RE REVENUE

Can private capital unlock the hidden asset of
local government affirmative litigation?
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egal action is an

important lever for

local governments

to achieve policy

goals, enjoin harmful

activity, and receive
monetary compensation for
damages suffered. However, the
cost of litigation and greater legal
resources available to well-funded
defendants means that many
local governments cannot realize
the full potential of litigation.
Legal financing is an established
practice among private firms for
financing and reducing the risk
of litigation. Could it be time for
local governments to start using
legal financing to pursue lawsuits
that seek to vindicate the public’s
interest (“affirmative litigation”) and
receive compensation that could be
used to help address community
problems? This article explores
the potential of legal financing by
asking and answering questions
about this new-to-government tool.

WHAT IS LEGAL FINANCING?
WHY IS IT NEEDED?

Like any private entity, local
governments exercise theirright to sue
in state and federal courts. In many
cases, as exemplified by the tobacco
and opioid litigation, this canresultina
monetary award to the government by a
court-ordered judgment or a settlement
between the parties. Where these

cases address a broader public interest
and notjustthelocal government'’s
corporate interests, these actions are

known as “public sector affirmative
litigation.” Perhaps the most well-
known example of public sector
affirmative litigation is the tobacco
litigation thatled to the 1998 Tobacco
Master Settlement Agreement, which
yielded over $200 billion for state
andlocal governments. Currently
pending are hundreds of cases
relating to opioids, brought by states
and thousands of local governments.
Insomeinstances, these cases

have already settled for hundreds of
millions of dollars. Thisillustrates
the potentiallarge financialimpact
of public sector affirmative litigation.
In addition to opioids, other subject
matters for affirmative litigation
include:

() Revenue recovery—litigation
againststreaming television
companies torecover franchise
fees for use of public rights-of-way;

() Vaping—litigation against vaping
manufacturers andretailers
formisstatement of addictive
potentialand harms to underage
consumers;

(> Environmental matters—litigation
against manufacturersand
users of PFAS and PCB for water
contamination, perchlorate run-off
(usually related to agriculture), air
pollution, and climate change;

() False claims actions—litigation
againstindividuals and entities
who cheat taxpayers and defraud
thegovernmentbyinflating
charges for goods and services and
falsely certify the completion or
quality of work;

() Data breach/electronic privacy—
litigation against government
vendors who negligently permit
data breaches and/or improperly
use government and taxpayer data;

() Antitrust/anticompetitive
conduct—litigation against social
media platforms for monopolistic
conduct, vendor collusion harming
the government procurement
pricing/process;

(3 Consumer protection—litigation
to preventand recover damages
againstcompaniesthatharm
consumer health through
failure to ensure proper food/
drugsafety; and

() Medical services—litigation to
recover excessive pricing for
drugs and medical services.

Local governments are taking on
more responsibility to addressissues,
like the ones outlined above, that
impactthe communities they serve.!
For some of these issues, the losses
tolocal government are general and
arise frominjuries to members of the
community that the local government
mustaddress; whereas for other
issues, the damage to the government
can be more direct. Whether direct
orindirect, theseissues affect the
localgovernment’s fiscal resources.
One way to address these issues
isthrough the courts. However,
access to the courtsrequires time,
money, and resources that are often
in short supply. In many instances,
governments are opposed by well-
funded defendants with large legal
teams that seek to wear down their
opponents. These barriers can
preventlocal governments from
pursuing cases, even when those
cases have great merit. However, a
worthy legal claim is an asset, just
like anythingelse, and itcan be
monetized and leveraged as such.
Thisis where legal financing (or
“legal funding”) comes into play.
Legalfinancingrefers toan outside
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investor providing financing for
attorneys’fees and litigation costs
tobringlitigation to resolution.
Thisfinancingis “nonrecourse,”
which means thatif the litigationis
unsuccessful, then the entity that
advanced the fundslosesitsinvested
capital, with noreturn, and the
recipient of the funding hasno further
obligation to the funding entity. Legal
financingisin common use by private
firms and individuals, so much of the
groundwork forlocal governments to
uselegal financing already exists.
Withlegal funding, the government
does notlose money if thereisno
recovery. Thisis similar to the
contingent fee model of litigation. If
thelitigationresultsin arecovery,
the entity that provided the legal
funding gets a share of the litigation
proceeds. As we will discuss laterin
thisarticle, legal financing can offer
importantadvantages over traditional
contingent fee litigation.

WHO ARE THE FINANCIERS?
WHAT IS IN IT FOR THEM?

Think oflegal financinglike venture
capital funding for lawsuits. Investors
provide money tothelegal financing
fund, and the fund seeks outlawsuits
thathave ahigh chance of winning
asizable award. Thereturnonthe
investmentistied back to the amount
of money from the litigation recovery
(either asettlement oraward). The
percentages vary, but where only a
single caseis financed, the amount
istypically between 20% to 40% of the
recovery. Thisis similar to contingent
feemodels of litigation, where fees are
around 20% to 40%. Legal funds could
acceptlower percentages of arecovery
iftheyare funding a portfolio of

cases, which provides investors with
diversification. This protects against
therisk of a single case going badly
and makesitmore likely investors
will geta consistentreturn. Portfolio
funding of legal financing is becoming
common and makes the investment
attractive to institutional investors.
To further diversify their portfolio,

legalfunds have aninterestin funding
affirmative litigation on behalf of local
government.

Inthe U.S., there are around 50 legal
finance fundsthatinvestinlitigation.
Private equity and hedge funds are
growing their presence and competing
with traditional legal funders as well.
Assetsunder managementare estimated
tobe around $9 billionin the U.S.?
However, the funding of public sector
affirmative litigation is still small.

As“impactinvesting” or “ESG”
(Environmental, Social, Governance)
investingreceives more attention,
investment capitalis finding its way
tolegalfinancing. According to the
GlobalImpactInvesting Network,
assetsunder managementwithan
impact focus total roughly $715 billion.
Thisisexpected toincrease over
the next 10 years.® Forinstitutional
investors with ESG investing mandates,
investinginlegal finance funds that
have an ESG investment mandate of
their own present obvious synergies.
The affirmative lawsuits thatlocal
governments could pursue might help
fulfill these ESG mandates.

WHAT IS THE BENEFIT TO
LOCAL GOVERNMENT? WHY
NOT CUT OUT THE FINANCIERS?

The economic logicis clear: All
litigation consumes resources, and
governments and their law departments
areresource-constrained. Legal
financing must be compared against
the available alternatives. The current
alternatives®are:

@ Deferring or declininglitigation;

@ Appropriating funds for litigation,
generating corresponding budgetary
impacts;or

@ Using a contingent fee arrangement.

The advantages oflegal funding relative
tothe first two alternatives are clear.
Deferring or avoidinglitigation results
inlost opportunities for monetary
recovery. Appropriating funds (or
borrowing, if feasible) strains the
financial capacity of local government.

The costs of litigation are hard to
predictand canlastfor multiple
years—and a favorable outcome

of litigation is not guaranteed.
Legalfinancing meansthatlocal
governments don't have to give up
on apotential monetaryrecovery
(alternative 1), butthey alsodon'tneed
to take on therisk of paying the cost
of litigation on their own (alternative
2).Legal funding pays the cost of
litigation and bears that costeven if
thelitigation is unsuccessful.

Let's turn to the third alternative:
contingent fee arrangements with
aprivatelaw firm. Thisiswhere a
law firm is paid a percentage of the
recovery, butnotanhourlyrate. Itis
notclear thateitherlegal financing or
acontingent fee model would have a
consistent financial advantage over
the other for local government. The
percentage each takes of the recovery
is comparable, though the specifics
of each case will determine the
percentage. However, legal financing
can offer otherimportant advantages
over a contingent fee arrangement.

The mostimportant of these is that
legalfinancing can be used to fund any
law firm to do the litigation, whereas
the contingent fee model requires
alaw firm willing tohandle a case
onacontingent fee basis. Because
the funds can be used to pay any
firm’'s hourly rate, and because of the
“portfolio effect” of the many cases
agiven financierisinvolved with,®
the universe oflegal capabilities that
canbebroughttobearonacaseis
greatly expanded. Many law firms are
looking to develop new capabilities
in affirmative litigation to grow their
client base. However, the contingent
fee modellimits growth potential
because law firms typically lack the
ability to self-finance the cost of the
litigation in hopes of a successful
contingentrecovery. Legal financing
solves this problem, which will
increase the number of law firm
options available to governments for
affirmative litigation.

Second, because of the economies
of scaleinvolved in financing multiple
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Portfolio funding of

legal financing provides
diversification, making it
more likely investors will
get a consistent return.

cases, alegal financier may be able to
negotiate lower rates from law firms
and take on specialized or unusual
casesthatasingle, contingent fee law
firm would not. For example, because
thelegal financierisbearing the risk of
losing the case, thelegal firm working
the case would not need to “price in”
riskin the form of a contingent fee.

Also, legal financing opens the
door to using capable internal legal
teams. Thelegal financier directly
funds thelocal government’s legal
staff and associated litigation costs.
Solvent, well-funded private sector
corporations avail themselves of legal
financing because of the benefits we
described. Local governments could
obtain similaradvantages (though
this particular advantage is probably
onlyrelevantto the largestlocal
governments that maintain sizable
in-houselegal staffs).

WHO ARE THE LAWYERS WHO
PURSUE THE CASE ON BEHALF
OF LOCAL GOVERNMENT?
Small-to medium-size governments
(populations up to 500,000] usually

will file affirmative litigation with
the aid of external counsel, although
even the largestlocal government
law departments have used external
counsel for affirmative litigation.
The mostrecognized law firm
compensation arrangements are
either: a) afull contingency fee
model with thelaw firm incurringall
attorneys’ fees and costs in exchange
forarecovery percentage, or b) abilled
hourly model that may have aretainer
included with the incurred fees.
Legalfinanciers only want to
finance cases with strong prospects
of monetaryrecovery. With access
toinvestment capital, governments
have options for who provides legal
representation. Financing could be
used for a traditional municipal law
firm thatthe governmentis familiar
with; butasnoted, financing can be
used to access new law firms and legal
staffing options thatmighthave an
advantage in thelitigation in question.
In some matters and in some cases,
legal financing could be used to support
the costs forinternallegal staffing.

HOW DO THE FINANCIERS
DECIDE WHICH CASES TO
MOVE FORWARD WITH?

Legal financiers consider the total
return potential of any prospective
case. Financiers typically seek
acase thatwill generate $10 for
every $1 spenton legal fees/court
costs. This 10:1 ratioisanindustry
standard metric. The $10 represents
the opportunity costto a potential
financier, as this sum accounts for
notonlylegal fees/costs butalso

the potential return to the financier
(including the chance of anorecovery
and totalloss oninvested capital) and
thereturntothelocal government.
Litigation is an unpredictablerisk,
sometimes with aclear “winner” and
aclear “loser” should a case go to trial
and atother times an outcome with
no clear winners orlosers. Similar to
howinsurersunderwrite potential
litigation exposures, financiers

do the same. Alitigation funder

uses probabilistic evaluation and
prediction tools to evaluate probable
success and possible outcomes. Legal
analytic tools help quantify whata
case duration could be, the likelihood
of acase being dismissed atany
pointalong the way, and what a case
settlement range could looklike.
These data pointsare used tofixa
certainty of return estimate. A 60%
chance ofarecoveryisthelowestlevel
of confidence most funders would
bewilling to proceed with. Ahigher
chance, sayin the 70%to 80% range,
will give a prospective funder more
confidence to proceed with a case. No
reputable funder would assign greater
than an 80% chance of prevailing
because of the unpredictability of
U.S. litigation. Other factors also
inform afunder’s decision to
underwrite a case, such as the subject
matter of a case, thelaw firmsonall
sides of the case, the judge/venue
hearing the matter, and who
the defendantis.

IF A CASE MOVES FORWARD
WITH LEGAL FINANCING, HOW
ARE THE RELATIONSHIPS
STRUCTURED BETWEEN THE
FUNDER, LOCAL GOVERNMENT,
AND LEGAL REPRESENTATION?

The funder will typically contract
directly with the local government as
the “litigant” pursuant to a “Litigation
Funding Agreement” (LFA). The LFA
spellsout the terms of the funding,
including the amount, the duration,
and the particulars of the monetary
recovery. The LFA will alsorecite the
legaland professional obligations of
the parties, including that the litigant
and itslaw firm retain decision-
making authority over thelitigation,
not the funder. Under the LFA, thelocal
government will remain the client

in the attorney-client relationship,
represented by its external counsel
(or, perhaps, internal legal team), and
will ensure thatits preferences are
carried out byits attorneys. Ifalocal
government and funder disagree on
the strategy orresolution, the local
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A 60% chance of a
recovery is the lowest
level of confidence
most funders would be
willing to proceed with.

government, as the client, hasthe
final “say” and authority on how the
case progresses toresolution, either
by way of settlement or determination
onthe meritsina court or arbitration
tribunal. However, if a funder
disagrees with the case strategy and
tactics undertaken by the government
andits attorneys, itmayretain the
right to stop financing a case. A funder
will typically preserve itsright (asany
investor would) to exitan investment
relationshipin the event of changed
circumstances.

HOW LONG WOULD IT TAKE TO
REALIZE NEW REVENUES FROM
LEGAL FINANCING?

Affirmativelitigation typically plays
outover several years. Therefore, the
financial gains toalocal government
arenormally a long-term prospect,
asany financial settlement or award
would need to awaitafinal decision.
However, the local government’s stake
inapotentialrecoveryisanasset

that could be monetized and sold for
revenues that could bereceived ona

shorter-term time horizon. Private
corporations monetize judgments in
asimilar fashion.® There are many
details thatalocal government would
need tonavigate to monetize its stake
in a potential recovery. Itis beyond
the scope of this article to cover those
details, but we can say that notonlyis
ittheoretically possible to monetize
cases butthatitisalready being done
in the private sector.”

WHAT IS THE HISTORY OF
LEGAL FINANCING? WHERE HAS
IT BEEN USED SUCCESSFULLY?

Legalfinancing began in Australia
and London in the mid-1990s,
followinglegislative moves paving
the way for legal financingin these
countries. Legal finance companies
did notappearin the U.S. until 2008.
Inthe U.S., there are around 50 legal
finance companies. Ancillarylegal
funding also comes from opaque
capital sources such as hedge funds
and private equity firms.

In Australia, legal financingis
routinely used by state governments.
The mostrecentexampleisthe
Victoria and Queensland governments
optinginto amajor Australian class
action againstmanufacturers
of flammable building cladding
materials. Thelitigation funder
financingthataction estimates
recoverable damages to exceed $450
millionand has financed that matter
forseveral years.®

Both the Australian and U.K.
markets continue to grow, but the
total number of claims financed in
the U.S. now exceeds those countries.
Financingisexpandingintonew
areas, particularly Latin America,
Europe, and India. Commentators
and market participants agree that
this marketis still young and will
continue to grow by several orders of
magnitude.® Currently, the use of legal
financing by private entities dwarfs
theuse bylocal governments, so it
seems thatlocal governments have
an opportunity to join the trend.®

WHAT ARE THE RISKS TO
LOCAL GOVERNMENT FROM
ENGAGING IN LEGAL FINANCING?

Legal financingis not withoutits
concerns. These concerns would
resemble objections againstlitigation
and judicial actionin general.

Four common themes of objections
are summarized below:

Public perception. Some
constituencies may object to courts
weighingin onissues thatcould
impact public policy, particularly
when thelegal action is funded by
private parties. However, inthe U.S.
legal system, litigation can sometimes
achieve whatlaw and regulation

may not. Withoutlitigation, some
communities may continue to be
adversely affected by anissue that
could otherwise be addressed with
litigation. Legal financing offers a way
toaddress these harmswithout putting
the government’s budget dollars on
theline. Further, the monies available
from arecovery could be directed to
priorities valued by the community.

Opposition by certain corporate
interests. Certain corporate interests
may object tolocal government
litigation generally. To the extent the
legal financing makes litigation easier
forlocal governments, those same
interests could be expected to object
tolegalfinancing aswell. Of course,
private firmsuse the courtsregularly,
solegal financing can “level the playing
field” by addressing asymmetrical
funding between governments and
corporate defendants. Irrespective

of the merits of their defenses, many
corporate entities in high-stakes
affirmativelitigation have the means,
the money, and the motivation to hire
the bestlegal talentmoney can buy to
wear down their opponents.

Some mightalso argue thatlegal
finance encourages more lawsuits
tobe brought, and such lawsuits
constitute frivolouslitigation. Legal
financiers, though, reject cases thatare
not “investmentgrade.” Alegal funder
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that finances cases of dubious merit
willfind itself out of business as the
losses quickly stack up. Hence, any case
taken onbyalegal funderisalmost, by
definition, not frivolous.

Finally, some corporate entities may
be the same entities local governments
have a potential case against. Assuch,
their objections tolegal financing are
likely to be based more on self-interest
than an objective view of the merits of
legal financing.

Costs to local government. Evenifa
legally financed caseishandled by
outside counsel, thelocal government
will stillneed to monitor the case
and its progress. Hence, though legal
financing makes new resources
available for affirmativelitigation, a
localgovernment'’s governing board
and top decision-makers still have
limited time. Time spentreviewing
theresults of affirmative litigation is
time spent not doing other things. Each
local government will need to judge for
itself whether the potential benefits of
legal financing of affirmative litigation
outweigh this cost. That said, local
governments should maintain control
of the case with legal financing, thereby
assuring measurable control over the
pace and outcome of the litigation.
Further, one might question that,
evenif potential new affirmative
litigation is not “frivolous,” perhaps
pursuing new litigation, whether
on policy grounds or for financial
recovery, might not be the best course
of action for alocal government. It
istrue thatlegal financing could
open up possibilities for affirmative
litigation that did not exist before. A
core tenetof savvy financial thinking
isthatoptions have value! One option
everylocalgovernment hasisnotto
pursue agiven opportunity. But there
may be cases whereitisin thelocal
government’s bestinterest to pursue
the option. Local governments could
even develop formal policies that
provide guidance on how to evaluate
options for affirmative litigation, just
like many financially savvy local
governments have policies that provide

guidance on how to evaluate options for
incurring debt or investingidle cash.

Ethical considerations. American
jurisprudence haslargely moved
beyond historical common law
prohibitions against “champerty”—
the taking of financialinterestina
legal dispute by a third party who
funds thelitigation. Some states have
explicitly authorizedlegal financing
arrangements, and others have
implicitly done so; butin some states,
the funding mechanism hasnotyet
been authorized. Considerations of
attorney-client privilege, the autonomy
of the client to direct the litigation,
and other traditional juridical
principles remain paramount and
may be heightened in the context

of government clients. Lawyers

for thelocal government may face
challenges to the ethical propriety of
the arrangement, and its details would
need to be fleshed out to fall within the
requirements of the Lawyers’ Rules of
Professional Conduct.

WHAT STEPS ARE NEEDED

TO PROCURE LEGAL FINANCE
SERVICES? WHAT IS THE MARKET?
HOW ESTABLISHED IS IT?
Asreferenced above, procuringlegal
servicesusinglegal financing will
depend upon state and local laws,
regulations, and applicable customs

and practices. Some states (e.g.,
Texas) require that the state
attorney general’s office reviewlocal
government affirmative litigation
before filing. Aswith anything
having to do with litigation,
consultation with yourinternal
legal team isneeded to get a picture
of applicable rules and regulations
informing any decision to
go forward with legal financing.
Untilnow, legal financiers have
largely notaddressed the potential of
thelocal government market. As the
market evolves, new legal financiers
with governmentlegal expertise and
experience are entering this space.
Those financiers are engaging with
governments and creating finance
offerings for governments. To get
asense of the available market,
one can lookatopioid litigation,
with cases being brought by about
3,600 governments. Thatlitigation
hasaprojected claim range valued
between $80 billion to $100 billion,
with just one component having
adefined $26 billion settlement
value, asannounced by certain
claimantsin July 2021. Depending
on case volume and recovery
potential, the governmentlegal
finance market could likely absorb
atleast $200 million to $400 million
to finance legal fees/costs over the
nexttwoyears.!

To get a sense of the available

sstss)

market, opioid litigation
currently has cases brought by
about 3,500 governments, with
a projected claim range valued
between $80-100 billion.
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Scale will be more attractive to legal funders because
the case could be brought on behalf of many jurisdictions,
and the potential pool of recovery is greater.

WHAT IS THE NEXT STEP?

Localgovernmentfinancial officers
should discuss with their internal
legal staff what potentially litigated
matters have been deferred or avoided
and are thus prospects for financing.
Alistof questions to discuss include:

@ How many matters could be
eligible tobe financed?

() Willthe matter(s) require
externallaw firms, orcanitbe
litigated in house?

(3) Whatisthe expected duration of
the claim(s)? How much time and
resources dointernallawyersneed
tomonitor mattersand make sure
thatpolicymakers and other staff
havetherequired information to
malkeinformed decisions?

(3) Whatare the potential costand
benefits of litigation? This includes
the costoflitigation, recovery
potential, and expected case
duration. Alocal government'’s
internallegal staff may have
difficulty making precise
estimates of these points, buteven
arough estimate will helpalocal
government understand which
cases may have the most potential.

@ Whatare similarly situated
jurisdictions doing?

() Somejurisdictions, like the state
of Ohio, have statutorily mandated
fee schedules with ahard cap on
recoveries paid to externallaw firms
representing governmental entities.
There could also be statutory or
common law prohibitions that
disallow legal financing. Doany
ofthese apply in yourjurisdiction?

Also, consider past history with

potentiallitigation. The potential cost of

pursuinglegal action may have created

aninternal bias againstlitigation. Legal

financing opens up new options, so it
mightbe wise to revisit prior decisions
aboutaffirmative litigation. Litigation
that seemed too costly before may
now be feasible.

Finally, considerif your government
hasbeenimpacted by issues thatcould
belitigated by many governments,
eitherregionally or nationally. Scale
will be more attractive tolegal funders
because the case could be brought
on behalf of many jurisdictions,
and the potential pool of recoveryis
greater. Scale will also benefitlocal
governments, as more resources will
be puttoward winning. An example is
litigation regarding “PFAS” chemicals,
whichinfiltrate aquifers and require
costly water treatment. Local
government environmental litigation
involving these “forever chemicals”
(which was the subjectof the 2019
motion picture “Dark Waters”) is
increasingacross the U.S.

Takingthe steps outlined in this
article can starttounlocklegal
financing’s potential for increasing
theresources available tolocal
governments and making use of the
courtsystem toaddressissuesthat
impact the health, safety, and welfare
of their constituents.
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