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: bling that the title insurance of the lender will meet the 
!-, of the buyer can be costly. Fur example, a utility company 
,tec~de ro exercise a previously undisclosed easement and 

-rruct a poiver line through the buyer's yard. This can have 
~ w s  consequences for the buver's ownership wlthout adversely 
cting the lender's securit). interest. Owner's title insurance 

B,ifil protect the orvrter's interest in the properq in this situa 

alforrn Title Policies Aid Lenders / Consumers 
I 11 the beginning there was no unihrmit): of policy certificate 
oserage. Each title company issued its own form of policy, 

parantee, or certificate. This created many problems for 
insureds, particularly lenders who desired the same coverage in 
dl1 pa t s  of the country and did not want to review each policy 
from each companj to make sure the desired coverage was pres- 
ent. 

Since the ALTA membership included most title insurers in 
business at the time, lenders were able to persuade the associa- 
tion to develop the 1929 lender policy that was responsive to 
their needs. Over the years an extensive array of additional 
forms have been developed through the association. 

ALTA has developed three types of reinsurance agreements. 
These agreements have become the accepted agreement used in 
transactions requiring a spread of risk by a title insurer through 
the purchase of reinsurance from other insurers. 

iZ closing protection letter has been designed to provide lenders, 
and in some instances owners, with safepards against possible 
nlistakes or detjlcations by agents of the title xnsurer. The clos- 
ing protection letter is subject to its terms and conditions, which 
include requiring the recipient of the letter to order title insm- 
ance from the agent of the sender, and gives proper ir~structions 
concerning how the agent is to handle the transaction and dis- 
bursernertt of funds. Through the closing protection letter, the 
addressee is protected against damages suffered rf the agent fails 
to follow the specific instructions of the insured for closing the 
transaction and against incorrect disbursements. 

Title Searching 101 
Searching the public records provides a basis for title insurance 
and usually includes visits to the offices of recorders or registers 
of deeds, clerks of courts, and other officials. Title searchers look 
in the records for mortgages, judgments, street and sewer system 
assessments, special taxes and levies, and numerous other matters. 

Preselltly there are six basic ALTA title insurance policies. They 
are Lender's, Lender's Leasehold, Owner's, Owner's Leasehold, 
Residential (plain language), and Construction Loan policies. 
Additionally, a special policy has been designed for use by the 
United States government in its purchases and condemnations. 

illajor revisions of the ALTA policy forms are made every few 
years, usually as a result of either a lender's request, a perceived 
ambiguity in existing language, or an answer to a court whose 
decision interpreted a policy in a different manner from that 
deerned proper within the title industry. 

.%LTA policy forms provide coverage for the usual or standard 
rvpe of real estate transaction, and can be used in such transac- 
ions without a need for change or ~ddition. 

Iowever, with the development of the real estate industry, and 
*e increasing complexity of both the conveyancing and the 
~anctng ~n transactions, there 'Ire siru~tions not applicable to 
2 AL'rrS. fo rm.  In an efibrt to help the title industry tailor rhe 
,TI% forms so they are evert more 

I ftd Ln larger rra~~sactions, iZLTA has credted vanous rrzdnise- 
rits lar g r c u ~ s  cifendorsemenrc fiir the market 

L-se At,Tr\ zndiirsernents include, but xi. riot limited to, cov- 

e: i" fbr ~oillrip, cox~ciorninicms and planned unit 
.Ir:~>ments, :-ariabie: rate mortgages, residential entrironme::t 

1. .* :ind special restriction, casement, and mineral prohferns. 

iiirtrtrn ro i t s  r~guiar title ~CIIICICS,  ALT% also created ski7rt 
'ifid ma~ter iiiorrgage goiiilic~, W ~ I C ~  hme heen cipprovcd 

1 .e.;aI Natri,r?,:L hlortgJge As~tlciatwn G a r r n ~ e  hf;re) f i~ r  cse 
*ti -e>tdetit,,il iiim pa~k , ;gc~  

i i ~ i i i i c ~  S I ~  cndorserrients kari: rer:tived primary 
Criim ;"Cl:F:l, other forni.: I.i;~vc been crcarcd by the 

.irior-l in rt.spcjr;se ti> ride incirrstry nceiis. Principally, these 
i-i'lvc cic;ilr with rcinst~ranrz and prcitccric;n ftrr the insured 
iisi; 

Searches may be performed directly from the public records or 
from a "title plant." In many jurisdictions, information about a 
piece of property and any liens against it may be filed in differ- 
ent ways. They can be filed under the seller's name, the owner's 
name, by lot number, or by street address. This can make 
searching cumbersome. In order to make searching easier, many 
title companies create title plants, which contain virtually the 
same information as the county records; however they are 
indexed the same way (i.e., by name or lot number) so that title 
searches may be performed more quickly and accurately than 
through direct searching in public offices. In  major metropolitan 
areas the title can be searched and title insurance issued in 24 to 
48 hours. 

The Impact of Title Searches 
The following shows why it is a good idea to involve the title 
company in the early stages of land transfer: 

A title search revealed that nvo acres of ldnd bang  purchased 
were once part of a five-acre tract. X pilor deed to the f ive acres 
restricted use of the property to "a cingie hmdy dweiling and rbe 
~Jsual i ~ u t b . ~ d s 5 " F h e  other three ar:ts from the originji r rxr  
A r e ~ d ~ r  contalned a s:c-igle famrly drselbng, and there was a sen 
ous c;ilecnon .is ti; whether the purchaser iiiuid budd a hoxt. 9n 
h ~ s  f-mo acres. iyitk? sssrstdnce from the t,tic C O P M ~ ~ I I J I ,  release< 
weie ohtallied from rke aFpropr.,rte p;trtlec n~ ren~ote ihe ~rzrb- 
!ern and dlo~w the house to be bu:h 

Oc~as~iinall?r, r~ r i e  proolern~ inat be rci scriorrs t l , a  the maqt pm- 
Jenr  murse is not rc ysroceed 1,zirlr .i P T J ~ S ~ L T I I ) ~  cwample, a 
buier :VJC dhoiv to citice h:< ptw~hiist whe~ i  the tiilc: hrdrth 
rirrcaied p.i~"d~inc, uriiztr; ihiod, a1:9 I->ad id~e""riC: ' t3  ,icri>ss the 
prupercv :h,ir w).iid hait c severely iirn~ted hi< urr: ~t the real 
~ s r s t e  When ihille findlr-igs i"iei'~mc known, rhe brljer iierided 
iiot to ~ c ) i ~ r ~ r i u i l  tmth the tran*actwrn Oniv r rlrlc beach ~ o u l d  
ui-rciiver ihcse problems. 







rlsuranie resolves thrs dilemma by backrng up the 'tttorney's The Homebuilder 
rrtle search wrth grraranteed financial rndemnity from a Delays for the homebuilder can also be n t ~ n ~ m i z e d  by con- 
licensed, regulated ciirpornte insurer and by provrdlng ade- tacting the tltle company early In the busldtng process. 
quate capital and reserves to respond to ilalms Actions rnltiared by the titIe company th'tt have a posrtive 

effect on the builder's completion tirile i-an lncI~lde the 
r h e  prc,teitlon of trrle insurance extends far beyond the n rk  foIloiving: 
that may be tnc iirred by rhe purchaser as a restilt of an error 

,Ir ncgllgenic person peribrming the bearch and e x a m  . Calling a meeting ,nrolicd to establlrh 
inatlot1 Among the many risks covered by r-~tle rnsuranie coordination and mtnimize problems (budder, developer, 
jthat w~;uld not be covered by the attorney's mailpractice attorney, engineer, architect, escrow holder, etc ) 
insurancej are 

Euped~ting title search ;lnd exainrnatton so any 

* hflstakcs in the tnterpretar~ot~ of wills or other legal difiicultle, can be dealt with more quickly 

documents * Adv~sing on rnechanlc's Ilen coverage and other title 
* Impersonation of the owner tnsurance needs of parttes to the transaction 

Forged deeds, lnortgage releases, etc. Setting up sale escrow accounts and hasldllng 

Instruments executed under fabricated or exptred disbursements upon closing 

powers of attorney Coordinating with subcontractors so their problems can 

* Deeds delivered after death of seller or buyer be dealt with in the early stages of the project 

* Undrsclosed or missing heirs Arrarigrng for prompt handling of any tltle claims 
that arise 

Wills not probated 

Deeds Or by those mentaily Or By aqsuring pr~ority o f t h e  first lien mortgage for the lender, 
of 'ge (Or sing1e but ac tua l l~  married) title insurance makes Inan financing 

• Birth or adopt~on of children after date of will ably more attractive. 

Mistakes in the public records Title company personnel help the builder or developer estab- 

Falsified records lish ownership r~gh t s  to assure local government that a proj- 

- Confusion from s~mllarity of names ect may proceed as planned. This normally expedites plat 
approval. 

Transfer of t ~ t I e  through foreclosure sale where require- 
ments of foreclosure statue have not been strrctly met And tttle companies w ~ l l  m a r e  titles to tndivtdual lots in a 

development on a mass production basis, often at a reduced 
W h ~ l e  ALTA recommends that all partses to real estate rate, so new owners tltle policses can be promptly furn~shed 
transacttons be represented by thexr own counsel, t t  is the to home buyers after updating of title work, rather than fol- 
view of the assoclatlon that no  real estate attorney adequately lowing extensive and time-consuming back searches upon the 
protects the interest of a clrent without adirislng that c l~en t  issuance of each policy 
of  the avatlab~lrty and protection of trtle insurance. 

Be51des the basrc owner and lender polrcre.;, tltle insurers 
offer various cpecral coverages that are trnportant to 
drfferent parties hdd~t ional  coverages reldt~ng to new 
constructton are avail.ible In some 'ireas There coverages 
could tnclucfe mechanic's hen prcitectron ot spec121 coverages 
regdrd~ng cur\ eys or Toning 





Myth: Tmnsfentng title to real estate is as ditmpte and as 
tnapensive as transfenlng title to an automobile. 

Facts: There are few interests involved when an automobile title 
is transferred-usually they are limited to the owner and the 
lender. Consequently there normaUy is little to consider when 
an automobile is sold. 

But there rnay be l i t e d y  dozens of persons and entities with 
different interests and rights in, or claims dgainst, a single parcel 
of real estate. The value of rights in a parcel of real estate often 
car meeds  the value of the most expensive automobile. 

Some may have the right to use the property for certain purpos- 
es (such as electric companies accessing power lines), while oth- 
ers may claim the right to prohibit specified use. Some may have 
3 right to occupancy and some the right to rental fees for occu- 
pancy by others. 

Some may have the right to use part of the land for specific pur- 
poses (such as a driveway for power line construction) and others 
the right to use the surface of the property, air rights above the 
surface, and the right to minerals beneath the surfiace. Still oth- 
ers, some yet unborn, may have rights that will not commence 
until many years have passed. 

Literally scores of claimants and governmental entities have the 
right to enforce liens, claims, and encumbrances against the 
property. Their rights may emerge for such diverse reasons as 
court judgments, unpaid taxes, welfare payments, unpaid claims 
of those who make improvements on the property, water and 
sewer assessments, and so forth. 

Because the surrounding laws and records are complex, making 
an evaluation of the scope and validity of any claim or interest in 
real property requires an experienced professional. The continu- 
ally evolving body of real estate law ensures that the numerous 
kinds of rights in property can be described, preserved, trans- 
ferred, inherited, devised, levied upon, leased, restricted, zoned, 
t'ned, mortgaged, and acquired by eminent domain. 

Simplification of land transfer is a commendable goal-one that 
is endorsed and pursued by members of the American Land 
Title Association. But as long as society continues to recognize 
so many diverse interests and claims in real estate, transferring 
title to land will remain far more complicated than transferring 
title r0  311 automobile. 

MgPlrR: 3th Insumnee and other tit;flerekt& charges make 
sap a substanttzti pafiles of rtaslng COD& and are a majar 
obstacle Pet b~ryers af modemtefy prlcerB homes. 

Facts: Titie irrsurance and other riteerelared charges, in fidct, 

m.ike up a rnodesr percenrage of total ciasing costs nnrrnsliy 
incurred in the purchase sf a home. 

I-oar, discocnt points, realty agent -ales comrrmiss~orpi, preps~~ci 
itemc, rccoril~l~g fees and taea, and lender ci~srges makc: up a 
much greater percentage of costs p a d  bv the buyer. None o f  

rlsese 14 in ~ R C .  M'IV reiatetJ to t i t le protection. In ~ o m e  states gov- 
errlmentaf cran\&r t z e s  alone may exceed rhe total o f  ridc-relat- 
cd ch'~ri?;es. 

High interest rates, high down payments, increased construction 
costs, higher taxes, and rising maintenance and utility costs rnay 
be cited as barriers to homeownership; howetter titlerelated 
charges are not a serious obstacle. They represent a sm& portion 
of totd sedement expense. 

Myth: Lender's titte insurance protects the homebuyer. 

Fact: The interests of the lender and the owner in a real 
estate transaction are substantially different. Therefore, it is 
a hazardous assumption for the owner to expect protection 
from the lender's title policy. 

The  lender's policy is written in the amount o f  the loan. If? 
there were a total failure of title, the lender would be covered 
for the full amouxlt of its investment-while the buyer would 
have no coverage at all. 

Owner's title insurance will protect the purchaser if a claim 
is made against the title. Owner's title insurance will also pay 
any legal fees incurred in defending the claim. If only 
lender's title insurance has been issued, the homeowner 
would not be covered for legal fees and might lose the prop- 
erty should a problem arise. 

Myth: Title servfces aren't necessary when 
property Is resold shortly or refinanced. 

Fact: Regardless of the length of the intervening time period, a 
new title search and examination and a new title policy are need- 
ed to f U y  protect the parties when property is resold or refi- 
nanced. The owner-seller may have created or experienced 
claims, liens, or encumbrances since the original policy. Were are 
some examples: 

The owner may have placed a second mortgage on the 
property 

* There may be outstanding mechanic's or materidmen's 
liens as a result of improvements made to the property 

The owner may have created rights of way, utility 
easements, or other encumbrances 

* Eminent domain rights may have been exercised with 
respect to part of the property, such as the ~videning of 
a road 

* Various involuntary Liens may habe been placed against 
the property as a reskit of irnpaiiii taxes or judgments, 
weifare claims, etc. 

The owner may have beel: 3inbjected to bankruptcy or 
divorce procred~ngs since purchasirig the real escare 

* Other persons may have been gr~ated a lease, life 
tenancy. or other estate in the property by the otvner- 
beyond the owner> initialfj acquired fee .;irr,ple interest. 

Virtually df p.~DIic records searched during the ifitrid red estate 
purchase hate re be reexamined to bring title up-to-date fcr the 
subsilajuent sale. The work invciived for lssulng new tlrle Insur- 
ance to pro\-~de full protecrlan w i d d  he comparable to that fix 
the initla1 purchase of the pr~qxx ty 
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THE NATURE OF TITLE INSURANCE 

- 
Title hurmce bas tbe dirtinction of 

being m e  of the few f0IBlS of iIl~ll~anC% 
insated in the United States. The first 
title insurance ~ p m y ,  formed in 1876, 

the Real Estate Title Insuranm Com- 
pany of Philadelphia? Although the in- 
du5m has not developed tbe large num- 
b~ of m ' e r s  frequently found in other 
.rcSsr of insurance, a study conducted in 
1937 found 147 companies writing title 
inqttrance, with a premium volume of 
rtwut $100 million in 1954. At an average 
~ c m i u m  rate of $3.50 a thousand, this 
rcprcsents some $28.5 billion of title insur- 
rocc ~ v e r a g e . ~  

A conservative estimate of the earned 
pr~miums in 1962 is $2A3 million. Tbe 
Amcrican Land Title Associa tion statistics 
fctr its members showed a gross income of 
$Xi25 million in 1962, some of which, 
ho\vr\ er, represents title searches without 
t h t  issuance of title insurance. In terms 
of 1962 premium writing, this means that 
thc title insurance business is comparable 
tn size to ocean marine insurance and 
wrcty bonding, with premiums of $237 
milLon and $230 d o n  respectively. 
Based on annual premium volume for sep- 
r r i tc  rcrtprages, title insurance is larger 
ffun fidelity bond insurance (1962 pre- .- -.-~ 

51 Johnson, W.D., C.LU., is k i a t e  
prd*;.\\of of Fmanm and Insurance in the Scbool 

B u ~ ~ t - s s  Administration of the University of 
'"*tmt Dr. Johnson was formerly Assistant 

a? School of Business at Connecticut. 
3 ' b  v b d e  was subnu'ffed in July, 1965. 
'hb, Emst  F, Jr., Teillr: Imm~acc a d  

~ ' M P W .  (BTiiig;~lova kjdvmib Press* PF)tfil)* s l 
'bbatorpc, @r;i3- T i t l e  f 

Iror hm-wtI VoL SS No. id {Febmary %m), 
@ sua 

xnim of $108 &on), B nnd 
theft insurance ($116 d o n ) ,  q b a i l  
jnsurance ($107 d o n ) ,  boiler nnd ma- 
chinery insurance ($70 million), and glass 
insurance ($42 d o n ) .  

One of tbe major reasons for this vol- 
ume of title insurance business in tbe 
United States is the demand by lending 
institutions for title insurane a>ve.ring 
ownership rigbts under real estate mort- 
gage loans. At one time titIe insurance 
oompanies were departments m banking 
institutions, and tbeir operations were an 
integral part of the money lending a p  
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 tbe expansion of mortgage lending, 
particularly on an interregional scale, stim- 
ulated by the mortgage insurance and 
guarantee programs of the Federal gov- 
emment. 

In the modem economy, the demand 
for capital investment is so Iarge 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 wbere local 
lenders had long been content with unin- 
wed evidence of title. National lending 
institutions have insisted on title insurance 
as security before they would accept a 
mortgage i o s h m e n t  

Despite increasing title *rice, 
&e subject has b e n  ly neglect& in 

aomalrion has made it &B 

a b u t  i t s  rdah"ve merib a a 
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protection. This paper attempts, therefore, 
to describe the content and scope of cov- 
erage of title i n s m c e .  - 

Risks in Real Estate Transfer 

The term real property refers to rights or 
interests in land or realty. These rights are 
legally edormbfe 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 so14 the rights are 
transferred, rather than the land itself; the 
rights are the objects of commerce. Two 
or more persons may bold similar andfor 
Werent rights to a piece of land or realty 
at the same time, and the interrelationship 
of their rights can be very complex. 

Atthough 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- 
voIves 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 individuat 

A seller of real atate, however, can 
transfer only those rights to which he actu- 
d y  has a valid claim, and an attempted 
sale of a right he does not own cannot de- 
feat $e rights of the true owner. For ex- 
ampl;, one person cannot, by selfing his 
own rights, defeat a m d i n g  dower, 
homestead, or eurteq ri&& that other 
p M s  may p s s a s  in &3t . l ee  prop*. 
H&ou@ a person m y  be cab" the opMon 
&at he is the: owner of & rights to a 
pmml of pmpw,  Ifie &dmce may show 
&at his Gde i s  not ctcsar but is clloucfy or 
hmatpkte, %en zbe p d  of a w e d i p  
iis clear and unambiguous, and &ere a p  
pafs to be ios basis fm & e ~  el 
ti& is wid to be cleaa; C ~ P  ml&mkablee 

Even &ou& a title is dear rt t h e  esi 

sk and fnnrrarc~e 

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 &own, 
who may claim ownership for themselves. 
A holder of rights thus owas those rights, 
subject to beiag able to establish his 
claims to ownership by means of accepted 
processes of jaw, whenever challenged. 
When a challenge occurs, a court contest 
may be necessary to mnfhn the title. 

Since the purchase of real estate uor- 
maIly involves large sums of money, a 
purchaser wants to b o w  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 sipficant chhm; 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. 

W e  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 who gives an opGon of title, 
which is an expression of his judgment as 
to the status of the title at that time, based 
upon the ab?;tract. 

ahe buyer reg- upon this spMon of title 
when be pwcIl%d~&~ p r o ~ ) ~ ~ - ) l ~  If &a: law- 
yer h&c ;a t~  &at the title k clear and 
rnwkebble, the buyer is reas=& agld ac- 
cepb ~ d e .  If the opinion of LiL%e p i n t s  
oPlt def& or rindicates h t  h e  6titIe Is 
c h d 4  the buyer its w m &  and most 
act amrdiogly. Bepnding on the t m s  
of the sajs watra@P, he m y  b& &at 
&e cloud be remcrvd before pw&ase 



The Noture of Ti#& f m a m e  395 

made, the risk invofved, or rs 13. 
fuse to the purchase. 14 or Wenti- 

z Even thou& the opinion of title indi- d mrnes. 
cates a d m  title, the buyer is s tB  aot 15. False &davits of service. 
abfofutely cmWn that the tide is good. 
The abstracters may have failed to per- 

It fo I Im that the most careful scrutiny 

form a careful search, The lawyer writing 
of the recards will not always rev& in 
a; even most of the wnditiom which may 

the opinion of title m y  have failed to rouse a title to dcfeaive. 
point out ~ b m M  defecci. The follow- rirlr af ePlementl and phrid 
ing is 8 P& lirting of the ~YPS of -ditions wbch a thorough invatC 
defects which may exist and not be dis- 
covered by a title sear&: 

gation of the property may not disclose. 
If the defect is based on a valid and hen= 

1. Fraud or forgery in the erecution of 
papers affecting the property. 

2. Execution of papers by a minor, an 
insane person, an incoonpetat p n ,  or 
other improper parties. 

3. Heirs, not disclosed in the publlt'c 
records, who did not execute the required 
imtruments, including children born after 
the death of a farmer owner or after the 
will was drawn up. 

4. Undisclosed wiIl found which leaves 
the property to otbers than those believed 
to have inherited it  

5. Heirs of a fonner owner who died 
before judgment on a foreclosure action 
and who now claim an interest in the 
P'OPerty. 

6. Deeds executed under a power of 
attorney which was discovered later to 
have expired bemuse of death, insanity, 
Or revocation. 

7. Undisclostd marriages and divorces 
with resulting widow's dower, or wid- 
ower's s e s ) .  rights. 

of creditors of a bankrupt 
former om=, 
9. Tee&& errors and ds;t&m in Bae 

records, such as derB;"s errors in rsworhg 
and indedng, 

qresentab"orn, or wef- 
&on involved in a amfer  of title, 

If. &ens, or unpaid real estate 
~ X P S .  

12. Un&cbse<3 j;oldmen:enls outstanding 
Wainst the %Urn, 

enforceable cIaim, the buyer or owner 
may lose his: total investment in the prop- 
erty. At tbe least, Iater removal of dK 
defect may require considerable expense 
and inconvenience to the purchaser. 

Charackisticr: of Title Insurance 

It is apparent that the buyer of a pi- 
of real estate is faced with a serious risk, 
ie., that the tide 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 red 
property interests ere acquired.a The bus"- 
ness of title insurance is not standardized, 
nod various forms of contracts exist. Tbe 
foIIowing presentation, therefore, is neces- 
d y  general in nature, rather than spe- 
cific; nevertheless, the pattern of title in- 
surance risk coverage outlined below is 
usually foUowed by most 

Pm*b C m d  by the  PO^ 
3, Dewbe Ti&, The basic k & t  

probid& by t i t le h w a a m  ik pi"it.otecGon 
ngaislsr bss or damage rml&g barn de- 
fects b or bdme of oulneiship tille to a 
mcu3iar parcef of ralty, or kom un&- 
wverd  liens exislting ag&& it at Che 

an=, Not only d m  alje 
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policy insure the completeness of results 
of the title search to the insured, but it - &o protects him from bss 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 fimited 
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 fuD; 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 
titIe. That is, a title insurance policy may 
insure against loss by reason of m a r k e t -  
ability of a real estate title. Most real 
estate buy-and-sen 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, tbe title is said to be unmar- 
ketable, Under these cirwstaaces, the 
buyer need not complete the transaction 
and can recover his deposit, With such a 
defect the setrer inight not ever be able 
to bis tide, wen thou& his use of &a! 

F &&I is rn way be r d ~ t d ,  
pEey pmt- the 

Bolder d &e red e t e  hern the &k of 

to d&&e the validity of the objection 
of the buyer and to enforce &ekuy-and. 
sell a&reemenL 

Althou& not d ti& policies insure 
marketability of title, life insurance corn- 
panies and other national mortgage fend- 
ing h t i b t i o w  have for m y  years re- 
quested that title m a n c e  policies in- 
clude such protection. n e y  desire this 
coverage for two reasons. The first is to 
have uniform title insurance policies as a 
business expedient. Compm'es doing a 
large volume of business on a national 
d e  prefer the knerican Land TitIe As- 
sociation policy form which includes this 
protection. Second, many lenders feel 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 t&caIities of a marketable title; 
however, certain oMUt d ings  provide 
some illuminating information. Legal mar- 
ketability requires an almost flawless title; 
thus restrictive covenants, Iiens, easements, 
ouktanding interests, encumbrances, all 
have caused tittes 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, amrt ruIings have held 
that a title company's refusal to insure 
makes a title d e t a b l e ,  

In certain partr: of the counhy whole 
amt ies  miy m n a  titls thatfiat are tech- 
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R that ax! policy 
ofotb-w 

the appropdte criterion the acts of the inswred &at d g h t  
of title in most areas. efects in the title. 

and Defects in title oamring after the issue 
insisted upon by irsurance es esd date of the policy resuit h willful ap. 
other Mtutional mortgage lenders as negligent acts of the insured. For example, 

of title in m y  cases where it is a d a x d c ' s  lien that develops out of 
Jear that, judged by strict legal standards work that the insured has had performed 
and in the absence of title insurance, tbe on his property but for wfiich be has not 
titles would be technidy and, in some paid, is not mered  by title insurance; 
ases, p rac t idy  unmarketable. however, the insured may be protected 

3. Mortgage Gwrantees. Dmhg the from undiscovered mechanics' &ens that 
1920's and 1930's lending institutions were exist from the previous owner's aetiin. In 
issued title insurance policies which mot this respect, title insurance is a retrospeo 
only protected against defects in title and tive policy which protects the insured 
title marketability, but which guaranteed h m  losses caused by undhawered en- 
p!ment of mortgage principal and inter- cumbrances or defects in tbe title which 
est. After 1929, many tide insurance cum- ezist at the date of the policy. 
panier which were doing a mortgage of vdting 
guarantee business, d e r e d  severe finan- 
cial setbacks. For esample, in New York, Because of the r * o m v e  nabre of title 
44 title insurance companies were organ- -ce* a v q  important of title 
ized in tbe 1920's to enter the real estate insurance is the UndeMting of the policy. 
finan&g field D-g the subsquent d+ title insurance is much like boiler 
pression of the 193Os, 31 of these wmpa- and hance~ P- Par- 
nies were taken over by the New York PSe of both being the reduction of xisk 

State Department for rehabatas find the avoidance of Ioss. The insurer, 
tion and Bquidation,4 Be- prior to aWt?pting an apphttion for title 
muse of &sastrous finandal ex@- -==, conducts a tide search to as- 
cnee, most states now prohibit &. sale of - whether there are ~ i ~ ~ c ~ v a a b l e  de- 
guaranteed mortgages or participation fmb (actual or potmtiaf) in the chain of 
certificates by title -ante companies. title. effect, the insurer acts 8s a fact- 

&&g body for the profpeftive insured 
Retrospectiue N&ure in searching for and recording tbe ascer- 

TitIe insurance is not like other insur- tainable facts involved in a real estate 
&-action. mnbaar which the ne 

happen nfter mntraa also p ~ ~ b a s e r  modri: k ria'ritten, &it)lers ~r?le iasrsraace pmtwk 
she insured agG& pssibb losses ma- e g e  by mahng an mhaus~w s ~ &  d 

dl pubbc r w r d s  s h o w g  wq h s h -  

bidden p*) &at as &eir bmb 
eitcuntslances &that pdor to thebe h e s  appli-ts a e  
~obfy  date. ms is not the gat disadvaa- what Lhe company 

&roses chm &ey 
mance? wvpzrage, 

a==y* gr,Vmm T., T iGe  
~ b k h c ~  'by I)le New b r k  Far unde&$"ag 
Wf*~boa, New Yo& N.P, I@%- 
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m r d s  based upon the reaI estate records 
of the temtory in which they operate. 

; These records, ro-g of atlases, in- 
dexes, surveys, and titIe folders, are kept 
up to date by a continual review of the 
public records. The whole process is re- 
ferred to as the abstract p h f .  

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 wed 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 critical 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 tbe total premium 
is devoted to the search, abstract, and 
opinion of title. In contrast, o,nly 3 to 5 
per cent of earned premium is paid out in 
losses and loss adjustment expenses. 

It is sometimes said that, as in bonding, 
the title insurer does not redly anticipate 
any toss, and the ided property to insure 
is one with no risk invoked. This miscon- 
ception, which persists in title insurance 
literature (as it does in bonding literature) 
probably arose bemuse of the extensive 
-ation and u n d m t i n g  of a title 
prior to the issuance of a policy and the 
la& of uoderstanding of m a n =  princi- 
ple by ebose urbo have ~ M e o  about Lsifife 

d $ % . d e f i g  r e d  
fl M ~ B  &ee 

may mu= a 
title to be defedve, Baa kmers  dl sf- 

ten disregard or assume xnany of the teh. 
n i d  objections that would be raised by 

g an abstract. A titfe 
insurance company, however, is no more 
likefy to insure a bad title than a fire h- 
surance company will issue a policy on a 
burning building. There is no doubt that 
a risk transfar is involved in title insur. 
ance, 

S m k m  of Title Insurance 

In addition to the basic benefit of in- 
d d ~ t i o n  against 10s 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 a p  
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 bave bem 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 if w i b g  to insure. Often this report h 
in the form of an insurance binder, obli- 
gating the title insurance company to issue 
its policy with any 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 enmbranws that base 
not been removed are listed in the policy 
in a sc-lbedule of excfusions (Schedule 
h &e bepi- h d  TiQe Asswia~On 
p E c j s  l a m )  amp~s'or;~ to the hsw* 
ma8 mveage- 

Su& deP& may be so sdsnss as 
amhi& sevmeTiy the 
n u s  if is addsable 
own awmey pass u p n  any objections 
m d e  by the tit le et: company p ~ ~ r  
bo dfher the Gf_le tcr &e rally 
or &e pscrkcy, Wa nit k pssible to b ~ e  
the S~BCJB rmove  the d&k or to p@- 



w d e  the title *ce annpany trt 
waive its objections. Howwa; the ddmts  

r m y  be of such an adverse nature that the 
title insurer will refuse to accept the I%& 
unless they are completely removed. 

The second senice is the a t to 
defend the title. The company p o d e s  
to defend the insured in any legal action 
based on a claim of title ar encumbrance 
prior to the effective policy date. b- 
ples of such actions are the defense of the 
title against an adverse suit by another 
claiming to have title, or a wurt action to 
test the validity of an objection by a buyer 
because of a defect or encum- 

AS in liability insurance, die payment 
of legal fees is not conditioned on the 
validity of the claim, and there is no b i t  
on the amount of legal services which 
will be provided. T%is should be recog- 
nized as an attractive and important fea- 
ture of title insuance, since nuisance Iiti- 
gation affecting real estate is common and 
expensive to defend against, even though 
the claim may not be well founded. 

The company has the rigbt to settle 
any suit based upon a claim of title to the 
real property insured. This migbt involve 
a payment to the claimant in sehange for 
a quitcIaim deed to the insured, plus the 
expenses of recording it. Since such a set- 
tlement in no way reduces tbe insured's 
fight to use of the realty, and actually 
improves his rights, the k d 5  perrnis- 
%ion to settle claims out of court is not 
required. 

Another musua1 feature of title h s w -  
oowc i s  that the p & c y  does not have an 
"n$%iratian date, &&as it has a p r p e h d  
#via which provides pmanent  proteclriae 

the inswed, A single p r e ~ w z l  i s  pdd 
the insured; once paid, the pi-enim 

considered clmpletely ern&> wheliger 
&' m-tmx! owns the propeity lor one year 

ar be snd his k dim it for a hundred 

The policy, however, does not aase  to 
protect the inswid when be sells the 
property. The policy mntinues protection 
if a future loss omm under warranties crr 
mmb of title made by dbe insured in 
a warranty deed to a , provided 
sndz loss is bared on some d a b  of titie, 
Ben, or enmbrance against which the 
policy originally insured. 'Iitle inswanw 
merage  continues as long as the inswed 
or heirs (estate) can suffer any loss from 
the risks covered by the polity. Coverage 
for the original insured would end, how; 
ever, if be passed a quitclaim deed or as- 
signed a title policy to a pumbaser of the 
real estate. Assignment is wt usual and 
is explained subsequently. 

Insured Parties 

Because title insurance has an indefinite 
term, the insured parties indude not only 
the named insured, but aIso his estate, 
bein, 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 
nsually set at the purchase price of the 
property. B u s  protection is not available 
for any increase in value due to idation, 
changing land value, or osxer-installed 
improvements. Also, because of tbe per- 
petuaf term of title insurance, the insured 
is not re&ded at r e n e d  dates to in- 
mase his protecki'on in rw@h"on of any 
bereas& p o p *  value. SBouBd the in- 
sured desire to increase &e mount  of his 
" ance prot~3~:ti0n, be cian %lave &e pd- 
icy endorsd far an hcreasc? in the face 
vdue Zty pag..ing an addi~onal fee. How- 
mer, the p ~ d  of mverage lis not ex- 
tended to Cfie date of endorsement, but re- 
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mains only on defects up to the original 
date of issue, 

* Title h a n c e  M e n  front many other 
f m  of property and liability insurance 
in that it does not contain a loss clause or 
automatic reinstatement clause. Imtead, 
the mount 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 ;d contract of indem- 
nity rather than a contract of guarantee, 
as is sometimes assurned. The 
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 witbout 
title, die measure of damages would be 
the purchase price of the property, or the 
face of the conbract, if Iess. 

In the insured has increased the amount 
of his title insurance protection, he may 
be able to recwer 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 tbe defect was dis- 
covered. The mid 
v i h g  for three outside parties to rnake 
tb tion, in the event of a dispute, 
bs 

a&dy ret&m his 
tirtmc?, but a Ben & & b M d  w&& was 
mt except& in PIe s&dde  d acldsls;a, 

o f b a g r ? s b & e c o s l d &  
lien. Was &e BePeet & in 

relieve a pwchafer of hir obligations un. 
der the buy-and-sell. contra4 because of 
some m w b m c e  ar defect not fisted 
among the exceptims, the settlement 
would be the alyeed-upon purchase price 
or face of the contract, if less. 

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 xhpany wishes. The 
insured also wanrants that no act of his 
shall adversely &ect the rights of the 
company. Of course, any net sums col- 
lected by the insura 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 d e r s  a loss, often will have 
recourse against the party who sold him 
the real estate. In many instances where 
the title is defective, tbe insurer can, with 
time and effort, make a full recovery. 

Some mortgage policies do not contain 
subrogative provisions. They ammplish 
Eht! same d t s  with a sdvage clause 
which provides that if the insurer pays the 
fuU mount of the debt to the insured- 
wttgagee, the mortgage and indebted- 
aessWhassip;ned~.o&e 
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AsstAsstgnw 
holder the Wtations of the & p e n t  
prior to accepting rit 

The title insuranw. po?icy is treated as a 
wrsond contract and, therefore, is not 
Lamferable to a subsequent purchaser of Many applimts far title ixwurance ask 
&e real estate, Instead, a new policy, of- why, once a title kts been e.Iam;ned, it 
e n  referred to as a reissue policy, must should cost so much merely to continue 
be obtained. As a nde, title insurers do the title date from the previous examha- 
not aUow the ~ G m e n t  d policies by tim. A ~ubsrt~uent purchaser may w m d a  
tquity owners, for a number of reasons. why be should have to pay the same pre- 
~f the property has been held far a con- mium rate where it wodd appear that 
siderable period of time, the new owner little additional M d m t i n g  must be 
mi& be misled as to the extent of cover- done. There are s e v d  masons. Often the 
age. He rnigbt feel that be had protation continuation of title involves as much 
from, the date of assignment, whereas the work as the original exambation. Every 
policy a d y  pertah solely to the title factor that bar dFecttx3 the title since it 
prior to the original date of issue. was last e.xamined must be scrutinized and 

~t would, of course, be a mistake for the abstracted. Often more defects are found 
bsurer to attempt to protect the assignee in the continuation period than in the 
from defects that might develop after the original examination. The original @- 
policy was issued without first r e d -  nation may need to be reviewed to deter- 
trg the title chain, and perhaps conducting mine whether, in tbe Iigbt of recent court 
r complete title sear&. A buyer wbo decisions, the old title is as good as it was 
wishes to obtain complete and fuIl protee thought to be wben first exmhed. Fi- 
tion must purchase a new policy or have d y ,  a whole new set of uadiscavered 
the current policy brought up to date. defects may exist which could, if not dis- 

Assignments are permitted in a few situ- covered and corrected, result in a total 
rtions. A mortgagee (or owner of other loss for the insurer. 
encumbrances) who owns a title policy In recognition of some duplication in 
may transfa the policy to a new lender. underwriting and the lower cost of a 
The policy may be transferred to the pur- limited search and d a t i o n ,  some car- 
chaser at a sale under foreclosure, where riers bave begun to pmvide for a discount 
the property sold is bought by, or for, the when insurance on d t y  is applied for by 
fnrured. Also the policy is dowed to fol- a new owner within a specified period of 
bw. o new interest wben the nature of the time. For example, one carrier wiU give as 
mortgagee's status has been changed by much as a 20 per c a t  discount for a reis- 
fwfclast~re or other bansaction. In such sued and updated policy if the ori@nal 

the new interest is not really an as- pBcy was issued within the previous year. 
enl, but is tbe m&ual.l"on of wve:k- &cowf ~&uc(?s to zero after ten 

for essengaDy &e s m e  bterat, years, h o & e r  
f n  cases wbi31-e the wglhact p h ~  an pa cent of its 

mbi~bment by an i n w d e m e r ,  the a m -  go&cr"es. 3% be 
W ~ Y  sPipuilate &at the assignment &e ofimal policy z a ~  have been issued 
"ueal b m e  vahd witbout esmpmy by the m e  c h a  ir& five years. T%e 
W f n t  adorsed to the policy and &at reifsue rlir- a* to &e 
6* mmpany reserver the right to r&e mount of sriginalfy mnted 
Ibc asri@ment. Under mch condjtionr, t6e pnd not to any hame in the face of the 
""""~n?. can paint out to &e new PEW- p&q, 
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Types of Title b u r m c e  Policies 

- Two general h d s  of title inmanct? 
policies are written. A buyer or owner of 
real estate either purchases or has the sel- 
ler provide an owner's policy (sometimes 
&led 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 Ioan 
bas tide to the realty being offered as 
security and that the mortgage is a vaIid 
first lien* 

In some areas, California for example, 
it is the custom to combine the owner's 
srnd mortgage policies into a joint protee 
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- 
penre, either a joint protection or mort- 
gage policy as a condition for obtaining 
a rnortgaga 

The face mount 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 band, if the mortgagee becomes the 
m e r  of the property through forec1osure 
proceedings or purchase in settlement of 
tbe debt, tben the mortgage policy would 
oontInue in force and provide for continu- 
ing coverag% as in the owner's policy. 

Al&ou& the usual titIe ' ce poli- 
&e are ism& to protcxtt e e d&ts 

m bii p s m m r  cd -d v%"pil;?d 
title p k d m  we wdhbb 

For eriamplq f 1Se- 
hincreasindy @-on fa a long- 

lastdlord liw n g d  c l w  IrizIe tr, che 
Ecf, A tmmc m'&t 5 a k  me21 

-mm prior to rsf"@ng a Jong-km 

1-e and making a substantial i n ~ e t t ~ . ~ ~  
in remodeling. 

Easement policies are available,to ,, 
sure a prospective purebaser of realty that 
a valuable easement is valid. Simihrly, 
title policies have occasionalliy been ttid 

to insure against loss from laws concerr~it~r 
buifding lines and building restricttons 
that may affect the land. 

Title insurance may aka be obtaincct in 
connection with equities, covcnantr;, frac- 
tional interests, encroachments, completed 
improvements, and reversion clauses in 
d d .  

Not only is title innuance written on 
an individual basis, the form used for a 
homeowner when he purchases property, 
but a group or draachise form has also 
been developed for tbe convenience of 
Large users of tide insurance policies, e.g., 
lending institutions. Tbese are simply f a c  
dtative arrangements under which a mas- 
ter policy is used to spell out the insurance 
clause and the various policy provisionv. 
Each title or risk is then covered by a 
certificate, once the title insurer has had 
the opportunity to underrmite it. 

This procedure has the same advantages 
found in other fines of insurance where 
facultative arrangements are used. A mort- 
@gee does not have to examine each title 
policy to determine the caterages and ex- 
clusions; he knows that the precise cover- 
age and term of the contract that he a* 
quires are provided by the master policy. 

Prenu'm Rates d Reserves 

= P a  rm& be adequate, 
nsn&cdPnu"arrfoqD title 
nwFsp" wed Mcdy tech& 
me&& in mts ena3Eiag Gmy -lains 
h t  is minly h u s e  ai the msls b- 
volvd in eolfecting and anaf-g data." 
Cnher ~ t e r s  suggest &t &e careful and 
r feaed  a h a r i d  risk slu& in am- 
p t ing  many o&er loia& clb ce rail= 



wodd be of limited value because of the b g e a b b  to larr activiticts, the r n m t s  
lack of data on -ed , incon- spent on murt w, pad the m t p  

sistendes among ~~ uting spent for def-. h e  pints 
lesser, and unrtandudired m y w g e  pmc- oat that the mounts spent on defenre m y  

of insurers. It wodd seem that, with ten times u much as the reported 
tflc headway that has been made toward T 

\Inifom accounting p r d u r e s  and with 13) Legal reserves. A number of states 
tflc use of the ~ u d  convention stat=f%kt q u i r e  b t  tide -as e b & &  a lip., 
blanks, more m ~ l d  be made in bility reserve comparable to the m-ed 
the rating technique of title insmame premium reserve of p w  md d t y  

Rates are errentially bared on ~&edules d c e .  Thir -t= lome unique prob- 
which have been in efh.% for m Y  Y m  1- for title -ers becnuse of tbe in- 
and which k~ k adjuned fkm time definite tam of &e palicy and the low 
to t h e  as tbe business transacted under expected h e s .  
tltcm proved profitable or unprofitable. 

Insurers using a pure premium tech- Normally tbe legal reserves are set as 
some prectrntage of the gross premiums 

niquc of constructing rates must cmsider written or, as in some states, the risk rate numb of factors in the premium rate 
dctcrmination of tide insurance. Some of 

(ie. the net premim) charged. 'I%& re- 
servecan then be recavered at some speci- 

tltcic factors are: fied rate or percentage of the original pre- 
(1 ) The of polic~i.e., the type mium, ro that the mt.re is -- 

of title being insured, For example, a mort- 
pilgr policy n o n d y  will have a lower ad after a specified period of t k e ,  For 

rate than an owner's policy because it example, the insurer may be required to 
set aside 10 per cent of the gross premium usually terminates more quickly, the risk 

dirtcases as the debt is paid, and the in- 
in an unearned premium reserve, which 
can be recovered at tbe rate of 5 per cent 

course, most mortgagees, since they are (4) Cost of production. This represents 
larger lending institutions, also have a p-arily 

of and m- strong bargaining @tion.) If an owner's 
title i-@ mun plicy is issued at the same time as a in the premium rate a charge for survey, mortgage policy, the mrt of the latter ' 

phydUl insmon Of the premiser, title 'lcn (one mmPanY *g= -a, md tide opinion, The mrt sf a $10) beaure there is very little additiod 
and opinion of title a relatively (if  any 1 for the title insurer. If the ed item, i.e., it ir not in direct propor- d ~ ~ u l d  prove to be defective and the tion to the value of the 

rltlf insurance cx;irnmy is obligated to 
A $10,000 golicy may have the same m- 

pa~ment an G e  moHgage policy, h e  6ng w& a m,8BCB 
h s * ~ ~ ~ ' ~  w ~ I L  by =bmgaEons mwive my 

Be my saa -rman ce opma8r"o a, under 
the debt inshument and rnort- gGe iontrerr must pay mmmirsionr, pre- @wa the mortgagee has again& tibe &urn 

prinhog mstr, etc, Wfiagor, 
s. Ws is a l&ly 
ers, regardless of 

on mwe,ss- Begel, R o k ~  md NiZlt?r, jmome? S. Innn* 

to ~c~ par- Principb and Prmicm, 4th Edi~iion, (Ea- 
d e w 4  ems, NJ.: WmriwWd,  Ire. fQ58j, ~~~~~ deleck# the ovahead which is wgc 831. 



the premium volume. Much of the home 
office operating expense arises from the 
cost of m a i n t ~ n g  and keeping the ab- - 
&act plant upr9ateb. Because &is is a 
fixed cost, the larger insurers have an ad- 
vantage. 

These factors and the profit margin are 
combined in the gross premim rate, with 
the ultimate cost to the inswed wntingent 
upon two prime factors: (1) the amount 
of insurance to be purchased and, (2)  the 
location of the realty. Although most com- 
panies do not use a 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) a 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 s t ruwes  of the various car- 
riers. For example, at the time the writer 
purchased his home in Connecticut, he 
was quoted title inmance p r ~ u r n s  that 
ranged &om $fi7 to $175. 

A cr i t idm can be &&& at the legal 
reserve rwP-i";aemeab of some states. If 
perrriums are s h - l s c ~ d  rta such an ia- 
de%te basis, it does not seem w&e to base 
the legal resewe requirements .spa &em. 
Instead, some E m u f a  that would make 
elhe lee1 reseme a du~ctioer of loss e w r i -  
MCP? wer a p~Od h t  wcruld encompass 
&e real mbte cycle, approbately %C) 

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 acquired business 'where 
losses are the greatest. f uch a legal reserve 
muirement would provide more protec- 
tion to the poliqholder. 

Casualty Insurance Operation 

In r m n t  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 &an 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 mnclude that there would 
be a gradual deterioration in the certainty 
of titles. Tbis would occur because the cur- 
ative action currently taken by real prop- 
exty purchasers, as a reaft  of the in- 
wer9s  tide repod, would be largely &s- 
mn&med. Egntination of &e title sea& 
would remove most of &e basis for such 
~c6on;  md, wnsqumt%y, Htfes wouM 
paduray b w m e  less =&ah, loss@ 
would herase, and &%ranee rates would 
iise?. 

'3e"his apparent W d  toward adopeon of 
&e earnale Inwance rapproacb in gds 

dng should be wat&edi 
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with great care even thou& it has stirnu- 
Iated the traditional title inhuers to pro- 

r vide some rate and covetage modifications 
favorable to the conmer .  

Alternatives to Title Insurance 

Abstract Companies 

In some parts of the country real estate 
~urchasers rely solely upon an abstract of 
title as an alternative to title insurance. An 
abstract 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 a 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 m s h  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 necessity 
for greater permanency and financial re- 
sponsibifity can be cited as reasons for 
this change in business organization. This 
necessity, with the growing wmplexity of 
title records, slimulatd the improvement 
of title plant methods and the resulting 
need for larger capital investments. 

Originally, the abstracter was liable only 
to his em$oyer-&e l a v e r  or sdler wbo 
bked his sen<=$. Sddons muld Ljhe buyer 
of redty mmwsfulily hold &e anbskacter 
%egally responsible for infm'es d e r e d  be- 
muse of the absl+a&e-rvs mars or o ~ s -  
dons. It is now cclmon, howev~i~; ZO bold 
that the absbacter is. liable to a buyer or 
moo.lgagee for midakes or okssions if the 
aabskacr: was p e p r d  the fcaowkdge 
&at such party htended to rely m it, In 

fact, a number of states have enacted 
l@slation which makes the abstracter re- 
wnsible not only to the purchas6r, but 
to aU persons who purchase land or extend 
credit thereon in reliance upon the ab- 

It should be recognized that the ab- 
stract wmpany does not wndertake to in- 
d e d y  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, tbe abstract 
company is liabIe ody if negligence can 
be established in regard to errors 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. I t  
can be noted that many title insurance 
companies evolved from the corporate ab- 
stract operation, when the abstract finn 
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 reaI estate, 
faced with the question of clear title, is 
reliance upon the accwacy of the titIe 
search and the opinion of title issued by 
an attorney-at-law. &though both title 
insurance and an attorney's opinion of title 
provide a competent title search, a sound 
legal opinion, and an accurate description 
of Ibt: prop*, and wble boefi &dude 
excclp~ons Qi.e. paint out pssible d e f e d  
or types d claims foe which asmaace are 
not pro~ded) ,  there we hpodant Ma- 
en-. 

Perhaps &e most hportant Merence 
beweert title insurancct and a lawyer's 
ctpinion of title is the basis for reimburse- 
ment b &e event d a loss, lf a def& is 
&smvered dtes  the pm&ase is mmglertsd 

Rah*, 6%). &-* pp* BB. 
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and a loss is d e r e d ,  the purchaser may 
have recourse against either the abstgacter 

: or lawyer. If the abstract is negligently 
performed, the owner would still Rave 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 issuirig the 
opinion or certifi~ate.~ As in all eases of 
legal liability, and particularly in law suits 
involving questions of judgment, estab- 
lishing gross negligence in issuing an opin- 
ion of title may well be a very d&cult and 
expensive procedure. Johnstone points out 
that it is difficult to secure a judgment 
against a lawyer for negligence in title ex- 
amina tions.1° 

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. 

Altbough it is not intended, a certificate 
of title may be so drafted by a l a v e r  that 
it includes a guarantee against loss oc- 
casioned by defects in title not mentioned 
in the wrlificate, Sudh cedea les  are not 
e&eertes of title, but for p a c ~ c a l  pw- 
poses me title insuramm plides wblch 
provide much more grotmtirsrs than a mere 
tide @eracane, However, the secu~L-): be- 
hind sueh a mib:ficate b & severely 

Whtthough &em are legal tdnicttlitier which 
W a n t i a t e  m "opbion Crf title" h m  a "cert&- 
a t e  of r-itle," for lfie p v s e s  of lhis ;p;rm tlhe 
two t e r n  Yii(l be i)(? htwehmgeably. 

W t e d  campared to a title policy issued 
by an insurance eompany. 

In addition, if upon examinatios a title 
is found to eontasjtn defects that we sf such 
a nature 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, particuiarly 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 real 
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 doubtfuI title. In such eases 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 legal 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 ts judpen t  against a lawyer for 
a negggently issued aeomey's mfificate, 
a legal ~reaoufa must be b i ~ a t d  wi&SIIn the 
time estabhhed by the statute 08 limita- 
tions, This pried of t h e  is measurd horn 
h e  date of ismance of the opinion, %me- 
fore, a defect must be discovered and legal 
action slsrted *b a relative& short 
p~od after &e opidon of titfe is Ismed. 
h some states, &e pri;od mered by the 
slahte of & d t a ~ o n s  is as short as W s  
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years (for negligence suits against at- 
torneys-at-law). In wntrast, title insuance 

- L. wntinuing protection, because 
the time period for the initiation of legal 
action against the insurer is meawed 
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- 
ion 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- 

is rehtively small, m t e v e r  success title 
insurance enjoys in these areas is due pri- 
marily to the demands for it by na'tiond 
lending institutions as a condition to their 
making mortgage l o m .  I t  is ako 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 law- 
yer's certificates. In many areas of the 
Midwest and continental Europe, how- 
ever, the lawyer's examination, taken in 
conjunction with the commercialization 
of abstract business, is standard. 

ance company has extensive reserves 
established to ~rovide for saments  in the 

Lawyer's Title Guarantee Funds 
* L 4 

event of loss claims. A form of title insurance operation that 

lqnally, as has been pointed out, title has developd recently in a few states 

insurance contracts to defend the insured may be the lawyers' answer the 
against all claims, even invalid claims, at title insurance has made in the opinion-of- 
no cost to the inwed. me lawyer? opin- title bu.siness. In these states lawyers have 
ion of title provides no such benefit. When "'ganizd lawyers' title guarantee funds 
the purchaser relies upon an opinion of as a cooperative common law business 

title, if a claim is raised jeopardizing that trust." These funds operate on much the 

he can retain the attorney who is- Same basis as a LIoyds insurance associa- 

sued the opinion of title to defend his tion. When members join the fund, an 
but an additional charge be Or iea l  mntribution or membership fee 

made for such service. is required. The member lawyers may is- 

=hese factors help explain why title in- sue wnventional title insurance policies 
surance has competed so successful]y their 'lients. policies are under- 
lawyer's opinions. In many instances, law- written by the fund. 

yers are not interested in searching or When the policies are 

exami-g tides; the senice is not ade- ~ o n a l  mntributions, or premiums, are 
quately remunerative and requires a spe- made by the clients-insurds. The contri- 

dalized bowledge. ln addition, title in- bution~ are credited to the members' ac- 

mers  have developed mass production M)lll)ts; and " he end of she Year, ex- 

tKbniques, and &ey a n  F $ ~ v c ? ~ s ~  IFnses ape a'osated mong the members 

sojidl business W&sh hwTers i ~ " ~ p ~ " P ; o ~  to their wn8libmtiosls made 

scribed from doing. that year. Lasses on inswed risks are 81- 
Tide insurers have not been so success- an as ex- 

&] in smaB t o m s  rnnd mraf areas where pases, losses =used he 
&e public remrds are relatively easy to gross negligence of a member in issuing 
use and o p a o n  of title is part of a fawyer's a policy are charged only to that mem- 
bread and h t t e r  routiine. The abeae t  U b ~ m ' s  tide marante  hods hrtw ken 

is mnropllical opern8.ion for ebmshed Flodda, b;alaradcr, SAXXI No& Cam- 
h a ;  md do*  we under way in rc nnurnber 08 

&e hseuer when &e volume of bansfers ~ P B ,  bcfudtog GmeeGmt, 



The Iounurl of Rir 

ber's account. Provisions are made for 
withdrawal of a member's ~ m p a i r e d  
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 a m p l e ,  the gross rates 
charged the inswed for the protection are 
the same rates as those charged by com- 
merciaI title insurance companies. How- 
ever, the member Iawyer 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. 

Torrenr Systemx2 

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 c o n m n g  
titles, since it provides for the conclusive 
public conflrmation (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 Tonens 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 applimCion for registration of title 
to a duly elected or qpointed re@slrar. 
The title is cardul8y im-es~gated, and hc: 
regstras hstsiktes public court prmeed- 
hgs in order that m y  claims against the 
propee may be made. A14 persons h o w  
to &hatre an interest in the red estate are 
given personal notice of the proceehgs, 

1'Far an wfellenl &cussion a f  tht Tomem 
mtem, ib advantages and limitations, m lii9&0n 
L No& and Mred A Rir.tg, Ifeat Ed&& Pdmi- 
pks rjnd Proclicef, (ReaGee-HaU, Eagle- 
wood Clifls, N.J., Pm), B"rp. BS)S-lf2. 

if they can be located, All other interested 
pmties are given notice by publication. 
Any interest& party may appear and 
state his claim. If none is made, or such 
as are made are settled, the tide 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- 
e r ( ~ ) -  

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- 
psited in an insurance fund avaiIabIe 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 Tonens certificate of 
registration to the grantee or mortgagee. 
He presents them to the registering officer 
who wiil 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 oBce 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 
not pass title to the land. Rather it is 
the registration of title that puts title in the 
pantee. It sAoufd be ~ h t e r f  out that the 
Tanem cermmte of re@-;sbae-ion i s  &=Bed 
os wnc%udrae evidence of &e ~gh:lits in &e 
real estate w'& &e ex:xcepIt;on of aa few 
ws of ~Eahs-i.e., claims =*sing from 
short-tern leases, daims for current taxes, 
and claims arising under Che jam of &e 
eraired State. 

some important &gerenca 
Belfveen "ffoareres system and title in- 
wane*  1x1 a e  case 816* ti& I ? : s u ~ - B P ~ ~ ~  
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yvery time real estate is transfemed, it 
theoretically is mbject to a complete title 
*arch. 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 effect, 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- 
nuance (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- 
lished 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 tide registration is not com- 
pulsory, the system does not attract suffi- 
dent regiseaGons to operate suetressfully, 
The: only proprP;;es &at me registered 
tend to be those with queseonable titles. 
Thus the @wantee funds may be hnsarSe- 
quate because d the advme xleeiioa in- 
vol\?ed in re@s&afiion of properties. In 
states where the assurance fund lacks state 
of counlqt government b a c b g ,  those who 
have been deprilfed of d&ts in &e land 
may not be able to rmva  -dmgensatim 

&odd the fund prove inadquate. 
A major issue c o n m g  the Torrens 

system is whether it deprives a person of 
hig p q e w  wiehout due process of law, 
and thus violates a constitutional guar- 
antee. Theoreticauy, once a piece of real 
estate is registered, a person with a valid 
claim a g a M  the title cannot recover the 
real estate. By the nature of the system, 
he is deprived of his: rigbtr in the prop- 
erty itself. If his daim is valid, he 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, i.e. 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 pubIic use, an inherent 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 seu his interest to the in- 
sured. If he takes the reality, the insured 
is indemnified by the title insurance. 

Finally, the Tonens cert3cate 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 a t  
his own expense. If he is suceessfu1, he 
cannot obtain rehbursement from the 
registrar for the ses of the &tigagon, 
ssl&osgh he may be able to remver su& 
eqenses firom the d a b a n t ,  

The %"omens sysker bas had only mod- 
erate mecess h this munw. f t s  use bas 
been largely wnlinr?$; to a few metropoll- 
tan areas such as Boston, Weago, EPulu&, 
Minrteapags-St Paul and New Yark, asrd 
it )t;is been US& also 16 elm h p d d  
title to large pieces of land &at are sched- 
uled iclr tract dwefopmeats, 
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At one point, at feast U) states had cate of title involves only a title sear& 
adopted laws establishing Torrens sys- and investigation of records; thus it does 
terns; however, several states have re- not afford the buyer the same &gree of - 
p l e d  their laws for the reasons presented prote&on that tide insurance pIwides. 

Thirteen states currently oper- Title inwance in the United States has 
ate Tonens registration systems, but the g r o w  for three reasons. Title insurers 
laws are evidently of no practical use in have dernomtrated great efficiency in the 
a number of these states because of the operation of their title plants and in the 
jack of registrations. No state has estab- speed with which they can m p f e t e  a 
lished a compulsory Torrens system; in- title search, especially in large cities. Title 
stead the systems operate on a voluntary insurance companies have also conducted 
basis in addition to the standard method aggressive promotion campaigns for their 
of title recording. service. Finally, financial institutions have 

shown a strong preference for the use of 
Conclusions title insurance in their lending operations. 

Because these factors are likely to exist 
Title insurance represents a contract rind even bemme more important io the 

on the part of the title i~~surance company hwe,  insurance will can- 
to reimburse the insured P ~ Y  for any tinue to be successful. Lawers have 
loss that may arise from any ~ndisclosed shown little opposition to title insurance. 
defect in the insured's title to real estate. Indeed their laweis title guarantee 
In addition, the title insurance company represent acceptance of the me 
agrees to defend the insured in m y  claim, Torrens system, with its own limitations, 
valid or not, against the property. offers no serious competition in most areas. 

Title insurance is a single-premium, per- F h e r ,  it should be rsognized that title 
~ e t u a l  policy. It is based on the sound in- insurance assures the safety of many trans- 
Surance principle of assuring the policy- actions that might otheIUtise be blocked 
llolder that for a relatively small, definite by minor obje&ons to title, 
premium, the title insurance company will me the use of title insurance is in- 
absorb the financial expense of an indefi- creasing, it has not been developed or im- 
nite but potentially catastrophic financial pro\red to the extent necessary to keep 
loss. pace with today's fhancial requirements. 

Like other insurance, title insurance as- This is due partly to the fact that most 
surnes unusual but serious perils for the individual owners of property are not yet 
real estate omer .  Unlike other insurance, convinced of the need for title protection, 
howeser, it represents protection against because the public seldom hears about the 
hidden defects already in existence, rather payment of a title loss. 
than against future events. Consequentl~, In addition, the development of conkact 
compared && other kiasurancle, 8 ~nucb bprsvements i s  l~silally slow in any h e  
higher p & s m  of the title premium i s  de- of hwapance: in w&& losses are few. Cora- 
voted to smdeme~ng casts because of the versely* development is rapid in those 
legal fees h e w &  in rirsmnducfing a knes in irsrhich claims and legal adorns me: 
sear&. In fact, t i t le hsurem i;ll Lbek ad- hequent, and pubeic hterest high, for ex- 
vefising sbess &is s e d c e  of risk delinea- amplie, health burance and automobile 
&on rather Lhm risk coverage. hswrance, NevAeless, although title in- 
Xn some re@ons of rhe United States, m a n e  cons~htes  only a smaU portion of 

& ~ e  .L_itfe htnranco is sold. Buyers d the total &maace business, ebe mle it 
 real^ re& hstete; upon ce&cates d title plays f greater &an i t s  dollar volume 
issued by ~Momey~. Wowever, &e mslgge*. 
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A.M. BE 
Clouds on Horizon After 
Title Industry's Bright Year 
Industry Oventiew - 

T h e  title industry reported near-record 
results in 2004, follotving a record-setting Exhibit 1 

in zooa. avedl m,witi, ,,, Key Elements of Title Insurance 
mance in 2004 was dmost as s~on tz  as in 2003. Compared With PIC insurance " 
fileled by faVOfable conditions marked Key eiements of title lnsurance that distinguish lt from personal 
by the continuing housing boom, The lines classes of propertylcasualty insurance 

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 recorcf 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 approxhate 
ly $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- 
rnent income and net realized capital gains corn- 
pared favorably with the prior year.The favorable 
perfornlance was driven by strong urrdeswrit 
ing results and an increase in net realizecl 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- 
ly tliis large irrflux of new business over the 
past several pa r s ,  primarily due to technologi 
cal advancements. 

As  the btoader economy continued its rccov 
"1-4 in 2004, the housirtg sector,which included a 
dennand far new mortgages ds well as refinanc 
lrgg attnity, remained favorable even 2s Lbe Fed 
era1 Reserve ~nit iated a palrcy sf gradually 
~ncreasing short term interest rates from the h ~ s  
torlcally 70~t lebels *d~itnesscd In 2002 and 20iP3. 

The r-eport tvas w~irten Q dVeiJ DdsCuptzj, 
firranrial ana&~t  in ii?p propcrr-lyi'castia/Q 
division nfA .lil Best Go, and Riellard 
4.fcCa-t.h~~ d i ~  P L ~ O ~  of P csedrch hi the ,k176~"j: 

can L R I ~ ~  7irk ;lssnc mthn 

Administrative1 
Low 

Competition Semi-concentrated Market Fragmented Market 

While the housing affordability index dropped 
by 5.8 points to 132.6 in 2004, largely reflecting 
rdpid appreciation in real estate prices, it still 
remained well above historical levels, as long 
term rates, which are the primary determining 
factor behind mortgage sates, continued to trend 
lower. There are some troubling trends on the 
horizon, hotvever, which could result in g e ~ ~ t e r  
risk for the housing sector irr the months and 
quarters ahead, with potential negative irnptica 
rions for hnusingdepertdet~t sectors such as the 
titie insurance iiiduswy These include this devd 
oprnext of what rnaq m the housing industry 
refer lo as a real estate "bubliEe:'as home prnces 
continue to Increase at sates far dbci~i" the 
'growth 1n persurlal income 

The title industry also tvas the subject of scv 
era! investigations in 2004 and rorntinuing into 
2005.Tfiic actions \?ere Initiatd by tkie regulate 
r) agencies of stcater such as Gatifc?mia dnd Go1 
orado as well as b> the C S Departnlent of 1 Iuus 
rrtg and Un ban Deveiog?nrenr: tW1:Dj, tile Grrf~r~ii 
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$7 billion in the previous year. 
The ir~dustry evolved rapidly in recent p a r s  

due to several factors, which included: consolida- 
tion aclivity; intfoduction of new and expar~ded 

new lines of business; and national arid interna- 
tional expansion. As the industry continues to 
evolve by diversifling its products and services 
and enhancing its utilization of technology, the 
potential for volatility in revenue and earnings 
will be somewhat mitigated by economic cycles. 
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examines title industry attributes; econornic 
results and issues; the regulatory environment; 
business risks; and unique challenges the indus 
try faces in the npidljr 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 
tatirtg the growth of the secondary mortgage 
market, thus enabling Americans to have one of 
the highet home ownership rates in the world. 
The process of insuring the proper transfer of 
real estate from seller to buyer is critical to the 
red estate transfer process. 

The title assurance industry is cornposed of 
dbstractors, attorneys, title insurance agents and 
title insurance companies. At any real estate clos- 
mg, 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 
nn.ict! industry are instrumental in helping to 
rleliver and guarantee this assurance. 

The functions of search and examination of 
tltIe provide the basic information concerning 
the legal 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 
~nderwriting process that distinguishes between 
\~gnificant and insignificat~t conditions affecting 
title. The search and examination very often 
include the curing of defects to title necessary to 
complete the transaction. It is acknowledged 
"hat there are few properties with perfect title 
t g ~ ~ r d ~ t i o n s  and, as such, title insurance mas 
developed to guarantee the current status of title 
based on search and examination. 

Depending on the jurisdiction, the title search 
ind  examination can require the  search of 
Plumerous public documents, including tax, 
court judgment, deed, enctimbrance, federal and 
,Me records arrd the evaluation of real property 
I tiaracteristics such as flood lane, location anci 
construction type by title ir~dttstry personnel. 

T'o assure that real property rights as repre 
.-. ited drc conveyed. most trdns;lciiccrns are cot 
* i t  ;i by utle insurance to gtiamntee the ccrndr 
tion of ownershtp  and proper t )  rights as 
r c. prerented The policy of title msurance plri 
\~des inaemrtifrcation of the insured vrho has a 
:pe, lisasehotd, or mortgage Lien interest in a spec 
:fic.d parcel of property for any covered loss 
amsed by a defect in titie that existed as of the 

effectitr* date of the policy 
Titie Irrsurance? iii\oivc*s the acceptance of 

jid$t ?rdrrsac"riondii events rather :ban futrrr+ 

occurrence events associated with all other 
property and catastrophe wposum.  In addition, 
title insumnce, unlike most other propertylcasu- 
alty exposures, has no terntination date and no 
time limilation on filing claims. 

Since title insurance usually involves the 
acceptance of prior transactior-r-related risk 
rather than future risk, t h e  underwri t ing  
process in the title insurance industry differs 
markedly from the typical property/casudlty 
undertvriting 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 

Exhibit 2 
Key Econornic Figures 
Gross domestic product from 1972 through 2004, along with the 
unemployment rate, the inflation rate and disposable income. 
($ Billions) 

Gross Civilian Disposable 
Domestic Percent Unemployment Rate of Personai Percent 

hdatevfciurce RII data are sntjuai averages Gmss domestic prcduci iGDm and dispo~bie 
personal ii?ccrne iGPi: aia adjusted for irnlialrcn, recarred tn biliicr:~ of chained 2000 dollars bj 
the &ire%ii iif ECSSOII:IC Anaiy~ib ine enernpiqmer rare a the oiimbe: of unempioyad as  a 
yerc;-eciag? cf :hi, ci;ii;an l a b i  fi?ice as iiipiiried 8y itre Beieiru cf Labor 4biis:cs. 



Special Report October 2005 

Exhibit 3 
Housing and Construction Activity vs. Mortgage Rates 
Data show an inverse relationship betv~een the cost of borrowing money and activity for all types of real estate 

30-Year Fixed Basis Housing New Existing Total Wonresidential 
Nlortaacte Paint Starts Percent Home Sales Home Sales Home Sales Percent Structures Percent 

NotesiSource All data are annuai averages Mortgage yield from Federal Home Loan Mortgage Cnip (t reddre Mac) Survey of Major Lenders Housing starts new 
home sales and nonresidential structures from Department of Commerce, Census Bureau and Bureau of Econom~r Analysis The restdentiaf structure serles 
bncludes commerccal but not government constructban Ex~stlng home sales are from the National Arsociatron of Realtors and bnclude single famriy rondos and 
co-ops Total home sales 6s the sum of new and existing home sales 

8,000 --- Total Home Sales - Mortgage Yleld 

7,000 

Q 01 c 

g 6,000 

82 
3 5 no0 
ib. 
E 
0 
p& 

4 COO 

3 000 
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specifically unden~ritten, defects in the condi ~ ~ h ~ b ~ ~  4 
I 

tion of a property's title. In other words, title Housing Affordability 
insurance* unlike propertyicasualty insus Th, housing affordabrfity index measures the 
ance, usually does not respond to fiiture occur percentage of income the medlan-lmome 
rences but only to  past defects that were in famlly has toward qual~fyrng for a median- 
place at the time the property was sold and prlced hotne w~th a 20% down paymer~t A 
were not recopized as a problem until after the high"" fndex reading means greater housgng 
property was transferred or was insured over. affordabi'ity For 2004, the median-mcome 

Propertyicasualty underwriters are con famrly-with an income of $54,527-had 
132 6% of the income needed to qualify for 

cerned with determining the probability of loss medlan-prrced home of 84, 00 
based on the chamctcristics of the insured, while 

Affordabilig Affordabilig 
title undertvriters 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 warninations 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 pmctices. For an iteration of differences 
between propertyfcasualty underwriters and 
title underwriters, please refer to Exhibit 1. 

Source: Nattonal Association of Realtors. 
The general underwriting examination and - - 

search requirements, coupled with the disarray 
and geographical dispersion of records, has fos 
tered the developmerlt 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 unique 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 ftved cost percent 
age for title insurers as compared with proper 
tyicasualty insurers. 

Both propertyicasualty insuters and title 
insurers must physically produce policies, but 
the processes and requirements have significant 
differences. A typical propertyitasualty poticv 
may involric filling out a few blanks on a form, 
\bhde the titie policy mq require the lranscrip 
tion of conrplex legal ri~script~or: uruque to 
the insured property, sinrlg itrih enurneratior: of 
often equally riirnpiex and uniqlic terms of wse 
metlts or other special property rlghh h prop 
erty drld liabifitj lines, agents' commissions nre 

generally in the range of 10% to 2590 of prcmlurn 
on policies ttliat agents %mite. In title insunnte, 
the agent retairu a much larger propc~rtion of rhc 
arrrnuiit charged I: ommiscions f ~ r  catlr Insuianc c 

Affordability Index 
150 

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 
~tsually only asiailable IocailyThis ;teti\it> may he 
ifone by direct1j.r owned branch operations oi 
titlie agents Agent acti.uities no; onlv reflect a 
sales conirn~ssr-or; buhincorporate us~derwrir 
ing, loss preierrtion and administration cost\ 
that title insurers would incur if pcllic~es were 
issued directly These unique characteristics of 
the  atle insurance iridustrc, cornbirled wwth 
the necessity of mniilraining a title plant or 
searching public records, contribute to the 
high fixed costs, ilre high ratio of ralartes to 
totdl c.xpenst.5 nnd the high percentage of total 
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revenues retained by agents. products and make underwriting decisions is 
In addition, with the requirement that each absent in the title Industry, 

real esbte parcel be evaluated and insured based 
up or^ myriad, varying local laws, customs and Rate Regulation 
records, the traditional insurance structure of Like the rates for other forms of insurance, 
local marketing and home-office underwriting rates for title insurance usually are regulated by 
cannot be main~ined reawtnahly and cost-effec- state governments to ensure that premiums are 
tively in the title insurance industry. Since real not ~ c e s s i v e ,  inadeyuate or unfairly dircrimina- 
estate laws, customs and practices vary at least tory to the public. States have different methods 
on a stateby-state and sometimes on a county- of regulating title insurance rates.The types of 
by-county basis, it has not been practical for rate rqulation used are: 
undenvriting to be done on a national basis by a 1. Promulga~on-A state regulatory body sets 
team of underwriters in the home offtce.There- the rates. 
fore, the economies of scale made possible by 2. Prior Approval-insurers propose rates, 
establishing a centralized, skilled technical sttp- which must be reviewed formally and approved 
port staff of actuaries and undenvriters to price explicitly or deemed approved by the regulatory 

body before they can be charged. 
3. File and Use-Insurers set rates, but they 

Exhibit 5 cannot be charged until the  regulator has 
Title Industry Revenue and Home Safes Activity been notified and allowed time for review and 
Home sales, mortgage rates and title insurance revenues. action if necessary. In some prior-approval 

states, almost t h e  same result is achieved 
through a so-called deerner provision. Under a 

d time and the filer notifies the state that 

y, as long as the new rate 
the regulatory body. 

loss hut also the title search, examination, title 
%u:ce: :ate ,riiiu-,?ry icvenile from Ane;icz? Lana Thia Assilziatron and NAiCFFrnn? 9 Ftnancia; 
Repsmnq. Fdoflqaqe rates Bra iron1 Freddie Mac Total Roi?re sa!es IS the aaareaate of tww opiniarl and closing. - - -4 a 

home sales puklisireo by the li S Census Bdieau ilnd existing home stfecrs per the Nataoiii3l 
*s~fizialii~pz 0: f"cl3Ilrrri. 
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Exhbit 6 

Title Industry 
Losses 

Surety Boiler & Machinery 

Source A M Best Co 

Rate Adequacy and Stability 
Tide insurance premium rates are based on 

five considerations: 1) the cost of maintaining 
currerit title information or1 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 tide; 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 among individual companies, based on a 
wide array of factors, including: 

1. Experience and technical competency of 
both a company's agents and tide u n d e ~ i t e r s ;  

2. Quality and quarrtity of title documentation 
and evidence (both public and pribate) underly 
ing the search-and wamination process; 

3. Regional differences in title insurance cus 
toms and practices, underlying title insurance 
risks, the mix of residential sale, residentid refi 
nance and commercial business, and defalcation 
risks; 

4 Adequacy m d  eEecti\feriss of a compariy'r 
r~ncierwriting conimls and agency snanagernent 
systccms, 

5 D~Eerenres in the proportion of a cornpa 
19 ' s  agency %.I dlnect book of business 
6 Differences m the propcjrtion of a cornpa 

rry's corrlrnerciat vs. resldentiai book of business. 
ant1 

7. Differcrlces in companies' dait11 adn~inrstra- 
tion processes in areas of clainr recognition, evai 

uatlon, timing of srttlernent and rccc;upnic.nt. 

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 4.496, 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 long-term 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 
rnortgage 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 \veI'I for real estate in the future. Wistor 
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 reta 
thnslzip rvill hold in U ~ P  future 

The hous:ng secicr in 2004 cont~ntted rts 
apeciacuiar performance. Hclus~ng starts, exisnng 
htjrno sales and new home sales all *&ere d b o ~ ~ e  
previous years' figures. Since 2001, housirig starts 
are up 22.090, new honnr sales are up 32 596, and 
existing honte sales are u p  28.1% 

The year 2004 was a ~ttcord Fear for redl 
estate trartsactions Total hnnne sales (new pIus 
existing calcs) were close to 8 rnlllrcir~ units, the 
iaigesr number e\er Durtrig thdt year, ijxi.;kir:g 
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home sales were 6.8 million units, and new 
home saler 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- 
irtg the period from 2001 through 2004, median 
family income increased by 7.9%. while median 
existing home prices rose by 23.5?6. For first- 
tirne 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 affard- 
ability index to decrease to 132.6 for existing 

Exhibit 7 
Title Industry Pretax Operating Gains/Losses 
And Expenses 
($ Millions) 

Pretax Loss & 
Operating Percent Loss Adj. Percent Operating Percent 

Source Dais deveiord:d from) RL:A anis iclA!C Fmrn 9 Financlai Rrmrtica 

home sales and to 77.1 for frst-time home buy- 
ers in 2004. 

The Title lndusq and 
Real Estate Economics 

The title industry is highIy dependent on reaf 
estate markets, which are, in turn, highly sensi- 
tive to interest rates and overdl 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 rwerse occurs 
when interwt rates rise.The relatively stable Iow- 
interest-rate environment, as reflected in the 
2004 year end 30-year fmedrate mortgage yield, 
which increased only 2 basis points from year 
end 2003, caused homesale activity to continue 
at historically high levels, while refmancing 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 work-flow 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 lnsurance 

Since title insurance is an evidence produc 
ingiloss-prevention line of insurance, its loss 
expense Is less and its operating expense is 
greater than other propertyicasualty lines of 
business. lnsurance expenses can be divided into 
two kinds: loss pre\,entioniundef~fitir'~g exxpcns 
es and loss related expenses. 

A typical Loss preention itlsurance line, such 
as i~tle, boiler and marl-rinery* oar surety iinsur 
mce,  usually has higher operating costs and 
lowea losses than other msurmce lines It should 
b e  noted that according to the  s ta tu tory  
atrounrlng rules for title insurance, only report 
cd claims are reflected in the I n s  mpense, \\hill? 
in other iines, both reported and urtreported 
iirrcurrd but $lot reported, or IBNR) claims are 
rncluded in the toss expense This different 
methodology causer timing drfferences In the 
reportmg of losses and 1oi.1 ~dj?rstmen"eper~ses 
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for title insurance as compared with other lines. 
In addition to known claims, title insurers, unlikr 
h e r  lines, carry a statutory liability knotvn as 
the statutory premium reserve, which provides 
ultimate policyholder loss protection, However, 
it is not counted as a loss statistic. 

Bwause of the large service and undenvriting 
component of titie irlsurance, its closest counter- 
parts in the propertylcasualty sector are service, 
undenvriting and loss-control intensive lines of 
business. Lines of insurance that contain these 
features are surety and boiler and machinery. 

Operating expenses are tfie largest compo- 
nent of a title company's costs. A title company's 
ability to expand its infmstructure and mavimize 
operating profits in good market conditions, and 
contract and corttrol costs in poor market condi 
tions, is a critical factor to its long term financial 
success and solvency.This isn't necessarily t h ~  
case with property/casualty companies, where 
the control of loss costs is a more critical factor 
to success and solvency. 

investment Income Characteristics 
Important differences exist in title insurers' 

and traditional propertylcasualty companies' 
ability to generate investment income. Proper- 
tyicasualty insurers collect premiums in advance 
and hold them until they must be paid out to 
indemnify claimants for 1osses.These prerniums 
constitute a large cash flow that companies gen 
erally invest in intermediate and long term, 
investment-grade assets. The investment income 
generated is reinvested, and a company's assct 
base grows at a compounded rate until losses on 
policies materialize and are paid. For tong tail 
casualty business lines, these claims may take 
decad~s  to appear and can result in large accu- 
mulations of assets. As a propertyicasualty con1 
pany increases its ratio of written premiums to 
surplus (equity), it automatically increases the 
fraction of its total assets that are finarrced by 
advanced prerniums from poli~yholders.  In 
other words, writing pmpertvicdsu~~tty insur 
ante can create financial leverage 

These pr0perty!msu;?1tj reserves are debt m 
that d the policy is canccred, they arc. niveri to 
the former poliqholder, y et the! kca~ riu rate of 
iilttrest. H~nce,  this kirid of Gnancial le~erdge 
does not burden the pmperryicasualty Insurer 
with additional fixed charges and, as lortg as 
rates are adequate, provrcies all the c onventlonal 
benefits of' Iwerage f:vi:kilut mix t: of the duwri 
5rde risk 

Titie cirmpdn~es collect premium5 after the 

largest component of their costs-operating 
expenses-has been incurred. As  shown it1 

Exhibit 9, title companies' expense ratio typically 
averages more than 90%, while t h e  
propertyicasualty industry has an expense ratio 
of less than 30%,.This results in a significant 
rduction in avajlable cash flaw for title compa 
nies to invest. Although the remainder of the 
title premium collected is available for invest- 
ment, the relative percentage of premium col- 
lected and invested is signscantly 1ess.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 propertylcasualty industry. Property 
and casualty figures incorporate an IBNR approach, whereas title 
involves paid claims. 

Property1 Property/ Boiler/ 
Title Surety Casualty Casualty Machinery 

6.5 45.4 78.2 81.0 42.5 
Past '10 Years 4.6 41 -7 77.4 80.4 45.2 
Past 20 Years 6.4 44.1 79.3 82.3 45.5 

Source mile ii;d?istry igure4 deiic;!oped f r ~ m  A i I A  3rd NklC i-%-,m 9s )A! 6-tie: data horn 
finst'\ Az~rer,ates -- & Pverades 
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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 undewritrs. 

For example, a title insurer can almost elirni- 
nate the possibility that a real estate title %ill 
become encunrbered by a lieri for past unpaid 
real estate taxes by looking up the property tax 
records of past years. IHowever, 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 undenvriting criteria at a high 

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. 

Property1 Property1 Boiler1 
Title Surety Casualty Casuaitv Machinerv 

levet of stringency, eliminating all risks they pos- 
sibly can through careful examination of title 
before issuing insurance. 

Cortsequently, title insurers operate by colfect- 
ing premiums, much of which are used to cover 
the underwriting costs associated with the 
issuance of a title insurance policy.Therefort3, in 
contrast to property and casualty insurers, title 
irrsurers expend premium dollars before collec- 
tion and therefore do not retain most of the pre- 
mium dollar before it is expended iri 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 is set aside 
and held for future claims.The loss tail leverage 
constitutes only a small percentage of the premi 
um, however. 

Title lnsurance Profitability 
The financial strength and sufplus for title 

companies, however, may be more critical than 
for propertyicasualty 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 personnel and title plants must be main- 
tained to provide title services, a title company's 
profitability is higldy sensitive to real estate m a -  
ket activity. A significant portion of a title com- 
pany's cost structure is fixed, and the variable 
component largely is related to personnel. It is as 
difficult for a company to reduce its costs of 
doing business in the face of a downturrt in real 
estate activity as it is to reacquire trained staff 
when activity rebounds. Stlfplus 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. Propcrtjicasualty companies have a 
built in level of demand. Many propertyicasualty 
coverages are required by law or businesiss judg 
rrlent ar~d have to be purchascri annually 

As with everv incluritrv, the title irldustrv lids 
i ertalm ~nhcrrnt rraks that milst be unclcrstocrd 
ru properl) ebdlt~abe an ~ndrlirclual company's 
operational strengtflr ~ i i d  weakness~s balance 
sheer vulncrabilitics and tolatllity of earntngs 
rhe mdjor bt~snncss rrsks a lirfe msurez faces are 

All Years 92.3 47.8 28.1 23.8 50'3 tolatility of revenue, expense corttrol mix of 
Past 10 Wars 92.3 45.2 27.5 24.5 42.8 
Pitst 20 Years 92.0 45.0 27.7 23.1 4$1.2 business, cti~trrtjutinn mix (agertcy c,r direct), 

defalcations, rate adequacy and stability arid leg 
ialatrve ref01 inn 
7 i1c3 title ;ndristry's re\enh;e is niurc: tuiatric- 
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than that of the propefty/icasualty industry Cycii- 
cality in a line of insurance creates challenges 
but isn't altvays a negative qualiQ, since it creates 
opportunities for \veil-managed companies. In 
such businesses, management must make sure 
the company's opemling structure is flexible and 
responsive to  adjust t o  both increases and 
decrease in revenue over a relatively short peri- 
od, A %veil-managed company must be able to 
access trained staff to service business adequate- 
Iy when title insurance demand is rising. Like- 
wise, when a do~vnturn in real estate activity 
results in a sharp reduction in cIemand 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 total solution to this problem. 
Unskilled and part-time personnel can satisfy the 
need for ail 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 con~puteri 
zation of order taking, title search and examina 
tions, and policy issuance. These advances have 
permitted cornpanies to increase capacity for 
premium volume dramatically with only a mod 
csl increase in personnel .this cdpabitiQ not only 
enhances the profihbiliiy of a title company bur 
also makes rr easier to man;ige expense ic\cic 
during sicrz. real estate markets 

Title msunancr. provides coverage for a rilrrrl 

Kw of basic types of real estate wansacrions. resi 
dentiaf mortgage refrrrancing or equit! lines; r esi 
dential resale or  new construction,  arid 
ccmmercral resale or IWM constructi~lt These 
are iisrcd in ascending order of undc?ri%rrtIng 
compiex~ty Each rucis.s.;ice prcxlirt r aequrres a 
s:gr~ificantlj rr~crteaseii eRort to market, uncliii 

write and administer claims. The production 
costs necessasy to generate each of these prod- 
ucts also varies sign3anQy 

Residential refinancing business is a classic, 
high-volume, commodity business. It tends to 
come in Lvaves, based on the relative level and 
trend of mortgage interest rates. bVhert 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 
title industry must hire large numbers of work- 
ers to service orders to maintain market share. 
However, the Ievel of title orders can contract as 
quickly as it surges, and well-managed compa- 
nies must adjust their personnel (cost) levels 

Exhibit 10 
Combined Ratios for Various Lines of Insurance 
Although the components of the combined ratio are markedly dif- 
ferent among the various insurance lines, the average combined 
ratios are similar. 

Property1 Property/ Boiler! 
Title Surety Casualty Casualty Machinery 

1977 89.6 96.2 97.0 93.9 86.7 

Alf Years 9B.5 93.4 "16.5 104.5 92.9 
Past "f Yeam 96-3 117.4 105.5 106.6 87.9 
Past 2tl Years 98.3 90.5 407.4 106.2 93.7 



Special Report October 2005 

accordingly. 
In undemriting refinance transactions, the 

title insurer or its agent performs a nlore 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 title in the 
name of the property owner. 

In addition to the challenges of managing the 
surges and contrac- 
tions of title orders, 

LA1 llUlt I I 

Net Investment Income as a companies also face 
difficulties managing 

Percentage of Premiums Earned claims ,,recess. 
The averageratio of net investment income Some cokpanies 
earned to premiums for propertylcasuaity 
insurers is about three times laraer than for believe the best prac- 

.2 

title insurers. tice to minimize claim 
losses is t o  sett le 

Property1 claims earlv to rnini- 
mize legal fees, which 
are a large component 
of most claims. Other 
companies litigate 
claims when possible, 
which incurs more up- 
front expense ,  t o  
establish and maintain 
a deter rent  against 
fraud and future nui- 
sance claims. 

This tactic can be 
particularly effective 
in those  regions  
where  a small num 
ber of law firms spe- 
cialize in represent- 
ing t i t le  claimants.  
Whether a company's 
approach is success 
fu i  o r  rloi c a n  be 
aetcrrr-iined only 
~I-ielr the  nesults of 
t ha t  a ~ ~ r o a c h  are 

a s 

cornpared with 
industry averages. 

Aft Years 42.9 Companies must be 
Past 10 Years 3.9 12.9 ressponsi-\-e enough to 
Past 20 Years 4.3 I 3 e 6  recognize and realize 

S W ~ C ~  r s i ~  irtd~i~ao, V ~ L Z P S  :euelrapcd porn PLTA arid NA c \\~11(3ri small dnIfar 
F ~ i r r  95 Ail orhat data k c ~ i  best hr~yetates & h.ii.iac;c= cEoinis mubt be setticid 

c~u~ckiy i s .  when cer 

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, diEerent 
claims approach= are needed. 

Although residential business is more prof- 
itable than refinance orders, undenvriling com- 
rnercial transactions represents the highest profit 
margin for title insurers. In a typical sale/devel- 
opment of an office building, both buyers and 
sellers are generally knowledgeable and sophisti- 
cated and retain lawyers to represent their com- 
peting interests. Genemlly, 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 arid, 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 ternlination 
date and no lirnitntion 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 affitct that year's profitability 
for statutory accounting purposes but are not, in 
the main, generated by that year's business activi 
ty. By the nature of the business, most title losses 
are reported and paid within the first five to 
seven years after policj issuance. However, the 
tail for title policies is at least 20 years. 

All insurance companies require adcquato 
1 0 s  reserves to ro-vtxr dl kno'i~~n and hiure loss 
es, dr well as adequate surplus iev~ is  to prc~vidcr a 
cushrurr for I eserue shurtfaik, contingevcbs and 
unwpt-caed losses from und~rwritmg and irrvest 
rnenl aclivilfr-c h r  title compar~ies, the potential 
ad\erse loss rescrxre deveiopnier~t isn't as prob 
lematic ds it is for cdsualt! lines of busmess. since 
losse.; are a r~ iat i tc i iy  small: perrentage of the 
total 

Although large t~ t?e  rlaifilr are nnfrrquent, 
thcj de r r ~ c u r  They Carl  at ise rrr the context of 
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the transfer of upscale, single-family residential 
properties, single family or  multifamily real 
estate developments, or office buildings, shop 
ping centers or other commercidl develop 
ments. Factors that lead to complicating these 
clairns are the overlappirtg tasks and regulato 
ry hurdles involved in completing these com- 
plex transactions. For instance, there are often 
entitlement issues, easement, ingressiegress 
issues and mechanic's lien risks associated 
with construction. 

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 propertylcasualty busi 
ness and that of the title insurer. 

Title losses vary by a wide array of factors, 
including: the local patterns and practices of 
land 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, cornpa- 
nies use assumptions and extrapolation methods 
that are detailed in the Loss Reserve and Surplus 
Characteristics section of this report. 

Title clainis experience has an emergence 
pattern similar to a propertyicasualty product 
line that has a moderate 1engtt-i tail, such as per 
sonal automobile. Like personal auto claims, title 
insurance experiences a high frequency of low 
dollar claims, occasionally generating a severe 
claim. Title urid~nz riters have the abilitj to cure 
modest deftxcts that occur frequently at a norni 
1x4 cost In many cases. rile defect r d n  be solved 
and the title ~ O S S  $\tlirteiJ shxip1-y 13) recordang a 
dncuar~rr it ti) c orrect, or confirni the true prop 
crQ irrlteresfs of the parties ~-rinl~er*er d s;~vr-w 

title defect or ~1gent defti;tiition can result in d 

~o5CJy cl,~im that may take years to settle 
The typical propclrty'cast~alty company opilr 

ates wit11 a loss and 105s acljustment expense 
ratio betweer; 1OCk drrd 8V2, depen~iing on in 
lines of bu.;rrrcs.; This cornpares M I &  .i typical 
iarir ron~pir ty s 105s and loss arljuctmnent expcnw 

ratio of 5% to 10%. On the surface, this dif- c,,,.,;,.,z* 
L A 1  I I L J I L  16. 

ference appears dramatic and l a d s  most 
propertyicasualty-oriented analysts to 
deduce that t h e  business must be 
extremely profttahle. Homever, the low " .  
loss and loss-adjustment expense ratio is 
the result of the large expense compo 
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/casuafty products. 

Much of the stability in the title indus- 
try's loss ratio stems from the relatively 
low risk inherent in title insurance.The 
bulk of title insurance claims occur  
shortly after closing and represent l o w  
dollar costs. In these instances, the title 
company or its agent amends or corrects 
the title documentation and makes any 
required refilings and notifications. The 
policyholder may not be made aware of 
these technical correctioris and doesn't 
receive any cash payment. Typically, the 

Year Percent 
1974 6.46 

title company uses its own staff under- 
writer or counsel to correct the problem, 
and the loss cost is relatively small. 

Title contpanies that service multifami- 
ly real estate developments must have a 
well-trained and knowledgeable staff. - 
Some of the larger title insurers have spe- 
cialized departntents dedicated to servic ~ 0 ~ 1  4 77 

ing these large-scale developments. In this 
way, title insurers limit risk by controlling 
the transaction at the outset and taking it 

Average 
through each step of tlie process-from years 6.5 
acquisition work to construction dis- Past 10 Years 4.6 

bursernents to closing. Substantial costs Pasf 20 Years 6.4 

are expended in these projects.The rtlore Source Tltle tnciusirv ~ I Q L I ~ ~ S  devei 
sophisticated title insurers have relation- 

~ ~ ~ ~ ~ ~ ~ $ ~ ~ ~ ~ $ ~ ~ $ e s  
ships with developers that: give the corn s Averages 

pany insight into whether the transaction 
will be  problematic at  t he  outset .  
AlthougI~ the magnitrlde of these losses can he 
higher than the typical title claim, the frequency 
of this epe of loss is anail 

Some of the most severe and difliculi: ppes of 
claims invohe agent defalcaGons Defalcation is 
the act of dikrerting fiduciary escrow ffurrcls with 
out authority and  itb bout applying those funds 
to satisfy or pay off the existing rnortgass, Iwns 
artcl encumbmncm on thc propert3 that is the 
subject of the e t m w  Defd1cdtion losses are ?;mi 
iar to catastrophe losses experrenced by proper 
tvIcdsudty in~urers  Agent defalcation ~ia~xns are 
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the onIy shock-loss type of claim that has con- 
centrat& geopph ic  reach, depending upon the 
region controlled by the defrauding agent. 

Because the title industry's loss reserves are 
snore stable, have less adverse development and 
represent less exposure to the industry's surplus, 
it logicaily follows that less surplus is required to 
protect againsr unexpected or  catastrophic 
undertvriting events. This differs significantly 
from the experience of propertyicasualty com- 
panies, which require a relatively larger surplus 
cusktion to protect property undwr i t e r s  from 
catastrophes or casualty underwriters from 
adverse loss-reserve devdopment. 

Reserving Characteristics 
Title insurance companies file annual finan 

cia1 statements (National Association of Insur- 
ance Commissioner\ 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 conlpariy intended to discontiri~re its 
business and discharge dl1 liabilities immediately, 
including claims, before a final distribution of 
remaining as.iets to its shareholders. 

By ~ i r t u e  of this liquidation accounting, only 
assets that consist clf cash, or those that can be 
converted into cash in relatively s h o ~ t  tinte, 
generally are allowed to be admitted to a cornpa 
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 
classifiecl as nonadmitted assets. 

By statute, title insurers are required to carry 
two liability reserves, the hnottrr clairns repeve 
and the Ftatutory premiurn resc3rve.Tho knt3wn 
claims reserve is the dggegate eslirnarrd amount 
that :s required to settle all cl~lrns subn~irred to 
the company and tinpard as of the ba~a~ccslieet 
date  The knowrr ciarr:ls resene is simrlar ro 
the prnperty,'cacudltj ii~rlar.;iry's case reserte 
Oter the clecades rnost t l t k  i11surer'li el tab 
iished redsorla't-jle baleline case rererves by 
tracking dnd analyzing historical claims data 
Baseci on these ddta, indivitfual k n o ~ n  claims 
resertes are estirrrateci by a company arid are 
~xmdified f i x  specla: trrcusrnstziices These zsa: 
mates nwst be rebre~cd  at least krnnuaiir and 

adjusted as necessary 
The statutory premiurn reserve is a liquida- 

tion reserve, the amount of which is determined 
by state mandated formulas that establish a Iiabit- 
ity reserve and a charge to income based on the 
amount of business written, Defmed by a formu- 
la, the initial reserve is reduced gradually with an 
offsetting gain to income over a stated period, 
genenIly 10 to 20 years, depending on the rules 
of the domiciliary state. 

Since title policies have no termination date, 
the statutory premium reserve is required and 
pdual ly  reduced to reflect the longtail nature 
of the company's liability.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 

Exhibit 13 
Pretax Underwriting Margin (%) 
The title industry has, on average, a higher 
underwriting margin than propertyicasualty 
underwriters. 

Title Property1 
Year Industry Casualty 
1974 2.1 -6.1 

Average 1.3 -7.6 
Sbndard &vialion 4.63 5-38 

S a x e  i.iie ndiistrj figures ~etebped ifom ALTA and NAiC 
Form 9s Al other data iroilni ESca's Fiaareilaies & Averages 
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many years for long tail 1iabilities.rne major dif- 
ference is that statutory premium reserve is 
determined and reduced by prescribed state for- 
mulas, whereas a propertyicasudty company h;ts 
morp discretion in establishing and reducing its 
IBNR reserves. 

Statutory premium reserve is considered a liq- 
uidation reserve, since state statutes also require 
a cornpany to s e p g a t e  invatment-grade assets 
in an amount equal to its statutory premium 
reserve. If a title insurer becomes insolvent, such 
segregated assets can be used only to pay future 
claims or purchase reinsurance to settle future 
claims.These seg~gated 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 
propertyicasualty 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 customs, but not necessarily its loss 
experience. 

Under GAAR the statutory premium reserve 
is not recogr~ized as an expense and isn't includ- 
ed as part of a title insurer's liability. It does, how- 
ever, exist as restricted equity. Title insurers that 
are required to file GAAP financial reports, or axe 
part of a consolidated group of companies that 
a re  required to  file under Securities and 
Exchange Commission rules, normally develop 
nrt IBNR component like any other inst~rance 
line and include it as part of their GhAP liabili 
ties 

Fci the -j-rroperty/cnsudlty industry 1U"C:R IS 

dcrrved from cictutlarnal predictions of fu t t~ re  
ocr urrences based on ctirrent loss data. mld it as 
an rarlrectrred iiabilrty The title industry's statutn 

ry premiuril rescnes are set by statute at a rate 
:I-tat is come\.chat arbitair\. Few states, if any, cur 

rently can support the establishment or change 
of their statutory prerniurn reserving levels 
based upon their title industries' actual loss 
experience.This situation has created incortsis 
tent shtutory 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 diEerent 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 claims, 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 i? to have the statutory premium 
reserve as close as possible to actuarial esti 
mates, if not actually more than the estimates. 

In regions that expet ience significant real 
estate appreciation, turnover of hornes is higher 
as owners sell their hornes and use their realized 
gains on more expensive homes. Depressed 
regions of the country generally experience 
slower real estate activity as horneowriers wait 
for the turnaround and try to avoid losing the 
equity in their homes. 

Although faster clainis development nlay be 
orie 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 rtwrds are searched each time it is 
sold. Frequent examirratior~ of a prclperty's title 
records increases the odds of perfecting the 
propertj's title The benefit, cC course. comes 
horn the face "iha: the new policy not only super 
wdes and cfi'ectrtei~ terminates the old policv 
but also generates new rcmenuc The term "per 
fcl-cimg" the removal irf any iiiscisvereci potcn 
eial defects in thr. titie to redl properr, ptlor to 
closing. 
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8 9n ly  for properv iccatfiii !n cotn",iei; har:ng a pp";irwin of :O,@m 0: 
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Exhibit 15 
Insurance Statutory Premium Reserve by State 

i l l  '%+st 'Argt~~"a and lisjiia do ~ 3 t  rezogtiae r:ilc snsurance as  ;: prciauci 
PWA - N c i  sppiicabk 
S'iiuira ins,iraacc C;epii:tmen: 'Neb pages arid contitmatan recirists 
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f i e  Insurance informafionn~ource 

A.M. Best Co., established in 1899, is the world's oldest 
and most authoritative source of insurance company rat- 
ings. Best's Ratings are the definitive symbol signifying 
the financial strength and operating performance of 
insurance companies worldwide. For more information, 
visit A.l\il. Best's Web site at ht@://wwwambest.com, or 
contact one of our offices: 

A.M. Best Company 
Ambest Road 

Oldwick, New Jersey 08858 
Phone: (908) 439-2200 

Fax: (908) 439-3296 
http://www.ambest.com 

A.M. Best Europe Ltd. 
12 Arthur Street, 6th Floor 
London, UK EC4R 9AB 
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1. INTRODUCTION

This American Land Title Association (ALTA) survey analyzes operating statistics and other
characteristics of abstracter and title agent niernbers. 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 111) make the results a credible and reliable snapshot of abstracter and title agent company
characteristics. Participants receive a complimentary copy of these results.

Each 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 111.

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, tabulation, analysis, and reporting. Data are reported as received and
without modification or adjustment to account for any inconsistencies or variations attributable to
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? 0 0 3



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 F 1999 2000 2001 2003 2004

Fewer than 500 18;0 2O', 13°l0 27 28°^-
500-1 ,099 24 °%o 23°,Q 23°l0 21` L3
1,100-2 ,499 20% 19% 22% 26% 220f0

2,500-4,999 12% 12% 12% 14% 12%
5,000 or more 11% 9% 11010 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 parallels 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% 29% 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% - -

For 2004, the number of full-time employees ranged from an average of 3.4 in companies with revenue
less than $500,000 to 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 smallest 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 payroll, 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

Severe conventions ar ; f^ ^llawed in aIC tr:!:^ ^s in This report:
ro percent `0 ", indicates the respcrose was less than 0.55 o,

hE::

M



When all the numbers (values) are listed 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`x' percentile identifies the point on the list that is
equal to or greater than 25 percent of all reported numbers. The 75th percentile identifies the point on
the list 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.



11. SURVEY RESULTS

OPERATING 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 6,496 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 title 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:

2002

	

I

	

2003

5%

4°

7%

6%

6%

4%

6%

6%

12%

12%

11%

16%

4

Mid-Atlantic

(NY, NJ, PA)

I South Atlantic
{DE, MD, DC, VA, WV, NC, SC, GA, FL'

East South Central



GEOGRAPHIC DISTRIBUTION OF
RESPONDENTS

W. South Central

	

E. North Central

22%

E. South Central

North Central
a'J

i

	

1 rya;.:

	

*j

	

21%

i

	

South Atlantic3

16%

Seume: 2005 ALTA 4p-ti.- 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 half (57.2%) of respondents had fewer than five full-time employees. The average number
of full-time 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

Ay'(



Within each category of orders received, the median number of all full-time 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
1,100-2,499 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

500

8

T

2,385

1

6,496

Total

0

Source: 2005 ABTA Operations Survey
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MEDIAN FULL- TIME EMPLOYEES
BY GROSS REVENUE

Revenue

<$SOQK

	

t`

$500K-$999.9K

	

7 r

Source: 2005 ALTA Operations Survey

TYPE OF COMPANY

10

	

15

	

20

	

25

	

30

Median Full-Time Employees

Total

5

0.0

35 40

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.

K
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OPERATING EXPENSE

Not Reported
39.1%

Less than
$100,000

11.4%

Source: 2005 ALTA Operations Survey

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 O

PER O

PERATING EXPENSE

RDER RECEIVED

ORDERS RECEIVED

---

1999

-

2000

	

1 2001 2003 2004

Fewer than 500 $418 $239 $383 28 i $500

500-1 ,099 $240 $292 $348 417 $383

1,100-2,499 $333 5256 $273 268 S28

2,500-4,999 $440 5406 5257

	

( $320 -19

5,0010 or more , 462 ';412 141

C) T 0

afti

	

_w.. _...e.
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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.

I

1998 1999 2000 2001

	

!

	

2003 2004
Payroll/operating
expense (median)

	

62'10 56`io 59 "A 49 °ro

	

5:3 °!o 54`!0

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 1999, is shown below.

MtUTAN NAMULL

PER ORDER RECEIVED
ORDERs RECEIVED 9991999--- !

	

2000-1 - T 2001 2003 2004

	

^

Fewer than 500 $214 $161 $210 $200 $286
500-1 ,099 $140 $194 $179 $244 $216
1,100-2,499 $189 $139 $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

{500

500-1,099

1,100 -2,499

2,500-4,999

>=5,000

1,988,000

^^

	

_... _ .

	

_.
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MEDIAN FULL-TIME EMPLOYEES
BY NUMBER OF ORDERS RECEIVED

Orders

<500

500-1,099

1,100-2,499

2,500-4,999

>=5,000

Total

2.0

4.0

?.0

S^

18.

--

^l

5.0
f

0

Source: 2005 ABTA Operations Survey
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30

Median Full- Time Employees

40

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

Fewer than 500

28°t

_,..,d Title A., "

	

,.i ^jstracter and Title Agent 2f.^"^ 10



The smallest companies, measured by revenue, reported an average of 931 orders in 2004, higher
than 2003 (893 orders). An average of 9,310 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:

MEDIAN ORDERS RECEIVED
REVENUE

	

1999

	

2000 2001 2003

	

2004
Less than $500,000

	

1

	

60(G

	

600
v

750 570

	

T- 500
$500,000-$999 ,999 1,200

	

1,200 1,500 1,195 1,338
$1million -$3 million 3,059

	

3,000 2,875 2,400 2,385
More than $3 million 7,000

	

7,791 7,625 6,578 6,496

	It is interesting to 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 -6c 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.

i

	

POPULATION
PER ORDER RECEIVED

ORDERS

	

-- -

	

---

	

r

RECEIVED

	

1999

	

2000 1 2001

	

2002

	

2003

	

2004
Fewer than 500

	

36

	

33

	

33

	

16

	

121

	

189
500-1 ,099

	

30

	

38

	

31

	

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

	

76

	

118

	

67

	

600

	

42

	

54

Tables 7a, 7b, and 8 describe relationships between number and population of counties, annual
revenue, and orders received.
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For 2044, an average of 225.1 instruments were recorded daily, 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 in truments recorded daily, as reported in the past five surveys, are:

$500,000-$999,999 65

$lmillion-$3 million 140

More than $3 million 835

DIAN INSTRUMENTS RECORDED DAILY

2000 2001 -2002

25

	

1 30

	

1 30

50 63 40

150 182 163

500

	

1 821 1,500

15

40

130

210

21

40

183

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/

REVENUE

	

-
INSTRUME_N

1999_-

	

2000

TS_ RECORDED DAILY

2001

	

2003

	

2004
Less than $500 ,000 24 20 25 50 39
$500,000-$999,999 24 19 38 39 37
$lmillion-$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

	

f activity to r^auire curative action, was residential re-safes. :her tl,, 9verage value
c3 ^i 26
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AVERAGE PERCENT OF ORDERS REQUIRING CURATIVE
ACTIONS PRIOR TO CLOSING OR POLICY ISSUANCE

i.
16.0"-

26.00/4

-

	

-

	

-----._

_; 25.0010

14.0%
i

' 3 t`r.0010

0

Source: 2005 ALTA Oporetions Survey

AVERAGE ALLOCATION OF CURATIVE ACTIONS
BY TYPE

New Residential Sales

Residential Re-Sales

Re-Financings

Agricultural Sales

All Transactions
Combined

Ministerial
7.0%

	

Typographical

17.0%
PaLal't Issues

0.0°,-{0

Clearing

E s t atelF am ily

Issues
11.00x`0

Other
6.0%
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AVERAGE TOTAL ANNUAL DOLLAR AMOUNT OF
TITLE-RELATED LOSSES PAID OUT-OF-POCKET

BY GROSS REVENUE
Revenue

<$500K

$500K -$999.9K

$1M-$3M

>$3M

Total

$4,913

$11,4691

$73,4

$10,054

$20,000
-r-r

$80,000
-r -

$0

Source: 2005 ALTA Operations Survey

n-

$40,000

Average

$60,000

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



Ill. PARTICIPANTS

1 st Denver Title, Inc.

Abbey Title Co,r 1 .' y

AEC Standard E

	

mc..ts
Abstrac: & Title ^ . of ;.:,,=sa County
Abstract Guarar, Company
k1s'rac'.s Incorporated

f '

	

d:i?le Group, Enc.

Ai -

	

i;le Associates, LLC

Ala' riaT;ueSearch.com LLC

All Onio Title P,gency, LLC

Alliance Title Corporation

Alpine Title

American Title Guaranty, Inc.

American Title of Ulysses, Inc.

American Title Services

American Veteran Title, Ltd

Amphibian Title, LLC

Andrea Boland Title Examiner

Antrim County Title, Inc.

Apex Title Agency, Ltd.

Assurance Title LLC

Austin-Logan Title Agency, Ltd.

Battlefield Title Agency, Inc.

Bay title & Escrow Company

Bayvista Title, Inc.

B-D-R Title Corp.

Bell Abstract & Title, Inc.

Bidwell 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 Abstract

Charlson & Wilson Bonded Abstracters, Inc.

Chautauqua Abstract Company

Cheyenne County Abstract Company

City Ins
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C , Cc
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Commerce Title Seriices, Inc.

C^mmerece Title, L.L.C.

Common^aealth Bergen Title Agency, L.L.C.

Comrr,unity Title Agency, Inc.

Community Title Company
Compass fJountain Land Use, LLC
Cowpe:i*;^ e Title

CuTplete Title Services, LLC
Consumer Real Estate Title, inc.
Continental Title
Continental Title Company

Cornerstone Title, Inc.

Covenant Title, LLC

Cowling Title Company

Crittenden Title & Settlement Co., LLC

Crossland Title Services

Crossroads Title

Curry County Title

D. D. Hamilton Title

Dan Cochran Enterprises, Inc.

Deaiey Abstract & Title Company

Dearborn Title Insurance, Inc.

Delaware 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 Title

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 Settlement Group, LLC

Freedom Title Agency Services

Genesis Abstract

Glenda`s Information Service
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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.
lnrastate Property Corp
Iraclucis Title Company
JCTT*,Ie Services
Jenny N?urtin Enterprises

Johns and Lee Real Estate Service, LLC

Kiefer Title Company

Kim Eboch-Lawson, Abstractor

Krause & Ferris, Attorneys

Kunzman Title Company

Lake County Abstract Co. Inc.,

Land Star Title

LAND TITLE 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 Title, Inc. Agency

Lincoln County Title Co.

Linn County Abstract Company

Logan County Title Company

Loomis Abstract Co., Inc.

Mahaska Title Johnson Abstract

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 title
Mid-State Title & Escrow, Inc.

Missaukee Title Co.

Monitor Title

Monroe County Title, inc.

I.;Cscc',v Tide Inc.

onto ^ Ats;rUct c

Northstar Title

Nostaw Title and Closing

Oceanside Title & Escrow, Inc.

Ohio Valley Ti,!e, Inc.

0"Keefe-',','ik3n Abstracting

Ouren Title, Inc.

Park A venue Title Agency
Park County Title
Pena Title Inc.

Pioneer Nj'ional Title Insurance Agency of Sweetwater County
po,r. er,^ , '̂r,0rarf CorT,rai! I ; Inc.

Prairie Title

Precision Chasing 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

Reliant 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 A"stract

S:r^rln ,n Ab:'r,_ :t

rk

	

P.A.
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The Title Company, Inc.
The Title Factory LLC
Tiger Title, LLC
IirrberlTe Title & Escrow, Inc.
Tir,,e!y T,`Jes
Title Cen',rs cf America

Tl,le Insurers Agency, Inc.

Title Prcfessionals Inc.

Title Rte T',ti le Services, LLC

Title Services of New Jersey, Inc.

Title Services, LLC

Towne Title and Escrow LLC
Traill County Abstract & Title Company

Trans-Louisiana Abstract & Title, LLC

Transworld Title Company, LLC

Trinity Abstract Inc.

Trinity Title

Trinity Title Insurance Agency, Inc.
Twin Falls Title & Eescrow Co
U.S. Title

Union'I1;le, Inc.

Universal Title, LLC

Van €3uren County Abstract & Title
Van Horn Title A jcncy, Inc.
Virginia Title Ccmpanq
Wall ,va "[ i e Corrpa'ii

d'vashingtcn County Title co

Wash' ngton Title & Gty Co

,a.yne Abstracting, LLC.

"leber Abstract Company

Weston County Title

Wright County Land & Title Company

Wyandotte Title/Kansas Secured

Yuma County Abstract Company

^Ar

	

.,_. _ . ,
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APPENDIX A



Respondent Characteristics

Total

Count

Percent Count

100.0% 422

CrrosS Rc% ,cn ,- L,:^s the t o `, 00,000 55.2'

	

, 216

S50t',000- $999,999 81

$143 million 14.1, 55

More than S3 million 10.0`;'0 39

U. S. Census New Fn i_ 1, n d 3.6% 15

District Middle All,tiilic 10.9% 45

South AdLinto.; 16.1% 66

East S. Central 6.3% 26

West S. Central 3
7.8% 32

East N. Central 21.7% 89

West N. Central 21.2% 87

Mountain 9.7% 40

Pacific 2.7% 11

All Fulltime 1-2 30.8% 105

Employees 3-5 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

$100,0004249,999 15.2% 64

$250,000-$499,999 10.2% 43

$500,000-$999,999 10.7% 45

$1,000,000 or more 13.5% 57

Not 1, ported 39.1% 165

Total Payroll ^._•^tl^.ic`;I^l^^^_^itti 79



this

Popuhition of all
cuunlic^, in which
company has
offices

Instruments
recorded daily in
all counties in
which company
has offices

Total

$5.1-

$3.145 rnillir,n

Respondent Characteristics

Total

Coin

Count

Sole Proprietorship ! L.ii 36

Subchapter S Corporation 43.1' 143

C Corporation 219% 75

Partnership 2,1% 7

Limited Liability Company
(LLQ 20.1% 66

Other (Specify) .3% 1

Fewer than 20,000 11.8% 50

20,000-49,999 7.6% 32

50,000-149.999 13.5% 57

150,000 or more 26.5% 112

Not Reported 40.5% 171

Fewer than 25 10.9% 46

25-49 5.7% 24

50-149 5.2% 22

150 or more 6.4% 27

Not Reported 71.8% 303

Table Ia. Gross Revenue in 2044

Gross Revenue

	

orders Received

Fewer ibnn 1,100- 2,509- 5,1100.,
500 500- 1,099 2,499 4,999 mare

74 83 64 35 27

100.0% 100 O% 100.0%0 100.0% 100.0°l0

47 29 10 1 1

63.5% 34.9% 15.6% 2.9% 3.7%

24 21 14 3 0

32.4% 253% 21.9% 8.6% 0%

2 26 24 9 3

2.7% 31.3% 37.5% 11,1%

1 6 15 7

1.4%0 7.2°% 23A% 37.1% 25.9%

0 1 0 4 5

.0% 1.2% .0% 11.4%0 18.5%

0 1 5 5

Less than

	

$500,000-

	

$1-$3

	

Mare than
Total

	

$500,000

	

$999,999

	

million

	

$3 million

Gross

	

Less than $250,000
Revenue
in 2004

$500,000-$999,999

$250,000-$499,000

	

391

	

216

	

100.0%

	

100.0%a

	

127

	

127

	

32.5%

	

58.8%a

	

89

	

89

	

22.8%

	

41.2%

	

81

	

0

	

20.7%

	

.0%

	

55

	

0

	

14.1%

	

.0%

	

18

	

0

	

4.6%

	

.0%

	

15

	

0

	

81

	

55

	

100.0%

	

100.0%

	

0

	

0

	

0%

	

0%

	

0

	

0

	

.0%

	

.0%

	

81

	

0

	

100.0%

	

0%

	

0

	

55

	

.0%

	

100.0°, o

39

100.0%

0

	

0%

0

	

0%

	

0

0%0

	

0

	

.0%

18

46.2°,-:-

15

3,8%



Table lb. Percent of Grass Revenue Generated from 'Iitl • Insurance and Abstracts

Tota3

410

31%

410

25th, 0%
^J:ue

Meli^u

7,0) percentile

I °/u

25010

A'. ^ 22%

I

	

r wut,^
4101_ :,;,tng

P,,; ,lions
1tcp^rtintr

2""'1 percentile 1%
Pcx,entof

Gross Median 18%

Revenue 75th percentile 30°ln

Average 19%

Law Number
410

Practice

Percent of

Reporting

25th percentile 0%
Gross
Revenue Median 0%

75th percentile 0%

Average 2%

All Other Number
410

Sources

Percent of

Reporting

25th percentile 0%
Gross

Revenue MedianMedian 0%

75th percentile 0%

Average 3%

_.,,. 500-1,099

5,000 or

MOW

80 1 4 53 27

48% 50"l0 40% 25% 42%
6E 6

	

' t0 {^^ 65% 60%

75% 71%

U. 3
_: ..

'p ... 54% 53%

214 8o 54 s4 86 63 35 27

0% 0% CP/q 0% 0°l0 0% 0% 0%

S°/ 1% 0% a 1 % 30,, 2% 0% 4%

14% 10% 15% 55% 19% 30%

14% 9% 17% ^-1' 27% 15% 22%

214 80 54 39 84 86 63 35 27

0% 10% 10% 10% 0% 2% 1% 4% 6%

I' ll, 20% 20% 25% 15% 20% 18% 19% 22%

30% 31% 34% 30% 35% 25% 31% 30%

I'l l 21% 21% 24% 19% 19% 16% 20% 21%

214 80 54 39 84 86 63 35 27

0% 0% 0% 0% 0% 0% 0% 0% 0%

0% 0% 0% 0% 0% 0% 0% 0% 0%

0% 0% 0% 0% 0% 0% 0% 0% 0%

3% 0% 3% 3% 4% 1% 0% 0% 061tl

214 80 54 39 84 86 63 35 27

0% 0% 0% 0% 0% 0% 000%% 0% 0%
n0% 0% 0% n

0%
n0% n0% n0% 0% 0%

0% 0% 6% 2% 0% 0% 3% 9% 5%

2% 3% 4% 2% 3% 3% 3% 5% 3%



Table 2 Lo c a 1 i on , f Responding Company

Total 500-1,099

411 , 7 `4 i3 ^ t 63 34

100.0% 100.01st 100.0 a 100.0°,'0

New England 4 2 2 2 1 1
C

5.1.010 3.7°l0 2.4°jo 3 3.2 °,14 2.'". 3.7%

45 14 13 8 8 10 12 8 1

10.9% 6.5% 16.9% 14.8'r/r 20.5% 12.0°1 14.3% 12.7% 3.7%
s ua: AG,ot,oc 66 48 5 4 5 23 11 6 3 3

16A% 22.4% 6.5% 7.4% 118% 27.7°,''0 111% 9.5°,0 11.1°lo

East S, Central 26 16 4 0 3 3 7 4 0 1

6.3% 7.5`?f0 52% .0% 7.7% 3.6% 8.3% 6.3% 0% 3.7%

West S, Central 32 20 7 2 2 7 5 5 0 3

7.8% 9.3% 9.1% 3.7% 5.1 % 8.4% 6.0% 7.9% .0%
East N. Central 89 44 13 18 8 12 21 14 9 7

21 .7% 20.6% 16.90,'0 33.3% 20.5% 14.5% 25.0% 22.210 26.5% 25.9%
West N. Central 87 46 15 12 5 19 14 16 8 8

21.2% 21.5°% 19.5% 212% 118% 22.9% 16.7% 25.4% 215% 29.6010
Mountain 40 16 12 5 6 7 7 7 4 1

9.7% 7.5% 15.6 /0 9.3610 15.4% 84% 8.3% 11.1% 11.8% 3.7%
Pacific 11 2 4 3 2 0 4 1 3 2

2.7% .9% 5.2% 5.6% 51% .0°% 4. 8% 1.6% 8.8% 7.4%

Table 3a. Flow many people are employed at the responding location?

Grass Revenue Orders Received

Less than ' 5...00- $143 More than Fewer than 1,100- 2,500- 5.000 or
Total $500,000 million $3 million 500 500- 1,099 2,499 4,999 mare

Total 341 175 70 46 31 84 85 64 35 26
100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.01/0 100.0%

All 1-2 105 86 1 1 0 56 23 8 1 O
Fulltime

30.8010 49A% 1 A% 12% .0% 66.7% 27.1010 12 5% 2 9% 0%Employees
3-5 90 61 21 5 1 19 36

.

19

.

1

.

3

26.4% 34.9% 30.0% 10.9% 3.2so 22.6% 42.4% 29.7% 2.9% 11.5%
6-10 61 24 29 7 1 8 20 14 8 2

17.9% 13.7% 41 A% 15.2% 3.2fo 9.5% 235% 21.9% 22.9% 7.71%

11-25 50 4 16 23 1 6 21 12 5

14.7% 2.3410 219% 50.0``10 22.6010 12% 7.1% 32.8% 34.3010 19.2%
More than 35 0 3 10 22 0 0 2 13 16
25 103% 0% 4.3% 21.7% 71.0% .0% .0% 11% 371010 i,j_ V,



Table 3b. All Employ cos at the Responding Locati

500.1,099

31 A 85 64 26

2.0 5.0 8.8 20.{7 1.0 10 4.0 9.0 20.3

10 7.5 16.0 40.0 2.0 4.0 7.0 18.0 37.5

4.0 11.0 25.0 56.0 3.0 6.0 12.8 30.0 61.0

3.4 9.3 17.1 50.3 2.7 4.7 8.9 20.9 50.1

175 70 46 31 84 85 64 35 26

.0 .0 .0 1.0 .0 .0 .0 .0 .8

.0 LO 1.0 2.0 .0 1.0 1.0 2.0 2.5

LO 2.0 3.0 4.0 1.0 2.0 2.0 10 4.0

.8 L2 1.7 18 .7 1.0 1.2 10 15

Sol

	

2.0

	

5.0

	

10.5

Ai 10.6

341

	

perccatile

	

.0

VrJr.,: ^

	

1.0

	

is l: r ztile

	

2.0

^.,1.2

Table 4. How is this company organized?

Total

Total 328

100.0%

How is Sole Proprietorship 36
this

11.0%
company

organized? SubchapterS 143

Corporation
43.6%

C Corporation 75

22.9%

Partnership 7

11%

Limited Liability 66
Company (LLQ 20.1%

Other (Specify) I

.3%

Gross Revenue Orders Rece d

Lossthan
$50o,000

$504,000-
$999,999

$1-$3

million tll.,

Fewer than

500 560.1,099
1,100-
2,499 4,999

5,000 or
more

169 65 45 28 83 84 61 35 27

100.0% 100.0% 100.0%0 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

26 0 0 0 15 11 2 0 1
15.4% .0% 0% .0% 18.1% 13.1% 3.3%a .0% 3.7%

71 35 20 12 33 34 32 17 9

410% 518% 44.4% 42.9% 39.8% 40.5% 52.5% 48.6% 33.3%

29 20 15 9 8 19 18 10 12
17.2.'. 30.8% 333% 32.1% 9.6% 22.6% 29.5% 28.6%0 44.4%

2 2 2 0 3 1 0 0 1
1.2%n 3.1% 4.4% .0;a 3.6% 1.2% .0% .0% 3.7%

40 8 8 7 24 18 9 8 4

23.7% 12.3% 17.8% 25.0% 28.9% 21.4% 14.8% 22.9% 14.8%
1 0 0 0 0 1 0 0 0

.6% .0% .0% .0% .0% 1.2,'. .0% .0%. .0%

"Cable 5a. Operating Expense in 2004

etrne

$1-$3

	

More than

	

I`-than
million

	

$3 mi}Iian

	

500
tHR..

	

j^(^{i Oi

Ad ^

	

mnre

ed

Total

Total 422 55 39 85 v4 35 27

100 0°,/0 10{ .r'

	

' % 100.0% 100.0% 100.001.

	

1 t 'r 0% 10, -^^ 100.0%

48 0 0 0 32 1 I 1

0% 17%

6 7 0

?.4 9 1 0%

43 4 1 lE 0

14.8%

77.8%
Not .

A-55



Table - : t. Op -: ring Expense in 2004

Total 2,500- 4,999

lr l

Table 5c. Tw A Payroll in 2004

^^an

A 9

Ord

Total 216 55 _ 85 86 64 35 27
0%

100.0!0 100.0% 100.0% 100.0% 100.0% 100 O% 100.0% 100.0%
Total Less than $100,000 66 2 I 0 47 23 8 0 0
Payroll

18.7% 30.6% 2.5% 1.8% .0% 553% 26.7% 12.5% 00x0 .0%

$100,0004249,999 74 49 20 4 1 16 32 19 5 1
17.50x0 223% 24.70x0 7.3% 2.6% 18.8% 37.2% 29.70x0 1430x0 3.70x0

$250,000-$499,999 39 7 25 7 0 3 12 17 5 2

9.2% 3.2% 30.9% 12.7% .00x0 3.5% 14.0% 26.6% 14.3% 7.4%

$500,000 or more 62 2 5 30 25 0 3 12 23 22

14.7% .9% 6.2% 54.5% 64J% .0% 3.5% 18.8% 65.70x0 81.5%

Not Reported 168 92 29 13 13 19 16 8 2 2

39.8% 42.6% 35.8% 23.6% 33.3% 22.4% 18.6% 12.50x0 5.7% 7.40x0

Table 5d. Total Payroll in 2004

Gross Revenue (rule. Rneei,ed

U. than $500,000- More than $3 Fewer than
T.W $500,000 $999,999 $143 million million 500 500- 1,099 1,100-2,499 2,500-4,999 5,0000, more

What was
this
company's
total annual
payroll in

Number
Reporting

25th percentile

Median

254

$80,000

$195,343

124

$51,100

$95,000

52

$200,000

$285,840

42

$483,382

$804;160

26

$1,126,000

$2,138,500

66

$40,000

$64,090

74

$73,624

$151,500

56

$150,000

$250,000

33

$462,500

$827,600

25

$839,553

$1,428,000
2004? 75th percentile $490,882 $160,000 $'366,370 $1,200,000 $3,021,451 $106,000 $237,744 $480,000 $1,433,500 $2,791,968

Average $549,118 $123,374 $326,680 $861,814 $2,713,316 $87,358 $179,421 $399,995 $979,097 $2,384,039



Table 6a, Nan 1, - of Orders Received in 2004

Orden F.%: ^ved

Total 9

Total 1'2 i l 39 86 27

100.0% 100.0% 100.0% I 100.0 o 1000/0

sn 1 0 0 0 0

32 `' 2.5% 1.8% .01/0 1C,,.'' .0% .001.

1,099 86 26 6 1 86 0 0 0

20A% 23.1% 32.1010 2.6°'0 .0% 100.0%
fit '0% 0%

1,100- 2,499 64 24 24 1^ 1 0 0 64 0 0

15.2% 11,1% 29,6% 27,3 2,6% .0% .0% 100.0% .0% .n%

2,500- 4,999 35 4 9 13 9 0 0 0 35 0

8.3% 11A% 23.6% 23,1% .0% .0% 100.0% 0%

5,000 or 27 1 3 7 16 0 0 0 0 27
more 6.4,. .5% 3.7% 12.7010 41.00/. .0% .0% .0% .0°J0 100.01/0

Not reported 125 66 17 13 12 0 0 0 0 0

29.6% 30.6% 21.0010 23.6% 30.8% .0% .0% .0% .00/0 .0%

Table 6b. Number of Orders Received in 2004

Gross R€venoc Orders Received

Less than $500,000- $143 More than Fewer than 1,100- 2,500- 5,000 or
Total 5500,000 $999,999 million $3 million Soo

	

50o- 1,099 2,499 4,999 more

Number
297 150 64 42 27 85 86 64 35 27

Reporting

25th percentile 407 250 847 1,275 3,600 150 550 1,292 2,845 6,105

Median 909 500 1,338 2,385 6,496 240 741 1,517 3,500 8,100

75th percentile 2,000 1,000 2,000 4,335 12,000 351 918 1,897 4,065 17,000

Average 2,159 931 1,858 3,034 9,310 249 747 1,623 3,449 12,265

Table 6c. Operating Expense per Order Received in 2004

t I ass Rev€rme Orders Received

Less than

	

*` )0000-

	

$143 More than Fewer than 1,100- 2,500- 5,000 or
Total $500,000

	

.....9

	

million $3 million 500 50()-1,099 2,499 4,999 more

Operating Number
252 125 52 38 25 68 72 54 32 26

Expenses

per Order

Reporting

25th percentile 189 146 257 361 458 217 200 134 307 136
Received

Median 414 300 426 594 558 500 383 283 549 372

75th percentile 674 601 655 892 1,030 834 672 578 711 543

Average 515 476 485 638 697 687 469 385 542 431

able 6d, Pi'vroll as a Percent of Operating VTpeu=c in 2004

How many

orders did

this

company
receive in
2004?



Table 6e. Pa n,ll 1,. r Order Received in 2004

Taal 5-00-1,099

52 41 25 70

$98 $147 $215 $116 $94

$190 $215 $313 $216 $178

I $

	

Iti '37 6 $544 $365 $283

A% - 5285 _45 $357 $246 $250

Table 7a. What is the approximate total number of people in all counties in which this company has offices?

prdr:, r

Total

Total 422 216 1 55 ?`I 85 86 64 35

100.0% It.,.0% IO.;.,,;,, 100.0%0 100.070 100.0% 100.0% 100.0% 100.u-/o

Population Fewer than 50 34 7 0 0 23 16 7 0
of all 20,000 11.8% 15,7% 8.6% .0% .Oo./o 27.1% 18.6% 10.9% .0%
counties in
which 20,000-49,999 32 19 11 1 0 4 11 10 2

company 7.6% 8.8% 13.6% 1.8%n .01/10 4.7% 12.8% 15.601 5.7%
has offices

50,000-149.999 57 28 10 16 1 15 10 17 6

13.5%a 13.0% 12.3% 29.1%a 2.6% 17.6% 11.6% 26.6% 17.1%

150,000 or 112 45 23 22 19 22 26 21 18

more 26.5% 20.8% 28.4% 40.0% 48.7%n 25.9% 30.2% 32.8% 51.4%

Not Reported 171 90 30 16 19 21 23 9 9

40.5% 41.7% 37.0% 29.1% 48.7% 24.7% 26.7% 14,1% 25.7%

Table 7b. What is population in all counties in which this company has offices?

25

$78

$227

T0ta1

Number
251

Reporting

25th percentile 25,000

Median 120,000

75th percentile 550,000

Average 763,077

Gr,.^ Rcvenue orders Received

Less than $5, ,, , ,. More than Fewer than 1,100- 5,000 or
$500,000 $'^,,,.5 $143 milho 500 500-1,099 2,499 2,560- 4,999 Marc

126 51 39 20 64 63 55 26 23

16,750 26,000 118,000 312,500 10,500 19,500 26,000 114,750 200,000

80,000 100,004 210,000 1,141,966 92,500 75,000 80,000 325,000 1

	

1,0'98

256,500 750,000 1,200,000 4,000,000 237,500 800,000 550,000 1,309,425 4,cdi,?.1t00

404,821 553,982 947,382 3,658,097 250,474 625,357 467,135 1,332,187 1,. 73,461

WI:.tt i, th
yj^r, 6niate total
number of people
in all counties in
which this
company has

Table 8 Population per Order Received in 2004

Total

214

	

o

'A



Table 9a. How many instruments are recorded daily-fi

	

t ill urc s^---in all of the counties in which this company has offices?

To t _5 4 35

1 vv.v'I. 1 Ui;.tJ rn ^u. rU+s.b/o

Fewer than 0 2 1 4 4 0
I;1 25 10.9% 1- 9.9% .0% 5.1% 19.8% 6.3% 11.4% .0%

25-49 24 15 3 0 4 8 8 0

5.7% 6.9% 5.5% 0% 4.1,1. 9.3% ]2.5% 2.9°I 0%

50-149 22 8 4 3 2 4 7 4 3
has i.

	

,es

5.2% 3.7% 7.3% 7.7% 2.4% 4.7°l 10.9% 11.4%

150 or more 5 11 2 1 2 9 6 6

6. V 2.3% 20.0% 5,1% 1.2% 2.3% 14.1% 17.1% 22.2%

Not Reported 159 37 32 61 55 36 20 18

71.-; 73.6% 66 67.3% 82.1% 71.8% 64.0% 56.3% 57.1% 66.7%

Table 9b. Orders in 2404 divided by instruments recorded daily

Grass Reveno .refers Reedi ea

$143 Morethsn rewerthan ),too- 2,500- 5,000ot
Total million $3 million 500 "00-1,099 2,499 4,999 mare

Orders in 2004
divided by
instruments recorded
daily

Number
107 50 27 17 6 24 31 28 15 9

Reporting

Median 35.9 38.8 37.3 27.8 168.8 28.3 43.3 30.2 35.9 48.5

Average 62.9 62.2 65.9 31.6 193.9 41.3 84.9 35.0 77.7 107.0

Table 9c. How many instruments are recorded daily?

ev Orders Receive

Less than $ 5M3,000- $143 More than I'mer than 1,100- 2,500- 5,000.,
Total $500,000 -

	

^9 million $3 million Soo Soo- 1,099 2,499 4,999 more

Number
119 57 27 18 7 24 31 28 15 9

Reporting

25th percentile 10.0 6.0 12.0 57.5 20.0 5.0 5.0 30.0 21.0 72.5

Median 30.0 21.0 40.0 182.5 70.0 9.0 15.0 50.0 100.0 165.0

75th percentil I WO 45.0 200.0 285.0 550.0 25.0 45.0 275.0 225.0 1,360.0

Average 225.1 78.7 441.4 214.6 824.1 21.9 39.5 263.2 190.4 975.6

from all sources - in
all of the counties in
which this company
has offices?

Flow many
instruments are
recorded daily -



Table 10 Percent of Orders Requit in: I r .1 ive A( twos Prior to Closing or Policy Issuance

Total

I
183 87 28 52 39 14

&J .-
5% 2%c 3% 4% 2%0 3%0 3 %n 1 %o

-l

	

.i.C1 10% 10°10 10 Ic 1{,
10%

I 25% 24%0 1 1

	

1 25%0

17% 1 18% _,. 13 i

	

' 20%0

4A

A- ., ,Z v g

:-tli

	

I ercentile 10%0 9%

Al

8%0 10%

21

18%

„

-,1%

I, 41

5%

24

10%

14

100/0

20%a 20% 15% 18% 38%0 20%0 15%0 28% 23%

75th p^I xntile 3,

	

' 40%0 26%n 35% 50%0 30% 23%0 50%0

A' 24%a 22°fo 28%0 40%0 23%0 29%0 20% _ 33%0

Re-financings Number
Reporting 1 92 42 30 22 55 48 41 24 15

25th percentile 5% 5% 3%0 7% 8%a 5% 10%0 5%0 5%0 6%0

Median 15% 20% 10% 10% 2"3%0 25%0 20%0 10% 15%0 10%

75th percentile 35°.x0 40% 25%n 33% 50% 50°0 35%0 20% 45% 40%

Average 25% 26% 21% 26%0 30% 29% 26% 15% 24% 26%0

Agricultural
Sales

Number
Reporting

25th percentile

120

I %a

56

1%

27

1%

1$

0%

10

0%

36

0%

27

0%

32

1%

11

3%

8

1%

Median 5% 10% 5610 5%e 8%0 10% 5%0 5%0 5%a 5%0

75th percentile 20 i0 15% 20%0 18% 60%a 20% 20% 20% 10% 74%

Average 14%0 10% 11 % 18% 28% 13% 11% 14% 6% 28%

All
Transactions
Combined

Number
Reporting

25th percentile

239

I1%

117

12%

54

10%0

35

15 %0

22

19%0

63

10%

63

10%

52

15%

26

10%0

18

14%

Median 25%0 25% 22%0 25% 35% 30% 20% 25%0 35% 20%

75th percentile 50% 50%0 50% 38%0 70% 75% 50%a 38% 74% 42%

Average 36%0 37% 33% 32% 43% 40% 35%0 29%0 44% 33%



Table 11 hoc.OionofCu -tiveActionsbyType

no

ct' u i i5?n,y

dis - ovcrc .
erc,!c line na i "'u,, cLild
and spousal support bens,
judgment liens, ; - d era l or
state tax liens, etc.)

Obtainin - n'1 , ^ > for
assignurcat on dc: l of trust
and/or mortga

Clearing Physical Property
issues (resolving boundary
disputes, solving
easement/Tights of way
problems, etc.)

Clearing estate and/or
family issues

Patent issues

Other

T.W

2

	

5

1

23

	

0

17%

	

^

	

19%

130

	

55

1%

5%

1(

	

1

	

10%

Ave:

	

7%

	

7%

i2qr.

	

261

	

130

	

55

25th icantile

	

15%

	

15%

	

10%

Median

	

25%

	

25%

	

25%

75th percentile

	

47%a

	

45%

	

40%

Average

	

3310

	

32%

	

30%

Number
Reporting

	

261

	

130

	

55

25th percentile

	

5%

	

2%

	

5%

Median

	

10%

	

10%

	

10%

75th percentile

	

25%

	

25%

	

251

Average

	

19%

	

18%

	

19%

Number
Reporting

	

261

	

130

	

55

25th percentile

	

1%

	

1%

	

2%

Median

	

5%

	

5%

	

5%

75th percentile

	

10%

	

10%

	

10%

Average

	

70

	

7%

	

9%

Number

	

261

	

130

	

55
Reporting

25th percentile

	

310

	

2%

	

2%

Median

	

10010

	

10'x0

	

10%

75th percentile

	

15%

	

15%

	

15°(

Average

	

11 %	11%

	

11%

Number
Reporting

	

261

	

130

	

55

25th percentile

	

0%

	

0%

	

0%

Median

	

0%

	

0%

	

0%

75th percentile

	

011"0

	

0%	0%

Averaua

	

V-1.

	

0%

	

0%

261

	

130

	

55

0%

A_11

20

3%

v 15%

25 20%

17% _ 1 191/6 22% 14%

_ ! 65 56 20

1% 1% 1% 0%

5% 5% 5% 3%

IC`. 7..^. 1' 13% 10% 10% 101%

7% ... 8% 9% 7 1 5% 7%

41 23 7i 65 56 30 20

25% 10% 1-

	

^ 18% 1211 14% 16%

35% 30% _ 25% 30% 33% 30%

5010 65% 4, 4016 47,b 600/ 58%

37% 38% 37 301/0 32% 36% 39%

41 23 71 65 56 30 20

5% 0% 2% 5% 0% 10% 311

12% 25% 10% 1010 101 25% 13%

30% 35% 25% 25% 20% 40% 32%

20% 2111 18;-0 16% 16% 29% 17%

41 23 71 65 56 30 20

1% 5% 1% 1% 2% 1% 4%

5% 5% 5% 5% 5% 5% 5%

10% 10% 10% 10% 10% 10% 16%

6% 9% 7% 8% 8% 6% 9%

41 23 71 65 56 30 20

3% 5% 2% 5% 3%n 3% 5%

7% 5% 10% 10% 10% 5% 5%

15% 10% 15% 201/6 15% 1010 15%

10% 9% 9% 12% 13% 7% 10%

41 23 71 65 56 30 20

0% 0% W/, 0% 0% 0110 0%

0% 0% 0% 01% a 0°/1 0%

0% 0% 0% 0% 0% 0%

0% 1% 010 0110 1 0% 1%

41 23 71 65 30 20

0% 0% 0to 0% 0`?f6 01% 011.

( 0°.-/0 0% 0% 0%

0%

	

0%



Table 12 Tol i d winwd dollar amount of till, &,t, (I Luce, (or pre-eL,,,nl-cc,) paid out-of-pocket

Ton 540-1,099

a,joo-

4,999

Total

How often do
you rely on a
pr, An s policy
in lieu of

_ients on

trust

and/or

on r'.; 8es?

273 58 24

	

73

	

67

	

57

	$0

	

$6

	

$100

	

$2,560

	

;2,500

	

$7,750

$2,

	

$2,116

	

$4,948

Table 13 HoNv often do you rely on a previous police in lieu of assignments on deed, of trust and/or mortea;

500-1,099

5,WO 0,

more

142 41 74 72 58 31 19

160.6° 0 10 100.0% 106.0% 100.0% 100.0% 100.01/0 166.0% 166.0%

4 2 3 1 2 4 2 1 1

19% 5% 7.3% 42% 2.7% 5.6% 3.4% 3.2% 5.3%

16 10 11 14 10 9 8 10 12

11,3x/0 17.5% 26.8% 58.3% 13.5°,-'0 12.5% 118% 32.3% 63.2%

53 27 23 6 30 33 26 13 4

37.3% 47.4% 56.1% 25.0% 40.5% 45.8% 44.8% 41.9% 21.1%

69 18 4 3 32 26 22 7 2

48.6% 31_6% 9.8% 12.5% 43 .2% 36.1% 37.9% 22.6% 16.5%

21

Total

286

100.6°/0

Always

	

10

	

3.6%

Most of the

	

53
time

	

18.9%

Some of

	

113
the time

	

40.4%

Never

	

104

37.1%
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ALTA 2005 ABSTRACTER & TITLE AGENT

OPERATIONS SURVEY

Association Research. Inc. (ARI), an independent survey research organization, is conducting this conf dentin
survey for ALTA. All responses will be kept completely anonymous.

This' surrey will take approximately 10 fninutes to complete.

Pease complete your questionnaire no later than December 30, 2005, either online or by fax to 12401 268 1267.
If there is a problr^m, please e-mail Association 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 /altaoperations2005

7hauk you rn advance fcr your time arrd comer item to AL TA tend 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 %o
c. Escrow/Closing Functions %
d. Law Practice %
e. Other (Specify) %
f. Other (Specify) %a
g. Other (Specify) %o

TOTAL 100%

2. What was this company's gross revenue in 2004?

	

or (Check only one)

LJ 1. Less than $250,000
Ll 2. $250,000-$499,999
q 3. $500,000-$999,999

Cl 4. $1-$2.9 million
q 5. $3.0-$4.9 million
q 6. $5.0-$9.9 million
D 7. $10 million or more

3. In which state is your primary location?

4. What is thy:: Zip Code of the primary location responding to the survey? _______m__w_

8, /Vhat was ,,i s ocnnpan,y` s 0U .... ...

	

)aytok ^r; 2004?



9. How is this company organized? (Check only one)
Ll

	

1. Sole Proprietorship
Ll 2. Subchapter S Corporation
Ll 3. C Corporation
L14. Par .̀.: ship
© 5. Lin Lia^;Gt

	

Company(LLC)
Ll 6. Lin Liability P^3rtrorship (LLP)
Ll 7. Oth ^pLcif;)

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. Excluding 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

	

%
c. Re-financings

	

%
d. Agricultural sales

	

%

e. All transactions combined

	

%fl

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 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.)

	

fl/fl
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, etc.)
f. Clearing estate and/or family issues
g. Patent issues
h. Other (Specify)

TOTAL

flt4

°l
pp

fl
fltfl

100'1 a

14. Arru.11l' , what is the total dollar an,owit of titie-E elated osues 'e-c ai3n o s se s) U

B-2



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 results will be sold to companies that do not participate.

NAME

COMPANY

	

ADDRESS

E-MAIL ADDRESS

	

CITYISTATEIZiP

Association Resiarc 1, Im.

THANK YOU VERY MUCH FOR COMPLETING THIS SURVEY.

If you are not completing the survey online, please fax your questionnaire directly to

Association Research, Inc. (ARI), 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
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LAN D TITLE

A,ti(l f l:1 r1(1 C

ALTA 2005 ABSTRACTER & TITLE AGENT
OPERATIONS SURVEY

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.

2. 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?

4. 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?

5. What additional topics would enhance the value of this report for you?

J 1 a i ;'C: .,

PlUjSe ax his 0rn c X888) FAX-AL TA
:tti-: sic all Mcca thy, J iec e o 'Rese,rrc;,
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EXECUTIVE S t: % 1% 1 \RY

A "mOuoliric" requirement, i.e., the statutory restriction cTcornlxunie; \,,riting a harticul^tr

	

line of insurance to v, citing only tli J line, occurs today ill just three property-casualty lines: title

	

insurance, mor[,,<w; guaranty insurance- arnrl lil)aricial guaranty insurance. In light of the current
trend toward the elimination of spccl diratlon for all types of financial institution,, we ha\c

	

investigated whether the monoline n:: trietion still makes sense for title insurance. OLir princil)J
findings are that:

• 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.

Multiline authority is not universal. The separation between life insurance and property-
casualty insurance continues today, and is universally recognized as good public policy.

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.

• Monoline title insurers have had about the same I% 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.

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 borne 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 antler today's highly stressed financial conditions would put title insurers
and their insureds pit <_1,r ;:at risk.



DR. NELSON R. LIPSHUTZ

Dr. `,'c:kon R. Lipshutz has b^cn a consultant to the title insurance industry for the 1)a:>t ??

years. A native of Philadelphia, Pennsylvania, Dr. Lipshutz was originally edueat'd 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 RIBA 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 1c lii^

	

in the title insurance ar^tt, Dr. Lipshutz has studied the economics

	

ninny ^^lt1^r indw tiic
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1.

	

1 \TRODUCT1O\

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 t i n ^ s. tii l

insurance and mortL?,tIe _iiiiratityifnancial ;uaraiay in, urLtn light of the current

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..



Carolina. The cumpm% faik'.il aml tila^ unahIc to pay all its chtIn I 1^hen a confl^iLr.ition occurred

in 1740. In 1752, the Philadelphia Contributorship for tb e Insurance of Houses from Loss by hire

was organized by Benjamin Franklin, and is still in busill^:ss today.'

This initial monoline structure was quickly augmented by multilane companies. In 1792,

the Insurance Company of North America was organized to insure fire and marine risks and also

to provide life insurance.2 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.3 Over the next 37 years, a large number of

multiline insurers were chartered as the U.S. economy grew.

The trend toward multilane 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 multilane 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.5



As liability insurance and other casualty lines developed ovct tthc next half century, the

M01101ine approach was extended to separate c tsuulty companies as

	

In fact, the general

n^^d for monoline restrictions was adopted by the National Convention of Insurance

Commissioners (later the \i tionnl,vssoclation of Insurance Commissioners or NAIL) in l Y)l 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." 7

This monoline principle was no sooner enunciated than pressures began to build to break it

down. The NAIL, 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."' Opcr,iinL- on a monoline basis



became

	

as the "Amcri^:an system," in contrast to the multiline approach that was

universal in England and continental Europe.9

Over the ensuing thirty years, the American system continued in effect. As new lines of

insurance developed, thc^ ^N crc incorporated into one oI t I i 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.") ra

	

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 insurers be dissolved. This recommendation

was adopted by the NAIC in 1947, and incorporated into New York law in 1949.1' 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

4



insurance, which had v^nZishcd during the 1930s, was reintroduced in 1956, it, too, was subjected

to a monoline requirement in iiiost states.'2

111. A R (; t 11 t :'STS FOR A X D AGAINST MONOLINE REQL IRL tiIL \ Is

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 insurance 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," 13

•

	

A monoline requirement for a very safe line of insurance protects its policyholders

from the risks presented by other, higher-risk lines.14

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. 15

0

	

Only a monoline firm can isolate its surplus for the protection of policyholders. 16



*

	

l:nusu^ii insurancc lines need a special asset structure to match their special liability

structure. I?

There are two primary arguments against monoline restrictions:

•

	

The diversification of a multiline insurer dccrcascs its overall risk, which leads both

to greater policyholder protection and to lower premiums. 18

• A multilane 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. 19

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 I in 200 insurance companies

fail each year. In times of stress, I in 50 companies fail each year. 20 This performance is similar

to the experience of monoline title insurers. In 1969 there were 81 title insurers operating in the

United States,21and in 2002 there were 84.22 Over this period, there were three title insurer

msolvencles.23

6



It is particularl} important to rriaiut^iin solvency for title insurers, even more thaia for

other property-ca uaIty lines. Most proph:it;-t,i-,ualty 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. 24 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 multilane

companies. In the early 1930's, there were about 84 companies in the title insurance and

mortgage guaranty business. 25 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).



Table 1

Title and Mortgac C

	

;f. lompanies 1931-1933

Do-iriliary State C-.-nr u
As %

of Total

Su

	

1 sas

F

	

,

	

c:

Policy

	

1,

	

J.i.

As %

of Total

9 10.7'0 ° ;3,530 11.7%
_ 1 1.2°t0 ^9,v30,227 8.7%

nb_ic4.j 3 3.6% 5,076,259 1.5%
t outs

	

n 1 1.2% 682,152 02%
^ind 1 1.2% 1,644,174 0.5%

efts 1 1.2% 2,365,281 0.7%

an 2 2.4% 2,009,294 0.6%
ota 1 1.2% 1,800,000 0.5%

ruri 1 1.2% 1,097,925 0.3%
rsey 21 25.0% 20,277,962 5.9%

w York 32 38.1% 228,162,812 66.8%
Oregon 2 2.4% 1,484,583 0.4%
T(;xas 1 1.2% 1,901,936 0.6%
,;lah 1 1.2% 320,979 0.1%

1 12% 957,008 0.3%
ashington 5 6.0% 3,367,961 1.0%
.sconsin 1 1.2% 644,122 0.2%

84 100.0% 341,366,205 100.0%

	

7URCES:
's Insurance Reports - Casualty and Miscellaneous, 1931-1933

u,tional New York companies not listed in Best's identified from Van Sehiek, George S., "The Administration
the Delinquent 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

rnonoline 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 chattels 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 guarantcc or msim: bonds send mort,^,^i-cs ^md the owners
of real pi(l)ot, and chlittcls rc° tf ,md (^thcrs interested therein against
h sti h^ ic^lst^ll (4 dCiCClIv^'Lll^^^ l^,ul'^iC+ at1C1 vlll('r ^'71^URlhtafiiCeS



However, in 1904, the law was revised to add the power to insure the payment of bonds and

mortgages.28 This turned out to be a catastroph i 1L:!, is Ii ti,, c 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.'

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 1933.3° The number of foreclosures more

than tripled, from 68,100 in 1926 to 252,400 in 1933. " The value of the foreclosed properties

dropped by 20%.32 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
a run on a bank."33

Develop it did.

9



Pursuant to

	

L--,1-lotion p+ iss,:d during 1933, the New York Co^n1^7i^si,^ncr

seized 21 companies out of the 32 title insurance and mort«[ttiC guaranty companies doing

business iu

	

,. York, companies which represented 74% of the total surplus as regards

policyholders of the 1.ork 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. 35

Table 2

Status of New York Domiciliary Title and Mortgage Guaranty Insurers 1935

Number of
Companies

As %
of Total

Surplus as
Regards

Policyholders
As %

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 Delinquent 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 1980's and

,. , rn :n i ,cc ntly as two years ago,



B.

	

1"i an^i<<1 Cri^cs of the 19^O'.s

The b^isic ccw)oiiiic process that led to the collapse of the multiline title insurance-

mortgage guaranty companies in the 1930's was an explosion of mort,,a1 =e foreclosures driven by

surging unemplo)mcni follow cd by a precipitous decline in the t4iiuc ofthr. sJliA collateral as

home prices pluinmcicd and bank credit became unavailable. A similar scenario played out in the

U.S. in the 1980'x, 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. 36 Housing

prices in the West South Central region dropped by 14% between the second quarter of 1986 and

the fourth quarter of 1988.37 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
mortgagors 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) 38

As the S&L collapse proceeded, ?hc loss ratio of wori^_,agc gu.u-^uit% insurers rose to 18010, and

3972% of thc iu( («stiv's contiii^ciic, rc;^ze was



The mortgage guaranty indui,try 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.` 1 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),` 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

^- its sTITITis. The Per:-,-;1`:ani:^

	

Departmtn( e^ized the
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The list of companies Reliance Insurance absorbed in &;I),^rzttion is illumillatin«. In

addition to several diversified property-liability insurers, Reliance also absorbed its surety

company and its indemnity company. i The Order of Liquidation did not unroll the subsidiary

bite applied to all the merged ^uha,Idj<<,Once the subsidll rte , 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, 45 but only

about 84 title insurers. Further, industry consolidation over the past two decades has placed the

companies covering about 90% of all title insurance risks into only five ownership groups .46

Even the small companies outside the three major groups can play a very large role in particular

1



sta.tey. l'or

	

Investor's Title Insurance Company has a 25 share of tli,: North Carolina

market, and il)c Attomcy's Title Insurance Fund has a 22% market share in Florida."

V,

	

I ^, X P LCTED 1111), CTS OF REMOVING THE MONOLIN F RESTRICTION FOR
TuLE INSUR \\C:F

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 portant 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 Guaran Insurance

Title insurance products have been offered in recent years by at least eight non-title

insurers.48 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

wbpther th- 1p-al r9on_oline restriction also males economic sense tc&iy when applied to a title

14



Th4 cause of"economic (lo^siiturns L's a sr^b^ect t d'continuing debate. But no matter which

theory of business cycles one aidoi)ts, the heart of the financial consequences of such downturns

is the inaL,111ty of borrowers to service their debt.

	

The dciht load in the U.S. economy has reached truly astounding proportions. Figure 1

49
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

Mortgage and Consumer Debt
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Of course, the economy has also grown enormously over the same period. 50 A better measure of

the relative private debt load being born by real property purchasers is the ratio of mortgage and

consumer clubt to the gross national product. In terms of this metric, the currcut debt level is not

unprecLdcnt^d. Lnlcrtunutely, this is not a cause lur rcjc-icing. 1

	

2 pry:scnls the ratio of total

1-



rnt^rt^<ic dcbt 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 G1YP was 1929.

FIGURE 2

Private Debt/GNP
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Signs of strain have already emerged. Currently, personal bankruptcies constitute over

95% of all bankruptcy filings. 51 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).
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FIGURE 3

FIGURE 4
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rates have increased by a factor of 5, risMLL tee 1.3% in 2003 (see figure 5)." The last period in

which foreclosure rates were this high

	

the 1930's.

FIGURE 5

Foreclosure Rate 1950-2004
1-4 Family Residential
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The current rate of foreclosures on residential mortgages is about 1.16%,54 which

corresponds to 500,000 foreclosures.55 The foreclosure rate in 1933 was about 5%.56 If we were

to experience the 1933 rate of foreclosures today, it would correspond to two million

foreclosures 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 generi+e -nough income to -erviee the rising debt level. It is in precisely



thc^c circumst,111Ccs t11,11 'i'11itilts on debt rise most quickly, and the reat^ f strain is placed on

guarantors of financial payments. Under current sire n stances, allowing a multiline

combination of title 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

eoverages.5r 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

COMPANY

Chubb Custom Insurance Company

2003 Statutory

SURPLUS

56,618,000

Great American 14,112,000

Banc Insure/Matterhorn 30,237,000

St. Paul Medical Liability Company 47,622,000

Fidelity and Deposit of Mary+and 16

	

14,000

United States Liability 1

	

.

	

( :). 00

65



Can the other hand, these cnnipanics sire member- oI*company, groups that are much lar«cr

than most title insurers. An immediate question that arises, therefore, is whether the large size of

the parent folly compensates for the small size of the subsidiary. The answer, of course, is

partially but noi. e^n^pfcieit. "iii rcec«t A.M. hest study of insurer insolvencies indicates that

8% of all insurer insolvencies over the period 1991 -2002 were due to the insolvency of an

affiliate. 58 Being a member of a larger group is not a guarantee of safety.

It 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%.60

C.

	

Impact of Multiline Writing of Title Insurance on the uality of the Title Insurance
Product

Another important issue is the quality of the title work that a multi-product casualty

cojrjp, n^ v, ould tend to produce. underwriting a title policy is much more complicated than



underwriting a casualty risk.61 It takes only a small underwriting to prodtucc an c,lormous

title loss, and 25% of all titles require active underwriting intervention to cure an c eistillg

defect and prevent a loss.` In recognition of this t<lct, title agents and escrow agents in most

separately from property-casualty insurance agents and, in the states with the

largest title insurance markets, are required to pass specialized examinations and complete title-

insurance-specific continuing education, 63 In some states, the specialized examination and

licensure requirements also extend to the employees of the title insurer itself who are actively

engaged in closing transactions. 64

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.65 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.66

The next issue that requires some consideration is the security of the assets backing the

e insurer's reserves. Tl±-re ^r two primnrv clnssen cf titlc insurance reserves: case -basis loss

1



	

reserves and umarn^:d pic:mi'um r crvcs. Case-basis los> rc^^^i^es 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 thi in unortgage 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. 67

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. 68

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 NAIL is currently studying issues including:

"...whether monoline laws and regulations needlessly diminish
competition; whether rcater price competition among title insurers
can be encouraged;.



In a previous study, we demor)stratcd that the particular title insurance product marketed by

Radian Guaranty, Inc. produces no trtTc cmn>unier savin^^z. ° Here, we must address the broader

question of the price impact, if any, of writhig title insurancc by any type of multiline company.

insurance is a loss prevention line, so that rates are driven primarily by production

expenses, not by loss payments.' 1 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.72 Accordingly, any scale economies in overhead functions

that might be produced by multiline operations would not lead to significant title insurance price

declines.



VI, IMPLICATTO N S FOR PUBLIC POLICY

The monoline restriction for title insurance continues to make economic and rc,-'ul^lt«ry

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

Tic (a.i-,orriia D^^ a intent of h) s-x^ance (DOI) reccWly c0nrL s;oi :cd an cutsi_3c cont-Zactor to
l;r Marc a repr--i r:^ttieu "An Analysts oi' Co_iaper,tion 1111 tlr Caine:-i;ia Tiae- hi11 o..Luice and
^acrow Industry" (l_enceforth the cc:ltractar report). V ie American I,a^jd Title Association asked
n

	

Tory R _ ,t C^,rporation to r4\riew 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 nuv, escrow companies have entered the California market since 2003, and have
opened 389 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 assertion is incorrect. The data show that title insurers
earned a return on equity 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 earned a rate of return 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 higli profitability alternate
with periods of low profitability. The data show that during the real estate downturn of
the 1980's, title insurers earned extremely low profits, i.e., a return on equity 30% below

crest rate on risk-free T-bills.

The contractor report asserts that title insurers charge prices that are very close. This
conclusion is produced by the contractor's exclusion of many California title insurers
from the analysis. The DOI data on all California title insurers show that prices vary from
8% below to 21% above the average, and that escrow prices vary from 37% below to
68% above the average.

• The contractor report characterizes the monoline requirement as a barrier to entry. The
monoline restriction is not a barrier to entry, but is a well-considered consumer
safeguard, established by almost every state legislature because of the catastrophic
failures of multiline companies that wrote both title insurance and mortgage insurance.



CONTENTS

Page

Introduction

	

1

2.

	

The Contractor Report Incorrectly Asserts That "Reverse Competition"
Is A Unique Feature Of Title Insurance Rather Than A Standard Type Of
Marketing To Distributors Used By Many Industries 2

3.

	

Tine Contractor Report Misinterprets The Behavior Of Califon-da Title
Insurance Prices As Evidence For The Absence Of Price Competition

	

4

4.

	

The Contractor Report Incorrectly Characterizes Barriers To Entry In The
California Title Insurance And Escrow Market

	

6

The Contractor Report Places Undue Emphasis O i The Degree Of
Concentration In The Market

	

10

6.

	

The Report Incorrectly Asserts That The Title Insurance Industry Is
Earning Excessive Profits Without Any Consideration Of The Level Of
Profit That Is Appropriate For The Industry

7.

	

The Contractor Report Incorrectly Asserts That The Lack Of hirnnediate
Rate Response To Changes In Costs Is Indicative Of Lack Of Competition

	

12

8.

	

The Contractor Report Presents No Analysis Of Cost Trends In The Title
Insurance And Escrow Industries

	

13

9.

	

The Contractor Report Does Not Acknowledge The Policy Reasons
For The Monoline Requirement Nor Recognize The Benefits Of
Monoline Protection For Consumers 14

List of Tables

of Figures



LIST OF TABLES

	

TABLE I CALIFORNIA TITLE AND ESCROW FEES FOR. FRESNO
REPORTED ON DEPARTMENT OF INSURANCE WEB SITE
(2003 Rates)

TABLE 2 RATES OF RETURN ON EQ 2005

LIST OF FIGURES

FIGURE 2

COMPANIES ENTERING AND EXITING THE
CALIFORNIA ESCROW MARKET

OFFICES ENTERING AND EXITING TEE
CALIFORNIA ESCROW MARKET 9

FIGURE 3 TITLE INSURER ANNUAL RETURNS ON
EQUITY 1974-2003 13

5

12



1. INTRODUCTION

California has long been recognized as tiie hio: rcr and the strongest state advocate for

competitive insurance rate setting. The California Lc;islature has enacted a statute that allows

the Commissioner of Insurance to intervene in the rate-setting process of the marketplace only if

"(1) the rate is unreasonably high for the insurance or other services provided, and (2) a

reasonable degree of competition does not exist in the particular phase of the business of title

insurance to which the rate is applicable." (California Code 12401.3)

The California Department of Insurance (DOD has recently commissioned an outside

contractor to prepare a report entitled "An Analysis of Competition in the California Title

Insurance and Escrow Industry" (henceforth the contractor report). The report concludes that

workable competition does not exist in these industries. Based upon this conclusion, DOI has

announced that it intends to initiate rate regulation in accordance with California statutes.

As a prelude to such regulatory action, DOI has invited participation in a workshop to

discuss the findings in the contractor report. In response to DOI's invitation, the American Land

Title Association asked Regulatory Research Corporation to review the report and to provide our

findings to DOI. Because the time between the release of the report and the date of the workshop

was so short, the present document is preliminary and may be substantially expanded at a later

date.



	

THr CONTWVCTOR REPORT INCORRECTLY ASSERTS TIIAT "REVERSE
C0-4'II'LTI ION" IS A UNIQUE FEATI;RL OF TITLE INSURANCE RATREIt
THAN A STANDARD TYPE OF MARKFTING TO DISTItMUTORS USED BY
MANY INDU STRI1; .

"Reverse competition" is not a term of art in economic theory, and owes its origin to an

almost 30 year old report by the Department of Justice.' The contractor report describes reverse

competition as: "This competition is called reverse competition because market forces cause title

insurers and escrow companies to spend money to obtain business - costs that are passed on to

consumers."

Every business spends money to obtain business. The specific type of marketing which

the report calls "reverse competition" occurs in every industry with a distributor layer. Drug

companies market primarily to physicians who prescribe drugs, not to patients who take them..

Auto manufacturers compete for representation by accomplished multi-brand dealers. Food

product vendors bid for shelf space in supermarkets. Manufacturer's reps in a multiplicity of

	

product lines compete to have retailers carry their products. There is nothing special or unusual

about title insurance and escrow companies competing for distributors.

The alternative to marketing to distributors is direct marketing to the final consumer. The

report does not analyze whether the marketing costs produced by marketing to realtors, lenders,

et. al. are any higher than the marketing costs that would be incurred if title insurers,

unde p< and escrow companies attempted to market directly to consumers.

Further, if marketing directly to consumers were ef''ecii^ e, profit-maxinrizing companies would

c„^1_ib-,_	. Fu.

	

DOW



companies have always been permitted to advertise directly to ultimate consumers. Since the

Internet has exploded, til'(co-,;,panics do indeed market extensively to consumers through their

websites, many of which include a detailed explanation of the product in consumer-friendly

language. But title and escrow companies have also found over the years that direct advertising

to the public is of limited efficacy,

not the case when title and escrow fees are advertised by lenders. Even cursory

perusal of the real estate section of any California newspaper reveals a wide variety of print

advertisements by lenders that explicitly promote low closing charges a reason to elect that

lender for financing.

Further, it is becoming progressively less frequent for lender's title insurance costs to be

passed through to borrowers. A substantial fraction of new and refinance mortgage loans are now

originated on a "no closing costs" basis, with the insured lender paying the premium and escrow

fees. For example, a recent article quotes Countrywide, a major mortgage lender, as indicating

that 40% of its refinance loans are issued on this basis? In these cases, the lender is strongly

motivated to shop for the best price, because it can. only recover its costs through the interest

rate, which itself is subject to enormous competitive pressure. Since refinance transactions have

constituted up to 66% of all mortgage originations m recent years ,3 competition for "no-cost"

loan business has acted as a brake on rates.

This is mot to say that "no-cost"loa ns are an unmixed blessing. While they do provide



interest cost more than oEs: wry possible decrease in the consumer' s title insu

w costs for loans held for more than a very few years 4

THE CONTRACTOR REPORT MISINTERPRETS THE BEHAVIOR OF
CALIFORNIA TITLE INSURANCE PRICES AS EVIDENCE FOR THE
ABSENCE OF PRICE COMPETITION

The contractor report concludes that the California title insurance and escrow markets are

not price competitive. In particular, the contractor's report adduces a lack of price competition

from the fact that "the rates of the major insurers are ve absence of diversity

among filed rates also indicates a lack of price competition."s

At the threshold, the claim that rates are "very similar" is incorrect. The high and low

owner's title insurance rates reported range from 3.41/o above the average to 5.9% below the

averages This substantially understates the actual range in the market. The DOI website presents

title insurance rates which span a much greater range: When all the companies are included, the

range runs from 16% above the average to 8% below the average.' For lender's polices, the

range rules from 13% above the average to 21% below the average. The analysis is set forth in

Table 1.
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"JEW YORK, INC. BW 1500 15M
OLD RENvbLiC NA70iv, ^ i. i LE INSURANCE COMPANY 1799 607 NIA NIA
SECURITY UNION TITLE I :; ;1 RANGE COMPANY 1572 597 NIA NIA
TICOR TITLE INSURANCE COMPANY OF FLORIDA 16% 609 NIA NIA
TICOR TITLE INSURANCE COMPANY 1572 597 NIA NIA
TRANSNATION TITLE INSURANCE COMPANY 1603 545 700 NIA
UNITED GENERALTITLE INSURANCE COMPANY 1E77 605 NIA NIA
WESTCOR LAND TITLE INSURANCE COMPANY 1726 660 NIA WA

N.H. Excludes North American and United Capital
AVERAGE 1,690 602 960
MAXIMUM 1,954 680 1,500

MINIMUM 1,551 475 700

Deviation from Average

CHICAGO TITLE INSURANCE COMPANY 0% 1% -11% -22%

COMMERCE TITLE INSURANCE COMPANY 15% -21% 53°% NA
COMMONWEALTH LAND TITLE INSURANCE COMPANY -2% 2% -29% NA
FIDELITY NATIONAL TITLE INSURANCE COMPANY 0% 1% -29% -37%

FIRST AMERICAN TITLE INSURANCE COMPANY -7% -1% 5% -8%
LAWYERS TITLE INSURANCE CORPORATION -B% 12°% -14% NA
NATIONAL TITLE INSURANCE OF NEW YORK, INC. 0% 1% 53% 68%
OLD REPUBLIC NATIONAL TITLE INSURANCE COMPANY 6% 1% NA NA
SECURITY UNION TITLE INSURANCE COMPANY -7°% -1% NA NA
TICOR TITLE INSURANCE COMPANY OF FLORIDA 0% 1% NA NA
TICOR TITLE INSURANCE COMPANY -7% -1°% NA NA
TRANSNATION TITLE INSURANCE COMPANY -5% -9% -29% NA

UNITED GENERAL TITLE INSURANCE COMPANY 11% 1% NA NA
WESTCOR LAND TITLE INSURANCE COMPANY 2% 13% NA NA

MAXIMUM 16% 13°% 53% 6B%
MINIMUM -8% -21% -29% -37%

The escrow rates reported within a county vary substantially, as indicated in the

contractor reports however, the contractor report also substantially understates the actual range.

For example, the contractor's report shows escrow cl ._I-^ cs in Fresno for a $500,000 transaction

nqw :u!* from X700 to $1,025 0!- from l 30l-. 1"4^- to 27ci, ^:bOj I +e gverpme, if ail -^*r-mieq v*-.

L'.kf Lender Fee Escrow ale Fee Escrow Loan Fee



	

to $1,500 or from 29% below to 53% above the average; and loan escrow rates vary from $560

to $1,500 or from 37% below to 68% above the rvcnq,c Tablc I also sets forth this analysis.

The contractor's exclusion of the rates charged by companies other than the very large

ones he selects biases his analysis. California title insurance and escrow companies are clearly

jockeying for market share within each single geographic home purchase market by varying their

prices substantially.

Even if one were to accept the contractor's incorrect assertion that rates are "very

similar," his conclusion that this demonstrates a lack of price competition is seriously in error. In

a highly competitive market, the prices charged for a given product by different vendors will be

close. (In a perfectly competitive market, there would be no variation at all. Perfect competition,

however, is not an ideal model. Economic research has demonstrated that some deviation from

perfect competition is essential to product innovation.)

Another serious problem with the contractor's report is that it confines itself to the basic

rates and a single refinance rate. The level of basic rates is an imperfect measure of title

insurance prices. Much price competition in the industry occurs through the development of

special rates discounted from the basic rate. A more accurate indicator of price competition

would have been the competitive response by other market participants to the introduction of a

new discounted rate product.

4. THE CONTRACTOR REPORT INCORRECTLY CI3ARACTERIZES

	

BARRIERS TO ENTRY IN THE CALIFORNIA TITLE INSURANCE AND
ESCRO'VV 71A1.T.E f

6



t us:::ess to th,: er;tiiies who sell title insurance and escrow services."9 Tb s is an incorrect

characterizati

Established business relationships are generally not a UZI iU tQ entry. All businesses have

business relationships. The very essence of competition is to act so as to change these

relationships --- with suppliers, with distributors, and with customers. Therefore, the best way to

determine if unreasonable barriers to entry exist is to examine whether market entry and exit has

occurred.

Entry and exit from the title and escrow industry has been extensive, particularly at the

escrow company level. Figures 1 and 2 show the numbers of companies and offices entering and

exiting from the escrow business over the period 1995-2005, based on license statistics from the

	

California Department of Corporations, Financial Services Division. 10 Figure 1 shows that 90

companies entered the market in 2004, and 101 companies entered the market in 2005. This ease

of entry is accompanied by ease of exit. Figure 1 also illustrates that companies leave the

industry rapidly in less buoyant times. For example, in 1995 when title insurance revenues

dropped about 17%, 36 companies left the business.

7



( :URE1

TEECLI MET

Escrow Companies Entering Market

The rates of entry and exit are even greater when measured at the office level. Not only

did hundreds of companies enter the market in recent years, but existing companies expanded to

	

new portions of the market by opening additional branch offices. Figure 2 shows that over 147

	

offices were opened in 2004 and 144 offices were opened in 2005. Similarly, in 1995 some 75

offices closed. Barriers to entry into and out of the industry are clearly quite low.



FIGURE 2

OFFICES ENTERING AN.,) I >1-,.V, THE CALIFORNIA ESCROW MARKET

The contractor report also indicates, in its discussion of the Fidelity v. Mercury lawsuit,

that a lack of competition can be deduced from the fact that "recruiting title and escrow

employees from competitors was commonplace in California."' i The existence of competition

for skilled personnel characterizes every business. Attorneys migrate from firm to firm, taking

their clients with them, yet no one would dispute that the market for legal services is highly

competitive. The critical point is that title insurance and es--r-w services are not a simple,

T

9



transactions results in considerable cost savings, for example, from shorter rate lock periods

(which allow lower interest rates), 12 and ^Iio Fier periods during which sellers continue to pay

on the loans on the property they arc st lling.13

5. THE CONTRACTOR REPORT PLACES UNDUE EMPHASIS ON THE
DEGREE OF CONCENTRATION IN THE MARKET

The contractor report points out that the California title insurance and escrow markets are

	

concentrated at the insurer level, whether measured statewide or at the county level. 14 High

concentration (as measured by the market share of the top few firms or the MID is not, in itself,

an indicator of lack of competition. The 1997 DOJr FTC horizontal merger guidelines emphasize

that a market in which entry is easy will be competitive even if a few firms have large market

shares, because the threat of new entrants holds prices down to the competitive level.'s The

analysis in Section 4 above demonstrates that entry into the marketplace has been extensive.

Much of the distribution of title insurance and escrow products is carried out by

underwritten title companies and independent escrow companies. The concentration of the

marketplace, whether statewide or at the county level, is better measured by the MH for these

distribution outlets, particularly with respect to escrow services in southern California. The

contractor report fails to consider this issue at all.



6, THE REPORT INT C,ORRIIC`ILY ASSL RTS THAT THE TITLE INSURANCE
INDUSTRY IS EA -N 1N G EYCESSIYVE PROFITS WITHOUT ANY
CONSIDERATION OF TI i E LEVEL OF PROFIT THAT IS APPROPRIATE FOR
THE INDUSTRY

The repo: no atfar ), o assess the y)rcl-al)lity of the title ns rinee. industry

compared to other industries, but simply asserts that its profits are excessive. Nigh profitability is

not unusual during economic boom. Yahoo finance data for public companies indicate that the

2005 return on equity for the companies in the Dow Jones Industrial Average was 21 11/o, and the

	

average for the Standard & Poor's 500 companies was 22%, well above the profitability of 12%

to 18% for title insurers nationwide in 2004 reported in Table 6 of the contractor report. Further,

the return on equity of many companies even in extremely competitive sectors of the economy

	

reached much higher levels than those achieved by the insurers or underwritten title companies.

For example, in the pharmaceutical industry, the 2005 return on equity of Glaxo-Smith Kline

	

was 49%, and Kinetic Concepts had a return on equity of 193%. In the computer industry, Dell

had a return on equity of 60%. 111 the extremely competitive consumer goods industry, Proctor

and Gamble had a return on equity of 45%, Colgate-Palmolive had a return on equity of 100%,

and Avon had a return on equity of 119%.

Returns on equity are even higher for service industries similar to underwritten title

companies and escrow companies, which include many small, closely held companies with

moderate levels of capital investment, For example, Bizstats reports 2005 returns on equity of

67% for accountants and auditors, and 101 % for legal servic on equity data are

summarized in Table 2.



S OF

	

TURN ON EQUITY 2005

Dow Jones 1: due.riat Average 21%

S&P 500 220!0

Glaxo-Smith-Kilne 49%

Kinetic Concepts 153%

Dall Computer 60%

Proctor & Gamble 45%

Colgate-Palmolive 100%

Avon Products 119%

Title Insurers 2004 12.5% - 17.3%

Accountants and auditors 67%

Legal Services 101%

Underwritten Title Companies 2004 32.3010

7. THE CONTRACTOR REPORT INCORRECTLY ASSERTS THAT THE LACK
OF B4MEDIATE RATE RESPONSE TO CHANGES IN COSTS IS INDICATIVE
OF LACK OF COMPETITION

The contractor's report asserts that lack of an immediate price response to any ch g'

cost is indicative of a lack of price competition, 16 This assertion is incorrect.

The title insurance market is highly cyclical, because it is linked to the volatile and

unpredictable real estate and refinancing markets. Th nce industry is characterized by

d cestc, b-,m,se n, fl-- n-1 to keep "irt° »'.n current -n,! to fitly sl i?l-d



an adequate profit on average over the real estate cycle, as periods o

prci`jta'H',ity alternate with periods of low hro a^^bilit r. The contractor's report ex^:T-^nnes

plolf% llility only in the period 1995 -2004, an extrc mcly good time for the industry. During the

decade 1980- 1990, the title industry had a return on equity which averaged 6%, which was a

third less than the return on risldess Treasury bills. Figure 3 presents the title insurance industry's

nationwide return on equity over the period 19742003 based on hgures compiled by the Texas

Department of Insurance, adjusted to a GAAP basis. 17

FIGURE 3

Title Insurer Annual Returns on Equity 1974-2003
SOURCE: Regulatory Research Corporation
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8. THE CONTRACTOR REPORT PRESENTS NO ANALYSIS OF COST TRENDS
IN TAE TITLE INSURANCE AND ESCROW INDUSTRIES

The contractor's report repeatedly asserts that the costs of title insurers, underwritten title

companies, and escrow companies have declined market ctac io increasing automation."



However, the co._tr . tar has -ace 1o analysis of any actual cost data, but has relied solely on a

popular article published by A.M. Best.

Automation lets one do a job better wid Lsie., but not necessarily cheaper. Automation is

not free. While it is certainly true that the cost of computer hardware has declined, the cost of

software continues to climb. For example, a study by the Texas Comptroller of Public Accounts

showed that the software costs (including license fees and support fees) of Texas state

	

government increased by 49% froze 1994 to 1997, and were projected to increase another 160%

from 1997 to 2004.'

9. THE CONTRACTOR REPORT DOES NOT ACKNOWLEDGE THE POLICY
REASONS FOR THE MONOLINE REQUIREMENT NOR RECOGNIZE THE
BENEFITS OF MONOLINE PROTECTION FOR CONSUMERS

The contractor report lists the monoline requirement as a barrier to entry. 20 However, the

monoline restriction is not a barrier to entry, but is a well-considered consumer safeguard,

established by almost every state legislature because of the catastrophic failures of multiline

companies that wrote both title insurance and mortgage insurance. Cavalier disregard of the need

for business restrictions in industries with a large fiduciary component can lead to untoward

results. The financial collapse of the S&L industry in the 1980s was caused in large part by the

relaxation of restrictions on the businesses in which S&L's could engage. The monoline

restriction constitutes sound legislative and regulatory policy.21
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Introduction

My name is Michael J. Miller. My business address is 138 Lakeshore Drive,

Minocqua, Wisconsin 54548.

I obtained a Bachelor of Science degree in 1968 from Illinois State University, with a

major in mathematics and a minor in accounting. In 1967, prior to graduation, I began

working for State Farm Insurance as an actuary trainee. I continued working for State Farm

until 1984, serving in various management roles where I had insurance rate-setting

responsibilities. Thereafter, I was a Principal and Vice President at Tillinghast, an

international property/casualty consulting firm. I remained with Tillinghast through 1993 at

which time I became a Principal in Miller, Herbers, Lehmann, & Associates. In 2003 1 helped

establish a new actuarial consulting firm EPIC Consulting, LLC which we merged into the

Tillinghast practice in October 2064.

I am a Fellow of the CAS and have been a member of the American Academy of

Actuaries since 1975. I have satisfied all of the qualification and continuing education

requirements of my profession to render a public actuarial opinion on ratemaking issues and

have testified as -an expert actuary in several state and federal courts and at governmental

insurance ratemaking administrative hearings in many U.S. states and Canadian provinces. A

copy of my curriculuin vitae, which accurately sets forth my experience, qualifications, and

publicatiol-: >, 's ..ttached hereto as

	

A.

1r u ji m". work in tfc r_v since 1967,1 hz,;-e bve^x directly involved
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ent ofRatemaking Principles and was the sole author of the first draft. 7 have served

two terms on ^_:c CAS Board of Directors.

Scope of Work

In preparation for this affidavit, I reviewed a report authored by Mr. Birny Birnbaum

entitled "An Analysis of Competition in the California Title Insurance and Escrow Industry"

I found no analysis in the report of the type necessary in order for Mr. Birnbaum to support

his conclusion that title insurers are charging excessive rates,

Actuarially Sound Rates

Actuaries specialize in the calculation of insurance rates based on generally accepted

actuarial principles and standards of practice. Actuarially sound rates are reasonable,

adequate, not excessive, and not unfairly discriminatory if the rates reflect all the costs

associated with the risk transfer process. The four broad categories of costs included in

ratemaking are claim costs, expenses associated with settling claims, general/administrative

expenses, and the cost of capital.

Prospective Ratemaking

Ratemaking is necessarily prospective in nature because the rate is set before the

issuance of a policy and before any losses and expenses are incurred. Insurance rates are

based on prospective loss costs, prospective expenses n!id a prospective estimate o F. t l cost of

capital. Determinations concerning to ^ dee h acy or en ,^ssiveness of insurance ,-< t f cai not



Insurer Specific Rates

Rai cro akin;r is insurer specific. Broad, g statements about the excessiveness

of rates on an industrywide basis have no significance. Each insurer has its own expectations

concerning future losses and expenses. Each insurer has a unique capital structure and unique

cost of capital. Mr. Birnbaum has not conducted the actuarial analysis of the prospective

costs for any specific insurer which would be necessary to support an opinion that any

insurer's rates were excessive.

Title Insurance Risk

Title insurers conduct extensive loss prevention activities intended to reduce claim

losses covered by the insurance policy. Reduced loss payments does not mean that title

insurance is necessarily a low-risk line of insurance. Title claims may develop 25 to 30 years

after the policy issuance. Title insurers are required by law to maintain statutory premium

reserves for as much as 20 years so as to provide sufficient protection for this very long period

of claim occurrence. The financial results of a title insurer are highly sensitive to economic

cycles, especially cycles in the real estate market. Birnbaum has cited financial results from a

five-year period (Birnbaum Report at page 109) without any analysis to determine whether

these results are being distorted by an up-cycle or dawn-cycle in the financial results.

Rates of Return

	At page 109 of his report, Mr. Birnbaum cites "ROE" returns in the range of 10.16%

to 38.60%. These re t ns L iv mislabeled and are not returns on the insurers' equity capital.

4



For instance, Mr. Birnbaum alleges a 24 .69% ROE in 2004, but in 2004 statutory surplus

eased only 1.9%.

Cost of Ca

Rates are not excessive unless the rates are likely to produce a return that is

unreasonably higher than a specific insurer's cost of capital. A determination of rate

excessiveness requires a determination *of both the insurer's cost of capital and a range of

reasonable returns above the cost of capital benchmark. Mr. Birnbaum has conducted no

analysis of either the cost of capital for any title insurer or the range of reasonable returns

above the cost of capital. Without a cost of capital benchmark for each insurer, and a range of

reasonable returns above the cost of capital, there can be no basis for Mr. Birnbaum's

conclusions concerning title insurance rate excessiveness.
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OVERVIEW & SUMMARY

I have been retained by the California Land Title Association to review the December 2005 re-
port by Bimey Birnbaum ("the BB report") that was commissioned by the California Insurance
Commissioner. I have been asked to assess whether the economic analyses in that report are cor-
rect and can be relied upon for making policy decisions.'

The BB report concludes that a "reasonable" degree of competition does not exist in California's
title insurance rn irkct. This conclusion has no basis in fact, and flows from an inappropriate and
error-ridden analytic methodology.

The BB report also fails to define its standard for distinguishing between markets that do, and do
not, exhibit a "reasonable" degree of competition. As such, its conclusion about whether Califor-
nia's title insurance market is "reasonably competitive" is entirely subjective. It is clear, how-
ever, that the BB report did not use an economically -based standard to define "reasonable" com-
petition. To use that economically-based standard would require analyzing the likely costs and
benefits of rate regulation; that analysis, however, is entirely absent from the BB report.

Any one of these flaws and errors would call for rejecting the BB report's conclusion that there
is not a "reasonable" degree of competition in the California title insurance market. Collectively,
these flaws and errors make the BB report an entirely unsuitable study upon which to base public
policy decisions. As such, that conclusion should be disregarded by public policymakers.

Significant errors in the BB report include the follo g:

• The BB report incorrectly asserts a lack of price competition among title insurers, ignor-
ing evidence that title insurers have filed for rate reductions and price discounts.

• The BB report incorrectly focuses exclusively on price competition, ignoring the fact that
non-price competition (e.g., service) is also a significant aspect of competition that bene-
fits consumers.

Recent investigations by the U.S. Federal Trade Commission suggest that, as long as title
insurers have access to title plants, titic insurance m^irkets will likely be competitive. The
BB i-,,p in ignoi _ this
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The BB report provides only a limitcd ajid stipcrl7cial competitive analysis, and fails to
conduct the fact-intensive anal}'sis gilled for by the federal mtitnist a-cncies' Merger

Guidelines.

The BB report incorrcetI^ appears to treat "perfectly competitiv e" markets as the bench-
niark against which the tills insurance industry should be judged when asscssin^ whether
th:j- is a "reasonable" &Lree of competition. It is well known, however, that "perfectly
competitive" markets do not exist, making this an unrealistic benchmark.

Other than the unobtainable standard of "perfect competition," the BB report never ad-
dresses the question of what constitutes "reasonable" competition, nor does it make any
attempt to compare the state of competition in California to that standard. This renders
the BB report's conclusion entirely subjective.

The BB report's conclusion that there is not a "reasonable" degree of competition is nec-
essarily flawed inasmuch as the BB report never considered the costs and benefits of any
alternative regulatory regime that his conclusion might suggest.

11. QUALIFICATIONS

I am an economist specializing in the fields of industrial organization and the economics of com-
petition. I hold a Ph.D. in economics from Stanford University in California and a B.A. from the
University of California at Berkeley. I have published, made professional presentations, testified,
and consulted in the areas of industrial organization, competition, and antitrust economics for
over 15 years. I am currently a Vice President in the Washington, DC office of CRA Interna-
tional ("CRA"), an economics and business consulting firm. A copy of my curriculum vitae is
attached as Exhibit 1.

Prior to joining CRA, I have held several positions at both federal competition agencies: the U.S.
Federal Trade Commission ("FTC") and the U.S. Department of Justice's Antitrust Division. In
each of those positions, I was involved in formulating federal policy regarding competition and
antitrust, as well as assessing expert studies and reports to determine whether they could be re-
lied upon in the policy making process. Immediately before joining CRA, I was the Deputy Di-
rector for Antitrust at the FTC's Bureau of Economics. In that position, I was responsible for di-
rectin- &2 ^conomie an,!k sis of all antitrust matters before the FTC and o^ ersceir^^^ its ztaff of
appo;yirnat^l^ 10 Ph.D,
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III. THE BB REPORT INCORRECTLY FAILS TO ACKNOWLEDGE PRICE
COMPETITION

The BB report fails to acknoNv1ed-,.: the i„e^cnc^ of price competition among California title in-
surers. In this section, I point out that price compotition does, in fact, occur.

A. Lenders Stimulate Price Competition Among Insurers

The BB report argues that title insurers do not compete on the basis of price in California.` Yet
even the BB report's conclusion regarding this very limited aspect of competition - price compe-
tition - is wrong.

For both new/resale and refinance transactions, title insurance companies compete for the rec-
ommendations of mortgage lenders and other real estate professionals.3 For example, a real es-
tate professional will frequently recommend those title insurance companies that offer the most
favorable price (and non-price) offerings. Thus, even if the individual consumer is not actively

	

involved in selecting among competing title insurance companies, the real estate professional
frequently will be.

In fact, real estate professionals are better positioned than individuals to stimulate aggressive
price (and non-price) competition among title insurance companies. Mortgage lenders, for exam-
ple, are likely to know more about a title insurance company's reputation and ability to fulfill its
obligations by the settlement date, and be better positioned to understand precisely what services
the competing title insurers are offering. Furthermore, because of the volume of business they
represent, and the fact that they (unlike most individuals) are repeat customers, mortgage lenders
are more able to stimulate significant competition among title insurance companies.

Title insurers also engage in price competition for the direct business of consumers: individuals
can (and do) select their title insurance firm based on the price that firm offers. While less preva-
lent than price competition for a real estate professional's recommendation, such price competi-
tion takes place and should not be simply ignored.

B. The BB Report Ignores Recent Rate Reductions
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In fact, California title insurance comprinics have offered numerous note r^ ductions in recent
years, frequently citing competition or t1YC need to match rivals' rate reductions as the reason for
their own rate reductions. Examples of these rate reductions include:5

Commonwealth Land Title filed in May 2005 to offer a new title insurance policy "in re-
sponse to our competitors, who have developed and launched similar products in the
marketplace;6

• First American announced in 2005 that it planned to reduce significantly its rates for title
insurance on refinances;

Rate reductions were approved for First American Title in late 2002 and more recently
for Fidelity National Financial;8

First American Title announced discounts of 50% on title insurance associated with post-
disaster reconstruction loans following the 2003 fires in Southern California;9

• Many title insurance companies offer discounts on the order of approximately 10% for
electronically filed policies;

• Title insurance companies regularly offer rate discounts on the order of 20% for refi-
nances in cases where the previous policy was recently issued.

This evidence of actual price discounts contradicts the BB report's claim that there were no base
rate reductions.

IV. THE BB REPORT'S SOLE FOCUS ON PRICE COMPETITION RENDERS ITS
CONCLUSIONS UNRELIABLE

In this section, I discuss why the BB report is wrong to focus exclusively on price competition:
non-price competition is important, and the 1313 report provides no evidence that the costs of such
competition outweigh the resultant consumer benefits.

4



A. Non-Price Competition Is Important

Economists and policymakers in the U.S., including competition enforcers at both the U.S. De-
partment of Justice and the Federal Trade Commission, have long recoliiz,.d that firms compete
on many dimensions, including price, quality, service, reliability and innovation. Competition on
each of these dimensions generally provides very real benefits to consumers, and no particular
dimension is generally viewed as a "preferred" or "superior" form of competition.'0

B. The BB Report is Wrong Not to Consider The Benefits of Non-Price
Competition

The BB report focuses exclusively on price competition, noting that "[g]iven the placement of
the competition requirement in a statute on rate regulation, generally, and as part of a definition
of excessive rates, specifically, we conclude that the type of competition at issue is price compe-
tition."" This is a completely arbitrary decision that causes the BB report to ignore evidence that
could have revealed significant market competition.

	

This failure to consider the benefits of non-price competition is surprising inasmuch as the BB
report recognizes the existence of such non-price competition. For example, BB report notes the
following statement by United Capital Group:

"the level of service provided is therefore the key differentiating factor among title insurance
competitors .... we are committed to providing an unparalleled quality of service to our customers
[and] .... [oJur advanced technology platform facilitates our prompt and efficient delivery of title
and escrow services .... We believe that our focus on providing high levels of personal service to
our customers ... has enabled us to compete effectively with the major title insurers." 12

There is no economic justification, however, for limiting attention to just the benefits of price
competition. By ignoring both the extent to which non-price competition currently exists, and the
benefits of such non-price competition, there is no way that the BB report can reach any credible
or reliable conclusions regarding the intensity of competition.

C. The BB Report Simply Assumes its Conclusion That Non-Price Com-
petition Offers No Benefits

lion-price coirnpetition is Lmll% unique to title irns(iraitce, In fact, v;rtu<<11^ cell In^uk^st5 arc char-
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suhernTarkets that add a -,clad bar «ith fresh Nc^icta'blcs, movie thcatcn that ofi'cr stadium seat-

	

ing, and auto repair shops that cover its customers the use ofa free to mcr car arc all cw_,,t,,Cd in
non-price competition that most consumers ^aluc, oven though this non-price competition may
increase costs. Finns cngaLc in this non-price competition for much the same reason that they
engage in price competition: non -price competition helps firms attract new customers and retain
existing customers. The point is that non -price competition is genuine competition on the merits,
and results in direct benefits to consumers.

The BB report, however, seemingly dismisses the significance of non-price competition on the
grounds that non-price competition can increase costs. 13 For example, the BB report states that,
"Competition for business raises the costs of production and raises the price to consumers." 14 As
just mentioned, however, this ignores economists' recognition that non-price competition pro-
vides important consumer benefits.

Further, the BB report provides no support for its claim that non -price competition is harmful to
consumers .'5 The closest that the BB report comes to such an analysis concerns the relative costs
and benefits of title insurers competing on terms of service by offering preliminary title reports,
yet it is clear that the BB report has no evidence upon which to base its findings:

"As a ballpark estimate of this cost, we will assume that 50% of underwritten title company per-
sonnel costs are associated with the production of preliminary reports. For ease of illustration, we
will add only title plant rent and maintenance expenses to personnel costs for total cost of produc-
tion for preliminary reports .... It may be that actual customers .... might desire and be willing to
pay for multiple title commitments. On the other hand, consumers might be quite happy with a
seven-day turnaround for a title commitment instead of a two -day turnaround and prefer to pay
significantly less for the longer turnaround time." 16 (emphasis added)

By simply asserting that non-price competition leaves consumers worse off, the BB report effec-
tively assumes its conclusion that non-price competition can be ignored when asking whether the
market exhibits a "reasonable" degree of competition.

As indicated above, this arbitrary conclusion runs contrary to generally-accepted competition
analysis, and the BB report provides no justification for arbitrarily excluding evidence of non-
price competition. As such, the BB report's conclusion should be given no weight.
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V. THE BB REPORT FAILS TO CONSIDER IMPORTANT ASPECTS OF MARKET
COMPETITION

In addition to inappropriately limiting its attention to price competition, the BB report fails to
conduct a compl^t,; and correct competitive analysis. In this section, I di,cut ,; the commonly ac-
ecptcd approach that economists use to ati dyne competition, how the 1313 report d^%iat^.:s from
that accepted approach, and the errors tl^ttl i-csultbecause of this deviation.

A. Economists Typically Analyze Competition Using the Framework Set
Forth in the Horizontal Merger Guidelines

Economists and policymakers typically analyze competition using the framework set forth in the
Department of Justice/Federal Trade Commission's Horizontal Merger Guidelines ("Merger
Guidelines") 17 The Merger Guidelines is used by the Antitrust Division of the U.S. Department
of Justice and the U.S. Federal Trade Commission to evaluate competition. The Merger Guide-
lines' analytical framework for analyzing competition is also similar to the framework adopted
by the National Association of Attorneys General and many state insurance commissions to ana-
lyze competition. 18

As discussed further below, however, the BB report fails both to acknowledge and to follow the
methodology outlined by the Merger Guidelines. In failing to consider, or only superficially con-
sidering, important determinants of competition, the BB report falls short of professional stan-
dards among economists for analyzing competition.

B. The BB Report Incorrectly Places Too Much Weight on the HHl

As the BB report notes, economists analyzing competition frequently look at the Hirschman-
Herfindahl Index ("I-11-11") statistic. 19 Beginning more than 20 years ago, however, economists
and policymakers have concluded that, except in cases where HHIs are at the upper or lower
bounds, HHIs (and market shares) are too simplistic to provide a useful or reliable measure of
competition. 20 This point was recently made by recent FTC Commissioner Thomas Leary:21

in, ur_,r did not meet the prorni,. ^I settlement ct.Ac. ','iI IIil'irly, the BB report has no real estimate of the costs that title
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Similarly, thy; recent FTC Chairman Tim Muris noted:

"The data we released highlights several important issues in merger analysis. One involves the
lon^zstandiu clcLate about the significance of concentration or 111-11 numbers. I hope the data we
rclc^is^d ....^ ill finally put to rest the notion that I -IHI levels hc,%,c nny specific significance, except
,tt % c:; high lcvef s .... Thus, the preeminence that some wcnild Continue to give to concentration or
1It11. numbers is misplaced. State-of-the -art merger analysis h.i, moved well beyond a simplistic
causality of high concentration leading to anticompetitive effects." 23

And finally, Charles James, the recent Assistant Attorney General in charge of the U.S. Depart-
ment's Antitrust Division, stated:

"Over time, economic research seriously undermined fears of low market share mergers and ques-
tioned the overly simplistic reliance on market structure as the [sic] both the beginning and end of
competitive analysis. These new concepts were embraced by the Supreme Court in United States
v. General Dynamics, where the Court held that high market shares alone were insufficient to
block a merger and required a deeper inquiry into the actual, future competitive effects of a merger
.... Today, no U.S. enforcement agency or court would think of rejecting a merger solely based on

structural presumptions from small increases in concentration ...."24

This position regarding HHIs and market shares is reflected in the Merger Guidelines, which
states that, "market share and concentration data provide only the starting paint for analyzing the
competitive impact of a merger ...." 25 Economists and policymakers now recognize that a much
more detailed, fact-intensive analysis is necessary in order to fully understand the competitive
performance of any particular market.

The limited significance that economists and policymakers now attach to HHIs and market
shares stems from the fact that those statistics simply do not reflect factors that can significantly
affect the intensity of competition in a particular market. For example, HHIs and market shares
fail to capture information about the characteristics of buyers, how products are bought or sold,
the extent to which rivals' products are similar, or the ease with which firms can expand sales at
the expense of their rivals. All of th^^.; (and other) factors, however, can dramatically affect the



nature and intensity of competition in a particular ni ukct. A s a result, even markets in which
firms have high market shat cs and HHIs are high can be gtiite competitive.

Economists also recognize that the threat of entry can critically affect the nature and intensity of
competition. In fact, the economic literature on coritcstable markets notes that, if entry is easy, a
market can be very competitive even with very lLm firms and a high HHI.26 Once again, how-
ever, simple market shares and HHIs do not reflect this competitively significant issue.

For these reasons, a reliable competitive effects analysis must go beyond simple HHI calcula-
tions and consider all factors likely to affect competition. Accordingly, the BB report is wrong to
rely on high HHIs to support its claim that the California title insurance market is not "reasona-
bly" competitive. 2 `

C. The BB Report Does Not Properly Analyze Competition

A credible and thorough competitive effects analysis is typically a very fact-intensive investiga-
tion covering many different areas. The following is a list of market considerations that would
likely affect the degree of price, and non-price, competition among firms. The BB report, how-
ever, contains little or no discussion of these factors. This lack of a careful, factually-based
analysis renders the conclusions in the BB report unsupported and unreliable.

The BB Report Fails to Properly Analyze Expansion Possibilities

A particularly important aspect of the competitive analysis of this market is the ease with which
rivals can expand (i.e., increase their sales). A factual inquiry into rivals' ability to expand is
necessary in order to assess the intensity of competition in this market.

The BB report claims that firms with individual market shares of less than 10% made up ap-
proximately 22% of California's 2005 title insurance market.28 The BB report, however, fails to
investigate or analyze those smaller firms' ability to increase market share, and thus provide ad-
ditional competition. Such an investigation could have shown, for example, that the smaller firms
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in this industry have the ability and incenti\ e to increase price or non-price competition ill crdcr
to increase their own sales, and thus their market share.

Having failed to consider the ease with which existing rivals can expand sales, the BB report

cannot claim to have analyzed the connpctitive dynamics of this market. Accordirn,!ly, the BB re-

port cannot credibly claim to have analyzed whether or not there is a "reasorl^lble" degree of

competition in this market.

2. The BB Report Fails to Properly Analyze Entry Conditions

It is well known that entry is a critical aspect of the competitive effects analysis. In fact, the
threat of entry can make even very concentrated markets perform quite competitively:

"Low barriers to entry enable a potential competitor to deter anticompetitive behavior by firms
within the market simply by its ability to enter the market .... Existing firms know that if they col-
lude or exercise market power to charge supracompetitive prices, entry by firms currently not
competing on the market becomes likely, thereby increasing the pressure on them to act competi-
tively."g

"Time after time, we have recognized ... [a] basic fact of economic life: A high market share,
though it may ordinarily raise an inference of monopoly power, will not do so in a market with
low entry barriers or other evidence of a defendant's inability to control prices or exclude competi-
tors." 0

The BB report, however, fails to consider adequately these entry issues. For example, despite
several successful title insurance companies with no significant presence in California (e.g., At-
torneys Title Insurance Fund, Guaranty Title Insurance Co., and Title Resources Guaranty Co.).
Presumably, these title insurers could readily enter the California market and begin competing if
the California market became noncompetitive. The BB report, however, fails to consider this is-
sue. This failure to analyze carefully entry considerations is particularly surprising inasmuch as
entry appears to be a critical consideration in the FTC's previous investigations in the title insur-
ance industry. In particular, the FTC's investigations appear to suggest that, as long as title in-
formation services are available, title insurance markets will be competitive.

Finally, although the. BB report claims that there are large barriers to entry, the report acknowl-
edges that entry has taken place in the CallCurrli'l Mlrket." The report, however, does not recon-
cllc talk CFldcllcc 4
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able as the MI lcport claims, oi- 1^heth^:i- the limited historical entry is indicative of an already
competitive i na rket. 32

By failing to carefully consider these issues, the BB report fails to assess entry considerations
and its effect on competition, thus rendering the report's analysis incomplete ^md unreliable.

3. The BB Report Fails to Properly Analyze Product Differentiation

Economists generally believe that the more similar (homogeneous) are firms' products, the easier
it is for customers to compare rival firms' offerings. This, in turn, can stimulate competition.
Product homogeneity can also facilitate entry and expansion, further increasing competition. On
the other hand, in some markets, homogeneity might facilitate coordination (i.e., collusion), thus
lead to reduced competition.

Despite some contrary evidence, the BB report asserts that title insurance is a homogeneous
product. 33 The BB report does not support that assertion with evidence, however, nor does it dis-
cuss how this homogeneity affects competition in this particular market --- is it likely to increase,
or decrease, competition? Thus, the BB report fails to conduct a key aspect of the competitive
analysis in this market.

4. The BB Report Fails to Properly Analyze Competitive Responses

An important technique for economists to analyze competition in a particular market is to study
how firms respond to changes in that market. For example, how does a firm's price, quality or
service change after a merger? How does a firm's conduct change following entry? How do
firms respond when a rival drops price? Economists may also study other similar geographic
markets (e.g., another state) to understand why competition may differ between states. For ex-
ample, if prices are lower in other states, economists can learn about the determinants of prices
and competition by exploring why those prices are different. Similarly, if service or quality be-
tween states differ, economists can learn about non-price competition by exploring the causes of
those differences. These studies could show, for example, that rapid entry by out-of-state rivals is
easy, that prices and other forms of competition are largely unrelated to the HHI in a particular
state, or that price reductions by one firm tend to be quickly matched by another firm, thus sug-
gesting significant price competition.



motivation behind those price chan^^e>. Finally, the BB report fails to consider the cYtcnf and
cause of title insurance rate dilfcrcncc across states.

By failing to conduct analyses of this type, the BB report again fails to fully analyze the determi-
nants of competition in this market.

5. The BB Report Fails to Properly Analyze Cost Considerations

Although firms' costs and cost structures generally affect the nature of competition in most mar-
kets, the BB report contains very little analysis of how those costs affect competition. For exam-
ple, while the BB report asserts that title insurance companies' costs have been falling as a result
of technology changes, the report does not attempt to quantify those cost reductions. t Indeed,
the report does not even contain evidence documenting its claim that costs have, in fact, been
falling. Similarly, the BB report fails to provide any analysis of how technology changes may
have affected competition, and fails to analyze how changes in California real estate activity may
have affected the costs of providing title insurance, and thus the competitiveness of different
firms.

D. The BB Report Fails to Reconcile its Conclusion with That of the FTC

As the BB report notes, there have been two recent mergers of large title insurers in California:

	

the 1999 merger of Fidelity National Financial and Chicago Title Corporation, and the 2005
merger of First American and United General Title Company.

	

Despite the increase in market concentration caused by these two mergers, once access to local
title plants was ensured, the FTC did not object to either merger. This suggests that, after its
lengthy, fact-intensive investigation, the FTC concluded that entry and expansion in the title in-
surance market is reasonably easy as long as insurers had access to local title plants.

The BB report's conclusion that the California title market is not "reasonably" competitive
clearly contradicts the FTC's findings. The BB report, however, makes no effort to resolve this
contradiction, or to explain why its analyses should be accepted in lieu of the FTC's analyses.

1/1. THE ANALYSES IN THE BB REPO RT CARRY NO WEIGHT
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A. The BB Report Fails to Recognize Significant Data Problems

The California title insurance market consists of three significant t^ pcs of title in-tu tncc^ title
insurance for new and resale homes; rcl7nances; and commercial proP,^rties, Each tvpc of title
insurance involves different h,irtics, di Cfer^nt costs and different markets. For example, commer-
cial title insurance is gcncrull} rc-arded as the most costly to provide, while refinances are gen-
erally regarded as the least ec;stly. The 1313 report, however, does not distinguish between these
types of insurance i n the data that relies upon in its analyses.

This failure to recognize different types of title insurance results in clear errors. Most impor-
tantly, in arguing that there is no price competition among title insurers, the BB report fails to
recognize that for commercial properties, the consumer can be very knowledgeable about title
insurance and will shop for the best rate. Thus, price competition (as well as non-price competi-
tion) is likely to be significant. Similarly, in assessing price changes over time, the 1313 report
fails to distinguish between the different products and how changes in the mix of those products
over time can affect overall prices and costs.

B. The BB Report Incorrectly Relies on HHIs

As previously discussed, professional economists recognize that HHIs can provide very mislead-
ing information about the competitiveness of a particular market. As a result, economists do not
rely on HHIs to conclude that markets are not "reasonably" competitive,

Instead, economists require a more intensive, fact-specific analysis that considers a variety of
factors - factors that experience has shown is critical to evaluate properly the intensity of compe-
tition in any particular market. The 1313 report, however, places excessive reliance on the HHI in
reaching its conclusion about the intensity of competition among California title insurers.

C. The BB Report Incorrectly Assesses Barriers to Entry

As the 1313 report states, "... access to title plant information is not a barrier to entry for under-
tten title companies or title insurers in California - at least in the larger counties." 35 This ac-

cess to title plants facilitates entry into the market by new title insurance companies. In fact, as
PT Vio1l8ly mentioned, once access to title plants was assured, the FTC was appti- ntly suffi-
cienll, ec nk̂ L
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for entry, however, this vague e:kii m provides m) useful information or evidence in support of the
BB report's conclusions. Thin, the B13 report cont'Ans no credible or useful analysis of barriers
to entry.

The BB report Liko bases its claim about barriers to entry on its obsen ^ition that skilled under-
writers with cst tl)lislicd relationships can command very high fees. The. BB report fails to recog-
nize, however, that ti4hilc this may increase an entrant's cost of doing business, it also increases
the costs of incumbents. More significantly, while underwriters may be costly to hire, the BB
report does not claim that an entrant would be unable to obtain their services; in fact, the report
states, "We do not believe the availability of skilled personnel for title examination and escrow
services is a barrier to entry". 37 In other words, it appears that entrants could readily enter the
market, and provide significant competition, by simply hiring away the skilled personnel that are
currently working for incumbent firms.

Thus, with no evidence that entrants would be disadvantaged relative to market incumbents,
there appears to be no real barrier to entry.

D. The BB Report Incorrectly Looks at Profits to Assess Competition

The BB report relies heavily on its finding that California title insurance companies enjoy "ex-
cessive" profits, and that these "excessive" profits demonstrate that the market is not "reasona-
bly" competitive. Yet economists recognize that a firm's profits provides no real information
about the intensity of market competition.

There are several reasons why economists no longer assess competition by looking at firms'
profits. First, economically meaningful measures of profits are notoriously difficult to calculate;
not only do they typically include overhead, joint, and fixed costs, but they may include revenues
from products unrelated to the product at issue .38 Profits are also difficult to interpret in indus-
tries such as title insurance where there is significant year-to-year variation in demand. This is
particularly true with insurance where there is also significant year-to-year variation in costs, and
when claims can be filed many years after policies are written and premiums collected.

The BB rchort clearly illustrates the errors that resr,lt from using profits as in iiidicafor of com-
petition. 1 first, it appears that the BB report incorrc^alv calculate-7 ^rul rehw-is proiIk.
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Finally, profits -- even if correctly measured -- are by no means indicative of a non-competitive

market. In fact, ec(,nomists reccgnize that allowing firms to pursue, and then realize, profits is

thr 13nchpin of comhctitive markets: to motivate competition to "build a better mousetrap," firms

must be allowed to rcah the profit; from that better mousetrap. Thus, even very significant prof-

its can be consistent ^^ ith ^ cry competitive markets.

Thus, the BB report would have been well advised to heed the counsel of noted economist Pro-

fessor Franklin Fisher:

"Economists (and others) who believe that analysis of accounting rates of return will tell them
much ... are deluding themselves. The literature which supposedly relates concentration and eco-
nomic profit rates does no such thing, and examination of absolute or relative accounting rates of
return to draw conclusions about monopoly profits is a totally misleading enterprise. ,41 (p. 253)

E. The BB Report's Price/Cost Sensitivity Analysis is Flawed

The BB report claims that, although title insurance companies' costs have been falling over time,

their rates have not been. 42 The BB report views this claimed lack of a price/cost relationship as

indicative of a lack of competition.43

In fact, the BB report appears to have absolutely no evidence to support its claim that prices have

not been falling. As previously discussed, there is evidence that title insurance companies have

been filing rate reductions and offering discounts, and it appears that the BB report may have

been inappropriately focusing on base rates when, in fact, many policies are instead sold using a

different pricing methodology. In fact, the discounts that title insurance companies offer for elec-

tronically-filed policies or for refinancing soon after the previous title insurance policy was is-

sued, seem to be discounts directly related to the insurer's lower costs. Thus, these two examples

appear to directly contradict the BB report's claim.

Similarly, the BB report provides no support for its claim that title insurance company costs have

been falling over time. Although the report claims that new technology should have lowered
costs, the report provides no evidence in support of that claim. The BB report also fails to recog-
nize that other significant costs may have been increasing over time: as discussed, there are dif-
ferent costs associated with the different types of title insurance (refinances, new/resale, and
commercial), so that changes in the mix of these products over time will affect overall costs.
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Finally, the 13I3 report fails to consider ti^ Nether title insurance companies' labor casts - the larg-
est component of overall costs - may;- c been incrc.isiiz.g over time. Such cost increases might
be expected given the increased rcal cst^tto activity over the last several years that has led to in-

creased title searches, thus increased demand for title insumnee services. As economists know,
increased demand for such service is likely to lead to a higher price for those services. That fun-
damental economic relationship, hou e^ er, is not considered in the BB report.

VII. THE BB REPORT NEVER TESTS WHETHER THE MARKET IS
"REASONABLY" COMPETITIVE

Although the BB report concludes that the California title insurance market is not "reasonably"
competitive, the report never makes clear what it means by "reasonably" competitive. In this sec-
tion, I point out that the report's criteria for a "reasonably" competitive market is subjective, and
not based on basic economic principles.

A. The BB Report Criteria for a "Reasonably Competitive" Market is En-
tirely Subjective

The BB report notes that the title insurance market is not perfectly competitive. This comes as no
surprise - the BB report correctly notes that, in practice, perfect competition never exists." Yet
the report fails to assess the extent to which the title insurance market deviates from this per-

	

fectly competitive ideal, or specify how far a market can deviate from that unachievable ideal
before being judged no longer "reasonably competitive."

The only criteria that the BB report seemingly considers for distinguishing between a market that
is "reasonably competitive," and one that is not, is the HHI. The BB report notes that the Merger

Guidelines refer to markets with HHIs above 1840 as being "highly concentrated." Thus, the BB
report may be equating "reasonably competitive" to "not highly concentrated. ,45 As discussed
above, however, HHIs are an imperfect and frequently misleading measure of market competi-
tion. Thus, if the BB report is assuming that a market is not "reasonably competitive" solely be-
cause the HHI exceeds 1800, then the report is reaching a conclusion that is without evidentiary
support and is contrary to professional economic standards.

Alteni,itively, the 1313 report rii<i^ be equating compctitiN c to the concept of

7:( V,C'^
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tually unobtainable. More generally, the suhicctivity of any "workably competitive" standard has
b^:cn charly tirticulated by Kobel prize winning economist George Stigler:

have a good
graduate linden[ 11, rite Lis ^li^sc,(^iiiou i'n tlic indust:;r in,l icndc, ^; t^r^lict. lr i, cnicial to this test,
ofcoui,L that no

	

be allowed to audy t'i inc?u>tr^^."

Absent details on the criteria that the BB report considers when distinguishing between a "rea-
sonably" competitive market and one that is not, the report's conclusion about the title insurance
market appears to be entirely subjective and without basis.

B. The BB Report Fails To Use An Economically-Based Criteria For Defin-
ing "Reasonable" Competition

Although not discussed in the BB report, the question of what constitutes "reasonable" competi-
tion is very much an economic question. Inasmuch as a lack of "reasonable competition" is re-
quired under the California Insurance Code to determine whether additional rate regulation
should be considered, a market should only be deemed "not reasonably competitive" if consum-
ers are likely to be better off under that more regulated system.

This notion of "reasonably competitive" is, in fact, the generally accepted interpretation among
economists of what constitutes "workable competition." This definition recognizes the common-
sense observation that no system is perfect: both competitive markets and regulated markets have
some imperfections. Given the fact that neither competitive markets nor markets with rate regu-
lation are perfect, what responsible economists and policymakers must do is determine which
system is "best" - even if not perfect. This requires a careful balancing of the likely costs and
benefits of each system. ' As economists recognized over 50 years ago:

"[a]n industry may be judged to be workably competitive when, after the structural characteristics
of its market and the dynamic forces that shaped them have been thoroughly examined, there is no
clearly indicated change that can be effected through public policy measures that would result in
greater social gains than social losses." as (emphasis added)

The BB report, however, does none of the balancing inherent in determining what constitutes
"rcau^r,^^ble" or "workable" competition.
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Thu BB rcluort also fails to even consider -- much less - what problem: mi_z11t arise in an
altcrnati^ , more regulated, these hroblcnis alight include setting the "wrung" regulated rate, dif-
ficullies in atijustirtg regulatc:d rates in response to market chan,_,cs, a nd issues with firms trying
to

	

the regulated system to their own advantage. The significance ofthesc potential prob-
lems has led noted economist Professor Paul Joskow to state:

"Attempts by some states to ;_,o toward more price regulation rather than less should be vigorously

	

dise^7urascd.... Re-uhtr,r5 ^Jte::npting to apply public utility ratemaking procedures to individual
insunu a firms or fur the industry as a whole will be applyinL, , these techniques to an industry
which hits every si nh• characteristic of historical regulatory- dis sters. Since there is no apparent
reas^.^i7 to go this ruute, this can of worms should remain

Thus, the BB report provides absolutely no analysis of whether consumers would be better off
under the current (albeit imperfect) market system or the alternative of more highly regulated
rates. As such, its conclusion that the California title insurance market fails to meet the criteria of
"reasonably competitive" is entirely subjective and without merit.

VIII. SUMMARY

The conclusions in the BB report are based on incorrect economic analyses and an inappropriate
analytical framework. Thus, the BB report's conclusion that there is not a "reasonable" degree of
competition in California's title insurance market has no basis in fact and should be rejected.

In addition, because the BB report fails to define its standard for distinguishing between markets
that do, and do not, exhibit a "reasonable" degree of competition, its conclusion about whether
California's title insurance market is "reasonably competitive" is entirely subjective.

For these reasons, the BB report's conclusions regarding competition deserve no consideration
by public policymakers.
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Review and Comment on "An Analysis of Competition in the California Title
Insurance and Escrow Industry„ by Birny Birnbaum

by
Dr. Jared E. Hazleton

Professor of Finance, Insurance, Real Estate, and Law
University of North Texas

INTRODUCTON

A. Overview and Summary of Conclusions

I have been engaged by Gardere Wayne Sewell LLP (Gardere) to provide
expert economic assistance to Gardere in connection with Gardere's work for its
client, Land America Financial Group, Inc. As part of this engagement, I was
asked to review the report, "An Analysis of Competition in the California Title
Insurance and Escrow Industry," prepared by Birny Birnbaum under contract to
the California Insurance Commissioner (hereafter referred to as the contractor
report).1

Mr. Birnbaum states that he has made a comprehensive analysis of the
state of competition in the market for title insurance and escrow and other related
services in California. Based on this analysis, he concludes that a "reasonable
degree" of competition does not exist in this market.L

My review is based solely on the information and analysis contained in the
contractor's report. Unfortunately, justification for some of the more important
conclusions reached in the report are based on his analysis of data which are not
publicly available (including non-public information redacted for public versions of
this report). Since I have not had access to much of the data and information
relied upon by Mr. Birnbaum in performing his analysis, of necessity my review
must be preliminary. However, as explained below, the analysis itself raises
many serious questions.

The report falls far short of meeting the professional standards of
economists for conducting an analysis of competition in an industry. It relies on a
fifty-year-old methodology for assessing competition that economists no longer
accept ,s !;king Adf ciu^itc. As c )plic,tion of the concept o rc ,ersr competition
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and profitability are superficial at best, and at places misleading. In several
instances, the report makes logical errors in its interpretation of economic factors.
In summary, the report's conclusions regarding competition in this market are
unsupported by the available evidence and based on a faulty analysis of the
industry. They provide no basis for making regulatory decisions about the state
of competition in the California title insurance and escrow services industry.

After completing the first draft of my review, I had an opportunity to read
Dr. Gregory S. Vistnes' and Dr. Nelson R. Lipshutz's analyses of the contractor
report.¢ I agree with their findings which provide additional support for the
conclusions reached in my review.

B Personal Qualifications

I received my BBA degree in Accounting from the University of Oklahoma

	

and my Ph.D. in economics from Rice University. I have been a tenured full
professor in economics, finance, and public policy at the University of Texas, the
University of Washington, Texas A&M University, and the University of North
Texas. I served as Associate Dean of the LBJ School of Public Affairs at UT-
Austin, Dean of the Graduate School of Public Affairs at the University of
Washington, founder and Director of the Center for Business and Economic
Analysis at Texas A&M University, and Dean of the College of Business
Administration at the University of North Texas.

Outside of academics, 1 have served as an Officer in the U.S. Navy, an
officer of the Federal Reserve Bank of Boston, president of the Texas Research
League (a 501c organization doing research on issues of public policy at the
state and local lever, and vice president for economics for Mesa Limited
Partnership (at the time the largest independent oil and gas firm in the nation). I

	

am the author of three books, four monographs, and over 40 professional
publications, and have been a principal investigator on more than $2 million of
research projects sponsored by the National Science Foundation, I have been an
expert witness on economic issues in both federal and state courts.

C. The Market Structure -Conduct-Performance Methodology

Thc, contractor report relies on the market structure -conduct-performance
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this methodology in 1970, I recognize the value of such an approach.' But there
are also major limitations.

Criticisms of the structure -conduct-performance methodology focus on
three defects. First, such an approach is inherently static, neglecting the
dynamics inherent in any industry. Second, it fails to consider the strategic
implications of the interdependency found in most real-world markets in which
firms must consider the reactions of their competitors in adopting their own
competitive strategies. Third, in the absence of a theoretic ideal or norm,
conclusions regarding the workability of competition are not based on science but
on value judgments. As one recent study observed, "The structure -conduct-
performance (SCP) paradigm of the 1950s and 1960s was implemented with little
theoretical guidance" [emphasis added].

	

While the contractor report makes a passing reference to the substantial
body of literature developed in the past three decades which focuses on the
limitations of the structure-conduct-performance approach and provides newer
methodologies for analyzing competition in industries that do not meet the
stringent requirements of the perfect competition model, the report fails to make
use of the insights gained from this research .9 This is demonstrated by its
preoccupation with concentration ratios and Herfindahl-Hirschman indices, its
failure to recognize the implications of product differentiation, its incomplete
analysis of barriers to entry, and its reliance on returns on equity based on
accounting conventions to judge the competitiveness of the industry.

Despite its theoretical limitations, however, the market structure -conduct-

	

performance paradigm provides a useful framework for studying an industry and I
have used it to organize my review of the contractor report.

IL MARKET STRUCTURE

A. Market Definition

The contractor report defines the relevant product market as
encompassing title insurance, escrow services, and other services,'() The title
insur-:x_ ,-)mponent involv: title search, examination, and commitment,
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component, the contractor report again cites industry sources that enumerate no
less than 21 instruments and five additional activities.

In this study, the relevant geographic market is defined as including a
county or regional group of counties. The contractor report fails to make clear
that the basis for differentiating one local market from another is not only
geographical distance, but also jurisdictional independence. Title search and
examination are tied to the records of local jurisdictions and their record systems
which make each local market unique.

The contractor report also fails to make clear that the products being
provided are financial services, not commodities. While insurance is an important
part of the product, helping sustain the stability of the real estate marketplace,
services constitute over 90% of the product. Finally, the contractor report also
fails to clearly indicate that some firms in the industry provide all of these
services, directly or through their agents, while others provide only a subset of
these services. While title search, examination, and issuance, as well as escrow
and related services are highly localized businesses, title insurance is
underwritten by large national companies that usually operate in many states.
These are important distinctions in analyzing the geographic structure of the
industry and the nature of the competitive environment in each market segment.

B. Characterization of the Product

After providing an expansive definition of the relevant product market for
title insurance and escrow services, the contractor report describes the product
as being homogeneous." With homogeneous products, the customer is
assumed to be indifferent as to which product he purchases, since the products
provided by industry suppliers are perceived to be in all aspects identical. In
other words, the contractor report is alleging that the sizeable array of
specialized financial and legal services that are characterized as the title
insurance and escrow services market could be provided much like the
standardized $10,000 accidental life insurance policy that used to be sold
through airport kiosks. Nothing could be further from the truth. Title insurance
and escrow services are not homogeneous products. They are differentiated in
many ways.
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certainly true of title transactions. Title and escrow transactions are not identical.
Each is a unique event, usually in^vo'ving several parties with distinctly different
interests and a specific piece of property. As the contractor report shows, in
addition to title insurance, a title transaction may involve provision of a number of
escrow services, preparation and execution of one or more ancillary instruments,
and carrying out several related activities. The mix of services provided varies
widely, making the service differentiated, rather than homogeneous.

Title insurance and escrow and other related services have an important
time dimension. Anyone who has needed to close on a house in time to meet a
residency requirement for local schools or to take advantage of a favorable loan
commitment before it expires can attest to the value of timely performance.
Response time is a significant aspect of the value consumers place on the
product. Speed is also important to the other parties usually involved in closing.
Real estate agents do not get paid and lenders do not begin receiving interest
until the sale closes. The importance of timely performance contributes to making
these services differentiated, rather than homogeneous.

Accuracy is another dimension of title insurance and escrow services.
The purchase of real property is made much more complex by the need to
comply with a large number of federal and state laws and regulations, relating to
real property usage, development and financing, that require extensive
disclosure. In addition, the existence of a national (if not world-wide) secondary
market in mortgages, itself a product of public policy, has resulted in the need for
lenders to carefully standardize and document their loans so that they may be
marketable directly or as collateral for other securities. Thus, both lenders and
buyers of property place great emphasis on reduction in errors and last minute
changes. This need for accuracy also makes title insurance and escrow services
differentiable, not homogeneous.

The title insurance and escrow services market is also characterized by a
number of intangibles that add value for consumers. For example, consumers
appreciate having a convenient location for the office. As suburbanization
continues, title companies must incur costs to establish new offices to serve
emerging markets. Anyone who has ever sat through a real estate closing
recognizes the value of efficient, well-organized, thorough, pleasant, and
convenient service. These intangibles contribute to a consumers perception of
the cjuMT ci t'le sc,r,.,iue
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geographical dimension of title insurance contributes to the differentiation of the
product.

In summary, the title insurance and escrow services industry produces
financial services that are differentiated in a number of ways: by the mix of
services being provided, by the timeliness of the delivery, by the accuracy of the
products, by intangible factors such as convenience and efficiency that add to the
value of the overall experience, and by jurisdictional differences in the availability
and extent of the records required for title research and clearing. It is inaccurate
to label them homogeneous products.

The contractor report's assertion that the title insurance, escrow services,
and other related services markets produce a homogeneous product is critical to
its decision to define competition solely on the basis of price and ignore nonprice
competition. If the product is homogeneous, an analysis of competition should
focus solely on prices. If suppliers produce a product that is identical in every
respect to the product being produced by their competitors, then the only
dimension of competition permitted is price. However, if the industry produces
differentiated products, economists would analyze and evaluate competition in
much broader terms encompassing the various aspects of nonpriee competition.

C. Demand

The contractor report concludes that demand inelasticity at the industry
level means that "...sellers, as a group or individually, could raise the price of
title insurance and escrow services without seeing any decline in the quantity of
title insurance policies or escrow services demanded" [emphasis added].' This
conclusion is logically inconsistent with the contractor report's characterization of
the product as being homogeneous. If title insurance and escrow services
constitute a homogeneous product, then it would be impossible for any seller to
raise its price above the market clearing level without losing all of its sales. The
demand curve facing each firm is totally elastic (i.e., the firm can sell all it can
produce at the market price).

Even if the assumption of homogeneity is relaxed, the contractor report's
conclusion remains incorrect. As Stanford University economist and former
chains iL^n of the President's Council of Economic Advisors, Joseph Stiglitz

-;rves. in the situations where t` care ^^re a 'i; nited number of firms, producing
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that if it lowers the price it can capture some but not all sales from other
firms; and if it raises its prices it will lose some but not all of its
customers."13

	

In other words, while industry demand is inelastic, as indicated by a vertical
demand curve showing that the firm can sell its output at any price, the demand
curve facing individual firms in the industry is downward sloping.

With a downward-sloping demand curve, the amount of sales lost or
gained when a firm changes its price depends on how its competitors react.
Economist James W. Friedman explains the conjectural interdependency of firms
in concentrated local markets with this analogy:

"Imagine, for example, a town with four home mortgage lenders in a nation
with no national mortgage market. Each lender must select a mortgage
interest rate and will, let us say, lend to all qualified applicants. Applicants
will not all automatically go to the lender offering the lowest rate, because
other details of the contract may differ, not all applicants will undertake the

	

cost of fully informing themselves on alternative lenders, and some will
have lenders with which they prefer to deal (provided the cost of doing
so is not too high). However, any change in terms offered by one lender
will affect the rate of flow of applicants to each other lender. An
interest rate change for one may be profitable or unprofitable, depending
on the subsequent rate adjustments the others make as a result of the
initial lender's change.04

While the number of sellers of title insurance and escrow services is greater than
four in most local markets, the competitive situation facing these sellers is very
similar to that described in this analogy.

D. Industry Supply

The title insurance and escrow services industry in California consists of
title insurers, underwritten title companies that are affiliated with a title insurer,
and underwritten title companies that are unaffiliated. Each type of entity sells
title policies. Table 1 of the contractor report indicates that the premium share of
direcl sales ^y title; companies fell precipi . asiy between 1995 and 1998. No
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written premiums in California. The contractor report alleges that this level of
industry concentration is "...inconsistent with competitive markets.,>15 While this
level of concentration does indicate that the structure of the segment of the
industry that underwrites title insurance does not fit the ideal conditions of perfect
competition, as noted in the contractor report, this is a statement that could be
made about virtually all real world industries.'' Economists recognize that in and
of themselves, market shares say nothing about the extent of competition in an
industry.

By combining affiliated underwritten title companies with their parent
insurer into insurer groups, the contractor report understates the degree of
competition present in the markets for title insurance and escrow services.
Affiliated title companies compete for business not only with unaffiliated title
companies, but also with other members of their corporate family. And both
affiliated and unaffiliated title companies compete with direct sales by insurers.
Since agent compensation is based on the amount of premium generated, there
is an incentive for each affiliated company to outperform its peers. As the
contractor report notes, "These entities are fighting for a share of a fixed demand
from home buyers and borrowers.07 This can be seen by the fact that members
of one insurer group often file separate rates. Even where all members of an
insurer group operate under one set of rate filings, they compete for business on
the basis of the quality of the services offered. The contractor report emphasizes
the aggressive efforts by title insurers and underwritten title companies to recruit
staff who can generate high premium volume.18

The contractor report ignores the competitive forces in play in title
insurance and escrow services markets and focuses instead on the degree of
concentration as measured by the Herfindahl-Hirschman Index (HHI).
Economists and judges have long recognized that the HHI is simply a starting
point for analyzing the degree of competition in a market, not a direct measure of
competition. Since the HHI measures only the share of firms in a market, it
ignores the competitive impact of potential competition from firms that might
enter the industry or from existing firms that might expand their market share.

Although the contractor report defines the relevant market to include not
only title insurance but escrow, closing, and other related services, nowhere in
the rupc)il is there e- ridence as to the number of suppliers of escrow and other
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E. Conditions of Entry and Exit

One of the most important factors used by economists to assess
competition in an industry is the ease of entry and exit. An analysis of entry
begins by examining the record. Has there been entry over time? Have firms
exited the industry? If entry and exit have occurred, there is a presumption that
the industry is competitive. The second step of the analysis would be to examine
whether or not there are barriers to entry. There is an extensive literature
reporting the results of research by economists on the subject of barriers to entry.
Where barriers to entry are nonexistent, or low, economists consider that the
market is "contestable."'9 In such a situation, high concentration and other
market imperfections need not result in noncompetitive results.

The contractor report indicates that in the title insurer segment of the
industry rather than entry there has been extensive consolidation via mergers
and acquisitions. It notes that the number of title insurers operating in California
rose from 19 in 1995 to 21 in 2004, but the number of insurer groups (i.e. related
insurers combined under a holding company arrangement) fell over this period
from 12 to 11.20 The contractor report observes that this absence of entry is
"...surprising because of dramatic increases in title premiums (due to major
increases in the number of transactions and the average sales price of homes)
and because of high profitability."2'

Having raised the question, one might expect the contractor report to
provide an analysis of the reasons why new title insurers have not entered the
market. Instead, the contractor report observes: "There has been considerable
consolidation and growth in concentration in the title insurance industry on a
countrywide basis...."2 This would indicate that whatever is causing
consolidation among title insurers, it is not related to competitive conditions in
California.

The contractor report also asserts that the number of established
underwritten title companies in California has declined gradually over time. The
reason given for this trend is that national title insurers have acquired local
underwritten companies and independent escrow companies and incorporated
them into existing underwritten title company structure. In otht=r words, the
acquired com ;_anies rem n in the rr^rket, they hav e riot dis^ippc.^ireci. And -.is
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The contractor report also asserts that "some new underwritten title
companies have been created," but observes "...the number is small and the
ones created have been controlled business arrangements. ,24 Rather than
present actual data, the contractor report states that evidence of this trend can
be found in examples, but notes that they are contained in "non-public
information redacted for public version [sic] of this report." 25 The failure of the
contractor report to provide explicit data on entry and exit from this segment of
the industry is difficult to understand. Since underwritten title companies are
required to obtain a license from the California Department of Insurance (DOI), it
would seem a simple matter to determine their number. The failure to do so
represents a major omission in the contractor report.

If, as alleged in the contractor report, there has been limited entry into the
underwritten title company segments of the industry, an analysis of entry
conditions is needed. Performing such an analysis is not an easy task. As one
study by prominent economists notes:

"Defining the relevant set of entry conditions has proven to be a difficult
and controversial subject in industrial organization. Nevertheless, here
are some questions one needs to ask in order to assess entry conditions:
How many prospective firms have the ability to enter in a reasonable
length of time? How long does it take to enter the industry? How costly is
entry? Will a new firm be at a disadvantage vis-a-vis established firms?
Does a new firm have access to the same technology, the same products,
the same information? Is it costly to exit the industry? ,26

The contractor report concludes that the only barrier to entry into the title
insurance and escrow services industry in California is established business
relationships between underwritten title insurance companies and real estate
brokers, lenders, homebuilders, and mortgage brokers.27 But it provides no
evidence to support this assertion other than the observation that there is
"intense competition" among title companies for the services of individuals who
have established relationships with these entities (based on plaintiffs' briefs in
pending lawsuits). In other words, the established business relationship which
the report claims restricts entry into the market can be obtained simply by hiring
individuals who have such relationships. Given the large number of individuals
employed in the real estate, banking, iromebuilding, and mortgage banking
f J! strleS _

	

i'I 0; ll^z. ti «, "E? 'iJCi `^t.

	

af^s^ 2 TO be ^^i

	

this Cf {lC



This is not to diminish the expertise and knowledge required to assemble,
analyze, and distribute the information necessary to complete a real estate
transaction. UndeIwriting expertise is also required to identify the appropriate
endorsements to add to the polie,3 in order to respond to title issues. The
industry professionals who carry out these tasks are essential. Their efforts add
security to what is often the consumer's single most valuable asset and make
possible a smoothly functioning real estate market. Nonetheless, as the
contractor report notes, "We do not believe the availability of skilled personnel for
title examination and escrow services is a barrier to entry. ,28

A potential barrier to entry that is not mentioned in the contractor report is
the licensing requirement. To the extent that regulatory licensing is not timely or
efficient, it may pose a barrier to new entrants or to the expansion of existing
participants. Thus, one step that might result in improvements in competition in
California title insurance and escrow services markets would be examine the
potential role of licensing in limiting entry.

The failure of the contractor report to provide persuasive evidence of the
existence of significant barriers to entry into the California title insurance, escrow
services, and other related services market not only casts doubt on its allegation
that the industry earns excessive profits but also indicates that concentration in
the industry does not preclude "reasonable" competition. As noted previously,
where barriers to entry are nonexistent, or low, i. e., contestable, high
concentration need not result in noncompetitive results. The evidence indicates
that the California title insurance, escrow and other related services market is
contestable.

Ill. MARKET BEHAVIOR

A. The Existence of "Reverse" Competition

The analysis of market behavior presented in the contractor report
proceeds from the allegation that the market for title insurance, escrow services,
and other services related to the transfer of real property in California can be

29explained primarily in terms of the concept of "reverse" competition.
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or graduate level or in the extensive literature dealing with industrial organization.
In short, it is not a term of art in economics.

The term appears to have originated in a 1977 U.S. Department of Justice
study. 1 The DOJ study focused on analyzing the effects of state regulation on
the pricing and distribution of insurance after the passage of the 1945 McCarran-
Ferguson Act. That act ratified the states' power to regulate insurance and
provided an antitrust exemption for private concerted price-fixing activities which
were subject to state regulation. The study concluded that "...an alternative
scheme of regulation, without McCarran Act antitrust protection would be in the
public interest. ,32

The DOJ study devoted 36 of its 372 pages to what it termed "special
problem lines," including title insurance, credit life and credit health insurance,
and life insurance, noting:

"The primary focus of this Report has been on the P-L lines of
insurance. Our less extensive consideration of some other lines,
however, has revealed some special problems, which may call
for different conclusions on whether these lines may be written
on a fully competitive basis without any regulatory oversight.
We discuss below some particular problems presented,
including the phenomenon of `reverse competition."' ss

In passages that have been frequently cited in subsequent regulatory
proceedings and featured prominently in the contractor report, the DOJ report
describes what it labels reverse competition in title insurance markets:

"Due to the lack of time, lack of knowledge, and lack of interest the
purchaser of a title insurance policy frequently exerts little, if any, influence
on the selection of sellers. Although the person who pays for the title
insurance policy could determine the seller, he usually does not, relying,
instead, on his real estate broker, mortgage banker, or attorney to direct
the business to the most suitable insurer."

"In other words, competition in the title insurance business is directed at
the producer of business rather than the consumer. A title company
ti IIsh rig tc i ^^re<ase its s, r,
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brokers, bankers, and attorneys who are in position to direct title insurance
business to it. The most direct manner of influencing this business is to
grant the producer of business a fee, commission, rebate, or kickback - to
the detriment of the title insurance purchaser. This is the phenomenon of
reverse competition. "34

Marketing to intermediaries is a common phenomenon in our economy.
Textbook publishers primarily market their products to the professors who select

	

the textbooks, rather than to students who purchase them. The pharmaceutical
industry, until very recently, directed almost all of its marketing efforts to doctors
who prescribe the medicines, rather than to their patients who purchased them.
In virtually all manufacturing industries, a portion of marketing budgets is directed
toward purchasing agents rather than to ultimate consumers. However, the DOJ
report alleges that reverse competition in the title insurance industry is harmful to
consumers because it "...drives up title costs as insurers strive to pay higher
commissions and kickbacks to real estate settlement producers. ,35

Although the contractor report devotes more than 30 pages to reverse
competition, it breaks no new ground. It cites "numerous studies and reports
[that] have described the reverse-competitive structure of title insurance
markets." 35 in addition to the 1977 DOJ study, these include lengthy excepts from
testimony in various title rate hearings in Texas as well as several long citations
from plaintiffs' briefs in lawsuits (hardly an objective source of information).
Given the importance placed by the contractor report on the DOJ study, it is
worthwhile to examine that study more closely.

For its description of the title insurance industry, the DOJ study apparently
relied on a 1964 dissertation by a student at the University of Southern
California .37 The DOJ study presents no independently developed economic
analysis of the industry. It contains neither a description of the relevant product
nor a definition of the relevant market. It provides no information on the number
of suppliers. it fails to consider conditions of entry and exit. It contains no
analysis of pricing or profits in the industry.

While the contractor report contains lengthy quotes from the 1977 DOJ
study, it fails to note the conclusions reached by that study.
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believe that further study of the reverse competition problem is
required...jemphasis added].38

Unfortunately, in the nearly 40 years since the DOJ report was released,
observer after observer, including the contractor, simply assert its existence
without adding the qualification that the DOJ characterization of the industry in
terms of reverse competition is tentative and requires further study. None
provide more than a cursory description of the competitive forces in title and
escrow services markets. Given the importance placed on the existence of
reverse competition, it is useful to examine in some detail the applicability of this
decades-old description of the industry to the title insurance and escrow and
other related services industry in California today.

The existence and significance of reverse competition is based on the
assumption that decisions regarding which provider of title and escrow and other
related services to use is made by intermediaries, rather than by the consumers
who pay for these services. Although it is recognized that consumers are free to
select their own supplier, the existence of reverse competition depends on the
assumption that they do not. But how valid is this assumption?

It is true that title insurance, as well as escrow and other related services,
are bought by many consumers who have neither the experience, knowledge nor
interest to evaluate alternative suppliers. But it is also true that these services
are often purchased by real estate professionals - entrepreneurs, lenders,
developers, and builders - who know the market and have a vested interest in
achieving the lowest possible price. For example, some national mortgage
lenders put out requests for proposals inviting title insurers to submit bids. In
refinance transactions, where the magnitude of closing costs becomes a
significant competitive factor, many lending institutions are offering to absorb part
or all of these costs in order to make an attractive loan. It is important to
recognize that for competition to occur, it is not necessary that every consumer
or even that most consumers be price-sensitive and knowledgeable. It is
sufficient that those who are price-sensitive and knowledgeable are able to exert
influence.

Reverse competition also assumes that the marketing efforts of firms

	

providing titl(: insu^arce and escrow and related services produce little or no
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higher quality product in order to attract more business. All of the parties in a
real estate transaction are interested in timely, accurate, efficient, and convenient
service. The fact that quality improvements benefit all parties to the transaction,
and not just the party paying for the service, should not obscure the fact that the
payer is benefiting.

To the extent that advertising presents information of use to consumers, it
promotes a more competitive market. To the extent that it persuades consumers
to purchase more of a product than they otherwise would, advertising can
expand the market, enabling producers (and indirectly consumers) to reap the
benefits of economies of scale. Admittedly, some advertising is aimed simply at
preserving or increasing a firm's market share. But it is very difficult a priori to
differentiate between beneficial advertising and non-beneficial advertising, and
economists as a rule make no attempt to do so.

Economists also recognize that marketing involves not only advertising but
the positioning of the product within the market and differentiating it from the
products being offered by competitors. This differentiation is viewed as an
important dimension of competition, especially in industries where a few sellers
are producing a non-homogeneous (differentiable) product. To put the matter
somewhat differently, consumers are concerned with the perceived quality of the
product as well as its price.

The notion of reverse competition adds little to the above discussion.
Some marketing efforts of title insurance firms inform consumers (directly or
indirectly through their agents). Given the inelastic nature of demand, advertising
in the title insurance and escrow and other services industry is unlikely to expand
the market by persuading consumers to consume more of the product. But
efforts by firms providing title insurance, escrow and other related services to
differentiate their product from those of competitors frequently provide value to
consumers, enhancing the perceived quality of the service.

Explications of reverse competition assume that title insurers are
unconstrained in their ability to pass forward cost increases to consumers. The
implication is that all market power exists in the hands of suppliers. A priori there
is little to suggest that suppliers of title insurance and escrow and related
services vre monopolists who can be assumed to have total market power and to
be aU,c to irldOPCrIC'er;tly iF f ,min
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and earning above normal profits is likely to induce entry. There are a number of
large title insurers who are not represented in the California market that
represent potential entrants. Firms in one local market (county) can and often do
expand operations into nearby counties. However, it is not necessary that firms
actually enter the market for their influence to be felt. The potential for entry acts
as a check against existing firms raising their prices. This means that title
companies are unable to pass forward higher costs to consumers without
incurring the risk of entry.

Reverse competition assumes that intermediaries representing the interest

	

of consumers (real estate brokers, lenders, mortgage bankers, attorneys, etc.)
can extort favors from the suppliers of title insurance and escrow and related
services.

	

For example, the contractor report cites a State of California
Department of Insurance Bulletin 80-12 (December 24, 1980) which states:

"While the representative has a fiduciary relationship to the purchaser or
seller, cost or service features of the transaction of potential benefit to the
purchaser or seller may be subordinated to other considerations found to
be personally desirable or beneficial to the representative. As a result the
opportunity for enrichment of the representative may be placed in a higher
order of priority than the opportunity of securing for the person required to
pay for the policy of title insurance the best product in terms of cost or
service."39

In other words, in title insurance and escrow and related services, as in other
areas where intermediaries represent the interest of their customers, the
potential exists for abuse.

As the contractor report emphasizes, it is certainly possible to find
numerous instances of rebating. However, the instances cited represent an
extremely small number compared to the large number and dollar volume of title
transactions conducted each year (e.g., three million transactions and $3.5 billion
in premiums in California alone).

Thus, while offering inducements for referrals may not be practical or
profitable as a competitive strategy, it may work to the advantage of individuai
sales agents seeking to increase their income. (in many instances, their
compensatio;, is it t;Cl to v-1:

34
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Economic theory indicates that reverse competition is not an effective
competitive strategy. Empirical evidence supports the conclusion that its
presence is both limited in extent and sporadic. Neither the contractor report nor
any other analysis of reverse competition provides evidence that it has raised
prices. Offering inducements or rebates for title insurance is a violation of both
federal and state law. The most effective public policy for combating the isolated
instances where inducements for referrals are discovered is to enforce the law.

But the advocates of the existence of reverse competition do not limit their
condemnation of the practice to instances in which title companies pay rebates,
commissions, kickbacks, etc., to those who refer business to them. The
contractor report cites with apparent approval the startling conclusion reached by
a staff report to the State Board of Insurance in Texas that "The market failures
which allow these problems [of reverse competition] to occur call into question
almost every type of expenditure by the title industry. '40 Thus, the contractor
report alleges that when title companies incur costs to improve services they
harm consumers. In other words, normal competitive behavior is condemned.

Implicitly, reverse competition assumes that prices paid by consumers are
higher than they would otherwise be. But none of the allegations of reverse
competition discuss what pricing would result if title companies and providers of
escrow and other services didn't market their products to the agents of
consumers. Clearly, if all consumers of title insurance and escrow and related
services had to determine on their own the best source of supply, they would
have to incur significant costs. The very fact that many do not choose to incur
such costs provides evidence that reliance on intermediaries is deemed by these
consumers to be cost effective.

Common sense would also support the view that where expertise is
required to determine the quality of service, it is much more efficient and, in the
long run, less costly to consumers for firms to market their products to
knowledgeable intermediaries rather than to consumers themselves. For
example, until recently, pharmaceutical companies marketed their drugs to
doctors, rather than to patients. Now one can hardly turn on the television or
pick-up a magazine without being bombarded by advertisements for prescription
drugs. Does anyone doubt that the decision to market to the general public has
increased the ccsts of pharmaceutical companies and that consumers now pay a
higher :;ost {ear these dazca-,Y
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Rev-^r,Lre Service a,.;d an arbitrary surchGrgc (say 2%) to thcc t^;xes of every
s'-t L;rl, ili,gal actions of a

	

.„inority oftaxpal;C;rs?

Reduc`rig the rates f(-i til (' `insurance `;o penalize the industry for the illegal
actions of f e,,, cf its members raises s6c ncas regulatory issue. When carried
out over successive rating periods, arbitrary reductions in rates could result in a
steady diminution of industry pr, -_s endangering the ability of providers to attract
capital and remain in business.

B. The Problem Posed by Controlled Business Arrangements

Given the emphasis on reverse competition as set forth in the 1977 DOJ
study, controlled business arrangements pose a major difficulty for the
contractor. Controlled business arrangements "...refer to business organizations
with joint ownership by a title insurance company, underwritten title company,
real estate agent, developer, mortgage broker, lender or other entity in a position
to refer business to a title insurer or underwritten title company,"41 In its
discussion of reverse competition, the contractor report had quoted the
conclusions of the 1977 DOJ study regarding controlled business arrangements:

"To sum up the major evils of controlled title companies, where a real
estate settlement producer is able to direct the purchaser of a title
insurance policy to a particular title company and at the same time that
producer owns the title insurance company, the purchaser is likely to end
up 1) paying unreasonably high premiums, 2) accepting unusually poor
service, or 3) accepting faulty title examination and policies from the
controlled title company. ,42

The contractor report notes, however, that the California Insurance Code
12397 "...requires any applicant for a title insurance company or underwritten
title company license to indicate its intent to actively compete in each county
where it conducts business and to indicate in its license application a plan of
operations that `will not involve reliance for more than 50% of its closed title
orders from controlled business sources. "4 The Code also states:
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To escape tFis dilemma, the contra---nor report asserts: "The determination
of whether a reas ray i^ degree of

	

exists in the business of title
insurance in California requires a far brcaa(--r analysis than the narrow test for
one type of entity as set out in the controlled business sections of California
law.' It then provides two examples of where a broader analysis is required: 1)
wh€ rc,

	

rebating is found; and 2) where there is only one title company in a
county. "Both of these situations would indicate the absence of a reasonable
degree of competition, even with no controlled business arrangements
present, ,46

Taken at face value, this statement suggests that in markets in which
there is more than one title company present and where illegal rebating is not
found, even in the absence of a controlled business arrangement there must be a
presumption that a reasonable degree of competition exists. It should also be
noted that the contractor report's equating of illegal rebating and the absence of
a reasonable degree of competition raises an important issue. Does a single
instance of illegal rebating provide a justification for concluding that the entire
market fails to exhibit a reasonable degree of competition? If not, how
widespread would the rebating practice have to be to reach such a conclusion?
What is reasonable? The contractor report fails to provide any answers to these
important questions.

Even where a controlled business arrangement passes the 50% test, the
contractor report indicates that its presence in the market can be seen as
indicating that a reasonable degree of competition does not exist: "Consequently,
the presence of controlled business arrangements is one factor in evaluating
whether a reasonable degree of competition exists in a California title insurance
and escrow market. ,47
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includ',r q di^/ersification by a single firm into the provision of additiol-al
COMP ^r,e^-rav services -- mas been ;fit consumers in a variety
Regul atc-, efforts to interfere wits such arrangements should not L
undertaken in the absence of a strcnj, showing that they are economically
harmful to consumers. We are not

	

that any such showing has been
made. Further, to the extent that there is competition among the providers
of these services, any referral fees or other similar payments that a
provider receives (perhaps because of the controlled lousiness
arrangements) are likely to be passed on (because of the forces of
competition) partly or wholly to consumers through lower prices for the
services. Accordingly, we do not believe such arrangements should be

48prohibited by federal law [emphasis added]."

After noting that their view of controlled business arrangements is based upon
study and economic analysis undertaken subsequent to the issuance of the
Department's 1977 Insurance Report, the letter states, "...to the extent that the
views stated in this letter are inconsistent with the findings and conclusions of
that Report concerning controlled business arrangements, those findings and
conclusions do not represent the current views of the Department of Justice on
this subject."g

The 1983 DOJ conclusions regarding the economic beneficial impacts of
controlled business arrangements cast doubt on the validity of applying the
reverse competition paradigm to title insurance and escrow services markets.
The economic logic underlying the DOJ's conclusions relating to controlled
business arrangements suggests that it does not accept the assumptions of
reverse competition as applying to the market for title insurance and escrow
services.

C. Behavior of Prices for Title Insurance and Escrow Services

The contractor report concludes that the California title insurance and
escrow services markets are not price competitive. It bas,^s its conclusion on the
allegation that "...the rates of the ni-,,,-Jor insurers are very sirrilar. The absence of
clve,cri;_y among filed
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As nctf rJ4 contractor report states gnat the product being sold in
the Ca c ri Title I S,L r ^c -no escrow services :nUUSt^s is homogeneous. This
means teat cor,sum,_-s .vc^jld perceive the product sold :ay any one competitor as
being complete .

	

to the products being sold by all other competitors.
Under such conditions, there could be no price differences among

	

competitors. Any firm that raised its price above the market price would lose all
of its customers. {given the expressed view that the product is homogeneous, the
contactor report is being internally inconsistent in assessing the degree of
competition in terms of price differences among suppEiers. If the product is
homogeneous, then it is inappropriate for the contractor report to assess the
state of competition on the basis of the extent of price differences. On the other
hand, if there are price differences, then the product is not homogeneous and
any assessment of competition should include both price and non-price factors.

As we have seen, the product being sold in the California title insurance
and escrow services industry is not homogeneous, but differentiated. Thus, one
might expect some differences in prices among competitors. However, the
magnitude of differences in prices would be expected to be small given the
number of competitors in the market. While alleging that the rates of the major
issuers are very similar, the contractor report nonetheless shows that the base
rate premiums filed by seven major insurers for a $500,000 owner's policy over
the period 1998-2005 ranged from 3.4% above to 5.9% below the simple
average.' (Charts 6 and 7 on pages 89-90 of the contractor report are perfect
examples of how to mislead with statistics. By charting premium charges on a
scale from $0 to $2,000 in one chart and $0 to $1,600 in the other, the report
exaggerates the flatness of rates. Had the report used a scale of 0 to $1 million,
the rates would have appeared to be identical!)

By only including the base rates filed by the major insurers, and omitting
the base rates filed by all other insurers, the report significantly understates
the actual extent of price differences. This understatement is magnified by the
fact that the report focuses only on base rates, ignoring the fact that much of the
price competition in the title insurance and escrow market occurs through the
filing of special rates that o ",-.r discounts from the base rate. This s especially
trur .,'th respe( to
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i.^rorrn ; iar^ and do riot Gc^or in discounts or surcharges which may be applicable
tu l oar ur:,^t_,iJ ^31G z,

The contractor report presents data sho,,: ,lg that the volume cf Zit.'-
insurance p-emiums varies °r v ,rear-to-year. It then concludes that it would
be expe^ eiJ, Jv(.;n the high fixed costs in the industry, that prices would vary
over time i re

	

sh,_,nse to these changing economic conditions, falling in good
years and risinu bad years.53

Assuming for the moment that the filed rates do reflect actual prices, how
valid is the argument that these rates should fall in good years and rise in bad
years? Economic theory would suggest just the opposite. When demand for a
product falls, one would expect prices to fall, not rise as the contractor report
asserts. And in periods of slow real estate activity and declining home values, we
would expect insurers to lower, not raise, rates.

Now is this conclusion that rates should fall in good times and rise in bad
times, which defies both common sense and the maxims of economic theory,
reached? The contractor report argues that since real estate activity and home
values have risen significantly in California, we would expect title insurers to have
lowered rates several times to reflect lower costs of production per unit
sold. This statement appears to reflect a misconception, common among
introductory economics students, confusing average and marginal costs.

Economic theory holds that the profit-maximizing price under any form of
market structure is determined by equating marginal cost and marginal revenue.
Fixed costs by definition are fixed, they don't impact marginal costs. Therefore,
they don't impact the profit-maximizing price. While it is true that given high fixed
costs, average costs are likely to fall when output rises, that fact is irrelevant in
determining the profit-maximizing price.

Economic theory also holds that when demand expands price rises. The
extent of the rise depends on the magnitude of the increase in demand and the
shape of 1 ne industry supply curve (both short-run and long-run). Only if the
industrl 'cf-c:-r_.:i_,apply curve is perfectly elastic would it he
p c ..
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costs have, in tug , iGlien. No information is g ven on p(,rscnnei costs and ho"rr
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time. No data arc, rc ^I 1 .e ^ssLs o auficrloi
F,iaen though presumably the contractor had ^ ccc;ss Ls reports filed Ly title
companies ,v th Life California Depart^-i-ent cf 'r^surance, he hGs E,pparently drawn
conclusions regarding industry ccs s %ift i.,L ^,ru(,zing this data.

The contractor report alleges mat stable prices in the face of declining costs
are proof that the title and escrow and related services industry is

56noncompetitive. While, as noted above, no data is presented on costs and the
price data cited in the contractor report is quite limited and selective, stable
prices would be consistent with what one would predict in a competitive industry
with an elastic supply curve and expanding demand. An elastic supply curve
means that when demand rises, either new firms enter or existing firms expand
their capacity without incurring higher average costs. This implies an absence of
barriers to entry.

Finally, the contractor report presents some limited data on escrow fees
for different transactions amounts filed for selected counties in California that
show significant variation, both between firms and between counties.' Once
again, these data are not actual prices but filed rates and are limited to a few
selected firms. Nonetheless, they do reflect sensitivity and responsiveness to
local market conditions in setting prices. Yet the contractor report concludes that
a reasonable degree of competition does not exist in the escrow and other
related services market. That conclusion is contradicted by the data on escrow
services prices contained in the contractor report.

IV. MARKET PERFORMANCE

A. Profit Levels

After stating unequivocally that "There is insufficient information available
to determine the profitability of the title insurance business in California,"5 the
contractor report nonetheless alleges that firms in the industry earn "excessive"
profits, 59
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The conf E,ctor re=port also co iuG s ti-iai underwritten. fit;( companies in
California earned net income In 20-04 cci^al to 32.3: of shareholder
equity. 63 The &is o- . hich this conclusion is baba; i,,ave not been made public.
It is important to .^rc;ersLand, ho,vever, that return on equity is not always a valid
measure of proiiab:!iiy. In srnafi firms producing financial services, the amount
of equity may be very small. For such firms, net income often is more of a return
on the owners' human capital than on their financial capital.

It is also important to note that title insurance and escrow services industry
revenues vary considerably over time, due to the cyclical nature of real estate
markets. The contractor report opted to present profitability data for underwritten
title companies for 2003 and 2004, a period of unusually high industry activity.
The contractor report presents data only on average profits. Yet a central issue
in analyzing profitability is risk. To analyze risk it is necessary to have data on
profits over the entire cycle, including both good and bad years, and to have data
on profits by firm. Rather than relying on average returns for one or two years, a
thorough analysis of profitability would be based on a study of variability across
years and among firms in each segment of the industry. The contractor report
not only does not address the variability of returns for the title insurance segment
of the market, but it also fails to provide any profitability information for the
escrow services and other related services segments of the industry. (The
absence of information on the profitability of these market segments, however,
does not prevent the contractor report from including these segments in its
conclusions relating to the workability of competition.)

V. CONCLUDING COMMENTS

A. Conclusions Regarding the Workability of Competition

Economists are in general agreement that the theoretical model of perfect
competition constitutes neither a normative ideal nor a satisfactory basis for
appraising actual market conditions. As the contractor report notes:



This definition of .,,o r.able competitior is taken from a Peat Marwick
Study. It appears t e^ uire results consi-tens. With the theoretical morae' of
perfect competition in re,^Il ,vorld markets lacing the structural prerequisites
required to produce such results. What are :n: market outcomes referred to in
this definition? Now far can they depn free; t"e theoretical norms of perfect
competition for the market to be judged crkrJl, competitive?

Unfortunately, it is easier to recognize the need for alternative normative
standards than to provide broadly applicable criteria. At best, the appraisal of the
workability of competition in an industry remains a "subjective judgment by a
given economist concerning the extent to which he thinks that the absence of
one or another of the conditions of perfect competition will not prove unduly
harmful to economic welfare. ,65 In short, whether workable competition exists in
a given industry is a judgment call rather than a measurable outcome justified by
a theoretical norm. But that judgment can be informed by an extensive
professional analysis of industry structure, behavior, and performance based
economic theory and the best available data. The contractor report has not
provided such an analysis.

Economists do not judge the workability of competition by application of a
fixed standard of performance. It is not sufficient to say a market falls short of
producing the results of perfect competition. Virtually all actual markets do. The
goal of regulation is not to convert an imperfectly competitive industry into a
perfectly competitive industry. From the outset, workable competition has been
viewed in instrumental terms. Pragmatically, are there public policies available
for application to the industry that can improve social welfare? Economists also
recognize that regulation imposes costs as well as benefits. So any
determination of the workability of competition in an industry must also balance
the benefits that might be achieved through regulation against the costs that it
imposes. The contractor report fails to consider these issues.

B. Summary

The contractor report's conclusions regarding the reasonableness of
competition in the California
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supported by actual conditions in most title insurance and

The contractor report contains both errors of fact and omission. Its
descriptions of such important industry factors as the nature of the product,
con6'ions of dcriiand and supply, costs, prices, entry and exit conditions,
comp 'iti,re be i^,-- or, and profitability are sup^r ;c;al at best, and at places
misleading. In several instances, the report makes logical errors in its
interpretation of economic factors.

The contractor report provides no operational definition of workable
competition and fails to address the issue of how public policy toward the
industry could be altered to improve social welfare. This is not a matter of
enforcing a standard of performance, but rather a need to balance costs and
benefits of regulatory actions.

Given its significant limitations, the contractor report provides no basis for
making regulatory decisions about the state of competition in the California title
insurance and escrow services industry.
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Se .rec Us CEO of a graduate school of public policy having
15 faculty, 5 staff, and a b-idg-- ^r $1 million.

1072 - 1080 Associate Dean and Professor, Lyndon B. Johnson School
of Public Affairs, The University of Texas at Austin, Austin,
Texas

As a founding member of the faculty of the school, assisted
in the creation of its curriculum and course of study. Taught
graduate courses on the economics of public policy and
public finance. Supervised policy research projects
receiving $500,000 in funding from the Ford Foundation and
the Lyndon B. Johnson Foundation.

Served as Co-Principal Investigator on coastal zone
management research projects supported by $974,000 in
funding from the National Science Foundation (RANK). Also
served for three years as Associate Dean of the school,
overseeing budget and academic administration.

	

1973 - 1975

	

Project Specialist - Economic Research, The Ford
Foundation, New York City, New York

While on leave from the University of Texas at Austin, lived
in Amman, Jordan helping to establish an economic
research unit within the Royal Scientific Society. Also
served as an economic advisor and consultant on numerous
Ford Foundation projects in Lebanon, Egypt, Syria, Bahrain,
Kuwait, and Saudi Arabia.

	

1968 - 1972

	

Vice Chairman and Associate Professor, Economics
Department, The University of Texas at Austin, Austin,
Texas

° aduate ccu.se3 in

	

s c` ct.onomi



years later named B^^nF_ ^,g Services Officer wit/
„i t fir v, - i-

	

nu

	

lati; s with 250 men,,,
Je,v En^;lUnc. Also ser,ed as secretary of tree

Federal Reser: e Sy ste r-1 Presidents' Conference Committee
on Computerized Communications Systcn-,s, a member of
the Federal Pesc-N e System Research Committee on Sank
Credit Cnrds, c iainran of the Federal Reserve System
Comn-,ittE (or, Con i,,)uter Education, a member of the
Fedor,' Reserve System Committee on the Use of
Comp;,ters in Researci^, and a member of the Federal
Reserve System Committee on Current Research Statistical
Series.

MILITARY SERVICE

NROTC Program, University of Oklahoma, 1955-1959. Entered active duty in
July 1959 as Ensign, SC, USNR. Ranked 2nd in a class of 250 officers at the
Navy Supply Corps School in Athens Georgia. Served 18 months as Supply
Officer, USS HOWARD D. CROW (DE 252), with responsibility for maintaining
spare parts and stores inventory, ship's payroll, ship's laundry and store, and the
enlisted mess and wardroom meal service. Discharged from active duty in July
1961 as LTJG, SC, USNR. Attained rank of LT, SC, USNR before resigning
commission in 1966.

OTHER PROFESSIONAL EXPERIENCE

	

1993 - 1994

	

Consultant, Southwestern Bell Telephone Company, re.
strategic issues in local telephone regulation

1991 -1992 Consultant, Texas Independents for Natural Gas, ARCO,
Hoescht-Celanese/ Occidental Chemical Corporation re.
proposed regulations relating to natural gas prorationing

	

1991 -1992

	

Consultant, Texas Mid Continent Oil and Gas Association,
re. study of gasoline marketing in Texas
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d paper,

	

, ^;xas Economy - Cur" e: ,It S uction and
Future Prospects," presented to the 15th Annual Texas-
Japan Conference, A is-in, Texas, October 5, 1988.

1985 -1987

	

M embc.-, Economic Development Advisory Committee to the
Speaker of the Texas House of Representatives

1986

	

"Texas at the Turning Point,," Annual Distinguished Lecture,
Angelo State University, San Angelo, Texas, November
1986.

1983 - 1985

	

Member, Board of Trustees, Government Research
Association

1979 - 1982

	

Member, Panel on Economics and Public Policy,
Intercollegiate Case Clearing House, Harvard Business
School

1979 - 1980

	

Consultant, Occupational Safety and Health Administration,
U.S. Department of Labor, Washington, D.C., re.
determination of costs and benefits of proposed regulations
requiring identification and labeling of toxic substances in the
workplace

1977 - 1980

	

Consultant, U.S. Agency for International Development,
Washington, D.C., re. development of the Jordan Valley

1977 - 1979

1978

1972-1973

	Consultant, Program Analysis Division, U.S. General
Accounting Office, Washington, D.C., re. research on a
national urban policy

Consultant, Occupational Safety and Health Administration,
U.S. Department of Labor, Washington, D.C., re. economic
impact of generic regulation of carcinogenic substances
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1971 -1973

	

Consu`t^;nt Tex^',s St^at^ i "Lj -ks and Wiidlife Depa;-tmcnt,
XAst11

	

^xas. rl--: )f thy: Mute Outdoc
crc,j;on Plan

1963

	

Instructor, Massach^-js,-. :ta School of Banking,

	

ms
Colle g e, Williams, Mass<rcinusetts

1965- inc^ arer Economics, Clark University, Worcester,
Massachusetts

1966 -1967

	

Lecturer in Economics, `:crtheastern University, Boston,
Massach ;_.s^:;ts

1964 - 1965

	

Consultant, Continental Oil Company, Houston, Texas re.
acquisition of mineral properties

COMMUNITY ACTIVITIES

2000 - present

	

Director, United Way of Denton County

2004 - present

	

Member, First United Methodist Church of Keller

1993 - 1998

	

Chairman, United Way of Texas (board member, 1993-2000)

1996 -1999

	

Director, Bryan Rotary Club

1990 -1992

	

Member, State Steering Committee, Texas Business and
Education Coalition (member, executive committee, 1991-
1992)

1989 -2004

	

Member, First United Methodist Church, Bryan

1983 - 1999

	

Director, Texas Council on Economic Education

1988 - 1995

	

Director, Texas Research League



1983 - 1987

	

Pr-,sident, Capital Area Branch, Ar i^r t s t F oundation, 1986-
1T,^?7„

	

n-,ember, 1982-1'; :,)

Secretary, South Texas Cr,-:^tnr, Arthritis Foundation

1982 -196-7

	

St. John's United 'VcAl cdist Church, Austin, Texas (member
of the Administrat',ewe 3oard and adult Sunday school

,hc,r)

PUBLICATIONS

Author or co-author of three books, four monographs, 43 academic and
professional articles (including chapters in books), and 39 professional reports.

EXPERT TESTIMONY

Served as an expert economic witness in eight cases before state and federal
courts.
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WORKSHOP REGARDING TITLE INSURANCE COMPETITION PORT

AND IMPLICATIONS FOR RATE REGULATIO N

Statement of Michael J. Miller, FcAs, m AAA

on behalf of the

California Land Title Association



- i dl'i c tion

.:h^,-i J '= .^-.

	

1 'o i7j ss a , '

	

is 138 Lakeshore Drive,

Mi

	

11"isconsin 54548.

1, rbtained a Bachelor of Science i 19()':'^ xoiz Illinois State University, with a

major in mathematics and a minor in accoL :1.`r.,;- In 1967, prior to ^.^ ^^on, I b cti..

working for State Farm Insurance as an actuary trainee. I continued working for State Farm

until 1984, serving in various management roles where I had insurance rate-setting

responsibilities. Thereafter, I was a Principal and Vice President at Tillinghast, an

international property/casualty consulting firm. I remained with Tillinghast through 1993 at

which time I became a Principal in Miller, Herbers, Lehmann, & Associates. In 2003 I helped

establish a new actuarial consulting firm EPIC Consulting, LLC which we merged into the

Tillinghast practice in October 2004.

I ain a Fellow of the CAS and have been a member of the American Academy of

Actuaries since 1975. I have satisfied all of the qualification and continuing education

requirements of y profession to render a public actuarial opinion on ratemaking issues and

	

have testified as an expert actuary in several state and federal courts and at governmental

insurance ratemaking administrative hearings in many U.S. states and Canadian provinces. A

copy of my curriculum vitae, which accurately sets forth any experience, qualifications, and

2



Principles and was the sole author of the first draft. I have served

4c L i r c;;: i _ C2, :b c m .1 of Directors.

Scope of Work

In prepa ,- i,-)r, for th;s a` da,-it, I reviewed a rct ^^c authored by Mh Birny Birnbaum

	

entitled "Ai,_ -Aiu^l s--'s of C o_r_;^ct t o:-, i:_ the California Tale insurance and Escrow Industry"

1 found no ^^ .ah sa in the report ofthe type necessar, in order for Mr. Birnbaum to s-,pport

his conclusioi. ' zat title insurers are charging eXcL ssi . rates.

Actuarially Sound Rates

Actuaries specialize in the calculation of insurance rates based on generally accepted

actuarial principles and standards of practice. Actuarially sound rates are reasonable,

adequate, not excessive, and not unfairly discriminatory if the rates reflect all the costs

associated with the risk transfer process. The four broad categories of costs included in

ratemaking are claim costs, expenses associated with settling; claims, general/administrative

expenses, and the cost of capital.

Prospective I<tatemakinLl

Ratemaking is necess,-xily prospective in nature because the rate is set before the

ce of a policy ana bu o-'-- L.ly losses and expenses are incurred. Insurance rates are
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f 'ive.

Title Insurance Risk

Title insurers conduct extensive loss prevention activities intended to reduce claim

losses covered by the insurance policy. Reduced loss payments does not mean that title

insurance is necessarily a low-risk line of insurance. Title claims may develop 25 to 30 years

after the policy issuance. Title insurers are required by law to maintain statutory premium

reserves for as much as 20 years so as to provide sufficient protection for this very long period

of claim occurrence. The financial results of a title insurer are highly sensitive to economic

cycles, especially cycles in the real estate market. Birnbaum has cited financial results from a

five-year period (Birnbaum Report at page 109) without any analysis to determine whether

these results are being distorted by an up-cycle or down-cycle in the financial results.

Rates of Return

10.16%



rI nc ,Mr. Birnbaum a 1: ,

	

2.69°r`a `0`-': '04,bu _ T,:;^a .

increa^-ed o^;^. 1,9%.

Cost of Capital

tes are :ot ?,.cc siti e .unless the rates are likely to produce a return that is

e ^^i^bly l ,;.rtia^zx a specific insurer's cost of capital. A determination of rate

excess

	

:^quires a deter 'nation 'ofboth the insurer's cost ofcUp <<zl o,d a range of

reasonable returns above tf w cost of capital benchmark. MV . Birnbaum has conducted no

analysis of either the cost of capital for any title insurer or the range of reasonable returns

above the cost of capital. Without a cost of capital benchmark for each insurer, and a range of

reasonable returns above the cost of capital, there can be no basis for Mr. Birnbaum's

conclusions concerning title insurance rate excessiveness.
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CURRICULUM VITAE

ILLINOIS STATE UNIVERSITY
Bachelor of Science -1968
Major - Mathematics
Minor - Accounting

CONTINUING

	

Estimated study time exceeding 3,000 hours
EDUCATION:

	

necessary for completion of 10 qualifying exams for
membership in Casualty Actuarial Society (CAS).

Participation as an attendee and on the faculty
of the CAS Loss Reserve Seminar, the CAS
Ratemal ing Seminar, and other CAS educational
seminars on special topics, such as rate of return
and underwriting practices.

Meet all co:..:.,:ing education requirements of the
American A.

	

-1y of Actuaries necessary to sib
a public

	

opinion.

:\-11''0;

DUSI\ES. ADDRESS:

EDUCATION-

v Sit

	

Cx

	

ctuarial Society (CAS)



Pal0f 3-:"SSIONAL	CAS Corr.;:;; ` o:, Risk: C ss f ration,
ACT;iVITIES :

	

I.ic ::Lcr

	

1932-:9 ;4

CA'=.5 Co_ --ni ttee on Principles of :. Braking

	

7 cr, ^`.r^r

	

1985-1987

1991-1992

CAS l :^:rr `toY. Coat tint

	

1987-1990

CAS Lon,--F_

CAS Board of Directors

CAS Officer,
Vice President - Research and Development

	

1993-1996

CAS Task Force on Non-Traditional Practice Areas
Chairman

	

1998-2000

CAS/SOA Joint Task Force on Financial Engineers

	

1998-2001

AAA, Liaison Committee to the National
Association of Insurance Commissioners

	

1985-1988

Actuarial Education and Research Fund
Board of Directors

	

1994-1996

AAA, Casualty Practice Council

	

1990-1993

Property Casualty Committee of Actuarial
Standards Board, Member

	

1987-1993

1993-1994

1997-2000

1992-1993

2U -2603

C_..1.n ofRatemakin

Cl a :-man of Proper ty/Casualty Corrawatee

il Forum

1987-1988

1959-1993
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_:ara ., Februarv. 1994.

"An Evaluation of Surplus Alloeat_'nr: Methods
Underlying Risk Based Capital Applications",
CAS Discussion Paper Program, Volume 1, 1992.

"flow to Successfully Manage the Pricing Decision
Process", CAS Discussion Paper Program, 1993.

"Building a Public Access PC-Based DFA Model",
CAS Forum, Summer 1997, Volume 2.

".Auto Choice: Whose Fault Is It Anyway", Contingencies,
January/February 1998

"Actuarial Implications of Texas Tort Reform", CAS Forum,
Spring 1998.

"The Relationship of Credit-Based Insurance Scores to Private
Passenger Automobile Insurance Loss Propensity", June 2003.

laSENTATIONS:

	

Faculty member on National Association of Insurance
Commissioners' orientation program for new insurance
commissioners, 1987-1994.

Faculty member on National Association of Independent
hisurers' su.-n` tars on rat---taking wn9 'oss reservir l̂ .
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Summa

The title insurance industry has recently expcric^i.:L^,1 one of tli,

	

r-,al
boon,,, itt U,S. history. Since the industry is so closely lied to the fortune; cfthe v(J tiile
real c^,t.ttc <cctor it is necessary to take a long view to understand the true nature of
corrl?^'tit^^,n. fhe data show that the title insurance industry- in California is competitive
and ratc5 are not excessive. For the median priced home in California, the

	

price of a
stan&rd owner's title insurance policy per thousand dollars of coverage has &clined
significantly from $6.89 in 1962 to $3.06 in 2005. Prices for refinance loan policies have
fallen even further. Title insurance prices in California are now among the lowest in any
of the ten largest states. Competition among title insurance companies forces firms to
provide more innovative products and services and to offer lower prices through modified
pricing programs. If California instituted a more stringent form of rate regulation for title
insurance it is likely that consumers would pay more for insurance and be denied the
benefit of new, innovative insurance products.

Introduction

Most consumers buy a home relatively infrequently over their lifetimes so they
are unfamiliar with title insurance and its features and pricing. Since the demand for title
insurance is derived from home purchases it is not surprising to see a tight link between
home sales and title industry operating revenue as shown in Exhibit 1. Extremely low
interest rates during the past five years have fueled a rapid expansion of home sales,
refinancings, and associated title revenues. But the real estate business in the U.S. is
notoriously volatile and this affects the title industry as well. Over the last 25 years, title
industry revenues have dropped by significant amounts during several periods of
downturns in home sales and prices, e.g., the mid 1990s. In order to understand the
economic performance of the title industry it is necessary to take a long view, spanning
set,t^t"

	

cycles rat --r

	

ine, such
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insai l I , , i ini; 11-tt premiums be paid
periodically; c, . r the term ofe,;.

	

Exhibit 2 coin <ti

	

t1-, o total premium over the
full term of

	

ncrship for title in l_Ir^ulce with that of i.^^n;

	

ncr's insurance for the
median priced l ^ r n >e i n Caliform i in 2004. Over V I 1-1.1 year period of ownership,
the premiums l(-, homeowners insurance total over $3 1,000 compared to just $1,552 for
title insurance. B} this benchmark, the price of title insurance is relatively modest.

If.

	

The Issues and Findings

We were retained by Counsel for First American Title Insurance Company to
examine competition in the title insurance business in California.' We were asked to
study the extent of price competition, whether rates are excessive, the extent of product
innovation, and whether profit rates in the title insurance industry indicate a lack of
competition. We were also asked to evaluate whether having relatively few title insurers
harms price competition, and whether marketing and distributing title insurance products
to third parties, rather than directly to homeowners, harms consumers.

Our examination of the data reveals that title insurance prices in California have
declined significantly as a percentage of a typical home's purchase price since the 1970s,
and by a far larger amount since California home prices began their rapid rise in the year
2000. Title insurers frequently offer reduced price programs filed with the Department of
Insurance at rates below filed base rates, demonstrating the existence of price
competition. Similarly, filed rates vary across title insurance firms, providing price
choices for buyers and further indicating price competition between providers. Prices in
California are among the lowest available in any large state, including the states where
prices are set under rigid state rate regulation, including Florida and Texas.
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only a few cct;ipctitors a.,^ hi,.^hly p ice competitiv. Ai cr--

	

th^.: ^Lit,, indicate
extensive price competition in California. We found no i gnificant barricrs to entry and
expansion, indicating that if prices were excessive, entry could occur to hold down price
Finally, criticisms of third party distribution are misguided as an alleged source of
excessive costs and prices. If marketing directly to homeowners were more economical,
competitive pressure would have led to the adoption of such distribution methods.
Marketing to third parties has historically been the most economical channel to provide

insurance to homeowners, reducing costs.

11.

	

Title Insurance Prices and Price Competition

Trends in prices. Have California's rates skyrocketed?

An accurate analysis reveals that filed rates for title insurance in California have
declined substantially. Furthermore, price declines, which are evident in long-term price
data, have accelerated in recent years. For example, as shown in Exhibit 3, in 1962, the
price of First American's CLTA Standard Coverage owner's policy for the median priced
home in California of $15,100 was $6.89 per thousand dollars of coverage. In the year
2000, the price for the same type of coverage for the median priced home of $241,350
was $4.11 per thousand dollars of coverage. By 2005, the price of coverage for the
median priced home of $548,400 had fallen to $3.06 per thousand dollars of coverage. In
the 38 years between 1962 and the year 2000, First American's price per thousand dollars
of coverage to consumers for a median priced home declined by 40 percent, a compound
annual decline of 1.4 percent. In just the last five years, the price per thousand dollars of
coverage for a median priced home declined an additional 2 percent, a compound annual
decline of 5.7 percent.
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B. Price trends, product nnovations and the level of se e

Changes in product quality must be reco--ii i ^-d when analyzing price trends or
results may be biased. In the title insurance busir,^: ^<, quality is reflected in several
dimensions including the level of coverage incorporated in the title insurance policy and
level of service provided to customers. Even if prices remained unchanged, if the quality
of the product improves, then price in effect has declined because the price per unit of
quality has declined. Just as the U.S. Bureau of Labor Statistics routinely adjusts
products in the Consumer Price Index such as automobiles, computers, CDs,
refrigerators, etc., for quality changes over time,3 improvements in title insurance
coverage must be taken into account when examining price trends over time.

Exhibit 4 shows changes in title insurance coverage features for owner's policies
offered by First American in California since 19634. The coverage applies to the policy
that was most commonly issued in the year reported. As coverage for basic policies has
grown substantially over time, the effective price per unit of coverage has thus declined.
The price comparisons between different periods reported above thus understate the price
decline because greater coverage, i.e., a superior product, is currently provided relative to
past periods.

C. Product offerings at prices below base prices

The price of a CLTA Standard Coverage policy is sometimes used as a reference
price or "base rate" when comparing prices for title insurance ;,cross firms. Base rates
can be thought of as "list prices" rather than actual 1 r<<:l

	

i ^;; ^ ; ices. An analysis of
cc n ietitk relies c l ?T^,pric:3 s_ ill.

4



11

	

^,

	

tl

	

v `^l

	

Ci

	

jic

_rican i,l ^ ^^iilc;tlll.^ ^.,:rC :^t r^ltr; dil CrCrt ?mall tlt. b<i-^: ',:tC.

llltitCclll (; l)

	

]i , i11 -'

	

,.t`om' inl ti1'. ^^illaLllll rs G. 1^11(iCI ^ l% ^ tL:ir bCi l

^C till

	

^tl1^l l C ^,'i 1v

	

c 2-, 1111

	

IC

ljl,> 111 ;t ila'. C LCCII l ! ,i1 It I iI,,-.t Iti I th, I kj ),1 111-Ill Ck IIISUI^ir.".'.	1 hC AICLtl`:

fet Lil

	

^i!^fI:_ h it

	

d--chned

	

-'rtm- i.'dlliced prt,a n

	

;,Ili`, ^1,
intro^i,,ic

	

e.^1) anded, even though b, i >-, r,ttL- nrLy not have changcd_r
n( ,,., : rluci^ I1)ricili programs offered b; First American included prices ghat were

^ cr J an the bast: rlt,: that existed at that time. The following are examples of reduced
pi i.: prvtarl , ill Caii l i rrlia.

Short term rates: Title insurers t;tlC,- prices lower than base rates on policies for
which an earlier policy had recently been issued. When first introduced in 1965,
First American's short term rate provided a discount of 15 percent on one-to-four
family properties if another policy had been issued within one year of the current
policy. This program has been expanded on several occasions so that now
reductions of 20 percent are available on all property types if a policy has been
issued within five years of the current policy.

Affordable home ownership_pro rams: Discount programs for low to moderate
income families are available. First American's Affordable Home Ownership
Settlement Package ("AHOSP"), introduced in 2003, offers qualifying families a
discount of approximately 25 percent when purchasing a package of settlement
services that includes title insurance.

First time butters and seniors: As of 2004 some title insurers offered discounts of
10 percent or more for qualified first time buyers and seniors.

New lower priced polic forms: Insurers have introduced a number of new policy
forms that are offered at prices lower than base rates. For example, First
American's EagleEDGE policy, introduced in 2002, provides all of the
protections afforded under the CLTA/ALTA Homeowner's Policy of Title
Int^ur^ln C it a price re'd6ction of 20 percent. This reduction is available in
adolt!^ I. 4L he shop t t,:(I-, r^;i; mentioned above.
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indtistry.` Polic Ti1:t}< ^hauld not rely on any purported i:i i .--,i - price competition
that does not consiu^:r rrcuuc-L improvements or the actual prices paid by consumers for
title insurance.

Are California' s rates excessive? California rates versus other states

Comparing title insurance prices acros,, -t^tics ^':tnd in some cases within states) is
complicated by at least two facts: 1) the level of insurance coverage may vary due to
regulation or other factors, and 2) the set of services included in the title insurance
product may differ.8 A meaningful comparison of prices must consider potential
differences in both of these effects.

In California, the level of coverage available to consumers is among the greatest
of any state. Similarly, the bundle of services available in California is among the most
comprehensive available in any state. In addition to these two factors, prices may vary
for a number of other reasons including differences in the cost of inputs such as labor, the
quality of title records, the expected loss ratio, the degree of regulation, and the level of
demand, to name just a few.'

Policy rates for home owners in most large states are higher than in California.
Exhibit S compares current prices of title insurance for the median priced home in the
U.S. in the ten most populous states. California is the third lowest priced state in this
group. 10
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most onerous fc -li n of rate regulation. As noted in Exhibit 5, rates to homeowners in
these two states are substantially higher than rates in California (i.e. 56 percent higher in
Texas than California and 17 percent higher in Florida than California)."

The data presented above indicate that prices of title insurance in California are
not excessive when compared to prices in other states. In fact, prices in California are
among the lowest available in any large state. Further, the data suggest that prices tend to
be higher in states with greater regulation and lower in states where title insurance rates
are unregulated.

E. Profit rates as a measure of price competition

We were asked to evaluate whether the profit levels earned by title insurance
holding companies indicate a lack of competition in title insurance markets. A
comparison of title insurance profits to profits earned by companies in other industries
reveals that title insurers' profitability has generally been below that of other benchmark
industries. 13
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Return cn cq-lJ - is another measure of profitability 1r, v, i7 ch tiler-t^.x profits are
expressed as a pcr, ,:w,^ge of the book value of stockholder's equity.' As shown in
Exhibit 7, this measu:--- also does not provide evidence of excessive profits for title
insurance holding companies. Title insurance holding companies earned an average
return on equity of 12.8 percent, below the average of 16.8 percent for homebuilders and
13.7 percent for the S&P 500, and above the average of 11.1 for property and casualty
insurers.

The comparisons in Exhibits 6 and 7 likely overstate the profitability of title
insurance because title insurance holding companies have diversified into other lines of
business and these new lines are on average more profitable than the older core business
of title insurance. For example, based upon the SEC filings of publicly traded title
insurance holding companies in 2004, profit margins on the title insurance business
segment averaged 10.8 percent compared to 16.2 percent in all other business segments. 16

The comparison of the profitability of title insurance holding companies with
profits earned in other industries supports the conclusion that the markets for title
insurance are competitive.
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While the number of national firms has declined, the number of underwritten tide
companies ('*UTCs") in California has increased recently. For example, between 2004
and 2005 the number of liTCs licensed to do business in the state increased from 83 to
91.18 The entry of new suppliers, during a period of exceptional profits, is one more
indication of competition in the California title industry.

A.

	

Few firms as a measure of competition

The notion that a market supplied by few firms provides the basis for predicting
an absence of price competition is at odds with real world markets and, moreover, has
little basis in economics. First, the number of firms in a market is not determined by
accident. Few firms compete in certain markets because of fundamental, underlying
economic conditions. Market structure, the number and size distribution of firms in an
industry, is largely conditioned by the costs of production and distribution relative to the
size of the market. Where there are large economies of scale relative to the size of the
market, fewer firms can profitably compete. A la. ge minimum efficient scale must be
reached to attain profitability, and the size of the rnrtrket limits the number of firms when
large scale is required for efficient operation. Hc,,, evcE, that does not mean that the
surviving firms will not compete aggressively on price and product quality for customers.

9



Coca- o1;.

	

form(

	

, ii (I^ ham: .ll_ Iii the US.
^ll]^tCl^llt Ca^'^l Jt1iC1^

	

^)11_.i IIl SLID?c;l]i^lil:Ci 511.':,. ^)^^iil L'ti„tltt^;l,

	

!'few

;Iliil lllli l^ii1

	

Cll C:d Ili

	

1^ I(, 1(lll^;'^i;tl^)i1 iIicILI(L

	

kI d-

I^,', CS. ;llllj h,ILI^,TI,.tI(j !Y,ti)',^ 1^ (llU^ill^'t^, l;Ct7fit'ii':ILS

	

1(il,.' ^illi;wIllhat tv'1i 1lli. 1,

^iteni;^tilu o inicl

	

competition from the nilniber ofsellcr- is also
hccauseit i6llci,^s>;;-, l-uyers'sideof the m<irWheiztil r ^,I-large bu,:

in a ir,^;rLct sL(ippiI-:d b r^^'<<tI _+ isw sellers, buyers pi-w. i(L, ,a counterti, ,utirn,,,_ i'(,c, tIi,it
i(;ck.5.

	

fk,nl t,,,:ilI rai5c(i above the competI(I1_2 fc^. e . la this case, lit L iiistiMIice

cnY ,, t^lt'r; II)LItit ^Oii ?E)Ctc 1('I iLrt^_'C Lnders, l ike Citlbtu^k, C li i c, and Bank (?i Ai1lCr1ca.

Thc:;c lliC 11,1l

	

sCaL

	

- 1}cd^-,eable aii," ^^;rul ticat c^ buyers, wh) ctcira.id the
lowest -nee . ay tiisLwle, i

	

threat II stl ch 1iir,C 11ty c'i> aicving their buslne.^5 to rival

title insurance firms prevciits pricing. Li

	

C ul ^( ,Ill?cii`Live level.

B.

	

Barriers to entry and expansion

A barrier to entry or to the expansion of existing firms is some unique factor that
allows incumbents to sustain above competitive prices in the long run. Historically, the
need for insurance companies to establish and maintain title plants was considered a
barrier to entering the industry.l9 More recently, the development of "joint plants" and
easy access to title information for a modest subscription fee has effectively removed this
factor as a barrier to entry.

It has been suggested that the need to overcome established relationships between
title insurance providers and the network of contacts that direct homeowners seeking title
insurance represents a large barrier to entry.`O Gaining sales by encouraging customers to
switch from rival firms is a problem facing new entrants in any industry, and it is a cost
of business that incumbents faced when they entered. Moreover, battling for customers is
an every day cost of doing business in all industries. Such a ubiquitous cost is not a
barrier to entry or expansion as the term is used by professional economists.
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price and quality information and facilitate the matching ofcusicrlicrs to providers.
Middlemen often reduce search costs for bc:-th buyers and sellers. T, i-- ultimate success
story for middlemen is currently eBay, which has greatly reduced al,. cost of bringing
together millions of buyers and sellers.

In the 1970s the term "reverse competition" was applied to the title insurance
industry to describe the way that title insurance is marketed to homeowners.21 Providers
of title insurance market their products to real estate agents, mortgage brokers, lenders,
and developers to secure recommendations (sometimes called referrals) to home owners.
Proponents of the concept of reverse competition viewed this avenue of marketing as
harmful to consumers because it purportedly raised the cost of gaining business and the
costs were passed on to consumers. In effect, expenses for marketing and distribution,
normal activities in all markets, were seen as harmful in title insurance because of the
cost to consumers. The implication was that title insurance providers should market
directly to home owners, rather than use third parties for referrals.

But marketing directly to home owners entails costs as well, such as advertising
and other means of reaching potential customers, and price, in the end, must cover costs
for a company to remain in business. A range of negative and anti-competitive
connotations were originally attached to the term, reverse competition. Since that time,
many profound changes have occurred in the real estate and banking industries coupled
with a revolution in information technology such that it is not at all clear that "reverse
competition" adequately describes the title industry as of 2006.
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contractor, p,rhaps interview several, ask for bids, and mal<„ a fin^Il >election possibly
after talking to other satisfied customers. The contractor that is retained may need to
separately hire subcontractors for plumbing, electrical, flooring, tiles, etc. It would be
unrealistic for the homeowner to have the knowledge to manage all of the subcontractors.
It is the general contractor's responsibility to monitor the price and quality of the work
done by the various subcontractors.

In applying this analogy to the title insurance industry, many of the same
conditions apply. Many residential customers do not have the experience necessary to
make a fully informed choice about title insurance. Just as it is generally uneconomical
for homeowners to search for each required subcontractor when undertaking a major
home remodeling project, it is uneconomic for a single home owner to search the market
for title insurance, mortgage insurance, escrow services, appraisers, inspectors and all
other services required for home financing. Many home owners would prefer to rely on
the expertise of the realtor or banker who is a specialist dealing with these issues as a
regular part of their trade. As long as RESPA`. is complied with, lenders and realtors
have no incentive to see their customers pay more for title insurance or any other closing
costs. Realtors and lenders want to create good will and encourage their customers to
return to their firm when they are looking to sell I t ,cir home or refinance their moil
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If the nature of regulation in California were to change so that title insurance nit.-,
were promulgated by the Department of Insurance Commissioner, it is likely that the
following effects would ensue. First, the extensive number of reduced price offerings
would diminish and perhaps ultimately vanish. Second, firms would no longer have an
incentive to innovate with new products. Third, tremendous resources would be brought
to bear on formal rate hearings, with companies hiring lawyers, accountants, and rate
specialists, and government departments expanding similarly with equivalent expertise to
hold rate hearings where the companies and the Department of Insurance would argue
about the cost of capital and approved investments. Fourth, price competition would end,
and consumers would be paying a higher price for an inferior product. Blocked from
competing for customers on price, providers would resort to greater expenditures on
marketing efforts to third parties, exactly the behavior the Report to the Commissioner
finds harmful to consumers.

There is ample information available to suggest that mere i: il,^-cnt r ^,lla^ion of
title insurance in California in the form of explicit rate regul^tior ^ ^>ald prou,lcc a poor
outcome for consumers, with higher prices and fewer produ, i c litrit.gs.
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which now numbers 300,
has worked closel; with an extensive network of experts ii leading universities who help
us develop state-of-the-art analyses and compelling insights for our clients.

Bruce E. Stangle, Chairman; Ph.D. in Applied Economics and M.S. in Management,
Sloan School of Management, Massachusetts Institute of Technology; B.A., Bates College

A co-founder of Analysis Group, Dr. Stangle has more than 25 years experience directing
large research and consulting projects in numerous industries, in such areas as antitrust,
regulation, intellectual property, and damages. He has provided testimony on market
definition, entry conditions, competitive effects, security valuation, and damages. Dr.
Stangle serves as a member of the Board of Trustees of Bates College, the Visiting
Committee for the Economics Department at MIT, and the Board of Directors of
Wellington Trust Company, a subsidiary of the private money management firm
Wellington Management Company. He has also served as a member of the Board of
Directors of a venture capital firm.

f
Bruce A. Strombom, Managing Principal; Ph.(D...n Economics, ^Tnr^°t.^: ^.^ rr r o;`*

ty.D.. .. inEcoiI(.))

	

J-,

	

I fivers,

s for

14



Exhibit I

Title Industry Operating Revenue and U.S. Home Sales
1972-2004
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Comparison of Full-Term Premiums on Median Priced Home Purchases
for Title and Homeowners Insurance in California

2005 Average Los
Angeles Homeowners
Full-Term Premium

2005 Average

ON^ner`s Title

Premium

Homeowners

,. ,average tern length is assumed to be 14.1 years, based on Bim" -:^

, are an average of Basic and Eagle premiums for non-fo:, to

,];,s premium from CDl survey of rates for 7-15 year-o' J C)h'.,:^:_> in -



Exhibit 3

rican's 'T'itle Insurance Owner's Policy Per Thousand Dollars of Coverage
Based on the Median Priced Home in California

CLTA St.u.^-!ar^i Co-,-:

- -CLTA Standard C(-,
Short Term. Rate

C114cc
P.

Year

'rom 515,100 in 1960 to S548,400 in 2005. The median priced home
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i r 2005. T he median priced home in 1960 was used as the median priced l
e Rates by First American Title Insurance Company, U.S. Census Bure
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Exhibit 4

crate for California Residential Title Insurance Policies Issued by First American

t and owner/ex-spouse after diva

violation

1963

	

1973

	

1 ->

	

1^

	

i1;

	

i



Exhibit 4
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ens for first American's Homeowner's Policy for U.S. Median Priced Home
in the Ten Most Populous States

Li.S. "

in California.
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Exhibit 6

;Y'ins for Title Insurance Holding Companies and Benchmark Industries
1995-2004 Average Annual Margins
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Exhibit 7

c urn for Title Insurance Holding Companies and Benchmark Industries
1995-2004 Average Annual Return
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U. S. Departmeant of housing and urban Development
Washington, € . C. 20410-8000

Au?ust , 1997

OrTiCF. OF THE ASS113TANT SFnR=_ rA RY

TQ^ HOUSING-FIMERAL HOUSING C0'--1V, SSi )NER

?air. Sandor Samuels
General Counsel
Countrywide Funding Corporation
155 N. Lake Avenue
Pasadena, California 91109

Dear Xr. Samuels t

. Last year the Department of Housing and Urban Development
(the Department) sought from you information on the captive
reinsurance program of Amerin Guaranty Corporation (Amerit) with
Countrywide Home Loans (Countrywide) and its affiliated .
reinsurer, charter Reinsurance (Charter). You then requested
that the Department clarify the applicability of Section 8 of the
Real. Estate Settlement Procedures Act (RESPA) to captive
reinsurance programs. For the reasons set forth below, we have
concluded that, so long as payments for reinsurance under captive
reinsurance arrangements are solely "payment for goods or
facilities actually furxa ished or for 'services actually
performed," these arrangements axe permissible under RRSPA. gee
paragraph 8 (o) (2) of RLSPA, 12 U.S.C. 5 2607 (c) (2) • The.
following details the facts concerning captive reinsurance-
programs an we understand them, relevant law, and how the
Department will, scrutinize these arrangements to determine
whether any specific captive reinsurance: program, in permissible
under RESPA.

1. AA-M-920 M

A typical captive reinourance arrang .uc&nt involy
mortgage lender acting in concert with a fully -icerYsed
reinsurance a4filiat-3 of the mor'tgaaa

	

,L
:^imary
lil.
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Preiuii=,o paid for the reinsurance may be net of axx agreed upon
"ceding comn.isaion," which represents the reinsurer's share of
the costs of administering the book of insured busixxeBs.

Under the contract between the primary insurer and the
reinsurer, the reinourer posts capital and reserves satisfying
the laws of the state in which it is chartered and may also
establish an additional security fund to ensure: that, when P
claim against the rei.nsurer is made, funds will exist to satisfy
the claim. in exchange for a portion of mortgage insurance
premiums (minus a ceding c isei.on, if applicable) to be paid by
the primary insurer, the reinsures obligates itself to reimburse
the primary insurer for an agreed portion of claims that may
require payment under the contract. Under different rein surance
arrangements, the reinsurance obligations generally take one of
two forms. The first is an "excess loss" arrangement, under
which the primary insurer pays, and is solely responsible for,
claims arising out of a given bank of business up to a
predetermined amount, after which the reinourer is obligated to
rsixnburne the primary insurer's claims up to another
predetermined amount. Thereafter, the primary insurer- is solely
responsible for claims in excess of the reinsurer's tier of
losses on a given book. A second type of. contract is the "quota
share" contract, tinder which the rein ourer would bear a portion
of all insured losses.

Under capture arrangements of which the Department is aware,
same degree of disclosure is provided to the consumer about 'the
arrangement and dome opportunity. is accorded to the consumer to
choose whether or not to have the loan insured through a captive
reinsurance program.

xx. LEGAL AMLYSZS

Subsectiot 8 (a) of PXSPA provides that ° {n] o person. shall
give and no person shall accept any fee, kickback, or thi.ni
value pursuant to any agreement or understanding, oral or
otherwise, that businer 2 incident to or a part of
ett

	

ent ser-i,c:l- , _,-T--



future date, the opportunity to participate in a money-
program...." 24 C.Y .R. S 3500.14(d). in addition, subsection
S(b) prohibits the giving or receipt 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." 12 U.S.C. 5 .2607(b). These prohibitions againat
paying for referrals and against splitting fees are very broad
and cover a variety of activities.

iota 8 (c) of RESPA° sets forth various exemption fro=
prohibitions. it provides, in relevant ,part, that nothing

in vection S shall be construed as prohibiting "(2) the payment
to any person of a bona fide salary or compensation or rather
payment for goods or.facilities actually furnished or for
services actually performed." 12 U.S.C. 5 2607Cc)(2).

The Department's view of captive reinsurance is that the
arrangements, are permissible under RESPA if the payments to the
reinsurer: (1) are for reinsurance services "actually furnished
or for services performed" and (2) are bona fiAR compensation
that does not.exceed the value of such services.

The rationale behind this two-step analysis is that in
antes in which a lender selects the mortgage insurer,

including under a captive reinsurance arrangement, the lender's
actianO would Constitute a referral of loans to a mortgage
insurer, by influencing the borrower 's selection of his or her
mortgage insurer. se 24 C.F.R.'S 3500.14(f) (definitiem of
"re£erraln)^. If the lender or its reinsurance affiliate in
merely given a thing of value by the primary insurer in return
for this refer:ril, in monies or the, opportunity to participate in
a money-taking program., then section S would be violated; the
payment would be regarded as payment for the referral of business
or a split of fees for settlement services. If, however, the
lender's reinsurance affiliate actually performe reinsurance
services and, compensation frog,, the primary insurer is b9pa fide
and does not exceed the value of the reinsurance , then such
aymento would be pe

	

:5^Able un+&ar ^c ^, tfus^ yaw) . Conversely,
reinW
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The Department will analyze, captive reinsurance arrangements
to determine if the arrangements comply with RESPA. Factors
which may cause the Department to give particulate bez-utinzy to an
arrangement and cause it to. apply the test sat forth in Part.
TI (B) of thin analysis ,include, but are not limited to, the
following

1. The amount changed directly or indirectly to the
connumer for mortgage insurance in'a capptive program is greater
than the amount charged to the consumer for mortgage insurance
not involving reinsurance for a similar risk.

2. The costs (premiums minus a ceding commiasion, if
applicable) paid to the captive reinsurer are greater than the
cost for comparable non-captive reinsurance available
market.

3. The lender restricts its mortgage insurance business in
whole or to a large extent to a primary mortgage insurer that has
.a reinsurance agreement with the lender's captive rein'surer.

4. Any major secondary market institution refuses to
purchase mortgages insured under a particular captive reinsurance
agreement or places special, conditions on such purchases..

Any credit rating agency reduces the rating of the
tgage insurer in whole or in part because of

agreements with captive reinsurers.

	

-

6. Any States regulatory body questions the adequacy of the
reserves maintained by the primary mortgage insurer or the
captive rei.nsurer.

7. The primary insurer' o agrees:: _at to reins
conditioned on the affiliated lsnder, 7^ agreem nt
of

	

-, c& terM4; xed vol;zms of i
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8. Adequate consumer diael.osure ie not provided. The
Department believes that ccnaumers would be well served by a
meaningful diaclosurel and a meaningful choices for consumers
about having their loans included in a captive reinsurance
program. A demonFztrated. -allAiagnesa to provide such a disclosure
may indicate that the arrangement is designed to provide real
reinsurance.

The Department does not consider any of these eight factors
to be determinative of whether an arrangement merits scrutiny by
the Department, nor does it regard the absence of any of these
factors to be determinative that further scrutiny is not merited.
In addition, as noted in Dart Ix(B), the Department may consider
these eight factors in applying the test in Part II(B), to the
extent applicable.

B. Test for nether -a Cgptive Reinsurance Axrazigemcn.t yiolate

Where the Department scrutinizes a captive reinsurance
arrangement, it will apply a two-part test for determining
whether the arrangement violates RESPA. The Department will
first determine whether the.reinsurance arrangement sleets three
requirements that establish that reinsurance is actually being
provided in return for the compensation. If one or more of the
requirements is not met, the inquiry will. end.. and , the
arrangement will be regarded as in impermissible captiv6*
reinsurance arrangement under RESPA.. If all of the requirements
are met, the Department will determine ,whether the aompensation
exceeds the value of the reinsurance. To facilitate its
analysis, the Department. shay use information otstained froth the
lender, the primary insurer, the captive reinsurer,'or other
sources, including data on the rate, nagnitude, and timing of
default loses and mortgage insuraLce payments and any other



information necessary to undertake the analysis and may exercise
its subpoena authority pursuant to 24 C.F.R. part 3840 to obtain
such information.

1.

	

Dg tex-minincr that Ra^nQu^^anga Is Act aT

	

i

	

ovi d
Y2s'tux'n fo7C the Cplt1"Derisaf:.^ on

To determine that a real service--reinsurance- -is performed
by the reinou'rer for which it may legally be coopeneated, the
following requirements must be satisfied:

a.
reinsurance with tgMg and co
standards.

he laws of the state in which it is chartered and the
reinsurance contract between the Primary insurer and the

insurer must rovide for the establis ent of a e ate reserves
to sure that when a claim against the rein carer is asade funds
will exist to satisfy the claim. Unless the reinsures is
adequately, capitalized and adequate reaervea (which may include
letters of credit or guarantee arrangement's) and funds are
available to pay claims, real services are not being provided.

C. There mu be a real trmyfs-. of ri.ak. The rsinsuranee
transaction cannot be a sham under which premium payments {minus
a ced3.ng commission, if applicable} are given to the rei*usuter'
even though there is no reasonable expectation that the reinsures .
will ever have to pay claims. Thin. requirement for a real
transfer of risk would clearly be satisfied by a quota share
arrangement, under which the reinnsurer is bound' to participate
pro rata in every claim, The requirement could also be met by
excess lass arrangements, i f the band of the reinsurer's
potential exposure is such that a reasonable business
justification would motivate a decision to reinsures that band.
Unless there is a real transfer :f risk, no real reinsurance
services are actually being provx.ded. In either case, the
r.zs i'_-,., .3

	

(minus a ceding

	

if applicable'

	

-he risk, a: _

	

-^ in part 11 (S) (2) .
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2. Determinir, that the ComDenFation Pa fati Reizipur az'a Does
.Not Exceed the Value of the Reinsurance

if the requirements in Fart IX(B) (1) for daterminiag that
rainsurance iv actually being provided in return for the
compensation are mat, the Department will then determine whether
the compensation paid for reinsurance does nat exceed the value
of the reinsurance. The Department will * evaluate whether the '
compensation is commensurate with the risk and, where warranted,
a.dzinistrative; costs.. The-Department's evaluation of this
requirement may:

__ Compare, using relevant mathematical models, the risk
borne by the captive reinsurer with the payments provided by the
primary insurer.

Analyze the likelihood of losses occurring, the
magnitude and volatility of possible lasses, the amount Of
payments received, the timing of the payments and potential
losses, current market discount rates, and other relevant
factors.

-- Take into account the relative risk exposure of the
primary leader and the captive reinsurer,

	

-- Consider the extent to which the lender or the fir=
controlling the captive relnsurer is shielded from potential. `
losses by inadequate reserves and a corporate structure that
segregates risks,

other financial transactions between the
lender, primary insurer, and captive reinsurer to determine
whether they are related to the reinsurance agreement.

-- Examine whether the ceding commission is commensurate
with the administrative costs assumed by the trims . insure



	

such arrangements increase the availability of mortgages credit,
Where RESPA could not preclude ouch arrangements, the Department
would generally support them.

The Department beli eves the pystem of mortgage insurance and
urance is not necessarily comparable to other types of

services. Thus, the Department could analyze other
programs differently, depending on the facts

e particular program.

I trust that this guidance will assist you to conduct your
business in accorda:.-.e with RESPA.

Sincerely,

Kit IJ
Nicolas P. Retsinas
Assistant Secretary for
Housing-Federal Rousing
Co=Li.ssioner

cc: Mr. Randolph C. Sailer 11
	senior Vice President and General Counsel

Amerin Guaranty Corporation
200 Rant Randolph Diive, 49th Floor
Chicago, XL 60601-7125
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February 2

The Honorable Gail W. L^:si r
General Counsel
Department of Housing and Urban Development
451 Seventh Street, S.W., Room 10214
Washington, D.C. 20410

Dear General Counsel Laster:

This letter requests your advice on the application of Section 8 of the Real Estate
Settlement Procedures Act, 12 U.S.C. 2607 ("RESPA"), in the context where a title insurance
company seeks to obtain reinsurance (a) for title insurance policies issued in residential

	

transactions referred to the insurer by a particular real estate developer, mortgage lender, real
estate broker, or other person in a position to refer title insurance business, and (b) where the
reinsurance company is owned by or affiliated with the person that referred the insurance

	

business. Our questions do not relate to any specific transaction, but seek guidance that will
help our members ensure that any such arrangements are consistent with RESPA principles.

We have reviewed the letter dated August 6, 1997, from Assistant Secretary Retsinas to
the General Counsel of Countrywide Funding Corporation, that sets forth HUD's views
regarding the RESPA § 8 principles applicable to captive reinsurance programs involving
mortgage insurance. In general, the two key principles articulated in that letter are that:

payments to the captive reinsurer must be for reinsurance services actually
furnished, and
compensation paid to the captive reinsurer must not exceed the value of such
services.

What we are seeking through this letter is guidance on how those principles apply in the context
of title insurance, and, in particular, your views on several key questions that have arisen in the
application of those two principles to the title insurance industry.



The Honorable Gail W. Laster
February 23, 1999
Fage two

In addition to reinsuring srrccif^c isiKs, title insurers may obtain "treaty„ rein
their -mire portfolio of risks. For example- sn^.:iier local and region.,' title insurance com
whos( reserves and financial strength rrlu !:rii,t r! iclr ability to accept a significant am+
business r iLj obtain "treaty . -einsur=r^ce for their entire portfolio ci policies so as to limit their

	ex posar(.; or, arty single pe,icy or the"r nnuL,' _-x -_sure under all policies. In high-dollar
resid", nt,ui .ransactions, W;n< ^(_^r tittc: rr,surers may also c5tain reinsurance. Larger title insurers
gay obtain "excess loss" reinsurance that woaiu reimLurse them if their total losses in any

s;n-jlc year exceeded a specific dollar amount.

Such ^,cultative and treaty reinsurance have traditionally been available from several
sources. Thesc include other title insurance companies, as well as domestic and foreign
companies who provide reinsurance services to the title insurance industry and to other lines of
insurance.

In the past, there has been no demand from the title insurance industry for reinsurance
in connection with most residential title insurance policies. Recently, however, lenders,
builders, and others in a position to refer business have approached title insurers with proposals
for establishing captive reinsurers for the purpose of reinsuring the title insurer's residential title
risks on transactions referred to the title insurer by the lenders, builders, or other similar parties.

In light of your earlier pronouncements on captive reinsurance in the mortgage insurance
arena, we request your assistance on how those guidelines relate to captive reinsurance in the
title insurance industry. Specifically, we would be concerned about the following:

1. Assuming that these residential reinsurance proposals involve the actual transfer
of risk, is it relevant to whether HUD would give "particular scrutiny" to such
arrangements if title insurers did not actively seek to reinsure such risks other
than through captive reinsurers?

2. Since § 8 analysis involves determining whether payments made were
"reasonable" in light of the services rendered, what methodology would HUD
suggest for determining whether amounts paid to a captive reinsures are
reasonable?

We would greatly a ^rscl^^iU your consideration of the above questions and your earliest
reply. Thank you.



TAB M



WASWNCrr0N,DC 20410.0546

0FRCE OF OV4F R AL cOUNSET

August 12, 20O4

W. James Maher
Executive Director
American Land Title Association
1828 L. Street, N.W.
Suite 705
Washington, DC 20036

Dear Mr. Maher:

This is in response to your inquiry concerning the legality of captive Title reinsurance
programs under the Real Estate Settlement Procedures Act (RESPA).

By letter of August 6,1997, the Department tools the position that the legality of captive
mortgage reinsurance agreements under RESPA depended on whether payments made to the
reinsurer are. (1) for reinsurance services actually furnished or for services performed and (2) for
bona fide compensation that does not exceed the value of such services. The Department believes
that any captive title reinsurance program also shoutd be evaluated in accordance with these
standards and that the 1997 guidance on captive mortgage reinsurance will be useful in such an
evaluation. T have enclosed a copy of that guidance for your information.

The Department is strongly committed to reform of the mortgage settlement process and
will be working with affected industry and consumer groups in the coming months to achieve a
workable R.13SPA reform rule. The Department believes that revised RESPA regulations will
provide better, clearer roles benefiting both consumers and industry. We very much look forward to
working with you and your association as we move forward with our reform effort.

"Thank you for your .n of ^ t .: S
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