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On Petitions for Rehearing and Suggestions for Rehearing En Banc
(Opi nion Septenber 12, 1996, 5th Cr., 94 F. 3d 996)

Bef ore WSDOM GARWOCD and JONES, Crcuit Judges.
PER CURI AM

The Petitions for Rehearing are DEN ED and the court having
been polled at the request of one of the nenbers of the court and
a majority of the judges who are in regular active service not
havi ng voted in favor, (FRAP and Local Rule 35) the Suggestions for
Rehearing En Banc are al so DEN ED



POLI TZ, Chief Judge, KING W ENER, BENAVIDES, STEWART and PARKER
Circuit Judges, dissent from the refusal of the court to grant
rehearing en banc.

FORTUNATO P. BENAVI DES, joi ned by POLITZ, Chief Judge, STEWART and
PARKER, Circuit Judges, dissenting fromfailure to grant rehearing
en banc:

In the subject case, a panel of this court held that “clients

have a cogni zabl e property interest in the interest proceeds
that are earned on their deposit in I OLTA accounts.” 94 F.3d 996,
1005 (5th Cr. 1996). In reaching this conclusion, the panel
relied upon the traditional rule applied in Texas that “interest
follows principal,” which recognizes that interest earned on a
deposit belongs to the owner of the principal. 1d. at 1000. The
panel also relied upon the Suprene Court’s opinion in Wbb's
Fabul ous Pharmacies, Inc. v. Beckwith, which in turn relied upon
the sane state law rule to hold that “earnings of a fund are
i ncidents of ownership of the fund itself and are property just as
the fund itself is property.” 1d. at 1002 (quoting 449 U.S. 155,
164, 101 S. C. 446, 66 L.Ed.2d 358 (1980)).

This decision is an i nportant one because it contradicts every
ot her court in the country that has addressed this i ssue, including

two of our sister circuits and a |arge nunber of state appellate

courts.! Mbreover, while purporting to resolve only a threshold

! See Washington Legal Fdn. v. Mass. Bar Fdn., 993 F.2d 962
(st Gr. 1993); Cone v. State Bar of Fla., 819 F.2d 1002 (11th
Cir.), cert. denied, 484 U S. 917, 108 S. C. 268, 98 L.Ed.2d 225
(1987); Carroll v. State Bar of Cal., 166 Cal. App. 3d 1193, 213
Cal. Rptr. 305 (Cal. Ct. App. 1984), cert. denied, 474 U. S. 848,
106 S. . 142, 88 L.Ed.2d 118 (1985); Petition by Mass. Bar Ass’n,
478 N E. 2d 715 (Mass. 1985); In re Interest on Lawers’ Trust
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issue inthis case, the opinionis bound to create difficulties and
confusion for the district court on renmand. Finally, this case
poses an unwarranted threat to a primary source of funding for
public interest |legal organizations in this circuit at a tinme when
these organizations are already struggling for their lives
financially. For the foregoing reasons, | believe that this case
is worthy of our en banc consideration and respectfully dissent
fromthe contrary conclusion of ny coll eagues.
l.

Texas is one of fifty states that operates an Interest on
Lawers Trust Account Program (“IOLTA"). The |1 OLTA concept is
possi bl e because there are situations in which the costs of
mai ntaining funds held by lawers for their clients exceed the
interest that a client can earn froma financial institution. Wen
the amount of a client’s funds to be held is nomnal or when a
client’s funds will be held for a brief period of tine, the deposit
of a client’s funds acts as an interest-free loan to the bank.
|CLTA is an attenpt to transfer this benefit from banks to |egal
providers for the indigent. The Texas | OLTA program has been a
resoundi ng success, raising approximtely $10 mllion per year for
| egal services organizations in the state.

The plaintiffs brought this action because of their objections

Accounts, 648 S.W2d 480 (Ark. 1983); In re Adoption of Amendnents
to CP.R DR 9-102 IOLTA, 102 Wash. 2d 1101 (Wash. 1984); In re
Lawers’ Trust Accounts, 672 P.2d 406 (Uah 1983); In re New
Hanpshire Bar Ass’'n, 453 A 2d 1258 (N.H 1982); In re M nnesota
State Bar Ass’'n, 332 NW2d 151 (Mnn. 1982); In re Interest on
Trust Accounts, 402 So.2d 389 (Fla. 1981).
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to the activities of the recipients of IOLTA funds.? Washington
Legal Fdn., 94 F.3d at 999. The plaintiffs contend that the | OLTA
program constitutes an unconstitutional taking of property, in
violation of the Fifth Amendnent to the United States Constitution,
and that the programviol ates the First Arendnent because it forces
themto support speech they find offensive. The plaintiffs seek an
i njunction agai nst further operation of the Texas | OLTA program and
conpensation for any interest earned on their deposits into | OLTA
accounts.

The district court concluded that the plaintiffs’
constitutional challenges failed at the threshold because the
plaintiffs could not establish a property interest in the earnings
from funds deposited in |COLTA accounts. The district court,
therefore, granted sunmary judgnent in favor of the defendants. On
appeal , a panel of this court reversed the decision of the district
court and remanded the case for further proceedings.

1.

“The pertinent words of the Fifth Amendnent of the
Constitution of the United States are the famliar ones: ‘nor shal
private property be taken for public use, wthout just

conpensati on. Webb’ s Fabul ous Pharmacies, 449 U.S. at 160. In

order to prevail on a takings clause claim a plaintiff nust

2 | COLTA rules provide that “[t]he Foundation shall nake
grants to organizations ... hav[ing] as a primary purpose the
delivery of |legal services to |low incone persons....” TEXAS RULES

oF CoRT—STATE, Rules CGoverning the Operation of the Texas Equa
Access to Justice Foundation (“1OLTA Rule”), Rule 10 (West 1996).
Eli gi bl e reci pient organi zati ons “shall use such funds to provide
| egal services to individual indigent persons.” |OLTA Rule 11
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establish an interest in private property. “Property interests ..
are not created by the Constitution. Rather, they are created and
their dinensions are defined by existing rules or understandings
that stemfroman i ndependent source such as state |aw.” Board of
Regents v. Roth, 408 U S. 564, 577, 92 S. . 2701, 33 L.Ed.2d 548
(1972). “But a nere unilateral expectation or an abstract need is
not a property interest entitled to protection.” Wbb’'s Fabul ous
Phar maci es, 449 U. S. at 161.

At the outset, it is inmportant to draw a distinction never
addressed by the panel between “accrued interest” and “interest
proceeds.” The panel correctly noted that accrued interest is
al ways created by funds deposited in a bank. See Washi ngton Legal
Fdn., 94 F.3d at 1003. The I OLTA concept is sinply an attenpt to
transfer this accrued interest from banks to |egal aid
or gani zati ons. I nterest proceeds, however, are the anount of
accrued interest that remains after deducting the costs of
adm nistering a deposited fund. It is undisputed that a client’s
funds may be deposited in an IOLTA account only if they are
i ncapabl e of producing interest proceeds because of the nom na

amount or the short duration of the deposit.?

3% IOLTA Rule 6 provides, in part:

The funds of a particular client are nom nal in anmount or
held for a short period of tinme, and thus eligible for
use in the Program if such funds, considered w thout
regard to funds of other clients which may be held by the
attorney, ... could not reasonably be expected to earn
interest for the client or if the interest which m ght be
earned on such funds is not likely to be sufficient to
offset the cost of establishing and naintaining the
account, service charges, accounting costs and tax
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A careful reading of Webb’s nmakes cl ear that the existence of
interest proceeds to which the depositors were entitled was a
prerequisite to the Court’s decision. 1In reaching its conclusion
that creditors had a cogni zabl e property right to the interest from
an interpleader fund deposited with the court clerk for their
benefit, the Court held that “[t]he earnings of a fund are
i ncidents of ownership of the fund itself and are property just as
the fund itself is property.” Wbb’'s Fabul ous Pharnaci es, 449 U. S
at 164 (enphasis added). A clear inplication of this holding is
that if a fund generates no earnings to which its owner is
entitled, there is no cogni zabl e property interest.

Mor eover, when the Court discussed whether the creditors had
a property interest in the principal of the interpleader fund, the
Court recognized that “[i]t is true, of course, that none of the
creditor claimants had any right to the deposited fund until their
clains were recogni zed and distribution was ordered.” 1d. at 161
(citation omtted). In concluding that the creditors did in fact
have a property interest, the Court was careful to note that
“[e]l]ventually, and inevitably, that fund, |ess proper charges

aut hori zed by the court, would be distributed anong the creditors

reporting costs which would be incurred in attenpting to obtain
interest on such funds for the client.

It is worth noting that whether attorneys correctly apply the
requi renents of Rule 6 is irrelevant to the constitutional issue
resol ved by the panel’s opinion. If attorneys violate IOLTA s
rules by depositing ineligible funds, it seens that any action a
client mght have woul d be agai nst her attorney. To the extent the
state may be inplicated, this is certainly not because |IO.TA s
rules result in the taking of a client’s property, but rather
because I OLTA's rules were not foll owed.
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as their clains were recogni zed by the court.” |d. This |anguage
makes clear that the Court will not recognize a constitutionally
cogni zabl e interest in the principal of a deposited fund unl ess and
until it is clear that the fund will be distributed as proceeds to
its beneficiary. Therefore, when the Court |ater concluded that
earnings fromsuch a fund are property “just as the fund itself is
property,” id. at 164, the Court strongly suggested that interest
proceeds are a necessary prerequisite to a constitutionally
cogni zabl e property interest in the earnings froma deposited fund.

Finally, the Court was careful to limt its holding to cases
in which a separate statute authorizes the state to subtract its
adm ni strative costs. See id. at 164-65. In those cases it is
clear that interest proceeds exist because the costs of
admnistering the fund have already been subtracted from the
accrued interest generated by the fund. Therefore, it is equally
clear that the fund’s owner has been deprived of a property
interest. In cases where “double tolling” of this sort does not
occur, it cannot be so easily determ ned whether the fund s owner
has been deprived of interest proceeds to which she is entitled.
It is clear to ne that the Court limted its holding because a
bright-line rule establishing a property interest in this latter
situation woul d be i nappropriate.

Simlarly, it follows that the state law rule that “interest
follows principal” controls only when interest is earned on the

principal or, in other words, when interest proceeds are



avai l abl e.* Consider the fate of the plaintiffs’ accrued interest
in the absence of I OLTA. Because the costs of adm nistering the
deposited funds woul d exceed any interest earned by a client, the
bank woul d keep the accrued interest. Are the banks violating the
traditional state |law rule? Are the banks sonehow converting or
stealing the clients’ property? The answer of course i s no—because
the clients had no interest in property to take.
L1,

The panel attenpted to avoid this reality by claimng that a
bank assigns interest to a depositor in a two-part process. See
Washi ngton Legal Fdn., 94 F. 3d at 1003. According to the panel, a
bank attributes interest to an account prior to deducting any of
its fees. | d. From this, the court concluded that “a property
interest attaches the nonment that the interest accrues....” Id.

Even if the panel presents an accurate picture of banking
practices, however, those practices are beside the point. For
purposes of a takings clause challenge, a constitutionally
cogni zable interest in property does not exist in “earnings” from
a deposited fund unl ess and until those earnings can be distri buted
as proceeds to the fund s beneficiary. Because | OLTA-eligible
funds woul d never produce interest proceeds, earnings from such
funds cannot be distributed to the funds’ owners. For this reason,

the panel’s conclusion that a property interest was created after

4 The Webb's Court’s limtation of its holding would have
been unnecessary if the “interest follows principal” rule results
in the creation of a property interest irrespective of the costs
associated with adm ni stering accrued interest.
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the first step in the bank’s process of assigning interest is
sinply wrong.

The fact that interest proceeds are created by the Texas | OLTA
program does not weaken this conclusion. Rat her, the sinple
recognition that without | OLTA there woul d be no interest proceeds
conpels it. The plaintiffs in this case are not harned i n any way
by the existence of IOLTA and would not be benefitted in any
tangi ble way by its elimnation. | find it both ironic and fatal
tothe plaintiffs’ claimthat in order to have a property interest
in this case, they nust rely on the existence of the programthey
seek to elimnate.

In addition to being consistent with a fair interpretation of
the legal authority relied upon by the panel, rejection of the
plaintiffs’ asserted property interest in this case is consistent
with the protections underlying the Takings O ause. The Takings
Cl ause provides that “private property [shall not] be taken for
public use, wthout just conpensation.” U S. Const. anend. V.
Wi | e beneficial use of property is certainly not essential to the
exi stence of a property interest worthy of the protections of this
provi sion, such an interest does require that the property at issue
have sone actual or potential conpensable value that could accrue
to the benefit of its owner. |In addition, a primary purpose of the
Takings Clause is to protect the investnent-backed expectations of

property owners that their property will not be taken for public



use without just conpensation.?®

Unl ess the owner of a fund deposited in an | OLTA account coul d
reasonabl y expect to receive i nterest proceeds (of any anount) from
her earnings, the client’s “property” does not have any conpensabl e
val ue. Moreover, the fact that the client does not receive any
i nterest proceeds fromher deposited funds does not interfere with
her investnent-backed expectations because she could not have
reasonably expected to receive any net interest when the deposit
was nade. In ny view, these unusual circunstances prevent the
client from asserting a constitutionally cognizable interest in
property.

Thi s understandi ng of the Takings Clause is buttressed by the
available renedy for plaintiffs whose property has been
unconstitutionally taken. Such plaintiffs are entitled to just
conpensation, i.e., the fair market value of their property.
Because the fair market value of the earnings of |OLTA-eligible
funds is $0, the client would be entitled to nothing. In sum
applying Fifth Amendnent protections to an asserted property
i nterest that does not have any conpensabl e val ue i s not consi stent
with the purposes that underlie the Taki ngs Cl ause—+o0 conpensate a

property owner for the value of her property that was taken for

° |In Lucas v. South Carolina Coastal Council, Justice Scalia
noted that the Court has “acknow edged tinme and again, ‘[t]he
econom c inpact of the regulation on the claimant and ... the

extent to which the regulation has interfered with distinct
i nvest ment - backed expectations’ are keenly relevant to takings
anal ysis generally.” 505 U S. 1003, 1019 n. 8, 112 S. C. 2886, 120
L. Ed. 2d 798 (1992) (quoting Pennsylvania Cent. Transp. Co. v. Gty
of New York, 438 U.S. 104, 124, 98 S. C. 607, 54 L.Ed.2d 477
(1978)).
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public use.
| V.

In addition to creating a circuit split, msinterpreting the
| egal authority upon which it relied, and appl yi ng a takings cl ause
analysis to governnental action that does not inplicate relevant
fifth amendnent values, the panel’s analysis can only create
confusion for the district court on remand. The Suprene Court’s
cases dealing with the Takings Clause fit roughly into the two
categories of regulatory takings and per se takings. See JoiN E
Nowak & RoNaLD D. Rorunba, CONSTI TUTIONAL LAaw § 11.12, at 462-66 (5th ed.
1995) . Regul atory takings involve governnental regulations that
I Npi nge upon a property owner’s econom c interests. In regulatory
t aki ngs cases, the Court has adopted a bal ancing test whereby it
wei ghs the econom c i npact of the regulation on the property owner
suffering the | oss against the public benefits of the regul ation.
See, e.g., Pennsylvania Cent. Transp. Co., 438 U.S. at 124. Viewed
as a regul atory takings case, IOLTA clearly passes nuster because
the clients have suffered no economc |oss and the public has
greatly benefitted. See Massachusetts Bar Fdn., 993 F.2d at 976
(noting that Massachusetts’s | OLTA program has no econon c i npact
on clients and does not interfere with their investnent-backed
expectations).

Per se takings involve what m ght be considered a “literal”
taking of property. The Court adopts a per se approach and finds
a conpensabl e taking of property w thout a case-by-case inquiry.

See Nowak & Rorunba, supra, 8§ 11.12, at 463-64. The Court has
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adopt ed a per se approach if a regul ati on deprives an owner of the
entire value of her property. ld. (citing Lucas, 505 U S at
1003) . The Court has also adopted a per se approach if the
governnental action results in physical occupation of property or
a permanent change in rights of ownershinp. ld. at 464 (citing
Loretto v. Tel epronpter Manhattan CATV Corp., 458 U S. 419, 102 S
Ct. 3164, 73 L.Ed.2d 868 (1982)). Viewed as a per se takings case
whereby the clients have a property interest that is literally
appropri ated by the state, | OLTA is al nost certainly
unconsti tutional .

Webb’ s was clearly a per se takings case. The Court’s entire
opinion is dedicated to determning that the creditors had a
property right in the principal and interest proceeds of the
subj ect interpleader fund. See 449 U S. at 156-64. Because this
property was appropriated by the state for its own purposes, a
literal taking of the property occurred. This latter concl usion
required no separate analysis by the Court and accordingly was
gi ven none. See id. at 164-65.

The panel’s opinion in the instant case gave no explicit
i ndi cation whether the court viewed the case as a reqgul atory or per
se takings case. |If the panel viewed this case as one involving a
regul atory taking, it should have made this clear in its renmand
order and shoul d not have relied on Wbb’s. On the other hand, if
the panel regarded the case as one involving a per se taking, it
should not have bifurcated the inquiries regarding whether the

clients had a property right and whether a taking of that property
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occurr ed. An affirmative answer to the second question would
necessarily follow froman affirmati ve answer to the first.

The panel "s opinioninplicitly indicated that it | eft open the
question of whether the case should be viewed as a regul atory
t aki ngs case or as a per se takings case. The panel noted that “to
prevail on their taking claim the plaintiffs nust denonstrate that
t he taki ng was agai nst the will of the property owner.” WAshi ngton
Legal Fdn., 94 F.3d at 1004. |In addition, the court cited Yee v.
Gty of Escondido, 503 U S. 519, 539, 112 S. C. 1522, 118 L. Ed. 2d
153 (1992), which held that “because [a city’'s] rent control
ordinance [did] not conpel a |andowner to suffer the physical
occupation of his property, it [did] not effect a per se
taking....” Wiile the applicability of this decision to the
context of deposited funds is not clear, it does |eave open the
possibility that a per se taking did not occur in the subject case
because clients voluntarily deposit their noney with an attorney
(who, in turn, deposits eligible funds into an | OLTA account). The
fact remai ns, however, that Webb’s, the principal case relied upon
by the panel, was a per se takings case. Because | abide by ny
concerns regarding the panel’s conclusion that the plaintiffs
asserted a constitutionally cognizable property interest in the
accrued interest from |ICOLTA deposits, | would not burden the
district court with this confusion.

V.
The issue addressed by the panel in the subject case raises

very difficult and interesting conceptual issues regarding the
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proper definition of property for fifth anendnent purposes. Three
judges in this circuit have concluded that the plaintiffs have
asserted a constitutionally cognizable property interest in the
earnings from|ICOLTA-eligible funds, despite the inability of such
funds to produce interest proceeds. | disagree wth that
concl usion, as has every other court to have addressed the issue.
Mor eover, the panel’s decision on this “threshold issue” wll have
i nportant inplications for the disposition of this case on renmand
and, ultimately, for the constitutionality of the | OLTA prograns in
Loui si ana, M ssissippi, and Texas. For these reasons, | believe
that the intellectual efforts of our court’s entire nenbership
woul d have benefitted the decision nmaking process in this clearly
i nportant case. | regret ny col |l eagues’ decision to deny rehearing

en banc and respectfully dissent.
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