Litigation Funding: An Economic Analysis
J. B. Heaton∗
This Draft: October 31, 2018

Abstract
Basic economic analysis of litigation funding shows that risk neutral plaintiffs without
budget constraints will not accept funding unless they are pessimistic relative to the
funder. Risk aversion makes a plaintiff who shares probabilistic beliefs with the funder
act observationally equivalent to a pessimistic, risk neutral plaintiff, so she will accept
funding as well. An important benefit of litigation funding - evident from the application of a change of measure to risk neutral probabilities, an analytical approach widely
used in the pricing of financial derivatives - is that it moves litigation outcomes closer
to risk neutral outcomes and therefore closer to actions consistent with the plaintiff’s
perceived “merits,” something that is of underemphasized importance in law and procedure. The best funding outcomes (for investors) are likely when plaintiffs are risk
averse or budget constrained. Poor outcomes are more likely when funded plaintiffs
are risk neutral and unconstrained. (JEL: C65, D21, D84, D90, D91, K10, K20, K41)
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Introduction

Litigation funding - the non-recourse financing of a party’s litigation expenses by a thirdparty funder - is both interesting and controversial. The funds available for litigation funding
are growing.1 As an investment product, litigation funding is attractive to investors because
the market is young - potentially promising higher returns than available in more mature
markets - and because the returns to litigation funding - which pays off when a case is successfully settled or taken to a collected judgment - are highly idiosyncratic and uncorrelated
with the returns of major asset classes, providing investors with diversification benefits. The
growth of litigation funding has, however, only increased the controversy surrounding it.
While a Law360 poll of attorneys found that while 86% of attorneys who have used litigation funding report a positive opinion of it, 62% of in-house counsel more likely to be on
the other side of a funded case report a negative opinion.2 The U.S. Chamber of Commerce
remains actively opposed to litigation funding, speaking in favor state legislative efforts to
force plaintiffs to disclose their litigation funding arrangements as part of initial discovery
disclosures in a case.3 Some judges, including Judge Polster who oversees the National
Prescription Opiate Multi-District Litigation in the U.S. District Court for the Northern
District of Ohio, require plaintiffs to disclose their litigation funding arrangements to the
court, though not to opposing parties.4
While much legal scholarship analyzes aspects of the litigation funding phenomenon,5
1

See, for example, Sara Randazzo, “Investors Flock to Back Lawsuits in Exchange for a Cut of
Settlement,” September 18, 2017, Wall Street Journal, available at https://www.wsj.com/articles/
litigation-funder-longford-raises-500-million-as-industry-surges-1505707261.
2
See Cristina Violante, What Your Colleagues Think Of Litigation Finance, December 11, 2017, https:
//www.law360.com/articles/989204/what-your-colleagues-think-of-litigation-finance.
3
See Andrew Strickler, Wis. Gov. Signs Legal Funder Transparency Rule, April 3, 2018, https://www.
law360.com/articles/1029480/wis-gov-signs-legal-funder-transparency-rule.
4
See
Jeff
Overley,
Opioid
MDL
Attys
Must
Disclose
Outside
Funding,
Judge
Says,
May
7,
2018,
https://www.law360.com/articles/1041305/
opioid-mdl-attys-must-disclose-outside-funding-judge-says.
5
The literature is already large. Some helpful references are Abramowicz and Alper (2013), Abramowicz
(2014), Abrams and Chen (2013), Avraham and Wickelgren (2014), Barksdale (2007), Bogdan (2014), Burch
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economic analysis of litigation funding is less advanced.6
We often think of the litigation funding arrangement as solving two problems. First,
litigation funding is most obviously a form of financing. Like a contingency fee arrangement,
the litigation funding arrangement provides financing that may allow a budget constrained
plaintiff to finance litigation that she would otherwise be unable to pursue. It may also
allow a plaintiff that is not budget constrained to finance the litigation without tapping
other available cash, using that case for other purposes. Second, litigation funding is a risktransfer mechanism. The non-recourse nature of most litigation-funding allows the litigant to
protect the downside of a loss by trading to the funder more of the gains from a win. There is
also a third, less-emphasized aspect to litigating funding: the opportunity for plaintiffs and
funders to make financing arrangements that reflect different beliefs about the probability
of success. Plaintiffs and funders can see a case the same way (have identically-calibrated
probabilistic beliefs) or be pessimistic or optimistic relative to one another.7 Different beliefs,
like the need for financing or risk transfer, also create incentives for litigation funding.
This paper explores litigation funding in the tradition of the seminal models of economic
analysis of litigation developed in the 1970s by Professors Gould, Landes and Posner. Several
insights emerge starting first from analysis of risk neutral plaintiffs and funders. First, risk
neutral plaintiffs who agree with their potential litigation funder about the probability of
plaintiff victory and who are not budget constrained will not use litigation funding. Second,
when the litigation funding contract is linear (that is, it pays the funder a linear multiple
(2012), DeStefano (2014), Fitzpatrick (2018), Gajda (2017), Glickman (2016), Glover (2017), Goral (2015),
Goral (2016a), Goral (2016b), Hensler (2011), Hensler (2014), Huang (2012), Issacharoff (2014), Kalajdzic,
et al. (2013), Korsmo and Myers (2016), Levi (2017), Lyon (2010), McLaughlin (2007), Molot (2010), Pich
(2016), Polavarapu (2017), Richmond (2005), Rodak (2006), Samra (2016), Shannon (2015), Shepherd and
Stone (2015), Silver (2014), Spier and Prescott (2016), Steinitz (2011, 2012, 2013, 2014, 2015), Wendel
(2014), and Xiao (2016).
6
In addition to economic insights that appear in the articles cited in the footnote directly above, other
economic analyses include Daughety and Reinganum (2014), Chen (2015), Deffains and Desrieux (2015), De
Mot and Faure (2016), and Kidd (2012, 2016).
7
See Spier and Prescott (2016).
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greater than 1 of its investment), risk neutral plaintiffs who agree with their potential litigation funder on the probability of litigation and who are budget-constrained only accept
the funding they need to clear their budget constraint for a positive expected value case.
Third, negative expected value cases do not get funded when risk neutral plaintiffs agree
with their potential litigation funder on the probability of litigation. Nothing much changes
when the risk neutral plaintiff is optimistic relative to the funder, that is, when she believes
the probability of victory is higher than the funder believes.
Things get more interesting when risk neutral plaintiffs are pessimistic relative to funders.
A risk neutral, pessimistic plaintiff that is not budget constrained still will not accept any
funding she will be offered for a case she perceives to be positive expected value. Cases that
the risk neutral, pessimistic plaintiff believes to be negative expected value are different.
A pessimistic, risk neutral plaintiff that is not budget constrained and who perceives her
case to be negative expected value may receive and accept full or partial funding for that
case if the funder is sufficiently optimistic relative to the plaintiff. Thus, the availability
of litigation funding may expand the litigation of (plaintiff-subjectively-perceived) negative
expected value cases when optimistic funders meet pessimistic plaintiffs. Of course, it is
important to note (as is well known in the law and economics literature) that cases the
plaintiff perceives to be negative expected value may still be meritorious in the sense of
having high probability of victory, if the negative expected value derives from high litigation
costs. The expansion of litigation with optimistic funders may fund some truly bad cases, to
be sure, but may also fund good cases that (perhaps excessively) pessimistic plaintiffs found
too expensive to justify.
To analyze risk averse plaintiffs, I borrow from common practice in financial derivatives
pricing and employ the concept of a change of measure to “risk-neutral probabilities” to
show how risk aversion makes a plaintiff act as a risk neutral plaintiff would act if facing a
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probability of victory less than the actual subjective probability she holds.8 This allows us to
adapt the risk neutral results to the risk averse analysis quite easily. In the cases where risk
averse plaintiffs and funders share probabilistic beliefs about a plaintiff victory, risk aversion
is observationally equivalent to plaintiff pessimism. Like a pessimistic, risk neutral plaintiff,
a risk averse plaintiff who has the same probabilistic belief of victory as her funder may
receive and accept funding that she would not have accepted if risk neutral. And a plaintiff
that is optimistic relative to her funder may be sufficiently risk averse that she too acts “as
if” she is pessimistic and accepts funding even when she is not budget-constrained.
Thus, an interesting feature of litigation funding is that it will allow some risk-averse
plaintiffs to act more like they would act if they were risk neutral. This is important from
a policy perspective because it allows those plaintiffs to pursue meritorious (in their view)
cases they would otherwise forego simply because of their risk aversion. While litigation
funding may expand the litigation of some negative expected value cases, it may also provide
a significant benefit even for plaintiffs that are not budget constrained by allowing those
plaintiffs to pursue meritorious litigation that defendants might otherwise escape or settle
on terms that do not reflect case merits. That is, a benefit of litigation funding is that it
moves such cases closer to their risk neutral outcomes, and therefore arguably closer to their
merits. It may allow pursuit of some good cases that would be avoided as if they were bad
cases only because of risk aversion, a characteristic of the plaintiff unrelated to merits.9
The paper’s results allow us to make some predictions about the profitability of litigation funding. Because well-capitalized, risk neutral plaintiffs do not use litigation funding
unless they are pessimistic, we might expect litigation funding to such plaintiffs to be more
susceptible to adverse selection. The results presented here suggest that funders (and in8

To the best of my knowledge, the is the first application of the concept of a change of measure to risk
neutral probabilities in the literature on the economic analysis of litigation. The concept is widely-used in
the pricing of financial derivatives. See, for example, Hull and White (2013, pp. 1364-1365).
9
I explore the idea of risk neutral justice more in Heaton (2018).
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vestors placing money with funders) should be especially cautious of investments to fund
litigants who are not budget constrained and who are not plausibly risk averse for the
amounts at stake in the investment. The results suggest that the best funding outcomes are
likely when plaintiffs are plausibly risk averse or have good reasons to act “as if” they are,10
and/or where plaintiffs are budget constrained. It may be a while, of course, before data on
litigation-funding outcomes is available to test these predictions.11
The paper continues as follows. Section 2 presents the basic modeling set up, an application of well-known tools of economic analysis of litigation to the litigation-funding problem.
Section 3 presents results for risk neutral plaintiffs, including the use of a change of measure
to risk neutral probabilities. Section 4 presents results for risk averse plaintiffs. The last
section concludes the paper.

2

Basic Set-Up

I analyze litigation funding within the framework of the seminal economic models of the litigation process (Landes (1971), Gould (1973), and Posner (1973)).12 A Law360 poll reported
that 63% of respondents who said they used litigation funding did so for single cases rather
than a portfolio of cases or a mix of single cases and portfolios.13 As such, single cases are
the focus of my paper. We let J be the size of judgment awarded to the plaintiff if she
wins her case. We assume no uncertainty about J.14 We assume that the “true” probability
10

See Heaton (2005) for a discussion of the (im)plausibility of risk aversion by large corporations.
For a new and important empirical study of consumer litigation funding using a proprietary database,
see Avraham and Sebok (2018).
12
Of course, the economic analysis of litigation has moved into much more complex methodologies than
applied here. See, for example, the excellent reviews of Hay and Spier (1998), and Spier (2007, 2008).
Moreover, the field continues to advance. See, for example, Prescott and Spier (2016) and Spier and Prescott
(2016). Nevertheless, the original framework remains useful, especially in unraveling the “basics” of a given
litigation situation or procedural device.
13
See Cristina Violante, What Your Colleagues Think Of Litigation Finance, December 11, 2017, https:
//www.law360.com/articles/989204/what-your-colleagues-think-of-litigation-finance.
14
This is a very strong simplifying assumption. In practice and in theory, the estimation of damages is
a large and important part of litigation. See, for example, Kaplow and Shavell (1996). However, it is also
11
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that the plaintiff wins her case is unknown and concern ourselves only with the subjective
probabilities held by the plaintiff, the funder, and the defendant. The plaintiff believes the
probability of winning is Pp , the litigation funder believes the probability of plaintiff victory
is Pf , and the defendant believes the probability of plaintiff victory is Pd .15
A person is “optimistic” relative to another if they believe in a higher probability of
plaintiff victory and “pessimistic” if they believe in a lower probability of plaintiff victory,
regardless whether we are dealing with the beliefs of the plaintiff, the funder, or the defendant.16 This is the natural use of the words “optimistic” and “pessimistic” for the plaintiff
and the funder, and those are the only parties we use these terms with below. I use the
term “identically-calibrated” to refer to those who have identical subjective probabilities of
victory, so that plaintiff and funder are identically-calibrated if Pp = Pf . When a person is
optimistic or pessimistic relative to another person, they are “differently-calibrated.”
We let Cp > 0 be the cost to the plaintiff of taking her case to trial including legal fees,
discovery costs, trial exhibits, travel expenses, expert witness fees, court costs, etc., but
excluding costs that are not out-of-pocket like opportunity costs of time and attention given
to the litigation. We let Cd > 0 be the cost to the defendant, where we are assuming, denoted
by the different subscripts, that the plaintiff and the defendant in general will have different
litigation costs. We assume that Cp and Cd are both common knowledge in the sense that
the parties and the funder each know the costs that each party will bear in the litigation.
We also assume that the defendant is solvent for (has the ability to pay) the judgment J.
the case that litigants offer share considerable information before the start of litigation and, by rule and
otherwise, early in the case. This too can justify assumptions (to some extent) of common knowledge about
case merits, including damages at issue. See, for example, Shavell (1989).
15
These probabilities of victory include all relevant probabilistic judgments, including the probability of
legal error that benefits or costs one side or the other. See, for example, Polinksky and Shavell (1989).
16
The idea of relative optimism has a long history in the economic analysis of litigation, see, for example,
Cooter and Rubinfeld (1994, 439-440), and is explored in detail in Bar-Gill (2006), though the analysis of
optimism in law and economics remains far behind that which has occurred in behavioral finance. See, for
example, Malmendier and Tate (2015). Here we allow plaintiff and funder to be optimistic or pessimistic
relative to the other. For other analyses of optimism in law and economics, see, for example, Posner (2004).
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The plaintiff has wealth Wp not including any expected value from the litigation. A plaintiff
is budget constrained with respect to the litigation if Wp < Cp . A plaintiff that is not budget
constrained can fund the litigation in full with her own money if she chooses to do so. I refer
to this as “self funding.”
Litigation is perceived to be positive expected value for the plaintiff if Pi J − Cp > 0, for
i = p, d, and/or f . Negative expected value litigation is defined conversely. Throughout the
paper, we assume that the funder and the defendant are risk neutral, but that the plaintiff
may be either risk neutral or risk averse with a concave utility function U (.).
The litigation funding contract has the funder pay proportion α ∈ [0, 1] (where α = 0 is
equivalent to no litigation funding) of the plaintiff’s costs of litigation, Cp , in return for the
plaintiff’s promise to pay Rα ∈ (αCp , J) to the funder from the proceeds of any judgment
J and nothing in the event of a loss, where we assume that the funder earns at least an
arbitrarily small positive expected return on the financing, and that at least some, perhaps
arbitrarily small, amount of J must be given to the plaintiff in the event of a victory to
induce her participation. Funding is “full” when α = 1 and “partial” when α ∈ (0, 1). We
say that a plaintiff “receives” funding if the funder is willing to fund, and “accepts” funding
if she chooses to take it.

7
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3

Risk Neutral Plaintiffs

3.1

Identically-Calibrated Plaintiffs and Funders

Perhaps the most basic economic insight within the classic law and economics framework
(see, for example, Priest and Klein (1984, p. 13) is that cases involving risk-neutral parties
should settle immediately if:

Pp J − Cp < Pd J + Cd .

That is, the case should settle if the risk neutral plaintiff’s expected gain from litigating is
less than the risk neutral defendant’s expected loss, and the case should settle somewhere in
the range of the two amounts. Note further the well known result that cases should always
settle if the parties agree on J and P , since the plaintiff’s costs are a certain reduction
from her expected gain (forcing the left side down) and the defendant’s costs are a certain
addition to his identical expected loss (forcing the right side up). We set aside the possibility
of immediate settlement. For the skeptical reader, we offer the assumption that Pd << Pp ,
so that settlement is initially infeasible.
We start by considering a risk neutral plaintiff and a funder who are identically-calibrated.
The risk neutral plaintiff’s problem is to maximize the following objective function:

maxα,I {Wp + I[Pp (J − Rα ) − (1 − α)Cp ]},

(1)

where I is the indicator function, taking on value 1 if litigation proceeds and 0 if not, and
where the objective function is maximized subject to the following constraints:

I[Wp − (1 − α)Cp ] ≥ 0

8
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(2)

I[Pf Rα − αCp ] ≥ 0.

(3)

The first constraint is the plaintiff’s budget constraint: her existing wealth minus the amount
the amount she spends on the litigation cannot be less than zero. The second constraint is
the funder’s participation constraint, where we assume the inequality holds strictly if I = 1.
The risk neutral funder must view funding as a positive expected value investment in order
to fund.
We start by considering a plaintiff who is not budget constrained, that is, a plaintiff with
wealth Wp ≥ Cp . The first proposition follows:
Proposition 1: A risk neutral plaintiff who is not budget constrained and is identically
calibrated to the funder does not accept funding.
Proof : Suppose the plaintiff perceives the case as positive expected value, Wp +Pp J −Cp >
Wp . Then I = 1, α = 0 (self funding) generates greater expected wealth than I = 0, so
the plaintiff will prefer self funding to no litigation. But for any amount of funding, α > 0,
Wp + Pp (J − Rα ) − (1 − α)Cp = Wp + Pp J − Pp Rα − (1 − α)Cp < Wp + Pp J − Cp =
Wp + Pp J − αCp − (1 − α)Cp since, by the funder’s participation constraint and identicallycalibrated beliefs, Pp Rα = Pf Rα > αCp . Therefore, the plaintiff does not accept any funding
for a case she perceives to have positive expected value. Now suppose the plaintiff perceives
the case to be negative expected value, Wp + Pp J − Cp < Wp . The plaintiff will not self fund.
But since Pp J − Cp = Pf J − Cp < 0 =⇒ Pf Rα < Cp even for maximum Rα ∈ [αCp , J),
the plaintiff will not receive full funding. The plaintiff will not accept partial funding either,
since the funder’s participation constraint, Pf Rα > αCp , would require funding on terms
such that Wp > Wp + Pp J − Pf Rα − (1 − α)Cp .
Example 1: Consider a large, risk neutral (with respect to the litigation) corporation
that holds a patent infringed by another company, its major competitor, also risk neutral
with respect to the litigation. The plaintiff company has an enterprise value of $1 billion and
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it will cost $20 million to pursue the claim against the competitor. The plaintiff company’s
board of directors who must authorize the litigation believes it has a 70% chance of prevailing
for a judgment of $150 million. The plaintiff’s case therefore has a subjective expected value
of $85 million (70% x $150 million, the expected judgment, minus $20 million, the costs of
litigation). The defendant company agrees on the potential damages of $150 million, but
believes the probability of the plaintiff’s victory is 40% if the defendant spends $15 million to
defend the case through trial.17 The defendant faces a subjective expected loss of $75 million
(40% x $150 million plus $15 million of litigation costs). The case will not settle since the
plaintiff’s expected gain exceeds the defendant’s expected loss. A litigation funder that shares
the plaintiff’s belief in a 70% chance of victory offers to finance the $20 million in litigation
costs in return for $30 million in the event of a victory. This satisfies the funder’s participation
constraint since Pf Rα − αCp = 0.7($30 million) − 1($20 million) = $1 million > 0. But the
plaintiff will reject the funding, since the expected value of the fully funded litigation is
0.7($150 million − $30 million) = $84 million < $85 million, the expected return of selffunded litigation.
Proposition 1 is useful because it carves out a potentially large group of litigants and cases
from any use of litigation funding. So long as plaintiff and funder are identically-calibrated
- even if, for example, both are very optimistic about the litigation relative to the defendant
- there will not be litigation funding when the risk neutral plaintiff can self fund a case she
perceives to be positive expected value, nor will there be litigation funding for a perceived
negative expected-value case, since the funder will not provide full funding and the plaintiff
will not accept any offered partial funding.
We next consider the case where the risk neutral plaintiff is budget constrained. It is
obvious that the risk neutral plaintiff who is budget constrained and identically calibrated
17

Both in practice (in my experience) and in theory (see, for example, Hay (1995)), probabilities of victory
are partly a function of expenditure.
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to the funder always receives full funding for positive expected value cases, but does not
receive full funding for negative expected value cases. But that tells us only whether the
plaintiff receives full funding, not whether she accepts it. Without more specification on Rα
we cannot say whether the risk-neutral plaintiff who is identically-calibrated with the funder
will reject full funding (α = 1) in preference for partial funding (0 < α < 1). Partial funding
requires the plaintiff to pay (1 − α)Cp of the litigation costs. The risk neutral plaintiff will
reject partial funding unless it is lower (subjective expected) cost than full funding, that is,
unless, for an α ∈ (0, 1) that satisfies the funder’s participation constraint,

Pp R1 > Pp Rα + (1 − α)Cp ,

where R1 denotes the return that the litigation funder requires for full funding. Suppose
that the litigation funding contract is linear,

Rα =

µαCp
Pf
µ ≥ 1.

This allows us to advance an additional proposition for the risk-neutral plaintiff who is
identically-calibrated with the funder:
Proposition 2: When the litigation funding contract is linear, a risk neutral plaintiff who
is budget constrained and is identically-calibrated to the funder accepts only the funding she
needs to clear the budget constraint (or the next greater available amount) for a positive
expected value case and does not receive funding for a negative expected value case.
Proof : Suppose the plaintiff perceives the case to be positive expected value and that
Pp R1 > Pp Rα + (1 − α)Cp for some subset of partial funding proportion that satisfies
the funder’s participation constraint, α ∈ (αL , αH ). Because the plaintiff and funder are
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identically-calibrated and since, because µ ≥ 1, the plaintiff’s expected return from litigation, Pp (J −

µαCp
)
Pf

− (1 − α)Cp = Pp J − Cp − Cp (µα − α), is strictly decreasing in α, the

plaintiff chooses the lowest possible α consistent with receiving funding and clearing her
budget constraint. The plaintiff will not receive full funding for a negative expected value
case and will not accept any partial funding received for a negative expected value case for
the same reasons given for an unconstrained plaintiff in proving Proposition 1.
Example 2: Consider a risk neutral litigation trustee that manages and makes all
decisions for a litigation trust. The litigation trust was seeded with $1 million in a bankruptcy
court liquidation proceeding for an underlying bankrupt company. The funds were to pursue
a number of small claims, the litigation trustee has collected those judgments, and now has
$2.5 million in total assets. Now, however, the litigation trustee has found a previously
undiscovered fraudulent transfer claim against a defendant it has standing to sue. It will
cost $5 million for the litigation trust to pursue the claim against the defendant. The
litigation trustee believes she has a 60% chance of prevailing against the defendant for a
judgment of $25 million. The litigation trustee’s case therefore has a subjective expected
value of $10 million (60% x $25 million, the expected judgment, minus $5 million, the
costs of litigation). We assume this is higher than the defendant’s expected loss so the
case will not settle if brought. The litigation trustee is clearly budget constrained, having
only $2.5 million. A litigation funder that shares the litigation trustee’s belief in a 60%
chance of victory offers to finance the $5 million in litigation costs in return for $10 million
in the event of a victory or, in the alternative, to finance half the costs, $2.5 million, in
return for $5 million in the event of a victory. Both arrangements satisfy the funder’s
participation constraint since Pf Rα −αCp = 0.6($10 million)−1($5 million) = $1 million > 0
and 0.6($5 million) − 0.5($5 million) = $500, 000 > 0. The litigation trustee will reject
full funding and the accept partial funding, however, since since the expected value of the
fully funded litigation is 0.6($25 million − $10 million) = $9 million < $9.5 million =
12
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0.6($25 million − $5 million) − $2.5 million, the expected value of partial (α = 0.5) financing.

3.2

Optimistic Plaintiffs

We next take up the case of differently-calibrated plaintiffs and funders, maintaining our
assumption that cases do not settle immediately because plaintiffs are very optimistic relative
to defendants. We start with the case of the optimistic plaintiff, where Pp > Pf .
It is obvious on inspection of the prior results that nothing much changes when the
plaintiff is optimistic relative to the funder. A risk neutral, optimistic plaintiff who is not
budget constrained does not accept funding for reasons that are clear from the proof of
Proposition 1, noting that if the optimistic plaintiff perceives the case to be negative expected
value, then the funder must as well so no financing that the plaintiff will accept will be
received.
Thus, the availability of litigation funding does not expand the amount of litigation simply by allowing funding of cases that optimistic plaintiffs want to bring when the optimistic
plaintiff is risk neutral is not budget constrained. Such plaintiffs do not turn such cases
over for litigation funding and will self fund the same cases she would have brought before. Moreover, such plaintiffs will not obtain funding from litigation funders to fund cases
they perceived to be negative expected value cases and, therefore, would not have brought
absent the general availability of litigation funding. With linear funding contracts, optimistic, budget-constrained plaintiffs still limit their funding to the amount they need and,
like unconstrained plaintiffs, do not receive funding for negative expected value cases.18
18

One obvious problem that optimistic plaintiffs present, of course, is that they may resist settlements that
the funder wishes the plaintiff would take. In conversations, litigation funders report this to be a significant
problem in practice.
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3.3

Pessimistic Plaintiffs

We now move to the case of pessimistic plaintiffs, where Pp < Pf . The pessimistic risk neutral
plaintiff perceives the probability of victory to be lower than the probability of victory that
the funder perceives. Things now get more interesting. It is obvious from the above that
a pessimistic plaintiff that is not budget constrained will not receive any funding she will
accept for a case she perceives to have positive expected value, because the funder must
always receive at least infinitesimally more than αCp (and more if Pf < 1) in the event of
victory, so litigation funding always has lower expected return than self funding. Perceived
negative expected value cases are different.
Proposition 3: A pessimistic, risk neutral plaintiff that is not budget-constrained and who
perceives her case to be negative expected value may receive and accept full or partial funding
for that case.
Proof : When the pessimistic, risk neutral plaintiff perceives the case to be negative
expected value, she will accept funding of some kind (if received) rather than forgo the
litigation so long as Wp + Pp (J − Rα ) − (1 − α)Cp > Wp . Consider the linear contract above,
Rα =

µαCp
Pf

+ , with µ = 1, where  is an arbitrarily small increment over a zero expected

return (in the funder’s perception) on its investment, consistent, for example, with significant
competition in the market for litigation funding and the funder’s risk neutrality, and suppose
further that Pf Rα > αCp for some α. The plaintiff’s expected return from accepting this
funding rather than forego litigation is:

Cp α(1 −

Pp
) − (Cp − Pp (J − ))
Pf

The first parenthetical term is perceived by the plaintiff to be positive because of plaintiff
pessimism (Pp < Pf ), while the second parenthetical term is perceived by the plaintiff to
be negative by the assumption that she perceives the litigation to be negative expected
14
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value. So long as this expected return is greater than zero at funding α that satisfies the
funder’s participation constraint, the plaintiff will accept funding rather than forego the
negative expected value case. And because the expected return is strictly increasing in α for
a pessimistic plaintiff, she will prefer as much funding as she can receive.
Proposition 3 tells us that the availability of litigation funding may expand the litigation
of (plaintiff-subjectively-perceived) negative expected value cases if optimistic funders find
pessimistic plaintiffs who are not budget constrained and who have cases that the pessimistic
plaintiffs would not otherwise fund on their own. The points to a sort of adverse selection
problem where plaintiffs who perceive their cases to be negative expected value will find it
in their interest to pursue a case with funding, perhaps putting some of their own money
into the case if doing so with funder financing has a higher expected return than foregoing
the case altogether. Similar results hold, of course, for the budget constrained risk neutral
pessimistic plaintiff.
Example 3: Consider again a large, risk neutral (with respect to the litigation) corporation that holds a patent infringed by another company, its major competitor, also risk
neutral with respect to the litigation. The company has an enterprise value of $1 billion
and it will cost $18 million to pursue a claim against the competitor. It believes it has a
70% chance of prevailing against the company for a judgment of $25 million. The plaintiff’s case therefore has an negative expected value of -$500,000 (70% x $25 million, the
expected judgment, minus $18 million, the costs of litigation). The defendant company
agrees on the potential damages of $25 million, and agrees that the probability of the plaintiff’s victory is 70% if the defendant spends $15 million to defend the case through trial.
The defendant faces an expected loss of $32.5 million (70% x $25 million plus $15 million of
litigation costs), but will not make a settlement with the plaintiff because the case is negative expected value.19 An optimistic litigation funder (optimistic relative to the pessimistic
19

See, for example, Schwartz and Wickelgren (2009).
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plaintiff) with belief in a 90% chance of victory offers to finance the $18 million in litigation
costs in return for $21 million in the event of a victory. This satisfies the funder’s participation constraint since Pf Rα − αCp = 0.9($21 million) − 1($18 million) = $900, 000 > 0.
The plaintiff will accept full funding since the expected value of the fully-funded litigation
is 0.7($25 million − $21 million) = $2.8 million > 0, the expected return of not pursuing the
litigation at all.

4

Risk Averse Plaintiffs

We now turn our attention to a risk averse plaintiff.20 Let U (.) be the plaintiff’s utility
function. An individual is risk averse if she always prefers the expected value of an uncertain
outcome to the uncertain outcome itself. That is,

U (P WA + (1 − P )WB ) > P U (WA ) + (1 − P )U (WB ),

(4)

an inequality that holds if and only if the function U (.) is concave over the relevant wealth
levels, WA and WB , where WA 6= WB .

By the intermediate value theorem of calcu-

lus, and given 0 ≤ P ≤ 1, there is a number WC where WA < WC < WB such that
U (WC ) = P U (WA ) + (1 − P )U (WB ). WC is known as the “certainty equivalent” of the
gamble generating WA or WB with probabilities P and (1 − P ), respectively. That is, a
person with utility function U (.) will be indifferent between the uncertain prospect of WA
with probability P and WB with probability (1 − P ) versus the sure thing of WC .
Armed with the idea of the certainty equivalent, we can ease our analyses in the risk averse
cases considerably by employing “risk neutral probabilities.” Risk neutral probabilities are
“pseudo-probabilities” (that is, not the actual subjective probabilities) obtained through a
20

Gould (1973) and Landes (1973) remain lucid presentations of the basic analysis of litigation with risk
aversion.
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change of measure to obtain probabilities that can be used to interpret a certainty equivalent
“payoff” as if the person valuing the payoffs was not a risk averse individual valuing the
payoffs at her true subjective probabilities, but a risk neutral individual valuing the payoffs at
the risk neutral probabilities. “The risk neutral probabilities coincide with actual subjective
probabilities if agents are in fact risk neutral - otherwise they contain in addition adjustments
for risk aversion.”21
Let SN (with the subscript N denoting “no funding”) be the the certainty equivalent of
the litigation (which can be thought of as the acceptable settlement amount) such that the
plaintiff is indifferent between pursuing the litigation and receiving the certainty equivalent
settlement. Then SN satisfies

U (Wp + SN ) = Pp U (Wp + J − Cp ) + (1 − Pp )U (Wp − Cp ).

Finding the risk-neutral probabilities in a simple two-state (win-lose) problem like this one
is straightforward. We know (trivially) that the individual plaintiff is indifferent between the
settlement that pays SN in the event of a win and SN in the event of a loss (the certainty
equivalent) and the litigation that pays off Wp + J − Cp in the event of a win and Wp − Cp in
the event of a loss. This implies there is a probability πN (which is not the plaintiff’s actual
subjective probability of victory, Pp ), such that

Wp + SN = πN (Wp + SN ) + (1 − πN )(Wp + SN )
Wp + SN = πN (Wp + J − Cp ) + (1 − πN )(Wp − Cp )
21

Leroy (1989, p. 1606). See also Gehr (1981). Risk neutral probabilities are the basis of most financial
derivatives pricing models. See, for example, Ho and Singer (1984), Rubinstein (1994), Jarrow and Turnbull
(1995), Hull and White (2013, pp. 1364-1365). Here, by contrast with derivatives-pricing models, we assume
for simplicity that the pure time value of money is zero. Relaxing this assumption would merely introduce
some additional terms without shedding light on the issues at hand.
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which has the solution
πN =

SN + Cp
,
J

Figure 1 presents the set up graphically. It is easy to confirm that πN =

(5)
SN +Cp
J

satisfies the

requirement for a probability that 0 ≤ πN ≤ 1, since, as for 0 ≤ πN , all that is required is
that S, C, and J are each positive, with J strictly so. As for πN ≤ 1, all that is required
is that SN ≤ (J − Cp ), that is, that the defendant never pays a settlement greater than the
plaintiff’s best case with a trial.
It is also easy to see that πN < Pp , that is, the risk neutral probability is strictly less
than the plaintiff’s subjective probability of victory. Recall that risk aversion means that
the utility of the expected value of the litigation is greater than the expected utility of the
litigation, that is, U (Pp (Wp + J − Cp ) + (1 − Pp )(Wp − Cp )) > Pp U (Wp + J − Cp ) + (1 −
Pp )U (Wp − Cp ). Since SN is the certainty equivalent of (that is, has the same utility as) the
expected utility of the litigation, Pp U (Wp + J − Cp ) + (1 − Pp )U (Wp − Cp ), U (Pp (Wp + J −
Cp ) + (1 − Pp )(Wp − Cp )) > U (SN ) implies that

SN < Pp (Wp + J − Cp ) + (1 − Pp )(Wp − Cp )
⇐⇒
Pp >

S N + Cp
= πN .
J

This view of risk aversion, which is generally understood in the finance literature that
makes wide application of risk neutral probability measures,22 has not been emphasized
22
See, for example, Backus, Chernov, and Martin (2011, p. 1986) (“In representative-agent models, risk
aversion generates risk-neutral distributions that are shifted left (more pessimistic) relative to [the] true
distribution.”); Danthine and Donaldson (2014, p. 266) (“[I]t will be shown that risk-neutral probabilities
are ’pessimistic’ in the sense that they are larger than the objective probabilities for states where payoffs
are small–the ’bad’ states–and smaller than the objective probabilities where payoffs are high, with the
consequence that risk-neutral payoffs are numerically smaller than expected payoffs computed using the
common objective probabilities.”); Dumas and Luciano (2017, p. 62) (“Risk-neutral probabilities in this
sense are pessimistic, in that they ‘put more weight’ on low-consumption states.”)
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in the economic analysis of litigation: risk aversion makes a plaintiff act as a risk-neutral
plaintiff would act if facing a probability of victory of πN less than the actual subjective
probability she holds, Pp .
The change of measure to risk neutral probabilities allows us to adapt the results above
quite easily. In the cases where risk averse plaintiffs and funders are identically-distributed,
risk aversion is observationally equivalent to plaintiff pessimism.23 Like pessimistic, risk
neutral plaintiffs, risk averse identically-distributed plaintiffs may receive and accept funding.
And plaintiffs that are actually optimistic relative to the funder may be sufficiently risk averse
that they act “as if” they are pessimistic and accept funding even when they are not budget
constrained.
Thus, an interesting feature of litigation funding is that it allows risk-averse plaintiffs
to act more like they would act if they were risk neutral. Consider, for example, the case
of identically-calibrated plaintiff, funder, and defendant where the case is perceived positive
expected value, but where the plaintiff’s risk aversion is such that she will not pursue the
case. That is, where:

P p = Pf = P d = P
P J − Cp < P J + Cd
SN = 0.

This scenario should trouble us. A good justice system should generate results driven by
case merits. But risk aversion - a quality of litigants unrelated to the merits of their disputes
- allows risk neutral litigants - potentially institutions like large corporations - to benefit by
23

Researchers have made this observation in other contexts. “For instance, in the context of lotteries,
which are often used to measure the risk aversion level, the reservation price of a risk-averse (resp. risktolerant) and unbiased individual is empirically indistinguishable from the reservation price of a risk-neutral
and pessimistic (resp. optimistic) individual; there is here an identification problem that confounds data
interpretation.” Mansour, et al. (2008).

19

Electronic copy available at: https://ssrn.com/abstract=3105702

escaping meritorious (in the sense of positive-expected-value) litigation, or (supposing SN
was very small relative to P J − Cp ) to benefit from risk averse settlements that a risk neutral
litigant would have refused. The result is that some cases are settled as if their merits were
much worse. Good cases settle like bad cases. A benefit of litigation funding - when it is
received and accepted - is that it may move such cases closer to their risk-neutral outcomes,
and therefore arguably closer to their merits.
Proposition 4: When received and accepted, litigation funding allows a plaintiff to
pursue litigation more like she would if she were not risk averse.
Proof : Suppose Pp = Pf = Pd = P , P J − Cp < P J + Cd , and SN = 0. Then πN =

Cp
.
J

The risk averse plaintiff will accept full funding if πF (Wp + J − Rα=1 ) + (1 − πF )Wp > Wp .
In that case, SF > 0 = SN , which would - holding other quantities constant - require a lower
level of risk aversion to be the certainty equivalent without funding, so litigation funding
allows the risk averse plaintiff to act as if she was less risk averse at the same subjective
probability of victory.
Figure 2 presents the situation graphically.
Example 4: Consider a small company that, as a result of the risk aversion of its owners
whose wealth is concentrated in ownership of the company, acts as if it is risk averse with
natural log utility, ln(enterprise value). The company’s enterprise value before litigation is
$6 million. The company has been the victim of a breach of contract by a large supplier
that diminished the company’s enterprise value to this level from a pre-breach value of
$18.5 million. It would cost $5.4 million to pursue a claim against the breaching supplier.
The company’s directors believe the company has a 70% chance of prevailing against the
supplier for a judgment of $12.5 million, all of which will accrue to the enterprise value
of the company, returning it to its pre-breach value. The plaintiff’s case therefore has
an expected value of $3.35 million (70% x $12.5 million, the expected judgment, minus
$5.4 million, the costs of litigation). The defendant’s expected value, based on a cost of
20
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litigation of $5 million and the same view as the plaintiff as to the judgment and probability
of victory, is $13.75 million, but the defendant rightly believes that the plaintiff company
will not bring the case if it must finance it itself. The plaintiff’s utility function is such
that the expected utility of bringing the case is Pp ln(Wp + J − Cp ) + (1 − Pp ) ln(Wp −
Cp ) = 0.70($6 million + $12.5 million − $5.4 million) + 0.30($6 million − $5.4 million) =
11.47 + 3.99 = 15.46 < 15.61 = ln($6 million), the expected utility of not bringing the
case. Because of its risk aversion, the plaintiff company is acting as would a risk-neutral
plaintiff that faced πN = 0.568 < 0.70 = Pp . A litigation funder that shares the plaintiff’s
belief in a 70% chance of victory offers to finance the $5.4 million in litigation costs in
return for $8.1 million in the event of a victory. This satisfies the funder’s participation
constraint since Pf Rα − αCp = 0.7($8.1 million) − 1($5.4 million) = $270, 000 > 0. The
plaintiff will accept the funding, since the expected utility of the fully funded litigation is
Pp ln(Wp + J − Rα ) + (1 − Pp ) ln(Wp ) = 0.70($6 million + $12.5 million − $8.1 million) +
0.30($6 million) = 11.31 + 4.68 = 15.99 > 15.61 = ln($6 million).

5

Conclusion

Litigation funding is growing and becoming more controversial as it does. This paper explores
litigation funding in the tradition of the seminal models of economic analysis of litigation.
When a risk neutral plaintiff and the funder share the same perceived probability of victory,
or when the risk neutral plaintiff is optimistic relative to the funder, the risk neutral plaintiff
who is not budget constrained does not take financing and the budget constrained plaintiff
takes only as little as she can. A risk neutral, pessimistic plaintiff, however, may receive and
accept funding for a negative expected value case.
I use the concept of risk neutral probability from financial derivatives pricing to analyze
the risk averse plaintiff. Risk aversion makes a plaintiff act as a risk neutral plaintiff would
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act if facing a probability of victory less than the actual subjective probability she holds.
This allows us to adapt the risk neutral results quite easily. In the cases where risk averse
plaintiffs and funders share probabilistic beliefs about a plaintiff victory, risk aversion is
observationally equivalent to plaintiff pessimism. Like pessimistic, risk neutral plaintiffs,
risk averse plaintiffs who share the same probabilistic belief of victory as their funders may
receive and accept funding that they would not have accepted if risk neutral. And plaintiffs
that were optimistic relative to the funder may be sufficiently risk averse that they too act
as if they are pessimistic and accept funding even when they are not budget constrained.
An interesting feature of litigation funding - viewable through the lens of risk neutral
probabilities - is that it allows risk averse plaintiffs to act more like they would act if they
were risk neutral, allowing them to pursue meritorious cases they would otherwise forego
simply because of risk aversion. This suggests that while litigation funding may expand the
pursuit of some negative expected value cases, it may provide a significant benefit even for
plaintiffs that are not budget constrained in allowing those plaintiffs to pursue meritorious
litigation that defendants might otherwise escape or settle on terms that do not reflect case
merits.
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Figure 1: Amounts and their utilities given the judgment J, the true probability of victory by the plaintiff
Pp , the costs of litigation for the plaintiff Cp , the wealth of the plaintiff Wp , the certainty equivalent settlement
SN , the plaintiff ’s concave utility function U (.), and the risk-neutral pseudo-probability of victory πN .
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Figure 2: Litigation funding allows a risk-averse plaintiff that would not have pursued litigation without
funding to move closer to the utility she would have achieved if risk neutral with the same case merits.
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