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Provision of capital by nontraditional sources to support litigation activity in the United States has received considerable attention of late from journalists, researchers, and policy advocates. This phenomenon is often referred to as third-party financing of litigation. This term, however, mischaracterizes the phenomenon in the United States because, viewing the plaintiff and the defendant as the first two parties, it has become common for there to be at least a third, and often a fourth, party involved in financing litigation activity. Specifically, in almost all personal-injury lawsuits brought by individuals and many lawsuits brought by businesses, plaintiffs’ efforts are financed by contingency-fee lawyers who pay expenses during the course of a lawsuit and are reimbursed for expenses only if the plaintiff receives a recovery. In addition, in many lawsuits, much (and sometimes all) of defendants’ legal costs are paid by an insurer under “duty to defend” arrangements. Thus, in this paper I propose and use the term alternative litigation financing (ALF) to describe the phenomenon under study, namely, litigation financing by entities other than plaintiffs, defendants, their lawyers, or defendants’ insurers.
Although ALF is fairly new in the United States, some have already called for banning or heavily regulating it. Very little is known, however, about current ALF activity and its effects, and even less about how ALF activity and ALF markets will evolve in the near and longer terms. A main purpose of this paper is to provide policymakers with information that could help them make socially advantageous decisions about ALF in the next five to ten years. Several kinds of state-level policymaking institutions—bar associations, courts, legislatures, and state attorneys general—could play important roles in how ALF develops in the United States. The other main purpose of the paper is to provide researchers with background and ideas that could help them contribute to the effort to develop information that could help policymakers make wise decisions.
To further these goals, I synthesize and interpret publicly available information from many sources, such as descriptive and analytical articles about ALF, websites of ALF suppliers and law firms, and literature on contingency-fee lawyers, the economics of U.S. civil litigation, access to justice for civil litigants, and corporate law firms. Much of the analysis is conceptual, but empirically grounded, and applies standard perspectives from microeconomics. The discussion and analyses also benefit greatly from 17 semistructured interviews I conducted with participants in ALF markets, attorneys at law firms and corporations, and experts on the objectives and management of corporate law firms and corporate legal departments.
The paper considers economic, legal, and ethical issues related to ALF in the United States. The author is an economist, not a lawyer or philosopher. To aid readers who are particularly interested in legal issues, I provide cites to what appears to be useful recent literature.
In Section 2, I argue that the policy debate and much of the writing about ALF is confusing because of failure to appreciate five crucial distinctions, namely, distinctions between
In Section 3, I provide—to the extent that available information allows—a description of ALF activity in the United States as of early 2010. There are three fairly active segments of the U.S. ALF industry, all of them providing support for plaintiff-side efforts. These three segments—on which my analyses focus—involve the following:
As repeatedly illustrated in Sections 5 and 6, these three types of ALF differ in several ways that are relevant to their social (including economic) effects.
I consider in Section 4 whether policymakers should focus on ethical considerations, as some have advocated, on the grounds that ALF is “unethical” and, therefore, just shouldn’t be allowed. Here I distinguish between legal ethics, as exemplified by laws governing lawyers and the American Bar Association’s (ABA’s) Model Rules of Professional Conduct, and morality, as that term is understood by moral philosophers and intuitively by many others. Regarding legal ethics, I briefly discuss laws and professional rules that might proscribe ALF in some jurisdictions (maintenance and champerty) and laws and rules that might limit ALF-related activities in some jurisdictions (pertaining to intermeddling, fee splitting with nonlawyers, and unintentional waiver of attorney-client and work-product privileges). I conclude that in some states laws and professional rules and uncertainty about their application by courts in ALF contexts could deter some forms of ALF entirely, substantially constrain activities related to ALF, or increase costs of ALF. Regarding social morality, I argue—using access to justice and property rights as examples of moral principles—that there is no compelling argument for either allowing or banning ALF.
Sections 5 and 6 make up the heart of the paper and apply microeconomic principles to explore likely effects of ALF on outcomes of social concern. Section 5 focuses on the present and the near future (five to ten years, say) and discusses the plausibility of various claims about the effects of ALF on litigation as well as potential effects that have not received much attention. Specifically, I consider the potential effects of ALF on the quantity and quality of civil litigation, the likelihood and timing of settlements, the fairness of settlements, and the transaction costs of litigation. In many instances, I conclude and illustrate that these effects are likely to differ substantially across the three active segments of the ALF industry. I also comment on special issues raised by class-action and patent-infringement litigation.
In Section 6, I argue that the longer-term effects of ALF might properly dominate policy assessments, and, for that reason, I consider how the markets for ALF may grow and evolve over the longer term. I comment briefly on the potential longer-term effects of ALF on fairness to plaintiffs and defendants and then focus on the social goal of economic efficiency. That discussion highlights the potential for competition to promote economic efficiency, points out what seem to me to be key challenges for markets to achieve nearly efficient outcomes, and discusses possibilities for market developments—such as the emergence of brokers and the development and wide diffusion of expertise in case evaluation—to address those challenges.
The concluding section focuses on lessons for policymakers for the next five to ten years or so. In my view, the key lessons for the short term are as follows:
I conclude by suggesting and discussing two key characteristics of robust policy in the present context. These are (1) light-handedness (avoiding policies that could fundamentally impede development of effective competition in ALF markets) and (2) precision (avoiding policies that apply more broadly than necessary to alleviate problems that are viewed as too pressing to wait to see whether market developments will alleviate them).
I am indebted to many people who helped me conduct the research reported here and improve upon an earlier version of this paper. First, I thank the roughly 20 people who participated in 17 formal interviews that provided invaluable information. I cannot thank them by name because they were promised confidentiality in exchange for candor. Second, I thank the members of the LFCMP Advisory Committee—their input was invaluable in many respects, including provision of information and insights, guidance concerning people who could provide information about specific issues, and willingness to promptly and patiently respond to my questions and requests. Third, I thank several members of the ICJ Board of Overseers who provided thoughtful and constructive comments on this paper. Fourth, I am greatly indebted to the formal peer reviewers of this paper—Nick Pace of RAND and Ingo Vogelsang of Boston University—both of whom provided a wealth of detailed comments, suggestions, and criticisms that helped me improve this paper in many ways. Fifth, I am grateful to many other busy and generous people for providing thoughtful and constructive comments on the draft of this report, including Frederick L. Gorsetman (Oxbridge Financial Group), Harvey R. Hirschfeld (Chairman of the American Legal Finance Association), Herbert Kritzer (University of Minnesota), Rees Morrison (Rees Morrison Associates), Neil Rickman (University of Surrey and RAND Europe), Timothy D. Scrantom (Juridica Investments Limited), and Anthony J. Sebok (Yeshiva University). Sixth, I thank my colleagues at the ICJ over the past 20 years, from whom I have learned about the U.S. civil justice system and related research and policy issues. Finally, I thank RAND colleagues Fred Kipperman and Jamie Morikawa for a variety of efforts to help me conduct the research, James Anderson for helpful conversations, Katherine Lee for invaluable assistance with the research, Susan Gates for her efficient and tireless management and oversight of the quality-assurance process, and James Torr for excellent editorial work on a tight timeline.
I am solely responsible for opinions expressed and any shortcomings in the paper.
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During the past few years, “third-party” financing of litigation activity in the United States has grown considerably and attracted attention from journalists, researchers, and policy advocates. The phenomenon of interest is provision of capital (money) by nontraditional sources to civil plaintiffs, defendants, or their lawyers to support litigation-related activities. Because third-party financing does not accurately describe the phenomenon of interest, particularly in the United States, in this paper I propose and use a new term that is more descriptive of the phenomenon: alternative litigation financing (ALF).
The term third-party financing invites confusion, particularly in the U.S. context, for the following reasons. The first two parties in a civil lawsuit are the plaintiff and the defendant. In the United States, it is has become traditional for other parties to be involved in financing civil litigation. Most important in this regard are funding of plaintiffs’ legal costs by their attorneys under contingency-fee agreements1 and funding of defendants’ legal costs by insurers.2 In short, some forms of “third-party” financing are so familiar and ubiquitous that they have come to be widely accepted and in many cases not even recognized as litigation financing by nonparties to the litigation. The subject of this paper is litigation financing in the United States3 by entities other than plaintiffs, defendants, their lawyers, and defendants’ insurers.
As emphasized and elaborated in this paper, ALF in the United States involves diverse types of litigation financing.4 More specifically, there are three forms of ALF that are currently fairly common in the United States. These are (1) consumer legal funding, which involves provision of non-recourse loans directly to consumer (i.e., individual) plaintiffs with pending lawsuits; (2) subprime lending to plaintiffs’ law firms (i.e., firms whose litigation work is largely concentrated in representing individuals with personal-injury claims); and (3) investments in commercial (i.e., business-against-business) lawsuits or their proceeds.5
There is almost no systematic empirical information about U.S. ALF activities or their effects on outcomes of social concern. Nonetheless, some have argued that ALF is unethical, have predicted that ALF will lead to various socially undesirable outcomes, or both. Accordingly, they have called for extensive regulation or prohibition of ALF (e.g., Beisner, Miller, and Rubin, 2009; Presser, 2009; Rubin, 2009).
In this paper, I consider ethical and economic issues related to ALF in the United States and provide an overview of its current status and potential futures. My main goals are to help public policymakers,6 legal practitioners, legal scholars, and social scientists understand the current status of ALF in the United States, the growing literature, and the emerging policy debate. More specifically, this paper provides perspectives and analyses of (1) the ethics (a term with various meanings) of ALF, (2) the ethics of litigation-related activities that might accompany ALF, (3) the plausibility of various claims about the effects of ALF to date, and (4) how future developments in ALF markets—such as growth and increasing competition—may affect its social costs and benefits.
1 An excellent source on plaintiffs’ law firms in the United States is Kritzer (2004).
2 See Yeazell (2001) for a history of civil litigation financing in the United States.
3 Developments in other countries are not addressed in this paper.
4 The term litigation is used throughout this paper to refer to legal disputes even if they might be or are destined to be resolved through forms of alternative dispute resolution, such as arbitration.
5 This paper focuses on these three types of ALF. I do not consider other business models that may emerge for companies that finance litigation. I also do not consider other types of transactions that might be viewed as nontraditional or alternative means of financing pursuit of legal claims, such as plaintiffs’ attorneys pooling their resources to pursue a large class action or a mass tort, or transfer of legal claims as part of a bankruptcy proceeding.
6 Several types of policymaking institutions seem important in shaping the future of ALF in the United States, namely, bar associations; courts; legislatures; law-enforcement officials, such as state attorneys general; and regulators of companies that might wish to supply capital to finance litigation, such as banks and insurance companies.
In this section, I describe the nature of the analysis, introduce five distinctions that many apparently fail to appreciate, and provide an overview of the organization of the remainder of the paper.
This paper interprets and synthesizes information from many sources and offers opinions as well as analyses. Due to a dearth of systematic empirical information, much of the analyses is conceptual (theoretical) and applies standard microeconomic principles and perspectives. The conceptual analyses, however, are grounded in empirical information of various types and from various sources.
My sources of empirical information are diverse. They include descriptive and analytical articles focusing on ALF in the United States and abroad published in scholarly, trade, and popular media1 as well as publicly available, unpublished scholarly papers located by searching the Internet and the Social Science Research Network database (Social Science Research Network, 2010).2 Other sources of empirical information include 17 semistructured interviews I conducted (most often by telephone) with participants in ALF markets, lawyers at law firms and corporate legal departments, and experts in the objectives and management of corporate law firms and corporate legal departments.3 Additional information was obtained from the websites of ALF companies, a trade association of providers of consumer legal funding, and corporate law firms. The analyses also rely on conceptual and empirical literature as well as advocacy pieces related to contingency-fee lawyers and their behavior, the economics of civil litigation in the United States, access to justice for civil litigants, and the future of the U.S. legal-services industry.
Finally, this paper also benefits from my attending and reading materials distributed at two recent conferences on ALF—one at the RAND Corporation in Santa Monica, California, on June 2, 2009,4 and another at the Northwestern University Law School in Chicago on September 24–25, 20095—and reading materials distributed at the U.S. Chamber Institute for Legal Reform’s 10th Annual Legal Reform Summit, held in Washington, D.C., on October 28, 2009.6
There are five important, policy-relevant distinctions for thinking clearly about ALF and its public-policy implications. Failure to attend to these distinctions causes considerable confusion in the policy debate and in the literature. These distinctions are between
The remainder of this paper is organized as follows. The next section provides an overview of the U.S. ALF industry as of early 2010. The focus is the three major active segments of the U.S. ALF industry, which comprise three largely independent markets that differ in many important ways. The information in this section provides essential background for what follows.
Section 4 discusses the ethics of ALF and ALF-related activities from the perspectives of both legal ethics and social morality. The considerations discussed there lead me to conclude that there is no compelling moral argument for either banning or for allowing ALF, and thus economic and other social effects of ALF should be of interest to makers of public policy.
In Section 5, I apply standard microeconomic perspectives to consider how ALF is likely to affect civil litigation and its outcomes currently and in the near future. More specifically, I consider potential effects of ALF on the quantity and quality (degree of legal merit) of litigation, likelihood and timing of settlements, fairness of settlements, and transaction costs of litigation. I also comment on special considerations related to class-action and patent-infringement litigation.
In Section 6, I look further into the future, because longer-term effects of ALF might appropriately dominate public policy evaluations of various forms of ALF and because future effects may be very different from current and near-term effects. The discussion in this section emphasizes the social goals of fairness and economic efficiency. I pay particular attention to how markets for the three currently prominent types of ALF may grow and otherwise evolve, the extent to which we can rely on competition and other market forces to promote economic efficiency, and what appear to me to be important impediments to achieving efficiency if we rely entirely on market forces. Section 7, which concludes, focuses on lessons for policymakers for the near term.
1 Generally, I treat as accurate information reported by journalists (for trade or popular media) as long as that information seems consistent with other information reviewed. I cannot, of course, verify the accuracy of information reported by journalists.
2 Last searched on February 19, 2010.
3 Whom I interviewed and specifics of what they told me are confidential. In the analyses that follow, I rely primarily on publicly available information. In some instances, I use information from interviews and some informal conversations and support it merely by writing “I have been told that …” or other vague phrases to indicate that I cannot be more specific about my source. The interviews were invaluable in alerting me to and helping me understand issues, providing food for thought, and identifying sources of information.
4 See McGovern et al. (2010) for an extensive account of the conference.
5 The papers presented and discussed were Abramowicz (2009), Dana and Schanzenbach (2009), Molot (2009b), Presser (2009), and Rubin (2009).
6 The papers presented were Beisner, Miller, and Rubin (2009), Molot (2009b), Presser (2009), and Rubin (2009).
In this section, I describe—to the extent that available information allows—the state of ALF in the United States during the first few months of 2010. It appears that, at the present time, there is very little ALF for defendants, and, accordingly, the discussion here focuses on ALF that provides capital to plaintiffs or their attorneys.1
For clarity and economy in exposition, let us start by defining several terms:
Figure 1 provides a visual overview of the ALF industry and ALF demanders. On the right side of the diagram are ALF demanders. As indicated in the figure, there are three (main) types of demanders who currently receive ALF in the United States: individuals with pending legal claims, law firms, and businesses with legal claims. As also indicated in the figure, demanders of ALF may receive capital directly from or contract with high-net-worth individuals (HNWIs) and institutional investors3 (arrow A); investment funds, such as hedge funds4 (arrow B); ALF companies (arrow C); and business organizations, such as financial institutions and law firms5 (arrow D).
As shown in Figure 1, there are three main kinds of ALF companies currently active in supplying ALF: (1) companies that provide consumers with legal funding, (2) companies that lend to plaintiffs’ law firms, and (3) companies that invest in commercial (i.e., business-against-business) claims on the plaintiff side. Figure 1 also indicates the main sources of capital for ALF companies, namely, HNWIs and institutional investors, either directly (arrow E) or indirectly through investment funds (arrows F and G).6
Figure 1
Routes from Suppliers of Capital to Demanders of ALF
The following three subsections describe the three types of ALF that are most common in the United States at the present time.7 These three types of ALF involve different types of ALF companies, ALF demanders, and contracts between ALF suppliers and ALF demanders.8 It is crucial to distinguish these segments, because activities in the different segments raise different ethical and economic issues, despite some prominent recent suggestions to the contrary.9
In this segment of the ALF industry, several dozen ALF companies provide money to consumers (individuals) with pending legal—typically, personal-injury—claims.10 To be eligible for such funding, it appears that a consumer must have an attorney who has agreed to represent him or her in pursuing the claim. And, since almost all of the underlying lawsuits involve personal-injury claims, it is likely that almost all consumers receiving this form of litigation funding are being represented on a contingency-fee basis. In what follows, I assume (often implicitly) that recipients of consumer legal funding have engaged their attorneys on a contingency-fee basis.
In a typical transaction in this segment, an ALF company contracts with a consumer—sometimes before and sometimes after his or her case is settled.11,12 The ALF company provides funds to the consumer, and, in return, the consumer agrees to pay the ALF company—subject to a crucial proviso explained presently—the funds received plus fees detailed in the contract. These financing fees seem typically to increase with the elapsed time from the provision of the funds to the date on which the consumer pays the funder, but the contracted fees do not depend on the total recovery in the underlying lawsuit or the amount of the recovery received by the consumer plaintiff. Contractually specified fees may, for example, be (1) detailed in a schedule containing payment dates and the total fees or total amount owed by the consumer on those dates, or (2) determined using a formula involving a percentage applied monthly (for example) to the amount of funding provided. Crucially for both legal and analytic reasons, these contracts are typically non-recourse loans, meaning that consumers are obligated to pay their ALF suppliers the minimum of (1) the amount specified in the contract (given the time of payment) and (2) the consumers’ proceeds from the underlying lawsuit. Thus, by contract, a consumer is obligated to pay his or her ALF company no more than what he or she receives as proceeds from the underlying lawsuit, and any excess amount specified in the contract is forgiven.
Besides consumer legal funding and non-recourse loans, many terms are used by ALF companies and industry outsiders to describe transactions in this segment. Such terms include cash advances, legal funding, plaintiff funding, and pre-settlement funding. Terminology is a sensitive issue because some imprecise terms could be inappropriately interpreted as legal terms of art. For example, a contentious issue in the literature and in some states is whether consumer-legal-funding transactions should be treated for legal purposes as loans and consequently whether laws or regulations applicable to loans—such as usury or truth-in-lending laws—apply as a legal matter to these transactions. I have been told by segment insiders that the term they prefer is consumer legal funding.13
In this paper, for expositional convenience, I use interchangeably three terms to refer to ALF transactions in this segment of the ALF industry: consumer legal funding, cash advances, and non-recourse loans. All of these terms are useful for the purposes of this paper because they help readers remember what activities are involved in this segment and none of them is descriptive of transactions in either of the other two segments. I emphasize that my terminology is chosen solely for the purposes of this paper, and no legal or regulatory implications are intended or should be inferred by my choice of terms.
Table 1 lists the names and websites of 29 ALF companies that apparently were providing consumer legal funding in the United States during the first few months of 2010. In the table, these companies are distinguished according to whether they were members of the American Legal Finance Association (ALFA), a trade group (American Legal Finance Association 2010a). These 16 companies are listed in the top panel of Table 1, while 13 other ALF companies that also apparently provide funding to consumers with pending legal claims are listed in the bottom panel.14
Several of the companies listed in Table 1 report on their websites the kinds of legal claims for which non-recourse loans are available. Broadly, personal-injury claims are most prominent in these lists, with some companies apparently specializing in personal-injury claims, generally or of specific types. Several companies also mention employment-liability claims. I have been told that most of the underlying lawsuits, in fact, involve auto accidents.15
A demander of consumer legal funding—again, an individual with a pending lawsuit who is represented by an attorney working on a contingency-fee basis—may have various motives for applying for and accepting non-recourse loans. These motives range from avoiding homelessness to assuring receipt of at least some money from (i.e., partially monetizing) their legal claims even if the underlying lawsuit results in no recovery. Apparently, as discussed below, if expressed as a monthly percentage of the amount advanced, financing fees can substantially exceed interest rates on credit card balances or consumer bank loans. Presumably, then, most recipients of non-recourse loans either have exhausted their ability to obtain financing from more common sources or they are attracted to legal funding because they like the fact that the amount they must repay can be no larger than the amount they recover from their lawsuits. For some consumers, accepting legal funding may be necessary to pay their rent, mortgage, or medical bills. For others, the need for cash may be less pressing—for example, I have been told by a plaintiffs’ attorney that clients with pending lawsuits have been known to use non-recourse loans to take a vacation or buy Christmas presents.
Table 1
ALF Companies Offering Consumer Legal Funding to U.S. Plaintiffs, as of Early 2010
Company Name | Website |
ALFA members (as of February 2010) | |
Allied Legal Funding | www.alliedlegalfunding.com |
Barrister Capital Group, LLC | www.barristercapitalgroup.com |
Cambridge Management Group, LLC | www.cmgcash.com |
Case Funding | www.casefunding.com |
Global Financial Credit, LLC | www.glofin.com |
Golden Pear Funding | www.goldenpearfunding.com |
LawCash | www.lawcash.net |
Lawsuit Cash Advance | www.lawsuitcashadvance.com |
Magnolia Legal Funding | www.magnoliafunding.com |
Oasis Legal Finance, LLC | www.oasislegal.com |
Plaintiff Investment Funding, LLC | www.legalfundingnow.com |
Plaintiff Support | www.plaintiffsupport.com |
Preferred Capital Funding | www.preferredcapitalfunding.com |
PS Finance | www.psfinance.com |
The Law Funder | www.lawfunder.com |
USClaims | www.usclaims.com |
Selected other cash-advance companies | |
American Legal Funding | www.americanlegalfunding.com |
Bridge Funds | www.bridge-funds.com |
Case Advance | www.caseadvance.com |
Chestnut Hill Funding | www.chestnuthillfunding.com |
Fair Rate Funding | www.fairratefunding.com |
Interim Funding, Inc. | www.interimfundinginc.com |
Law Capital Enterprises, LLC | www.lawcapital.com |
LawMax Legal Finance | www.fundmycase.com/en/index.php4 |
Legal Funding Group, LLC | www.legalfundinggroup.com |
Litigation Capital Investors | www.cash-now-for-accident-cases.com |
Plaintiff Funding Service | www.Plaintifffunding.com |
SMP Advance Funding, LLC | www.smpadvance.com |
Whitehaven | www.whitehavenplantifffunding.com |
There is no systematic empirical information about typical sizes of transactions in this segment. I have been told, however, that two industry leaders estimate the average sizes of their cash advances to be $1,750 and $4,500, and that advances average less than 10 percent of conservatively estimated values of the underlying legal claims.16 Swan (2001, p. 824) reports that most funders “advance a maximum of $20,000 to individual plaintiffs.”
Similarly, there is no systematic empirical information about the sizes of financing fees. The information that is available suggests a fairly wide range, at least some of which is likely to be attributable to differences across underlying lawsuits (e.g., the likelihood of success and plausible range of consumer recovery), the amount of the funding relative to the likely levels of recovery by the consumer, and how long it is likely to take for the underlying lawsuit to be resolved. Molot (2009b, p. 24) refers to “the very high interest rates charged by cash advance firms—typically 3–5% monthly interest and often much higher.” In a recent television interview the president of a cash-advance company indicated that monthly fees of 2 to 4 percent are fairly common (CNN transcript, 2010). Finally, I have been told that currently some companies charge less than 2 percent per month.17
It appears that many consumer-funding companies advertise to generate applications. For example, many of them advertise through sponsored links on such search engines as Google, as is apparent from “Googling” terms such as litigation financing or litigation funding. I have also been told that many of the companies promote their services at meetings of plaintiffs’ attorneys and through advertisements in publications read by plaintiffs’ attorneys, such as Trial. In addition, at least one consumer-funding company advertises on television (CNN transcript, 2010).
Finally, many legal scholars and commentators have expressed concerns about the ethical or practical implications of consumer legal funding. Concerns they express include the level of fees and whether recipients truly understand the implications of the contracts they sign.18 Moreover, I have been told that many plaintiffs’ attorneys are concerned that clients who have agreed to non-recourse loans might refuse reasonable settlement offers because these offers would leave the clients with little or no money after paying the funding company.19 (Potential effects of consumer legal funding on settlement behavior and settlements are considered later in this paper.)
In this segment of the ALF industry, nine ALF companies that I have been able to identify provide loans and lines of credit to plaintiffs’ law firms.20 It appears that, typically, law firms’ debts to ALF suppliers are secured by all of the assets of the firms, including future fees from their cases and real property, such as land, buildings, and equipment. Transactions in this segment, then, are not non-recourse loans, and financing costs are typically expressed as rates of interest.
Table 2 lists the names and websites of nine ALF companies that appear to be active in providing loans to plaintiffs’ law firms. The final column of the table provides information about the kinds of credit that these firms offer, in the form of selected quotations from their websites found during February 2010. These quotations suggest that the major motives of ALF-applicant law firms are maintaining solvency or alleviating cash-flow problems.
The range of interest rates charged by ALF companies in this segment is unknown. Some hints suggest, however, that interest rates in the vicinity of 20 percent per year are not uncommon. Thus, presumably, plaintiffs’ law firms that demand this form of ALF are unable to borrow from traditional lenders, such as banks or subprime lenders charging lower rates. In addition, using internal capital can be fairly unattractive to law firms because it involves using funds on which partners or equity-holders have already paid taxes.
I have no systematic information bearing on the typical sizes of loans or lines of credit in this industry segment. Nor is there systematic information about how demanders and ALF companies find each other, although there are hints that word-of-mouth among plaintiffs’ attorneys; Internet advertisements, including sponsored links; ALF company websites; direct marketing to plaintiffs’ lawyers; and activities by brokers all play some roles in this regard.
In this segment of the ALF industry, I’ve identified six ALF companies that are willing to provide capital directly to businesses or their outside counsel to finance costs of pending plaintiff-side commercial (business-against-business) claims. It appears that these ALF companies typically provide capital in exchange for a share of the eventual recovery by a corporate plaintiff,21 and the term investment is typically used to describe such transactions. Based on information on company websites, interviews, and public documents, such as official reports to shareholders by the two publicly held ALF companies in this segment, the types of legal disputes that seem to be the most commonly financed are antitrust, intellectual property, and contracts.22
Table 2
ALF Companies That Provide Loans to Plaintiffs’ Law Firms and Their Descriptions of Available Financing, as of Early 2010
Company Name | Website (homepage) | Description of Financing Offered (excerpted from company website, February 2010a) |
Advanced Legal Capital | http://advancedlegalcapital.com | “Our recourse financing in the form of loans or lines of credit are custom-designed for law offices … including contingency fee-based practices … Lines can range from $100,000 to over $10 million. Most importantly, your portfolio of cases is accepted as the main collateral.” (http://advancedlegalcapital.com/ NonRecourseAttorneyFunding.aspx) |
Advocate Capital, Inc. | www.advocatecapital.com | “We provide innovative financial products designed to improve the profitability and cash flow of law firms.” |
Counsel Financial | www.counselfin.com | “We provide attorneys with flexible revolving credit lines up to $25 million using the value of your contingent cases as collateral.” |
Evergreen Funding Group | www.evergreenfundingroup.com | “Evergreen Funding Group provides a full range of litigation funding services for cases where a settlement of at least $20,000 is expected so you can achieve a successful outcome for your clients and law firm financing solutions so you can grow your practice.” (http://www.evergreenfundingroup.com/ Attorney.html) |
LawFinance Group, Inc. | www.lawfinance.com | “… our loan program … provides larger revolving and term loans based on the collateral value of the firm’s entire portfolio of active cases, including contingency fees, cost reimbursement rights and accounts receivable.” (http://www.lawfinance.com/ solutions_firm.php) |
Oxbridge Financial Group LLC | www.oxbridgefg.com | “Most banks will give lawyers small lines of credit. They often won’t offer the amount of financing needed to work up your cases, maintain a steady income and cover your office expenses. Oxbridge Financial Group LLC can do what banks won’t. We can help your firm grow.” (http://oxbridgefg.com/legal_how_ work.html) |
Rapid Funds | www.rapidfunds.com | “When a settlement is confirmed … RapidFunds© can provide either the full amount, or an agreed-upon portion of the attorney’s fee, the client’s proceeds, or both, slightly discounted from the full value of the funds.” (http://www.rapidfunds.com/about.html) |
RD Legal Capital | www.legalfunding.com | “An Attorney’s Line of Credit from RD Legal Funding provides the financial flexibility you need to maximize cash flow and take advantage of growth opportunities.” (http://www.legalfunding.com/ lineofcredit.php) |
ViaLegal Funding | www.vialegalfunding.com | “ViaLegal Funding provides attorneys with loans and advances using the value of contingency cases as collateral.” |
a Quotations are excerpted from the company website’s homepage unless otherwise indicated.
Table 3 lists the names and websites of six ALF companies that seem to have been investing or were apparently willing to invest in commercial lawsuits in the United States during the first few months of 2010. These companies were identified partly from interviews and partly from popular press and legal-trade articles, such as Demos (2009), Glater (2009), Jones (2009), and Hamerman (2010).23
Company Name Website ARCA Capital www.arcacap.com Burford Capital www.burfordcapital.com Calunius Capital www.calunius.com IMF (Australia) www.imf.com.au Juridica Investments www.juridicainvestments.com/ Juris Capital http://www.juriscapitalcorp.com/
It seems that virtually all of the activity in this segment currently supports corporate plaintiffs with legal claims against other businesses. Demanders could have various reasons for wanting to exchange shares of the recoveries from their claims for financial capital. Potential motives for companies to consider ALF include the following. First, and seemingly foremost, many companies simply want to use less of their own capital to pay their outside counsel. Second, some commercial plaintiffs may seek ALF to obtain assessments of the legal merits and likely economic values of their claims to supplement those provided by their outside counsel. Third, since provision of ALF for a particular claim might send a signal to the defendant that the claim is of high quality, some companies might accept ALF (and reveal this to the other side) in hopes of strengthening their bargaining positions in settlement negotiations. Finally, in some instances, corporate legal departments may prefer using outside capital to requesting additional funds from corporate management to pursue litigation opportunities that were not identified in time to be considered in budgeting processes.24
Law firms representing corporate plaintiffs might also be demanders of ALF. For example, they might want to arrange for investments in particular commercial claims on which they are working to shift some of the risk involved in contingency-fee or other alternative (to hourly) billing arrangements,25 or to smooth their cash flows. Note, however, that business plaintiffs might want to shift risk to their law firms as a means of providing incentives for them to economize on legal costs; in such instances, the corporate plaintiff might prefer that its law firm bears this risk rather than shift it to an ALF company.
The only three ALF companies listed in Table 3 about which substantial information is available are Juridica and Burford—because they are public companies and, as a result, are obligated to publicly report substantial information for investors—and ARCA—because they have publicly released brochures describing their business (ARCA Capital Partners LLC, no date[a], no date[b]).26 In addition, top managers of these companies have provided useful information to various journalists, many of whose articles are cited in this paper.
Juridica and Burford appear to be focusing on investing in claims owned by major corporations that are represented by major law firms.27 ARCA appears to be targeting smaller businesses, namely, “lower and middle market business enterprises” (ARCA Capital Partners LLC no date[a], p. 2).
It appears that investments in this segment are typically a few to several million dollars. For example, the average for Juridica as of June 2009 was about $7.5 million, and Juris Capital “typically invests $500,000 to $3 million in a case” (Glater, 2009). In addition, Burford reports “The Company expects its average investment commitment to exceed $3 million, and in many cases to be in the $5–$15 million range” (Burford Capital, no date). Finally ARCA indicated a “funding capacity per claim” of $1 to 20 million (ARCA Capital Partners LLC, no date[b], p. 2), but, as of early 2010, it apparently had not committed any of its investment capital of $110 million (Lindeman, 2010, p. 3).
While sources of funds for ALF companies are typically not revealed publicly, both Burford and Juridica are public companies, and they report their major shareholders. For both companies, the lion’s shares of the stock are held by investment companies (Burford Capital, 2009a; Juridica Investments Limited, 2009b).
1 Molot (2009a) discusses many issues related to developing markets for litigation risk of corporate defendants, including sources of demand for ALF by corporate defendants and obstacles to ALF contracting, such as the unlimited downside litigation risk of defendants, adverse selection, and moral hazard. One particularly interesting insight is that many people believe that markets for litigation risk are not feasible because of difficulties in pricing litigation risk, but Molot (2009a, p. 385) argues intriguingly that “It is the absence of a market that makes pricing difficult, not the other way around.” Other reasons that defense-side ALF is currently rare in the United States might include that (1) defendants and their lawyers may typically have better access to capital than do individual plaintiffs and their lawyers, and (2) many corporate defendants have insurance (such as general liability insurance) that covers legal costs. Lindeman (2010, p. 3) reports that some providers of plaintiff-side ALF are also interested in providing defendant-side ALF.
2 The term demanders is used here as it is commonly used in microeconomics, namely, to refer to potential purchasers of a good or service, and this term is not intended to imply how valuable ALF might be to such potential recipients or whether they seek out ALF.
3 There is very little publicly available information about such funding, which does not imply that there is very little such activity. More specifically, such financing arrangements would involve private contracts between HNWIs or institutional investors and individual or organizational demanders of ALF. (Organizational demanders of ALF include law firms and businesses.) HNWIs and institutional investors generally have no desire or obligation to inform the public about their activities.
4 A caveat: In this paper, I use terms such as investment funds and hedge funds as descriptions of the main functions of organizations, not as labels describing their legal forms as they relate, for example, to tax and regulatory treatment.
5 These organizations supply ALF but are not ALF companies (as defined) because supplying ALF is not their primary business.
6 The names of individuals and institutions that supply capital to privately held ALF companies are typically proprietary.
7 Molot (2009b, p. 21) refers to these three segments as “the limited markets in litigation claims that already exist.”
8 It appears that most of the ALF companies in the three ALF industry segments described presently (whose names are listed in Tables 1, 2, and 3) specialize in only one of the segments. The exceptions appear to be companies that provide both consumer legal funding and loans to plaintiffs’ law firms.
9 For example, Beisner, Miller, and Rubin (2009), Presser (2009), and Rubin (2009) argue for banning or limiting ALF without distinguishing among types of ALF.
10 Unlike the other two segments of the ALF industry discussed in the next two subsections, the consumer-legal-funding segment has received substantial attention in law review articles, such as Barksdale (2007), Grous (2006), Hananel and Staubitz (2004), Martin (2004, 2008), Richmond (2005)—who also considers loans to plaintiffs’ law firms—and Swan (2001). All of these articles discuss legal issues related to this type of litigation financing.
11 Even after a claim is settled, it can take several months for the settlement payment to be made and the consumer to receive his or her share of the recovery
12 Grous (2006) provides a fairly extensive description of the processes involved in consumer legal funding and how transactions are often structured, with an emphasis on a particular funder (Oasis Legal Finance). She also notes that processes vary considerably across funders and provides some unsystematic empirical information related to that point. See also Barksdale (2007, sec. II).
13 As reported to the author in a private email from Harvey Hirschfeld, Chairman of the American Legal Finance Association (ALFA), April 4, 2010. This source also reports that most often, as a legal matter, these transactions are structured as “purchase agreements,” which themselves have at least somewhat different legal definitions in different states.
14 I have been told that there are perhaps 80 or so such nonmember companies.
15 Private email from Harvey Hirschfeld, Chairman of ALFA, April 4, 2010.
16 As reported to the author in a private email from Harvey Hirschfeld, Chairman of ALFA, April 11, 2010.
17 Private email from Harvey Hirschfeld, Chairman of ALFA, April 4, 2010. Websites of ALF companies in this segment typically do not report levels or ranges of financing fees. An exception is http://www.advancelawsuitfunding.com/terms.html (visited April 7, 2010), which suggests that fees charged by some ALF suppliers in this segment can be considerably more than 2 percent per month.
18 See, for example, Barksdale (2007), Hananel and Staubitz (2004), and Shaltiel and Cofresi (2004). ALFA members agree to abide by a code of conduct—see American Legal Finance Association (2010b)—that addresses various consumer-protection concerns (no deceptive advertising, no intentional overfunding, no referral fees paid to applicants’ attorneys or law-firm employees) and legal-ethics concerns (no acquisition of the claim, no interference with or participation in the litigation). The only element of the code that seems to address concerns about whether applicants understand their contracts and their financial implications requires “written acknowledgment from the consumer’s attorney.” The code is silent on the levels of financing fees.
19 A real-life example of this possibility is described in CNN transcript (2010).
20 In principle, such loans or lines of credit could also be provided to corporate law firms. It appears, however, that such financing is rare and perhaps nonexistent, possibly because corporate law firms typically have preferable financing options. In this paper, I emphasize loans to plaintiffs’ firms by nontraditional lenders because there is a substantial amount of such activity.
21 A distinction that can be important in determining what laws or regulations, if any, do or should apply to these investments is whether they are, from a legal standpoint, investments in “claims” or investments in the “proceeds of claims.” A key issue here is the extent to which ALF suppliers are or should be permitted to influence or control how the litigation is pursued. This distinction, however, is not important for the economic issues addressed later in this paper, and, thus, I do not elaborate on its legal or regulatory implications (which, in any case, are best left to lawyers).
22 According to Juridica Investments Limited (2010), as of February 1, 2010, its portfolio included 15 investments in a total of 23 cases comprising a total commitment of $121.3 million; almost all of these investment dollars were committed to five antitrust cases ($79 million) and 12 patent cases ($36.6 million).
23 Credit Suisse is often mentioned in articles about investing in commercial lawsuits in the United States. Credit Suisse is not, however, an ALF company as defined in this paper—and, thus, not listed in Table 3—because supplying ALF is not the principal business activity of Credit Suisse.
24 The importance of this motive is unclear. Some of the people I interviewed told me that corporate general counsel are typically loathe to request budget increases, while others insisted that this is rarely the case.
25 It appears that alternative fee arrangements (AFAs) for corporate law firms—i.e., alternatives to the billable hour—are becoming considerably more common (e.g., Jeffrey, 2009), although they are far from representing a large proportion of revenues for large corporate law firms (Loomis, 2009), and they appear to be more common for transactions than litigation work. AFAs take various forms, such as contingency-fee, partial contingency-fee, fixed-fee, discounted hourly rates with the possibility of multipliers or bonuses based on case outcomes, and so on. Ribstein (2010, pp. 18–20) views “the decline of hourly billing” as a major pressure on the business models of large corporate law firms and discusses forces tending to undermine the viability of hourly billing. Some major corporations—such as DuPont (Sager, 2006; Goehl, no date) and Pfizer, Cisco Systems, Clorox Company, FMC Technologies, Sun Microsystems, and United Technologies—appear to strongly prefer alternatives to hourly billing for defense-side litigation, plaintiff-side litigation, or both (Loomis, 2009; Miller, 2010). Goehl (no date) and Miller (2010) name several prominent law firms that have worked on litigation matters under AFAs.
26 These brochures were downloaded from the ARCA website (aracap.com) on October 14, 2009. During a subsequent visit to that website in late February 2010, it appeared that these brochures were no longer available for download.
27 According to Juridica Investments Limited (no date) “Juridica’s customers are Fortune 1000 companies, FT Global 500 companies, inventors, major universities, and the leading law firms that represent them.”
The behavior of lawyers is regulated in various ways in various states, including common law, statutes, and rules of professional conduct. In this section, I discuss potential implications for ALF of laws and professional rules applicable to lawyers, as well as other perspectives on ethics. Some arguments that have been made against ALF or activities that might accompany or result from ALF boil down to “this is just plain wrong and, therefore, we should not allow ALF in the United States.” Such arguments are often couched in terms of ALF being “unethical.” But the term unethical has various meanings.
The key distinction is between (1) unethical as the term is understood by lawyers when they are thinking in terms of laws governing lawyers or rules of professional responsibility—i.e., unethical from the perspective of legal ethics—and (2) unethical as the term is understood in moral philosophy or intuitively by many people. Guidelines for legal ethics are exemplified by the American Bar Association (ABA) (2009), which does not apply directly to any lawyers because lawyers are not regulated by the ABA. Earlier versions of the ABA’s model rules have, however, been adopted or adapted and implemented in almost all states. Professional rules are important to lawyers because they take legal ethics seriously as a matter of professionalism and because lawyers who violate the legal-ethics rules can be disciplined and sanctioned.
In writings about ALF and the associated public-policy debate, the distinction between legal ethics and morality seems underappreciated or is blurred for advocacy purposes. This lack of clarity tends to undermine the quality of the policy debate. In this section, I discuss various perspectives on the ethics of ALF while explicitly distinguishing between issues that pertain to legal ethics and issues that pertain to social morality. The next two subsections focus on issues related to legal ethics, and they emphasize the distinction between laws and rules that might proscribe ALF and laws and rules that might limit activities that might accompany ALF. The section concludes with a discussion of moral principles that might be relevant to public policy regarding ALF.
Historically, champerty and maintenance have been proscribed by common law, statutes, rules of professional conduct for lawyers, or some combination of these.1 Stated simply, “Maintenance is the provision of support for a lawsuit to which one is not a party[,] and champerty, a form of maintenance, involves acquiring an interest in the recovery from the lawsuit.” (Molot, 2009b, p. 25, fn. 88).2 The current laws and rules vary across jurisdictions. More specifically, Sebok (2010, pp. 44–45) writes, “Twenty-eight of fifty-one United States jurisdictions (including the District of Columbia) explicitly permit champerty, albeit with varying limitations.” Sebok (2010, p. 54) also writes, “Of the twenty-eight states that permit maintenance in some form, sixteen explicitly permit maintenance for profit. The remaining states probably permit champerty—it is just that they do not explicitly cite the investment by contract into a stranger’s suit as a permissible form of maintenance” (footnotes omitted). Bond (2002, appendix) provides an overview of case law pertaining to champerty in the 50 states and the District of Columbia.3
In jurisdictions where champerty and maintenance are proscribed, some forms of ALF may run afoul of the law, professional rules, or both. In fact, as described by Molot (2009b), the forms of ALF that are currently available and how contracts are designed may reflect to a considerable degree concerns about violating laws or professional rules.4
Opponents of ALF also sometimes argue that ALF should be proscribed because if ALF is allowed, then other laws or professional rules will be violated.
For example, some have raised concerns that ALF will lead ALF suppliers to influence decisions by claimants and their lawyers in inappropriate ways. A fairly common term for inappropriate influence or control by an entity that is not party to a lawsuit or a lawyer working on the lawsuit is intermeddling. Sebok (2010) helpfully distinguishes between whether and how lawsuits may be “maintained for profit”: “The most common way states control the ‘how’ question in champerty is by limiting how much control the investor has over the conduct of the litigation into which she has put her money” (p. 55) and “Intermeddling profit maintenance can take many forms, and there is no common test to determine whether the maintainer has crossed the line into intermeddling” (p. 60). See Sebok (pp. 55–60) for further discussion of current law related to intermeddling.
Some discussions of concerns about control of lawsuits by ALF suppliers imply that ALF creates conflicts of interest between lawyers and their clients (e.g., Beisner, Miller, and Rubin, 2009, p. 8). I note in this regard that contingency-fee lawyers have an inherent conflict of financial interest with their clients even without ALF. For example, Miller (1987, p. 190, footnote omitted) writes, “the interests of plaintiff and attorney are never perfectly aligned. One point of potential conflict arises in the evaluation of settlement offers …. The law purports to resolve this problem by giving the ultimate power of decision to the plaintiff ….” The more appropriate question, then, is whether ALF would exacerbate (rather than create) such conflicts of interest.
Another concern that has been raised about ALF pertains to professional rules prohibiting lawyers from splitting fees with nonlawyers, as described by part of ABA’s Model Rule 5.4, which is called “Professional Independence of a Lawyer,” thus suggesting the broader concern that prohibitions of fee splitting are intended to address. Prohibitions on lawyers sharing fees with nonlawyers apply in all states, but not in the District of Columbia (Molot, 2009b, p. 28).
Another concern is that the due diligence (case-evaluation) processes involved in some forms of ALF might result in inadvertent waivers of lawyer-client and work-product privileges. For example, as Beisner, Miller, and Rubin (2009, p. 8) write,
In order to evaluate a plaintiff’s claim … a litigation financing company generally will ask to evaluate confidential, and possibly privileged, information belonging to the plaintiff. If the plaintiff elects to provide the information to the financing company, any privilege protecting it likely would be waived.5
Sebok (2010, p. 87) makes a similar point but adds, “the litigant’s lawyer may not be able to give the client a clear answer [as to] whether under these circumstances she is in fact waiving privilege at all. The uncertainty surrounding this question is quite real” (footnotes omitted). Finally, Molot (2009a, pp. 391–392) discusses some legal theories that might allow due diligence by ALF companies while protecting attorney-client and work-product privileges.
In sum, the applicability of various laws and professional rules for lawyers is uneven across U.S. jurisdictions, and in many cases implications of the rules for ALF are unclear. For example, Lindeman (2010, p. 7) quotes Stephen Gillers, a legal-ethics expert, as follows: “The way established doctrines apply is quite uncertain. It is likely that judges will be quite suspicious of anything like this that is still in its infancy.”
The various laws and professional rules that make up legal ethics often seem less than compelling to those who have not been trained as lawyers. Philosophers grapple with questions such as right versus wrong and the meaning of justice in their subfield called ethics or moral philosophy. Policymakers, including those who have been trained as lawyers and indoctrinated in legal ethics, should also be interested in moral arguments concerning ALF, potential related activities, and their practical consequences.
Not surprisingly—after all, few moral principles command nearly unanimous respect—moral considerations explicitly or implicitly raised by the ALF debate can have conflicting implications for policymakers. In short—and, as illustrated presently—it appears that there is no compelling moral argument for either allowing or banning ALF or ALF-related activities.
Many would view access to justice—with justice satisfactorily defined—as being socially desirable on the basis of moral considerations. Public-policy implications related to ALF of accepting this view, however, can sharply conflict, with some believing that proscribing or regulating plaintiff-side ALF would (more often than not) promote access to justice, and others believing the opposite. More specifically, among those who believe that plaintiffs are much more often disadvantaged in civil litigation than defendants and that additional litigation attributable to ALF will be predominantly legally meritorious, ALF is likely to be viewed as desirable from a moral perspective. In contrast, ALF is likely to be viewed as morally suspect or indefensible by those who believe that defendants are most often disadvantaged in civil litigation, for example, because they are often forced to defend themselves against and pay damages on legally unmeritorious claims. In sum, additional access to the courts does not necessarily involve improved access to justice.
Another moral principle that appears to be a double-edged sword in the ALF debate is respect for property rights. Some who support this principle would likely interpret a legal claim as the property of a claimholder and view as immoral restrictions on selling part or all of a legal claim or borrowing with a legal claim as collateral. Others who support respect for property are likely to focus on the property rights of defendants or their shareholders, argue that civil litigation often compels defendants to spend money defending and paying damages on civil claims that lack legal merit, and conclude that respect for property rights would be well served by banning or regulating plaintiff-side ALF.
In sum, it seems very unlikely that disagreements about the social desirability of ALF can be largely resolved on the basis of moral considerations. Presumably, most practicing lawyers obey the laws and professional rules that make up the legal ethics that apply in their jurisdictions and will continue to do so. As discussed earlier in this section, these laws and rules limit ALF or ALF-related activity in some jurisdictions but not in others. As a practical consequence, existing laws and rules in some jurisdictions might lead to a complete lack of availability of some types of ALF, substantial restrictions on some ALF-related activities, and higher costs of supplying ALF due to financial risks posed to ALF suppliers by lack of clarity about what is and is not permissible.
1 Hananel and Staubitz (2004), Martin (2004), and Richmond (2005) provide extensive discussions of how laws and professional rules might pertain to consumer legal funding.
2 Contingency-fee arrangements are excepted from rules on champerty and maintenance.
3 Sebok (2010, p. 45, fn. 150), the drafting of which was completed in February 2010, reports that his summary statements are based on his own “survey of the current state of the law” and that his assessments are consistent with those of Bond (2002, appendix).
4 Regarding consumer legal funding, “by charging a fixed interest rate, rather than taking a share of the plaintiffs’ recovery, cash advance firms avoid prohibitions against champerty and maintenance” (Molot, 2009b, p. 25). Regarding lending to plaintiffs’ law firms, Molot (2009b, p. 28) writes, “Lawyers are, however, permitted to borrow money.” Regarding investments in commercial lawsuits, “Champerty and maintenance restrictions typically are not interpreted to apply to commercial plaintiffs, and where they might apply, they are easily avoided by selling interests in corporate entities, rather than in lawsuits directly” (Molot, 2009b, p. 35). See Molot (2009b) for further discussion.
5 These authors also express concern about potential waivers of privilege deterring lawyers from providing clients with “full and candid advice in writing” (Beisner, Miller, and Rubin, 2009, p. 8).
Much of the policy debate about ALF has focused on the effects of ALF on litigation and its outcomes. Many of the issues raised in this debate are, in principle, subject to empirical analysis. Empirical analysis, however, cannot get us very far at the present time because little or no systematic empirical information is available.
The current paucity of empirical information useful for predicting the effects of ALF in the United States reflects several factors. First, ALF is fairly new in the United States, and it has not attracted the attention of empirically oriented researchers until quite recently. Second, much of the information that would be necessary or helpful for empirical study is proprietary. Third, the histories of U.S. ALF activity in some segments are too short to enable identification of trends that can be reliably extrapolated into the future. Fourth, extrapolating from recent histories would be especially unreliable because activities in the three segments emphasized in this paper during the past few years reflect to large degrees unusual and (hopefully) temporary circumstances—such as the credit crisis, which affects both the demand for and supply of capital for ALF, and litigation opportunities associated with the recession and its precipitators such as subprime mortgage lending1,2
It will be at least several years before there is a substantial empirical basis for U.S. policy analysis and design. What can be done in the meantime is to subject potential effects of ALF to logical scrutiny. The most promising basis for doing so is applying principles of microeconomics pertaining to decisionmaking by individuals and businesses and the functioning and evolution of markets. Microeconomic logic is instructive because the litigation outcomes considered here are determined primarily by market interactions among individuals, law firms, and businesses as they seek to further their private financial (economic) interests through their litigation-related activities. Analyzing the self-interested behavior of individuals and businesses and their market-mediated effects are core issues in microeconomics.
In this and the following section, I consider potential effects of the three major types of U.S. ALF on several aspects of litigation of substantial social importance: (1) the quantity of civil litigation in the United States; (2) its average quality (degree of legal merit), which has implications for access to justice for plaintiffs and defendants; (3) the likelihood and timing of settlements; (4) the fairness of settlements; and (5) transaction costs of disputing.3 After those discussions, I briefly address issues specific to class-action litigation and patent-infringement claims brought by so-called “non-practicing entities.”
As we go along, I discuss various claims about the socially undesirable effects of ALF and cite sources of such claims. Articles written by ALF industry insiders emphasizing the social advantages of ALF include Chodes (2007), regarding consumer legal funding, and Petrus (2010) and Scrantom (no date), both of which focus on investments in commercial claims.
Apparently, at least some people are concerned primarily about future effects as ALF markets evolve. Specifically, John Beisner, the lead author of Beisner, Miller, and Rubin (2009), reportedly has said that “the concern of many opponents is more about what third-party funding could lead to, rather than the current practices of the major third-party funders” (Lindeman 2010, p. 6).4 In this section, I consider the current and near-term effects of ALF, and, in the following section, I consider how markets for the three types of ALF might evolve and the potential implications for longer-term effects and for policy. To provide background for those discussions, I next consider decisionmaking by participants in ALF markets.
The goals of this and the following section are threefold. The first is to illustrate and reinforce a major theme of this paper, namely, that the effects of ALF are likely to differ greatly across ALF industry segments. The second goal is to help policymakers, policy analysts, and researchers appreciate that the effects of ALF on various aspects of litigation are often far from obvious and to alert them to be wary of assertions to the contrary. The third goal is to encourage other researchers to join the effort to help policymakers make wise choices.
The economic and other social effects of ALF are determined to a large degree by decisions of ALF suppliers and demanders.5 To analyze these decisions, I first consider fundamental perspectives on decisionmaking by individuals and organizations and their application to ALF.
ALF demanders hope to enter into contracts with ALF suppliers that will help demanders achieve their goals or objectives. As described in Section 3, ALF demanders differ fundamentally across the three industry segments.
Demanders of consumer legal funding. Individuals with pending legal claims attempt to promote their personal well-being (utility, in economists’ jargon) in deciding whether to apply and contract for non-recourse loans. These decisions are likely to be financially motivated in most instances, and focusing on financial issues seems appropriate in early-stage theorizing (such as the effort here). To predict or interpret the behavior of cash-advance demanders, it also seems to be important to recognize that (1) they have pending lawsuits whose outcomes are uncertain; (2) they are very unlikely to be “repeat players” in the cash-advance market, so they are unlikely to know how or where to find the best offers available from cash-advance companies;6 (3) many of them may be unable to understand the financial implications of contracts used by at least some funders; and (4) many of them are likely to be under considerable stress as they try to meet high-priority financial obligations, such as medical bills or rent or mortgage payments.
Demanders of loans to plaintiffs’ law firms. Plaintiffs’ lawyers pursuing personal-injury claims typically work on a contingency-fee basis, may have insufficient hourly work to provide steady streams of revenue, and incur out-of-pocket expenses to pursue their clients’ claims. Thus, they often experience uneven and unpredictable cash flows. Firms that consider ALF are likely to be motivated by a desire to remain solvent, smooth their cash flows, invest more resources into pending cases, have the financial wherewithal to take on additional cases, or compete for business with law firms that have more capital than they have. All of these motives suggest that financial considerations predominate in their decisions about seeking and accepting ALF. Plaintiffs’ lawyers make these decisions in the context of substantial uncertainty about the outcomes of their cases, including when they will be resolved.
Demanders of investments in commercial claims. It is likely that businesses with opportunities to bring promising lawsuits for money damages against other businesses are typically motivated by financial considerations—both in deciding to bring lawsuits and in considering ALF—as are the law firms representing them. Some businesses with pending plaintiff-side legal claims might not have the capital to pursue these claims and would require ALF to enable them to proceed. Inability to finance claims is likely to be fairly rare among the large companies that Juridica and Burford seek as clients, less rare for smaller businesses that ARCA seeks as clients, and perhaps fairly common for very small and start-up companies.7 No matter what its size or ability to finance litigation without ALF, a company will be willing to accept an investment in a legal claim if the share of the recovery that it must cede to an ALF company is small enough in relation to the amounts of capital that ALF suppliers are willing to provide in return.
ALF suppliers offer capital to ALF demanders in hopes of making money—business profits in the cases of ALF companies and investment income in the cases of other ALF suppliers. And, it seems, ALF suppliers such as investment funds are willing to accept substantial risks associated with particular investments in exchange for opportunities to achieve unusually high rates of return on their capital. ALF companies seek to profit in an environment in which they wish to please their investors. Another high priority for these companies is limiting the likelihood that they will run out of money, in which case they are likely to have great difficulty raising additional capital.8
ALF companies will participate in ALF markets only if they expect to be able to cover their costs, including their costs of capital. The main costs of ALF suppliers associated with a particular deal9 are costs associated with evaluating prospects for repayment (i.e., due diligence costs) and opportunity costs of capital (i.e., costs associated with having money tied up). Financial risk is appropriately addressed as a feature of the portfolio of an ALF company, not on a deal-by-deal basis. The nature of risks associated with ALF companies’ portfolios, due diligence costs per potential deal, and the degrees of effectiveness of due diligence in reducing risk appear to differ substantially across the three segments of the ALF industry.
A fundamental challenge for all ALF suppliers is that ALF demanders will tend to be more willing to accept ALF, others things equal, the less optimistic they are about the financial prospects of their legal claims. Such opportunistic exploitation of information that ALF demanders have and ALF suppliers don’t have exemplifies the well-known general problem called adverse selection, the precise nature of which differs across segments. Moreover, ALF demanders may exploit their informational advantages relative to ALF suppliers by taking such actions as misrepresenting the strength of their legal claims in efforts to benefit financially. Such opportunistic actions, which may not be detectable by ALF suppliers, are examples of the well-known general problem called moral hazard.10
ALF suppliers of all types can take actions to reduce their costs associated with adverse selection and moral hazard. They will do so, however, only to the extent that the costs of these actions make financial sense for them in terms of the resulting financial benefits. Since it is likely to be extremely expensive—and perhaps literally impossible—to eliminate all such costs, due diligence processes will typically only reduce, rather than eliminate, ALF suppliers’ costs associated with adverse selection and moral hazard.
Consumer legal funding. The potential adverse-selection problem in this industry segment is that consumers with pending lawsuits perceive lower costs to promising to pay out of their proceeds if they think that they are more likely to obtain no recovery or a recovery not much in excess of the sizes of their non-recourse loans. As reported in Section 3, it appears that individual transactions in this segment are fairly small, perhaps in the range of $1,750 to $4,500. There are two important implications of this observation. First, the amount that an ALF supplier in this industry segment would be willing to spend on due diligence for any application is fairly small.11 Second, for suppliers of consumer legal funding that are well-enough capitalized to have many (e.g., 50 or more) non-recourse loans outstanding concurrently, portfolio risk—that is, variation in the returns on the portfolio—can be fairly small because of risk pooling across deals.12 Applying “laws of large numbers” or, more colloquially, “laws of averages,” risk pooling can reduce portfolio risk to almost zero if a portfolio includes a sufficient number of deals whose risks are sufficiently unrelated. Regarding “unrelated risks,” for a given number of outstanding non-recourse loans of a specific size, risk pooling will be more effective if the factors determining whether the various non-recourse loans are repaid have fewer common underlying elements (i.e., if the risks are less correlated across deals). Consumer legal funders can act to limit the degree to which the deals in their portfolios contain related risks, such as limiting the proportions of their transactions to (1) claimants in the same mass tort, because some mass torts fail from the plaintiffs’ perspective, in which case few, if any, cash advances to claimants in the mass tort will be repaid; (2) clients of the same lawyers or law firms, because a lawyer or firm might underperform on many cases if, for example, a key attorney dies or becomes disabled; and (3) claimants in the same type of case, such as pharmaceutical product liability13 or medical negligence in a single state,14 because a public-policy change could greatly decrease the values of all claims of such types.15
Loans to plaintiffs’ law firms. The nature of the potential adverse-selection problem in this segment is that plaintiffs’ firms nearer to financial collapse are more likely to seek loans because they have little to lose. The average size of a loan in this segment is almost surely larger than the average size of non-recourse loans provided by consumer legal funders. Thus, financially sensible levels of due diligence costs are likely to be higher as well. It is unclear how many loans ALF suppliers in this segment can afford to have outstanding at any time; thus, the degree of potential risk pooling across loans cannot be assessed. Nonetheless, ALF suppliers could reduce the risks associated with their portfolios by not concentrating their loans on a small number of law firms or firms with, for example, portfolios of cases substantially dependent on the same mass torts. ALF suppliers in this segment may also reduce their risk by lending to (cash-constrained) law firms whose portfolios of cases are well diversified.
Investments in commercial litigation. The potential adverse-selection problem in this segment is that owners of commercial claims will be more willing, other things equal, to share the financial upside of their claims the less optimistic they are about the legal viability and likely damages associated with these claims. For example, a company with several (plaintiff-side) commercial claims may seek investments in those claims that it thinks are relatively weak and not seek investments on those that it believes to be relatively strong. As reported in Section 3, the amounts of capital supplied in individual deals in this segment are often in the range of a few to several million dollars. Moreover, many of the commercial cases for which investments are considered are likely to be considerably more complex than the typical cases relevant to the other two segments. Thus, the levels of due diligence costs per deal that make financial sense are likely to be much higher in this segment than in the other two. Some empirical hints consistent with this prediction are available. For example, Juridica Investments Limited (no date) describes its process as follows
A carefully selected network of outside legal experts evaluates the merits, legal theories involved, and prospects for recovery …. For each investment, a thorough ethics review and ethics advisory opinion is generated.
Regarding the time and costs involved, Juridica’s CEO has been quoted as follows: “‘It’s a very detailed and expensive process, averaging about 60 to 90 days’ … and ‘Juridica spends an average of $75,000–$100,000 for each screening.’” (Lindeman, 2010, p. 4).16
Some of the ALF companies in this segment may not be sufficiently capitalized currently to have enough cases for their portfolio risk to be negligible through the operation of a law of large numbers. For example, Juridica—which may have the most assets under management available for investments in U.S. litigation among ALF companies in this segment—reports that, as of February 1, 2010, its investment portfolio included 15 investments in a total of 23 cases comprising a total commitment of $121.3 million (Juridica Investments Limited, 2010). Burford, which had been in operation for only a few months at the time that this paper was written, had raised $130 million (The Sunday Times, 2009) and expects its average investment commitment to exceed $3 million (Burford Capital, no date), suggesting a capacity to fund roughly 40 investments initially. As of mid-January 2010, Burford had made five investments, only two of which involve U.S. litigation (Burford Capital, 2009b, 2010).17 Currently, then, the best strategy for limiting risk in this segment may be to concentrate investments in claims that have very high probabilities of a recovery. For example, Juridica reportedly rejects “claims that raise novel legal questions or that will probably end up before a jury” (Glater, 2009).
A fundamental insight from microeconomics is that market transactions are voluntary for both buyers and sellers, and thus a transaction will occur only if both parties believe that the deal is better for them than their best alternatives are. Thus, an ALF supplier cannot make a deal unless the ALF demander believes that the deal is preferable to its best available alternative and vice versa.
Microeconomic models of business decisions in the presence of risk or uncertainty often assume that decisions are made to maximize expected profits and that potential transactions are evaluated in terms of expected profits. This hypothesis has several implications of interest for present purposes. Contrary to the hypothesis or assumption of maximizing expected profits, however, some ALF suppliers apparently do care about risk. For risk-averse ALF companies that cannot largely diversify risks through portfolio construction, risk may affect their other decisions. My discussion in this subsection emphasizes the implications of maximization of expected profits by ALF companies, and in some instances I comment on implications of risk for decisionmaking.
Many ALF companies suggest that they are interested in financing only claims with high probabilities of generating a return. This makes good sense for consumer legal funding companies and companies offering loans to plaintiffs’ law firms because of the structures of their deals. More specifically, the returns to ALF suppliers on consumer legal funding and loans to plaintiffs’ law firms are limited by contract to financing fees and interest payments. In particular, ALF suppliers in these segments do not have claims on shares of the recoveries in the underlying lawsuits. In contrast, the upside potential of investments in commercial claims can, at least in principle, be very large because the returns to the ALF suppliers are based on percentages of the recoveries in these claims. To appreciate the importance of this distinction, consider the following.
For an ALF supplier, the expected profit on a single deal can be expressed as
Expected profit = (Probability of any repayment) ×
(Expected size of the repayment if there is a repayment) – (Supplier’s cost of the deal).
That is, the expected profit on a deal equals the product of the probability of any return and the expected size of the return if there is any return, minus the supplier’s (marginal) costs of the deal.
This formula implies that the expected profit on an ALF investment could be high even if the probability of any return is fairly low if the potential recovery in the case and the ALF supplier’s share of the recovery are sufficiently high. This does not imply, however, that investors in commercial claims do, in fact, invest in claims with fairly low probabilities of generating returns. For example, as discussed above, concentrating investments in cases with high probabilities of returns may be part of the best risk-reduction strategy. Moreover, in the current environment, in which the demand for ALF investments may greatly exceed supply of capital for such investments,18 ALF companies might be able to succeed financially without considering weak cases with unusually high potential damages.
In this subsection, I consider the plausibility of various predictions or assertions about the effects of ALF on civil litigation in the United States, implicitly suggest many research questions, and offer thoughts about what currently appear to me to be crucial considerations for analyses of these questions.
The analysis in this section is organized along similar lines to the ALF debate to date—namely, in terms of potential effects of ALF on various aspects of or issues in U.S. civil litigation, such as the quantity and quality of litigation, settlement behavior, and transaction costs. To provide context for this discussion and to implore readers not to infer any summary assessment on my part concerning the social desirability of ALF,19 I offer the following comments.
First, as I have emphasized and detailed in earlier writings, I have no doubt that some lawsuits are socially beneficial and some lawsuits are socially detrimental.20 Accordingly, policymakers might best think in terms of allowing or enabling lawsuits of the former type and limiting those of the latter type rather than focusing on the volume of litigation per se (Garber, 1993, 1998). These views pertain to both of the widely accepted social objectives of liability law, namely, compensation and deterrence.
Second, fairness of compensation seems most appropriately judged in relation to applicable legal doctrine. More specifically, in my view—which is applied in the remainder of this paper—fairness in compensation requires compensation when and only when legal doctrine calls for compensation or, synonymously, when legal claims have merit. Moreover, when compensation is appropriate, the amount of compensation should be consistent with legal doctrine.21
Third, the term deterrence refers (in the litigation context) to how exposure to lawsuits affects the behavior of people whose actions can harm others (physically or financially). As elaborated in Garber (1998, pp. 251–257), it seems clear that some deterrence effects of litigation are socially desirable and others are socially undesirable. Whether, on balance, deterrence effects of U.S. litigation are socially beneficial or socially detrimental is unknown—and, perhaps, unknowable—and controversial. It seems to me, however, that deterrence effects would almost surely be improved by policies that would increase the incidence of meritorious lawsuits, decrease the incidence of unmeritorious ones, or both.
As detailed presently, some have argued that availability of ALF will increase the number of lawsuits filed or, synonymously, increase the “quantity” or “volume” of litigation. Some of those people also argue that an increase in the quantity of litigation should suffice for policymakers to conclude that ALF should not be allowed or that ALF should be heavily regulated. The suggestion that any resulting increase in the quantity of litigation suffices to make ALF socially undesirable is suspect because, in the views of many, including me, some civil lawsuits are socially desirable and others are socially undesirable. For example, Dana and Schanzenbach (2009, p. 11) write: “Of course, the volume of litigation itself is a poor indicator of the social costs of litigation.”
Some who have predicted that ALF will increase the quantity of litigation implicitly suggest that this prediction applies to all types of ALF. For example, Rubin (2009) presents arguments leading him to conclude (p. 6) that “the obvious effect of increased third party financing would be increased litigation.”22 For another example, Beisner, Miller, and Rubin (2009, p. 5) write that as “a matter of simple economics: by increasing the amount of money available to pay attorneys to litigate claims, third-party funding necessarily increases the volume of claims litigated.” Moreover, to support the prediction that ALF will increase the volume of litigation, both Rubin (2009) and Beisner, Miller, and Rubin (2009) refer to Abrams and Chen (no date), who analyze data from Australia and conclude that, in Australia, ALF has increased the volume of litigation.23
An increase in litigation volume as a result of ALF seems considerably more plausible than no effect or a decrease. The claim that such an increase is “a matter of simple economics” does not stand up to scrutiny, however. First, the intuition that more capital means more lawsuits implicitly assumes that a major factor limiting the volume of litigation is lack of capital available to plaintiffs and their attorneys. Another plausible explanation for why more lawsuits aren’t filed in the United States is the lack of additional potential claims that make economic sense to contingency-fee plaintiffs’ attorneys.24 Second, if ALF enables many individuals or organizations to strengthen their claims or to bring claims that they otherwise would not bring, this could increase the costs to potential defendants of activities that lead to claims and, as a result, decrease behavior that causes or allegedly causes compensable harms. Stated simply, if ALF increases deterrence of behavior that tends to lead to lawsuits, this effect will tend to reduce, not increase, the volume of litigation.25 Third, as I now discuss, the considerations relevant to the effects of ALF on litigation volume differ considerably across types of ALF.
Consumer legal funding. It seems implausible that the availability of non-recourse loans would have a major effect on the quantity of litigation. To argue otherwise would seem to require that either (1) ALF suppliers would often be willing to advance sufficient capital to allow plaintiffs who cannot or prefer not to engage their lawyers on a contingency-fee basis to hire their lawyers on an hourly basis, or (2) substantial numbers of recipients of non-recourse loans file lawsuits only because they know that they may be able to monetize portions of their legal claims if they do so. The former possibility is logically cogent, but I have seen no hints that this form of ALF is used by consumers to pay their lawyers. The type of behavior involved in the latter possibility would be more plausible the larger are the proportions of the expected values of the underlying legal claims that ALF suppliers are willing to advance. As reported in Section 3, non-recourse loans may typically be less than 10 percent of the estimated recoveries in the underlying lawsuits, in which case consumers could monetize only fairly small proportions of the full values of their legal claims by taking non-recourse loans. I note, in addition, that, considering how quickly financing fees can accrue—at least on some non-recourse loans—it seems unlikely that a consumer legal funding company would be willing to provide a large (e.g., 30 percent of more) proportion of the expected value of a consumer’s claim unless it is anticipated that the claim will be resolved quite soon. This expectation seems plausible only for claims for which settlements have been reached or the ALF supplier believes that settlement is imminent. In sum, the availability of consumer legal funding could increase the volume of personal-injury litigation, but major increases seem somewhat implausible.
Loans to plaintiffs’ law firms. Whether and how much the availability of this type of ALF will increase the volume of litigation depends on how the recipient law firms use their outside capital. To the degree that these funds are used to take on more clients than they otherwise would, this will tend to increase the volume of litigation. Other uses of loans from ALF suppliers imply, however, no effect on the number of lawsuits filed. There would be no effect if, for example, recipient law firms use extra capital merely to smooth cash flow or to work more intensively the cases they have already taken. In sum, this type of ALF is likely to increase the volume of litigation, but the likely size of such an effect cannot be assessed with currently available information.
Investments in commercial claims. As with the two types of ALF just discussed, there are plausible scenarios under which the availability of outside capital in this segment increases the number of claims. One such scenario involves a plaintiff company that has filed a lawsuit but (1) is unable or unwilling to use internal capital to pay legal expenses on an hourly basis, (2) is unable to find a suitable law firm to represent it on a contingency-fee basis, and (3) the economics of the claim look favorable to an ALF company. Consider each of these conditions in turn.
Regarding the first condition, small companies—including start-ups—are more likely to be capital-constrained than the kinds of companies that Juridica and Burford are apparently targeting. The capacity and willingness of ARCA, which is targeting smaller companies, to make ALF available to companies that are truly capital-constrained is unclear. Finally, very small companies, including many start-ups, may be unable to afford to pursue their claims paying for legal services on an hourly basis.
Regarding the second condition, many corporate law firms, including some of the most respected ones in the country, do at least some litigation work on a contingency-fee basis for plaintiffs in commercial litigation. A major unknown here is the level of demand for such legal services relative to their supply. If demand greatly exceeds supply, this would leave considerable demand for ALF in this segment because ALF can be a close substitute for legal fees financed by law firms on a contingency-fee basis.
The third condition may also be satisfied fairly often. However, to the extent that the inability of some commercial plaintiffs to retain high-quality legal representation on a contingency-fee basis is due to unattractive economics of their claims to lawyers, ALF companies are also likely to be unwilling to invest in those claims unless they can contract for a higher share of the eventual recovery than what law firms usually receive under contingency-fee arrangements.
Some commentators, including Beisner, Miller, and Rubin (2009), have predicted that there will be more “frivolous” litigation with ALF than without ALF. In the ALF context (as with broader debates about civil-justice policy) the term frivolous is used informally to characterize lawsuits that have no or only dubious legal merit, not in a strict legal sense as, for example, the term is defined by Rule 11 of the Federal Rules of Civil Procedure.
The implicit reasoning of some who predict that ALF will tend to increase frivolous litigation may be that plaintiffs and their lawyers will be more prone to bringing unmeritorious lawsuits if someone else is available to finance such cases. This is an expression of the adverse-selection problem faced by ALF suppliers—a problem that many, and perhaps almost all, of them seem to understand quite well.
To analyze “frivolous” litigation logically, one needs a specific definition of that term. As discussed by Abramowicz (2009, pp. 6–11), it is controversial how best to define frivolous litigation for analytic purposes. One such definition—and the one used by Abramowicz—is that the probability of winning at trial is low.26 Following Abramowicz, for present analytic purposes, I will focus on lawsuits that have low probabilities of judgments for the plaintiffs if they were to go to trial, and refer to such suits as low-probability rather than frivolous or unmeritorious. In this regard, I offer two caveats. First, a lawsuit might have considerable legal merit but nonetheless have only a small probability of a plaintiff win at trial. This could be the case, for example, if the defense lawyers are more skilled than the plaintiffs’ lawyers, the key plaintiffs’ witnesses are less articulate or charming than those of the defense, or the defense expends much more effort than is possible or sensible for the plaintiffs, perhaps because the defendant wishes to build a reputation for a “scorched-earth” litigation style in hopes of deterring others from bringing claims. Second, a lawsuit lacking legal merit can have a high probability of recovery if the costs of defending it are high enough, or the risks of going to trial are so large that defendants would be willing to settle it. This is a description of what are often called “nuisance suits.”27 In short, frivolous does not imply low-probability, and low-probability does not imply frivolous.
Consumer legal funding. The business models of the cash-advance companies do not allow for major costs of due diligence because their typical deals are fairly small. As discussed in the previous subsection, however, it is implausible that the availability of non-recourse loans would have major effects on what lawsuits are filed. A corollary of non-recourse loans not influencing filings in major ways is that they cannot affect in major ways the proportion of lawsuits that might have low probabilities of winning at trial or, more generally, objectively characterized as frivolous.
Loans to plaintiff’s law firms. For the availability of this type of ALF to increase the number or proportion of low-probability lawsuits, the ALF recipients would have to use their outside capital to invest more resources in low-probability claims or to take on additional clients with low-probability claims. Since ALF suppliers in this segment do not share in the upside potential of low-probability claims, they would tend (other things equal) not to want to lend to firms with substantial numbers of low-probability claims in their portfolios. The degrees to which their due diligence processes can and do enable them to avoid making such loans is unclear.
Investments in commercial claims. As described above, a low-probability lawsuit can, in principle, have high expected profits in this segment because ALF suppliers share in the recovery. There are reasons to doubt that, currently or in the near future, ALF suppliers would knowingly choose to invest in such cases, however. First, it appears that ALF companies are able to find ample profitable investment opportunities in claims with fairly high probabilities of resulting in recoveries. Second, building their portfolios with high-probability claims may be part of their best risk-management strategies.
Effects of ALF on settlements are potentially important in weighing the social benefits and costs of ALF because large proportions of civil cases are resolved through settlements. Some have argued that the availability of ALF will promote settlements, and others have argued the opposite.
For a given set of pending lawsuits, there are some social advantages to increasing the rate of settlement and, for cases that will eventually settle, decreasing the time from claiming to settlement. Regarding increasing the rate of settlement (i.e., the proportion of cases that settle rather than go to trial), social advantages include avoiding transaction costs involved in trials, including the transaction costs borne by private parties in the process of disputing as well as burdens on the courts.28 Regarding reducing times to settlement of cases that would settle eventually, social advantages include reduced transaction costs associated with additional disputing and—for settlements that are reasonably viewed as just—decreased delays in achieving justice.
In contemplating the effects of ALF on settlement, standard microeconomic principles and a large theoretical literature on settlements suggest that we view litigants and their lawyers as trying to achieve the case dispositions that best serve their interests. For simplicity of discussion here, unless stated otherwise, I will implicitly assume that settlements are driven by the preferences of plaintiffs and defendants or, equivalently, that the lawyers faithfully pursue the objectives of their clients.
A general issue that I do not consider segment-by-segment below is the potential effects on settlements of disclosure by ALF recipients that they have received ALF. For example, a defendant who knows that the plaintiff has ALF might perceive a consequent decrease in the defendant’s bargaining power (e.g., by reducing the credibility of some threats in negotiations), and as a result be more prone to settling. This possibility seems potentially relevant to all ALF segments. It has also been suggested to me that an ALF company’s willingness to provide ALF could be viewed as a seal of approval on the quality and economic prospects of a plaintiff’s claim and, if so, affect the settlement negotiations and outcomes. In this scenario, a defendant who knows that the plaintiff has ALF may infer from the existence of ALF that the legal claim has legal merit or high economic value (or at least assign a higher subjective probability to that possibility), in which case this change in beliefs by the defendant will affect the negotiation and its outcome. This scenario, however, seems plausible only in the context of investments in commercial claims. This is because it is only in this segment that due diligence processes of ALF suppliers related to particular lawsuits are plausibly sufficiently rigorous for the defendant to infer much about the quality of the claim from the existence of ALF.29
Consumer legal funding. Economic reasoning suggests that the existence of a non-recourse loan to a plaintiff could impede settlements both early and late in the life of the underlying lawsuit, but promote settlements during a period of time in between. More specifically, early in the life of the dispute, receipt of a non-recourse loan might often prevent plaintiffs from settling quickly by enabling those who are desperate for cash to pay their bills in the interim. But once non-recourse loans are received, the fairly rapid rate at which a plaintiff’s debt to the ALF company can increase tends to make plaintiffs desire a rapid settlement if settlement offers are high enough for the plaintiff to repay the cash-advance company and have a substantial amount of money remaining.30,31 As time goes by, however, the amount owed to the ALF company can eventually exceed what the defendant will be willing to offer in settlement, in which case the plaintiff has nothing to lose in going to trial in hopes of obtaining a recovery that leaves that person with money after repaying his or her ALF supplier. Finally, it seems unlikely that consumer legal funding associated with mass-tort claims can affect settlements much, if at all. This is because mass tort cases are rarely settled one or a few claims at a time, and when settlement negotiations involve large numbers of claims,32 the preferences of individual claimants have almost no scope for influencing settlements.
Loans to plaintiffs’ law firms. Under the assumption that client preferences determine whether settlements are accepted, it seems likely that outstanding, fairly high-interest loans to the clients’ lawyers would have no effect on settlements. This is because the clients are unlikely to factor into their settlement preferences and decisions the fact that their lawyers are particularly anxious for cash to repay their loans or to avoid further use of their lines of credit. To the extent that lawyers influence their clients’ expectations of the sizes of settlement offers they can reasonably expect, however, lawyers hoping to keep their ALF suppliers happy may be able to influence settlements in the directions preferred by the ALF suppliers.
Investments in commercial litigation. In this segment, the deal involves a corporate plaintiff that has promised a share of the recovery to an ALF supplier. Whether an ALF contract of this form would more often increase or decrease the offer required by the plaintiff to be willing to settle is far from clear and may depend on the structure or the details of the ALF contract. The plaintiff’s incentive to settle is likely to depend on the proportion of the recovery that the plaintiff has retained and the proportion of incremental legal fees that the plaintiff is paying. Further analysis of this issue requires additional conceptual and empirical knowledge.
Another issue of substantial social concern is the degree to which plaintiffs are compensated appropriately given the laws that apply to their cases. (In some circumstances, no compensation is appropriate because the legal claims lack merit.) Molot (2009b) considers this issue in detail, treating accuracy as synonymous with fairness.33 Regarding the meaning of accuracy, Molot (p. 2) writes,
A principal goal of civil procedure—indeed, the principal goal—is the accurate application of law to fact …. If we want to promote the accurate application of law to fact, we need to ensure not only that adjudicated cases are resolved accurately, but also that settlements are based on trial expectations.
A fundamental point made by Molot is that when a litigant is at a bargaining disadvantage relative to the litigant on the other side—because of greater risks, less tolerance for risk, fewer resources available for disputing and negotiating, or some combination—then providing ALF to the disadvantaged party could avert settlements that reflect primarily bargaining power rather than legal merit. Molot focuses on plaintiff-side ALF in his analysis but reminds readers that defense-side ALF would tend to promote accuracy if it is the defendant who is at a bargaining disadvantage for reasons other than legal merit. The basic point is that if ALF levels the playing field between plaintiffs and defendants, this will tend to improve the accuracy or fairness of settlements. Of course, providing ALF to the party that already has a bargaining advantage—whether that party is the plaintiff or the defendant—will tend to work against accurate and fair settlements.
A major economic downside of litigation generally is the high resource costs involved in resolving disputes. These costs, which are known as transaction costs of litigation, include such resources as the time of lawyers, litigants, witnesses, and court personnel. The transaction costs of litigation can be shockingly high. For example, in an early and extensive empirical study of this issue, Kakalik and Pace (1986) estimated that for U.S. tort suits terminated in 1985, aggregate transaction costs were roughly the same as the amount that plaintiffs’ received in compensation.34 More recent studies have reached similar conclusions. For example, Tillinghast-Towers Perrin (2004, p. 17) estimates that total transaction costs of the tort system in 2003 (comprising administrative costs, defense costs, and attorneys fees of claimants) were about 17 percent higher than the total amount of (net) compensation received by claimants.
A major driver of aggregate, nationwide transaction costs of litigation is the volume of litigation; more precisely, holding constant transaction cost per lawsuit, additional lawsuits increase aggregate transaction costs. The potential effects of ALF on litigation volume have been discussed above. An important driver of transaction costs per case is whether and at what stages cases are resolved. The potential effects of ALF on the timing of settlements have also been discussed above. In this subsection, I consider other potential effects of ALF on transaction costs per case.
The most obvious potential routes by which ALF could affect transaction costs per case are through (1) ALF suppliers influencing how cases are pursued, (2) ALF suppliers providing information to lawyers that helps them avoid uses of time and money that aren’t sufficiently productive in advancing the interests of their clients, and (3) ALF demanders reducing their transaction costs in hopes of increasing their chances of obtaining ALF. My only comment regarding the third potential route is that it seems somewhat implausible that this could have substantial effects on transaction costs per case.
Regarding the other two routes, it is unknown whether, how often, and how ALF suppliers influence how cases are pursued or ALF suppliers provide information to ALF demanders that might influence how cases are pursued. If they do attempt to do so, their incentives to do so differ across the three segments. Below, I consider what kinds of changes in transaction costs would promote the interests of the three different kinds of ALF companies, which are relevant to the (unknown) extents that ALF influences the behavior of attorneys.
Providers of consumer legal funding would want to increase the chances that the claimant receives a recovery—because if there is no recovery, the company receives no repayment at all—and extra transactions could increase the likelihood of a recovery. However, when the lawyer’s expenses are reimbursed out of the plaintiff’s share of the gross recovery, increased expenses tend to reduce a claimant’s net recovery, which reduces the amount that the claimant can repay. Whether these two forces would, on balance, more often increase or decrease transaction costs per case is unclear.
Lenders to plaintiffs’ law firms would want transaction costs to be at the level that maximizes the chances that the loans are repaid. Extra expenses devoted to any case will tend to increase the chances of a recovery and its amount but will reduce the law firm’s profits if there is no recovery, in which case the expenses will not be recovered. It is not clear whether the net effect of these two forces would more often be an increase or decrease in transaction costs per case. The former seems more likely, however. This is because a cash-constrained plaintiffs’ firm will tend to invest less in out-of-pocket expenses (such as expert consultants and witnesses) than is optimal from its point of view (as a result of being cash-constrained). When this is the case, receipt of loans or lines of credit would tend to loosen the cash constraint and, thus, is likely to result in additional out-of-pocket expenses and transaction costs per case.
Investors in commercial litigation seek to maximize their expected rates of return on their investments. Implications for the level of transaction costs that would best promote this goal seem to depend on the precise nature of the deal. Key issues are the share of the recovery to which the ALF supplier is entitled and the share of incremental legal costs for which the ALF company is responsible. In cases, however, where ALF is sought to enable more money to be invested in prosecution of a commercial claim—the frequency of which is unknown—receipt of ALF seems likely to increase transaction costs.
Some advocates of restraining ALF have put special emphasis on class-action litigation or patent-infringement litigation.
Beisner, Miller, and Rubin (2009) warn that ALF for class actions (and other kinds of aggregate litigation, such as mass actions) is especially troublesome. They argue that ALF will contribute to further litigation “abuses” associated with aggregate litigation, including claims lacking legal merit, interference with and delays in settlements, and effectively forcing defendants to settle unmeritorious claims because the risks of trial are unacceptable.35 All of these possibilities have been discussed above.
The primary concern expressed in Beisner, Miller, and Rubin (2009)36 may be viewed as a cautionary tale for policymakers in the United States. The cautionary scenario is based on experience in Australia, particularly the Fostif case,37 which may have no analog in the United States. In that case, a litigation financing company not only invested in the plaintiffs’ representative (essentially, class) action for a share of the eventual recovery, the financing company also apparently initiated and tightly controlled the litigation. These arrangements were found by the Australian High Court not to conflict with law or public policy because New South Wales (as well as two other Australian states) had repealed its laws treating champerty and maintenance as crimes and torts. Allowing litigation funders to initiate and control litigation does not appear to be imminent in the United States; this cautionary tale, however, seems worthy of U.S. policymakers’ attention. To my mind, the main lesson is that allowing ALF suppliers to initiate litigation in areas in which many lawsuits lack legal merit—and I believe this to be true of class actions of some types—is likely to be socially undesirable.
My other comments about class actions are specific to the three currently active segments of the ALF industry that are the focus of this paper. First, class actions seem to be largely irrelevant in the context of consumer legal funding. This is because rarely, if ever, would a consumer’s potential recovery from a class action be large enough to support an application for a non-recourse loan.38 Second, class actions may be indirectly supported through loans to plaintiffs’ law firms. A major unknown here is whether class actions in a plaintiffs’ firm’s portfolio would make loans to such firms more or less attractive to ALF suppliers. It seems that the answer to this question is specific to the class action, the plaintiffs’ firm’s status in the class action, and its stage at the time that a loan is considered. Third, it is unclear how often investments in commercial class-action claims would be economically attractive to ALF suppliers.39
In discussions of the social desirability of ALF, it is not uncommon for concerns to be voiced about increases in the volume of patent-infringement claims brought by so-called patent “trolls” or, less pejoratively, “nonpracticing entities” (NPEs).40 PricewaterhouseCoopers (2009, p. 2) defines NPEs as “organizations … that do not design, manufacture, or distribute products.” (Other definitions of NPEs are similar.) It is not entirely clear why NPEs evoke special hostility from those whom they sue.
One possibility is that some NPEs apparently purchase patents for the sole purpose of bringing infringement lawsuits, an activity that is their entire business, and such lawsuits are believed by many to create no social value whatever. Regarding the implication that NPEs do nothing but bring litigation, I merely note that many NPEs may be involved in socially useful activities other than designing, manufacturing, or distributing products. For example, an NPE listed in Chart 2C of PricewaterhouseCoopers (2009, p. 7) is Cornell University. Moreover, as suggested by Molot (2009b, p. 27), in some instances, NPEs may purchase patents, for example, from high-technology start-ups that don’t have the financial resources to protect their patents (without ALF), and participating in such litigation could, in any event, be debilitating for small start-ups that can create more social value by focusing on developing their products, services, and so on. In this scenario, NPEs can help start-ups succeed with their primary goals by providing investment capital in exchange for their patents (i.e., by monetizing the start-ups’ legal claims).
In fact, from the perspective of a patent holder, ALF can be a fairly close substitute for selling the patent to an NPE. This is because an investment in the claim by an ALF company involves partial monetizing of the associated legal claim, while selling the patent to an NPE (or any other entity) would involve full monetizing. Thus, availability of ALF could, in principle, reduce litigation activity by NPEs.
Another possible source of special hostility towards NPEs is that lawsuits brought by NPEs are or are believed to be less meritorious on average than infringement suits brought by other types of organizations. PricewaterhouseCoopers (2009) provides a hint that there is a tendency in this direction. Specifically, PricewaterhouseCoopers (p. 5) suggests that lawsuits brought by NPEs fail at summary judgment at a somewhat higher rate than other patent-infringement lawsuits.
In sum, many defendants appear to be especially concerned about patent-infringement litigation brought by NPEs, but the policy discussion to date seems not to be well connected to standard concerns of civil-justice policymakers. If NPEs raise nonstandard concerns, it would be helpful for these concerns to be clearly articulated. Future analyses of these questions might help improve patent-litigation policies generally and ALF policies more specifically to the (unknown) extent that ALF exacerbates or ameliorates socially undesirability aspects of patent litigation.
1 Moreover, there is very little systematic information bearing on the effects of litigation financing in other countries, and, in any case, observing or estimating effects in other countries may be unreliable guides for predicting effects in the United States. This is because of differences between the United States and other countries in civil justice rules, such as whether contingency fees are allowed and who pays the legal costs of the winning party.
2 Fenn and Rickman (2009) review the empirical literature addressing the effects of how litigation is financed (not including ALF) on various litigation outcomes in the United Kingdom and the United States. They use a formal theoretical model to suggest the litigation outcomes that are likely to depend on how the litigation is financed and to guide their survey of empirical studies. Most relevant to the present discussion, Fenn and Rickman review approaches to and difficulties involved in developing useful data, and, in concluding, they refer to third-party funding as a recent development and suggest that the empirical analysis of effects of third-party funding would be an important topic for future studies.
3 Presser (2009, p. 1) argues that there are two ideological positions in the United States about litigation: the “traditional” view that “litigation is something pernicious that ought to be discouraged” and the view that “litigation is a noble tool that can lead to transformative social change.” I agree with Presser’s conclusion that “What one thinks about third-party financing of litigation may turn simply on the choice of which model or ideology seems more appealing.” A fundamental premise of this paper, however, is that policymakers should not approach ALF as a matter of ideology; instead, they should assess and weigh societal-level effects of ALF on outcomes of social importance.
4 It is not clear whether Beisner’s statement refers only to investments in commercial litigation—the focus of Lindeman (2010)—or also to other types of ALF.
5 Makers of legal policy also influence these effects.
6 Demanders of non-recourse loans are also unlikely to know someone who has recently extensively explored opportunities for cash-advance demanders. Lawyers representing some cash-advance demanders are likely to be familiar with some providers of consumer legal funding and may have opinions about which of those offer the best terms. Few plaintiffs’ lawyers, however, are likely to be well informed about the terms currently available from several companies.
7 A scenario that is often suggested by ALF proponents involves a very small company that has a valid legal claim—often a patent-infringement claim—but literally does not have the capital to pursue the claim if they must pay their lawyers on an hourly basis.
8 HNWIs and investment funds that supply capital to ALF companies may be able to largely diversify their investment risks using other investments. If so, they may be largely unconcerned about risks associated with the portfolios of the ALF companies in which they invest. Nonetheless, the ALF companies themselves may be concerned about—and take actions to reduce—the riskiness of their portfolios because of the potential for their companies to fail. In any event, if those who supply capital to ALF companies are well diversified, this will tend to reduce ALF companies’ costs of capital.
9 In economists’ jargon, these are marginal costs of a deal.
10 A more specific potential moral-hazard problem pertains to providers of consumer legal funding. It is that consumers who have little or no prospects of having substantial money left after paying their ALF suppliers will have little, if any, incentive to cooperate with their lawyers in pursuing their claims. See Molot (2009b, p. 36), who discusses this possibility in the context of consumers who might sell their “entire claims.”
11 The fact that lawyers have accepted the cases on a contingency-fee basis would likely be viewed by funders as a positive signal about the quality of the underlying lawsuits—but this will not help them discriminate among the many applicants for which this is true. This factor will discriminate among applicants, however, to the extent that a funder also has information about how well the relevant lawyers or firms screen cases for legal merit and economic value.
12 In this context, risk refers to the amount of variation in the ALF company’s return on its portfolio. If, however, the underlying deals have on average small (or even negative) expected returns, this would mean that there is little variation around a financially unattractive (or even negative) rate of return.
13 The potential for many claims of the same broad type to fail is illustrated by Wyeth v Levine, a case decided by the U.S. Supreme Court in March 2009. If that case had been decided differently, pharmaceutical failure-to-warn cases (which account for almost all pharmaceutical product-liability claims) would have been pre-empted nationally.
14 Because of the possibility, for example, that a state will institute a damage cap in medical negligence cases, which would tend to reduce each claimant’s recovery.
15 In contrast, it is very unlikely that the prospects of different auto-injury or slip-and-fall claims are related to each other or to other types of claims.
16 Lindeman (2010, p. 4) also describes due diligence processes at Burford and ARCA, both of which rely on outside experts to considerable degrees.
17 According to Lindeman (2010, p. 3), as of early 2010, ARCA had roughly $110 million in capital but had not made any investments.
18 For example, according to Juridica Investments Limited (2009a), through June 30, 2009, “340 investment opportunities have been considered of which 23 have been selected.”
19 I have performed no such summary assessment, and, in fact, I detail below various reasons that I believe that it would be inappropriate for anyone to attempt to do so at this time.
20 The relative numbers of U.S. lawsuits that are socially advantageous versus disadvantageous is unknown, and controversial.
21 The latter criterion is of little practical significance in the case of noneconomic (or general) damages, however, because legal doctrine provides little guidance on how to quantify in dollars compensable harms such as pain and suffering.
22 This is a positive or descriptive claim about the effects of ALF on the volume of litigation. As a normative or prescriptive matter, Rubin (2009) also discusses some reasons that litigation can undermine economic efficiency and concludes (p. 15) that “allowing increased sale of lawsuits would create incentives for inefficient lawsuits and inefficient precedents. The common law was right in forbidding champerty and its variants.”
23 In contrast, I am skeptical that the Abrams and Chen (no date) analysis provides evidence that ALF will increase litigation volume in the United States. First, the demand for litigation financing in Australia is undoubtedly higher, other things equal, than in the United States because contingency-fee financing—a close substitute for ALF in the eyes of demanders—is not allowed in Australia. Second, willingness to self-finance “representative actions” (which are similar to class actions in the United States) is discouraged by the “loser pays” rule in Australia. Third, the evidence presented by Abrams and Chen is far from convincing even with regard to effects in Australia; for example, their statistical analyses rely on sample sizes of five to seven observations.
24 See Kritzer (1997) on the roles that plaintiffs’ attorneys play in limiting filing of some lawsuits in their capacity as “gatekeepers in the civil justice system” and for Kritzer’s argument that gatekeeping by plaintiffs’ attorneys is “in large part an exercise of economic self interest.” Garber et al. (2009) provide empirical evidence that plaintiffs’ attorneys tend to be less willing to take cases that offer lower expected fees per hour of lawyer time.
25 For example, Dana and Schanzenbach (2009, p. 9) write, “Much of the limited literature on third-party financing assumes that the availability of funds to pursue litigation will generally increase the volume of litigation. Some have pointed out that this will increase deterrence, particularly in the tort context, and therefore will not unambiguously increase litigation.”
26 Abramowicz (2009) discusses and analyzes a conceptually interesting and constructive response to concerns about ALF leading to increases in filings of low-probability lawsuits. His basic idea is that it may be possible to design and implement rules limiting payoffs to ALF suppliers that make ALF for low-probability lawsuits financially unattractive to ALF suppliers. The practical potential of this approach to designing regulations is unclear.
27 I have no doubt that nuisance suits exist and almost no doubt that, in the aggregate, they substantially undermine the performance of the litigation system in promoting social goals.
28 The long-standing view that settlements are preferred to trials has been tempered recently because of the phenomenon of the so-called “vanishing trial.” There is a large and growing recent literature on the existence and implications of this phenomenon. See, for example, the November 2004 special issue of the Journal of Empirical Legal Studies.
29 Moreover, if knowledge by a defendant that the plaintiff has ALF would affect settlement behavior, then this knowledge could affect all outcomes of litigation, because the parties can anticipate effects on settlements even when, for example, they decide whether to bring the claim at all. Analyzing such possibilities suggests a challenging agenda for applied game theorists and empiricists. For example, under what circumstances would an ALF recipient think it beneficial to reveal the existence of ALF to the other side? How would the effects of revelation depend on whether revelation is mandatory or voluntary? How would a revelation of either type affect settlements and other litigation outcomes? Would policies requiring revelation (or, for example, allowing parties to learn about the presence of ALF within the discovery process) affect the social desirability of the litigation outcomes?
30 Regarding this time period during the life of a dispute, Molot (2009b, p. 24) writes, “A plaintiff whose net recovery declines the longer he or she goes without settling will have strong incentives to settle quickly and have a much harder time rejecting low settlement offers and holding out for more.”
31 In a private email communication on April 2, 2010, John H. Beisner and Gary A. Rubin of Skadden Arps suggested to me that pressure on the consumer to settle because of mounting financing fees will often not facilitate settlement, because settlement offers from defendants tend to start low and increase over time. The quantitative significance of this argument depends how often settlement offers are large enough for consumers with non-recourse loans to pay off their ALF suppliers and have a substantial amount left over. This, of course, depends on numerous factors, such as the stage of the settlement negotiations at the time that the consumer receives funding and the proportion of likely settlement offers that the ALF supplier provides in funding.
32 For example, when global or inventory settlements are negotiated. (Inventory settlements involve settlement of most, and often all, cases brought by a single law firm.)
33 For example, Molot (2009b) writes, “promote fair, accurate settlements” (p. 5) and “Part I explores conventional efforts to promote fair settlements” (p. 7).
34 Net of their lawyers’ fees and any case expenses that are paid out of the plaintiffs’ shares of the gross recoveries.
35 It is unclear whether these authors believe that all or almost all class actions are socially detrimental. My view is that many, but not nearly all, class actions are socially beneficial.
36 As elaborated in a private email on April 2, 2010, from John H. Beisner and Gary A. Rubin of Skadden Arps (two of the authors of Beisner, Miller, and Rubin, 2009).
37 My description of the Fostif case is based on Beisner, Miller, and Rubin (2009, pp. 9–11) and Cornwall Stodart (no date).
38 One reason for this is that it is fairly rare for personal-injury class actions to be certified these days; see, for example, Muehlberger and Mizell (2006).
39 Northway (2000) focuses on ALF (which she refers to as “syndication of lawsuits”) in the context of class actions and argues that professional rules developed with ordinary litigation in mind make little sense in the context of class actions.
40 Much of this discussion pertains to the existence of NPEs that buy patents for the purpose of bringing legal claims. How this activity relates to the forms of ALF emphasized in this paper is unclear. More specifically, purchasing a legal claim by purchasing a patent may or may not involve ALF as defined here, and it is unknown how often ALF suppliers invest in commercial patent claims brought by NPEs.
Despite some calls for major, immediate policy responses, it seems unwise currently to prohibit ALF or to implement regulations that fundamentally constrain the development of existing and potential future forms of ALF. First, there are major unknowns pertaining to the current effects of ALF in the three active segments, and we don’t know nearly enough to decide which segments and which activities within these segments have been socially advantageous and which have been socially disadvantageous. Second, the current and recent effects of ALF would provide unreliable bases for predicting the future effects of ALF because recent ALF activity is likely to reflect, to a very substantial degree, special circumstances associated with the recession and credit crisis. Third, we don’t know what new business models for ALF suppliers might emerge if policymakers allow markets to develop. For example, will substantial defense-side ALF emerge, and, if so, in what forms? Will new forms of plaintiff-side ALF emerge, and, if so, what will they look like? Fourth, we don’t know how the sizes of and the activities in the three currently active segments will evolve.
In this section, I continue to focus on the three currently active segments of the ALF industry, consider how market forces might reshape them, and point out potential barriers to achieving close to the full potential benefits of competition. The market for consumer legal funding has been active for a decade or more and includes dozens of suppliers. It is unclear whether we should expect market forces to reshape this segment in substantial ways. In contrast, investments in commercial litigation are quite new and that market is changing rapidly. For example, Juris Capital and Juridica were apparently investing in commercial lawsuits in the United States during the first half of 2009, but the other four companies listed in Table 3—namely, ARCA, Burford, Calunius, and IMF—have entered the U.S. market since then. Thus, it seems reasonable to suggest that this segment is in its infancy.
Policy evaluation properly focuses on future social effects because we can’t change the past. It seems more than plausible that the three segments will grow considerably unless policymakers prevent them from doing so. If these segments grow, their longer-term effects—10 years or more in the future, say—on outcomes of social concern may be much larger than their nearer-term effects. To combine effects that occur at different times in the future, it is standard practice, and appropriate, to put more weight on effects the sooner they will occur. In more technical terms, this is accomplished by discounting effects occurring at different times to present values.
Despite heavier discounting of effects that will occur in the more-distant future, long-term effects can dominate the present value and, thus, the policy assessment, if they are sufficiently large relative to near-term effects. This possibility is illustrated in Figure 2. If these activities do not grow substantially, the social stakes in policies related to ALF may be too small to warrant substantial policy concern or attention.
Figure 2
Long-Term Effects Could Dominate ALF Policy Evaluations
Thus, the potential long-term effects of ALF should be considered when contemplating ALF-related policies. In this section, I focus on future effects of ALF on two social objectives: fairness and economic efficiency. I discuss these objectives separately. Adopting a standard perspective in policy evaluation, how to combine effects in these two domains requires value judgments that are best left to policymakers.
As discussed above, fairness to both plaintiffs and defendants is a legitimate concern of policymakers, and the U.S. civil litigation system seems to administer many large doses of unfairness both to particular plaintiffs and to particular defendants. A lawsuit is unfair to a defendant when it lacks legal merit. In such instances, defendants’ tangible costs—a partial measure of the costs of unfairness to them—include costs of defense and sometimes costs of settlements or paying awards. For plaintiffs, unfairness can involve an inability, for financial reasons, to bring a claim that has legal merit or a failure to obtain just compensation in such cases. In the context of ALF, key issues in these regards are the extent to which, in the future, ALF will increase or decrease the prevalence of unmeritorious lawsuits and the extent to which ALF will help to promote or undermine fair settlements by leveling or further tilting the playing fields. These issues have been addressed in Section 5 in the context of effects of ALF to date. I don’t see any major reason to expect that the future evolution of ALF will fundamentally affect these outcomes. In contrast, there is considerable reason to think that the future evolution of the ALF industry will affect the extent to which ALF affects other outcomes of major policy concern.
Economic efficiency refers to the degree to which we as a society use scarce resources to improve average standards of living currently and in the future. Our interest centers here on the efficiency implications of various potential policy actions related to ALF.
We often look to competition among suppliers to promote economic efficiency because of the Theorem of the Invisible Hand, which says that, under ideal conditions (i.e., conditions comprising “perfect competition”), competition leads to economically efficient use of resources. The ideal conditions underlying the theorem also provide guidance about sources of inefficiency and potential policy actions that could promote efficiency when market outcomes are inefficient. Let us consider the current state of competition in the three currently active segments of the U.S. ALF industry and efficiency implications of ways that these markets might evolve.
Some elements of the analysis (if phrased sufficiently generally) are common to all three segments. These include the following:
Let us move on to considerations that are specific to the three segments of the ALF industry.
The market for consumer legal funding. One ideal condition for markets to achieve economic efficiency is that sellers (in our context, ALF suppliers) do not have the ability to increase prices beyond the levels necessary to cover their costs. It is often thought that having sufficient numbers of sellers competing in a market—and there are several dozen cash-advance companies—is sufficient to achieve this lack of “market power.” However, another ideal condition is that buyers and sellers have “perfect information”—meaning they have all of the relevant information for making their decisions, without incurring any costs of acquiring or developing information. It seems to me that two major impediments to enhancing efficiency in the market for consumer legal funding are two information problems faced by consumers.
First, it is likely to be very costly for some applicants for consumer legal funding to understand the contracts provided by at least some cash-advance companies. If so, this can undermine efficiency through unnecessarily high costs to demanders of understanding the contracts. For cash-advance demanders who don’t understand the contracts they sign, there may be substantial efficiency costs from decisions that demanders think promote their well-being but actually don’t. Perhaps market forces will help mitigate this difficulty. For example, some providers of consumer legal funding may decide that a promising competitive strategy is to use contracts that are easier to understand than those of their competitors and highlight that fact on their websites and in other forms of promotion of their services.
Second, it appears that cash-advance demanders have poor information about what deals are available from different cash-advance companies—for example, what financing fees the companies would charge demanders in their circumstances. It seems that the costs of acquiring such information are currently quite high. For example, in many instances, information acquisition may require demanders to fill out applications for several providers of consumer legal funding, which would involve considerable time costs, as well as financial costs in the cases of companies that require application fees.1 As a result, these companies may be able to charge financing fees that substantially exceed the companies’ costs—including costs associated with risks of nonpayment—because of lack of information by consumers.
Since the value to demanders of this kind of information for consumers could be very high, future market developments might help solve this problem. For example, brokers might invest in information, build relationships with cash-advance companies, and connect consumers with the suppliers who will offer them the best terms.2 Less optimistically, if this information problem is substantial and is not largely ameliorated, then inefficient search costs for consumers would persist in the long term. Moreover, if this information problem persists, another type of inefficiency might also persist. In particular, providers of consumer legal funding might be able, even in the long term, to charge fees in excess of the minimum possible costs of supplying non-recourse loans and thereby enable market survival by funders that fail to attain minimum possible cost levels (i.e., some funders may operate inefficiently but survive in the long term).
These considerations suggest that if policymakers are inclined to intervene in cash-advance markets, they might best focus on how to lower information costs for demanders of consumer legal funding.
The market for loans to plaintiffs’ law firms. The number of ALF suppliers competing with each other in this market may be too few to be confident about the current market offering loans at rates close to the costs of ALF suppliers. If the incumbent suppliers appear to be earning rates of return on investment exceeding those available in other areas with comparable risks, entry by additional suppliers might lower borrowing costs if they are, in fact, currently above competitive levels. It is unknown how costly it is for plaintiffs’ law firms that can’t access lower-cost sources of capital to learn about and compare offers potentially available from different ALF suppliers. Perhaps brokers will emerge and play roles analogous to those just discussed in the context of the cash-advance market.
The market for investments in commercial claims. As part of their efforts to reduce their legal costs, during the past two or three years, many corporations have been pushing their outside counsel to enter into alternative (to hourly billing) fee agreements, and there appears to be significant movement towards use of AFAs. The extent to which this trend will increase demand for services of ALF companies depends of several factors. First, how rapidly will corporate plaintiffs expand their willingness to exchange shares of their recoveries for lower litigation costs? Second, to what extent will this translate into acceptance of AFAs by corporations’ outside counsel? The latter question is important because law firms working under AFAs are likely to be viewed as fairly close substitutes, in the eyes of corporate claim holders, for at least some of the services available from ALF suppliers. Third, many corporate law firms appear to be entering into AFAs not because they prefer to work under such arrangements but because there is competitive pressure to accept AFAs. To the extent that corporate law firms are working under AFAs but would prefer to bear less risk, these law firms are themselves potential demanders of the services of ALF companies.
How might the costs of ALF suppliers change over time in this segment of the ALF industry? The three most important components of cost seem to be (1) costs of capital to ALF suppliers, (2) costs of case evaluation, and (3) costs associated with the risks of investing in cases that don’t return any or much money to ALF suppliers. I have nothing worth saying about future levels of costs of capital. There seems to be considerable potential for decreasing (inflation-adjusted or constant-dollar) costs of case evaluation and risks of making investments that don’t pay off, as ALF suppliers learn from experience. As also discussed presently, however, as the market grows, costs associated with adverse selection may increase.
There is substantial reason to think that competition will continue to increase in this market segment over the next several years. One of the reasons is that the publicity that this activity has received lately, along with suggestions that ALF suppliers are achieving unusually high rates of return, should be expected to attract a continued flow of new capital into this market. Some of this entry may even be by banks and insurance companies.3
Perhaps the greatest threat to promoting economic efficiency in this segment is entry by ALF suppliers who won’t have the skills or networks of legal consultants necessary to evaluate complex cases effectively.4 If this type of entry occurs to a substantial degree, such ALF suppliers may be prone to investing in cases for which the economics are not favorable or in cases that lack legal merit but have favorable economics (i.e., nuisance suits). Investing in cases with unfavorable economics will tend to lead to losses, and such ALF suppliers will tend to disappear because of these losses. More optimistically, in the course of the development of this industry segment, the state of the art in evaluation of commercial cases is likely to continue to improve, and more and more people and organizations are likely to develop strong capabilities in the area.5 Thus the prospects for future entrants to avoid financially unattractive investments might improve considerably. Investing in nuisance suits, however, may be a viable business model that the market will not be effective in eliminating.
1 No systematic information exists concerning which or how many providers of consumer legal funding require application fees or the sizes of such fees. I have been told, however, that some companies do not require any application fees, some others charge between $150 and $250, and that the ALFA members that use application fees charge them only on completed transactions and that these fees are paid only when the consumer repays the ALF company. (Private email from Harvey Hirschfeld, Chairman of ALFA, April 11, 2010.)
2 An analogy to insurance brokers seems instructive. Specifically, it would be much more difficult for consumers to find the best offers for homeowners, auto, and other personal insurance lines without the aid of independent insurance brokers.
3 For example, Molot (2009b, p. 32) writes, “large, reputable capital providers such as banks and insurance companies … thus far have stayed away in part because of the legal uncertainty and stigma that surrounds litigation finance.”
4 In principle, adverse-selection and moral-hazard concerns may also be mitigated by pricing or contractual arrangements. For example, ALF suppliers may successfully negotiate for contract terms penalizing ALF recipients for withholding adverse information that subsequently comes to light.
5 Recall that, according to Lindeman (2010, p. 4), ARCA, Burford, and Juridica all seem to rely somewhat heavily on assessments of claims by outside experts.
I have offered many somewhat detailed and specific ideas and suggestions. For current purposes of policymakers, however, details and specifics should not be important. This is because (1) almost all of the details and specifics offered here are preliminary and tentative, and many of them are likely to be useful only to policy researchers and analysts, and (2) even if all of the details and specifics are accurate, they would still not provide policymakers with enough information to design effective policies because, for example, ALF and ALF markets are in states of flux.
In my view, the key lessons for U.S. policymakers offered in this paper are as follows:
I end by elaborating on robust policies.
It seems to me that, in the context of ALF, there are two key characteristics of robust policies for the short term. The first might be called light-handedness, by which I mean avoiding policies that could fundamentally impede the development of effective competition in ALF and related markets. The second characteristic might be called precision, by which I mean avoiding policies that apply more broadly than necessary to alleviate conditions that are viewed as unacceptable in the short term.
Limiting policy responses to robust policies is likely, however, to require patience from policymakers. There are at least three reasons that patience is likely to be a virtue in this context. First, the current effects of ALF are likely to be small relative to potential future effects, particularly if ALF activities grow considerably. Moreover, if ALF activities do not grow considerably, the effects of ALF might not be substantial enough to warrant much attention from policymakers. Second, major, socially undesirable effects of ALF do not appear to be imminent; thus, the costs of watchful waiting are unlikely to be uncomfortably large. Third, the degree to which ALF markets promote economic efficiency is likely to increase over time with growing competition and, perhaps, the emergence of market-based responses to the information problems highlighted in Section 6.
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