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Policy Analysis

IOLTA
Interest without Principle

by Charles E. Rounds Jr.

Executive Summary

| OLTA is the acronymfor Interest on Lawers' Trust
Accounts, which is a program created by state suprene courts
or state legislation, whereby | awers pool client funds--
smal|l suns and |arge suns held for short periods of tine--
into a designated interest-bearing checking account. The
interest that is generated on those pooled funds is then
funnel ed through a judicially created | egal foundation to
various "public interest" legal firns.

The state of Florida | aunched the first 1 OLTA programin
1981. Today, all 50 states and the District of Colunbia have
| OLTA prograns, and those prograns generate approximtely
$100 million per year. Wiile ICLTA s defenders clai mthat
those mllions are earmarked for "charitabl e purposes,” a
grow ng body of evidence suggests that a substantial portion
of the national | OLTA incone stream actually underwites
political activity such as | obbying and general |egislative
advocacy.

| OLTA progranms are unethical and unconstitutional. They
are unet hi cal because the unauthorized use of clients' noney
for any purpose, no matter how noble, is wong. |OLTA pro-

grans are unconstitutional because, when the state asserts
control over the equitable interest of client property wth-
out consent or just conpensation, it violates the Fifth
Amendnent ' s Taki ngs C ause. The Suprene Court should vindi-
cate the property rights of legal clients by declaring | OLTA
unconstitutional in the case of Thomas Phillips v. Washi ngton
Legal Foundati on.

Charles E. Rounds Jr. is a professor at the Suffol k Univer-
sity Law School in Boston
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| nt roducti on and Backgr ound

Lawers have al ways had occasion to hold clients'
funds. As a legal matter, the attorney is a trustee of such
funds. A lawyer, for exanple, mght hold in trust for a
client a retainer, an insurance recovery, a divorce settle-
ment, or a jury's award of damages. Those funds bel ong to
the client and are returnable to the client upon demand to
the extent that they have not been properly disbursed. Wen
it comes to an insurance settlenent, for exanple, an attor-
ney will first deduct his fee and then remt the balance to
his client. Such transactions occur every day in law firns
across Aneri ca.

Lawyers know t hat they nust be very careful in their
handling of client funds in order to avoid violating the
ethical rules of the |egal profession and to avoid mal prac-
tice liability. An attorney has always been required, for
exanple, to segregate a large sumthat is being held on
behal f of his client for an extended period of tine and to
credit to the client any interest incone earned thereon. It
has al ways been consi dered an acceptabl e practice, however,
for lawers to commngle small sunms or |arge suns held for
short periods into a single non-interest-bearing checking
account .

Bef ore 1980 federal | aw prohibited banks from payi ng
i nterest on checking accounts. In 1980, however, a change
in federal banking regulations cleared the way for banks to
of fer interest-bearing checking accounts, which are now
known as negotiable orders of wthdrawal, or NOWaccounts.
The advent of the NOWaccount led in turn to the creation of
I nterest on Lawyers' Trust Accounts (IOLTA). IOLTAis a
program created by state suprenme courts or state |egislation
wher eby | awyers pool client funds--small sunms and | arge suns
held for short periods--into a designated interest-bearing
checki ng account. The interest that is generated on those
pool ed funds is then funneled through a judicially created
| egal foundation to various "public interest"” legal firns.

A typical 1 OLTA programworks like this: The hi ghest
court of a state uses its inherent authority to regulate the
bar to conpel every lawer in the state to set up an I QLTA
checki ng account. Small suns and | arge sunms held for short
periods are then periodically deposited into the account as
transactions occur.? The bank remts the interest incone
earned on the I OLTA account, usually nonthly, to a general
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| OLTA account nmintained by the state suprenme court. The
court then periodically disburses the funds in the general
account to certain "grantees."” The grantees are often
foundations closely connected with the state's bar associ a-
tions and largest law firnms. Thus, |IOLTA has a constituency
that is powerful and politically well connected. Since 1981
the I OLTA concept has spread like wildfire. |OLTA prograns
have been adopted in all 50 states and the District of

Col unbi a. 2

Not all I OLTA prograns are alike. As of February 1996,
21 states plus the District of Colunbia had | OLTA prograns
fromwhich | awers could "opt-out"; 26 states had "conpre-
hensi ve" (conpul sory) prograns; and 3 states (New Mexi co,
&l ahoma, and Sout h Dakota) had programs in which | awers
could participate on an "opt-in" basis.® As bar associa-
tions know, the nore |awers participating in an | OLTA
program the greater the revenue generated. Wen the Massa-
chusetts | OLTA program converted in 1990 fromopt-in to
conpr ehensi ve, for exanple, the annual anount of |OLTA
incone junped from$1 mllion to alnost $9 million in one
year. \When Texas went mandatory, the yearly take of |OLTA
incone junped from$1 mllion to approximately $10 million.
In February 1995 the Virginia |l egislature passed a bill
converting the state's conprehensive program back to opt-
out, effective July 1, 1995. The Virginia program had gone
conprehensive in Cctober 1993. The take for the 12 nonths
precedi ng conversion to conprehensive was $1, 784, 248. For
the 12 nonths follow ng conversion the figure was
$5, 046, 993. 4 Needl ess to say, the beneficiaries (and poten-
tial beneficiaries) of those nonies strongly favor | COLTA
prograns that mandate the participation of every |lawer in
the state.®

| OLTA prograns al so have different |egal bases. Thus,
in six states--California, Connecticut, Mryland, New York,
Ohi o, and Pennsylvania--10OLTA is a creature of |egislation.
In the other states, |COLTA operates pursuant to rul es that
are promul gated by the state suprene courts.?®

In 1993 Sout h Dakota generated the | owest anount of
| OLTA i ncone ($101, 426), Florida the highest
(%$10,550,079).7 Accurate and up-to-date figures on | OLTA
are very difficult to cone by, but it is safe to say that
significant anmounts of noney are involved. In recent years,
| OLTA prograns have generated approximately $100 mllion per
year.® The total anpbunt of | OLTA incone generated since
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1981 is estimated to be $1 billion.?®

In the 1980s the Internal Revenue Service issued a
Revenue Ruling that said that 1 OLTA i ncone woul d not be
taxable to clients, provided that the clients could not
exercise any control over the selection of I OLTA grant
reci pients. That Revenue Ruling has pronpted state courts
to all but encourage |awers to hide the existence of |CLTA
fromtheir clients.® To date, | OLTA s nondi scl osure fea-
ture has proven to be an effective strategy when it conmes to
anest heti zing individual |awers to the constitutional and
policy issues involved. Few |lawers understand how the
| OLTA program wor ks, and al nost no one outside the |egal
profession has an inkling as to what | OLTA stands for.

| OLTA s defenders maintain that | OLTA prograns are
designed to help neet the |l egal needs of the poor and to
further the "adm nistration of justice." There is strong
enpirical evidence, however, that a substantial portion of
the national I OLTA i ncone stream actually supports politica
activity such as | obbying and general |egislative advocacy.
I n Massachusetts, for exanple, | OLTA funds are fueling
initiatives to have rent control reinstated in Boston.
Thus, the snmall Boston | andlord who turns over a retainer to
his attorney m ght well be underwiting advocacy groups for
tenants; or the incone m ght even go toward subsidi zing a
class action lawsuit against that very landlord by his own
t enant s.

In recent years, | OLTA prograns have been challenged in
the courts on constitutional grounds. Odinary legal cli-
ents have naintained that | OLTA prograns constitute a viol a-
tion of the Fifth Arendnent to the U S. Constitution, which
prohi bits the "taking" of private property for public use
wi t hout just conpensation. Such challenges were initially
unsuccessful, but in Septenber 1996 the U S. Court of Ap-
peals for the Fifth Grcuit ruled that clients "have a valid
property interest in the interest proceeds earned on funds
in | OLTA accounts. "2 Because that holding conflicted with
t he hol di ngs of other federal circuit courts, the U S
Suprene Court has agreed to resolve the controversy by
reviewing the Fifth Grcuit's decision in Thonmas Phillips v.
Washi ngton Legal Foundation.®® The Court could put its
imprimatur on the I COLTA program or it could limt the
program perhaps even declare it unconstitutional. Oral
argunment on the takings challenge to |OLTA will take place
on January 13, 1998. A ruling is expected in the case by
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June 1998.

The Mechanics of IOTA

A typical IOLTA programis a confusing network of
comm ttees and foundations that woul d gi ve any casual ob-
server the inpression that the entire apparatus is sone
anor phous body that is independent of a state's highest
court. Nothing could be further fromthe truth. Those
entities are either arns of the court or agents of the court
for |OLTA matters. Except for legislatively created pro-
granms, | OLTA was created by the court. |IO.TA is run out of
the court. I1OLTA is the court. Thus, to attack IOLTAis to
attack the court. That is the stark political reality that
any citizen desiring to work for 1OLTA s abolition nust cone
to realize. It is an arrangenent that is particularly pre-
carious for the state's practicing |lawers since their
livelihood comes fromworking within the state court system

In a typical | OLTA schenme, the highest court of a
state, by rule, will establish an I OLTA foundation or com
mttee to handl e the day-to-day operations of the program
That m ght be called the "operations entity." The opera-
tions entity will have the appearance of independence, but
it wll actually be the court's armfor I OLTA adm nistration
and operations. The court, by rule, will then appoint bar
foundations or a state |egal services corporation, or both,
to serve as the court's | OLTA i nconme disbursing agents.
Those entities mght be called "conduits.” The conduit then
makes "grants" of the IOLTA inconme to a whole host of "gran-
tee" organi zations. There are, to be sure, many variations
on that nodel. 1In the state of Washington, for exanple, the
operations entity and the conduit are one and the sane. In
Massachusetts, they are separate, at |east on paper.

In states where 1OLTA is conpul sory, the state suprene
court will also have pronmulgated a rule requiring that each
| awyer in the state open an | OLTA checki ng account at a bank
that is willing to participate in the IOLTA program Mnt h-
ly, the lawer's bank will then transfer the incone that has
accunul ated to the court's general |COLTA account. The
operations entity will then tap the general account for its
fees and expenses, which include pro-IOLTA adverti sing,
pronotion, and propaganda, and then remt the bal ance to the
conduit for disbursenent to the grantees or, in the absence
of a conduit, remt the balance directly to the grantees.
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In the 26 states where IOLTA i s conpul sory, |awers nust
certify in their annual reregistration forns that they have
established | OLTA accounts. A |l awer who does not so certi-
fy risks suspension of his license to practice |aw (disbar-
ment). The State Board of Bar Overseers, which in nost
cases is another armof the court, is the entity charged
with enforcing attorney conpliance with | OLTA

Changes in the IOLTA rules are usually nmade in response
to a petition to the court by the operations entity or the
conduit. In essence, the court will be petitioning itself.
If a third party should seek a change in an OLTA rule, or
ot herwi se has problems with a rule, it will file a petition
with the court. The operations entity and the conduit wll

then respond to the petition. |In such cases, the court wll
be acting both as the adjudicator and, through its arnms and
agents, as a litigant. A Massachusetts case illustrates

that very unusual proceeding. A few years ago the Wrcester
County Bar Foundation petitioned the Suprene Judicial Court
of Massachusetts to becone a coconduit.?® The defendants
were the justices of the Suprenme Judicial Court, nenbers of
t he Massachusetts | OLTA Conmttee (a court-appoi nted crea-
ture that functions as the operations entity), and the three
conduits the court had earlier approved (the Boston Bar
Foundati on, the Massachusetts Bar Foundation, and the Massa-
chusetts Legal Assistance Corporation). The three conduits
opposed the attenpt by a fourth entity to nuzzle in at the

| OLTA trough. The court denied the Wrcester petition wth-
out even going through the notions of offering a | egal or
factual basis for doing so.

Hel pi ng the Poor or Hel ping Political Causes?

Where do the mllions of dollars in the I OLTA incone
stream go? The sinple answer is that they go into the pock-
ets of any |l awer, |obbyist, or |legal group that has the
ri ght connections. The IOLTA comrunity publicizes isol ated
hard-1|uck cases as proof that all it is doing is servicing
the "civil |egal needs of the poor." As a practical matter,
however, it is very difficult to distinguish propaganda from
fact. That is because there is no |egal or regulatory
requi renment that 1 OLTA conmttees maintain any verifiable
statistics or information on what | OLTA grantees are actual -
Iy doing. There is, however, abundant enpirical evidence
from public sources suggesting that | OLTA funds are commonly
used for political activity instead of ordinary |egal work
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on child custody, adoption, will preparation, and divorce.

I n Massachusetts, for exanple, the director of the
Massachusetts Legal Assistance Corporation, one of the
state's | OLTA conduits, has publicly admtted to and def end-
ed the use of ICOLTA funds for |egislative advocacy. He has
asserted that engaging in such activity with ICLTA funds is
appropriate because | egislative advocacy is "a recogni zed
part of the practice of law "*® The director of Geater
Boston Legal Services, an | OLTA grantee, has justified the
political activity of his organization on the ground that
there is a need "to think about things system cally rather
than as individual cases."® 1In 1995 al one, GBLS paid
$80, 000 to state |lobbyists. GBLS is currently litigating
and | obbying to have rent control reinstated in Boston. In
the past, it has |obbied the state legislature for an in-
crease in the mni num wage. '

| OLTA grantees often have long histories of |egislative
advocacy:

e Prior to becomng an | OLTA grantee, for exanple, the
Massachusetts Law ReformlInstitute was the driving
force behind failed initiatives to enact a graduated

i nconme tax in Massachusetts.®® |n 1990 M.RI | obbied

for a $1.6 billion increase in taxes on a range of

busi ness services. ' In 1993 it | obbied against the
Massachusetts capital gains deduction, the research and
devel opnent credit, and the investnent tax credit.?

e Simlarly, the Lawers Conmttee for GCvil Rights of
t he Boston Bar Associ ation, another |OLTA grantee, has
been involved for years in legislative redistricting
l[itigation on the local, state, and federal |evels.?!
Such litigation is often designed to manipul ate the
shape of districts in order to enhance the el ectoral
prospects of mnorities. The Lawers Conmttee was
active as well in opposing judicial appointnents by
Presi dents Reagan and Bush. %

 MLRI and the Western Massachusetts Legal Services
Cor poration, another |IOLTA grantee, have advised wel -
fare recipients who inherit |arge anounts of cash or
win biginthe lottery to "spend down" their wndfalls
so that they may remain on the welfare rolls.?
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* In 1992 two Massachusetts | OLTA grantee organi zati ons
successfully chall enged a statute that woul d have
tightened the state's requirenents for proving one's
eligibility for welfare.?

* | OLTA grantees have sued the Cty of Lawence for
confiscating the welfare cards of drug crimnals,
advocated welfare for illegal aliens, opposed |inking
wel fare to school attendance, and forced the state to
spend mllions to provide day care for welfare recipi-
ents.?

e A 1992-93 I OLTA grant of $87,000 went to the Massa-
chusetts Advocacy Center, which "has fought court
batt| es agai nst tougher standards for public school
admnistrators and for the abolition of nerit-based
entrance requirenments for the Boston Latin School."?®

* A $134,000 grant went to the Massachusetts Disability
Law Center whose npbst notorious case involved hel ping a
fired Duxbury fireman regain his job and $20, 000 back
pay plus 12 percent interest. The town had di sm ssed
the man after he was found not guilty, by reason of
insanity, of bludgeoning his wife within an inch of her
life.?’

Massachusetts is not alone when it comes to using the
| OLTA incone streamto underwite liberal political causes.
State of Washington | OLTA grantees include the National
Lawyers Guild and the Frenont Public Association.?® Seeking
i ncreased benefits for welfare recipients, the FPA has
| obbi ed and sued various governnent entities.? Evergreen
Legal Services, also an I OLTA grantee, successfully over-
turned a ruling by the U S. Departnment of Housing and Urban
Devel opnent that authorized public housing authorities to
expedite eviction of tenants involved in crimnal activi-
ty.® In 1990 it stopped the Everett Public Housing Aut hor-
ity fromevicting a man who had tried to run over his neigh-
bor with a car.*

Texas Rural Legal Aid, an I OLTA grantee, in cooperation
wi th the Mexican-Anmerican Legal Defense and Education Fund,
has successfully litigated to prevent the Texas | egislature
fromusing 1990 census figures in the apportionment of state
| egislative districts.® TRLA has also sued the state of
Texas to increase spending on universities and coll eges
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al ong the Mexican border, a |ocal school district for not
financing the education of students outside the district,
and anot her | ocal school district because its at-I|arge
system of el ecting board nenbers "dilutes" mnority voting
strength. *

In Decenber 1996 TRLA filed a federal |awsuit chal -
l enging the right of mlitary personnel to vote by absentee
ballot in Val Verde County, Texas. TRLA alleges that the
800 absentee ballots cast by active-duty nenbers of the
arnmed forces unlawfully contributed to the el ection of
Republ i cans Murray Kachel as county comm ssioner and D Wayne
Jernigan as sheriff. TRLA charges that counting the absen-
tee ballots violates the Federal Voting R ghts Act because
the ballots "dilute" the voting strength of Hi spanics. Wre
it not for the absentee ballots, TRLA clains, Denocrats
woul d have won the popul ar vote. 3

It is difficult to determ ne how many bona fide poverty
cases were turned away by | OLTA grantees because they did
not have a political conponent. There is sonme anecdot al
evi dence, however, of sonme curious applicant denials. For
exanple, in 1992 Rose Pucci, a secretary earning $23,000 a
year, purchased at a foreclosure sale a rented condom ni um
in the Beacon Hill section of Boston. Her tenant was a
well -to-do | awer at a prestigious dowmmtown law firm \When
the attorney-tenant would not | eave the prem ses so that
Pucci coul d nove into her new honme, she found herself before
the Rent Board, which proceeded to take the side of the
tenant. The case dragged on. Pucci becane honel ess and
deeply in debt. She sought help from several | OLTA grantee
groups but was turned away by all of them Pucci was told
by one group that it would never provide assistance to a
"l'andlord.” She was finally rescued by a private attorney
who took her case pro bono. The Rose Pucci case suggests
that 1OLTA is nore about poverty politics than about aiding
the poor. In other words, the "politically incorrect” need
not apply.®

Chester Darling, an attorney who is a solo practitioner
in Boston, got a taste of what it is like to be on the
"incorrect" side of a |legal services |lawsuit when he agreed
to defend the First Amendnment rights of a veterans' organi-
zation. After a hastily organized group known as the Irish-
Anmerican Gay, Lesbian and Bi sexual G oup of Boston applied
unsuccessfully to march in a St. Patrick's Day parade orga-
ni zed by the South Boston Allied War Veterans Council, the
newl y organi zed group sued for adm ssion.® Pressed by a
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nunber of law firnms and organi zations cl osely connected with
the 1 OLTA community, including the Gay and Lesbi an Advocates
and Defenders, which received | OLTA grants, the case went

all the way to the U S. Supreme Court. The Court ruled
unani nously for the veterans on First Amendnent grounds,
stating that Massachusetts could not "require private citi-
zens who organi ze a parade to include anong the marchers a
groupwinparting a nmessage the organizers do not wish to con-
vey."

Darling and the veterans won, but at great personal and
financial cost, against a | egal services juggernaut that was
partly subsidized with OLTA dollars. O particular note,
however, is this: during the litigation, Darling had applied
to the Massachusetts Bar Foundation, an | OLTA conduit, for
an energency | OLTA grant to continue his expensive battle
for the First Amendnent rights of his nostly elderly work-
ing-class clients; that request was denied by the trustees
of the foundation.?3®

Such politically selective funding of |awsuits cannot
be cured by a nore equitable distribution of noney or by
fundi ng both sides of controversial |lawsuits. Neither
Darling nor the Gay and Lesbi an Advocates and Def enders
shoul d have had access to the incone earned on ot her
peopl e's funds. The noney belongs to those people. Darl-

ing's application experience does illustrate, however, that
when it comes to IOLTA, the politically incorrect seemto be
ineligible. O course, the irony of all ironies is that the

little noney that the veterans managed to scrape together

t hrough bake sales and the like to pay for Darling' s expens-
es (he never was paid for his services) went into his IQLTA
account. The interest incone on that account was then used
to subsidize groups such as the Gay and Lesbi an Advocates
and Defenders. The veterans were being conpelled by the
state to fund their own opposition!

| OLTA' s defenders repeatedly invoke the plight of the
poor to justify IOLTA. Thus, the Massachusetts Lawers
Weekly said that "I OLTA neans that children will not becone
honmel ess, wonen and children will not be beaten, and elderly
and di sabl ed people will not be denied hard-earned Soci al
Security benefits."3 Such hyperbole tends to obfuscate the
true nature of the I OLTA program indeed, the facts sone-
tinmes flatly contradict assertions that "the noney goes to
the poor." In Louisiana, for exanple, IOLTA grants go to an
organi zation that services al coholic and drug-addicted
| awyers.* Simlar grants to the mddle class have been
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made in Massachusetts as well. The Suprene Judicial Court
of Massachusetts has even nmade | OLTA grants to itself, for
the court's racial and ethnic bias study,* a blatant act of
institutional self-dealing.

| OLTA: Unsound Public Policy

Before addressing the nerits of the constitutional
challenge to IOLTA, it is inportant to note at |east two
reasons why the I OLTA concept is objectionable as a matter
of sound public policy. First, conputer software advances
in the banking industry have nade it possible to trace snal
anounts of interest, a technol ogical advance that makes
| OLTA obsolete. Interest on even snmall suns could be paid
to the clients for whomthe suns are held. Second, |ICOLTA
prograns dispense with traditional |awer-client disclosure
requirenents for no other reason than to accommodate | CLTA
Such a dilution of traditional fiduciary principles is not
only unnecessary but dangerous.

New Technol ogy Enbarrasses | O TA Community

| OLTA has been able to survive only because of the
myth, carefully cultivated by its proponents, that smal
suns and |l arge suns held for short periods cannot be cost-
effectively put to work for clients.* That sinply is not
true. Banks in Boston, New York, and other cities offer
sweep and subaccount products that make | OLTA totally unnec-
essary and i nappropriate.* Incone, right down to the |ast
penny of interest, can be swept and subaccounted daily to
various clients. Those products also offer a coll ateral
benefit in that they all but elimnate the possibility that
| awyers who use themw || inadvertently conm ngle funds

i nproperly.

It is unclear why banks do not publicize such products
in legal circles. Perhaps they do not want to underm ne
| OLTA and, by doing so, incur the wath of the I OLTA commu-
nity. Certainly the bench, the organized bar, and the
boards of bar overseers have an incentive to mnimze any
product that mght threaten 1OLTA. It falls then to those
menbers of the lay public who find IOLTA a threat to their
civil liberties to spread the word about sweep and subac-
count products. At the very least, every legal client who
finds the concept of | OLTA bizarre and abhorrent should so
informhis own |awer or law firmand demand that the inter-
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est on any funds the client may entrust to the firm be swept
and subaccount ed.

| OLTA Di sclosure Waivers Dilute Fiduciary Principles

The lawer is the client's agent. To the extent that
he holds funds that belong to the client, he is also a
trustee. 1In each case, the lawer is a fiduciary. Thus,
when a | awyer holds client funds, he is sinmultaneously
involved in tw distinct fiduciary rel ationships: principal-
agent and trustee-beneficiary.

By way of background, the concept of the trust devel -
oped in the ecclesiastical court system of England after the
Nor man conquest, although its origins are said to predate
the conquest.* In sinple terms, the trustee has a duty to
act solely in the interest of the beneficiary. Courts have
cultivated that "duty of loyalty,"” shoring it up or defend-
ing it as necessary and generally keeping a watchful eye out
for its maintenance. Anerican jurist Benjam n Cardozo said
it best:

A trustee is held to sonmething stricter than the
noral s of the marketplace. Not honesty al one, but
the punctilio of an honor the nost sensitive, is
then the standard of behavior. As to this there
has devel oped a tradition that is unbendi ng and

i nveterate. Unconpromsing rigidity has been the
attitude of courts of equity when petitioned to
underm ne the rule of undivided loyalty by the

"di sintegrating erosion"” of particul ar excep-
tions.*

A trustee has always had a related duty to fully dis-
close to the beneficiary all information relevant to the
fiduciary relationship. That would include the uses to
whi ch entrusted property is put. |OLTA prograns have i nex-
plicably conprom sed that |ong-standing principle of disclo-
sure.

Prof essor Ol ando Del ogu of the University of Mine
School of Law urged Maine's highest court not to adopt an
| OLTA program preci sely because of its unethical nature. In
a nenorandumfiled with the Suprene Judicial Court of Maine,
Del ogu argued agai nst the I OLTA concept for the "sinple
reason that it is an unauthorized use by individual attor-
neys and the bar of other people's noney."* Unfortunately,
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nost courts, by rule, nowrelieve | awers of what would

ot herwi se have been their common |aw fiduciary duty to fully
disclose to their clients the existence of the | OLTA schene
and the uses to which the noney may be put. There appears
to be no other situation in which a court has eschewed its
traditional role of shoring up the fiduciary relationship
and, instead, on its own notion, set about to chip away at
the very foundations of that relationship. Before |OLTA,
the duty to disclose had al ways been inviol ate.

The fiduciary relationship is a private relationship of
enornmous utility to society. The trust, for exanple, pro-
vi des enlightened property owners with a private mechani sm
for seeing to the needs of the young, the disabled, and the
elderly far nore efficiently, far nore cost-effectively, far
nore creatively, far nore flexibly, far nore expeditiously,
and with far nore dignity than the state ever could. The
fiduciary relationship is the foundation of the common | aw
trust. To weaken that relationship through the adoption of
such "exceptions" as the | OLTA disclosure waiver i s unw se
and dangerous. That is particularly so when it cones to
court-sponsored "exceptions," which set an om nous precedent
in that they clear the way for additional exceptions.

| O TA Prograns Are Unconstitutiona

Beyond the policy-related objections to |OLTA, there is
a deeper, nore fundanental problemw th the | CLTA concept.
The Fifth Anendnment to the U S. Constitution provides that
private property shall not "be taken for public use, w thout
just conpensation."4 Because | OLTA involves a "taking" of
client property by the state wi thout consent or just conpen-
sation, it violates the Fifth Amendnent.

Proponents of 1OLTA rely on two principal assertions to
defend the I OLTA concept: (1) when it comes to small suns or
| arge suns held for short periods, the interest or economc
benefit "belongs to no one";“ and (2) were it not for
| OLTA, the econom c benefit from such sums would remain with
t he banks.*® (Note the populist assunption here, that no
one woul d purposely want a benefit to accrue to the stock-
hol ders of a bank, or the econom c assunption, that bank
service fees are not already discounted in |light of retained
interest.)

Those two assertions are inconsistent. |f the econom c
benefit would rest with the banks were it not for | OLTA, how
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then can it be said that the interest belongs to no one?

Mor eover, a nunber of questions go unaddressed. |f the
econom ¢ benefit belongs to no one, why should the state
judiciaries (and not, say, the state |legislatures) receive
the interest incone? |If the econom c benefit belongs to the
banks in the first instance, is it not for the attorneys,
clients, and banks to decide who should reap that benefit?
How is it that the econom c benefit |eaves the banks and
ends up in the hands of state judiciaries for appropriation?
Why should the attorney and his client be shunted aside?

The Lawer's Role as Common Law Trustee

Bef ore undertaking a constitutional analysis of the
takings issue, it is inportant to sort out the fundanental
| egal relationships that coexist in a typical |IOLTA schene.
The place to begin, of course, is wth the attorney-client
relationship itself. As noted above, that is an agency
relationship. The client is the principal and the attorney
is the agent. But that relationship is only indirectly
relevant to the Fifth Amendnent takings issue. Two other
fundanmental |egal relationships are directly relevant. They
are the trust relationship and the contractual rel ationship.
As previously noted, the |lawer who holds property that
belongs to a client is a trustee of that property. Because
those funds are deposited in a bank, the | awer-trustee has
al so established a contractual relationship with the bank

To properly analyze the takings challenge to the IQOLTA
concept, it wll be useful to take a closer | ook at the
trust relationship. The lawer is a common |aw trustee of
the client's entrusted funds. He has title to the property.
The client is the creator--the technical termis "settlor"--
of the trust. The client is also the beneficiary and the
remai nderman. (The renmainderman is the person who gets the
bal ance of the trust property outright and free of the trust
once it termnates.) Because the client may denmand the
property back fromthe trustee-lawer at any tinme, the
client al so possesses what is technically referred to as a
general inter vivos power of appointnent. The |awer-trust-
ee has only the bare legal title. The client has the eco-
nomc interest, which in trust parlance is called the equi-
tabl e or beneficial interest. An equitable or beneficial
interest in a trust, be it vested or contingent, is an
interest in property. And since IOLTA directly affects the
equi tabl e or beneficial property interest of clients, a
taki ngs clai munder the Fifth Arendnent nust be taken seri-
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ously even if small anounts of noney are invol ved.

In its opinion upholding the | OLTA concept, the Feder-
al Court of Appeals for the First Circuit seened to acknow -
edge that the legal relationship between the client and the
| awyer with respect to | OLTA funds m ght be that of a trust,
rather than a contract or an agency.®* |t suggested, howev-
er, that it was not a "formal" trust because there was no
"formal" witten trust docunent. The court never expl ai ned
why the formality of a trust relationship should have any
beari ng on whether or not a client would have property
rights in his entrusted property. The First GCrcuit also
declined to offer any authority for its novel "l ack-of-
formality" principle. Let there be no m sunderstanding: the
Statute of Frauds as it relates to trusts applies only to
trusts of real estate; a trust containing intangi ble person-
al property, as is the case with an IOLTA trust, need not be
in witing to be valid and enforceable. An equitable or
beneficial interest in a valid and enforceable trust, be it
formal or informal, is an interest in property.

It is also inmportant to focus on the contract. The
| awyer, as trustee and titleholder, has a creditor-debtor
contractual relationship with the bank. The | awyer-trustee
(the creditor) deposits the entrusted funds of his client in
the bank (the debtor) and in return gets the bank's prom se
to turn the funds over to the | awer-trustee upon demand.
The funds deposited are conm ngled with the general assets
of the bank. The lawer holds title to the bank's prom se
(that is, the contractual right) in trust for the client.

| OLTA' s defenders obfuscate the takings analysis with a
m staken claimthat the client is in a contractual relation-
ship with the bank. They argue that just as a depositor who
puts cash in an ATMw || have no say over what the bank does
with his assets, so the client has no say over what is done
with | OLTA deposits.® That analogy is tw ce m staken
First, the client is not in a contractual relationship with
t he bank, the lawer-trustee is; and the | awer-trustee is
inturn in a trustee-beneficiary relationship with his
client. Second, the issue is not what the bank does with
t he deposited funds--whether deposited through a trust or
directly through an ATM deposit--but rather who owns the
interest on those funds. |If the terns of the contract
provi de for the paynent of interest, any interest earned
belongs ultimately to the beneficiary. Stated another way,
the contractual right is an asset of the trust.
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The State Cannot "Take" a Oient's Equitable
Interest in a Trust

The nub of the Fifth Amendnent | OLTA issue, then, is
whet her the state nay take soneone's equitable or beneficial
interest in a trust wi thout just conpensation. My the
state take the use of that property, or, focusing on a trust
of intangible personal property of the | OLTA variety, does
incone (dividends or interest, or both) follow the trust
princi pal ?

Nei t her side of the I OLTA controversy has ever nmanaged
to fully appreciate the trust aspects of IOLTA. Yet it is
vitally inportant to recognize the fact that it is the
equitable property interest that is at stake here. Unfortu-
nately, the courts have thus far treated the client as the
|l egal titleholder of the funds held by the attorney, treat-
ing the attorney as an agent rather than as a trustee of the
funds. The issue is then m scast as follows: Does interest
follow principal? Froma Fifth Amendnent perspective, of
course, these subtle distinctions between | egal interests
and equitable interests are irrelevant since the focus is on
the fruits of the property that are actually produced.

Either type of interest is property, which is what the
Taki ngs Cl ause i s about.

When the debate narrows to whether interest follows
princi pal, however, an inportant issue is lost. What about
nonpr oductive property? Take, for exanple, a gold watch
that is held in trust. The watch is unwound and rests in a
saf e-deposit box. The fact that the watch is nonproductive
does not nean the state can break in and put the watch to

"productive use."” Ownership entails the right to control
how property is used, howit is not used, and whether it is
used at all. The client should be able to place his funds

in a non-interest-bearing account--or in a cookie jar, for
that matter--if that is his wsh. Perhaps the client does
not care if a bank benefits in sonme way fromthat arrange-
nment .

In the First Grcuit case, not only did the court
i gnore those subtleties, but the three-judge panel gave
short shrift even to the straightforward Fifth Amendnent
t aki ngs chall enge. The court ruled that because of "an
anonmaly created by the practicalities of accounting . :
the interest earned on | OLTA accounts bel ongs to no one, but
has been assigned, by the Massachusetts Suprene Judi ci al
Court, to be used by the IOLTA program "2 That character-
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ization of the issue fails to address several points. To
begin wwth, it is fundanental that an "assignor" can only
assign rights that the assignor possesses. |If the IOLTA

i ncone stream bel ongs to no one, by what right does the
court seize control of it? |If the state nust involve it-
self, does the incone not belong in the state's treasury for
appropriation by duly elected legislators? |If the incone is
"found noney," then why should the econom c interest accrue
to the state rather than the client? The First Grcuit |eft
t hose questi ons unanswer ed.

The Court of Appeals for the Fifth Grcuit found the
"bel ongs-to-no-one" theory fundanentally fl awed:

It has been suggested that the | OLTA program rep-
resents a successful, nodern-day attenpt at al che-
my. \Wile | egends abound concerning the ancient,
sel f-prof essed al chem sts who worked tirel essly
towards their goal of changing ordinary netal into
preci ous gold, nodern society generally scoffs at
this attenpt to create "sonething from nothing."
The defendants in this case denounce such skepti -
cism declaring that they have unl ocked the magic
t hat eluded the al chem sts. The alchem sts failed
because the necessary ingredients for their magic
did not exist in historical tinmes: the conbination
of attorney's client funds and anomalies in nodern
banki ng regul ati ons. According to the defendants'
theory, the interest proceeds generated by Texas's
| OLTA accounts exi st solely because of an anomaly
i n banking regul ations and, until the creation of
the I OLTA program that interest belonged to no
one. The defendants then contend that Texas used
the OLTA programto stake a legitimte claimto

t hese funds and that the plaintiffs cannot now
seek to repossess the fruits of this nagic as
their omm. We, however, view the I OLTA interest
proceeds not as the fruit of alcheny, but as the
fruit of the clients' principal deposits.?®3

The Fifth Circuit recognized that, when private funds
are involved, interest has always followed principal. And
when the state takes such interest, it takes property from
the owner of the principal in violation of the Fifth Amend-
ment to the Constitution.

A Suprenme Court precedent supports the idea that I OLTA
prograns constitute an unconstitutional taking. The hol ding
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in Webb' s Fabul ous Pharnacies v. Beckwith (1980), % which

i nvol ved funds tenporarily turned over to a Florida clerk of
court for safekeeping, is directly on point. |In Wbb's, the
Supreme Court ruled that $100,000 in interest generated by
funds hel d for safekeeping by the clerk of court belonged to
those ultimately entitled to the funds, not to the state of
Florida: "Earnings of a fund are incidents of ownership of
the fund itself and are property just as the fund itself is
property."% The Court of Appeals for the Fifth Crcuit saw
no difference between the fruits of entrusted I OLTA funds
and the fruits of funds tenporarily placed in the hands of
the Florida clerk of court and rul ed accordingly.

The Fifth GCrcuit ruling addressed several other con-
tentions as well. In 1987 Florida's |IOLTA program w t hst ood
a constitutional challenge in the Eleventh Crcuit Court of
Appeal s.®® That circuit ruled that | OLTA invol ves only
deposits that are so small or short-termthat the adm nis-
trative costs of maintaining an interest-bearing NOVaccount
for that deposit would exceed any interest earned. Thus,
the client had no property interest in the income generated
by the court-mandated comm ngling of certain client funds
under the auspices of IOLTA. If the client had no "expecta-
tion" interest in the OLTA incone stream then the stream
bel onged, |ock, stock, and barrel, to the governnent. The
concept of an "expectation" interest was gl eaned from zoni ng
regul ati on controversies. |In zoning, governnmental regula-
tion of the use of a person's property constitutes an uncon-
stitutional taking if, anong other things, the regulation
interferes with the person's "investnent-backed expect a-
tions" as they relate to that property. The Fifth Grcuit
rejected that legal analysis. It found ICLTA to be about
confiscation, not regulation. The zoning precedents are
si nply not anal ogous.

The Fifth Crcuit also nade short work of the efforts
of proponents of | OLTA to seek refuge in the m sguided I RS
Revenue Ruling that exenpts IOLTA inconme fromtaxation if
the client has no say over what is to be done with the
fruits of his property: "W find no basis to hinge property
interests on the fickle tax code."% Tax | aw provides for
the taxation of certain interests in property; its function
is not to define what constitutes property as a matter of
constitutional |aw

The Fifth Grcuit also recogni zed the slippery-slope
inplications of accepting the | OLTA conception of property.
Today | OLTA, tonorrow i nterest earned by banks during the
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float tinme of checks. "W are also hesitant to declare that
. . . [IOLTA] interest is not property lest we incite a new
gol d rush, encouragi ng governnent agencies to dissect bank-
ing regulations to discover other anomalies that lead to

"uncl ainmed' interest.”™ The court observed that "as tech-
nol ogy continues to advance, the speed with which such
transactions can occur will continue to increase, providing

greater opportunities for states to try to collect the
fractions of pennies that could be earned as interest during
the float time of all these activities." The court pre-
dicted that "the faster the funds nove, the nore and nore
difficult it will be for individuals to nake a practi cal
claimto such funds."®8

According to the Fifth Grcuit ruling, it is up to the
client to dictate how his own entrusted funds are to be put
to work. If clients voluntarily decided to park their noney
in an | OLTA-1i ke arrangenment, after full and fair disclosure
by the | awyer of all the relevant facts, no constitutional
probl em woul d exist. The Suprene Court should affirmthat
em nently sensible proposition.

Suprene Court Victory May Prove Illusory

| OLTA progranms should be dismantled i nmediately. They
are scandal ous schenes that bring disrepute to the |egal
profession. The fact that some percentage of | OLTA nonies
may be going to worthy causes cannot justify the suspension
of fundanental constitutional and fiduciary principles. The
ends do not justify the nmeans. Nor can |IOLTA s defects be
cured by a nore equitable disbursenent to "conservative" and
"“liberal" activist organizations of the nonies collected.
Even if the entire incone streamwere to subsidize praise-
wor t hy causes, the basic concept of | OLTA would still be
fundanmental |y pernicious. Mking |IOLTA voluntary on the
part of the |lawer would be an inprovenent over the status
quo but would constitute only a second-best solution. The
nmoney at issue belongs to the client, after all, not to the
attorney.

But as the conpul sory uni on dues controversy has denon-
strated, an unconstitutional practice may not end sinply
because the Suprene Court declares it unconstitutional.?®°
Addi ti onal neasures may be necessary to fully vindicate the
constitutional rights of clients. Should the Suprenme Court
declare I OLTA unconstitutional, state courts ought to re-
spond in good faith by dismantling their prograns. Unfortu-
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nately, that may not happen whol esale. Many states wll be
tenpted to "restructure” their |IOLTA prograns around a
narrow, legalistic interpretation of the Supreme Court
ruling so that they can retain control over mllions of
dollars in revenue. Legal services groups that receive

| OLTA noney have al ready enpl oyed "restructuring” tactics to
avoi d congressional restrictions on the political activities
of the Legal Services Corporation.® It would cone as no
surprise to see cosnetic IOLTA refornms in the wake of an
adverse ruling fromthe Suprene Court.

ldeally, all 1OLTA enabling | egislation should be
repealed by state legislatures. But, again, that is not
i kely to happen anytime soon because state |egislators,
many of whom are practicing |lawers, wll be reluctant to
pick a fight wwth the state supreme court and the organized
bar. Moreover, the I OLTA i ncone stream supports a snal
arny of paid | obbyists with all the time in the world to
work the halls of the statehouses to further the cause of
| OLTA.

Assumi ng sone formof | COLTA survives an adverse Suprene
Court ruling, it wll be up to individual |awers, on their
own initiative, to use bank sweep and subaccount products on
behal f of their clients. And it will be up to clients, on
their owmn initiative, to eschew the services of |awers who
fail to subaccount. At a mninum attorneys and |law firns
should do the right thing and voluntarily assunme the respon-
sibility of fully disclosing to their clients all the uses,
including the political uses, to which client funds m ght be
put. Each |awer should fully disclose to his clients any
direct or indirect association he may have with groups that
benefit fromthe | OLTA subsi dy.

Si nce banks are not required to participate in the
| OLTA schenme, bank sharehol ders shoul d give consideration to
pressuring bank directors not to squander bank assets on
| OLTA. Wen a bank subsidi zes | OLTA accounts, there ought
to be a hue and cry; there is nothing to prevent depositors
fromtaking their business away from banks that service
| OLTA and doing so with as nmuch fanfare as possi bl e.

Shoul d the Suprene Court find | OLTA unconstitutional,
yet the prograns continue, Congress would have a clear |egal
basis for exercising its power under section 5 of the Four-
teenth Anendnent to require banks to get out of the ICOLTA
busi ness. That would go a | ong way toward vindi cating the
constitutional rights of clients.®
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| OLTA has operated all too long in the shadows. It is
i ncunbent upon those who value |iberty and the rule of |aw
to ask probing questions of the judiciary and the bar about
| OLTA and to spread the word about how it erodes constitu-
tional rights. W nust challenge the self-serving propagan-
da of the IOLTA community and not accept at face val ue the
bal d assertion that 1 OLTA sinply hel ps the poor. Because
bar associations and | OLTA reci pients are engaged in pro-
| OLTA pronotion, propaganda, and | egislative |obbying, it
will not be easy to get the truth out about I OLTA. But the
truth nust be told.

Concl usi on

| OLTA prograns are inappropriate, unethical, and uncon-
stitutional. They are inappropriate because OLTA is pre-
m sed on the notion that it is inpossible to trace interest
earnings on small suns and | arge suns held for short periods
of time. Advances in conputer software, however, have nade
it possible for banks to offer subaccounting products that
can trace snmall amounts of interest. Attorneys can now
mai nt ai n one master checking account with an unlimted
nunber of client subaccounts. That technol ogi cal advance
makes | OLTA obsol ete.

| OLTA prograns are unethical because the unauthorized
use of clients' noney for any purpose, no matter how nobl e,
is wong. The legal profession adhered to that principle
before ICLTA; it should now recogni ze that the creation of
an | OLTA "l oophol e" was a serious m st ake.

| OLTA prograns are unconstitutional because they inter-
fere with the rights of legal clients to control how their
property is to be used, howit is not to be used, and whet h-
er it isto be used at all. Wen the state takes the equi-
table interest of client property w thout consent or just
conpensation, it violates the Fifth Arendnent. The Suprene
Court should vindicate the property rights of legal clients
by declaring I OLTA unconstitutional .
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