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This article discusses a Chapter 7 trustee’s choice between
hiring litigation counsel on contingency fee versus pursuing
a plan to use litigation funding to pursue bankruptcy
claims. This is quickly becoming one of the busiest years for
Chapter 11 filings since the Great Recession. And with so
many companies filing for bankruptcy without much time
to prepare, litigation is an inevitable result. Many of these
disputes will be handled by Chapter / Trustees and post-

confirmation estate representatives, charged with wrapping
up insolvent estates and maximizing recoveries to creditors.
These representatives have important duties and face
difficult choices, including whether to bring litigation and how
to finance it.

Litigation is extremely costly, which presents an obvious
difficulty for parties with limited financial resources. At the
same time, no trustee wants to abandon valuable claims or
accept a lowball settlement. To solve this problem, trustees
typically turn to contingency counsel to litigate cases in
exchange for a percentage of the recoveries. Contingency
fees vary widely, but they are often 30%-55% of recoveries.
While contingency arrangements do allow claims to proceed,
they have certain limitations that fiduciaries must consider.
Litigation funding—and, in particular, portfolio litigation
funding—offers an alternative to a traditional contingency fee
arrangement under certain conditions.

For more information on litigation funding in general, see
Portfolio Litigation Funding and its Use by Insolvent Estates.
For information on litigation in bankruptcy proceedings, see
Adversary Proceeding.

How Litigation Funding
Works

Litigation funding enables claimants to obtain capital from a
third party to prosecute claims in exchange for a contracted
return, typically a multiple on the deployed capital or a
percentage of the litigation recovery. It is nonrecourse,
allowing the claimant to bring substantial resources to bear
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against well-heeled defendants without putting any other
assets at risk. Litigation funding is available for virtually any
type of commercial litigation. It can be used by debtors, or
any other parties involved in insolvency-related disputes.
Deployed funds can be used not only to pay attorney’s fees
and litigation costs but also for working capital or other uses,
for example, paying creditors early. This unique aspect of
litigation funding thus enables the trustee to simultaneously
fulfill the trustee’s duty to creditors that wish to play the
‘long game” and to creditors who want to take early money,
forgoing all or a piece of the upside down the line.

Another key benefit of litigation funding is that it enables
claimants to use their first-choice counsel. In the insolvency
setting, this can be particularly important because not every
law firm that represents a creditor group pre-confirmation
is able to take matters on contingency. Counsel to the
unsecured creditors committee or a group of bondholders
are usually very familiar with the issues involved in litigation
and may want to remain involved. When the trustee has to
engage new counsel to handle litigation on a contingency
basis, they may have to start from scratch. While important
legal and ethical considerations are beyond the scope of this
article, it is worth mentioning that litigation funders are not
able to control the client’s choice of attorney, case strategy,
or whether and when to settle a case. Thus, a trustee need
not worry about abdicating its fiduciary duties or professional
responsibilities in these respects by entering into a litigation
funding arrangement.

How Portfolio Litigation
Funding Works

Portfolio litigation funding has much in common with single-
case funding. Portfolio funding enables claimants to obtain
capital from a third party to prosecute multiple claims against
multiple defendants in exchange for a contracted return
across a set of cases. Just like single-case funding, portfolio
funding is nonrecourse, applicable to commercial litigation,
available for insolvency-related disputes, and funds can be
used for litigation costs or other purposes. Like single-case
funding, portfolio funding likewise permits claimants to
engage their first-choice counsel.

The key difference between single-case funding and portfolio
funding is that by bundling a diverse set of individual
cases into a single portfolio, the total risk to the funder’s
investment is lower. They may obtain their return from
multiple sources, instead of just one. This typically results in
more favorable terms for the claimant. Specifically, a funder
will often charge a multiple on its deployed capital rather
than a percentage of the litigation proceeds (which often
applies in single-case funding and is standard for contingency
fee arrangements). This is an important distinction. If the
litigation proceeds are expected to be substantial, a portfolio
funding arrangement can result in the debtor or trust estate
keeping significantly more money than it would under a
percentage-based arrangement.

The Economic Benefits of Portfolio Funding

The best way to demonstrate the economic benefits of portfolio funding is by example. Estate A has five legal claims worth a
total of $100 million. Litigating all five claims will cost $8 million in attorney’s fees and costs. Estate A has $2.5 million in
assets available and $2.5 million in administrative costs, leaving no money to spend on litigation. Estate A can either enter
into a contingency fee arrangement, in which it will pay counsel 40% of total recoveries, or a portfolio funding arrangement, in
which it will pay the funder three times (3x) the deployed funds. What makes more sense: paying a multiple of litigation costs
or a percentage of the proceeds recovered? The answer depends on the circumstances, but particularly when the estate has

substantial damages, the former option often allows creditors to keep more of the upside:

Contingency Counsel

Portfolio Funding

Litigation Recoveries

$100,000,000

$100,000,000

Payment upon Successful Resolution

$40,000,000

(40% contingency fee)

$24,000,000

(3x deployed capital)

Amount Left for Distribution to Creditors

$60,000,000

$76,000,000

In the example above, portfolio funding results in a better return for the estate by making an additional $16 million available
to creditors, funds that would have otherwise gone to pay counsel’s contingency fee. There is, however, a point at which a
straight contingency fee arrangement (percentage-based cost) is less expensive than portfolio funding (multiple-based cost). The

inflection point will vary depending on several factors.
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If the expected litigation costs are outsized in comparison
with the potential damages, a percentage-based arrangement
will likely be more economical. When damages across
multiple claims are sufficiently great, a multiple-based
arrangement could be advantageous. Further, when the
estate has multiple claims, better rates are likely to be
available from the funder because more cases are available to
collateralize the investment. As an example, trustees should
not hesitate to propose a grouping of preference claims and
D&O claims. Doing so may enable the estate to access capital
more cheaply, maximizing recovery to creditors. Different
underlying claims, varying legal theories, and unrelated
defendants reduce the risk of a zero recovery and are
therefore attractive to the funder. Diversity among portfolio
cases thus typically allows the funder to provide more
favorable terms.

Advantages of Portfolio
Funding

As described above, under appropriate circumstances,
portfolio funding has advantages for the estate that

contingency fee arrangements often lack, including:
e The ability to choose the legal team(s), financial advisor(s),
and expert(s) of the trustee’s choice

e The flexibility to pay some advisors on an hourly basis and
others on a contingency basis

e The ability to obtain substantial working capital—funders,
unlike outside counsel, can lend to their clients

e The ability to use the funding proceeds to pay creditors
early, finance defense-side costs and claims resolutions,
and/or investigate the feasibility of bringing additional
actions

e The alignment of interest between the litigant, the lawyer,
and the financier

Conclusion

The decision about whether to pursue a cause of action,
and how vigorously to pursue it, should turn on the
merits of the case and not the parties’ financial resources.
Litigation funding and contingency fee arrangements both
allow claimants in insolvency-related disputes to finance
litigation when hourly fee arrangements are not available or
are undesirable. The specifics of the claims will determine
whether litigation portfolio funding or a contingency fee
arrangement is more economical, but it is important for
trustees to understand the options available. Litigation
funding permits trustees to use counsel of choice, regardless
of whether counsel can take cases on contingency. Beyond
this qualitative (but critical) benefit, for estates with multiple
claims and substantial potential recoveries, portfolio funding
can have advantages for maximizing estate assets and
returns for creditors. Without the trustee taking pause and
conducting an empirical analysis, the estate could suffer by an
uninformed choice of how best to maximize the value of the
claims at stake.

The views expressed in this article are those of the authors alone.
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