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New York’s

Unregulated Litigation
Lending Industry

By Heather R. Abraham and Maura Graham




hird-party litigation lending is booming, but at

whose expense? Litigation loans are advance pay-
ments to individuals or companies to finance lawsuits
in exchange for a portion of the potential legal recovery.
Demand for this lending has substantially increased “with
no signs of slowing down,” according to Westfleet Advi-
sors, which tracks the industry.! Moreover, the industry
operates under minimal state or federal regulation.?

While the industry primarily finances large-scale commer-
cial litigation, it also targets individual consumers. Would-
be plaintiffs are turning to third-party loans to finance
everything from personal injury to police misconduct
to wrongful conviction lawsuits.3 As the industry gains
traction, so are its most vocal critics, including the U.S.
Chamber of Commerce and a miscellany of lawmakers.4

This article is a primer on the common concerns raised by
litigation lending, the history of litigation lending in New
York, how it may affect your practice, how some states
regulate it and options for New York.

What Are Litigation Loans?

Litigation loans — also called third-party litigation financ-
ing or consumer litigation lending — offer claimants
financial support while they await a settlement or other
payout. The typical funder is a third party who lends for
the potential return on investment. While there is no uni-
versal definition, third-party funding agreements typically
share five common traits: (1) a cash advance (2) made by
a non-party (3) in exchange for a share of the litigation
or arbitration proceeds (4) from settlement, judgment or
other recovery (5) payable at the time of recovery — if and
only if — such recovery occurs.> Defendants may also seek
litigation loans.

There are two broad categories of litigation lending: con-
sumer and commercial. Each category raises its own ethi-
cal concerns. This article highlights some concerns raised
by all litigation loans but primarily focuses on the unique
hazards of consumer loans.

'Legal Loan-Sharking'

The primary justification for consumer lending is expand-
ing access to justice. Lending increases the chances that
would-be plaintiffs initiate and sustain litigation, especially
against well-resourced defendants, and helps them secure
legal counsel. Even so, litigation loans raise a host of ethi-
cal concerns.

Critics voice three central concerns: unconscionable inter-
est rates, interference with attorney-client privilege and the
influence of third-party funders over litigation decision-
making.

Unconscionable Interest Rates

Consumer litigation loans are commonly criticized for
violating usury laws. Usury is “charging financial inter-
est in excess of the principal amount of a loan” or, more
broadly, “interest above the legal or socially acceptable
rate.”® Usurious transactions are characterized by three
common elements: a loan or forbearance, an absolute obli-
gation to repay the principal (not contingent on any event)
and greater compensation for the loan.” Some sources cite
interest rates ranging from 36%38 to 124%,’ whereas the
going rates for unsecured personal loans are 6 to 35.99%
and credit cards are 28%.

Interference With Attorney-Client Privilege

Litigation lenders may request confidential and privi-
leged information to determine whether to grant a cash
advance.1% In New York City, for example, an attorney can
represent a client who has obtained a lawsuit loan, but the
attorney must inform the client of the potential ethical
complications, including potential waiver of attorney-
client privilege and the potential impact on the exercise
of independent judgment.!! Lenders generally do not fall
within the scope of attorney-client privilege, meaning the
privilege does not protect litigation loan companies’ com-
munications with clients and attorneys.!? Legal scholars
have considered how to extend privilege to lenders, but the

differences in interests between them and plaintiffs makes
this a difficult needle to thread.!3

Influence of Third-Party Funders

Litigation lenders are not bound to the same ethical rules
as attorneys, so there is little stopping funders from inter-
fering like pressuring clients to settle — or not.! As such,
lenders may impinge on a client’s agency in litigation. To
illustrate the point, Burford Capital Limited, the “biggest
litigation funder in the world,” recently made headlines
after a commercial litigation loan recipient — Sysco Corp
— decried Burford’s interference when Burford brought
an arbitration proceeding to enjoin Sysco from finalizing
settlement in antitrust litigation.!> As summarized by one
news outlet, Sysco argued that “it is a litigation hostage,
forced by a greedy funder to keep litigating cases that it
wants to resolve.”1¢ It remains to be seen how courts will
resolve such disputes.

Litigation Lending in New York

In 1994, the New York State Bar Association’s Committee
on Professional Ethics issued an early opinion on litigation
lending. While it did not prohibit lawyers from accepting
litigation loans, it strongly cautioned attorneys on the
potential risks to confidentiality and warned attorneys that
clients must provide informed consent for any loan-related
disclosure of confidential information.!” Since then, the
bar association has gone on to provide opinions surround-
ing conflicts of interest and a lawyer’s personal interest in a
litigation funding agency.!8



The New York City Bar Association (NYCBA) has also
opined on litigation financing. In 2011, it flagged concerns
about the potential interference with confidentiality, attor-
ney-client privilege and client independent judgment.!® In
2018, it addressed the issue of fee-sharing as it relates to
litigation funding.?® That opinion generated substantial
interest, which led to the creation of the NYCBA Working
Group on Litigation Funding. The working group created
four subcommittees: (1) ethical rules, (2) best practices,
(3) disclosure and (4) consumer litigation.?! The working
group issued a detailed report with recommendations,
including amendments to the New York Rules of Profes-
sional Conduct, proposed guidelines and best practices for
attorneys, and suggestions to improve the Consumer Liti-
gation Funding Bill.22 It also advised against mandatory
disclosure of a client’s use of litigation loans.23

Regulatory Approaches
Usury Laws

Jurisdictions vary in how they regulate litigation loans. In
most states, usury laws and regulations only apply to tradi-
tional loans, not nonrecourse debts?4 — i.e., loans in which
the lender can only pursue the collateral. Since litigation
loans are typically treated as nonrecourse debt, usury laws
are unlikely to limit interest rates. However, a few jurisdic-
tions do have usury laws that regulate nonrecourse loans.2>
Additionally, some jurisdictions treat litigation loans as
traditional loans. For instance, the Colorado Supreme
Court has held that litigation financing is a “loan” subject
to the Colorado Uniform Consumer Credit Code because
“the transactions create debt, or an obligation to repay, that
grows with the passage of time.”20

Champerty and Maintenance Laws

Some jurisdictions use champerty and maintenance laws
to regulate these loans. Historically, these common law
doctrines prohibited the involvement of third parties in
lawsuits.2” Specifically, maintenance prevented a third
party from financing another person’s litigation, and
champerty prevented financing it in exchange for a por-
tion of the damages recovered.28

Champerty’s ability to regulate litigation loans depends
on the state’s adherence to the doctrine.2? Even if these
doctrines are invoked, litigation lenders may avoid cham-
perty-enforcing jurisdictions through arbitration clauses
that remove the case to a jurisdiction that does not enforce
maintenance and champerty.30 Empirically, some courts
have voided litigation lending agreements for violating
champerty doctrine,3! but other courts have rejected these
claims.32

Currently in New York, champerty is interpreted to regu-
late third-party involvement when the purpose of taking
the claim is “with the intent to sue.”33 Thus, “as long as the
primary purpose and intent of the assignment [is] for some
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other reason than bringing suit,” financial investment in
litigation is permissible in New York.34

Disclosure Requirements

In California, the Predatory Lawsuit Lending Prevention
Act, SB 581, as originally introduced, would have required
all parties in state court lawsuits to disclose whether out-
sider investors were funding the case.3> After substantial
opposition, the proposal was amended to require dis-
closure only when ordered by a judge.3¢ The Legislature
has not adopted the resolution. In some instances, courts
require third-party financing disclosures, such the U.S.
District Court for the District of New Jersey, and one
federal judge in Delaware requires disclosures in patent
cases.3”

Other jurisdictions have adopted lesser protections, like
requirements that the lending agreements be written in
clear language.3® Vermont requires lenders to disclose
alternative options to litigation funding, such as personal
loans and life insurance policies.3?

The New York Attorney General’s Office has also attempt-
ed to regulate the industry. In 2005, it authorized an
“Assurance of Discontinuance Pursuant to Executive
Law Section 63(15)” agreement with litigation funders,
which addresses a variety of concerns raised by the AG’s
office. While only binding on nine signatories, it none-
theless offers guidelines for the industry as a whole.40
For instance, the assurance requires litigation funding
contracts to comply with the Plain Language Law, and
contain certain financial disclosures on the front page.4!
Additionally, consumers must be advised to consult with
their lawyer before signing the funding agreement, they
must be given five business days to cancel the agreement
and the attorney’s fees must be reasonable.42

Proposed Reforms in New York

Nationwide, a hodgepodge of critics is calling for reform.43
Some state legislatures have passed consumer-focused stat-
utes#4 but not without significant pushback-4>

In New York, the Legislature has considered, but not
passed, the Consumer Litigation Funding Act, which
was first introduced in the 2017-2018 session and has
been reintroduced each subsequent session.4¢ If passed,
it would limit interest rates, restrict fee-sharing, require
disclosures, set penalties, define how litigation loans would
impact attorney-client privilege and require registration
and reporting,.

Among its key provisions, the bill would allow consumers
to rescind a litigation loan contract within 10 days of sign-
ing and would require that the contract be written in clear
and coherent language.4’ It would also require that all fees
be stated clearly on the disclosure form, that a contract dis-
close the maximum amount the plaintiff may be required
to pay the funding company and a clear payment sched-



ule, and would prohibit companies from charging fees
outside the disclosure form. This differs from some states
that address the issue of compounding interest and provide
a time limit on when the interest may be compounded.48

In terms of attorney-client privilege, the bill would expand
the privilege to include communication between the lend-
ing company and the consumer’s attorney. An alternative
approach used by some jurisdictions is simply to clarify by
statute that communication between attorneys and fund-
ing companies does not limit, waive or abrogate the scope
of the privilege.#

Regarding registration and licensing, most states that have
adopted legislation require litigation lenders to register or
obtain a license.>0 Some states require lending companies
to prove they operate fairly and honestly’! and may be
subject to background checks.5>2 The New York bill would
require lenders to register with the New York secretary of
state and submit to an evaluation of character and fitness
that warrants the belief that the business will be oper-
ated honestly and fairly.5>3 Like other states, it would also
require annual reports or data submission regarding the
administration of legal funding.>* It would not, however,
require licensing for lending companies.

Finally, for enforcement, some states include a fine or
penalty for operating a consumer litigation financing
company without a license.>> If a funder is found to be
in willful violation of the statute, many states consider the
contract void,>® and some states reserve the right to revoke
the funder’s license.>7 Similarly, the New York bill provides
that a willful violation could revoke the company’s ability
to recover from the contract and could result in additional
fines.

In its 2018 report, the NYCBA Working Group on
Litigation Funding recommended amending the bill to
(1) insert a definition of “consumer,” (2) include reporting
requirements, (3) remove fee caps, (4) revise the penalty
provision to include only forfeiture of fees and charges,
and (5) restrict the ownership of litigation financing com-
panies by attorneys and judges.>8

Conclusion

To date, third-party litigation lenders have operated in rela-
tive obscurity. As the litigation loan industry grows, New
York attorneys should be well aware of the potential ethical
concerns for attorneys and their clients and take steps to
inform their clients of these risks or avoid them altogether.
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https://S3.amazonaws.com/documents.nycbar.org/files/2018416-litigation_funding.pdf
http://documents.nycbar.org/files/report_to_the_president_by_litiga-tion_funding_working_group.pdf
http://documents.nycbar.org/files/report_to_the_president_by_litiga-tion_funding_working_group.pdf
https://news.bloomberglaw.com/business-and-practice/California-law-suit-funding-bill-slashed-after-industry-pushback
https://news.bloomberglaw.com/business-and-practice/California-law-suit-funding-bill-slashed-after-industry-pushback
https://news.bloomberglaw.com/ip-law/appeals-court-wont-block-financial-disclosures-in-patent-cases
https://news.bloomberglaw.com/ip-law/appeals-court-wont-block-financial-disclosures-in-patent-cases
https://scholarship.law.upenn.edu/prize_papers/21
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