New Mexico.*® Housing
prices in the West South Central region dropped by 14% between the second quarter of 1986 and
the fourth quarter of 1988.”7 This drop in value was sufficient to extinguish the equity of many
homeowners with high loan-to-value mortgages who defaulted on these mortgages and simply
walked away from their properties, leaving lenders and the mortgage insurers holding the bag.
This situation is identical to what happened during the Great Depression. In describing the
collapse of the title and mortgage guaranty insurers in the early 1930’s, the Alger Report noted:

“The practice of not setting up proper reserves is objectionable at all
times, but it becomes one of real danger in the case of these
companies in times of depression of real estate values, when some
morigagors prefer to discontinue interest and tax payments and lose
their sometimes non-existent equity in the property, in order to
benefit from the income from it.”( emphasis added) **

As the S&L collapse proceeded, the loss ratio of mortgage guaranty insurers rose to 180%, and

72% of the industry’s contingency reserve was exhausted.”

3 Bureau of Labor Statistics, Seasonally Adjusted Unemployment Rates

37 Office of Federal Housing Enterprise Oversight housing price index

3% Alger, op.cit., p. 41

* Mortgage Insurance Companies of America, “Fact Book,” 1980-2003. The industry’s contingency reserve
dropped from $1.158 billion in 1984 to $321 million in 1987,

11



360

The mortgage guaranty industry survived the crisis, but it was a difficult period. Had title
insurance been combined with mortgage guaranty insurance, the situation would have been even
worse. During the 1980°s, the title insurance industry suffered two outright insolvencies, those of
Owner’s Title Insurance Company and USLife Title Insurance Company of Dallas. In addition,
the then largest title insurer, Ticor, suffered such severe surplus depletion that it had to be
rescued by acquisition.*

C. Dodging the Bullet - The Reliance Insurance Debacle

From 1975 until 1998, Commonwealth Land Title Insurance Company was a subsidiary
of the Reliance Insurance Company.*' Commonwealth is one of the oldest and largest title
insurers. When Reliance sold off Commonwealth and Comonwealth’s wholly owned subsidiary,
Transnation Title Insurance Company, Commonwealth had a consolidated annual volume of
about $1 billion in premium out of an industry total of $8 billion. Its overall market share of
about 12% understates the company’s importance, since its share of market was much higher in
individual states (e.g., 45% in Delaware, 40% in Rhode Island, 20% in Maryland, and 19% in
Pennsylvania).42 At the same time, Reliance also divested itself of Commonwealth Mortgage
Assurance Company, a monoline mortgage guaranty insurer.

Within two years of the divestiture of Commonwealth, Reliance was in desperate trouble.
In response to a downgrade from A.M. Best, Reliance merged all its subsidiaries into the parent
in a fruitless attempt to buttress its surplus. The Pennsylvania Insurance Department seized the

company on May 29, 2001; and on October 3, 2001 the company was placed in liquidation.®

*® Ticor was acquired by Chicago Title Insurance Company in 1991.

41 Natjonal Title —Duluth website, “Title Insurance -~ An American Tradition”

2 Corporate Development Services, “CDS Performance of Title Insurance Companies — 1999 Edition”
“* philadelphia Inquirer, October 4, 2001
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The list of companies Reliance Insurance absorbed in desperation is illuminating. In
addition to several diversified property-liability insurers, Reliance also absorbed its surety
company and its indemnity company.* The Order of Liquidation did not unroll the subsidiary
mergers, but applied to all the merged subsidiaries. Once the subsidiaries were in the pool, they
were all doomed.

What would the consequences for title insurance have been if Reliance had held onto
Commonwealth for two more years? In the actual monoline environment, Reliance would
have been prohibited from merging a title insurer into the parent, and nothing would have
happened to the title insurance market. But if no monoline statute were in place, Reliance
would have merged its title insurer in as well, would have dragged 12% of the national title
insurance business into confusion, and would have devastated the markets in states in which
Commonwealth had a high market share.

The risk to the real estate markets from a single title insurer failure is not confined to the
case of Commonwealth. There are 2,850 property-casualty insurance companies,” but only
about 84 title insurers. Further, indusiry consolidation over the past two decades has placed the
companies covering about 90% of all title insurance risks into only five ownership groups.*®

Even the small companies outside the three major groups can play a very large role in particular

“ Pennsylvania Insurance Department, Order of Liquidation, October 3, 2001. The merged companies included
Reliance National Indemnity Company, Reliance National Insurance Company, United Pacific Insurance Company,
Reliance Direct Company, Reliance Surety Company, Reliance Universal Insurance Company, United Pacific
Insurance Company of New York, and Reliance Insurance Company of Illinois.

“ A. M. Best & Co., “Best’s Insolvency Study,” May 2004, p. i

* Demotech, “Performance of Title Insurance Companies — 2004 Edition,” p. 12. The five company groups are
Fidelity National Financial, First American Financial; LandAmerica, Old Republic; and Stewart Information
Systems.
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states. For example, Investor’s Title Insurance Company has a 25% share of the North Carolina
market; and the Attorney’s Title Insurance Fund has a 22% market share in Florida.¥’

V. EXPECTED IMPACTS OF REMOVING THE MONOLINE RESTRICTION FOR
TITLE INSURANCE

The cyclical history of monoline vs. multiline insurance practice demonstrates that these
different modes of regulation are popular at different times. Monoline restrictions gain popularity
as a “flight to safety” in the wake of some disaster. Multiline permissions gain popularity as a
“flight to convenience” as the memory of disaster fades, and remain in effect until the next
disaster strikes. Accordingly, in considering the advisability of continuing monoline regulation
for title insurance at the present moment, it is important to consider the current economic
situation (including both macroeconomic factors and institutional factors) to determine whether
present conditions would present a high or low risk of difficulties for multiline title insurers.

A. Solvency Risk Prospects in the Current Economy of Multiline Combinations of Title
Insurance with Mortgage Insurance and Financial Guaranty Insurance

Title insurance products have been offered in recent years by at least eight non-title
insurers.® The most widely known product is the so-called “lien protection policy” offered by
Radian Guaranty, Inc., which is primarily a mortgage insurance and financial guaranty insurance
company. Regulators in a large number of jurisdictions have disapproved the product, based on
the existing monoline restriction on title insurance. Accordingly, it is worth re-examining
whether the legal monoline restriction also makes economic sense today when applied to a title

insurance-mortgage guaranty insurance combination.

7 Ibid., Section Four

“® See American Land Title Association website. The companies include Norwest Mortgage, Radian Guaranty,
Chubb Custom Insurance, Great American, Banclnsure, St. Paul Medical Liability, Fidelity and Deposit of
Maryland, and United States Liability Insurance. ’

14



363

The cause of economic downturns is a subject of continuing debate. But no matter which

theory of business cycles one adopts, the heart of the financial consequences of such downturns

is the inability of borrowers to service their debt.

The debt load in the U.S. economy has reached truly astounding proportions. Figure 1

presents total mortgage debt and consumer credit over the period 1961 to 2003.%® Since 1961,
this debt has grown by a factor of 42.

FIGURE 1
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Of course, the economy has also grown enormously over the same period.”® A better measure of
the relative private debt load being born by real property purchasers is the ratio of mortgage and
consumer debt to the gross national product. In terms of this metric, the current debt level is not

unprecedented. Unfortunately, this is not a cause for rejoicing. Figure 2 presents the ratio of total

* Bureau of the Census, “Historical Statistics of the United States Colonial Times to 1970,” U.S. GPO, Series X
393-409 p. 989 and Council of Economic Advisors, “Economic Report of The President 2004,” U.S. GPO, Tables

B-75 and B-77
*® Bureau of the Census, “Historical Statistics of the United States Colonial Times to 1970,” U.S. GPO, Series F 1-5

p. 224 and Council of Economic Advisors, “Economic Report of The President 2004,” U.S. GPO, Table
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mortgage debt and consumer credit to gross national product over the period 1916-2003. It is

sobering to note that the last time that debt was as large compared to GNP was 1929,

FIGURE 2
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Signs of strain have already emerged. Currently, personal bankruptcies constitute over

95% of all bankruptey filings.”! Since 1950, the annual number of bankruptcies has increased by

a factor of 50 (see Figure 3). Since 1980, the number of bankruptcies per capita has been

growing at an average rate of 6.4% per year (see Figure 4).

! Hansen, Bradley A. and Hansen, Mary Eschelbach, “The Transformation of Bankruptcy in the United States,”
American University preprint, 2004
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FIGURE 3
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At the same time, mortgage foreclosures have also been rising.> In the post-Depression

period, annual foreclosure rates averaged around 0.25% until the 1980’s. Since 1980, foreclosure

52 Elmer, Peter. J. and Seelig, Steven A., “The Rising Long-Term Trend of Single Family Mortgage Foreclosure
Rates,” FDIC Working Paper 98-2, Federal Deposit Insurance Corporation, 1998
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rates have increased by a factor of 5, rising to 1.3% in 2003 (see Figure 5).** The last period in
which foreclosure rates were this high was the 1930’s.

FIGURE 5
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The current rate of foreclosures on residential mortgages is about 1.16%,”* which
corresponds to 500,000 foreclosures.”® The foreclosure rate in 1933 was about 5%.°% If we were
to experience the 1933 rate of foreclosures today, it would correspond to two million
Joreclosures per year.

No responsible observer anticipates a recurrence of the Great Depression. Techniques of
public financial management and regulatory supervision have improved immeasurably since that
time. But there is little question that the current level of debt is placing an enormous strain on the

economy’s power to generate enough income to service the rising debt level. It is in precisely

*Historical Statistics of the United States, Series N 301 divided by Series N 302-307, p. 651 for 1930-1970;
Mortgage Bankers Association, “National Delinquency Survey,” various years, quoted in Statistical Abstract of the
United States, various years.

5% Mortgage Bankers Association, National Delinquency Survey, 2* Quarter 2004

% Burean of the Census, “American Factfinder,” Table QT-H15 indicates that there were 39 million home

mortgages outstanding in 2000,
% I ., the 253,000 foreclosures in 1933 divided by 3 million mortgages outstanding. See “Historical Statistics of the

United States Colonial Times to 1970,” p. 651, Series 302-307
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these circumstances that defaults on debt rise most quickly, and the greatest strain is placed on
guarantors of financial payments. Under current circumstances, allowing a wmultiline
combination of tille insurance and mortgage guaranty or other financial guaranty insurance
would be the height of imprudence.

B. Solvency Risk Prospects of Multiline Combinations of Title Insurance with Other
Insurance Lines

The other companies that have attempted to offer title insurance products in a multiline
environment are catchall subsidiaries of multiline insurance groups, writing a variety of specialty
coverages.”’ Table 3 lists the companies. The companies have policyholders’ surplus ranging
from $14 million to $340 million, which makes them much smaller than the primary title
insurers. In aggregate, these companies have about one-fifth of the surplus of the monoline

title insurance industry.
TABLE 3

NON-MORTGAGE GUARANTY COMPANIES OFFERING
ALTERNATIVE LIEN PROTECTION PRODUCTS

2003 Statutory

COMPANY SURPLUS

Chubb Custom insurance Company 56,618,000
Great American 14,112,000
Bancinsure/Matterhorn 30,237,000
St. Paul Medical Liability Company 47,622,000
Fidelity and Deposit of Maryland 165,844,000
United States Liability Insurance Co. 336,605,000
TOTAL 651,138,000
Title Industry 3,252,036,665

SOURCES:
Best's Insurance Reports - Property-Liability Edition, 2004 for property fability companies.
Demotech, Performance of Title Insurance Companies - 2004 Edition for title industry.

*" The American Land Title Association website lists the companies and includes sample policy descriptions.
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On the other hand, these companies are members of company groups that are much larger
than most title insurers. An immediate question that arises, therefore, is whether the large size of
the parent fully compensates for the small size of the subsidiary. The answer, of course, is
partially but not completely. The recent A.M. Best study of insurer insolvencies indicates that
8% of all insurer insolvencies over the period 1991-2002 were due to the insolvency of an
affiliate.”® Being a member of a larger group is not a guarantee of safety.

1t is unclear why these particular companies were selected by their company groups. In
several cases, it appears to have been a mere subterfuge, designed to conceal the fact that the
coverage is, in fact, title insurance.”® But it is also noteworthy that these policies were placed in
companies carrying primarily errors and omissions, surety, and other specialty commercial lines,
which have historically been the lines most subject to major fluctuations in rates and loss
experience. Based on data compiled in Best’s Aggregates and Averages, over the period 1976-
2002 the operating ratio of property casualty insurance as a whole had a standard deviation of
8.8%. In contrast, medical malpractice had a standard deviation of 20.4%, allied lines had a
standard deviation of 34%, surety had a standard deviation of 19.4%, and fidelity had a standard
deviation of 15.4%.%

C. Impact of Multiline Writing of Title Insurance on the Quality of the Title Insurance
Product

Another important issue is the quality of the title work that a multi-product casualty

company would tend to produce. Underwriting a title policy is much more complicated than

% AM. Best, op. cit, p. 34, Exhibit 28

* For example, the Great American policy and United States Liability policy are described as errors and omissions
policies, and the BancInsure/Matterhomn policy is described as a performance bond.

 Schwartz, Alan L., Pre-Filed Rebuital Testimony in Docket 2538, Texas Department of Insurance, December 5,
2003, Exhibit AIS-31.
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underwriting a casualty risk.”’ It takes only a small underwriting lapse to produce an epormous
title loss, and 25% of all tifles require active underwriting infervention to cure an existing
defect and prevent a loss.” In recognition of this fact, title agents and escrow agents in most
states are licensed separately from property-casualty insurance agents and, in the states with the
largest title insurance markets, are required to pass specialized examinations and complete fitle-
insurance-specific continuing education.” In some siates, the specialized examination and
licensure requirements also extend to the employees of the title insurer itself who are actively
engaged in closing transactions.®

Whether the title underwriter is monoline or multiline would have relatively little impact
on the work product of independent title insurance agents. However, about 41% of all title
insurance is written by title insurer branch offices and agency subsidiaries. There is certainly
no theoretical barrier to a multiline insurer requiring specialized title insurance training for some
of its employees. However, the practical consequence of treating title insurance as just another
casualty line will inevitably be to produce mounting pressure to change licensure requirements to
subsume title insurance into general casualty insurance practice. The concomitant diminution of
title insurance underwriting expertise will inevitably lead to higher title losses and a
progressively degrading public record.®

The next issue that requires some consideration is the security of the assets backing the

title insurer’s reserves. There are two primary classes of title insurance reserves: case-basis loss

5! L ipshutz, Nelson R., “The Regulatory Economics of Title Insurance, Westport, Praeger, 1994, pp. 6-7

¢ American Land Title Association Research Committee, Abstractor and Title Agent Operations Survey 2000,
American Land Title Association, 2000, Washington, DC

% Palomar, Joyce, “Title Insurance Law,” Thomson-West, 2004, Chapter 18

St e.g., Texas Insurance Code, Chapter 9, Articles 9.41, 9.58 and Texas Department of Insurance Procedural
Rule P-28,

¢ Demotech, Inc., “Performance of Title Insurance Companies — 2004 Edition,” p. 47

| ipshutz, Nelson R., “The Role of Title Insurance in Mortgage Finance,” Washington, D.C., ALTA, 2004
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reserves and unearned premium reserves. Case-basis loss reserves need no further comment.
However, it is important to keep in mind that the so-called “unearned premium reserve” for title
insurers is something of a misnomer, since it actually serves the economic function of an IBNR
reserve. In contrast to all other property-casualty lines other than mortgage guaranty and
financial guaranty, most state statutes require that the assets supporting the unearned premium
reserve be sequestered and used solely for the purchase of reinsurance in the event of disaster.”’
No such special title policyholder protection would be available if title insurance were treated as
simply another casualty line; the title policyholder would simply become part of the general
group of casualty insureds, and would sink or swim depending on the adequacy of the overall
reserves the insuring company established for all its lines. This change would represent a
significant increase in the risk faced by title insurance policyholders. The A.M. Best insolvency
study indicates that over the period 1991 to 2002, 49% of all insurance insolvencies were
attributable to inadequate loss reserves.*

D. The Impact of Multiline Writing of Title Insurance on the Price of Title Insurance

Finally, we must address the real source of the developing pressure for multiline title
insurers: the claim that it will reduce the cost of title insurance. The Title Insurance Working
Group of the NAIC is currently studying issues including:

“...whether monoline laws and regulations needlessly diminish

competition; whether greater price competition among title insurers
can be encouraged;...”

7 Cf,, e.g., Califomia Insurance Code, Sections 12380-12388
5 AM. Best, op. cit,, p. 34, Exhibit 28
® National Association of Insurance Commissioners Title Insurance Working Group 2005 Charges, charge d.
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In a previous study, we demonstrated that the particular title insurance product marketed by
Radian Guaranty, Inc. produces no true consumer savings.”® Here, we must address the broader
question of the price impact, if any, of writing title insurance by any type of multiline company.

Title insurance is a loss prevention line, so that rates are driven primarily by production
expenses, not by loss payments.” Title insurance riskiness is caused primarily by the interaction
of its very volatile premium stream with its high fixed costs. Therefore, any anti-covariance of
title insurance losses with losses in other lines (see note 18) would produce negligible reduction
in the riskiness of title insurance, and would have no impact on title insurance prices.

More importantly, the search, examination, and closing activities of the title insurance
process would be the same no matter what the business mix of the insurer. While economies of
scale may exist in some administrative functions, administrative expenses make up only 15% to
30% of the title insurer’s cost mix.” Accordingly, any scale economies in overhead functions
that might be produced by multiline operations would not lead to significant title insurance price

declines.

™ Lipshutz, Nelson R., “Consumer Impacts Of Substituting Radian Lien Protection Coverage For Refinance
Lender’s Title Insurance,” ALTA, 2003

" Lipshutz, Nelson R., “The Regulatory Economics of Title Insurance,” Westport, Oraeger, 1994, Chapter 1

7 Title Insurance Rating Bureau of Pennsylvania, 2003 Statistical Report Results, p. 17 shows a ratio of 14%; Title
Insurance Rate Service Association (New York), 2003 Statistical Report Composite, Schedules U-3, U-4, and U-5
show a ratio of 28%.
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Vi IMPLICATIONS FOR PUBLIC POLICY

The monoline restriction for title insurance continues to make economic and regulatory
sense. Our analysis of recent insurance industry history proves that the hazards of multiline
operation that caused the demise of multiline title insurers in the 1930°s and the institution of
monoline requirements for title insurance still exist today. Our analysis of economic history
demonstrates that the combination of rapid growth and excessive debt levels that exacerbated the
Great Depression is being reconstructed in the contemporary economy. If title insurers are to be
immune to the problems that any substantial economic downturn will produce in this

environment, it is important that the monoline requirement be maintained.
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EXECUTIVE SUMMARY

The California Department of Insurance (DOI) recently commissioned an outside contractor to
prepare a report entitled “An Analysis of Competition in the California Title Insurance and
Escrow Industry” (hencefortl the contractor report). The American Land Title Association asked
Regulatory Research Corporation to review the report. Our most significant findings are that:

The contractor report asserts that the California title insurance and escrow market is
characterized by significant barriers to entry. This assertion is incorrect. The data show
that 253 new escrow companies have entered the California market since 2003, and have
opened 385 new offices. In fact, market entry is remarkably easy.

The contractor report asserts that title insurers and underwritten title companies are
earning excessive profits. This asserfion is incorrect. The data show that title insurers
earned a return on eguity in 2004 which was less than the average for the Dow Jones
Industrials or for the Standard and Poor’s 500. The data also show that underwritten title
companies eamned a rate of retun on equity in 2003 and 2004 which was less than that
earned by accounting firms or legal services firms.

The contractor report omits any analysis of the cyclicality of the industry. The
profitability figures presented cover only the recent boom market. The title insurance
industry is characterized by high fixed costs, and periods of high profitability alternate
with periods of low profitability. The data show that during the real estate downturn of
the 19807, title insurers 