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Kickbacks, Rebates and Tying Arrangements

In Real Estate Transactions; The Federal
Real Estate Settlement Act of 1974;
Antitrust and Unfair Practices

CONRAD G. TUOHEY*

Inflation has given rise to “consumerism”, a cost consciousness
and awareness on the part of the general public. This consumerism,
in turn, is generating pressure upon administrative agencies, legisla-
tures, and courts to reassess the laws relating to antitrust and unfair
trade practices, particularly respecting the governmentally regu-
lated industries.

No where is this reassessment more apparent than in the home
buying, home financing, and related industries.

With the exception of only a handful of sophisticates who are
themselves economically dependent upon some specific aspect of
land sale and financing closing procedures and costs, most people
(and certainly the consumer public in the form of casual buyers

* B.A., George Washington University, 1957; J.D., University of Michi-
gan, 1960; Senior partner, law firm of Tuohey, Barton and McDermott,
Santa Ana, California.

** The author wishes to acknowledge the assistance of Jan Mark Dud-
man.
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of and borrowers in real property transactions) are ignorant of
cleverly concealed rebates, kickbacks, ty-ins, price fixing and com-
pounded resulting costs which are frequently encountered.

These sophisticated insiders have been singularly successful in
developing procedures which have been implemented by state and
federal legislatures, sanctioned by administrative agencies, and
often misconceived, and thus tolerated by courts.

As is so frequently the case, the financial incentives involved are
tremendous and have served to tie significant financial institutions,
professions and occupations together into artfully developed hori-
zontal and vertical integrations, and conglomerate product exten-
sions.

From time to time, these integrations become the subject of
scrutiny. Rarely are they understood. They wield such tremen-
dous political and financial power that, even in those rare instances
when they are scrutinized or understood, they nevertheless emerge
unscathed.

The composition of these integrations should patently explain
why. They consist of lenders, lawyers, brokers (real estate and
mortgage), insurers, abstractors and others of equal weight, who
often operate through powerful trade associations and lobbies.

Singularly and collectively they have been effective in over-
whelming and suppressing competition which could and should pro-
vide the consumer public with a mechanism to combat the unfair,
monopolistic and inflationary practices naturally resultant from
these integrations. One such mechanism is the truly independent,
uncontrolled and non-captive escrow agent, whose value and utility
has been most recently fortified and enhanced by the federal enact-
ment of the Real Estate Settlement Procedures Act of 1974.

The purpose of this paper is to (1) define the independent escrow
agent, (2) explain its value and utility to the consumer public, (3)
demonstrate the reasons why it is targeted for annihilation by the
integrations and how this is being achieved, (4) discuss why
remedial legislation and regulation should specifically preserve and
protect the consumer and the independent escrow agent in the
marketplace, and (5) determine how the Real Estate Settlement
Procedures Act of 1974% will implement this preservation and pro-
tection.

1. Act of Dec. 22, 1974, Pub. L. No. 93-533 § 2 et seq., 88 Stat. 1724,
et seq. (codified at 12 U.S.C. § 2601, et seq. (Supp. I, 1975)), effective June
20, 1975.
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I. THE Escrow AGENT FUNCTION EXPLAINED

Many states do not use the escrow in the sale of real property;
however, in California this device is virtually the exclusive means
by which real property is transferred or refinanced. Furthermore,
California is the only state to experience relatively large scale utili-
zation of “independent escrow agents”,® primarily in Southern Cali-
fornia. The essence of an escrow transaction is the deposit of
money or documents by one person with an escrow agent for
delivery to another person upon the occurrence of specified events.*
In order to engage in the business of an escrow agent in California,
one must be licensed as such by the State Department of Corpora-
tions,® except for certain conditionally exempt classes.®

If a deed is deposited in escrow with the intention of passing title,
the buyer becomes the equitable owner and the seller holds the
legal title in trust for the buyer.” Consideration deposited in es-
crow with instructions to deliver it only on the happening of certain
events remains the property of the person depositing it until all
the conditions of the escrow have been fulfilled.® The same is true
where a mortgage or trust deed is deposited to encumber real
property of an owner-borrower (mortgagor or trustor) in a bor-
rowing or refinancing transaction.

In California, escrow practices differ between the northern and
southern portions of the state. In Northern California, title (ab-
stract) companies handle almost all real property escrows. How-
ever, in the south, a majority of escrows are handled by banks, title
companies or by the numerous independent escrow companies who
exist exclusively to handle such escrow transactions.®

3. Comment, The Independent Escrow Agent: The Law and the Li-
censee, 38 S. CaL. L. Rev. 289, 290 (1965).

4, CaL. Civ. CopE § 1057 (West 1954); CarL. FIN. CopE § 17003 (West
1968) ; see generally 18 CaL. Jur. 2d, Escrows §§ 1, et seq. (1969); 4 CALI-
FORNIA REAL ESTATE LAw AND PRACTICE 91-1 et seq. (Matthew Bender publ.
1974); 2 H. MiLLER & M. STARR, CURRENT LAW OF CALIFORNIA REAL ESTATE
§ 261, et seq. (1969); A General Discussion of Escrow, TITLE INSURANCE AND
TruST MANUAL (1969).

5. Can. FIn. CopE §§ 17000, et seq. (West 1968).

6. CarL. Fin. CopE §§ 17006; 17004, 17200 (West 1968).

7. Mullen v. Dyer, 20 Cal. 2d 526, 529, 127 P.2d 901, 903 (1942).

8. Hastings v. Bank of America, 79 Cal. App. 2d 627, 629, 180 P.2d 358,
359 (1947).

9. Aran, Escrow in REAL ESTATE SALES TraNsAcTIONS 506 (Calif. Con-
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Escrow transactions enjoy popularity as they are theoretically
performed by parties who are ostensibly independent of the trans-
action and who, therefore, should objectively evaluate if and when
all conditions precedent are satisfied, in order to “close” (i.e. con-
summate) the transaction. By the use of an independent escrow
agent, an unavailable party to the transaction need not be present
at closing and may presume that the escrow will not be closed
unless and until all conditions agreed upon have been satisfied and
the bargained-for consideration has been received into escrow. The
escrow agent performs a dual agency owing fiduciary duties to all
principal parties to the escrow.!® In addition, repetitive clerical
proficiency and concomitantly reduced fees (as opposed, for ex-
ample, to attorney fees) render the escrow agent attractive.!' This
procedure in California differs considerably from many other states
where an attorney typically is involved in the transaction solely
to perform this function or in conjunction with collateral func-
tions,'? and the settlement costs generally reflect his participation.

The term “escrow”, however, is not necessarily synonymous with
a transaction conducted by an impartial and disinterested third
party. In California, several of the statutorily recited exemptions
permitting the conduct of escrows by individuals and firms include
some who may have a conflict of interest with at least one of the
parties to the escrow transaction. Depending upon circumstances,
these might include the broker, the lender, title insurer, or others.'®

The broker (whether real estate or mortgage) who conducts an
escrow owes a fiduciary duty to his principal on the one hand, and
a fiduciary duty as escrow holder to his principal and the other
party (or parties) on the other.!* Moreover, he may be confronted

tinuing Education of the Bar 1967); 4 CALIFORNIA ReaL ESTATE LAW AND
PracTICE § 92.06 (Matthew Bender publ. 1974).

10. Aran, Escrow in REAL ESTATE SALES TRANsacTIONs 506 (Calif. Con-
tinuing Education of the Bar 1967).

11. Aran, Escrow, in REAL ESTATE SALEs TRANSAcTIONS 506-08 (Calif.
Continuing Education of the Bar 1967). For limitations as to permissible
latitude without constituting the unauthorized practice of law, see, Agree-
ment Between the State Bar of California and Escrow Institute of California
(1966) ; Agreement of State Bar of California and California Bankers Asso-
ciation, 9 6 (1935); Agreement Between the State Bar of California and the
California Land Title Association, { 3 (1936). Comment, The Independent
Escrow Agent: The Law and the Licensee, 38 S. CaL. L. REv. 289, 307-310
(1965).

12. Washington Post, Jan. 15, 1972, at A-12.

13. CaL. FIn. CoDE § 1706 (West 1968). See for example CaL. CiviL CODE
§ 1057.5 (West Supp. 1975). See also AMERICAN BAR ASSOCIATION: SPECIAL
COMMITTEE ON RESIDENTIAL REAL ESTATE TRANSACTIONS, THE PROPER ROLE
OF THE LAWYER IN RESIDENTIAL REAL ESTATE TRANSACTIONS (1974).

14, Comment, The Independent Escrow Agent: The Law and the
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with the further complication in the stake which he holds to the
extent that his brokerage commission may emanate from that
source of funds and to the extent that it is his ultimate determina-
tion if and when his commission will be paid.’> This determination
is, of course, subject to judicial review.

Ironically, a broker cannot handle an escrow as to a transaction
in which he is not a broker, unless he is licensed as an escrow agent
under the Escrow Law in California.!® In other words, a broker
can only serve as an escrow agent in transactions where he neces-
sarily has a conflict of interest.

According to one study conducted on the subject, the authors
noted that:

It is apprent that in . . . a typical broker conducted real estate
sale situation, a listing contract between the owner and broker cre-
ates one agency relationship and if the broker handles the escrow
under the exemption contained in California Financial Code Section
17006 (d) a second agency relationship based upon the contract
known as escrow instructions results . ... There is a different
agency obligation imposed upon the broker when he conducts the
escrow than when he is fulfilling his respongibilities to the princi-
pal under the listing contract.1?

This same article noted that, when the study was conducted, they
found no evidence that this dual situation had been or is the cause
of massive injury to the public. However, the study did indicate

Licensee, 38 S. Car. L. Rev. 289, 304-307 (1965). Cf., 10 CAL. ApMm. CODE
§ 2950 setting forth limitations by the California Real Estate Commissioner
upon real estate brokers handling escrows, with the equivocal admonition
that the prohibitions “may be considered grounds for disciplinary action.”
See also Car. Civi CopE § 1057.5 (West Supp. 1975). See generally L.
BromwicH, WHO PrOTECTS THE BORROWERS?: A REPORT ON MORTGAGE LOAN
BrokErs Law 1955-1969 (Calif. Senate Subcommittee, etc., 2d printing, Feb.
15, 1971).

15. The seller is often unaware that the broker could include a variety
of clauses in the listing agreement that are favorable to him in payment
of commissions. See MILLER AND STARR, in REAL ESTATE SALES TRANSAC-
TIONS, Chapt. 5 (California Continuing Education of the Bar 1967), cf., CAL.
Ins. CopE § 12404 (West 1967).

16. 43 CaL. Op. ATT’'Y GEN. 284, 284-285 (1964); 44 CaL. Op. ATT'Y GEN.
105, 105 (1964).

17. W.H. HippakA, THE CoNDUCT OF Escrows By CALIFORNIA REAL Es-
TATE BROKERS, 59 (School of Business Administration, Calif. Dept. of Real
Estate, California State College at Fullerton, San Diego State College, pub-
lishers, 1968).
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that there was potential for breach of the legal duty of agency
loyalty under the prevailing situation.'8

Similarly, a lender who is either funding into or being paid out
of an escrow transaction, while perhaps not a primary party to the
escrow, may well have a conflict of interest serving as the escrow
agent.

But a pattern is now clearly emerging whereby many lenders,
brokers, insurers, abstractors and others are establishing their own
corporate entities and licensing them as escrow companies. These
escrow companies are the so-called “captive” or “controlled”® es-
crow companies, and are not independent escrow agents. Rather,
the practice demonstrates the tremendous impact which escrow
companies exert in most transactions which they handle. That is,
they are frequently pivotal in determining who performs the title
work, who writes the title insurance, and who places the loan. In
effect, escrows steer the course of lucrative business monies. How-
ever, the impact of the Real Estate Settlement Procedures Act of
197420 in prohibiting kickbacks and unearned fees could signifi-
cantly increase the competition in settlement services which would
thereby insure the independent escrow company a fair share of that
market.

A. Background of the Escrow Law?!

Escrow business in California was governed by common law prin-
ciples until 1947. The original enactment of the Civil Code in 1872%*
recognized escrow as a transactional function.

In 1947 the Escrow Law was enacted for the following stated
purposes set forth in its title:

An act to regulate the business of escrow agencies and the em-
ployees thereof, to provide for their licensing, examination and
regulation by the Commissioner of Corporations to provide exemp-
tions from and prescribe penalties for violations of this act. (Em-
phasis added.)23

18. Id. at 59-60. See also CAL. Bus. & Pror. CopE § 10716 (d) (West Do

19. While the term “captive” in this context is a loose generic term
which relates to a multitude of corporate subsidiary, joint venture, and in-
house divisional relationships, the term “controlled” is usually employed
to describe the relationship between a title insurer and an underwritten title
company in the issuance of title insurance through this inter-relationship,
and such insurances is “controlled insurance”. See CaL. INs. CobE § 12404.5.
(West Supp. 1974).

20. Act of Dec. 22, 1974, Pub. L. No. 93-533 § 2 et seq., 88 Stat. 1724,
et seq. (codified at 12 U.S.C. § 2601, et seq. (Supp. I, 1975)).

21. CaL. FIN. CopE §§ 17000-17654 (West 1968).

22. CaL. Crvi. CopE § 1057 (West 1954).

23. Cal. Stats. 1947, c. 921, 2126.
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In 1951 the Escrow Law became Division 6 of the California
Financial Code.2¢

At the onset, it is important to delineate between “independent
escrow agencies” which conduct escrows exclusively on the one
hand and so-called “controlled” or “captive” escrows performed by
others in conjunction with their other and usually paramount
operations. The latter escrows may be conducted “in house” and
are thus exempt from the operation of the Escrow Law.25

The Escrow Law is notable in that, on its face, it is limited to
the examination, licensing and regulation of the business of only
independent escrow agencies and their employees.2¢

The Escrow Law specifies its own exemptions as follows:

This division [Division 6, the “Escrow Law”] does not apply to:

(a) Any person doing business under any law of this state or the
United States relating to banks, trust companies, building and loan
or savings and loan associations, or insurance companies.

(b) Any person licensed to practice law in California who is not
actively engaged in conducting an escrow agency.

(c) Any person whose principal business is that of preparing ab-
stracts or making searches of title that are used as a basis for the
issuance of a policy of title insurance by a company doing business
under any law of this state relating to insurance companies.

(d) Any person licensed by the Real Estate Commissioner while
performing acts in the course of or incidental to his real estate busi-
ness.27

24. Cal. Stats. 1951, c. 364, 1107. Car. Fin. Cope §§ 17000-17654 (West
1968).

25. For an amplification of some of the operative distinctions, see
Comment, The Independent Escrow Agent: The Law and the Licensee, 38
S. Car. L. Rev. 289, 303-304 (1965).

26. CaL. FIN. CopE § 17006 (West 1968).

27. CaL. Fin. CopE § 17006 (West 1968). This section was last amended

by Cal. Stats. 1965, c. 287, § 2, which deleted a further exemption, the “joint
control agent.” (See Car. FiN. CopE § 17005.1 (West 1968) and the ex-
empted lender in the last clause thereof).
Subdivision (a) of Cal. Fin. Code § 17006 includes any person ‘“doing
business” under any law of this state or the United States relating to (1)
banks, (2) trust companies, (3) building and loan or savings and loan asso-
ciations, or (4) insurance companies. The term “doing business” is not de-
fined in the California Financial Code. The term “doing business” is statu-
torily defined only in CaL. REv. Tax CobE § 23101 (West 1968), where it
means “actively engaging in any transaction for the purpose of financial
or pecuniary gain or profit.”
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The Escrow Law is also notable in that, as applied, it imposes
elaborate and stringent requirements upon a statutorily defined
class of licensed escrow agencies only, while excluding by exemp-
tion and lack of implemental legislation or administrative reg-
ulation a far greater proportion of this service industry than it
includes.28

B. The Application of the Escrow Law: Requirements Imposed
Upon the Licensed Escrow Agent

Basically there are six categories of requirements which the Es-
crow Law imposes solely upon a licensee, which may be an inde-
pendent escrow agent or a captive or controlled escrow company.
Four of these requirements must be satisfied prior to the com-
mencement of escrow business by the licensed escrow agent. These
four requirements and two more are applicable following the com-
mencement of business and thereafter.?®

First, it is necessary for a licensed escrow agent to be a corpora-
tion.?® Under California Corporate law, a corporation must have
not less than three directors.?? In addition, these directors must
be “especially qualified.”32

The reason for this qualification is to make supervision easier and
to create a means of control over these specific escrow companies
by the California Corporations Commissioner.

28. Based upon deed recordings in Los Angeles County between Janu-
ary 1, 1967 through June 30, 1968, independent escrow corporations (agen-
cies) accounted for 34 to 36 1/2% of the real property transactions utilizing
escrow. W.H. Hippaka, THE ConDpUCT OF EscrRows By CALIFORNIA REAL Es-
TATE BROKERS, 77 (School of Business Administration, California Depart-
ment of Real Estate, California State College at Fullerton, San Diego State
College, publishers, (1968). Independent escrow agencies exist and are uti-
lized much more in Southern California than in Northern California. See
Comment, The Independent Escrow Agent: The Law and the Licensee, 38
S. CaL. L. Rev. 289, 291, n.17 (1965). See also, California Department of
Corporations, [Escrow Agent] Licensee Address Listing as of September 18,
1970, showing 325 licensees out of its Los Angeles office, and only 12 and
8 out of its San Francisco and Sacramento offices, respectively. Therefore,
if independent escrow agents are utilized in only slightly more than one-
third of real estate transfers in the county of their highest density (Los
Angeles), it is reasonable to assume that independent escrow agents are
utilized in significantly less than one-third of the total escrowed real estate
transfers in the entire state.

29. Comment, The Joint Control Industry and State Regulation, 16 HAST.
L.J. 229 (1964).

30. CarL. Fin. CopE § 17200 (West 1968).

31. CaL. Corp. CobE § 301(d) (West Supp. 1975).

32. CaL. Fin. CopE § 17209.3(b) (West 1968).
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Second, the corporate capitalization must at all times consist of
$10,000 liquid net worth in excess of its current liabilities.??

Third, two types of bonding are required. One type is a $10,000
bond for an escrow agent’s license.?* The other is a fidelity bond
in an amount determined by the Commissioner of Corporations, but
in no case less than $50,000.3> Consequently, the smaller companies
must absorb a relatively higher amount of protection.

Fourth, the incorporators or directors of the escrow licensee must
possess “the character, experience, or general fitness to engage in
such business.”?¢

Moreover, the escrow licensee must establish that there is an
“officer or manager posessing a minimum of five (5) years of
responsible escrow experience to be stationed in the proposed
business location.”3?

Fifth, the licensee must submit to rigorous auditing procedures.**

Sixth, the licensee is subjected to a variety of enforcement
remedies. The licensee’s license may either be revoked or sus-
pended.?®

Moreover, the Corporations Commissioner is authorized, depend-
ing upon the circumstances, to take possession of the licensee’s

33. CaL. Fin. CopE § 17210 (West 1975).

34, CaL. Fin. CopE § 17202 (West Supp. 1975). A cash bond is an al-
ternative. See CaL. Fin. Cope § 17202.1 (West Supp. 1975). Cf., Corp.
Comm. Release No. 5-L dated February 5, 1968. The Corporations Commis-
sioner may require an additional bond of no more than $5,000. 10 CAL. ApMm.
CopE § 1719.

35. CaL. FiN. CopeE § 17203.1 (West Supp. 1975); cf., 10 CarL. Apm.
CobE §§ 1720-1724, 10 CaL. Apm. Cobe § 1723 sets forth a sliding scale for
such bonding based upon the dollar amount of funds on deposit.

36. CaL. FIN. Cope § 17209.3(b) (West 1968). Compare CaL. FIN. CODE
§§ 17200.8, 17209.1 (West 1968), 17209 (West Supp. 1975).

37. CaAL. FIN. CopE § 17209.3(c). Compare 10 CaL. Apm. CopE §§ 1715,
1716; CaL. FIn. CobE §§ 17200, 17209.1 (West 1968), 17209 (West Supp. 1975).

38. CaL. FIN. CopE §§ 17404-08 (West 1968), 10 CaL. Apm. Cobk §§ 1730,
et seq. The audits referred to in CaL. FIN. CobE § 17406 (West Supp. 1975)
are performed by independent certified public accountants or independent
public accounts at the sole cost and expense of the licensee, annually. Cf.
10 Car. Apm. CobE § 1741.51.

39, CaLr. Fin. CopE §§ 17602-06 (West 1968), 17608.1 (West Supp. 1975).
It is interesting to note that a revocation hearing is held pursuant to the
California Administrative Procedures Act. Car. Gov. Cope § 11500, et seq.
(West 1966); 10 CaL. Apm. CobE § 1753.
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agency,*® apply for the imposition of a receivership upon the licen-
see’s agency,*! and felony offenses may be imposed for certain other
violations.*?

In 1972, the [Second] California District Court of Appeals held
the Escrow Law not to be unconstitutional as an unreasonable class-
ification.*® The plaintiff, the Escrow Institute of California (a con-
sortium of independent escrow agents) contended that the Escrow
Law embodied an unconstitutional classification in that the parties
exempted constitute a class which, in view of the purpose for which
the regulatory legislation was enacted, cannot be distinguished from
the class of independent escrow agents, represented by plaintiffs,
which the Escrow Law solely regulated.

The court held that those who are exempt from the Escrow Law
are otherwise subject to “stringent” statutes and regulations gov-
erning their conduct. Therefore, it was not unreasonable for the
legislature to determine that further regulation was unnecessary
for these entities. The court stated that:

. a statute cannot be deemed in conflict with the constitutional
provisions unless the discrimination or inequality produced by the
particularly legislative classification is ‘actually and palpably un-
reasonable and arbitrary . ... When a legislative classification is
questioned, if any state of facts reasonably can be conceived that
would sustain it, there is a presumption of existence of that state

of facts, and the burden of showing arbitrary action rests upon the
one who assails the classification.’ 44

The court maintained that in this case there was a:

reasonable relation to a proper legislative objective in the inclusion
of independent escrow agents within the Escrow Law and the ex-
emption therefrom of the individuals and entities designated in sec-
tion 17006 of the Financial Code.45

II. ConrricTs OF INTEREST, REBATES, KICKBACKS AND REFERRAL FEES

Early in 1974, the California State Insurance Commissioner issued
a ten-page bulletin*¢ to all title insurance companies stating that
unfair practices in the business would no longer be tolerated. Some

40. CarL. FIN. CopE § 17621 (West 1975).

41. Car. Fin. CopE §§ 17635-17636 (West 1968).

42. Car. FIN. CopE § 17414 (West 1975).

43. Escrow Institute of California v. Pierno, 24 Cal. App. 3d 361, 100 Cal.
Rptr. 880 (1972). But see, Brown v. Merlo, 8 Cal 3d 855, 861-862, 506 P.2d
212, 216-17, 106 Cal. Rptr. 388 392-93 (1973).

44 Id., at 369-70.

45, Id., at 370.

46. 1974 CaL. DEpT. oF INs. BuLL. No. 74-2.
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