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Senator Dert Sharp, Chairman
Sonate State Affairs Committee
Alaska State LngslsIature

State Capitol ( 3100{
Junaau, Alaska 99801-1182

Ro: CSSB 231 — An Act Related to Title Insurance

Dear Senator Sharp:

ThIS letter is Intended to restate this company's and the
ust %/ continued oppositio to the above “referenced
Islation, ao revised by the re ent committal substitute.

ncouragln% to the Industry that the provisions of the
t attemp ing to directly e |sIate the price of

offer has Deen eliminated. This In response, wo
hope and Ve, to our prior_comments and testlmonP/ that such a
low rate would saka it |mp033|b|e toKpro uce le insurance
which it affected. Wc thank Senator Kr ?er and tho committoe for
thoir consideration of our viewpoint on th<~ [»»ww

The new version of the bill i6 completely different than tho
rsion.  As wo understand it, ‘the Dbill is intended to
e the so-called "non-insurance" portion of the title
a In fact, however, as currently written, the bill may
e rpreted to derogulate all aspects of title
because ~any portion “of the premium based on
insurability" would also not be regulated, and
what underwriting of title insurance is all” about. In
ort, tho bill is written much more broadly than nay have been
intended, and does not result in tho sponsor’s stated “intent.

Even If this is corrected, however, there are still problems
Title agents, regulation of whoso char%es the b ill seeks to chan? ,
face not only issues relating to contract liability based on the
policies they  issue, but also negligence liability under the
minority position taken liy our Suprémé Court. That liability Ia
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not covered by underwriting, and the bill does not account for th
State's need” to Do concerned not only with tho solvenc% 0f
underwrlters but also agents.  Further, agents bear risk  as
Insurers as woll, because agents are liable for the first portion
of a loss based on claim doductiblon, Agents are addltlonally
renponsiblo for the maintenance of title ‘plants, and upholdin
standards of review of titlo. This b||I il require agents to cu
costs to compete, and with the prevmusly dlscussed sldo effect of
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It also S|apy cannot be discounted that Alaska has not been
a particularly friendly state in which to write title msurance
IS, witnessed b)r ho number of undorvritera who have Th |s
hill akes It loss so. Underwriters also own agenmes as both
actlve underwriters in Alaska do, and what hurts agents hurts
underwriters. _In a state whore the real estate laws are frank|y
somewhat chaotic anyway, one would hops the government would be
looking for ways to ‘encourage the industry rather than discourage
It. Instead, it snoms, ono branch or the othsr of the government
ssemr. to decide about every four years that tho industry needs to
be turned on its head. Four years'ago, the we wore told that title

companios were cuttlng rates too low, and wc ware requirod to raise
thorn and collect cancellation fees. ~Now we are told wc are making

too much, despite the Jack of any evidence to support that charge
t it we warn”making too much money in Alaska
nderwrjters represented here and rot just two,
Il there is a house bill pending which,
lien statute, vouid make it impossible to
['s coverage insurance, a basic requirement of
nders, so loans can be sold on the secondary

We hope the committee will consider tho total |mpact of what
is bill proposes. The net result will bo the loss of agents (and
refore competltlon) agent solvency, and perhaps even of an
writer. ~We are scheduled to me&t with the Division of
ce next month to discuss what, if any rate changes are
lable and foasible. Neither Ieglslatlng rateG or complete
lation, Dboth of which have boon proposed in the two
nations of thls b|||, are the answer.

. Further, it was stated during the hearing on March 14 that the
bill is based on Pennsylvania law. [t Is noteworthy that in fact
rates eventually  ende UP being higher there thdn in Alaska,
Further, the basic rate for tifle finsurance in Alaska has not
changed since 1968.

Finally, there in an adverse fiscal i Pact to the etate due to
the bill, as Is dsclosed by the Dp ment of Commerce and
Economic Development's fiecal note. It hardly seems sensible to
endorse a lons of sta te revenue in thise tight budgetary timos.
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members of the committee to vote "Do

Wo urge you and the other
| |t you have any questions, please do not

t
ot _Pass" on "tho b ill.
esitate to contact me.

Very truly yours,
FIRST AMEMCAN TITLE AGENCY Of ALASKA

Steve JoOett, President
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March 22, 1996

Senator Bert M. Sharp
119 N. Cushman, Suite
Fairbanks, Alaska 9

HE: SB 231

201
9701

Dear Senator Sharp:

During discussion of Senate Bill 231 Senator Reiger made
reference to title insurance rates in Pennsylvania.

The first thing that came to mind was the fact that in _
Pennsylvania title insurance agents do not own and maintain title
plants, therefor, a comparison of Alaska and Pennsylvania is
similar to the old apples and oranges comparison.

AS 21.66.200 requires that title insurance companies and agencies
have and maintain a title plant.

In Pennsylvania title searches are conducted at the appropriate
state offices using state owned equipment.

If you count the pages of recorded instruments in the state
recorders office and multiply that nunber by $.35 then count the
Elat maps as well as the applicable status plats on file with the
ederal Bureau of Land Management office and multiply the nunber
of maos b}/ $*1.00 _Fu_t these two figures together and you have a
ood start at building a title plant as required by AS 21.66.200.
ou will still have to purchase some pretty spendy office
equipment such as microfilm reader-printers.,

After you compile the records and equipment you can either
purchase or rent space to store and use them. Keep in mind that
as more instruments are recorded @VGVK day you should allow space
to expand and employees to maintain the title plant.

As the state of Pennsylvania does not require title insurance
agents to own and maintain title plants wo would assume that the
trtle insurance a?ent could produce the same product for less
money. (Lot the state provide the office space and equipment to
search records)



Page 2

Enclosed please find a copy of the basic title insurance rate
schedule as filed with the State of Alaska and in use by all
Stewart Title Guaranty company agents.

Also please find a copy of a rate schedule provided by Great
Valley Abstract Corporation of Wayne, Pennsylvania.

You w ill note that even with the cost of the title plant being
assumed by the state they charge more.

Also | have been advised that a higher rate has been approved by
the State of Pennsylvania and will be affective in April, 1996.

Sincerely,
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COALAQKA  roveonsscomnor

DEPARTMENT OF COMMERCE AND

ECONOMIC DEVELOPMENT P.0. BOX 110005
JUNEAU, ALASKA 99011 0805
DIVISION o r INSURANCE PHONE (907") 4G5-2515

RECEIVED FEB 2 9 D®

NOTICE OF PUBLIC MEETING

Notice is given thut the Division of Insurance is seeking people interested in
participating on a task force to discuss and advise the director on issues related to
title insurance. The initial meeting of this task forco will be held on April 11,
1996, from 1:00 p.m. to 4:00 p.m. at the following three video conference locutions:

1. University of Aloska Anchorage, 3890 University Lake Drive, Suite 102,
Anchorage, Alaskn.

2. University of Alaska Fairbanks, EImer E. Rasmuson Library, Room 407,
Fairbanks, Alaskn.

3. Goldbclt Building, Education Board Room, 1st Floor, Juneau, Alaska.

The meeting will be moderated from the Anchorage location. Written comments
may be sent to the Division of Insurance, Attention: Sarah McNair-Grove,
P.O. Box 110805, Juneau, Alaskn 99811-0805, to be received no later than
4:30 p.m. on April 9, 1996, to be included in the initial meeting of the task force.

This will be a working meeting and interested people should be prepared to raise
and discuss issues related to title insurance. The following questions and topics
are suggested in order to focus on some of the issues that should be addressed by
the task force. Additional questions raised by participants will also be discussed
at this meeting.

1. What are some possible methodologies that could be used to support rates Filed
by title companies? Can existing data be used or does additional data need to
be collected? What data is available now? What additional data would be
feasible to collect? What data should the agent supply?

2. Would a rate of return method be appropriate to use to support rate filings?
What definition of rate of return should be used? How should the standard for
such a method be determined?

3. What types of discounts should be allowed? How should the amount of the
discount be determined so thut the discounted rate still covers the cost and risk
of producing the title project? What data exints or is needed to support such
discounts?



4. s a discount appropriate for refinances? Is it appropriate to have a discount
regardless of the amount of time since the original policy was purchased? If
not, how long? Ifitis appropriate, how can the amount of the discount be
determined so that the discounted rate still covers the cost and risk of
producing the title project?

5. Should the noninsurance portion of titlo insurance be deregulated? What
would be the impact on the marketplace?

6. Is the commission split approach appropriate for determining title insurance
premium?

7. How do we aasuro that tho title insurer's risk portion of premium is stabilized
and adequate?

8. What should constitute an illegal inducement?

9. Incorporation of the NAIC model acts for regulation of title agents and
regulation of title insurers into the Alaska Insuiance Code.

Ifyou arc a person with a disability who maY need a special accommodation in
order to participate in this public meeting, please contact Barbara Karl at (907)
269-7900, or TDD (907) 465-5437, no later than April 4, 1996, to ensuro that any
necessary accommodations can be provided,

Date: February . 1996
Mariunnc K. Burke

Director of Insurance

MKB/SMN/lvsI360.in
0221964
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# Law W eek

THE 3UHEtU Of I1AT1&UJ. HTKSVJ. 1C. WASHINGTON. DC.

JunoO, 1992

O pinions A

The Supreme Court decided:

ANTITRUST— Immunity

Tide insurers' setting of uniform jates for title search, exami-
nation, and settlement services through private rating bureaus in
Wisconsin and Montana pursuant to “"negative option rule.”
under which rates become eiTective unless rejected by state
agency within set time, was potentially subiect to active
supervision that was not realized in fact, in that rate t
checked, if at all. for mathematical accuracy and
requested information was either not supplied or d
years, and thus is not immune from anturust scrut&y under
state action doctrine. (Federal Ttadt Commission v .j
Insurance Co., No. 91-72)

COURTS AND PROCEDURE—Venue

Montana venue rules that permit domestic corporations to ce
sued only in county of their principal place of business but that
permit foreign corporations to be sued in any county rationally
further legitimate state interest in resolving disparate interests
of litigants in location of trial and. therefore, do not violate
Fourteenth Amendment's Equal Protection Clause. (Burlington
Honhtrn Rotlroad Co. v. Ford. No. 91-779) Page 4515

ENVIRONMENT CONSERVATION— Endangered

Species

AND

Environmental group's affidavits statir j that two of its mem -
bers have been to foreign countries to view endangered species
and intend to return for same purpose do not establish injury in
fact needed to confer Article Ill standing to challenge adminis-
trative rule limiting application of Endangered Species Ac: to
federal agency actions within United States or on high seas; nor
is injury-m-fact requirement of standing satisfied by ESA cttuen
suit provision's conferral upon all persons of right to challenge
federal agency's failure io comply wtth ESA obligations. {Lujan
V Defenders of Wildlife. No. 90-|42a) ... Page 4495

FOREIGN AFFAIRS— Sovereign Immunity

Foreign sovereign's issuance of ordinary debt instruments is
type of action in which private commercial party engages and
thus constitutes '‘commercial activity" aitftm meaning of For-
eign Sovereign Immunities Act. and its subsequent default and

Section 4 S

nnounoced

Extra Edition No. 1

Supreme Court

O pinions

Volume 60. No. <9

12, 1992

June

icscheduling of maturity dates on those instruments payable in
New York has “direct etTect" in United Stales, and therefore
federal district court may assert jurisdiction under FSIA over
breach-of-contract claim based on that rescheduling. (Republic
of Argentina v. Wellover Inc., No. 91-763)............. Page 4510

Full Text of Opinions
SECRETARY OF THE
IONERu. DEFENDERS
, STATES COURT OF
EIGHTH UIRCUIT
No. J<M42«. A/gueaTkegeriber J. 19?1—Decided June 12. 1592

Taction TtoX?) of the EndangsreiNigjeciao Act of 1Qt3 divides responsi-
bilities regarding the orotection endangered tcenet between
Stnuener Secretary of the Intanor snd ‘ha Secretary if Commerce,
snd requires each federal agency to consult »ith the relevant Secre-
tary la aniura tfial any action funded by the agency a noC likely ;a
.eopardue the continued aiaafanca of habitat of any endangered ar
ihraatanad icer.es. Doth Secretarial initially promulgates a .aint
-efulation attending }Tie <2,a coverage to artlont taken in foreign
nauona, but a subsequent ,utnt nilt limited the tecDont geogripnic
scase to the United Sutea and the high seat. Respondents. anldlife
conservation and other environmental organisations, filed n action
n the Cismei Court, weeing a Jeclaretary ;u«gTnent that "lie n»»
regulation erred it to | 7(ae2Ti geagraph.c stooe, and an injunction
meouinng the Secretary sf the Intenor io promulgate a new rule
restoring hil initial tnurtretation. The Court sf Aotweli reversed
th- District CourseduniMtl of the auit for lata .f ‘tending Upon
eemind. jn crtts motions for lurrmary /Jdg-mont. tho Dalncl Court
famed the Secretary's motion, enith renewed his tiechon to itand-
mg. and granted fetoondente' motion, ordering trie Secretary so
oublith ano- rule. Tho Court of Appeals afftrmeS.

Tfewf. The judgment la reversed, snd the ease is ran ended

>1|l T. 2d 117. reveraed and rei-anded.

JuJTiCC SCal jc delivered the opinion sf the Court, estesl as -a
Pars I11-3. concluding that respondent! laca ttanging to see* judicial
-anew of tho rule.

>0l As the portlet invoking I'ederal ,-unedi'Den, -esoondenti h-ar
the burden el shooing standing tf etuMnhing, nier a.ui. that lhev
hare suffered an injury in 'art. L i. i roncreia aVi particular tei.
artuai or imminent ineewen of a legilly proteeted mtereal To
lurviie o summary judgaenl metian. they Bust set fert.h by affidavit

a0LW 445

Py
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would qualify as its “principal place of business" if it were
a Montana corporation. . oW,

Burlington's claim fails. Montana could reasonably have
determined that a corporate defendant's home office is
generally of greaterlsignificance to;-theecorporation's
convenience in litigation'thun its othcr.offices; that foreign
corporations are unlikely to have their principal ofQccs in
Montana; and that Montana's domestic corporations will
probably:keep headquarters within the State. ..We cannot
sayraticast not on this record, that any of these assump-
tions'is, irrational. Cf. G. D. Starie & Co. 'fdCohn, 455
U. S..404,: 410 (19B2)-,"Metropolitan Casualty Ins. Co. v.
Brownell, 294 U.S.-'580, 585 (1935).. And upon-them
Monta-a may have premised the policyjudgment, which wc
find constitutionally unimpeachable, that only the conve-
nience to a corporate defendant'of litigating in tho county
containing its'home office is esufficiently significant to
outweigh a plainti/Ti interest in suing in the county of his
choice. '« . Tox o M

Ofcourse Montana's venue rules would have implement-
ed that policy judgment.'with greater precision if they had
turned on the location of a corporate defendant's principal
place of business, noton its State ofincorporation. But this
is hardly enough to make the rules fail ralional-basis
review, for “rational distinctions may bo made with sub-
stantially less than mathematical exactitude.” New Orleans
v. Dukes, 427 U. S. 297, 303 (1976); see Hughes v. Alesan-
dna Scrap Corp., 426 (J. S. 794. 814 (1976); Lmdsley v.
Natural Carbonic Gas Co., 220 U. S. 61. 78 (1911). Mon-
tana may reasonably have thought that the location of a
corporate defendant's principal place of business would not
be as readily verifiable as its State of incorporation, that a
rule hinging on the former would invite wasteful side shows
ofvenue litigation, and that obviating the side shows would
be worth the loss in precision. These possibilities, ofcourse,
put Burlington a far cry away from the pointofdischarging
its burden ofshowing that the under- and averinciusiveness
of Montana's venue rules is so great that the rules can no
longer be said rationally to implement Montana's policy
judgment. Sec. eg, Brownell, supra, at 534 Besides,
Burlington, having headquarters elsewhere, would not
benefit even from a scheme based on domicile, and .s
therefore m no position to complain of Montana's using
State of ~corporation as a surrogate for domicile. See
Roteris Sr Schaefer Co. v. Emmerscn, 271 U S. 50. 53-55
(1926), cf. United Statu v Raines, 362 U. S. 17, 2111960).

Burlington is left with the argument that Power Manu-
facturing Co. v. Sounderl, supra, controls thus case. But it
dees act. In Saunders, we considered Arkansas’ venue
rules, which restricted suit against a domestic corporation
to those counties where it maintained a piac? of business.
274 U. S..at 491—492. buterpcsed foreign corporations to
tuit in any county, id., at 492. W< held that the distinction
lacked a rational basil and therefor* deprived foreign
corporate defendants of the equal protection of the laws.
Id., at 494 The statutory provision challenged to Saunders.
however, appued only to foreign corporations authcrued to
do business in Arkansas, ibid., to that most of the corpora-
tions subject to its any-county rule prcbtbly had a place of
business in Arkansas. In contrast, most ofthe corporations
subject to Montana's any-county rule probably do not have
their pr.ncip.al place of business m Montana. Thus.
Arkansas' special rule for foreign corporations was (adored
with significantly less precision than Montana s.and. on the
assumption that Saunders is still good law, see American
Motorists Ins Co * Starnes. 425 U.5. 637, 645. n 4
(1976), its holding does not invalidate Montana t venue

rules.
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In sum, Montana’s venue rules can be understood as
rationally furthering a legitimate state interest. The
judgment of the Supreme Court of Montana is accordingly

i P . Affirmed.

BETTY 10 CHRISTIAN, Wuhington. D.C. (CHARLES C. COLE.
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Syllabus

No. 91-T2. A/guod January 13. 1592—Dont'od Juno 12. 1992

Potitteaer Fidiral Traoo Commiouan riled an odminiilralitt reraplamt
tnirging rtipamlont ritte tnturanco rcmpanm with horuonul pnro
Song ‘n lotting foot tor nilo toirrnn and oiaminaliona in violation
of i L'af 1) of tho Fodorai Trido Comm iuion Art. In oath of tho four
Statoi ot iililuw—€annotucut, *<Viirontin. Anrona. one
Montana—inform rate* >oro oiubllahrd by a rating buroau llrtniod
by tho State and outhoniod ta oilLaelitn ;oinl ratot for :U momeort
Rata f.imgt »oro rtada to tho rtau mauranto aiTi-o and Socarro
offoriuo union thv SUU -oio-lod thorn within a iconfiod pined
Tho Admmitraino Law Jodgo hold, tnter j,'«j, thai iho raut had
boon fljod in all four Suioo, but that, in Wiuannn and Monlana.
rneondinU" ar-ucomeotuivo amount wore onntlod la ttau-amon
immunity, aa ranumplalid in Parlor *. Brv~n. 31? (J. 3. M I, and
lla progmy Undor thi* dertnno. a aula law te roguialory ithomo
ran bo tho bor.i tee aneinut immunity if I>o0 Slato it) hot anitulat-
od i rtoa* and aJBrmatno policy to allow tho intiromsitiavo londcrt
ond 121 proohdio 0il* o aoionni on of intuintoliliio randurt unoor-
tahoa by pnoato arterv. Crl.Vou Rotaif L-e<y Joilrfi Ann =«
Sfufraf AJuwiaiom. ,'oc. MS U. S 9T. SOS Tho Conmnron. oh.th
ronrodod rhal I>o ftral part af tho loot «ai mot. hod on ronow that
ran# of tha Statot had roetvrfad lufBnant oupam-eon ta warrant
immunity. 7>ia Court of Areoali roooraotl. holding that tho oetcirui
of a onto rog-0 attry program, 'f llaffoi. fundoJ. ond ompaworod So
law oatit/lod tho arti.o loporoniiao *onu.romool 7)rot, it neeiueid.
riiM rJinia' randurt .a a.l tho Staloa eai oncilod ta tta(oait.an
immonity.

HeU.
t 3'aio aiion emaun.it » not aoailobla undor tho

Mhoeoi in Montana and Yium io
(al Pnnoplotoffodoraliim raeutrt that fodoral andtruit law* *o
euhoit u rupo'ooatian by iuu rog-ulatary pregromi Pa/ioo. itp a
=l ii0 -iS2.ifod.at nun. Poeuo t.Jlaogor. (11 U 3.H. JfdroTi
two-part ton iio4rn.tihatSuui «tr ne*ran/or anutr-ni immunity
on pnoau paocaaaa by Aal Ar'.aal itata in»*I*ieoinl| i tha protectii-
lion tor rnif n,.y. whu.h it tawftrrod out of reipeat ter tho Suto'i
ongwng roguiotion. am tho orauelri of polio nirraoni. Tho pwrpaoo
of tho oitiro tuiomikin -reury 10 u doiormiwo aholboo lha Slato
ha» oiimiod ojiT.noni -.ndipoMint (iKgoio < and lanual aa that tho
lota-u if the rttoi oo pooh i naoo toon otUbiithod ot a pradeit al
fo'-loino iiait .niorooonon AJUiough ihia imaan.ty fooinm uoo
dotoiocod n tr'-iona VougM ondor tho Jlinian An, tho iiji
oiiltn it in- ioi ta Cowm.ieoa aiboa undor th.i Fodoraf Thtaa
CwoniH in Alt atid wl bo doloo-nonof nmo IAo Coonw n»n foot

-ogulatory
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not inert iny tuperioi pre-emption authority here.

- (b) R Konrin, Montana, and K othar 3ute* correctly rontand
".hat a broad interpretation of Hate.action imuraty would'not jarvo
thair bast’intereita; Tho doctruio would Impodo, rathor than ‘«d-
vanro, tha Stalaa’ frtodom of action If U required thom ta act In tho
.ahadow of auch immunity whenever thoy antarod tha raalm of
aconomlc regulation. Inaiatonea on rail compliance with both parta
of tho .tfideal to«t eervet to maka rlaar that tha 5Utei ara respond*
bla for only tho prlcO (long ihay havo sanctioned and undartakan to
, control.  RtepondenU’ contention that auch concern* are batter
odd/#taod by tho'Brat part of tho Midicat test miaopprohanda tho
cloee relation between MidcaCt two oleraonta, which are both directed
ot enaunng that particular anticompetitive mochonlamo aporato
bocauao of a deliberate and intended sLato policy, A door policy
slalenant ensure* only thal tho Stale did'not act through Inadvor-
tone- not that tho Slala approved tho aniicompenuve conduct. Sole
relit, o on tho clear articulation requirement would not allow the
Statoa sufficient regulatory flenbillly.

(cI Where pncoo or ratot ora initially tot by pnvou portlet,
aublect tn vein only if tho State choosoo, tho pony -laiming the
immumly must thow that italt olTlciala havo undertaken the notes,
aary atepa t>determine the oociflct of tho pnce.flnng or ratoaalling
tcheme. Tho moro potential i.r ttato auo*rvifion 1* not an erfequeU
aubantute for tho Stales deacon. Thuo, tho standard roiled on ov
tho Cour. of Appeals in this ate is insufficient ts establish tho
requisite level of active sopervu on,, Tho Commiuion'a findings of
loct demonstrate that tho potent al far state supervision wot not
readied m oilhor Wiatonain or M.nuna. While most rate filing#
*ore chocked far mathomatual at’ucacy, same wore unchecked
altogether. Moreover, one rate Sling became effective In Montana
fotpifo tha rating bureau's failure ta pr. ode roquootod Infermatien.
and additional information was provided in Wisconsin after seven
peers, during winch ttme snothor rale filing remained in effect
Absent active supervision, there ran bo no stato action immunity for
wnat oero otherwise privelo pnee flong errangemtnta. And state
;uoicsl review cannot All the void. See Pairuk. lupre. el i0S-iCV
Thia Court s dcsision in SouiAe-t Motor Curriers Rait Cm hw i.
Inc v Ifnttid Jioici. a?l U. 3. It winch involved a nmilar negative
option regime, u not to the contrary, since it involved tha queenon
whether the firti pert >fthe Midcnl test wee met. This cate involves
eonjontal once Ae.ig under a #ag.ie impr.me.ur in form and agsrvcy
inaction in feet, anj :t tnould be reap in light of the gravity «f the
antitrust sCfenie. the involvement of unvote actors throughout, and
the door absent# if state lupennnon.

2- The Court of Appeals should Sava the eoportunity ta rettamtne
lit Oetonmiraoent with respert to Connecticut ard Ancona in erdar
to adire is whalhaa >t tccsrdad proper deference ta the Commiaeient
‘actual fiiS'hngt t to the ectent ateuto supervision in three States

tS T 2d 11S, revarsed and ramartdad.

KrvHtst, J, daiivaatd tha eetmen of tha Ceurt, Ln which W hctt.
UOCCIJVW SrrvtNV SCAL.1A, and Sot/TT>.JJ. nod SCALM J, Sled

e acahwoo & TUGRAI 28 nee OCHNGE, 3" dlee =

dissenting tscfusn. in wrjcn Thtovui. J. -e-red.

JUSTICE KENNEDY delivered the opinion of the Csurt

7>« Federal Trad* Commission Sled us adm inistrative
cemplniat jgains: jii of the nation s largest title insurance
companies. ailrr-r-C horizontal pr.ee fixing tn their fee* fcr
tatl* i»tichcs aco title examinations. One company settled
by consent decree, while five other firm continue to contest
the rustier. The Commission charged the title companies
with violating i N *x:j of the Federal Trade Commisncn
Act. 3R Stat. 719. 15 U. S C. j45faXIl. wtuch prohibits
Tuln/air methods of com pettticn m or affecttag commerce*
One of the prtacipal defenses the companies assert is state*
action immunity from antitrust prosecution, as contemplat-
ed in the line of cases beginning with Parker v. Brou n, 317
U.S 34111943). The Cacncr.issi.ia rejected this defease. In
e Tine Title Ins Co. 112 F.T C. 344 1)96!». and the firms
sought teview in the United Slates Court of Appeals for the
Third Circuit. Ruling thsi state action immunity was
available under the stale regulatory scnemes ui queslian.
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the Court of Appeals reversed. 922 F. 2d 1122 (1991). We
granted certiorari. 502 U. S. (1991). =m

Titlo insurance is the business ofinsuring the record title
ofreal property for persons with some interestia the estate,
including owners, occupiers, and leaders. A titlo insurance
policy insures against certain losses or damages sustained
by reason ofa defect ui title not shown on the policy or title
report to which it rclen. Before issuing a title insurance
policy, the insurance company or one of its agents performs
a title searcn and examination. The search produces a
chronological list of the public documents in the chain of
title to the real property. The examination is.a critical
analysis or interpretation of the condition of title revealed
by the documents disclosed through this search. .-

The title search.and examination are major components
of the insurance company's services. There are certain
variances from State to State and ftom policy to policy, but
a bnef summary of the functions performed by the title
companies can be given. The insurance companies exclude
from coverage defects uncovered dunng the search; that is.
the insurers conduct searches in order to inform the insured
and to reduce their own liability by identifying and exclud-
ing known risks. The insured is protected from some losses
resulting from title defects not discoverable from a scarca
of the public records, such as forgery, missing heirs,
previous marriages, impersonation, or contusion m names.
They are protected also against errors or mistakes in the
search and examination. Negligence need not be proved in
order to recover. Title insurance also includes the obliga-
tion to defend in the event that an insured is sued by
reason of some defect within the scope of the policy's
guarantee.

The title insurance industry earned S1.35 billion grots
revenues in 1982, and respondents accounted for 57 percent
of that amount Four of respondents are the nation's
largest title insurance companies: Ticor Title Insurance
Co.. with 16 5 percent of the market: Chicago T.tle Insur-
ance Co, w.rh 123 percent. Lawyers Title insurance Co..
with 2 percent; and SAFECO Title Insurance Co. (now
opera:ag under the name Security Union Title Insurance
Co ), w.ch 10.3 percent. Stewart Title Guarantee Co . with
5 4 percent of the market, is the country's eighth largest
title nsurer. with a strong position in the Wes: and
Southwest.

The Commission issued an adm inistrative complaint in
1985 Horizontal pnce-ficag was alleged m these terms

"Respondent* have agreed on the pnee to be charged
for title search and examination sem en or settlement
sennets through rating bureaus us various states.
Examples cf states in w.-uchone cr more of the Respon-
dents have fixed prices with other Respondents or other
competitors for ail or part oftheir search and examina-
tion services or settlement services are Arizona,
Connecticut. Idaho, Louisiana. Montana. New Je.sey.
New Mexsco, New York. Ohio, Oregon. Pennsylvania.
W isconsin and WyioiiBg.”™ 112 P.T.C., at 346

The Commission did no: challenge the insurers' practice of
setting uniform rales for insurance against the risk of loss
from defective titles, butonly the practice of setting uniform
rales for the title search, etaminauon. and settlement,
aspects of the business which, the Commission alleges, do
cot involve insurance.

Defrre the Administrative Law Judge (AL*D, the reipen*
dents defended against liability sn three related grounds
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First." they-maintained that the challenged conduct is
exempt from antitrust scrutiny under the McCarmn-
Ferguson Act, 59 Slat. 34, 15 U.S. C. §1012(b). which

confers antitrust immunity over the “business ofinsurrncc”
to the extent regulated by state law. Second.’they argued
that their collective rulemaking activities are exemptunder
the Noerr-Pennington doctrine, which places certain "[jloint
efforts to influence public officials’ beyond the reach of the
antitrust laws. Mine Workers v. Pennington, 381 11. S. 657,
670 (1965); Eastern Railroad Presidents Conference vtNoerr
Motor Freight, Inc.. 365 U.S. 127, 136 (1961). Third,
respondents contended their activities are entitled to state-
actiou immunity, which permits anticompetitive conduct if
authorized and supervised by state officials. See California
Retail l.iguor Dealers Assn. v. Mideal Aluminum Inc., 445
U. S. 97 (1980); Parker v. Broum, 317 U. S. 341 (1943). As
to one State, Ohio,- the respondents contended that the
rates for title search, examination, and settlement had not
been set by a rating bureau.

Title insurance company rates and practices in thirteen
States were the subject of the initial complaint. Before the
m atter was decided by the AU, the Commission declined to
its complaint with regard to fees in rive of these
Slates, Louisiana, New Mexico, New York, Oregon, and
Wyoming. Upon the recommendation of the AU, the
Commission did not pursue its complaint with regard to
fees tn two additional States, Idaho and Ohio. This left six
States in which the Commission found antitrust violations,
but m two of these States, New Jersey and Pennsylvania,
tho Commission conceded tho issue on whicn eertioran was
sought here, so the regulatory regimes in these two States
are not before us. Four States remain in which violations
were alleged: Connecticut, Wisconsin, Arizona, and
Montana

The ALJ heid that the rates for search and examination
services had been fixed in these four Slates. For reasons
we need not pause to examine, tho A1J rejectea the
M cCarran-rerrison and Noerr-Pennington defenses. The
ALJ then turned hi* attention to the question of state-
action immunity A summary of the ALTs extensive
findings in this point,s necessary for a full understanding
of the decisions reached at each level of the proceedings as
the case.

Rating bureaus aro pnvate entities organized by title
insurance companies to establish uniform rates for .heir
members. The ALJ found no evidence that the collective
setting af title insurance rates through rating bureaus is a
way of pc-siing nsk information. |Indeed, he found no
evidence t | any title insurer seta rates according to
actuarial .o . tepenence. Instead, the ALJ found that the
usual practice is for rating bureaus to set rates according to
profitability studies that focus on the ccsts af conducting
searches and examinations. Uinform rates are set notwith-
standing differences in efficiencies and coits among individ-
ual members

The AU described the regulatory regimes
insurance rates *n the four States still at issue
one. the title insurance rating bureau was licensed by the
State and authorised to establish ;oinl rates for its mem-
bers. Each of the four States used what haa come to be
railed a “negative option* system to approve rate filings by
the bureaus Under a negative option sytum . the rating
bureau filed rates for title searches and title examinations
with the state insurance office. The rates became effective
unless the State rejected them within a specified penul,
tiKh u 30 days Although the negative option system
prsruled a theoretical mechanism for substantive review.

pursue

for title
tn each
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tho AU determined, alter making detailed
regarding the operation ofeach regulatory regime, that the
rate filings were subject to minimal scrutiny by state

findings

regulators. 'om .

Ln Connecticut the State Insurance Department has the
authority to audit the rating bureau and hold hearings
regarding rates, but it has not done so. The Connecticut
rating bureau filed only two major rate increases, in 1966
and in 1981. The'circumstances behind the 1966 rate
increase are somewhat obscure." The ALJ found that the
Insurance Department asked the rating bureau to submit
additional information justifying the increase, and later
approved the rate increase although there is no evidence
the additional information was provided. . In 1981 the
Connecticut rating bureau filed for a 20 percent rate
The factual background for this rate increase is

increase.
better developed though the testimony was somewhat
inconsistent A state insurance official testified thnt he

reviewed the rate increase with care and discussed various
components of the increase with the rating bureau. The
same official testified, however, that he lacked the authority
to question certain expense dati he considered quite high.

In Wisconsin the State Insurance Commissioner is
required to examine the rating bureau at regular intervals
and authorized to reject rates through a process ofhearings
Neither has been done. The Wisconsin rating bureau made
major rate filings in 1971, 1981. and 1982. The 1571 rate
filing was approved in 1971 although supporting justifica-
tion. which had been requested by the State Insurance
Commissioner, was not provided until 1978. The 1981 rate
filing requested an 11 percent rate increase. Tho increase
was approved after the office of the Insurance Commission-
er checked she supporting data for accuracy. No one in the
agency inquired into insurer expenses, though an official
’esttfied that substantive scrutiny would not Oc possible
without that inquiry. The 1982 rate increase received hut
a cursory reading at the office of the Insurance Commis-
sioner. The supporting materials were not checked for
accuracy, though as the absence of an objection by the
agency, the rate increase went into eifect.

In Arizona the Insurance Director was required to
examine the rating bureau at least once every five years.
It was not done. In 1960 the State Insurance Department
announced a comprehensive investigation of the rating
bureau. It was not conducted. The rating bureau spent
mc-st of its tune justifying iu escrow rates. Following
settlement in 1981 of a federal civil suit challenging the
joint fixing of escrow rates, the rating bureau went out af
business without having made any major rate filings,
though it had proposed minir rate adjustments

In Montana the rating bureau made its oniy major rate
filing in 1983. In connection with it, a representative ofthe
rating bureau met with officials of th* State Insurance
Department. He was told that the filed rates could go into
immediate effect though funner profit data would have to
be provided. The AU found no evidence that the additional
data were furnished

To complete the background, th* AU observes that none
of th* rating bureaus are now active. Tha respondents
abandoned them between 1981 and 1985 m response to
numerous pnvate treble damage suits, so by the time the
Commission filed its formal complaint in 1985. the rating
bureaus had been dismantled. The AU held that the case
ta not moot, though, becaut* nothing would preclude
respondents front resuming the rondure challenged by the
Commission. See United Stares v . W f~ Grant Ca. 345
U S 629.632-633 (1953).
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These factual determinations established, the AJLJ
iddressed the two-part test that must be satisfied for state-
iction immunity under the antitrust laws, the test wc set
;ut in California Rttail Liquor Dealers Assn. v. Midcal
Aluminum, Inc., 445 U.S. 97 (1980). A state law or
:?jjulatory scheme cannot be the basis forantitrust immuni-
ty unless, first, the State has articulated a clear and
itTirmativc policy *o allow the anticompetitive conduct, and
second. the State providesactive supervision ofanticompeti-
tive conduct undertaken by private actors, hi, at 105. The
Commission having conceded that the first part of the test
-mas satisfied in the four States still at issue, the immunity
c lestion. beginning - *th the hearings before the ALJ and

all later proceedings, has turned upon the proper
nicrpretation and application ofMidcaCs active supervision
ctquircmeni The ALJ found the active supervision test
vis metin Ancona and Montana butnotin Connecticut or
mECOoNsin.

On review of the ALJ's decision, tho Commission held
tr.at none of the four states had conducted sufficient
supervision, so that the title companies were not entitled to
immunity in any of those jurisdictions. The Court of
Scpeals for the Third Circuit disagreed with "he Commit-
lien, adopting the approach of the First Circuit in Hew
England ‘'dolor Rate Bureau, Inc., v. FTC, 908 F. 2d 1084
'1990), which had held that the existence of a state rcgulv
tcrv program, if staffed, funded, and empowered by law.
satisfied the requirement of active supervision. Id., at
.271. Under this standard, tho Court of Appeals for the
Turd Circuit ruled that the active state supervision
requirement was met m all four slates and held that the
rispondenta’ conduct was entitled to state action immunity
z each of them.

We granted ctrtioran to consider two queslins: First,
v-ether the Third Circuit was correct in its statement of
the law and in its application of law to fact, and second,
'e-.ether the Third Circuit exceeded its authority by
separting from the factual findings entered bv the ALJ and
adopted by the Commission. Before this Court, the panics
uve confined their briefing on the first of these questions
to the regulatory regimes of Wisconsin and Montana, and
fccused on the regulatory regimes of Connecticut and
Arirona in briefing on the second question. We now reverse
the Court of Appeals under the first question and remand
for further proceedings under the second.

The preservation sf the free market and of a system of
free enterprise without pr.ee fixing or cartels is <*ssential to
economic freedom. United Stales v. TOPCO Associates. Inc.,
4C5 U. 5 59(5. 610 (1972). A aationa* policy of such a
pervasive and fundamental character is an essential part af
the economic and legal system within which the separate
States administer thesr.own laws for the protection and
ac>anctment sftheir people. Continued enforcement of the
national antitrust policy grants the States more freedom,
net less, tn deciding whether to subjectdiscrete porta of the
cccnomy tn additional regulations and controls. Against
this background, in Fvktr v. Broun, 317 u. s. 341 (1943).
wc upheld a itatc'supemsed market sharing scheme
against a Sherman Act challenge. We announced the
doctrine that federal antitrust laws are subject ta superses-
sion by itate regulatory programs. Our decision was
grounded in principles of federalism Id., at 350-352.

The principle of freedom of action for the States, adopted
to itter and preserve the federal system, explains the later
evt'ulion and application of the Farktr doctrine us our
dec nenx in Midcal. supra, and Patrick v Burger, 486 U. S.
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94 (1988). In Midcal we invalidated a California statute
forbidding licensees in the wine trade from selling below
prices set by the producer. There wo announced the two-
part test applicable to instances where private parties
participate in a price fixing regime. Tirst, the challenged
restraint must be one dearly articulated ana affirmatively
expressed as state policy; second, the policy must be
actively supervised oy the State itself." Midcal, 445 U. S,
at 105 (internal quotation marks omitted). Midcat confirms
that while a State may not confer antitrust, immunity on
private persons by Sat, it may displace competition with
active state supervision ifthe displacement is both intended
by the State and implemented in its specific details. Actual
state involvement, not deference to private price Sxing
arrangements under the general auspices of state law, is
the precondition for immunity from federal law. Immunity
is conferred out of respect for ongoing reguialion by the
State, notout ofrespect for the economics of pr.ee restraint.
In Midcal we found that tho intent to restrain pnees was
expressed with sufficient precision so that the first part of
the test was met. but that the absence ofstats participation
in the mechanics of the price pasting was so apparent that
the requirement of active supervision had oot been met.
Ibid.

The rationale was further elaborated in Patrick v. Burget.
In Patrick it had been alleged that private physicians
participated in the State's peer review system in order to
injure or destroy competition by denying hospital privileges
to i physician who had begun a competing clinic. We
referred to the purpose of preserving the State's own
administrative policies, as distinct from allowing private
parties to foreclose competition, m the following sassage;

The active tupcrvtsion requirement stems from the
recognit..n that where x private party is engaging in
the anticompetitive activity, there is a real danger that
he is acting ta further his svn interests, rather than
the governmental interests of the State . The re-
quirement is designed ta ensure that the itate-nction
doctnne will shelter only the particular anticom petitive
acts of private parties that, m the judgment of the
State, actually further state regulatory polic-** To
accomplish this purpose, the active supervision require-
ment mandates that the State exercise ultimate control
over the challenged anticompetitive conduct. . The
sr.erc presence cfxomo state involvement or monitoring
docs notsuffice. . .The active supervision prong ofthe
Midcal test requires that state officials have and
txtsr.se power to review particularanticompetitive acts
"f private parties and disapprove those that fail to
accord with state pclicy. Absent such a program of
supervision, there is no realistic assurance thai a
private party a anticompetitive --induct promotes state
pclicy. rather than merely the party's individual
interests." 456 U.S., at 100-101 (internal quotation
marks and stations emitted)

Because the particular anticompetitive conduct at issue in
Pst/ick had notbeen supervised bv governmental acton. »*
decided that the actions of the peer renew committee were
not entitled to tute-aetion immunity. Id, at 106.

Our decisions make clear that the purpose of the active
supervision inquiry is not to determine whether the Slate
has met scat normative standard, such as efficiency, in its
regulatory practices. Its purpose is to determine whether
the State has exercised sutTicrns independent judgment
and control so that the details sf the rates or pnees have
been established as a product of deliberate ,ute interven-
tion. not simply by agreementamong private parties. Much _
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inquiries, the analysis asks whether the
State has played a substantial role in determininc the
specifics of the economic policy. The question is not how
well state regulation works but whether the anticom petitive
scheme is the State's own.

Although the point bears but brief mention, we observe
that our prior eases-considered state-action immunity
against actions brought under the Sherman Act, and Jiis
cose arises under the Federal Trade Commission, Act. The
Commission has argued at other times that state-action
immunity docs not apply to Commission action under 55
of the Federal Trade Commission Act. 15 U. S. C. §45. See
U. S. Bureau of Consumer Protection, Staff Report to the
Federal Trade Commission on Prescription Drug Price
Disclosures, Chs. VI fB) and (C) (1975); see also Note, The
State Action Exemption and Antitrust Enforcement under
the Federal Trade Commission Act, 89 Harv. L. Rev. 715
(197C). A leadin: trcatire has expressed its skepticism of
this view. See 1 P. Areeda -it D. Turner, Antitrust Law
"J218 (1978). <Vcneed notdetermine whether the antitrast
statutes can be distinguished on this basis, because the
Commission docs not assart any superior*pre-emption
authority in the instant matter. We apply our*>rior cases
to the one before us. /

The respondents contend that principles of fcderali
justify a broad interpretation ofstate-action immunity, but
there is a powerful refutation of tWeir viewpointja the
briefs that were filed in this rase. ThqStatd JBMAfigEcb'ina
joined by Montana and 34 other StatesT ~Asfiféb¥TSalihgemiy
amici curiae on the precise point. These antes deffothat
respondents’ broad immunity rule would ser/e\’m.3taied*.
best interests. We are in agreement with
submission.

If the States must act in the shadow of state-action
immunity whenever they enter the realm of economic
regulation, then our doctrine will impede their freedem of
action, not advance it. The fact of the matter a that the
States regulate their economies in many ways notinconsis-
tent with the antitrust law*. For example, Oregon may
provide for peer review by ila physicians without approving
anticompetitive conduct by them. See Patrick, supra, at
105. Or .Michigan may regulate its public utilities without
authorising monopohaatirn m the market for electnc light
bulbs. See Cantorv Dttrad Kduon Co, 42S U S. 579. 596
(3976). So we have held that state-action immunity is
disfavored, much as are repeals by implication Lafayette
v. Louisiana Poiaer <¢ Light Co. 435 U S 389. 397-339
(1978). By adhering in most cases to fundamental and
accepted aasumpttons about the benefits of competition
within the framework of the antitrust laws, we increase the
States' regulatory flexibility.

Stales mustacceptpolitical responsibility fcr actions they
intend to undertake It ;s quite a different matter, hswev-
er. for federal law to compel a result that the States do not
intend but fer which they are held to account Federalism
serves to assign political responsibility, aot to obscure it.
N either federalism nor political responsibility ia well served
by a rule that essential national pclir.es are displaced by
regulations intended to achieve more limited ends.
For Slates which do choose ta displace the free mi kai with
regulation, our insistence on real compliance <ith bosh
porta af the Midcal test wvll serve to make dear that the
State it responsible far the pnee fixing it has sanctioned
and undertaken to control

The respondents contend that these concerns are better
addressed by the requirement that the States articulate a
dear policy to d.sptace the antitrust law* w.th their own

as in causation

state
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forms of economic regulation. This contention misappre-
hends tho dose relation between MidcaCs two elements.
Both arc directed at-ensuring that particular anticompe-
titive, mechanisms operate because of a deliberate and
intended state policy. .Sec Patrick, supra, at 100. In the
usual case, MidcaCs requirement that the State articulate
a dear policy shows little more than that the Stale has aot
acted through-inadvertence; it cannot alone, ensure, as
required by our precedents, that particular anticom petitive
conduct has been approved by the State. It seems plain,
moreover, in light of the amici curiae bnof to which we
have referred, thatsole reliance on the requirementofclear
articulation wtil not allow the regulator/ flexibility that
these Stales deem necessary. For States whose object it is
to benefittheir dtirens through regulation, a broad doctnno
of state-action immunity may serve as nothing more than
an attractive nuisance in the economic sphere. To ooposc
these pressures, sole reliance on the requirement of clear
articulation could become a rather meaningless formal
constraint.

In the ease before us. the Court of Appeals relied upon a
formulation ofthe active supervision requirementarticulat-
ed by the First Circuit:

AteVhere tl  stale's progTam ,s in place, is starTed
f'-, jmiveinded. grant*, to the ttatc officials ample power
tn "rdaio pursuant to declared stars-
dirds ofstos”jrolicy, iSenforceable in tho state's cotins,
i*And demonstrates some basic level of activity directed
. teeing thnNihe private actors carry out the
firtate I'pffiicj’ and notAimply their awn policy, more
nncd/p i BOstablish/ci.* 922 2. 2d. at ;336. quoting
iltu/'Sajland Meta/Rate Bureau, inc. v FTC. 90S ?

2 (hc” 1071 (Cy 1390).

Based on thi?>7icdar-J. the Thurd Circuit ruled that the
active supervmonV'quirement was met in all four states,
and held that the respondents' conduct was entitled to
stait-acuoo immunity from antitrust Lability 932 F. 2d, at
1140.

W hile in theory the uaaaard articulated by die First
Circuit might be applied in a manner consistent with our
precedents, it seems to us insufficient to establish the
requisite level of active supervision The m tena set forth
by the First Circuit may have seme relevance aa the
beginning point of the active state supervision inquiry, but
the analysts cannot end there. Where pnees or rates are
set as an initial matter by private parties, subject only to j
veto d the State chooses to exercise it. the party claiming
the immunity mustshow that state officials have <indertak-
en the necessary steps to determine the specifics of the
pr.c*-fixiai* cr rausettisg scheme The mere potential for
state supervision is net an adequate substitute for a
decision by the State Under these standards. »t must
conclude that there was no active supervision m either
W isconsin or Montana

The respondents preni out t.vt in Wiscontm and Mon-
tana the rating bureaus filed rates with state agencies and
that in both Stales the so-called negative option rule
prevailed. The rates became effective unless they were
rejected within a set time Itis said that as a matter of law
in these States inaction signified substantive approval.
This proposition cannot fee reconciled, however, with the
detfeied findings, enured by the AU and adapted by the
Commission, wfuch i*menstrau that the potential faritau
supervision was m | realised m fact. The AU found, and
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the Commission agreed, that at most the rate filings were
checked for mathematical accuracy. Some were unchecked
altogether. In Montana, a rate filing became effective
despite the failure of the rating bureau to provide addition-
al requested information. In Wisconsin, additional informa-
tion was provided after a lapse ofseven years, during which
time the rate filing remained in effect. These findings are
fatal to respondents' attem pts to portray the state regulato-
ry regimes as providing the necessary component of active
supervision. The findings demonstrate that, whatever the
potential for state regulatory review in Wisconsin and
Montana, active state supervision did not occur. In the
absence of active supervision in fact, there can be no state-
immunity for what were otherwise private pnee
And as tn Patrick, the availability of
Because of the

action
fuung arrangements.
state judicial review ccuJd not (ill the void.
state agencies' limited role and participation, state judical
review * u likewise limited. See Patrick, 486 U. S.. at
103-105.

Cur decision in Southern Motor Carrier! Rate Conference.
Inc. v United Statet, 171 U. S. 48 (1985), though it too
involved a negative option regime, is not to the contrary
The question there was whether the tint part ofthe Midcal
test was met. the Government's contention being that a
pricing policy is not an articulated one unless the practice
is compelled. We rejected that assertion and undertook r.o
reai examination of the active supervision aspect of the
case, for .he Government conceded that :he second part of
the test had been met. 1d-, at 62, 66. The concession was
against the background af s dist.-.ct court determination
that, although submitted rates could go into effect without
further state activity, the State had ordered and held rate-
mokuig hearings on a consistent basts, using the industry
sunmiiiions as the beginning point See United Statet ».
Southern Motor Carriert Rate Conference, Inc.. <67 r. Supp.
<71. 476-477 (NTD Ga. 19791. la the case before us. of
course, the Government concedes the first part of the
Muicsl requirement and Utigmes the second; and there is
no finding of substantial stale participation in the rat*
setting scheme.

This case involves horizontal price fuung under a vague
imprimatur in form and agency inaction in fact. No
antitrust offense is more persucout than pnee fisnng FTC
v. Superior Court Trial Lawyerj Ann . 493 U. S 411. 43-4.
n. .6 (1950) In this corner:, we decline *sformulate a rule
that would lead to a finding of active ttate supervision
where in fact there was none Our decision should be r»ad
in light af the gravity of the antitrust aiter.se. the involve-
mentofpnvate actors throughout, and the clear absence of
state suctrvision. We do not imply that seme particular
form ot state or local regulation is required to achieve ends
other than the mabbiiur.fr.t of uniform pr.ets Ccf
Columbia v. omnioutdoor Adeemsmg. Inc.,, 499 U S _ _
(1991) ‘city billboard zoning ordinance entitled ta state-

action immunity). We do not have before us a cue us
which governmental of.cn made wunilateral itni.ens
without participation by private actors Cf. FuKtr v

Berkeley, 473 U. S. 260 0936) (private actors not liable
ewithout pnvate action) And we do not her* call into
question a regulatory regime in wrurh sampling techniques
or a specified rate of return allow state regulators to
provide comprehensive supervision without complete
control, or in which there was an infrequent lapse cf ttate
supervision Cf J24 Lu”ucr Carp * Duffy. 479 L* S 333.
344. n. 6 '1987) ia statute specifying the margin tet «e«n
wholesale ar.d retail pnees may satisfy the active supervi-

sion requirement!, tn the rucumi-ancrt cf this rase.
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however, we conclude that the acta of the respondents in
the States of Montana and Wisconsin arc not immune from
antitrust liability. -

v

In granting certiorari we undertook to review the further
contention by the Commission that the Court of Appeals
was incorrect in disregarding the Commission’s findings as
to the extent of state supervision. The parties have focused
their hneling on this question on the regulatory schemes of
Connecticut and Arizona. Wc think the Court of Appeals
should have the opportunity tn reexamine its determina-
tions with respect.to these latter two States in light of tho
views we have expressed. *

The judgment of the Courtof Appeals isreversed and the
case is remanded for further proceedings consistent with
this opinion. ¢ o e¢ . -*e .

It it ta ordered.

Justice Scalia, concurring.

The Court's standard is in my view faithful to what our
cases have said about ‘active supervision,* On the other
hand. I think THE CHIEF JUSTICE and JUSTICE O'CONNOR
are Currect that this standard will be a fertile source of
uncertainly and (hence) litigation, and will produce total
anaadotment of some Hate programs because private
individuals will not take the chance of participating in
them. That is trur. moreover, not just in the ‘negative-
gpt,on* contest, but even in a context such as that involved
laPutriek v Sur/et. 456 U. S. 94(1988): Private physicians
invited to participate in a state-supervised hospital peer
review system may not knew until after their particpatim
has occurred (and md»«d ‘'Intd after their tnai has been
completed) whether the Slate's supervision will b* active*
enough.

I am willing to accept these consequences because 1 see
30 alternative within ;he constraints ofour “active supervi-
sion* doctrine, which h*j sot been challenged here, and
because | am skeptical about the Parker e 3roun exemp-
tion for state-programmed private collusion in the first
place.

CHitr Justice Rehnquis?, w.th whom Justice O'Con-
nor and JUSTICE THOXa7join. dissenting

The Court holds today that to satisfy the *active supervi-
sion* requirement of state action immunity from antitrust
liability, pnvate parties acting pursuant to a regulatory
scheme enacted be a state legnlature must prove that ‘the
alate has played s substantial rcie -a determining the
specifics sfthe economic pciscy.* Ante, at U. Because this
standard it neither supported by our pr.or precedent, ncr
sound as a matter of policy. I dissent.

Immunity from antitrust liability under the state action
doctnne »as &rsi established\a Parker v flrown.31? U S
341 (1943) As noted by the majority, in Parker w# relied
on principles of federalism us concluding that tie Sherman
Actdid aot apply tasuta cdiaois administering a regulato-
ry program enacted by the state legislature We concluded
thatsuit action is eteapt from antitrust liability, because
in the Sherman Act Coogrets evidences so mient ta
‘rest sin state action or sffir.al action directed by e state *

1¢ , at 331 * *171# parter demion v as premised cn the
Tv« Cews iuim i*»i liim nsie eeinii'um *t i‘« -iumii
iii imii ewi.-f p»»u iu Sum w i Smim. ini >nin 4>i
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assumption that Congress, in enacting the Sherman Act,
did not intend to compromise the States' ability to regulate
their domestic commerce." Southern.Motor Carriers Rate
Conference, Inc. v. United States, 471 U. S. 48. 6(1985)

(footnote omitted). ;..:7° »e
. We developed our. present;.analysis for state action
immunity for.private actors'in California.Retail Liquor

Dealers Assn. v. Midcal Aluminum,. Inc., 445 U.S. 97
(1980). ;We held in Midcal that our prior precedent hod
granted state-action immunity from antitrust liability to
conduct by private actors where a program was "dearly
articulated and affirmatively erpressed as state policy (and]
the policy [was] actively supervised by the State its«I/.“ 7d.,
at 105 (internal quotation marks and citation omitted). In
.\Vfidcaf,,we-found the active supervision requirement was
not met because under; tho «California statute at issue,
which required liquor retailers to charze a certain percent-
age above a pnee."posted* by area wholesalers, Itlhc State
has no direct control-over wine prices, and it does not
review the reasonableness of the pnees set by wine deal-
ers "™ Id., at 100. We noted that the state action defense
does not allow the States to authorize what is nothing more
than private price filing. 1d., at 105.

Lneach instance ante Midcal in which we have concluded
that the active supervision requirement for state action
immunity was not met. the state regulators lacked authori-
ty. under state law. to review or reject the rates or action
taken by the pnvate actors facsg antitrust liability * Our
most recent formulation ofthe ‘active supervision" require-
ment was announ-ed in Pitrtce-¢. Surgef. 466 U.S. 34
(1988). whare w« concluded that to satisfy the "active
supervision” requirement, "state officials (must] have and
eserase power to review particular anticompetitive acts of
pnvate parties and disapprove those that fail ta accord with
state policy." Id., at 101. Until loday, therefore, wo have
never had occasion to determine whether a state egulatory
program which gave state officials authonty—"power"—to
review and regulate prices or canduct. might still fail tn
meet the requirement for active itate supervision because
the state’s regulation was tot sufficiently detailed or
rigorous.

Addressing this question, the Court of Appeais ia this
case used the following analysts;

e «f *

«’Where, aa here, the state's procram is in place, is
tu/fed and funded, grants to the state official* ampie
power and the duty to r guiut* pursuant to declared
standards of state policy, is enforceable us the state's
cruris, and demonstrates some basic level of activity
directed towards teeing that the pnvate actors carry
rut the state's policy and aot im ply their own policy,
more need aot berstabsiinrd922 F. 2d 1122. 1126

'CA3 S&QIJC quoting .Vew £ -ifland Motor R@b Bureau.
Int. v .90S F 2d 1064. 1071 <CAl 1D 3

emimiu Sm iu ears**ti*«nm eiu ttfiltuw i
GOHO <«P5om3o F  HA W »/»* # * U ts.i Shornon
Act i>eK| 4-m M #rv'r >» tondeU ftivUteS Sf LW gut*. 7>«
«/e»ex»|WI>« "oBonoionetrontMuy. *\m*o0*#4 +. ~ oneuwil
levw. we* front «sdi«duofaa™#* *>»*#<u i**r<uin = m» -, «.i

‘two. tti it Sn miwfariu IN y##com of th* ; aift N\4r>d rf
e »>»** v* rxf*lou.
U Jse £ree>>» Cr* , Dmfr, «»u. 3 is; ueeri .« uu th*t <
V«iiubu fblie u th*tsren»(i«c hum irw uinm u <i*bI>t«
Bo»oo* ** AU i»r»U*fu mii i»i niulm u ihtffi I[Us ti ta*
r'" lwuTVj > % Y].« #uiji*. ,lit>i CoKfarno
#UIVW It Qe I* UtAJH | #5>*4 uif fIflf | FFEF IF
r* mUHIIS v Mib*tlid iu if 0>« K I UKKmii ‘fM tfi*  i*«
T 'mi . n ;o0

o’ ‘ojy
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The Court likens this test to doing away all together witli
the active supervision requirement for immunity based on
state action. But the test used.by the Court of Appeals is
much more closely attuned tobur "have and exercise power"
formulation in Patrick v. Burget than is the rule adopted by
the Court today. The Court simply doesn't say just how
active a Slate’s regulators must be before the "active
lupervision” requirementl will be satisfied.. iTheonly
guidance it gives is that the inquiry should be one akin to
causation in a-negligence case; docs the State play 'a
substantial role usdetermining the specifics ofthe economic
policy." Ante, at 1). Any other formulation, we are told,
will remove tho active supervision requirement ail together
as a practical m atter.,

| do not believe this to be the.case.l In the States at
issue here, the particular.conduct was approved by a state
agency. The agency manifested this approval by raising no
objection to a required rate filing by the entity subject to
regulation. Thisis quite consistent with our statement that
the active supervision requirement serves mainly an
‘evidentiary function' as "one way of ensuring that the
actor is engaging in the challenged conduct pursuant to
state policy. ..." Hallie v. Eau Claire, 471 U. S. 34, 46
(1985).

The Court insists thatits newly required 'active supervi-
sion” =-11 "mcrexse the States' regulatory flexibility." Ante,
at 11' 5utifpnvate actors who participate, through a joint
rate :_ing, in a State's "negative option" regulatory schcm®
may be liable for treble damages if they cannot prove that
the State approved the specifics of a filing, the Court makes
it highly unlikely that pnvate actors will choose to partici-
pate in such a joint filing. This in turn lessens the States'
regulatory flexibility, because as we have soled before,joint
rate filings can improve the regulatory process by ensunag
that the state agency has fewer filings to consider, allowing
more resources to be erpenced on each filing. Southern
Motor ,Carriers Rate Conference, Inc. v. United States,
supra, al 51. The view advanced by the Court of Appeais
does act sanction pnee foing in areas regulated by a State
"no: inconsistent with the antitrust laws." Ante, at 11. A
State must establish, staff, and fund a program to approve
jointly setrates or pnees m order for any activity undertak-
en by pnvate individuals under tha: program to be immune
under the antitrust laws.*

The Court rejects the test adopted by the Court of
Appeais. stating that it cannot be tha end of the inquiry.
Instead, the party seeking immunity must "show that state
officials have undertakes the necessary steps to determine
the specifics of the pnee-funng or ratesetttng scheme.”
in.'t, al 14." S-ich an inquiry necessarily puts the federal

'7s * ttoi# -tfvioUfy o-.-fr*,—t in Ctlifarnio Rhail u.Que* Dtelrn
Am ¢ [faoiai AU< *u» Mi U5 J) 15VI0. .GI'fO « 37"t
oft V.3 t~ Imil. ond J7e >lire, oould *11 fail to prc«idt
immunity far toco it octir* wp#r»m»n u/\d#r th# ini odcptod by th#
Court «f Arpotit.

“tn n»uh*r ol -h# #iom;(#t ntei by th* nojonry ot inttoncti «r itot#
eefuiotun iot inioftiol to lathorn# *ntic*<no<titi*e conduct, eejld
<pe*iootixn t e Irro dttoiltd tun# turtrvtnon toil chinff th# r*«ult-
In/"*i-.ro  8o*f«r. ruwa. *e conclu<I»d th#r» woo no immunity bttoui#
th# Sui* 4u> n*< h**# th# owihonly I* r#*i«» th* onhcomp«titl»r oction
J*««<*0*in by If# y#«r i#n«* n*i«iB»#; in CoUa- ». Cttroil fouo*
Co. »M If 3. 1)9 ittttt, it i* onliktCy that th# d#or irtlculotian
r#ex»-r«-ré#»t andor «ur rur*«nt .unipnjd«nc» utuld b« m#t <nth rtep#ct
to th# m«r#«l far -.(hi buibr

*It i no, ii#or, f/*<9 Lh* C>v-. 0 farmulotton. wh#th#r lhn it o
tegtr#i# t#it tep>M#We «nly vo e#(#n<# rpn#n r#(Siloitry ichtmit, to
m tilttr it #] pn#t m#o# (= -trolly to utu#t ofimmunity ondcr tho not*
or*,on doctnn#.



f.o LW 4522 Th* United States LAW WEEK

3art in tha position of determining the efficacy of a
particular State's regulator/ scheme, m order to determine
whether the State has met tho 'requisite level of active
i ipervtoion.* Ante, at 13. The Court maintains that the
-.roper sute action inquiry does not determine whether a
ilate has met some 'aormativo standard'in its regulatory
practices. AnU, at 10. Butthe Court's focus on the actions
\xen by state regulators, i.e.. the way the State regulates,
oecessanly requires a judgment as to whether the Sute is
uifictently active— surely a normative judgment.

The Court of Appealj found—properly, in my.view—that
w*ule the States at issue here did notregulate respondents’
eites with the vigor the petitioner would like,,tho Sutrs’
1lpervision ofrespondents'conduct was active enough so os
u provide for immunity from antitrust liability. The Court
;i Appeals, having concluded that the Commission applied
in incorrectlegal standard, reviewed the facts found by the
Commission in lignt of the correct standard and reached a
tiifervnt conclusion This does not constitute a rejection of
Vis Commission's factual findings.

1would therefore affirm the judgment below

Justice O'Connor, with whom Justice Thghas jouu.
dissenting. . .

Notwithstanding its assertions to the contrary, the Court
.tasdiminished the States'regulatory flexibility by creating
atimpossible situation for those subjectto sute regulation
Iven when a State has a 'dearly articulated policy’
Authorizing anticompetitive Sehaviar—wrueh the Federal
Trade Commission concedes was the ease here—and even
«.ien the Sute esublsshes a system to supervise the
.mpicmecut.cn of that policy, the majority holds that a
‘cderal court may later And that the Sutrs supervision was
not sufficiently 'substantial® r. :ta 'specifics* to insulate the
uncompetitive behavior from antitrust liability. AM *, at

Given the threat of treftle damages, regulated entities
that have the option of heeding the State's anticom petitive
policy would be foolhardy to do so. those that are compelled
to tompiy arc less fortunate The practical effect if today t
decision viil likely be to *ucntnete so-called 'negative
option* regulation from the universe of schemrt available
to a State that seeks to regulate without exposing certain
rsnduct to federal antitrust liability

The Court does not dispute that each of the Sutes at
asue tn this case could hue tupetvited tespcodenu joint
ratea axing: rather, it argues that 'the pctenlial for sute
supervvjjcq was notrealstvd in fart.* Ann, at 14. Such an
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.aller-the-fact evaluation of a State's exercise of its supervi-

sory powers is extremely unfair to regulated parties.
Liability under tha antitrust laws should not turn on how
enthusiastically a sute official earned out his or her
jUlutory duties. Tho regulated entity has no control over
the regulator, and vary likely will have no idea as to tho
degToo of scrutiny that ita filings tnAy receive. Thus, a
party could engage in exactly tho tamo conduct in two
States, «acfa. of which had exactly the same policy of
allowing anticompetitive behavior and exactly the some
regulatory structure, and discover afterward thatits actions
in one SUto were immune from, antitrust prosecution, but
that its actions m the other resulted in treble-damage
liability. , -

Moreover, even if a regulated entity could assure itself
that the State will undertake to actively supervise iu rate
filings, the majority does not offer any guidance as to what
level of supervision will suffice. It declares only that the
State must 'plalyl a substantial role in determining tha
specfia of the economic policy * Anir. at 11. That stan-
dard is not only ambiguous, but it alto runs the r.tk of
being counterproductive The more reasonable a filed rate,
the less likely that a S uu will have to piay any rele other
than simply reviewing the rate for compliance with statu-
tory cnuna. Such a vague and retrospective standard,
combined with the threatoftreble damages ifthat standard
is aot satisfied, makes 'negative option* regulation an
unattractive cpuca for both States and the parties they
regulate.

Finally, it is important to remember that antitrust
action* can be brought by pnvate parties as wed as by
government prosecutors The resources of state regulators
are strained enough without adding the extra burden of
asking them to serve is witnesses in evil litigation and
respond to allegations that they did not do their job.

For these reasons, as well as these given by THE CHIEF
JUSTICE, | dissent.
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ALASKA STATE LEGISLATURE

LEGISLATIVE BUDGET AND AUDIT COMMITTEE
Division of Legislative Audit

December 18. 1995

Members of the Legislative Budget
and Audit Committee:

In accordance with the provisions of Title 24 of the Alaska Statutes, the attached report is
submitted for your review,

DEPARTMENT OF COMMERCE AND ECONOMIC DEVELOPMENT
DIVISION OF INSURANCE SELECTED TITLE INSURANCE RATE ISSUES

December 18.1995
Audit Control Number
08-4521-96

As stated in the Objectives. Scope, and Methodology section of this report we reviewed, among
other things, the procedures and process in how title insurance rates aa* established. In addition,
we looked at alternative systems of title assurance employed by other stales. Specifically,
information was obtained on the lowa title guaranty program and the Torrens land-rcgistration
svstcm as administered bv Massachusetts.

Wc recommend that the Division of Insurance (DOI) develop procedures, criteria and an
acceptable methodology to assess whether title insurance ra'es are excessive or inadequate.
Since agency commissions represent the most significant cost for title insurance underwriters,
this review mechanism should include an analysis of financial data on the operations of
insurance agencies. Wc recommend that DOI seek statutory revisions, if necessary, to

The audit was conducted in accordance with generally accepted government auditing standards.
Fieldwork procedures utilized in the course of developing the findings and discussion presented
in this report arc discussed in the Objectives. Scope, and Methodology section of this report.
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niUECTIVES. SCOPE, AND METHODOLOGY

In accordance with Title 24 of the Alaska Statutes and a special request by the Legislative
Budget and Audit Committee, we conducted an audit of the Division of Insurance (DOI). 'Hie
Legislative Budget and Audit Committee expressed a concern regarding the appropriateness of
title insurance rates in Alaska and requested that we review, among other things, the procedures
and process of how these rates arc established. In addition, wc looked at alternative systems of
title assurance employed by other states. Specifically, information was obtained on the lowa
title guaranty program and the Torrens land-registration system as administered by the State of
Massachusetts.

Scope and Methodology

During the course of our examination, we reviewed and evaluated the following:

L
2.

10.

DOI's compliance with statutes and regulations pertaining to title insurance rates.

Various DO files, in particular, rate and financial statement information filed
with DOI.

Market conduct examination reports prepared by DOI personnel.
Annual reports issued by DOI.

fall, 1993 Journal of Insurance Regulation published by the National
Association of Insurance Commissioners.

The Regulatory Economics of Title Insurance by Nelson R. Lipshutz. 1994,

Materials provided by and discussions with lowa Financing Authority. Title
Guaranty Division personnel.

Torrens in the United States A Legal and Eg:onomic_ History ar_ld Analysis pf
Amencan Land-Rcgistration Systems by Blair C. Shick and Irving H. IMotkin.
1978,

Materials provided by and discussio"; with Massachusetts Land Court personnel.

Materials provided by and discussions with personnel of other states regarding
their regulation of title insurance.

We also conducted interviews with personnel of DOI and the Department of Law.
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OKGAMZAIQISASIm'MTION

The Division of Insurance (DOI) is within the Department of Commerce and I-conomic
Development. The director of the division is responsible for the enforcement of the provisions
contained within Alaska Statutes Title 21.

According to DOI's annual report for TY 95, the division contains seven sections: actuarial,
administrative, consumer services, financial examination, law and enforcement, licensing, and
market surveillance. This report obtained information largely from four sections: actuarial,
administrative, financial examination, and market surveillance.

Actuarial Section

The primary responsibility of this section involve monitoring rates charged by insurers to
ensure that they are not inadequate, excessive, or unfairly discriminatory. This section reviews
companies’ proposed rate changes before they are implemented. Ihis function has historically
been performed by the market surveillance section personnel.

This section provides support services to the division.

Financial Examination Section

This section performs desk reviews of financial statements filed with the division. In addition,
they perform financial examinations of the insurers domiciled in Alaska. This section i
responsible for determining the financial condition of insurance companies.

Market Survcillance-SeclioD

lhis section's primary duty is to monitor policy forms established by insurers. lhis section is
also responsible for establishing, monitoring, and enforcing standards of conduct for the
insurance industry. Historically, personnel from this section have performed reviews of
insurance companies' proposed rate changes to ensure that the rates are not inadequate,
excessive, or unfairly discriminator..
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O BJECTIVES. SCOPE, AND MEI110D-QLQE£Y

In accordance with Title 24 of the Alaska Statutes and a special request by the Legislative
Budget and Audit Committee, we conducted an audit of the Division of Insurance (DO1). The
Legislative Budget and Audit Committee expressed a concern regarding the appropriateness of
title insurance rates in Alaska and requested that we review, among other things, the procedures
and process of how these rates are established. In addition, wc looked al alternative systems of
title assurance employed by other states. Specifically, information was obtained on the lowa
title guaranty program and the Torrens land-rcgistration system as administered by the State of
Massachusetts.

Scope and Methodology

During the course of our examination, we reviewed and evaluated the following:

1
2.

9.

10.

DO1I's compliance with statutes and regulations pertaining to title insurance rates.

Various DO files, in particular, rate and financial statement information filed
with DO,

Market conduct examination reports prepared by DOI personnel.
Annual reports issued by DO,

Fall. 1993 Journal of Insurance Regulation published by the National
Association of Insurance Commissioners.

The Regulatory Economics of Title Insurance by Nelson R. Lipshutz. 1994,

Materials provided by and discussions with lowa Financing Autnority. Title
Guaranty Division personnel.

Tonens in the United States A Legal and Eg:onomic_ History ar_ld Analysis _of
Amencan Land'Registration Systems by Blair C. Shick and Irving Il IMotkin.
1978.

Materials provided by and discussions with Massachusetts Land Court personnel.

Materials provided by and discussions with personnel of other states regarding
their regulation of title insurance.

Wec also conducted interviews with personnel of DOI and the Department of Law
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ORGANIZAILQ "AMIIINCIIQN

Die Division of Insurance (DOI) is within the Department of Commerce and Economic
Development. 'Hie director of the division is responsible for the enforcement of the provisions
contained within Alaska Statutes Title 21.

According to DOI's annual report for FY 95, the division contains seven sections: actuarial,
administrative, consumer services, financial examination, law and enforcement, licensing, and
market surveillance. This report obtained information Iargely from four sections: actuaiial.
administrative, financial examination, and market surveillance.

Actuarial Section

The primary responsibility of this section involves monitoring rates charged by insurers to
ensure that they are not inadequate, excessive, or unfairly discriminator)'. This section reviews
companies' proposed rate changes before they are implemented. This function has historically
been performed by the market surveillance section personnel.

Adminisiraiivg-Sgciion

This section provides support services to the division.

Financial Examination Section

This section performs desk reviews of financial statements filed with the division. In addition,

they perform financial examinations of the insurers domiciled in Alaska. This section is
responsible for determining the financial condition of insurance companies.

Market Surveillance Section

This section's primary duty is to monitor policy forms established by insurers. This section is
also responsible for establishing, monitoring, and enforcing standards of conduct for the
insurance industry. Historically, personnel from this section have performed reviews of
insurance companies’ proposed rate changes to ensure that the rates are not inadequate,
excessive, or unfairly discriminator)’
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RACKGRQmMIliIMI*"UIIMATIQN

The Division of Insurance (DOI) is responsible for regulating the title insurance industry in
Alaska. Alaska Statute 21.66.360 provides that the purpose of title insurance rate regulation

.. iIstopromote the public welfare by regulating title insurance rates so that they arc not
n

excessive, inadequate, or unfairly discriminatory. . .. Estab“Shmg appropriate Criteria for
requlating insurance rates requires balancing two areas of competing interest. DOI needs to
ensure that coverage is available to the consumer by regulating rates that are not excessive. At
the same time they need to ensure that the guarantee provided by the insurance company has a
solvent financial base. That is, to ensure that adequate premiums are established through
regulation so current and future policy losses can be met.

Title insurance offers protection for policy losses resulting from various types of defects (as set
out in the policy) which may exist in the title to a specific parcel of real property. In most types
of insurance, the risk being insured is based upon the uncertainty of the future. Title insurance,
however, insures against unknown past events that may have clouded the ownership and/or
lender interests on a parcel of real property. Title insurers attempt to identify these risks and
eliminate them from coverage. As a result, policy losses in title insurance should be less than in
other insurance lines.

State law requires that a reasonable search and examination of the title of real property be
conducted and that a determination of its insurability must be made before a policy of title
insurance can be written. The primary source of information used by an insurer or its agentl in
preparation ofa policy in Alaska is the title plant. Companies arc required to own and maintain
a title plant consisting of adequate maps and indexed records showing all items of record
affecting land within the recording district in which they are located. In Alaska, title plant
records must include information for at least 25 years immediately preceding the date on which
the title insurance policy is written.

The premium charge for a title insurance policy is generally a one time charge. The premium
paid is mainly a fee for the expense of searching and analyzing recorded information so that a
“chain of title" on a property can be completed. Ilowevcr. as a general rule, claims may be
incurred against the policy at any time up to. and when, a new title insurance policy is written
on the property.

State statutes require title insurance companies to tile their rate schedules with DOI. Alaska
Statute 21.66.410 provides that DOI may prescribe, by regulation, guidelines and data to be
reported by all title insurance companies. Effective December 1994. 3 AAC 31.230 provided
that a rate filing must include both national and Alaska-specific expense information, if
available, and any other information requested to support the rate filing. This regulation applies
to all types of insurance lines in Alaska. However, according to DOI personnel, national
expense information is not relevant to title insurance. Agents may not charge a rate for title

"In this reran, the use of the word agent is used interchangeably with title insurance limited producers
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insurance except in accordance with the ra'cs that arc in effect for the title insurance company
they represent. For additional information regarding DOPs rate review procedures, see
Auditor's Comments, Item Number 3.

Agents play a significant role in the title insurance industry. Alaska Statute 21.66.480(8)
defines a title insurance limited producer as

.. aperson, firm, association... or other legal entity authorized inwriting by a
title insurance company to solicit title insurance, collect premiums, determine
insurability in accordance with the underwriting rules and standards prescribed
by the title insurance company that Ok licensee represents, and issue policies in
its behalf. . . the term “title insurance limited producer™ does not include

officers and salariedemployees ofa title insurance company.

Commissions paid to or retained by title insurance agents are more than a marketing expense or
sales commission of the title insurance company. They are a subcontracting fee that
compensates the agent, not merely for marketing, but also for underwriting and policy
production. As a result, commissions are a significant cost of doing business. DOI personnel
indicate that agents retain 88% to 90% of premiums written in Alaska although these
percentages have not been audited or verified. The industry average appears to be 80%.’

Sixteen title insurance agencies maintain 28 offices in the State. They are affiliated with four
title insurance companies.

: Source * The Regulatory EconttmKi of Title Insurance b\ Nelvon R Lipthuu. 1994
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Rm)KilCOMLIISI0.NS

'Hie Division of Insurance (DOI) has not established a comprehensive methodology by which
rates are reviewed to ensure that rates arc not excessive or inadcquute**In the last ten years. no#
documented evidence exists that DOI has been analyzing rates tiled by insurers in terms 09
industry rates of rctumKsce Recommendation No. 1).

DOI has not been receiving or analyzing underlying cost data from title insurance agents in
Alaska. Since agency commissions represent the most significant cost for title insurance
underwriters, DOI needs to develop regulatory procedures for reviewing agency operations in /
Alaska if it expects to attain its legal mandate of protecting the consumer/see Recommendation
No.

DOI has sporadically performed limited market conduct examinations of title insurance
agencies to ensure that rates filed with the State by the insurer arc being appropriately charged
the consumer. These examinations have noted areas of noncompliance and in some cases,
recommendations that re-examinations be performed within one year. No follow-up reviews
have been performed within that time frame and some reviews liave yet to be performed (pee
Recommendation No. 3).

Alaska Statutes require title insurance companies to establish guaranty and reserve funds while
doing business in Alaska for the protection of Alaska policyholders. DOl has expressed
confusion regarding the interpretation of the statutory requirements concerning title insurance,
deposit” (see Recommendation No. 4).

The traditional title insurance system that is based upon prior research and examination is the
most prevalent method found in die United States. However, there are other alternatives to the
generally accepted system. Two that we reviewed were the Torrens System and the lowa
System. Specifically, we looked at the attributes of the Torrens land-registration system and the
lowa title guaranty program. A summary of information pertaining to the Massachusetts
Torrens system is in Appendix A. An overview of the lowa program is in Auditor's Comments,
ltem Number 4,

It is the consensus of many in the title insurance industry that the original registration process
of the Torrens System is expensive and time-consuming. Conversely, the greatest strength of
the system is that it provides an undisputed right to the property by the registered owner.

The State of lowa docs not allow title insurance companies or agents to solicit the sale of title
insurance in lowa/ A title guaranty certificate may be issued after a private attorney examines a
certified abstract prepared by a private abstracter. The responsibility for this program rests with
the lowa Finance Authority (a public instrumentality of the State of lowa). Title Guaranty
Division. Estimated costs to consumers for abstract preparation and attorney title examination
fees were not available. As a result, the cost-cfTcctivencss ofthe program was not determinable.

-7-

AIASKA STATT LH3ULATVW omuos or auoct



(Intentionally left blank)

ALASKA STATT U 0 SU IV Ii DIVISION OF ILCISIATTVT AIDDTT



AUDITOR'S COMMENTS

1 Whatis the amount of funds paid out in title insurance claims per year compared to v
premiums received?

Title insurers arc required by statute to file annual financial statements with the Division of
Insurance (DOI). This annual statement information is reported on forms approved by the
National Association of Insurance Commissioners. The premium income and loss
information for each ftitle insurance company admitted to do business in Alaska is
incorporated by DOI into its annual report to the Alaska Legislature and the Department of
Commerce and Economic Development commissioner.  Selected annual statement
information for Calcndai Year 1994 and 1993 is on the next page.

The following chart juxtaposes the percentage of policy losses, commissions, and net
premiums (subtracting the previous two items) to total premiums written. The chart is based
upon information provided in the DOI annual reports. Calendar Year 1987 through 1994, for
title business in Alaska. For purposes of this analysis we have used 80% of premiums written
as the commission percentage. Since agency commissions are the largest single item of
expense incurred by title insurance companies, we feel without including ail estimated
agency commission expense, the requested information would be misleading.

Alaska TWo Insurance
As -“an be seen at right,
policy losses paid in the las?
five years range from 4% toi
7%4 of tonl title business*
written in  those years?
Premium revenues/ after
considering  losses  and
agency commissions and o napn . Camrttiors - Memon
before operating expenses./ ~OtPrwriim rottv rtirjn a K35
approximated 13% to 16%/

of total premiums written/ lawm fwd

tor the Iast_ five ygars./ 0 Pmrrrjni rtr ijxm* *r0
Investment income Is not AR
included on this chart since funrirt ricrre

It is not available on a state- 8 W s) so 8L WWWw

by-statc basis. canw Vi Cara oot nenmtreport

Source — 77k Regulatory Economics of Title Insurance by Nelson R. Lipthutz. IW4 DOI personnel indicate that,
based upon their tnqutnes of two companies, the commission rate is 88*»to 90* +
1The two larpest companies, doing *>7% of the title business in Alaska, paid :cto to 3 5*» in policy losses when
compared to their premiums in the lasi five scan 9
0 [
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1994 and 1993 Title Business in Alaska

1994 Title Insurance Business in the State of Alaska

Alaska Direct

Company Premiums
Written
Chicago Title Insurance Co. S 0
Commonwealth Land Title Insurance Co 452.757.
Fidelity National Title Insurance Co. 0
First American Titic Insurance Co. 9.041.398
Land Title Insurance Co.* 7,718
Lawyers Title Insurance Corp. 0
Nations Title Insurance Co. (admitted 1/95) 0
Old Republic National Title Insurance Co. 170.419
Security Union Title Insurance Co 0
Stewart Title Guaranty Co. 9.920.199
Ticor Title Insurance Co. 0
Transamenca Title Insurance Co. 0
Totals S$19.592.486

Alaska Direct
Policy loesses

Paid*

S$206.519
12.000

0
247.670
20.041
26.000

0

-4.590
-14.275
66.784
140.643
3.204
$703,996

1993 Title Insurance Business in the State of Alaska

Alaska Direct
Company Premiums
Written
Chicago Title Insurance Co, S 0
Commonwealth Land Title Insurance Co. 426.235
Fidelity National Title Insurance Co 0
First American Title Insurance Co. 10.299.476
I.and Title Insurance Co 301.179
Lawyers Title Insurance Corp 0
Nations Title Insurance Co. (admitted 1/95) n/a
Old Republic National Title Insurance Co. 48.368
Security Union Title Insurance Co 0
Stcwvan Title Guaranty Co. 11.738.874
Ticor Title Insurance Co 0
Transamenca Title Insurance Co 0
Totals 522.814.132

Source Dntuoflof IruufvKe
Amount! prrvtratd arc on a tath htm

Alaska Direct
Policy Losses
Paid

S 857.822
249.874
0
77.30*
-50.584
47922
n/a
8.002
60.903
86.148
24977
66.145

51,428,510

Folicy Lossc(kN
Paid asa u oft
Premiums
Written6/"

« x
2.65%
n/a
2.74%
259.67%
n/a
-2.69%

67%

«<9W-

Policy Losses'

‘aid nsa % of'
Premiums
Written

58.62%
n/a
75%
-16.80%
*
n/a
16.54%
73%

' As noted previousls. the premium charge for a title insurance policy is generally a one time charge However, as a
general rule, losses may be incurred against the policy at any time up to when a new title insurance policy is wuncn
on the property Policy losses paid may be negative due to salvage values greater than policy losses paid.

* Some of the percentage relationships in this column arc meaningless since some insurance companies arc no
longer active in the State but still responsible for losses on policies previously written
”In late 1994. this company decided to cease doing business in Alaska due primarily to the remote location of the

market place
" In mid'1994. this company decided to cease doing business in Alaska

v 10-
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2. What are the cost* of maintaining title plants compared to premiums received and the'
I'oiMbilily fi muii.taining multiple title plants given Alaska's population? '

Title Plant Costs

Hie cost of maintaining title plants in Alaska is not known by DOI. Early in October 1995,

DOI requested agencies to provide income and expense information on their title insurance

operations for the previous five years. As of mid-Dccembcer. six of sixteen agencies have

complied with the request. Certain title agencies iiavc refused to submit information because
they claim state statutes require only dial insurance companies are required to justify the rales ,
established. They believe the information requested goes beyond the financial information

required by AS 21.66.280. Since AS 21.66.280(b)(3) addresses agency solvency standards,

agents arc of the opinion financial statement information regarding solvency is the only

information they arc required to furnish under the law. DOI has contacted the Department of

Law (DOl.aw) for advice regarding these arguments (see Recommendation No. 2).

Multiple Title Plants

Alaska Statute 21.66.200 requires insurance companies or their agents to maintain comparable
title plants in each recording district in which they maintain an office. In an article written by
DOI's chief of market surveillance in the Fall 1993 Journal of Insurance Regulation, it Was
recogmzed that d ". . » systemic criticism of requiring a title plant is that the proliferation of

title plants is expensive, duplicative, inefficient and acts as a harrier to the entry of new

entities." Alaska Statute 21.66.240 allows title insurance companies to enter into agreements to
participate in the use, ownership, management, and control of a title plant to service the needs
of the companies. This is subject to the director's approval as provided for in AS 21.66.210
which allows for joint title plants where two or more agents, title insurance companies, or a
combination of the two may own and operate a single title plant. According to DOI personnel,
there is one joint title plant in Alaska which is operated in the Anchorage area. From a practical
point of view, competing agencies max not desire to share in the creation, ownership, and
management of this valuable asset

3. What arc the rate setting procedures followed by DOI? How frequently arc rate filings
audited, and have the audits resulted in reductions of rates? Arc negotiated rates
prohibited hv statute or DOI policies?

Rale Settingand Review Procedures

Insurance companies arc responsible for filing their rates with 1X)I. 1X)I does not “set" title
insurance rates. DOI is responsible for rextewing rate filings, as necessary, to carry out its
mandate under AS 21.66.360 to ensure that rates are not excessive, inadequate, or unfairly
discriminatory. According to the statutes, a rate filing becomes effective 30 days alter it is filed
xvith DOI. DOI may extend this time pcnod in order to complete its review of the filing. If a
rate filing is not disapproved by DOI. it is deemed approved

-a- ONVAXM O» NUIAM | avue
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DOI has not established procedures or a methodology to effectively and comprehensively
review insurance rate filings. Based upon a review of selected rate files, documentation exists
that indicates DOI has performed limited reviews of the content of rate filing” evidenced by
questions directed to the rate filers. However, in those files reviewed, information submitted by
insurance companies was not sufficient to enable DOI to determine if rates were excessive or
adequate (sec Recommendation No. 1).

Rate Changes

According to DOI personnel, prior to 1989, the last basic rate schedule™ change took place in
the late 1960s. In 1989, the hasic rate upon which different policy charges arc calculated, was
increased S50 for the first S100.000 of coverage. At that time DOI indicated that the basic rate
would be subject to review once the revised general schedule was in place for a period of time.
Based upon a review of its files, specific support of the basic rate has yet to be subjected to

analysis by DO,

In 1992, DOI issued regulatory order number 92*14 which disallowed a number of rate
discounts which were in existence at the time. According to the order, effective January 1993,
many rate discounts filed were unsupported and in some cases did not reflect the insurers’
financial risk. Among the discounts disallowed by DOI were a builders and/or subdivides rate,
a government contracts rate, a lenders reorganization rate, an employee rate, and a refinance
rate. All were identified as unsupported and many were deemed by DOI as unfairly

discriminatory.

In 1995, DOI disapproved a rate filing which requested an increase in the basic title insurance
rate. In January 1995. DOI noted that they were beginning to look into the development of

a ua}'to measure the lossand expense costs that the title insurance premium
is intended to cover, and to design a method for collection ofthe data necessary’
to evaluate the appropriateness of the title insurance rates and any requested
discounts

DOI has taken the first step to accomplish this objective by requesting agency financial
information. However, it lias not established regulatory criteria or procedures by which to
evaluate information requested (see Recommendation No. 2).

Segonated Rates

According to AS 21.66.370. insurance companies and agents must charge the rates dial arc in
cITcci for each insurance company. Therefore, companies and agents arc not allowed to
negotiate a rate with a consumer. If an agent or company determines that the risk for a policy
being contemplated is not contained within the insurer's rate schedule, the insurance company
may file a rate for that risk with DOI for its approval

' The ha*ic nuc uhedulc identifier premium increment* chargeable lor given dollar value* of mwrancc coverage
being provided Additional charge* can appK
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4. What is the cost-cfTcctivencss of the alternative system used by lowa for developing
marketable title to real property?

The State of lowa docs not allow title insurance companies or agents to solicit the sale of title
insurance in lowa. Instead, they have an alternative system to protect real property titles.
According to the 1994 Annual Report on the lowa Financing Authority (IFA )10

The Title Guaranty Program offersguaranty certificatesprotecting real property
titles. The program is self-supported, funded through premiums chargedfor the
certificates. The major purposes of the Title Guaranty Division arc to facilitate
mortgage lender participation in the secondary®™ market and to add to the
integrity of the land transfer system. The Division isresponsiblefor making and
issuing real property title guaranties in a form acceptable to the national

secondary” market.

A title guaranty certificate may be issued after a private attorney's title examination of a
certified abstractll prepared by a private abstracter participating in the Title Guaranty Program.
Abstracters arc required to abstract titles to property in accordance with lowa Land Title
Association abstracting standards. The attorney participating in the program examines the
abstract in accordance with the established lowa title standards and will render a professional
opinion concerning the title.l' Some participating attorneys also issue certificates. Title
guaranty owners’ and lenders' certificates are available. The forms used are based on 1970
American Land Title Association forms and provide identical coverage according to die
division. These supplement the abstract-attomey title opinion system in lowa.

According to the IFA audited financial Title Guaranty Division Facts

statements, a_fitle guaranty s an [Tcmmm receipts for FY 94: S2.9 million

obligation of the division and claims Covera%e amounts for FY 94: S2 6 hillion

arc payable out of the Title Guaranty Number of policies issued for FY 94:

Division Program Fund. This fund _Approximately 36.000 _
accounts for the administrative costs of  Title Guaranty basic rate: Sl ger S1.000 of coverage for first
the division, proceeds from title 5250000

(this does not include the cost of abstract and title examination
preBared by independent abstracters and attorneys)
eserves: SI million plus 15% of premiums

guaranty fees, interest on real estate
trust accounts, and payments for

claims made against the ftitle N Claim Rale; Negligible
guaranties. Moneys in this fund, after ~ Participants Approximately 1.700 anomceys, 200 abstractors
providing for adequate reserves and and 650 lenders

operating expenses, arc transferred to the Housing Assistance Program Funds to provide
limincial assistance for development of housing for low and modcratc-incomc families. General

I: The above information t» based upon material* provided b> the IFA. Title Guaranty Division (Division! IFA tva
public instrumentality of the Stale of lowa Chapter 16 of the Code of lowa auihonrc* the div mon

An abstract tv a vummarv of the public reeordt relating to the ownership of a parcel of real eitate
* The opinion mdodev a condutton av to who own* the land, the defect* tn or charge* agamtt that ownership, and
the requirement* to mike a good record title
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and administrative expenses of the Title Guaranty Division Program Fund were approximately
5750.000 according to the IFA audited financial statements for the year ended June 30, 1994. In
the same year approximately 5450.000 for claims were set aside.

Hie division purchases reinsurance coverage for title guaranty loss exposure in excess of
5100.000 per property.

According to the Title Guaranty Division Lender Manual

. . title insurance companies or agents for title insurance companies may not
solicit the sale of title insurance in lowa. However, according to an Attorney
General"s opinion, mortgage lenders may"go outside the stale and purchase title

insurance.

Despite the prohibition against selling title insurance in lowa, title insurance is still purchased.
According to division personnel this could be due to the lender on the property being associated
with a title insurance company, lenders who are not aware of the program, cities on the state’s
borders being influenced by the neighboring state’s title insurance requirements, and a lack of
enforcement of the prohibition. According to the May 1995 Tite Guaranty Division News
circular, a bill was introduced in the legislature to legalize the sale of title insurance. According
to the director the title insun. i:cc bill was not voted out o f committee.

According to a 1989 IFA Title Guaranty Division document, certain critics claim the system is
not as cost-cffcctive as that of private title insurance when the costs of the abstract, attorney's
title opinion, and the title guaranty premium arc considered. The division director disagrees
that the system is not cost-cftcciive and also notes that it is rare for anyone in lowa to he
damaged because of a defective title.

Due to the unavailability of attorney and abstracter fees associated with the lowa program and
the variability between state operations and laws, it is not possible to determine thccost-
cffcctivencss of the lowa program.

- 14-
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FINDINGS aENDATIONS

Recommendation&oU f

The director of the Division of insurance (POP should develop procedures, criteria and an
acceptable methodology to assess whether title insurance rates filed by underwriters are
excessive or inadequate. The methodology. SliQHId includc the rate of return concept lor
insurance companies. 13

Alaska Statute 21.66.360 establishes the purpose of title insurance rate regulation

. Istopromote the public welfare by regulating title insurance rates so that
they are not excessive, inadequate, or unfairly discriminatory.... Nothing in this
chapter is intended to prohibit or discourage uniformity in title insurance rates,

rating systems, and ratingplans and practices.

DOI is responsible for reviewing title insurance company rate filings for compliance with the
provisions of AS 21.66. Assessing insurance rates requires balancing two competing interests.
The first is the need to provide coverage available to the consumer (rates that are not
excessive). The second is the need to ensure that the guarantee provided by the insurance
company has a solvent financial base (rates that arc adequate).

In the last ten years no documented evidence exists that rates have been analyzed in terms cd
rates o f return for title insurance companie34As a general rule title insurance companies do not
report their costs on a statc-by-state basis. DOI receives annual statements from insurance
companies that contain a variety of information including revenues, expenditures, and balance
sheet information. The only state-specific information, however, is title premium income, other
operating income, and policy losses for business written in each state. The key to obtaining an
accurate picture of the costs that support a title insurance rate structure is a thorough analysis of
the expenses that are incurred in that state. Without adequate cost information, resultant profits
and rates of return for the Slate of Alaska cannot be ascertained.

Based upon a review of selected rate files, documentation exists that indicates DOI has
performed limited reviews of certain aspects of rate filings evidenced by questions directed to
the rate filers. Additionally, DOI issued a regulatory order in 1992 indicating that many rate
discounts filed were unsupported and in some cases did not reflect the insurers' financial risk.
However, the files do not identify the specific costs that support rate structures or any
methodology that would indicate DOI is assessing the rates of return of title insurance
companies. DOI personnel helieve that statutory revisions would be necessary in order to
implement a rate of return methodology.

" the rale of return Mhc ratio of profit* to investment*) u universally rccogm/cd a* the only meaningful way to
measure the adequacy ol an industry ™ profit margins In the insurance industry, profit it made up of underwriting
profit as well a* profit trom investment of equity and reserve fund*

- 15 -
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Without a thorough analysis of the basic rate schedule, DOI is unable to assess rate structures
for compliance with its legislative mandates. Furthermore, without the essential basic rate
information, the value of incremental reviews, such as those performed in 1992, will always be
questionable.

RgcpmmcendatiuiiKu.2 .

t In conjunction with .the,rate setting methodology recommended above, the dircctor oLDQI

* should adopt procedures to regulate accncv commissiQn_charges as_part ofLthc rate approval

process. The review mechanism should includc.an analysis of financial data on the operating

% costs and profits of agents in addition to developing solvency standards for agents as envisioned
ig AS 21.66.280(h)(3).

DOI has not been receiving underlying cost data for title aoencies.»As a result, it has not
analyzed those costs and their relationship to the rates being filed by the insurance companies
affiliated with those agencies. As noted in the background information, agents fulfill a
significant role in title insurance and their commissions exceed 80% of the title insurance
premium. As a result the most significant operating expense incurred by ftitle insurance,
companies is not being reviewed or regulated by DOL..

The absence of information regarding the percentage of agent commissions paid by an
insurance company makes it impossible to assess whether rates are excessive or inadequate. As
noted in Lipshutz's book The Regulatory Economics of Title Insurance, the absence of
information causes the following dilemma

From a consumer welfare perspective, it is difficultfor the regulator to assess
the reasonability of the overall price level. From a solvency perspective, it is
difficult for the regulator to ensure that rate relief granted in the hope of
holstering insurer solvency will not be offset by an increase in the agenn’
commission rate. From an insurance availability perspective, itis difficultfor the
regulator to ensure that the viability ofthe agency sector isnotthreatened by the
commission structure prevailing atcurrentrate levels.

Rules should be reflective of underlying costs and premium revenues should be distributed to
insurance companies and their agents based upon their respective costs and assumed risks and
not on an arbitrary contractual percentage such as is now the case.

In October 1995 DOI requested agencies to provide income and expense information for the
previous five years. Information was requested for agents’ escrow and title operations. The
deadline for this information was originally November 1995 and later extended to December
15. 1995, As of mid-December six of sixteen agencies complied with the request. Some title
ugencics have refused to present information requested by DOI because they argue the statutes
require insurance companies to justify the insurance rates, not the agents. They also assert that
requested financial information goes beyond DOI's statutory authority to request such
- 16-
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information and they also have concerns regarding confidentiality of the information being
requested. DOI has contacted the Department of Law (DOLaw) for advice regarding these
arguments.

DOLaw has not yet made a determination regarding DOI's statutory authority underlying its
request for cost information from title agencies. DOLaw has consistently taken the position that
confidential commercial documents may be protected from disclosure to the extent that the
information is sensitive or proprietary, the release of which would cause appreciable economic
or competitive harm to a particular business. DOLaw observes, however, that this right of
privacy is not absolute and should be balanced against the public interest that would be served
by its disclosure.

Current statutes provide that title agents are to maintain books and records pertaining to the
business of title insurance such that DOI may determine whether the agency has complied with
the provisions of AS 21.66. For those agents engaged in the business of escrow, AS 21.66.280
pTOVIdeS that d t|t|e agent |S tO “... comply with tlw standards of solvency®"1 that the director
requires; and . . . submit financial statements that the director requires." AlaSka Statute

2166290 reqU”eS that d t|t|e agent “ ... reply in writing promptly ... to an inquiry of the

director relating to the licensee s acts as a title insurance limitedproducer. ”

DOI should continue its efforts of requiring agents to submit essential financial information and
establish criteria and procedures with which to review this data. Additionally, standards of
solvency should be incorporated within established review procedures for those agents involved
in the business of escrow. If it is determined necessary’, we recommend that DOI seek statutory
revisions to accomplish its legislative mandate.

Recommendation Nu.3

The director of DPI should provide for the periodic examination ol title insurance aeencv

activities for,compliance with statutory andregulatory laws;

Market conduct examinations of title insurance agencies have not been performed within the
time schedule established by DOI. Market conduct examinations of certain title insurance
agencies were performed by DOI personnel in 1991 and 1993. Among other things, these
examinations ensured that premiums and/or charges filed by the undti.Titer with DOI were
appropriately charged. In addition, these examinations tested to determine if all persons
involved in a file were properly licensed. Areas of noncompliance were noted in various
examinations. A number of reports generated from these examinations contained
recommendations that re-examinations be performed within one year to determine compliance
with the recommendations contained within the reports.

" 1)01 has not established standard* of solvents although AS 21 t0 28u allows them to do so
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No market conduct examinations of title insurance agencies have been conducted by DOI since
1993, For some agencies their last examinations were performed by DOI in 1991, In addition,
market conduct examinations performed since 1989 have been limited to the Anchorage and
Fairbanks areas. Lack of timely follow-up by DOI has resulted in allowing certain title
insurance agencies, known to have been in noncompliancc, to continue operating without
verifying that DO I's recommendations have been implemented.

We recommend the director of DOI implement a statewide market conduct examination plan
that would encourage compliance with state law. The plan should include timely follow-up
reviews for those agents found not complying with state law or DO I's directives.

Recommendation No. 4 ,

The director of DPI should request and implement DQLavfc
deposit provisions in AS 21.66.020. *

For the protection and security of Alaska policyholders, title insurance companies are required
by AS 21.66.020 (deposits in guaranty fund) to deposit with the director 10% of premiums
covering Alaska properties received during the previous year. These deposits are required
“... until the accumulated deposits, added to the sums originally deposited with the director as

provided in this chapter, total 5750.000..."

In addition. AS 21.66.010(b) requires that, prior to issuing title insurance policies in Alaska, a
title insurance company shall have on deposit with the DOI director or insurance commissioner
of the stale of its domicile, the amountl' required by AS 21.09.090. That amount is to be
increased by the sum of S50.000 for each state (other than the state of domicile) in which it
conducts business less amounts deposited in those other states for the security of their
policyholders. Alaska Statute 21.66.010(h) further states that when

.. the aggregate ofamounts deposited in thisor other states... has reached the
sum ofS750,000 no further deposit isrequiredo f the title insurance company as

a condition ofengaging in the business oftitle insurance in this state.

DOI personnel have expressed confusion regarding these two provisions and whether they are
interrelated or not. If they arc. it may mean that the guaranty fund provisions may be satisfied
by deposits held in other slates. If the provisions arc not related, and S750.000 is required to be
deposited with the director, regardless of funds deposited with other states, then additional
deposits may be required of the insurance companies. At least in one instance, an insurance
company's deposits in other states were deemed sufficient by DOI to meet the statutes' deposit
requirements. According to DOI personnel, the remaining insurance companies currently have
on deposit amounts ranging from S$100.000 to S175.000 in custodial accounts.

1 Foreign or alien insurers are required under AS 21 010V0 to deposit with the State no lest than $300,000 of cash
or securities lor the protection of their Alaska polics holders However. DOI can accept evidence satisfactory to DOI
that an insurer is maintaining a like amount in trust deposits in other states or in public depositories
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Wc recommend that the director seek clarification from the Department of Law regarding the
statutory deposit requirements of title insurance companies and enforce those requirements
accordingly to protect insurance consumers who are relying on the solvency of insurance
companies.

- 19-
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APPENDIX A
TORRENS LAND-REGISTRATION SYSTEM16

In a Torrens land-registration system, ownership interests in real property are established and
transferred via a governmental certification and registration process. The system is believed to
have been modeled after the method used by the British Ships Registry" for recording ownership
interests in ships. At the end of the nineteenth century, several states authorized the use of land
registration. Only a few of these systems remain, one of whhh is in Massachusetts. The
Massachusetts system is administered by a land court and boundaries are also registered along
with the title.

Land can be transferred without going through the registration process. The majority of land is
unregistered. Only about one quarter of land has been submitted for registration. Generally, it is
extremely valuable property which goes through the registration system as well as property
with boundary disputes. For example, a fire destroyed the Cape Cod land records which
contributed to making that a major area for the use of land registration in Massachusetts.

A landowner seeking registration in Massachusetts applies to the land court for a judicial
decree. This application includes a comprehensive survey of the land in question. The petitioner
also is required to obtain an examination report on the state of the record title. TTiis examination
is performed by private attorneys. The fees for these services are paid by the petitioner directly.
The land court examiner (employees of the court) studies the report of the independent
examiner, reviews the surveyor's plan, and identifies any requirements necessary to support the
petition for registration. After all evidentiary' requirements are met. an order for decree is
prepared. Only after all objections are dealt with docs the court decree become final. The
petitioner pays all court costs.

On petitions for registration, a copy of the decree and plan of the land is sent to the assistant
recorder for the district where the land is situated. The recorder transcribes the decree in the
registration book. The recorder then makes an original certificate of title, which remains on file,
and a duplicate certificate which is provided to the owner. On one side of the certificate appears
the owner's name and a description of the land. On the other side any encumbrances are noted.
Any change in encumbrances is noted both in the registry and on the owner's certificate. Thus,
the exact state of the title is shown at any time by the two sides of the certificate.

The initial deposit for a registration is S300 plus one-tenth of one percent of the property's
assessed value. The one-tenth of one percent of the assessed value goes to an assurance fund.
This fund is used for recovery of damages. It is intended for losses associated with registered
property sustained subsequent to initial registration. Potential claimants must exhaust all other

" This information is based upon a review of Torrens in the UnitedSlates A Legal ami F.conomic Union' and Analysis
of American Land-Registration Systems by tllair C. Shick and Irving Il Plotkin. 1978 In addition, documents were
obtained from, and the system briefly discussed with. Massachusetts” land court personnel
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legal remedies prior lo resorting to this fund. According to land court personnel, there have
been only three or four claims since the beginning of the system.

According to court personnel, it takes approximately one rear to proceed through the original
registration process and it is an expensive process. Transferring registered property takes
substantially less time and the cost to transfer registered land is about the same as that for
unregistered land.

Hie system cures defects except in the ease of forgeries and the program is self-supporting,
according to land court personnel. But, it appears that the decision to acquire title insurance is
unrelated to the registered status of the hind involved. According to hind court personnel, title
insurance is purchased for registered land since the secondary’ markets do not recognize the

registration system.

According to Lipshutz the greatest strength of a Torrens System is that it provides an
unchallengeable right to the property by the registered owner. Once registered, any subsequent
claims must be asserted against the Torrens Funds. As noted above, the strength of the system
is offset by a somewhat expensive and time-consuming process when real property is first

registered.
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TONY KNOWLES, GOVERNOR

SEHISRmM

PHONE:'(907) 465-2515
FAX: (907) -365-3422

DIVISION OF INSURANCE D m7) 45587

February 28, 1996

Mr. Randy S. Welker

Legislative Auditor

Division of Legislative Audit

Legislative Budget and Audit Committee
Alaska State Legislature

P.O. Box 113300

Juneau, AK 99811-3300 LEGlSLATl\E ALUT

Dear Mr. Welker:

He: Preliminary Audit Report - Agency Response
Selected Title Insurance Rate Issues
Audit Control Number 08-4521-96

Thank you for the opportunity to respond to your report transmitted with your
correspondence of February 8, 1996. The following comments are intended to
offer clarifications or explanations where we believe they are warranted. This
Department and the Division of Insurance (DOI) constantly seek ways to improve
approaches to meeting the statutory charge for the regulation of the title
insurance industry.

This response addresses those issues relating to the title insurance business in
Alaska and the title insurance rates in Alaska. We have not responded to the
review of alternative systems of title assurance employed by other states, as those
are report conclusions on research requested in addition to the review of the DOI
regulation of title insurance. Our comments basically follow the report in order of
appearance. Bold underlined headings in the response correspond to headings in
the report. In addition, we have added a section at the end of the response to
discuss alternatives.

Beckground Inforetion

Since insurance is most often thought ofin property/casualty terms, it is
important that the distinctions between property/casualty and title insurance be
clear and understood. After review ofthe “Background Information” in the Audit
Report, some supplementary information is needed to clarify the difference
between property/casualty and title insurance. The following table may be of
some assistance in the process:

TITLE P/C
Underwriting Function Risk Elimination Risk Assumption
Expected Losses Low High
Premium Charge One time Annually
Policy Period No limit Stated
Marketing Strategy Indirect to Consumer Direct to Consumer
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In property/casualty (P/C) insurance, the insurer assumes that there will be loss.
'ITie rates reflect the high level of expected losses and are generally set so that, on
average, 60 percentto 70 percent of the premium is paid out in claims. This
approach is substantially driven by the needs ofthe consumer to identify risk,
take steps to reduce that risk, and buy insurance for the exposure that remains.

In title insurance, an entirely different approach is used. The process is to
identify the risk of loss through a search and examination of the public record and
eliminate identified loss risk from coverage. This is done by providing specific
exceptions to coverage for the listed matter of record, usually a lien, encroach-
ment, covenant or easement. This too is driven by the consumer’s need to know
the condition of title before purchase is actually made. The premium charge for a
title insurance policy is a one time charge for a guarantee made as of a specific
date. The insurer will pay if an unreported defect causes financial loss. As noted,
the expected losses are very low, since the purpose oftitle insurance is to
eliminate known risk of loss. The “risk elimination” approach used in title
insurance logically keens the number of claims relatively few in number. This
alone generates difficulty in developing a credible base of losses on which to
develop rates.

On page 5, first paragraph, starting on line 5, there is a statement that
reads:

DO needs to ensure that coverage is available to the consumer by
regulating rates that are not excessive.

We agree that DOI is mandated to regulate rates so that they are “not excessive,
inadequate, or unfairly discriminatory.” W hile excessively high rates may result
in insurance being unaffordable for some consumers that is a different concern
than lack of availability. Coverage availability becomes a problem only when

rates are inadequate and insurers believe that writing business in a particular
market is unprofitable. The reason for the requirement that rates not be excessive
is to avoid unreasonable profits, not to promote availability. There is no statutory
provision that requires the DOI to assure availability though it does consider
availability in the actions it takes.

On page 5, second paragraph, the last sentence states:

As a result, policy losses in title insurance should be less than in other
insurance lines.

In title insurance, there should be no losses. Losses that occur ai*generally the
result of error on the part of the insurer or its agent that has occurred during the
search and examination process. The comparison between title insurance and
other forms ofinsurance does not reflect the fact that other lines of insurance
operate on the principle ofrisk assumption while title operates on the principle of
nsk elimination.

On puge 5, fourth paragraph, the second sentence states:

The premium paid is mainly a fee for the expense ofsearching and
analyzing recorded information so that a 'chain oftitle'on a property can
be completed.

*24-
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Completion of a "chain oftitle” is but a step in the process of search and
examination. A more important step in the search and examination process is the
evaluation of matters ofrecord to determine their validity and their potential to
generate loss. Anyone can develop a "chain oftitle" with a visit to the Recorder’s
office. Identifying items that may affect the property, and determining whether or
not the items in that chain are a potential source of loss, is a very different
process.

On page 5, last paragraph, the third, fourth, and fifth sentences beginning
on line 3 state:

Effective December 1994, 3AAC 31.230 provided that a rate filing must
include both national and Alaska-specific expense information, if available,
and any other information requested to support the rate filing. This
regulation applies to all types ofinsurance lines in Alaska. However,
according to DOI personnel, national expense information is not relevant to
title insurance.

When 3AAC 31.230 was adopted, it was intended to provide a structure for all
filers ofrates in Alaska. More than 95 percent of the rates filed urier this
structure are property/casualty rates subject to AS 21.39 which contains a
provision in AS 21.39.030(a)(2) which states:

(a) Rates shall be made in accordance with the following provisions:

(1) rates shall not be excessive, inadequate, or unfairly discriminator)’;

(2) consideration shall be given to past and prospective loss experience
inside and outside this state, to the conflagration und catastrophe hazards,
to a reasonable margin for underwriting profit and contingencies, to
dividends, savings, or unabsorbed premium deposits allowed or returned by
insurers io their policyholders, members, or subscribers, to past and
prospective expenses both countrywide und those specially applicable to
this state, and to all other relevant factors inside and outside this state;
(emphasis added).

There is no similar provision in the statutes dealing with title rates. Title rates
are a particularly state specific venture. Of all the kinds ofinsurance regulated
by the various states, title insurance has the least in common with its sister
states. Also note that these comments by the auditor conflict with those made
under Recommendation No. 1 on Page 15, stating:

The key to obtaining an accurate picture ofthe costs that support a title
rate structure is a thorough analysis ofthe expenses that arc incurred in
that state.

We concur with this latter statement.

On page 0, last paragraph, the last sentence states:
"They are affiliated with four title insurance companies.”

W hile this statement is true, it implies that there are four active title insurers;

however, only two are active. It would be more accurate to say that there are ten
title insurers admitted to write in Alaska and that ofthe ten,
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e two represent 96.8 percent ofthe premium written,

e three are in the process of withdrawing from the state, and

- five write no business (ofthe five, three were previously active and
significant).

Renort. Conclusions

The conclusions are also discussed in more detail under Recommendations. To
avoid unnecessary duplication, our response to comments in the “Report
Conclusions” section is made later in this letter under the appropriate sections
dealing with recommendations. This includes:

Page 7, first paragraph. Please see discussion under Recommendation No. 1.
Page 7, second paragraph. please see discussion under Recommendation No. 2.
Page 7, third paragraph. Please see discussion under Recommendation No. 3.
Page 7, fourth paragraph. Please see discussion under Recommendation No. 4.

Page 7, fifth, sixth, and seventh paragraphs. These paragraphs deal with
research projects that are in addition to the review ofthe DOI regulation of title
insurance. We have no comments on these items.

Auditor's Comments
Auditor's Comment on Legislative Concern #1. Pages 9 and 10.

What is the amount offunds paid out in title insurance claims per year
compared to premiums received?

The chart appearing on page 9 is misleading as it indicates an inaccurate level of
commission. This has been discussed with the auditor but not reflected in this
report. The auditor is correct in saying that the information requested in this
concern would be misleading without a reflection of agent commission. The chart
uses 80 percent but that number is not, nor has it been, reality in Alaska.
Historically the level has been at 90 percent. The current level is 88 percent to
SO percent.

The total premium on the chart reflects the title agent’'s commission and the title
insurer's losses and share ofthe premium. Loss covered by a title insurance
policy is a liability of the title insurer as a matter of the insurance contract. The
weight of those losses is considerably different if the insurer is receiving 20
percent of the premium rather than the 10 percent to 12 percent actually received
in Alaska. We wish to be clear that the title insurance company share noted in
the chart represents the operating costs of the insurer, reinsurance, title insurance
losses, Alnska insurance premium tax (1 percent oftotal premium), federal taxes,
and profit.

e26-
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We have enclosed a chart with this response which we believe contains a more
accurate representation. This chart shows the title insurer’s fixed costs before
showing the impact of losses. It also adds columns for premium tax and
underwriting profit or loss. This chart reflects the title agent’'s commission, the
operating expenses of the title insurer, its Alaska premium tax liability, paid
losses, and underwriting profit or loss. Rates used in Alaska combine all of these
components. This has generated the condition referenced in the quote by

Mr. Lipshutz which appears on page 16 ofthe report and states:

From a consumer welfare perspective, it is difficult for the regulator to
assess the reasonability ofthe overall price level. From a solvency
perspective, it is difficult for the regulator to ensure that rate relief
granted in the hope of bolstering insurer solvency will not be offset by an
increase in the agency commission rate. From an insurance availability
perspective, it is difficult for the regulator to ensure that the viability of
the agency sector is not threatened by the commission structure prevailing
at current rate levels.

Since the combined rate approach merges the title insurer’s costs and the title
agent's commission as title insurance premium, it is extremely difficult to devise a
methodology that meets the statutory standards, since the statute addresses the
rates from the viewpoint of regulation ofthe insurer. This is exhibited by the
existing Alaska condition in which DOI believes that the title insurance company
share ofthe rate is inadequate while the title agent's share is excessive. It is our
beliefthat a portion of the title premium subsidizes other related services such as
escrow, settlement, and closing operations in the agent’s office. It is important to
understand that the portion of the chart in the audit report labeled “Premiums
after Losses and Commissions and before Operating Expenses" represents the
operating costs of the insurer, reinsurance, Alaska insurance premium tax (1
percent of total premium), federal taxes, and insurer profit, and does not solely
represent profit.

The last sentence in Footnote #3 on page 9 states:

DOI personnel indicate that, based upon their inquiries oftwo companies, the
commission rate is 88 percent to 90 percent.

This comment needs clarification. The two companies contacted were the two
representing 96.8 percent of the title business written in Alaska.

The last sentence in Footnote #5 on Page 10 states:

"Policy losses paid may be negative due to salvage values greater than policy
losses paid.”

The footnote gives the impression that the title insurer makes money from its
salvage of property. In almost every case where there is salvage, there is a net
loss. An example might help to clarify the situation. Assume the following:

. Title insurer writes a title insurance policy in 1990 for $100,000 coverage at
a premium of $562.

. Title insurer suffers n policy limits loss ($100,000) in 1991 which grants
them salvage rights to the property.
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. In 1992, they cease doing business in Alaska.
. In 1993, they spend another $20,000 in legal fees and are able to resolve the

issue causing loss.
. In 1994, they sell the property for $100,000.

The insurers’ reports for loss will include the following numbers in the annual
report to Alaska:

Year W ritten Paid Losses
Premium
1990 $562 $0
...... i $0 $100,0Q$8)
1992 $0

1993" {0 $20,000
$0 -$100,0
----------- A e i

The pointis that the negative loss indicates that the salvage received in a
particular year is greater than the losses paid on all claims in that year. It does
not reflect all the costs paid for the claim in prior years in order to secure the
salvage. It also does not consider the loss in investment income on the amounts
paid as loss until the time ofrecovery. A more appropriate way to state what may
nave been intended with the statement would be:

Total policy losses paid by a title insurer may be negative when the
salvage recoveries in a year are greater than all policy losses paid in that
year.

Footnote #6 on Page 10 states:

Some ofthe percentage relationships in this column arc meaningless since
some insurance companies are no longer active in the State but still
responsible for losses on policies previously written.

This footnote suggests that if an insurer leaves the marketplace but is still
responsible for losses that continue to occur, it should not be part of the evaluation
of the overall losses shown for that year. We disagree that these losses are
meaning-less. It is important to compare the total premium written in Alaska
with the total losses paid. It does not matter which companies pay the loss; the
losses are from Alaska claims and presumably would have occurred even if the
insurer was still active.

Auditor's Comment on Legislative Concern #2. Page 11.
What are the costs of maintaining title plants compared to premium

received and the feasibility of maintaining multiple title plants given
Alaskas population?
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Title Plunt Costs

The DOI requested financial information from agents in order to research
the rate structure, not to evaluate the cost for maintaining a title plant.
Cost of title plant creation or maintenance varies widely depending on the
size ofthe recording district in terms ofland transactions and docs not
depend on how frequently the plant is used. Comparability becomes
difficult and misleading.

Alaska Statute (AS) 21.66.280(b)(3) is not nimed at the financial solvency of
the title insurance operations of a title agent, since the entity at risk in a
title insurance policv is the title insurer. The statute is directed to title
agents engaged in the business of escrow, closing, and settlement
operations, not title insurance operations.

M ultiple Title Plants

This section correctly states that there are inefficiencies and duplication in
a profusion of title plants. Alaska Statute 21.66.210 was enacted to perm it
the formation of more efficient and cost effective joint title plants. It should
be emphasized that AS 21.66.210 is permissive.

Auditor's Comment on legislative Concern #3. Pages 11 and 12.

What arc the rate setting procedures followed by DO 1? How frequently
arc rate filings audited, and have the audits resulted in reductions of
rates? Arc negotiated rates prohibited by statute or DO 1 policies?

Hate Setting and Review Procedures.

This section correctly states the role of DOI in the rate setting and review
process. See previous discussion under Concern #1. DOI has several
suggestions as to how n workable system can be developed, but each
requires statute revision. This is discussed under “Alternatives."”

Kate Changes

This section correctly reflects rate change history. However, the report
quotes a sentence from a rate disapproval letter discussing thnt the DOI is
looking into a way to measure the loss and exoense costs that the title
insurance premium is intended to cover, nnd then states thnt:

"D Ol has taken the first step to accomplish this objective by
requesting agency financial information.”

This is the latest of a long scries of steps the DOI has taken in that process.
Order R92-14 issued hy too DOI. following n series of examinations,
meetings, and hearings, stated that some of the rate discounts then in
effect were unsupported by statistical or other data and were, therefore,
disapproved. Unsupported discount! conflict with the rate standard found
in AS 21.66.360 thnt rates shall not bo unfairly discriminatory. Since thnt
time, the DOI has worked with n number oftitle agents and insurers in
trying to develop the necessury statistical reporting system to collect dnta
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that would support or refute the use ofvarious discounts. This project
involved several meetings with members ofthe title insurance industry, but
received little cooperation or participation from insurers and was
unsuccessful. Because of this lack of success at developing a statistical
reporting system, the division decided in 1995 to take another approach and
request the financial data from title agents.

Negotiated Rates

This section correctly states that negotiated rates are prohibited. Pursuant
to AS 21.66.370(a), insurers and their agents must use rates the insurer has
filed for use in Alaska. Again, negotiated rates would be unsupported and
therefore, unfairly discriminatory.

Auditor's Comment on Legislative Concern #4. Pages 13 and 14.

What is the cost-effectiveness ofthe alternative system used by lowa for
developing marketable title to real property?

lowa Alternative System.

No comments on this research item.

Findings and Recommendations
Recommendation No. 1.

The director ofthe Division oflInsurance (DOI) should develop
procedures, criteria and an acceptable methodology to assess whether title
insurance rates filed by underwriters arc excessive or inadequate. The
methodology should include the rate ofreturn concept for insurance
companies.

0n Page 15, first paragraph following the text of Recommendation No. 1.

The DOI does not have statutory authority to regulate rates to ensure availability.
As discussed on page 2, the auditor has presented a purpose not stated in statute.

On Page 15, the second paragraph following the text of Recommendation
No. 1

"In the last ten years, no documented evidence exists that DOl has been
analysing rates filed by insurers in terms ofindustry rates o freturn.”

The same statement is made in the first paragraph on Page 7. This is true. A
“rate ofreturn"” methodology is also referenced in several other sections of the
report, with the recommendation thnt the DOl adopt such a methodology to assess
the appropriateness oftitle insurance rates. DOI does not have the statutory’
authority to “raposo a “rate ofreturn” methodology. A “rate ofreturn”
methodology would typically mnndatc that an insurer's profit as calculated over a
period of time divided bv its equity not exceed n stated ratio. In cases where the
profit percentage exceeds the stated percentage, the rates would be considered
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excessive. The stated percentage used as a benchmark is, by definition, somewhat
arbitrary, and the division does not currently have the statutory authority to
make such a decision. If “rate ofreturn” is to be used, it must be clearly defined
and authorized in statute.

In the last ten years, DOl has held numerous meetings and hearings all aimed at
devising some kind ofsupport structure for rate review. While we have not
arrived at a successful conclusion to this effort, we have not ignored our
responsibility to develop a methodology.

Recommendation No. 2.

In conjunction with the rate setting methodology recommended above, the
director of DOl should adopt procedures to regulate agency commission
charges as part ofthe rate approval process. The review mechanism
should include an analysis offinancial data on the operating costs and
profits ofagents in addition to developing solvency standards for agents
as envisioned in AS 21.66.280(b)(3).

Unfortunately, like Recommendation No. 1, regulating the commission between an
agent and an insurer is not authorized bv statute. This recommendation would,
indeed, be a useful device for making a determination concerning the rate
structure. It has been noted in our discussion on Auditor's Comments. Auditor's
Comment on Legislative Concern #2, Item #2, Title Plant Costs, that

AS 21.66.280(b)(3) is not aimed at the financial solvency of a title agent's title
insurance operations since the entity at risk in a title insurance policy is the title
insurer. The statute is based on escrow, closing and settlement operations which
are technically not the business of insurance.

On Page 1C, the sixth paragraph states:

“Rates should be reflective ofunderlying costs and premium revenues
should be distributed to insurance companies and their agents based

upon their respective costs and assumed risks and not on an arbitrary
contractual percentage such as is now the case

This comment is one that was made to the auditor by DOI staff who also pointed
out thnt such an action would require enabling legislation.

Recommendation No. 3.

“The director of DO I should provide for the periodic examination of title
insurance agency activities for compliance with statutory and regulatory’
laws."

We disagree with this recommendation for “periodic" examinations. DOI regulates
over 1,000 insurers and a substantially greater number of producers, totaling more
than 7,500 licensees. O fthese, there are 2 active title insurers and 28 title agent
offices in the state. The division has conducted 70 mnrket conduct examinations
since 1988, ofwhich 16 were of title agents. Thnt is, 23 percent of the examina-
tions performed were on the subject of title insurance. Total premium writings for
all lines of insurance for calendar year 1994 were S1.406,672,000. Ofthot
amount, title msurnnce represented $19,592,000 or 1.4 percent.

3l



Mr. Randy S. Welker -10- February 28, 1996

It is true that in the examinations conducted, the examiner in charge
recommended a revisit due to the numerous violations found. Unfortunately,
resources were not available to allocate to the effort. These examinations are
conducted by seven staff persons who form two-, three-, or four-person teams to
conduct examinations. Tnc examiners also have in-oiTice duties including policy
form filing review and market surveillance responsibilities which results in their
only being available for field assignments 35 percent of the time.

The examination statutes require examination ofinsurers but permit examination
of producers. The point is that the existing schedule is extraordinary. W ith the
limited resources ofthe DOI, we believe that it is more critical to allocate those
resources to insurers. As problems arise in any segment of the industry, we have
managed available resources to attempt to address them. This will undoubtedly
continue. Other options exist for compliance issues. Examinations can be used to
place the examinee on notice that a particular activity is in violation of statute.
When we receive a complaint suggesting that a violation has taken place after
examination, our investigator deals with the charge directly for possible
administrative action.

Recommendation No. *L

The director of DO should request and implement Department ofLaw}
interpretation of the statutory deposit provisions in AS 21.66.020.

This recommendation is already under way.

Aftemeives

Clearly, title insurance regulation in Alaska needs repair. DOI recognized this
some years ago and further realized that legislation would be required to effect the
repairs. To that end. the DOI has been a member ofthe National Association of
Insurance Commissioners’ (NAIC) Title Insurance Working Group for the last
three years. That group has recently completed work on two model laws. One
was adopted by the NAIC in December, and the other is expected to be adopted in
March. The DOI is considering these models for Alaska. The models do not
directly address rate issues but do address the overall regulation of the line. Any

change to the rate regulation needs to seriously consider the implications of these
models.

The DOI has prepared a notice for n public meeting to be held in April at which
we expect to have interested members ofthe public, the industry, and the
legislature meet to consider a number ofissues including:

« Development of title rate statistical support system

e Alternatives to traditional title rate making methodologies
e Definition of rebate nnd illegal inducement

e Other title insurance related issues

e Adoption of the NAIC Model Title Insurers Act

e Adoption ofthe NAIC Model Title Insurance Agents Act
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The title rate approach that makes the most sense is one in which the title
insurer’s portion ofthe premium is reviewed separately from the title agent’s
commission. The title insurer’s share would be, for support purposes, a stand
alone review in which the expenses ofthe insurer, its losses, tax liability, etc.
would be evaluated in light ofits underwriting and investment profit or loss. The
rates charged by insurers should bt sufficient to make a reasonable profit and
attract new capital. The title agent's share would be reviewed in a separate, but
similar manner.

This will require legislation which the DOl would expect to have ready for the
next legislature for its consideration.

Closing
In closing, we sincerely appreciate this opportunity to respond to your concerns by
providing additional and clarifying information. We take our responsibilities very

seriously and welcome suggestions for improvement.

Sincerely,

/fawiliam L. llensiey
i) Commissioner

WLH/SMN/IvsI376.in
022896Db
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LEGISLATIVE BUDGET AND.AUDIT COMMITTE
stmn of Legcl)slatlve AudlEt

P.O. Box 113300
Juneau. AK 99811-3300
(907) 465-3830

FAX (907) 465-2347

March 1. 1996

Members of the Legislative Budget
and Audit Committee:

We have reviewed the enclosed Department of Commerce and Economic Development
(DCED) response to our review of selected issues regarding the Division oflnsurancc (DOI).
Though nothing in the DCED response has changed our position on issues addressed, we-

disagree with the following sections of the DCED response and feel further clarification is ii\

order*
Page 2. third paragraph and Page 8:

DCED takes exception to our statement that "DOI needs to ensure that coverage is available to
the consumer by regulating rates that are not excessive. ” DCED’s statement that "The reason
for the requirement that rates not he excessive is to avoid unreasonable profits, not to promote
availability." docs not take into consideration that prohibitive rates can make coverage
unaffordable and therefore unavailable to the consumer. DCED has a legislative mandate to
protect the Alaska consumer.

Page 2, fourth paragraph:

DCED responds to our statement that .. policy losses in title insurance should be less than in
other insurance lines. " by stating "In title insurance, there should be no losses. " Under title
insurance economic theory this idealistic statement is true. However. DCED knows that claim
losses do occur. This is one of the reasons the Alaska Legislature has mandated that rate
regulation include ensuring that rates are adequate so as to avoid underwriter insolvency. In
addition, under a guaranty fund and capital reserves scheme established by AS 21.66.020.
AS 21.66.010(b) and AS 21.09.090. the Alaska policyholder is afforded some protection if. and
when, excessive losses do occur that affect the solvency of the underwriter.

Page 3. second paragraph and Page 8:

DCED points out that 3 AAC 31.230. which provides that a rate filing must include both
national and Alaska-spcciO" expense information, was intended to provide a structure for nil
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filers of rates in Alaska (emphasis added). When we noted that DOI personnel consider national
expense information not being relevant to support rate filings for title insurance, they argue
that, unlike property and casualty rate filing legal provisions, statutes pertaining to title
insurance rates arc dissimilar in what should be considered in the making of rates. Rather than
resolve this issue by pursuing necessary statute or regulation changes. DCED has chosen to
interpret the existing legal scheme as not having the authority to request information essential
to the analysis of an insurer's rate structure.

DCED claims that our comments conflict with our recommendation No. | where we state:

The key to obtaining an accurate picture of the costs that support a title rate
structure is a thorough analysis o fthe expenses that are incurred in that state.

DCED has taken this statement out of context as it is used in conjunction with our
Recommendation No. | where we explain that DOI has not been requiring insurance carriers to
report Alaska-specific expenses. This statement is consistent with our observations that in order
to properly regulate. DCED must know what all costs are in order to achieve its statutory
benchmark of ensuring that rates are not excessive, inadequate, or unfairly discriminators'.

Page 4, DCED's response to Auditor's Comments:

During our audit field work, we requested documentation from DOI regarding actual
commissions paid to Alaska agents by insurance companies. This is data that is essential for
establishing a rate structure. As noted in this report. DOl was unable to demonstrate that a
regulation methodology existed and could not present the commission information to us. The
marketing surveillance chief instructed one of his associates to call one of the insurance
underwriters and request the information for us. Since this information was of a hearsay nature,
was not audited or confirmed by DOI. we elected to use the industry average in our report.

In addition to presenting agent commission information in the chart included in DCED’s
response, DCED has also presented other underwriting data. It is highly doubtful that this
information has been confirmed or verified by DCED. Furthermore, we would question the
reliability of such information considering the fact that DOI asserted to us that such information
was only available for the last four vears.

Page 5, first paragraph:

In explaining the various financial expenses and profits included in its charts. DCED makes a
statement that. "Rates used in Alaska combine all ofthese components. ” Such a statement is
totally unsupported as DOI has not established a rate review methodology’ nor has it reviewed
the basic rales, by applying relevant rate-making criteria to components noted in its charts, for
at least the last 25 years.

AIAL1IA STAR UCULARILF -36- DIYLUON Of UCULATTVI AVWT
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Page 5, third paragraph

DCED goes on to discuss how difficult it is to devise a rate review methodology because the
insurance premium is comprised of both the insurer’s costs and the agent’s commission but
statutory standards only apply to the insurer. It claims “77//v is exhibited by the existing Alaska
condition in which DOl believes that the title insurance company share of the rate is

inadequate while the title agent"s share is excessive. '

Though this statement may be correct. DOI has not demonstrated to us that such a statement
can be supported. In 1989, DOI arbitrarily selected live title insurance agents in the Anchorage
area and examined the agents’ financial operations for one year. It determined that annual
escrow operations, when reviewed independently from title insurance operations, failed to be
profitable. Though this review may indicate subsidization, this limited study is not conclusive.
Such a review would have to be conducted over an extended period of time in order to draw
such a conclusion.

As mentioned in its response. DCED readily acknowledges that the extent of its statutory
authority in regulating agents is questionable. However. DCED has expended very little effort
in seeking legal interpretations from the Alaska Attorney General as to what legal authority it
does have. In addition, attempts to clarify perceived conflicting or inadequate laws by seeking
statutory’amendments through the legislative process have not been aggressively pursued.

Pages 7,8, and 9 response to rate review procedures and recommendations 1land 2:

DCED agrees that it is responsible for developing an acceptable rate review methodology.
DCED notes that DOI has held meetings and hearings on the topic of rates and notes DOI’s
lack of success in "...devising some kind ofsupport structure for rate review.” We feel very
little has been accomplished over the last 25 years in meeting its legislative mandate of
ensuring that rates are not excessive, inadequate or unfairly discriminatory. Instead. DCED has
chosen to interpret the law as not providing sufficient auu ority to accomplish its mandate.
Rather than resolving perceived restrictions so that it can comply with its legislative mandate of
protecting the consumer. DCED has allowed the title insurance industry to operate under little
scrutiny or oversight by DOI.

|
Legislative Auditor
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CS FOR SENATE BILL NO. 231( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

NINETEENTH LEGISLATURE - SECOND SESSION
BY

Ottered:
Referred:

Sponsor(s): SENATORS RJEGER, Frank, Pearce, Miller, Sharp, Taylor

A BILL
FOR AN ACT ENTITLED

"An Act relating to title insurance; and providing for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 21.66.480(4) is amended to read:

(4) "rate" means a charge for title insurance risk. (ABSTRACTING,
SEARCHING. EXAMINATION OR DETERMINATION OF INSURABILITY,] and
every other activity, exclusive of escrow, settlement, or closing charges, whether
denominated premium or otherwise, made by a title insurance company or an agent of
a title insurance company to an insured or to an applicant for insurance, for a policy or
contract of title insurance; however, "rate” does not include charges paid to and retained
by an attorney at law, abstractor, surveyor, tax service, or any other person acting in a
capacity other than as a title insurance limited producer and on behalf of a client other
than a title insurance company, or charges made for nhstractinc. searching.
examination, determination of insurability, or special services, even though performed
in connection with a title insurance policy or contract;

* Sec. 2. This Act applies to a policy of title insurance issued or renewed on or after the

-1- CSSB 231t )
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1 effective date of this Act.

2 * Sec. ? This Act fakes effect July 1, 1996
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STATE OF ALASKA
1996 LEGISLATIVE SESSION

Rovision D ata.

FISCAL NOTE BLLNO: 33234

Dept. Affected: Revenue

BRU: Revenue Opotalions

Component: Income and Excite Audit

Title Incrooso Tobacco Taxes
Sponsor: (S) RLS/LRfPC
Roquestor: (S)STA

COMPONENT SERIAL NO. M3

Expenditures/Revenues:

(Thousands of Dollars)

OPERATING EXPENDITURES FY 97 FY 98 FY 99 FY00 FY 01 FY 02
PERSONAL SERVICES 45.6 456 456 456 456 456
TRAVEL 1.0 TO 10 1.0 1.0 10
CONTRACTUAL 8.0 30 3.0 BO 30 30
SUPPLIES 1.0 1.0 10 1.0 1.0 1.0
EQUIPMENT 80 00 0.0 0.0 00 00
LAND & STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 63.6 50.6 50.6 55.6 50.6 50.6
CAPITAL EXPENDITURES
CHANGE IN REVENUES ( GF ) 33.426.8 44.781.7 45,040.5 53.932.1 54.212.8 54.493.5
FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF 63.6 506 506 556 506 506
IOOSGF/Program Receipts
1037 GF/Monfol Health
Other
TOTAL 63.6 50.6 50.6 55.6 50.6 50.6
Estimate of any currentyear (FY96) coif $ 0
POSITIONS:
FULL-TIME
PART-TIME
TEMPORARY
ANALYSIS: (Attach a soparato pogo if nocossary)
(See Attachod Analysis)
Prepared by Paul E. Dick t t Phone: 465-3691
owon income and Excise Au&t D.vaon ! for Dato. March 12. 1996
Approved by Commissioner: WtsonL. Condon * \jC -CVvfilA Dato: March 12 1996
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Alaska Department of Revenue
Incomo and Excise Audit Division

SB 234

Increaso Tobacco Taxes
9-LS1559\A

March 12, 1996

Pago 2 of 4

Bill Analysis

Section 1 increases cigarette tax rates as follows:

. School Fund ~ General Fund Rate Total Tax
Effective Base Rate Additional Tax Increase (por pack)
Date (AS 43.50.090) (AS 43.50.190) Kitrural Fund)

Current $.05 $.24 N/A $.29
10/1/96 $.05 $.24 S1.00 $1.29
7/1/99 $.05 Sl.24 $.24 $1.53
7/1/02 $.05 $1.48 $.24 $1.77
7/1/05* $.05 $1.72 $.24 $2.01

« Raios would incroaso by 12 mills por cigarotto, which is 1.2e por cigarotto or 24e par pack, oach succoading lhroo yoar ponod
altor July 1. 2005.

Section 2 requires that Department of Revenue givo public notice for each rate change.

Section 3 raises tho tobacco products tax from 25% to 100% of the wholesalo prico of the
tobacco products.

Section 4 establishes an effective date of October 1, 1996.

Operating Expenditures

Department of Revenue is requesting oporating funds to covor tho costs of a vacant tax
examiner lll position which was not funded in FY 97. With such a largo incroaso in taxes due
the state (incroaso from Si 7 to $50+ million annually), the department anticipates Increased
taxpayer noncomplianco. With significantly higher levels of tax. it Is possible that taxpayors
will look for loopholes or othor mothods of tax avoidance. This position will be responsible for
insuring that all taxpayors are idontifiod and that taxpayors aro filing and paying the proper
amount of tax.



Alaska Department of Revenue
Income and Excise Audit Division

SB 234

Increase Tobacco Taxes
9-LS1559\A

March 12, 1996

Page 3 of 4

Operating Expenditures (Continued)

Tho Department is requesting contractual funding of $5.0 in oach year that there is a rate
change to cover costs of public notice, forms rovisions and postage.

Change in Revenues

The attached spreadsheet details revenue projections from rato increasos in this bill.



SB 234

Incronso Tobacco Taxos
9LS1559VA

March 12. 1996

Pago 4 ol 4

Cigarettes

fkuluit) fetti't
Consumption (packs ol cigaroltos)
Rato
C>garotto Tax

Tobacco Products

f.iaititirj fttlot
Consumption (Whotosalo Pneo)
Rato
Tobacco Products Tax
Total Cigarette and Tobacco Tax
Poputaton Incroaso
Adjustod Increase
Less 1% Commission
Net Cigarette and Tobacco Tax

FY 96 Projectod Not Tax

Tobacco Tat Increase

Pa. E D<t

FT 96
Projected

54.340.000
S0 29
515,755,600

$0.000.000
25%

S1S00.000

$t7,258.600

N/A

N/A

(172586)
$t7,086.014

July *Sopl

13,585,000
$0 29
$3,039,650

$1,500,000
25%
$375,000

$4,314,650

Alnskn Deportment of Revenue
Incomo and Excise Audit Division

FY 07
Oct ¢ Juno Total
Wi)%
33,215.325 46,800,325
$1.29 Variable
$42,847,769 $46,787,419
rue
$3,667,500 5.167.500
100% Variable
$3,667,500 $4,042,500
$46,515,269 $50,829,919
10038
51.023,073
(510231)
50,512.842
(17.066.014)
$33,476,628

FY 98

(M
44.287.100
$1 20
$57,130,359

<11t XMVUAF
$4,890,000
100%
$4,890,000
U7.020.359
10076
62.492,609
(624.9761
61.867.683
(17.086,014)

$44,781,669

FY 99

00%
44,287.100
$1 29
$57,130,359

$4.890,000
100%
$4,890,000
$62,020,359
10118
62.754,085
(627,541)
62,126,544
(17,006,014)

U5.040.530

FY00

10%
42,958,487
$1.53
$05,726,485

U.890.000
100%
$4,890,000
$70,616,485
10158
71.735.446
........ <™ 354)
71.018.091
(17,086,014)

$53,932,077

FY o1

one
42.958.4B7
$1,53
U5.726.485

$4,890,000
100%
$4,890,000
$70,616,485
10199
72.018.985
(720,190)
71,298,795
(17,086,014)

$54,212,781

FY 02

00%
42,958,487
$1 53
$65,726,485

$4,890,000
<00%
$4,890,000
$70,616,485
10239
72.302.524
(723,025)
71.579,499
117,086,014)

$54,493,485

3712/%
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atta in Other states!

STATE CIGARETTE EXCISE TAX RATES
in cents per pack of 20, as of January 1, 1996

Washington* 81.5 Pennsylvania 31.0
Michigan 75.0 Alaska 29.0
District of Columbia  65.0 Idaho 28.0
Hawaii 60.0 Utah 26.5
Arizona 58.0 New Hampshire 25.0
New York 56.0 Delaware 24.0
Rhode Island 56.0 Kansas 24.0
Massachusetts 51.0 Ohio 24.0
Connecticut 50.0 Oklahoma 23.0
Minnesota 18.0 New Mexico 21.0
Ilinois *14.0 Colorado 20.0
North Dakota 44.0 Louisiana 20.0
Vermont 44.0 Mississippi 18.0
Wisconsin 44.0 Montana 18.0
Texas 41.0 Missouri 17.0
New Jersey 40.0 West Virginia 17.0
Oregon 38.0 Alabama 16.5
California a7.0 Indiana 15.5
Maine 37.0 Tennessee 13.0
lowa 36.0 Georgia 12.0
Maryland 36.0 Wyoming 12.0
Nevada 35.0 South Carolina 7.0
Nebraska 34.0 North Carolina 5.0
Florida 33.9 Kentucky 3.0
South Dakota 33.0 Virginia 2.5
Arkansas 31.5
*Washington tax increases by 1C on 7/1/% See hack for international tohacco excise tax rates.

*'Alaska's tax last raised in 1989,



Denrnnrk

Norway

U.K.

Unkind

Sweden

Germany

Belgium

New Zealand

France

Netherlands

Japan

Italy

us.*

IN MAJOR

. 2.29

211 .

g * .565

0.00 050 1.00
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; Ascragc of peustnccs
Average ol .12 5 cents in state use* and across-the-board 24 cents in federal tax

TAXES ON CIGARETTES"
INDUSTRIALIZED NATIONS

(asof march 22,1995)

1.50

2.00 2.50
U.S. Dollars Per Pack

3.00

3.50

4.00

4.50

International data provided by the Non-Smokers’ Rights Association of Canada and C S data extracted from Tht lax Hurltn
on Ttxhacto. Tobacco Institute. IW 4. lut produced by the Tobacco lax Policy Project. American Cancer Socicts
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— Journal of the American Medical Association (July 19951

N_ ICOTINK ADDICTION IS BIG RUSINhSS IN AMERICA. Total net profits of the majot tobacco companies in the

United States approach $7 billion annually. These companies spend over $6 billion a year on advertising and
promotion alone — $16.5 million per day. Only automobiles arc more heavily promoted. The most damning
information and insights regarding the tobacco industry come from within the industry' itself:

On addiction — In public, the industry denies that tobacco is addictive. In April 1994, in testimony before
Congress, the heads of the nation’s seven largest tobacco companies argued that nicotine is not addictive.
William I. Campbell, who was then president of Philip Morris, stated: "I really don't accept that smoking is
addictive." In private, however, the tobacco industry has long acknowledged the obvious:

'W e are, then, in the business ofselling nicotine, an addictive drug."

So wrote Addison Ycaman, General counsel to the Brown & Williamson Tobacco Co.. in an internal memo
more than three decades ago (1963). In recent years, tobacco company documents show that the industry
has been using ammonia-based additives to boost the impact of nicotine in cigarettes. “With ammonia, you
get a bigger jag until less nicotine because it is absorbed faster..." acknowledged Johr. Kreisher. formerly of

the industry funded Council for Tobacco Research.

On marketing to kids — Tobacco industry executives have known for years that almost all new smokers
arc kids, and that the tobacco companies must appeal to children to maintain profitability. From Hanning
Assumptions and Forecastfor the Period 1977-1986for R.J. Reynolds Tobacco Company (March 15. 1976):

"Evidence is now available to indicate that the 14-18 year-old group is
an increasing segment of the smoking population. RJR-T must soon
establish a successful new brand in this market if our position in the
industry is to be maintained over the long term.”

The document was stamped “secret.”

On tobacco industry tactics — Victor Crawford, a former state senator from Maryland who later became
a ’obacco lobbyist, is now one of the industry's most knowledgeable critics. As a tobacco lobbyist. Crawford
was paid up to $200 per hour to buttonhole old colleagues and get them to back off on tobacco legislation.
This all changed when he was diagnosed with throat cancer, a result of heavy smoking. Crawford says:

*[Alnything goes... [the tobacco companies willuse]... any marketing
gimmick, any trick, to make you wantto smoke."

Crawford speaks out against not only the dangers of tobacco, but also about industry marketing to teenagers.
“Its too late for me." Crawford says. “but it’s not too late foryou.... Dont let anybody fool you "
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U hetobacco INDUSTRY argues AGAINST increased tobacco taxes for the very same reason that doctors,
nurses, health professionals, and other public interest organizations advocate for them — increased tobacco

taxes reduce smoking and addiction among children.

A variety of arguments have been advanced by the tobacco industry regarding increased tobacco taxes. Presented
below arc some of those arguments and responses.

1. Argument: “The public doesn't want more taxes."

In fact, there is broad public support for major tobacco tax increases. As stated by former President Ronald
Reagan’s U.S. Surgeon General. C. Everett Koop: “Polls show that... Republicans and Democrats, young
and old. men and women [all] support a large cigarette tax.” In Alaska, a 1996 statewide survey (Mathematical
found that 74% of respondents support a $1 per pack tax increase. The support was consistent among
conservatives, liberals, and moderates. Even 55% of the tobacco users surveyed support the tax increase.

Manilla & Kiley (April 1993) found that a majority of American voters in every region of the country' of
every age. income, and education level favored increasing tobacco taxes by $2 per pack. Support was strong
among both Republicans (63%) and Democrats (66%). Even leading tobacco-producing states such as Georgia.
Kentucky. South Carolina and Virginia strongly supported tax increases. A CNN poll (March 1993) found
that 83".. of the voting public favors increasing "obacco taxes. A Wall Street Journal, NBC news poll found
that 70”.. of adults support a $2 per pack tax increase. Rolls in other states confirm the same thing. Michigan
residents recently passed a referendum to raise cigarette taxes 50 cents per pack (to 75 cents/pack) and
the state legislature subsequently enacted the increase into law.

2. Argument: “The legislature should cut spending, not raise taxes."

The proposal to increase tobacco taxes is fundamentally a matter of health policy. Increased tobacco taxes
will prevent addiction among children and save lives. Even ifthere were no “fiscal gap" in Alaska, a tobacco
tax increase is justified to protect and promote the public health.

With state oil revenue declining, it is clear that State spcn di be cut. Both the Legislature and the
Administration have pledged to cut spending. But even ailt: making extremely deep cuts, some level of
taxation will still be needed to support basic services. Because tobacco taxes protect kids and save lives
they enjoy broad public support and have been endorsed by all major health organizations, including the
American Cancer Society. American Heart Association, and American Lung Association.

(continued on back)



Argument: “Tobacco taxes arc regressive."

If there is an undue burden being placed upon the poor, it is the disease caused by tobacco — the heart
attacks, strokes, and cancer which rob families of their wage earners. The notion that tobacco taxes will
hurt lower income individuals is a misleading excuse to keep tobacco taxes low. Since there is evidence that
the poor quit smoking in larger numbers in response to price increases, they will benefit to a greater extent
than more affluent socio economic groups. Finally, can it be considered progressive to perpetuate addiction,
disease and early death?

Argument: “Taxes should not be used for social engineering."

All taxes produce changes in social behavior. State legislatures and local governments routinely influence
social behavior through tax policy. Property taxes discourage property ownership. Sales taxes discourage
retail sales. Capital gains taxes discourage profit taking and reinvestment. Qil taxes reduce resource
development. Any tax that is levied produces a social and behavioral response. So long as there is a need
for taxes to support basic sendees, it is reasonable to identify those taxes that will have a positive impact.
Tobacco taxes will reduce disease and save lives, recover costs now inappropriately paid for by the public at
large, and reduce long term health care costs. In fact, today's low level of taxation — which does not reflect
the huge costs of tobacco use paid for by society as a whole — amounts to “social engineering" by default.

Argument: “It doesn't make sense that a government would use tax revenues from an activity it is
trying to discourage.”

In fact, it is possible to have it both ways, as many governments have proven. From a health standpoint, it
would be ideal if a tobacco tax increase could completely eliminate tobacco use. The fact is that even while
tobacco taxes effectively reduce tobacco consumption, they also raise substantial new revenue. In Canada
and New Zealand, as well as California and Michigan, significant tobacco tax increases have produced
consistent results — revenues arc up and consumption is down. Simply stated, more money is spent on
fewer cigarettes. The Alaska Department of Revenue projects that a $1 per pack cigarette tax increase in
Alaska would yield new revenue of $42 million in the first year after taking into account reduced tobacco
consumption as a result of price increases. In its final report, the Long Range Financial Planning Commission
also pointed out another fiscal benefit of tobacco taxation: By reducing tobacco-related health care expen-
ditures. more money is left to pay for other public services.

. Argument: "Tobacco tax increases will lead to smuggling."”

The tobacco industry greatly exaggerates the concern of smuggling. In Alaska, the potential for cross-
border smuggling of Canadian cigarettes is non-existent — even with a $1 per pack increase in taxes,
cigarettes would still be cheaper ir Alaska than in Canada. Urge scale smuggling through other avenues,
such as military bases, is also not realistic, as such an operation would be easy to detect.

Argument: “Tobacco taxes arc unfair."

Tobacco taxes arc fundamentally a user fee and tobacco users arc currently not paying their own way. In
Alaska, for every' dollar collected in tobacco tax revenue, the Alaskan economy loses $7 due to smoking-
related health care costs and lost productivity — $2.20 for every pack of cigarettes sold. Increased tobacco
taxes are justified for several reasons: 1) tobacco taxes arc the most effective way to prevent young people
from becoming addicted to nicotine: 2) smokers cost the general public in the form of added health care
costs: and 3) most smokers want to quit, and raising the price of tobacco products provides an added

incentive.
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former Surgeon General C. Everett Koop, appointed by President Ronald Reagan

QJOTHING KILLSLIKE TORAOXQ In Alaska, one out of five deaths is caused by tobacco. In the United States,

smoking kills almost *120,000 people per year — more than AIDS, alcohol, car accidents, fires, cocaine, herain,
murders, and suicides combined. Worldwide, tobacco kills 3 million people peryear — someone every 10 seconds.

Tobacco use is the leading cause of death in Alaska. When used as intended, tobacco kills.

Adults don’t start smoking — kids do. Almost all tcbacco victims become addicted to nicotine as teens or
younger. Nicotine is regarded by many authorities to be as addictive as heroin or cocaine. If we can stop kids
from getting addicted, we can prevent needless disease and death later in life.

Tobacco companies spend over SG billion a year — about S16.5 million each day— on advertising
and promotion in the United States. Tobacco industry advertising is very effective at reaching children.
About OI".. of 6 year olds recognize the Old Joe Camel cartoon character, about the same percentage that
recognize the Disney Channel-Mickey Mouse logo.

Education alone does not work. For many years, education has been the primary strategy' to reduce
tobacco use among children. Nevertheless, recent surveys show that smoking among youth is increasing.

Increasing tobacco taxes is widely recognized as the single most effective way to reduce tobacco
consumption among children. Children are price sensitive consumers. Research shows that a cigarette
price increase of 10".. can be expected to reduce consumption by an equal or greater amount by children. A
$1 per pack tax increase would reduce youth smoking in Alaska by an estimated 32%.

Tobacco taxation is an efficient and appropriate means to offset tire enormous costs caused by tobacco.
Alaska's Long Range Financial Planning Commission concluded that a $1 per pack increase in the state’s
cigarette tax would raise $42 million in new revenues in the first year.

Alaska's current tobacco tax is below the national average, even though Alaska has one of the highest
rates of tobacco-related death in the nation. Nor have tobacco taxes in Alaska kept pace with inflation. In
1964. the year that the first Surgeon General’s report on smoking and health was released, the state tax
comprised 2TY> of the retail price of cigarettes. Today it is only 14V».

The public supports tobacco taxes. AJanuary 1996 statewide survey found that 74"»>of Alaskans support
an increase of SI per pack in the state excise tax on cigarettes.
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jy | OBACCO IS A UNIQUE PRODUCT BECAUSE OF THE STAGGERING TOLL IT TAKES ON THE LIVES OF MILLIONS.

Each year, tobacco kills more Americans than AIDS, alcohol, car accidents, fires, illegal drugs, murders, and
suic; ies combined. It is the only legal product that when consumed exactly as the manufacturer intends, causes
addiction, disease, and death.

Tobacco is unique in the number of Americans it kills. Each year 419,000 Americans die from smoking.
Thats 1,100 Americans each day. one every 75 seconds. One of every five deaths in the U.S. — and in
Alaska — arc caused by tobacco. Tobacco kills more than one out ofthree long-term users, half of whom die

in middle age.

Virtually all new users of tobacco products arc children. Almost 90".. of all smokers started before the
age of 19. The average age of initiation is 14.5 years. Adults don’t start smoking — kids do. The same is
true of smokeless tobacco use.

Tobacco is unique because it is harmful to all users at all doses. There is no safe level of tobacco use.
Smokingjust two cigarettes a day doubles one’s risk of lung cancer and increases the risk of heart disease
and stroke.

Tobacco use produces no health benefits. Unlike some food products which provide nutritional benefit but
also contribute to the risk of heart disease under certain circumstances, tobacco provides no nutritional
benefit and is harmful under all circumstances. Unlike alcohol, tobacco kills even when used in “moderate"

amounts.

Tobacco smoke kills users and non-users alike. The American Heart Association estimates that 52,000
deaths a year arc caused by exposure to second hand smoke, making environmental tobacco smoke the
third leading cause ol death in the nation (behind active smoking and alcohol abuse). Viewed another way,
this means that for every eight smokers that the tobacco industry Kills, it takes one non-smoker with them.

Tobacco is unique because it contains nicotine, a highly addictive drug. Researchers widely regard
nicotine to be as addictive as heroin or cocaine. Withdrawal from nicotine addiction is like withdrawal from
other highly addictive substances: difficult and painful. Seventy percent of smokers say they want to quit,
and millions try to quit each year, but only 2.5". succeed in any given year.
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— The Impact of Cigarette Excise Tam on Smoking Among Children and Adults
National Cancer Institute (August 1993)

[3 VERY DAY IN THE UNITED STATES. ABOUT 3,01)0 CHILDREN JOIN THE RANKS OF CIGARETTE SMOKERS. Tile
average age is 14.5 years old. Of these 3,000 new smokers, we can expect that 30 will be murdered, 60 will die
in traffic accidents, and 1,000 will be killed from smoking.

Adults don’t start smoking — kids do. Some 89% of adults who smoke began using cigarettes by or at
age 18. Ifchildren can be dissuaded from smoking they almost always lose interest by the time they reach
19, greatly reducing their chance of premature death.

* Youth smoking and smokeless tobacco use rates in Alaska are higher than the national average. In
1989,23% of high school seniors in Alaska reported that they smoked daily. Eighteen percent of 12th grade
boys reported daily use of chewing tobacco.

« As tobacco taxes arc increased, youth consumption will drop. Research shows that a price increase of
10% in cigarettes can be expected to produce a 10% decrease in consumption by youth. A substantial part
of the decline is a result of children who will not initiate smoking at higher prices.

e Children arc more influenced by tobacco prices than adults. Children who smoke may not yet be addicted,
and generally have less disposable income. A significant price increase in tobacco products will discourage
kids from starting to smoke, while encouraging current smokers to quit or cut back.

« Experience in Canada demonstrates that in- _ o _ _ _ _
. . Figure 1: RtiJ cigarette prices and cigarette smoking among Canadians
creased tobacco taxes will substantially reduce age 15 to 19
smoking among kids. During the 1980s, Canada
raised tobacco taxes from rates comparable to
current U.S. rates to about S3 (U.S.) per pack.
Between 1981-1991. teen smoking declined by more
th n 60% in Canada while it remained relatively
constant in the U.S. (Sec Figure 1)

260

« In 1994, the Alaska Department of HealUi and
Social Services recommended a $2 per pack
increase in state cigarette taxes as part of its
Cancer Control Plan. The research team concluded:
“Preventing tobacco use by children is the key
challenge in tobacco use reduction, and a substantial
excise tax increase is our strongest weapon. No
other measure can have as great an impact on the e oufte o 11%) 7w omi
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— Douglas B. Roberts, Michigan Stale Treasurer (July 1995)
m statement regarding Michigan tobacco tax increase to 75 cents per pack

giMOKING CAUSES MORE TUAN $50 BILLION IN DIRECT HEALTH CARE COSTS EACH YEAR, according to the U.S.

Centers for Disease Control and Prevention. Economic productivity losses add another $50 billion, bringing the
total cost of smoking to $100 billion per year.

In Alaska, smoking is responsible for 23% of all deaths among Alaskans age 35 and older. Direct
health carc costs attributed to smoking in 1991 for Alaskans in this age group were $45.6 million. An
additional $82 million was lost due to indirect costs (lost productivity), bringing the total economic impact
to $127.6 million. For every dollar that’s collected in tobacco taxes, the Alaskan economy loses $7 from the
impacts of smoking.

Smokers use 50% more sick leave and use the health care system 50% more titan non-smokers.

Current and former smokers generate an estimated $501 billion in excess health care costs ov:r the
course of their lives, even though smokers die an average of 12 to 15 years younger than non-smokers.

Non-smokers pay for 75% of all government expenditures on smoking-related health carc through
taxes. Of the $50 billion ii. U.S. health care expenditures caused directly by smoking in 1993. $22 billion
was paid for by government lunds.

The Alaska Long Range Financial Planning Commission has Figure I. Cigarette Sole*
. . Versus Totucco Tax Revenue
estimated that a tobacco tax increase of $1 per pack on Cxnadn 1081 - 1902

cigarettes and a comparable increase in taxes on other
tobacco products would raise approximately $43 million
annually. The Commission concluded: “This tax increase will
dramatically lower teenage smoking and reduce tobacco use by
adults, both ofwhich will reduce the State% future expenditures
on health care costs.”

Tobacco tax increases result in increased revenue and
reduced consumption. (See Figure 2.) This is because for most
of the population a 10". price increase will result in about a 4">
sales decline (with higher declines among kids). The net effect
of a tobacco tax increase is that more money gets spent on fewer
cigarettes, resulting in major health and revenue gains.

Increased tobacco taxes offer a win-win-win opportunity,
simultaneously preventing tobacco addiction and death, reducing

health care costs, and raising revenue. \oxdt </kd e 1< «cdn] il 14
fooa
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PREFACE

Barents Group LLC of KPMG Peat Marwick LLP was asked by the Alaska
Cabaret. Hotel. Restaurant and Retail Association to study a proposal by the State of
Alaska Long-Range Financial Planning Commission (“the Commission™) to increase the
State cigarette tax by $1 per package from $0.29 to S1.29 starting in fiscal year 1996.
This report, which describes our findings, has an Executive Summary, four parts, and a
technical appendix. Part I is an introduction. Part Il describes the methodology used to
evaluate the Commission’s analysis. Part Il describes our results, and Part IV provides
our conclusions.
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EXECUTIVE SUMMARY

Barents Group LLC of KPMG Peat Marwick LLP was asked by the Alaska
Cabaret, Hotel, Restaurant and Retail Association to study a proposal by the State of
Alaska Long-Range Financial Planning Commission ("the Commission™) to increase the
State cigarette tax by Sl per package from S0.29 to SI.29 starting in fiscal year 1996.
The Commission estimates that this proposal would increase cigarette tax revenues (in
constant P96 dollars) by S42 million per year for the period 1996 to 2000 (and beyond).

KPMG Barents found several major shortcomings in the Commission’s estimating
procedures that lead to a substantial overstatement of the net revenue impact of the
proposal. The Commission assumed an unrcalistically low responsiveness of cigarette
consumers to changes in the price of cigarettes. The Commission also ignored the
tendency for consumer responsiveness to increase with time. Furthermore, the
Commission ignored the long-run decline in per-capita cigarette consumption observed in
Alaska and in the United States in general. Finally, the Commission misstates the
revenue potential of a fixed, per unit tax in the context of inflation. Each of the
considerations contributes to an overstatement of potential revenue gains from the tax
proposal.

In summary, KPMG Barents found that the Commissior. wcrstated the revenue
potential of the proposed tax by almost SIO million (29 percent) in FY 1996. and by $25
million (146 percent) in FY 2000. Consequently, the proposed tax would play a much
smaller role in closing Alaska’s grow ing fiscal gap than claimed by the Commission. The
tax would also increase the bootlegging of cigarettes in Alaska, in connection with
military installations, Indian reservations, or other nontaxed alternatives. Finally, as a
result of declining cigarette demand, the State increase would reduce local tax collections
in Anchorage. Juneau, and R irbanks by a total of $5 million over the 5-ycar period.



I. INTRODUCTION

The Stale of Alaska Long-Range Financial Planning Commission (“the
Commission™) has proposes a Sl per package increase in the State cigarette tax. The
reason for this tax increase is to help close a widening deficit in State finances for fiscal
year 1996 (FY 1996) and beyond. The Commission estimates a deficit of $513 million
for FY 1995 and forecasts a deficit of over $1.3 biilion by FY 2000 without changes in
cuiTent State fiscal policy.1

A 345 percent increase in the Slate cigarette tax from $0 29 to $1.29 will have u
number of unintended effects in the State. These effects include: (llcontinued shortfalls
in state government revenues; (2) a loss in revenue to major municipal governments; (3)
increased illegal activity because of the bootlegging of tax-free cigarettes from
jurisdictions not covered by the state’s taxing authority, military bases for example; and
(4) deterioration in the distribution of income due to the regressive nature of the tax.

The Commission estimates that a $1 per package increase in the cigarette tax will
raise an additional $42 million per year (in constant 1996 dollars! during the period FY
1996 through FY 2000‘. These estimates, however, arc based upon several questionable
assumptions that overstate the revenue potential of the tax. and will result m the State’s
revenue goals not being met.

First, the Commission believes that consumers would be unlikely to materially
adjust their purchasing behavior ill response to sigr.ificantly higher cigarette prices caused
by the tax -ncrcasc. In other worJs. the Commission assumes a "demand elasticity” much
lower than reported in most peer reviewed professional journals. The scientific evidence
suggests that following the proposed tax increase, cigarette aulcs, and. hence, tobacco tax
revenues, would fall much more than the Commission believes.

Second, the Commission makes no reference to the long-run decline in smoking
per capita in Alaska and nationwide. Taking this into account further lowers the revenue
potential of a tax increase.

Third, the Commission ignores long-run factors specific to Alaska that arc likely
to further erode potential tax revenue gains. Tax-free cigarette sales at military
installations arc likely to rise substantially, through legitimate sales and through
bootlegging, if the proposed tax increase becomes law Even under the existing tax
regime, an extraordinarily large share of cigarette sales in the Stale already occur through
military bases.

See Stale of Alavla Long-Range Financial Planning Comrrmuon. I*wx p | Thc*c adii»uni' a»e
ctpreucd in FY 1996 dollars
*See Stale of Alaska Long-Range Financial Planning commission 1995. p 3anJp 26



Finally, the Commission misstates the revenue potential of a fixed, per-unit tax in
an inflationary environment, which also contributes to an overestimation of potential new
tax revenue.

In addition to the impact on State tax collections, we also find that the proposed
tax increase will directly reduce the tax collections of Anchorage, Fairbanks, and juncau.
This reduction will result from the tax-induced decline in demand for cigarettes that are
subjer to local taxation in these jurisdictions.

Interest in the distributional consequences of taxes has historically been a major
concern in tax policy debates. The concern is particularly acute lor lowcr-incomc
taxpayers, for whom even relatively small dollar increases in tax burden can require
disproportionately huge sacrifices. The 345-percent increase in cigarette taxes will
represent a much larger percentage of income for lower income residents than for
wealthier residents. This will adversely a.feet the distribution of income within the State
and make the tax system more regressive.

In summary, we find that the Commission overstates potential revenue gains of
the proposed tax increase by 29 percent in FY 1996. and by FY 200(). overstates potential
revenue gains by 146 percent. In addition, the decline in local tax revenues collected by
Anchorage, Juneau, and Fairbanks, which the Commission docs not discuss, will be
approximately SI million per year. Indeed, revenues may be even lower due to increased
bootlegging. Finally, the tax increase will fall most heavily on the lowcr-incomc portion
of the State’s population



