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From the November 20, 2001 NLADA Update

9th Circuit En Banc Panel Finds Washington
State’s IOLTA Program Constitutional

Inadecison of great importance to the equa justice community, on November 14 anen
banc panel of the U.S. Court of Appeds for the 9th Circuit overturned an earlier decision
by athree-judge pand of that court in affirming the conditutiondity of the Washington
IOLTA program under the 5th Amendment to the U.S. Conditution.

Judge Kim McLane Wardlaw wrote the opinion on behdf of a7 — 4 mgority of the court.
Judge Wardlaw’ s opinion regffirmed the earlier district court decison upholding, on

other grounds, the vadidity of the Washington IOLTA program under the 5th

Amendment. That decison was overturned by a three-judge panel in Washington Legal
Foundation v. Legal Foundation of Washington, 236 F.3 rd 1097 (9" Cir. 2001), holding
that the IOLTA program was a per setaking of client property. The en banc pand’s

decision finds no 5™ Amendment violation and remands the case to the district court for
congdderation of the appdlant’s 1% Amendment daims.

ANALYSISOF THE DECISION

Factual Background. This case, brought by the Washington Lega Foundation, on behaf
of itsdf and four individua plaintiffs, chalenged the condtitutiondity of a certain aspect

of the Washington IOLTA program under the 1st and 5th amendmentsto the U.S.
Condtitution. In 1995, the state of Washington extended the applicability of the IOLTA
program to Limited Practice Officers (LPO), state licensed nonlawyers who prepare legal
documents for title or escrow companies incident to real estate transactions. Money
deposited in short-term accounts in connection with these transactions by LPOs must be
deposited in interest bearing IOLTA accounts. The four individud plaintiffs challenging
the program in this case were two individuas who regularly purchase and sdll red edtate
and two employees of title and escrow services organizations.

Majority Legal Analysis. The court anayzed the case with respect to a number of lega
issues critica to the underpinnings of the IOLTA program nationwide. These included:

1) Standing. The court first considered the standing of the various plain-tiffs

in the case to challenge the IOLTA program. The opinion found that the two individua
plaintiffs whose money was actualy subject to being deposited in an IOLTA account had
gtanding to chalenge the program, given that they owned the principa and interest
generated by the property under the U.S. Supreme Court’ sdecison in Phillipsv.



Washington Legal Foundation, 524 U.S. 156 (1998). The other two plaintiffs who

worked for the escrow companies were found not to have standing, in that they did not

own the principa and, therefore, the interest that isthe

subject of the lawsuit. The Washington Lega Foundation was likewise found to lack
representationa standing. In so finding, the court drew an important distinction between

itsdf and the 5th Circuit in its recent decison in the Texas IOLTA

case, Washington Legal Foundation v. Texas Equal Access to Justice Foundation, (5th
Circuit, No. 00- 50139) — Reported in November 1, 2001 Edition of the NLADA Update.

In finding that the Washington Lega Foundation lacked standing, the 9th Circuit found
that progpective injunctive relief is not gppropriate in a 5th Amendment takings case,
before the question of whether just compensation is due has been addressed. The
potentid for such injunctive relief formed the basis for the Washington Legd
Foundation's standing claim.

2) Ripeness. The Lega Foundation of Washington (the Washington IOLTA program)
had argued that the case was not ripe for decison, in that the appellants should first have
sought just compensation from the state of Washington if any taking had occurred. The
court ruled againgt this claim, citing the lack of an gppropriate state mechanism to pursue
compensation and the fact that the program is ultimately administered by the Supreme
Court of the State of Washington, adefendant in the case.

3) The 5th Amendment Analysis.

For thefirgt time in the recent series of IOLTA cases, the 9th Circuit provided
acomprehensve anayss of dl three prongs of the 5th Amendment test: 1) wastherea
property interest, 2) that was taken and 3) without just compensation. Not-ing

the “trifurcation” of this andydsinto its component partsin the Washington Didtrict
Court decison, Phillips and the subsequent Texas cases, the court fully andyzed the
Washington program under al three tests. In doing o, the Sth Circuit held:

Isthere a property interest in the two appelantswith standing?

Yes. Whilethe Legd Foundation of Washington argued that the Phillips decison could
be ditinguished on differences between Texas and Washington property law, the court
held that the Phillips doctrine of interest following principa applied to

this case and created a property right in the interest in the appellants with standing.

Hasthere been ataking of property?

No. In the heart of its andyss, the court overturned the three-judge pand finding that the
Washington IOLTA program amounted to a per setaking of property. That finding
formed the basis of the recent 5th Circuit decison aswell. Judge Wardlaw’ s decison
turned on her finding thet the “ad hoc” andyss centrd to the decision in

Penn Central Transportation Co. v. City of New York, 438 U.S. 104 (1978) was
controlling in this case rather than the “per s8’ test set out in Loretto v. Teleprompter
Manhattan CATV Corp., 458 U.S. 419 (1982) that was applied by the three-judge
panel and the 5th Circuit. The ad hoc analys's requires a court to perform an essentidly
factua inquiry into the individua property acquired to determine whether the acquigtion



amounts to ataking. The per se andys's, on the other hand, assumes that for certain types
of property interests, governmental acquisition amounts to a categorical taking under any
circumgtance. The critica distinction reached in this opinion is based, anong other
factors reating to the state’ s regulatory functions, upon the fact that prior per se cases
involved red property, rather than money asin the case of the IOLTA program. The
court recognized that states have traditionally exercised agreat dedl of control over
commercid dedlings and found a number of distinguishing characteristics between the
commercid regulation of moneyed transactions and a permanent, physica invasion of
red property. Judge Wardlaw noted that the highly regulated nature of the banking
industry crestes the expectation that commercid transactions, including bank deposits,
will be government regulated. In drawing the criticd digtinction with the Loretto per se
andyss, the court said:  “While dlowing an gpartment owner to alow the “direct
physical attachment of plates, boxes, wires, bolts, and screws to the building’ is directly
contrary to the history and tradition of property law, regulating what a bank depositor
may earn on a particular bank de-posit is concordant with the history and tradition of
banking practice’ (en banc decision, No. CV-97-00146- JCC, pp. 15671-15672). In
reaching this concluson, the court specificaly noted the 5th Circuit’ s opinion and
rgjected that andlyds. In goplying the ad hoc andysis to the Washington IOLTA pro-
gram, the court found no taking in thet:

1) Since no interest would be generated by the owners' principd if not for the IOLTA
program, there was no direct economic impact on them. In making this finding the court
pro-vided a detailed analyss as to why the loss of “earnings credits’ previoudy given by
banks to escrow companies for placing depost accountsin their ingitution did not create
aproperty interest in the potentialy reduced escrow costs levied on the owners of the
deposits,

2) No reasonable investment-backed expectation was lost by the depositors, snce without
the existence of the IOLTA account no interest would be generated by the deposit; and

3) The government did not act unfairly in dictating thet dl interest must goto IOLTA in
that a public need (legd sarvices) was being addressed and that, in the context of the
banking industry, regulation of particular types of depoditsis often the subject of banking
regulation. The appdlants had argued that, once interest is created, they have aright to
determine what — if anything — is done with that interest.

Isjust compensation due? No. Even though the court found no taking in this case, it
went on to state a second reason why no 5th Amendment violation existed in the case of
the Washington IOLTA program. The court held that, even if there had been

ataking, “the compensation due (appelants) for any taking of their property would be
nil” (Opinion p. 15680). This finding was based upon along line of 5" Amendment
cases holding that just compensation requires smply placing the property owner in the
same pogition pecuniarily asif the property had not been taken. The question is not
affected by what the state might gain from its use of the property. In recognizing that, at
mogt, gppelants would have had the right to keep their principal from earning interest,



the court placed no economic value on that loss.  Judges Schroeder, Fisher, Pregerson,
Tashima, Berzon and Rawlinson joined Judge Wardlaw in the mgority.

Dissent. Judge Alex Kozinski, joined by three other judges, wrote a dissent, supporting
the per se takings andlyss used by the three-judge panel and the 5th Circuit. In doing so
he distinguished the Penn Central ad hoc anadlyss on the grounds that the real distinction
between the two tests was between “regulatory takings’ where the government does not
take the property outright, but rather regulatesits use for aregulatory purpose, and the
actua taking of property for a public purpose. Judge Kozinski saw no difference between
real and persona property (including money) in atakings context, andogizing the taking
of money to the government taking a Renoir from someone swal to exhibitin a

museum.

The bulk of the dissent, however, conssted of Judge Kozinski attaching Judge
Kleinfed s opinion on behdf of the three-judge panel in the case. Judges Kleinfeld, Trott
and Slverman joined him in dissant.

Remand. The 9th Circuit, for the reasons stated above, affirmed the district court’s grant
of summary judgment for the Washington IOLTA program on its 5th Amendment clams
and remanded for consideration of the appellants’ free speech claims under the 1st
Amendment.

This decison isatremendous victory for the entire equa justice community, athough a
long run of continuing appedsislikely to keep the issue dive until find resolution by the
U.S. Supreme Court. In the meantime, IOLTA programs across the country continue to
be fully operational. NLADA would like to offer its congratulations and thanks for the
tremendous advocacy of the many pro bono lawyers involved in the apped, in particular
David Burman of Perkins Coie in Sesttle, who argued the case, and his colleagues Nick
Gdlet and Kathleen O Sullivan. Tom Brown of Hdller Ehrman White & McAuliffein
San Francisco, Steve Rummage of Davis Wright Tremaine in Seettle, and the Horida
Judtice Indtitute dso provided outstanding representation as counsd for the various amici
curiae, including NLADA, in the case.

The decision can be read at http: //www.nlada.org/Civil/Civil IOLTA

For more information, contact Don Saunders at (202) 452-0620 ext. 224 or viae-mall a
d.saunders@nlada.org.



