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by LISA MILLER

Perils of
Third-Party
Funding
If counsel discloses work product to a third-party financier
who has no interest in maintaining confidentiality, workproduct protection may be waived

A CONSORTIUM

of lenders, including New Yorkbased Counsel Financial (backed by
Citigroup) recently financed New York’s Ground Zero workers’ litigation to the tune of
about $35 million. The action settled for approximately $680-710 million; the consortium
reportedly cleared $11 million.1 The potential upside in this type of third-party litigation
funding is staggering. But at what cost to the attorney-client relationship?2 Trial lawyers
face myriad ethics issues when representing clients; one of the most important is counsel’s
promise to protect client interests with undivided loyalty. The attorney-client relationship is
thus a fiduciary relationship of the highest degree.3 This relationship may be jeopardized
when a third party—which is otherwise a complete stranger to the matter—finances litigation.
Third-party litigation funding is solely a financial product that allows an entity to pay the
upfront trial costs of a plaintiff or a class of plaintiffs. Funding is nonrecourse; unsuccessful
litigants owe nothing to these financiers.4
Trial funding by third parties need not inherently create conflicts, but the financier must
understand that its involvement is strictly monetary. The investment must not carry with it
any degree of strategic control. Counsel must make clear to all involved that the attorney’s
undivided loyalty is to the client, not the third-party funder.5 No privileged information can
be independently divulged nor can the third party influence the litigation or negotiation
strategy: this is strictly within the purview of the client.6 In many outside funding situations,
no conflict is likely to arise.
For example, in family law, third-party family members or close friends sometimes pay
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the legal bills of a loved one. While the attorney must ensure that the lender understands
his or her role is strictly providing financial
support, in a setting where financing is based
on an ongoing personal relationship, the
lender usually shares a common interest with
the client. When the third party financing a
lawsuit is making business decisions based
on financial gain, however, the interests of
the funder and the client, and at times, counsel, can be at odds.
Litigation funding, although not completely a new concept, is paradoxically both
on the upswing and still largely unknown.
Also, while third-party funding is increasingly
available to litigators, funding issues remain
largely opaque. To make smart ethics calls
and avoid unexpected ethics pitfalls in the
context of trial finance, advocates should
familiarize themselves with the substance and
procedures involved.
While litigation funding is financing by
third parties who offer cash, usually in exchange for a return on successful resolution,7
this is not the only approach. Another option
is online crowdfunding.8 Plaintiffs receive
donations from individuals, or offer rewards
($2 for each $1 contributed, for example).
The individual online funders expect a return
on their investments upon successful completion of the litigation. Thus, these are not
simply donations to cover trial costs, e.g., litigation funding appeals through popular
crowdfunding sites that include GoFundMe,
KickStarter, or IndieGoGo.9
Considering the ethical disparity triggered
by the distance between professional funders
and retained counsel, the question arises
whether plaintiffs’ counsel may ethically use
these options, and if so, how. Also, what
would be the appropriate context for representing clients who are contemplating or
have already secured this financing on their
own?
Most third-party funding agreements implicate some common deal identifiers: 1) a
direct contract relationship exists between
the funder and the original party to the case
or with the advocate, 2) the case continues
with the original party to the matter in place,
and 3) because no assignment of the underlying claim occurs, financial backers are not
parties.10 Considering these basic qualifiers,
the touchstone of the initial analysis is the
legality of the transaction itself. Rights to
recover money via a judicial proceeding are
generally transferable—a thing in action is
presumptively assignable, with the exception
of most personal causes of action.11 Prohibition of the common-law concepts of maintenance (intermeddling of a disinterested
party to encourage a lawsuit) and champerty
(the maintenance of a person in a lawsuit on
condition that in some way the action is to
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be shared with the maintainer) are unknown
to the laws of California.12 Based on these
concepts, counsel may legally use third-party
financing and represent clients engaged in
third-party funding relationships. However,
advocates may be on slippery ethical ground
as they must consider more than legality—
they and their clients need to be sensitive to
obvious as well as subtle ethics issues.13

Ethical Implications
Counsel’s ethical obligations to clients may
never be infringed based on divergent financial
interests triggered by third-party funding.
Advocates’ obligations in the context of third
parties funding litigation generally focus on
maintaining independent control of the litigation, avoiding conflicts, and preventing
inadvertent waiver of privilege.14 For example, in the context of providing financing,
funders may require that counsel report case
developments. When third-party funders
require that the advocate seek consent from
the financier regarding file strategy, this may
suggest that funders are seeking to influence
the progress of the file. The input on strategy
by third-party funders results from the fact
that, generally, funders take “first resolution
dollars,” i.e., traditional priority of repayment
is the funder gets paid first from recovery,
before counsel and client.15 For example, in
a $50 million case, funded at $10 million, a
defendant may offer to settle in the range of
$12-15 million. Under the terms of most
funding agreements, funders would likely
push for acceptance, and they will recover
$10 million, plus additional sums as stated
in the contract. The plaintiff will resist taking
the offer since the plaintiff in this scenario,
after funder repayment, receives almost nothing on a $50 million action, thereby setting
up a conflict of interest.16
The conflict becomes clearer when considering the divergent loyalties and obligations
of each side. Counsel’s ethical obligations
require that he or she act in the best interest
of the client and in conformity with the client’s
directives. Alternatively, third-party funders
are primarily ethically obligated to bring in
the best possible return for investors. None
of the third-party funders’ fiduciary duties
extend to counsel’s client, before or after
contracts are signed and funds are advanced.
Therefore, advocates (and their clients) must
be sensitive to and resist pressure from trial
financiers regarding trial strategy or resolution
decisions. Third-party funders’ advocacy regarding trial strategy—informed by loyalty
to the financial backers—must never be
allowed to compromise counsel’s loyalty to
the client.17
As a corollary, if a trial file attached to a
third-party funding agreement is over-leveraged, counsel’s worries regarding repayment

may affect advocacy decisions, even absent
blatant funder demands. If the file’s financing
commitments become sufficiently unbalanced,
the advocate may feel compelled to unreasonably risk trial to attempt generating a
verdict large enough to cover all third-party
payment obligations and to provide a satisfying return for counsel and client. When
reasonable settlement options are rejected
on this basis, it harms the client’s interests.
This type of conflict can undermine counsel’s
duty of undivided loyalty to the client.
As well, counsel may refer clients to funders, but counsel must refuse referral fees
that extinguish independence of judgment
regarding whether financing is in the client’s
interest. An advocate’s consideration of financial commitments on a client’s matter must
never compromise candid advice regarding
financing terms.
Conflict rules may prohibit an attorney,
or a company the attorney substantially owns,
from financing clients whom the attorney, or
the attorney’s firm, represent. Likewise, if
counsel signs the finance agreement, the client
may later direct counsel not to pay the funder,
thus arguably rendering counsel and client
adverse, which in turn likely violates California Rule of Professional Conduct 3-300
(avoiding interests adverse to a client). Thirdparty financing may cause counsel to inadvertently compromise the client’s confidences,
even without direct counsel-client conflict.
These ethics challenges may arise in the discovery process. If so, this could place counsel
in conflict with Rule of Professional Conduct
3-310(F) (avoiding representation of adverse
parties) and Business and Professions Code
6068(e) (protecting client confidences), a difficult ethical gauntlet for counsel.

Privilege and Discovery
Privilege may accidentally be compromised
and therefore lost in the ordinary course of
litigation if an outside funder reads the file
when considering a finance contract. As part
of the negotiation regarding funding, most
funders demand case data. Funders sometimes
seek access to information before and after
committing funds, which may require updates
and sometimes direct file access as preconditions of financing or continued financing.18
Counsel’s discussions with potential funders
could unintentionally waive attorney-client
privilege, implicating discovery conflicts and
maybe trial results.19 This analysis creates
ethics pressure points on clients.20
One possible hot-spot is the potential for
outside financing to raise additional conflicts,
despite client authorization. A paradigm may
be created in which clients believe they must
choose between revealing confidential information that they are uncomfortable disclosing
to third parties and losing the funding for
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1. Third-party funders’ receiving case data as part of
the negotiation regarding funding has no effect on discovery of privileged material.
True.
False.
2. A fundamental ethical conflict that arises in the
presence of third-party funding is independent judgment regarding control of the litigation.
True.
False.
3. If counsel realizes that the third-party funding
contract is usurious, counsel must immediately secure
written waivers from the client in order to save the
deal.
True.
False.
4. Monetary advances that are actually loans, which
litigants must repay , constitute usury per se.
True.
False.
5. Third-party funding agreements can be structured
so they are outside usury laws.
True.
False.
6. If class counsel discusses the ethics issues in a
third-party funding arrangement with the lead plaintiff,
counsel’s ethical obligations to the class are satisfied.
True.
False.
7. Third-party funders and the lawyers they are backing
share a community of interest, with similar goals and
motivations.
True.
False.
8. Class counsel are under no ethical obligation to
disclose to anyone the involvement of a third-party
funding agreement.
True.
False.
9. When privilege logs are needed in the context of
discovery, they should note specific, applicable privileges, and not “common interest.”
True.
False.
10. Courts are never permitted to seek disclosure of
the existence of a funding agreement.
True.
False.
11. Plaintiff’s counsel can never be compelled to turn
over third-party funding agreements to the defense.

True.
False.
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12. The involvement of third-party financiers with
potential lead class counsel could raise questions
about that law firm’s resources to meet the demands
of representing the class.
True.
False.
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13. Material transferred between counsel for the company and an investor or potential investor in that company is not always protected by the joint defense doctrine.
True.
False.
14. The common interest doctrine insulates from discovery material shared between lawyers who are negotiating adversaries in the course of representing their
respective clients.
True.
False.
15. If negotiations with third-party funders are purely
financial, the common interest doctrine may not protect
the sharing of privileged material from discovery.
True.
False.
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16. Paying the lender a portion of attorney fees could
be considered prohibited fee-sharing.
True.
False.

ANSWERS
Mark your answers to the test by checking the
appropriate boxes below. Each question has only
one answer.

17. Counsel may waive work-product protection by disclosing counsel’s work product to a third party—including, potentially, prospective funders—who have no
interest in maintaining confidentiality.
True.
False.

1.
2.
3.
4.
5.
6.

18. California advocates seeking third-party funding
for litigation in California must be careful to avoid accidental champerty.
True.
False.
19. Disclosures to third-party funders might be protected under Evidence Code §912.
True.
False.
20. Counsel’s discussions with potential funders can
create ethics pressures for clients.
True.
False.
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their litigation, and possibly their ability to
press forward in litigation. Clients in this
posture could feel unable to rely on existing
counsel due to counsel’s obvious bias and
seek a legal opinion with another advocate
who does not fully understand the history
and nuances of the client’s matter.
Once clients commit to securing funding,
the financiers’ confidentiality protocols should
be carefully examined. Counsel should assist
the parties to the transaction in defining the
limits of disclosures and the legal and financial
obligations to defend against intrusion into
the client’s confidential information. Counsel

the privilege holder’s purpose in seeking legal
advice.21 The doctrine can, therefore, in some
circumstances, insulate from discovery material shared between negotiating adversaries.
Trial lawyers involved in negotiating thirdparty funding arrangements arguably function
as both transactional attorneys negotiating
business commitments and as trial lawyers
zealously representing clients in adversarial
proceedings. The added wrinkle is that funders
are never advocates with a client in the mix.
As background, attorney-client privilege
generally falls when lawyers voluntarily disclose confidences to unrelated third parties.22

tively protected.28
Third-party funding is fundamentally a
business negotiation, not seeking or providing
legal advice, but some courts have recognized
that communications between parties to a
business negotiation are within the contemplation of the attorney-client privilege.29
However, while some communications outside litigation may come under the rubric of
the common interest doctrine, these types of
communication must be shared for a legal
rather than business purpose. Entities must
share identical, or nearly identical, legal interests for the common interest doctrine to apply

THIRD-PARTY FUNDING is fundamentally a business
negotiation, not seeking or providing legal advice, but
some courts have recognized that communications
between parties to a business negotiation are within the
contemplation of the attorney-client privilege.
should consider demanding contract terms
that include recourse for the funder’s breach
of counsel’s obligations to safeguard client
confidences.
A subsidiary issue concerns the potential
for and consequences of waiver of privilege.
Counsel should secure the client’s written
informed consent prior to cooperating with
third-party funders’ demands for disclosures
prior to signing financing contracts. Disclosures to financiers should be no broader
than necessary to outline the operative facts,
issues, and procedural posture of the case, in
counsel’s judgment. Even if an advocate balances preserving confidences with the client’s
desire to finance the file, this does not address
all the issues regarding breaking open privilege
via disclosures to financial partners.
California civil litigators sometimes reference the common interest doctrine when
they believe that effective client representation
requires sharing with third parties privilegeprotected material without waiving confidentiality. In Citizens for Ceres v. Superior Court,
the California Court of Appeal interpreted
Evidence Code Sections 912 and 952, finding
that California has no “common interest privilege,” but in limited circumstances California
law provides for survival of the attorneyclient privilege when confidential information
is shared with a third party, as long as it is
shared with a reasonable expectation that the
information disclosed will remain confidential
and the disclosure is necessary to accomplish
22 Los Angeles Lawyer March 2017

The underlying issue is that, during financial
negotiations on the file, participants are
adverse, rendering disclosures potentially
outside attorney-client privilege.23 In California, evidentiary privileges are purely statutory, and courts cannot recognize new privileges. As a result, the fact that the Evidence
Code does not recognize a joint defense privilege for separately represented parties is the
final word in California litigation.24 However,
disclosures may be protected under Evidence
Code Section 912, which provides some shelter: disclosure does not waive privilege if it
is both confidential and reasonably necessary
for the accomplishment of the purpose for
which counsel was consulted.25
Most cases construing Section 912, though,
contemplate several attorneys representing
multiple clients who are parties to a single
action—for example, codefendants pool resources for efficiency or consistency. This is
not the case during third-party funding discussions, however, in which parties who claim
common interest as a defense to disclosure
of privileged material are adversarial. Auspiciously, the common interest necessary for
waiver protection—although not obvious in
financial negotiations—has recently been
recognized among nonlitigants and adverse
negotiating parties.26 Because the funder relationship during negotiations is both adversarial and exclusively financial, the common
interest doctrine may not be available.27 Thus,
sharing privileged information is only selec-

and for privileges and protections to kick in.30
Counsel seeking funding and protection
from discovery need to structure their approach and communications to establish that
the parties share a common interest in the
successful prosecution of the matter, rendering the disclosures “reasonably necessary to
accomplish the purposes for…consulting
counsel.”31 Generally, the purpose of consulting counsel would be successful litigation—the same interest motivating the financiers’ participation. For protections to
reliably attach, however, the communication
must contain legal advice furthering the
attorney-client relationship and reasonably
necessary to representation.32 This is a tough
needle to thread because legal advice rarely
plays a role in communications that are actually conducted under the aegis of arm’s-length
adversarial financial negotiations.
Contrary to the requirements of California’s common interest doctrine, funders are
generally neither counsel nor client. Counsel
may want to try to cast the advocate’s role in
the funding negotiation as that of providing
legal advice and guidance on the merits of
the legal arguments in the client’s case.
Arguably, absent legal advice, commoninterest analysis might be inapplicable.33
Consequently, communication among client,
counsel, and finance companies may waive
privilege, exposing privileged material to discovery. Another analysis is emerging to protect
privilege when counsel shares sensitive material

as part of trial financing. Courts recognize
that the waiver analysis covers work product
(Wells Fargo Bank v. Superior Court).34 The
trend is to protect financing-related disclosures
as protected attorney work product, prepared
in anticipation of litigation.35 Unfortunately,
counsel may unexpectedly waive work-product protection by disclosing counsel’s work
product to a third party with no interest in
maintaining confidentiality.36
Considering these analyses, are litigation
funding arrangements discoverable? In some
jurisdictions, courts have compelled disclosure
of documents shared with potential thirdparty investors during discussions about
potential financing.37
In Nidec Corp. v. Victor Co., a federal
court sitting in California held that material
transferred between counsel for the company
and an investor was not protected by the
joint defense doctrine.38 In Nidec, the plaintiff
sought access to documents about the defendant’s patents, which the defendant had
shared with a potential investor. The court
did not recognize the existence of any common legal interest; the seller shared privileged
legal advice predominantly to further a business interest, not a legal interest, because the
investor was unlikely ever to be a defendant.
Counsel must understand the nuances of,
and advise clients about, potential discovery
consequences of sharing otherwise-protected
material disclosed pursuant to purely financial conversations.39 Once counsel secures
the funding contract, splitting fees with nonattorneys may be implicated, depending on
the deal’s structure, and this may violate Rule
1-320 (financial arrangements with nonlawyers).40 California Rule of Professional Conduct 1-320(A) generally prohibits members
from directly or indirectly sharing legal fees
with nonlawyers. Although agreements structured as traditional loans or purchase agreements of claim proceeds are likely consistent
with Rule 1-320, paying a lender from attorney fees could be prohibited fee-sharing.41

Class Actions
The overall growth in third-party litigation
funding extends to class actions. However,
based on the unique dynamics of class-action
relationships, the ethics analysis is not identical to nonclass relationships. One aspect
of class litigation affecting third-party funding
analysis is the additional pressure to disclose
the fact of funding to the court. Class certification requires court approval and, to some
extent, supervision of the development of
the matter.42
The involvement of third-party financiers
with potential lead class counsel may raise
questions about the law firm’s resources to
meet the demands of representing the class.
Counsel’s motives are then already in conflict

with the court’s curiosity and potentially with
an unknown number of class members. This
raises concerns about counsel’s avoiding interests adverse to the client, as proscribed by
Rule 3-310.43
When, early in the process, the court designates lead class counsel, clients are both
known and unknown. If a third party has a
seat at the table, with a meaningful voice
regarding whether to settle and the particular
terms, the court will likely seek disclosure
of information in this regard. Another ethical
concern in this context concerns zealous representation—revealing the need for funding
may appear to weaken the firm’s ability to
effectively represent clients in litigation. This
may compromise the firm’s ultimate success
in the case.
For these reasons, some courts seek disclosure of the existence of a funding agreement, perhaps presaging a trend toward
greater transparency. Thus, with whom should
class counsel be consulting?44 The lead plaintiff
is a single discussion; at early stages of class
litigation, the identities, and even the total
number, of clients and potential clients is not
solidified. Class members who may want to
react to a class counsel’s strategy to seek outside funding lack channels to hear this news
or be heard in response. The plaintiff’s counsel
may be ethically obligated to separately disclose the existence of the funding agreement
to all known and potential class members as
part of the opt-out discussion. Once the funding is widely disclosed, confidentiality may
be broken, exposing funding material in discovery. This disclosure would likely occur
without input from clients, raising additional
ethical concerns.
Further conflict may arise regarding funders who are working to create a business
paradigm to secure the best financial return.
Unlike ethics requirements for class counsel,
funders are not necessarily bound to the best
interests of a group of injured individuals.
Courts hearing contested lead counsel petitions may require firms to disclose thirdparty funding.
Another complicated situation arises when
multiple counsel from different firms are designated to represent a class, but one of the
attorneys is using third-party financing. Although the attorney is fundamentally obligated to represent the class, he or she has
brought a nonlawyer participant into the
management cadre without approval or consent from co-counsel, potential clients, or
perhaps even some of the clients already identified in the class. In this situation, although
plaintiffs’ lawyers owe a duty of undivided
loyalty to class clients, counsel has a financier
participating in important analyses who has
little focus on what is best for injured parties.
Co-counsel and clients may not be aware of

the undisclosed divided loyalty that may arise
when bankers influence settlement moves.
Class counsel cannot realistically secure consent from all class action clients since not all
clients have yet been identified at early stages.
This raises questions about counsel’s effective
compliance with ethics obligations under
Rule 1-310 (forming a partnership with a
nonlawyer).
Guidelines for California class actions
offer robust due process protections for class
members, which could safeguard the class
against possibly troubling third-party litigation financing contracts. If class members
have intragroup conflicts of interests, the
issues are more complex. Certification of a
class encompassing these types of conflicts
may trigger designation of subclasses, each
with its own class counsel and representative.
In a third-party funding context, this type
of internal conflict may stimulate separate
funding contracts with the attorneys, possibly
raising competing approaches to strategy and
resolution. 45 Thus, third-party litigation
financing, as currently practiced, may have
difficulty falling within all of a counsel’s
ethics obligations in class actions with designated subclasses.
To help the courts efficiently deal with
approving class settlements, some plaintiff’s
lawyers are obtaining experts, sending out
releases, and scheduling mediators at somewhat earlier stages than in the past.46 This
suggests more court scrutiny at preliminary
procedural stages. With larger expenses earlier in the process, third-party financing will
be a larger and more common occurrence.
Analogizing to the plaintiffs’ bar demands
in discovery for disclosure of all insurance
policies, the defense bar has argued that it
is entitled to see the agreements if third parties are financing plaintiffs in class actions
because third-party funding maintaining litigation is the corollary of this entrenched
discovery rule.47 The defense would be looking for language in the agreement that highlights ethics conflicts or other pressures
affecting the course of litigation. Indeed, on
January 23, 2017, the U.S. District Court
for the Northern District of California posted
a rule change requiring that plaintiffs in proposed class, representative, and collective
actions disclose the identity of third-party
funding sources.48
Ethical implications in the area of thirdparty funding are being recognized more
slowly than the industry is growing, so counsel
must be watchful regarding possible ethics
pitfalls. Maintaining independence, avoiding
conflicts, and preventing inadvertent waiver
of privilege should be at the forefront of counsel’s analyses when considering third-party
litigation financing. The following activities
represent practical approaches to apply when
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considering third-party funding litigation:
• Discuss with clients, in detail, all of the
potential risks and adverse effects of thirdparty funding.
• Obtain detailed and clear written waivers
delineating ethical, strategic, and financial
consequences of third-party funding.
• Maintain privilege logs that note specific,
applicable privileges (e.g., attorney-client or
attorney work product) rather than common
interest since the common interest doctrine
is not one of California’s statutorily decreed
privileges.49
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