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Policy Analysis
IOLTA

Interest without Principle

by Charles E. Rounds Jr.

Executive Summary

IOLTA is the acronym for Interest on Lawyers' Trust
Accounts, which is a program, created by state supreme courts
or state legislation, whereby lawyers pool client funds--
small sums and large sums held for short periods of time--
into a designated interest-bearing checking account.  The
interest that is generated on those pooled funds is then
funneled through a judicially created legal foundation to
various "public interest" legal firms.

The state of Florida launched the first IOLTA program in
1981.  Today, all 50 states and the District of Columbia have
IOLTA programs, and those programs generate approximately
$100 million per year.  While IOLTA's defenders claim that
those millions are earmarked for "charitable purposes," a
growing body of evidence suggests that a substantial portion
of the national IOLTA income stream actually underwrites
political activity such as lobbying and general legislative
advocacy.

IOLTA programs are unethical and unconstitutional.  They
are unethical because the unauthorized use of clients' money
for any purpose, no matter how noble, is wrong.  IOLTA pro-
grams are unconstitutional because, when the state asserts
control over the equitable interest of client property with-
out consent or just compensation, it violates the Fifth
Amendment's Takings Clause.  The Supreme Court should vindi-
cate the property rights of legal clients by declaring IOLTA
unconstitutional in the case of Thomas Phillips v. Washington
Legal Foundation.

_____________________________________________________________

Charles E. Rounds Jr. is a professor at the Suffolk Univer-
sity Law School in Boston.
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Introduction and Background

Lawyers have always had occasion to hold clients'
funds.  As a legal matter, the attorney is a trustee of such
funds.  A lawyer, for example, might hold in trust for a
client a retainer, an insurance recovery, a divorce settle-
ment, or a jury's award of damages.  Those funds belong to
the client and are returnable to the client upon demand to
the extent that they have not been properly disbursed.  When
it comes to an insurance settlement, for example, an attor-
ney will first deduct his fee and then remit the balance to
his client.  Such transactions occur every day in law firms
across America.

Lawyers know that they must be very careful in their
handling of client funds in order to avoid violating the
ethical rules of the legal profession and to avoid malprac-
tice liability.  An attorney has always been required, for
example, to segregate a large sum that is being held on
behalf of his client for an extended period of time and to
credit to the client any interest income earned thereon.  It
has always been considered an acceptable practice, however,
for lawyers to commingle small sums or large sums held for 
short periods into a single non-interest-bearing checking
account. 

Before 1980 federal law prohibited banks from paying
interest on checking accounts.  In 1980, however, a change
in federal banking regulations cleared the way for banks to
offer interest-bearing checking accounts, which are now
known as negotiable orders of withdrawal, or NOW accounts.
The advent of the NOW account led in turn to the creation of
Interest on Lawyers' Trust Accounts (IOLTA).  IOLTA is a
program created by state supreme courts or state legislation
whereby lawyers pool client funds--small sums and large sums
held for short periods--into a designated interest-bearing
checking account.  The interest that is generated on those
pooled funds is then funneled through a judicially created
legal foundation to various "public interest" legal firms. 

A typical IOLTA program works like this: The highest
court of a state uses its inherent authority to regulate the
bar to compel every lawyer in the state to set up an IOLTA
checking account.  Small sums and large sums held for short
periods are then periodically deposited into the account as
transactions occur.   The bank remits the interest income1

earned on the IOLTA account, usually monthly, to a general
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IOLTA account maintained by the state supreme 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 associa-
tions and largest law firms.  Thus, IOLTA has a constituency
that is powerful and politically well connected.  Since 1981
the IOLTA concept has spread like wildfire.  IOLTA programs
have been adopted in all 50 states and the District of
Columbia.2

Not all IOLTA programs are alike.  As of February 1996,
21 states plus the District of Columbia had IOLTA programs
from which lawyers could "opt-out"; 26 states had "compre-
hensive" (compulsory) programs; and 3 states (New Mexico,
Oklahoma, and South Dakota) had programs in which lawyers
could participate on an "opt-in" basis.   As bar associa-3

tions know, the more lawyers participating in an IOLTA
program, the greater the revenue generated.  When the Massa-
chusetts IOLTA program converted in 1990 from opt-in to
comprehensive, for example, the annual amount of IOLTA
income jumped from $1 million to almost $9 million in one
year.  When Texas went mandatory, the yearly take of IOLTA
income jumped from $1 million to approximately $10 million.
In February 1995 the Virginia legislature passed a bill
converting the state's comprehensive program back to opt-
out, effective July 1, 1995.  The Virginia program had gone
comprehensive in October 1993.  The take for the 12 months
preceding conversion to comprehensive was $1,784,248.  For
the 12 months following conversion the figure was
$5,046,993.   Needless to say, the beneficiaries (and poten-4

tial beneficiaries) of those monies strongly favor IOLTA
programs that mandate the participation of every lawyer in
the state.5

IOLTA programs also have different legal bases.  Thus, 
in six states--California, Connecticut, Maryland, New York,
Ohio, and Pennsylvania--IOLTA is a creature of legislation. 
In the other states, IOLTA operates pursuant to rules that
are promulgated by the state supreme courts.   6

In 1993 South Dakota generated the lowest amount of
IOLTA income ($101,426), Florida the highest
($10,550,079).   Accurate and up-to-date figures on IOLTA7

are very difficult to come by, but it is safe to say that
significant amounts of money are involved.  In recent years,
IOLTA programs have generated approximately $100 million per
year.   The total amount of IOLTA income generated since8
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1981 is estimated to be $1 billion.9

In the 1980s the Internal Revenue Service issued a
Revenue Ruling that said that IOLTA income would not be
taxable to clients, provided that the clients could not
exercise any control over the selection of IOLTA grant
recipients.  That Revenue Ruling has prompted state courts
to all but encourage lawyers to hide the existence of IOLTA
from their clients.   To date, IOLTA's nondisclosure fea-10

ture has proven to be an effective strategy when it comes to
anesthetizing individual lawyers to the constitutional and
policy issues involved.  Few lawyers understand how the
IOLTA program works, and almost no one outside the legal
profession has an inkling as to what IOLTA stands for.

IOLTA's defenders maintain that IOLTA programs are
designed to help meet the legal needs of the poor and to
further the "administration of justice."  There is strong
empirical evidence, however, that a substantial portion of
the national IOLTA income stream actually supports political
activity such as lobbying and general legislative advocacy.
In Massachusetts, for example, IOLTA funds are fueling
initiatives to have rent control reinstated in Boston.11

Thus, the small Boston landlord who turns over a retainer to
his attorney might well be underwriting advocacy groups for
tenants; or the income might even go toward subsidizing a
class action lawsuit against that very landlord by his own
tenants.  

In recent years, IOLTA programs have been challenged in
the courts on constitutional grounds.  Ordinary legal cli-
ents have maintained that IOLTA programs constitute a viola-
tion of the Fifth Amendment to the U.S. Constitution, which
prohibits the "taking" of private property for public use
without just compensation.  Such challenges were initially
unsuccessful, but in September 1996 the U.S. Court of Ap-
peals for the Fifth Circuit ruled that clients "have a valid
property interest in the interest proceeds earned on funds
in IOLTA accounts."   Because that holding conflicted with12

the holdings of other federal circuit courts, the U.S.
Supreme Court has agreed to resolve the controversy by
reviewing the Fifth Circuit's decision in Thomas Phillips v.
Washington Legal Foundation.   The Court could put its13

imprimatur on the IOLTA program; or it could limit the
program, perhaps even declare it unconstitutional.  Oral
argument on the takings challenge to IOLTA will take place
on January 13, 1998.  A ruling is expected in the case by
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June 1998.

The Mechanics of IOLTA

A typical IOLTA program is a confusing network of
committees and foundations that would give any casual ob-
server the impression that the entire apparatus is some
amorphous body that is independent of a state's highest
court.  Nothing could be further from the truth.  Those
entities are either arms of the court or agents of the court
for IOLTA matters.  Except for legislatively created pro-
grams, IOLTA was created by the court.  IOLTA is run out of
the court.  IOLTA is the court.  Thus, to attack IOLTA is to
attack the court.  That is the stark political reality that
any citizen desiring to work for IOLTA's abolition must come
to realize.  It is an arrangement that is particularly pre-
carious for the state's practicing lawyers since their
livelihood comes from working within the state court system. 
  

In a typical IOLTA scheme, the highest court of a
state, by rule, will establish an IOLTA foundation or com-
mittee to handle the day-to-day operations of the program. 
That might be called the "operations entity."  The opera-
tions entity will have the appearance of independence, but
it will actually be the court's arm for IOLTA administration
and operations.  The court, by rule, will then appoint bar
foundations or a state legal services corporation, or both,
to serve as the court's IOLTA income disbursing agents. 
Those entities might be called "conduits."  The conduit then
makes "grants" of the IOLTA income to a whole host of "gran-
tee" organizations.  There are, to be sure, many variations
on that model.  In the state of Washington, for example, the
operations entity and the conduit are one and the same.  In
Massachusetts, they are separate, at least on paper.

In states where IOLTA is compulsory, the state supreme
court will also have promulgated a rule requiring that each
lawyer in the state open an IOLTA checking account at a bank
that is willing to participate in the IOLTA program.  Month-
ly, the lawyer's bank will then transfer the income that has
accumulated to the court's general IOLTA account.  The
operations entity will then tap the general account for its
fees and expenses, which include pro-IOLTA advertising,
promotion, and propaganda, and then remit the balance to the
conduit for disbursement to the grantees or, in the absence
of a conduit, remit the balance directly to the grantees. 
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In the 26 states where IOLTA is compulsory, lawyers must
certify in their annual reregistration forms that they have
established IOLTA accounts.  A lawyer who does not so certi-
fy risks suspension of his license to practice law (disbar-
ment).  The State Board of Bar Overseers, which in most
cases is another arm of the court, is the entity charged
with enforcing attorney compliance with IOLTA.

Changes in the IOLTA rules are usually made 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 IOLTA rule, or
otherwise has problems with a rule, it will file a petition
with the court.  The operations entity and the conduit will
then respond to the petition.  In such cases, the court will
be acting both as the adjudicator and, through its arms and
agents, as a litigant.  A Massachusetts case illustrates
that very unusual proceeding.  A few years ago the Worcester
County Bar Foundation petitioned the Supreme Judicial Court
of Massachusetts to become a coconduit.   The defendants14

were the justices of the Supreme Judicial Court, members of
the Massachusetts IOLTA Committee (a court-appointed crea-
ture that functions as the operations entity), and the three
conduits the court had earlier approved (the Boston Bar
Foundation, the Massachusetts Bar Foundation, and the Massa-
chusetts Legal Assistance Corporation).  The three conduits
opposed the attempt by a fourth entity to nuzzle in at the
IOLTA trough.  The court denied the Worcester petition with-
out even going through the motions of offering a legal or
factual basis for doing so.

Helping the Poor or Helping Political Causes?

Where do the millions of dollars in the IOLTA income
stream go?  The simple answer is that they go into the pock-
ets of any lawyer, lobbyist, or legal group that has the
right connections.  The IOLTA community publicizes isolated
hard-luck cases as proof that all it is doing is servicing
the "civil legal needs of the poor."  As a practical matter,
however, it is very difficult to distinguish propaganda from
fact.  That is because there is no legal or regulatory
requirement that IOLTA committees maintain any verifiable
statistics or information on what IOLTA grantees are actual-
ly doing.  There is, however, abundant empirical evidence
from public sources suggesting that IOLTA funds are commonly
used for political activity instead of ordinary legal work



Page 7

on child custody, adoption, will preparation, and divorce. 

In Massachusetts, for example, the director of the
Massachusetts Legal Assistance Corporation, one of the
state's IOLTA conduits, has publicly admitted to and defend-
ed the use of IOLTA funds for legislative advocacy.  He has
asserted that engaging in such activity with IOLTA funds is
appropriate because legislative advocacy is "a recognized
part of the practice of law."   The director of Greater15

Boston Legal Services, an IOLTA grantee, has justified the
political activity of his organization on the ground that
there is a need "to think about things systemically rather
than as individual cases."   In 1995 alone, GBLS paid16

$80,000 to state lobbyists.  GBLS is currently litigating
and lobbying to have rent control reinstated in Boston.  In
the past, it has lobbied the state legislature for an in-
crease in the minimum wage.17

   IOLTA grantees often have long histories of legislative
advocacy:

• Prior to becoming an IOLTA grantee, for example, the
Massachusetts Law Reform Institute was the driving
force behind failed initiatives to enact a graduated
income tax in Massachusetts.   In 1990 MLRI lobbied18

for a $1.6 billion increase in taxes on a range of
business services.   In 1993 it lobbied against the19

Massachusetts capital gains deduction, the research and
development credit, and the investment tax credit.   20

• Similarly, the Lawyers Committee for Civil Rights of
the Boston Bar Association, another IOLTA grantee, has
been involved for years in legislative redistricting
litigation on the local, state, and federal levels.  21

Such litigation is often designed to manipulate the
shape of districts in order to enhance the electoral
prospects of minorities.  The Lawyers Committee was
active as well in opposing judicial appointments by
Presidents Reagan and Bush.22

• MLRI and the Western Massachusetts Legal Services
Corporation, another IOLTA grantee, have advised wel-
fare recipients who inherit large amounts of cash or
win big in the lottery to "spend down" their windfalls
so that they may remain on the welfare rolls.23
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• In 1992 two Massachusetts IOLTA grantee organizations
successfully challenged a statute that would have
tightened the state's requirements for proving one's
eligibility for welfare.  24

• IOLTA grantees have sued the City of Lawrence for
confiscating the welfare cards of drug criminals,
advocated welfare for illegal aliens, opposed linking
welfare to school attendance, and forced the state to
spend millions to provide day care for welfare recipi-
ents.25

• A 1992-93 IOLTA grant of $87,000 went to the Massa-
chusetts Advocacy Center, which "has fought court
battles against tougher standards for public school
administrators and for the abolition of merit-based
entrance requirements for the Boston Latin School."   26

• A $134,000 grant went to the Massachusetts Disability
Law Center whose most notorious case involved helping a
fired Duxbury fireman regain his job and $20,000 back
pay plus 12 percent interest.  The town had dismissed
the man after he was found not guilty, by reason of
insanity, of bludgeoning his wife within an inch of her
life.27

  
Massachusetts is not alone when it comes to using the

IOLTA income stream to underwrite liberal political causes.
State of Washington IOLTA grantees include the National
Lawyers Guild and the Fremont Public Association.   Seeking28

increased benefits for welfare recipients, the FPA has
lobbied and sued various government entities.   Evergreen29

Legal Services, also an IOLTA grantee, successfully over-
turned a ruling by the U.S. Department of Housing and Urban
Development that authorized public housing authorities to
expedite eviction of tenants involved in criminal activi-
ty.   In 1990 it stopped the Everett Public Housing Author-30

ity from evicting a man who had tried to run over his neigh-
bor with a car.31

Texas Rural Legal Aid, an IOLTA grantee, in cooperation
with the Mexican-American Legal Defense and Education Fund,
has successfully litigated to prevent the Texas legislature
from using 1990 census figures in the apportionment of state
legislative districts.   TRLA has also sued the state of32

Texas to increase spending on universities and colleges
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along the Mexican border, a local school district for not
financing the education of students outside the district,
and another local school district because its at-large
system of electing board members "dilutes" minority voting
strength.33

In December 1996 TRLA filed a federal lawsuit chal-
lenging the right of military personnel to vote by absentee
ballot in Val Verde County, Texas.  TRLA alleges that the
800 absentee ballots cast by active-duty members of the
armed forces unlawfully contributed to the election of
Republicans Murray Kachel as county commissioner and D'Wayne
Jernigan as sheriff.  TRLA charges that counting the absen-
tee ballots violates the Federal Voting Rights Act because
the ballots "dilute" the voting strength of Hispanics.  Were
it not for the absentee ballots, TRLA claims, Democrats
would have won the popular vote.  34

It is difficult to determine how many bona fide poverty
cases were turned away by IOLTA grantees because they did
not have a political component.  There is some anecdotal
evidence, however, of some curious applicant denials.  For
example, in 1992 Rose Pucci, a secretary earning $23,000 a
year, purchased at a foreclosure sale a rented condominium
in the Beacon Hill section of Boston.  Her tenant was a
well-to-do lawyer at a prestigious downtown law firm.  When
the attorney-tenant would not leave the premises so that
Pucci could move into her new home, she found herself before
the Rent Board, which proceeded to take the side of the
tenant.  The case dragged on.  Pucci became homeless and
deeply in debt.  She sought help from several IOLTA grantee
groups but was turned away by all of them.  Pucci was told
by one group that it would never provide assistance to a
"landlord."  She was finally rescued by a private attorney
who took her case pro bono.  The Rose Pucci case suggests
that IOLTA is more about poverty politics than about aiding
the poor.  In other words, the "politically incorrect" need
not apply.35

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 Amendment rights of a veterans' organi-
zation.  After a hastily organized group known as the Irish-
American Gay, Lesbian and Bisexual Group of Boston applied
unsuccessfully to march in a St. Patrick's Day parade orga-
nized by the South Boston Allied War Veterans Council, the
newly organized group sued for admission.   Pressed by a36
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number of law firms and organizations closely connected with
the IOLTA community, including the Gay and Lesbian Advocates
and Defenders, which received IOLTA grants, the case went
all the way to the U.S. Supreme Court.  The Court ruled
unanimously for the veterans on First Amendment grounds,
stating that Massachusetts could not "require private citi-
zens who organize a parade to include among the marchers a
group imparting a message the organizers do not wish to con-
vey."  37

Darling and the veterans won, but at great personal and
financial cost, against a legal services juggernaut that was
partly subsidized with IOLTA dollars.  Of particular note,
however, is this: during the litigation, Darling had applied
to the Massachusetts Bar Foundation, an IOLTA conduit, for
an emergency IOLTA grant to continue his expensive battle
for the First Amendment rights of his mostly elderly work-
ing-class clients; that request was denied by the trustees
of the foundation.38

Such politically selective funding of lawsuits cannot
be cured by a more equitable distribution of money or by
funding both sides of controversial lawsuits.  Neither
Darling nor the Gay and Lesbian Advocates and Defenders
should have had access to the income earned on other
people's funds.  The money belongs to those people.  Darl-
ing's application experience does illustrate, however, that
when it comes to IOLTA, the politically incorrect seem to be
ineligible.  Of course, the irony of all ironies is that the
little money that the veterans managed to scrape together
through bake sales and the like to pay for Darling's expens-
es (he never was paid for his services) went into his IOLTA
account.  The interest income on that account was then used
to subsidize groups such as the Gay and Lesbian Advocates
and Defenders.  The veterans were being compelled by the
state to fund their own opposition!

    IOLTA's defenders repeatedly invoke the plight of the
poor to justify IOLTA.  Thus, the Massachusetts Lawyers
Weekly said that "IOLTA means that children will not become
homeless, women and children will not be beaten, and elderly
and disabled people will not be denied hard-earned Social
Security benefits."   Such hyperbole tends to obfuscate the39

true nature of the IOLTA program; indeed, the facts some-
times flatly contradict assertions that "the money goes to
the poor."  In Louisiana, for example, IOLTA grants go to an
organization that services alcoholic and drug-addicted
lawyers.   Similar grants to the middle class have been40
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made in Massachusetts as well.  The Supreme Judicial Court
of Massachusetts has even made IOLTA grants to itself, for
the court's racial and ethnic bias study,  a blatant act of41

institutional self-dealing. 

IOLTA: Unsound Public Policy

Before addressing the merits of the constitutional
challenge to IOLTA, it is important to note at least two
reasons why the IOLTA concept is objectionable as a matter
of sound public policy.  First, computer software advances
in the banking industry have made it possible to trace small
amounts of interest, a technological advance that makes
IOLTA obsolete.  Interest on even small sums could be paid
to the clients for whom the sums are held.  Second, IOLTA
programs dispense with traditional lawyer-client disclosure
requirements for no other reason than to accommodate IOLTA. 
Such a dilution of traditional fiduciary principles is not
only unnecessary but dangerous.

New Technology Embarrasses IOLTA Community

IOLTA has been able to survive only because of the
myth, carefully cultivated by its proponents, that small
sums and large sums held for short periods cannot be cost-
effectively put to work for clients.   That simply is not42

true.  Banks in Boston, New York, and other cities offer
sweep and subaccount products that make IOLTA totally unnec-
essary and inappropriate.   Income, right down to the last43

penny of interest, can be swept and subaccounted daily to
various clients.  Those products also offer a collateral
benefit in that they all but eliminate the possibility that
lawyers who use them will inadvertently commingle funds
improperly. 

It is unclear why banks do not publicize such products
in legal circles.  Perhaps they do not want to undermine
IOLTA and, by doing so, incur the wrath of the IOLTA commu-
nity.  Certainly the bench, the organized bar, and the
boards of bar overseers have an incentive to minimize any
product that might threaten IOLTA.  It falls then to those
members 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 IOLTA bizarre and abhorrent should so
inform his own lawyer or law firm and demand that the inter-
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est on any funds the client may entrust to the firm be swept
and subaccounted.

 
IOLTA Disclosure Waivers Dilute Fiduciary Principles

The lawyer is the client's agent.  To the extent that
he holds funds that belong to the client, he is also a
trustee.  In each case, the lawyer is a fiduciary.  Thus,
when a lawyer holds client funds, he is simultaneously
involved in two distinct fiduciary relationships: 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
Norman conquest, although its origins are said to predate
the conquest.   In simple terms, the trustee has a duty to44

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.  American jurist Benjamin Cardozo said
it best:

A trustee is held to something stricter than the
morals of the marketplace.  Not honesty alone, but
the punctilio of an honor the most sensitive, is
then the standard of behavior.  As to this there
has developed a tradition that is unbending and
inveterate.  Uncompromising rigidity has been the
attitude of courts of equity when petitioned to
undermine the rule of undivided loyalty by the
"disintegrating erosion" of particular excep-
tions.45

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
which entrusted property is put.  IOLTA programs have inex-
plicably compromised that long-standing principle of disclo-
sure.

Professor Orlando Delogu of the University of Maine
School of Law urged Maine's highest court not to adopt an
IOLTA program precisely because of its unethical nature.  In
a memorandum filed with the Supreme Judicial Court of Maine,
Delogu argued against the IOLTA concept for the "simple
reason that it is an unauthorized use by individual attor-
neys and the bar of other people's money."   Unfortunately,46
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most courts, by rule, now relieve lawyers of what would
otherwise have been their common law fiduciary duty to fully
disclose to their clients the existence of the IOLTA scheme
and the uses to which the money 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 motion, set about to chip away at
the very foundations of that relationship.  Before IOLTA,
the duty to disclose had always been inviolate.

The fiduciary relationship is a private relationship of
enormous utility to society.  The trust, for example, pro-
vides enlightened property owners with a private mechanism
for seeing to the needs of the young, the disabled, and the
elderly far more efficiently, far more cost-effectively, far
more creatively, far more flexibly, far more expeditiously,
and with far more dignity than the state ever could.  The
fiduciary relationship is the foundation of the common law
trust.  To weaken that relationship through the adoption of
such "exceptions" as the IOLTA disclosure waiver is unwise
and dangerous.  That is particularly so when it comes to
court-sponsored "exceptions," which set an ominous precedent
in that they clear the way for additional exceptions.

IOLTA Programs Are Unconstitutional

Beyond the policy-related objections to IOLTA, there is
a deeper, more fundamental problem with the IOLTA concept. 
The Fifth Amendment to the U.S. Constitution provides that
private property shall not "be taken for public use, without
just compensation."   Because IOLTA involves a "taking" of47

client property by the state without consent or just compen-
sation, it violates the Fifth Amendment. 

Proponents of IOLTA rely on two principal assertions to
defend the IOLTA concept: (1) when it comes to small sums or
large sums held for short periods, the interest or economic
benefit "belongs to no one";  and (2) were it not for48

IOLTA, the economic benefit from such sums would remain with
the banks.   (Note the populist assumption here, that no49

one would purposely want a benefit to accrue to the stock-
holders of a bank, or the economic assumption, that bank
service fees are not already discounted in light of retained
interest.) 

Those two assertions are inconsistent.  If the economic
benefit would rest with the banks were it not for IOLTA, how
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then can it be said that the interest belongs to no one? 
Moreover, a number of questions go unaddressed.  If the
economic benefit belongs to no one, why should the state
judiciaries (and not, say, the state legislatures) receive
the interest income?  If the economic 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 economic benefit leaves the banks and
ends up in the hands of state judiciaries for appropriation?
Why should the attorney and his client be shunted aside?

The Lawyer's Role as Common Law Trustee 

Before undertaking a constitutional analysis of the
takings issue, it is important to sort out the fundamental
legal relationships that coexist in a typical IOLTA scheme.
The place to begin, of course, is with 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 Amendment takings issue.  Two other
fundamental legal relationships are directly relevant.  They
are the trust relationship and the contractual relationship. 
As previously noted, the lawyer who holds property that
belongs to a client is a trustee of that property.  Because
those funds are deposited in a bank, the lawyer-trustee has
also established a contractual relationship with the bank.  

To properly analyze the takings challenge to the IOLTA
concept, it will be useful to take a closer look at the
trust relationship.  The lawyer is a common law trustee of
the client's entrusted funds.  He has title to the property. 
The client is the creator--the technical term is "settlor"--
of the trust.  The client is also the beneficiary and the
remainderman.  (The remainderman is the person who gets the
balance of the trust property outright and free of the trust
once it terminates.)  Because the client may demand the
property back from the trustee-lawyer at any time, the
client also possesses what is technically referred to as a
general inter vivos power of appointment.  The lawyer-trust-
ee has only the bare legal title.  The client has the eco-
nomic interest, which in trust parlance is called the equi-
table 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
equitable or beneficial property interest of clients, a
takings claim under the Fifth Amendment must be taken seri-
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ously even if small amounts of money are involved.  

 In its opinion upholding the IOLTA concept, the Feder-
al Court of Appeals for the First Circuit seemed to acknowl-
edge that the legal relationship between the client and the
lawyer with respect to IOLTA funds might be that of a trust,
rather than a contract or an agency.   It suggested, howev-50

er, that it was not a "formal" trust because there was no
"formal" written trust document.  The court never explained
why the formality of a trust relationship should have any
bearing on whether or not a client would have property
rights in his entrusted property.  The First Circuit also
declined to offer any authority for its novel "lack-of-
formality" principle.  Let there be no misunderstanding: the
Statute of Frauds as it relates to trusts applies only to
trusts of real estate; a trust containing intangible person-
al property, as is the case with an IOLTA trust, need not be
in writing 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 important to focus on the contract.  The
lawyer, as trustee and titleholder, has a creditor-debtor
contractual relationship with the bank.  The lawyer-trustee
(the creditor) deposits the entrusted funds of his client in
the bank (the debtor) and in return gets the bank's promise
to turn the funds over to the lawyer-trustee upon demand. 
The funds deposited are commingled with the general assets
of the bank.  The lawyer holds title to the bank's promise
(that is, the contractual right) in trust for the client.

IOLTA's defenders obfuscate the takings analysis with a
mistaken claim that the client is in a contractual relation-
ship with the bank.  They argue that just as a depositor who
puts cash in an ATM will have no say over what the bank does
with his assets, so the client has no say over what is done
with IOLTA deposits.   That analogy is twice mistaken. 51

First, the client is not in a contractual relationship with
the bank, the lawyer-trustee is; and the lawyer-trustee is
in turn in a trustee-beneficiary relationship with his
client.  Second, the issue is not what the bank does with
the deposited funds--whether deposited through a trust or
directly through an ATM deposit--but rather who owns the
interest on those funds.  If the terms of the contract
provide for the payment 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 Client's Equitable
Interest in a Trust

The nub of the Fifth Amendment IOLTA issue, then, is
whether the state may take someone's equitable or beneficial
interest in a trust without just compensation.  May the
state take the use of that property, or, focusing on a trust
of intangible personal property of the IOLTA variety, does
income (dividends or interest, or both) follow the trust
principal? 

Neither side of the IOLTA controversy has ever managed
to fully appreciate the trust aspects of IOLTA.  Yet it is
vitally important 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
legal 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 miscast as follows: Does interest
follow principal?  From a Fifth Amendment perspective, of
course, these subtle distinctions between legal 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
Takings Clause is about. 

When the debate narrows to whether interest follows
principal, however, an important issue is lost.  What about
nonproductive property?  Take, for example, a gold watch
that is held in trust.  The watch is unwound and rests in a
safe-deposit box.  The fact that the watch is nonproductive
does not mean the state can break in and put the watch to
"productive use."  Ownership entails the right to control
how property is used, how it 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 wish.  Perhaps the client does
not care if a bank benefits in some way from that arrange-
ment. 

In the First Circuit case, not only did the court
ignore those subtleties, but the three-judge panel gave
short shrift even to the straightforward Fifth Amendment
takings challenge.  The court ruled that because of "an
anomaly created by the practicalities of accounting . . .
the interest earned on IOLTA accounts belongs to no one, but
has been assigned, by the Massachusetts Supreme Judicial
Court, to be used by the IOLTA program."   That character-52
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ization of the issue fails to address several points.  To
begin with, it is fundamental that an "assignor" can only
assign rights that the assignor possesses.  If the IOLTA
income stream belongs to no one, by what right does the
court seize control of it?  If the state must involve it-
self, does the income not belong in the state's treasury for
appropriation by duly elected legislators?  If the income is
"found money," then why should the economic interest accrue
to the state rather than the client?  The First Circuit left
those questions unanswered.

The Court of Appeals for the Fifth Circuit found the
"belongs-to-no-one" theory fundamentally flawed: 

It has been suggested that the IOLTA program rep-
resents a successful, modern-day attempt at alche-
my.  While legends abound concerning the ancient,
self-professed alchemists who worked tirelessly
towards their goal of changing ordinary metal into
precious gold, modern society generally scoffs at
this attempt to create "something from nothing."
The defendants in this case denounce such skepti-
cism, declaring that they have unlocked the magic
that eluded the alchemists.  The alchemists failed
because the necessary ingredients for their magic
did not exist in historical times: the combination
of attorney's client funds and anomalies in modern
banking regulations.  According to the defendants'
theory, the interest proceeds generated by Texas's
IOLTA accounts exist solely because of an anomaly
in banking regulations and, until the creation of
the IOLTA program, that interest belonged to no
one.  The defendants then contend that Texas used
the IOLTA program to stake a legitimate claim to
these funds and that the plaintiffs cannot now
seek to repossess the fruits of this magic as
their own.  We, however, view the IOLTA interest
proceeds not as the fruit of alchemy, but as the
fruit of the clients' principal deposits.53

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 Supreme Court precedent supports the idea that IOLTA
programs constitute an unconstitutional taking.  The holding
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in Webb's Fabulous Pharmacies v. Beckwith (1980),  which54

involved funds temporarily turned over to a Florida clerk of
court for safekeeping, is directly on point.  In Webb's, the
Supreme Court ruled that $100,000 in interest generated by
funds held 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 Circuit saw55

no difference between the fruits of entrusted IOLTA funds
and the fruits of funds temporarily placed in the hands of
the Florida clerk of court and ruled accordingly. 

The Fifth Circuit ruling addressed several other con-
tentions as well.  In 1987 Florida's IOLTA program withstood
a constitutional challenge in the Eleventh Circuit Court of
Appeals.   That circuit ruled that IOLTA involves only56

deposits that are so small or short-term that the adminis-
trative costs of maintaining an interest-bearing NOW account
for that deposit would exceed any interest earned.  Thus,
the client had no property interest in the income generated
by the court-mandated commingling of certain client funds
under the auspices of IOLTA.  If the client had no "expecta-
tion" interest in the IOLTA income stream, then the stream
belonged, lock, stock, and barrel, to the government.  The
concept of an "expectation" interest was gleaned from zoning
regulation controversies.  In zoning, governmental regula-
tion of the use of a person's property constitutes an uncon-
stitutional taking if, among other things, the regulation
interferes with the person's "investment-backed expecta-
tions" as they relate to that property.  The Fifth Circuit
rejected that legal analysis.  It found IOLTA to be about
confiscation, not regulation.  The zoning precedents are
simply not analogous.

The Fifth Circuit also made short work of the efforts
of proponents of IOLTA to seek refuge in the misguided IRS
Revenue Ruling that exempts IOLTA income from taxation if
the client has no say over what is to be done with the
fruits of his property: "We find no basis to hinge property
interests on the fickle tax code."   Tax law provides for57

the taxation of certain interests in property; its function
is not to define what constitutes property as a matter of
constitutional law.

The Fifth Circuit also recognized the slippery-slope
implications of accepting the IOLTA conception of property. 
Today IOLTA, tomorrow interest earned by banks during the



Page 19

float time of checks.  "We are also hesitant to declare that
. . . [IOLTA] interest is not property lest we incite a new
gold rush, encouraging government agencies to dissect bank-
ing regulations to discover other anomalies that lead to
'unclaimed' interest."  The court observed that "as tech-
nology 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 move, the more and more
difficult it will be for individuals to make a practical
claim to such funds."58

According to the Fifth Circuit 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 money
in an IOLTA-like arrangement, after full and fair disclosure
by the lawyer of all the relevant facts, no constitutional
problem would exist.  The Supreme Court should affirm that
eminently sensible proposition.

Supreme Court Victory May Prove Illusory 

IOLTA programs should be dismantled immediately.  They
are scandalous schemes that bring disrepute to the legal
profession.  The fact that some percentage of IOLTA monies
may be going to worthy causes cannot justify the suspension
of fundamental constitutional and fiduciary principles.  The
ends do not justify the means.  Nor can IOLTA's defects be
cured by a more equitable disbursement to "conservative" and
"liberal" activist organizations of the monies collected.
Even if the entire income stream were to subsidize praise-
worthy causes, the basic concept of IOLTA would still be
fundamentally pernicious.  Making IOLTA voluntary on the
part of the lawyer would be an improvement over the status
quo but would constitute only a second-best solution.  The
money at issue belongs to the client, after all, not to the
attorney.

But as the compulsory union dues controversy has demon-
strated, an unconstitutional practice may not end simply
because the Supreme Court declares it unconstitutional.  59

Additional measures may be necessary to fully vindicate the
constitutional rights of clients.  Should the Supreme Court
declare IOLTA unconstitutional, state courts ought to re-
spond in good faith by dismantling their programs.  Unfortu-
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nately, that may not happen wholesale.  Many states will be
tempted to "restructure" their IOLTA programs around a
narrow, legalistic interpretation of the Supreme Court
ruling so that they can retain control over millions of
dollars in revenue.  Legal services groups that receive
IOLTA money have already employed "restructuring" tactics to
avoid congressional restrictions on the political activities
of the Legal Services Corporation.   It would come as no60

surprise to see cosmetic IOLTA reforms in the wake of an
adverse ruling from the Supreme Court.

Ideally, all IOLTA enabling legislation should be
repealed by state legislatures.  But, again, that is not
likely to happen anytime soon because state legislators,
many of whom are practicing lawyers, will be reluctant to
pick a fight with the state supreme court and the organized
bar.  Moreover, the IOLTA income stream supports a small
army of paid lobbyists with all the time in the world to
work the halls of the statehouses to further the cause of
IOLTA. 

Assuming some form of IOLTA survives an adverse Supreme
Court ruling, it will be up to individual lawyers, on their
own initiative, to use bank sweep and subaccount products on
behalf of their clients.  And it will be up to clients, on
their own initiative, to eschew the services of lawyers who
fail to subaccount.  At a minimum, attorneys and law firms
should do the right thing and voluntarily assume the respon-
sibility of fully disclosing to their clients all the uses,
including the political uses, to which client funds might be
put.  Each lawyer should fully disclose to his clients any
direct or indirect association he may have with groups that
benefit from the IOLTA subsidy. 

Since banks are not required to participate in the
IOLTA scheme, bank shareholders should give consideration to 
pressuring bank directors not to squander bank assets on
IOLTA.  When a bank subsidizes IOLTA accounts, there ought
to be a hue and cry; there is nothing to prevent depositors
from taking their business away from banks that service
IOLTA and doing so with as much fanfare as possible.

Should the Supreme Court find IOLTA unconstitutional,
yet the programs continue, Congress would have a clear legal
basis for exercising its power under section 5 of the Four-
teenth Amendment to require banks to get out of the IOLTA
business.  That would go a long way toward vindicating the
constitutional rights of clients.  61
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IOLTA has operated all too long in the shadows.  It is
incumbent upon those who value liberty and the rule of law
to ask probing questions of the judiciary and the bar about
IOLTA and to spread the word about how it erodes constitu-
tional rights.  We must challenge the self-serving propagan-
da of the IOLTA community and not accept at face value the
bald assertion that IOLTA simply helps the poor.  Because
bar associations and IOLTA recipients are engaged in pro-
IOLTA promotion, propaganda, and legislative lobbying, it
will not be easy to get the truth out about IOLTA.  But the
truth must be told.                        

   

Conclusion

IOLTA programs are inappropriate, unethical, and uncon-
stitutional.  They are inappropriate because IOLTA is pre-
mised on the notion that it is impossible to trace interest
earnings on small sums and large sums held for short periods
of time.  Advances in computer software, however, have made
it possible for banks to offer subaccounting products that
can trace small amounts of interest.  Attorneys can now
maintain one master checking account with an unlimited
number of client subaccounts.  That technological advance
makes IOLTA obsolete.

IOLTA programs are unethical because the unauthorized
use of clients' money for any purpose, no matter how noble,
is wrong.  The legal profession adhered to that principle
before IOLTA; it should now recognize that the creation of
an IOLTA "loophole" was a serious mistake.

IOLTA programs are unconstitutional because they inter-
fere with the rights of legal clients to control how their
property is to be used, how it is not to be used, and wheth-
er it is to be used at all.  When the state takes the equi-
table interest of client property without consent or just
compensation, it violates the Fifth Amendment.  The Supreme
Court should vindicate the property rights of legal clients
by declaring IOLTA unconstitutional.
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