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Abstract

Arbitration as a way of resolving disputes between companies is essentially
linked to the advantages of arbitration, especially with the speed and
neutrality of arbitration, as well as the confidentiality, the possibility of
choosing arbitrators with precise technical knowledge in the area of litigation,
among others. The parties choose arbitration as a means of resolving disputes,
relating to interests of an equity nature, bearing in mind that for some
legislators the emphasis is on the availability of rights, arising from the
contractual relationship that unites them. The payment of costs is a sine qua
non condition for the constitution of the arbitral tribunal. The parties must
proceed with the payment of taxes and fees, respectively to the arbitration
center they have chosen and the arbitrators they have chosen. Considering
that the economic situation of the companies may fluctuate, either during the
execution of the main contract, or when the dispute arises, the constitution of
the arbitral tribunal and during the procedural iter, the possibility of financing
the arbitration was outlined. Third-Party Funding is a figure that involves a
third-party, unrelated to the litigation, who will defray the expenses due by
one of the parties to the arbitration. It will have as a counterpart the
participation in the eventual financial result achieved through the success of
the arbitration. As a methodology, in addition to analyzing the state of the art,
we will indicate real cases and the reasons for the growth of this instrument,
without forgetting the ethical issues involved.
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Introduction
What is funded arbitration

Defining what is the “third-party funding”, hereinafter referred to as TPF, is not an
easy or peaceful task, due to the simple fact that there is no consensus regarding this
figure, besides its scarce regulation.

What makes it difficult to define it is precisely the existence of a series of modalities
for financing litigation by third parties.

TPF, in the most common modality, can be defined as a form of financing, whether
partial or total, in which a third-party, through a contract, undertakes to finance the
costs necessary and inherent to the litigation, both judicial and arbitration, of a
litigant. In return, the disputing party must reimburse and / or remunerate the third-
party (TPF) with the gains it may receive with the conclusion of the dispute
(LegalToday, 2018).

Even though this is the most common modality, the truth is that there is no consensual
understanding as to the characterization and definition of TPF.

The difficulty felt by several authors and researchers in the construction of a solid and
unique definition is notorious.

Even among those who defend a broad definition of TPF, there are voices around a
more economical conception and that indicate that it can contemplate several figures,
and the remuneration of the third-party must always be directly linked to the
litigation gains. On the other hand, some argue that it is not possible to obtain a
definition based on a single conception, since there are several types of financing
(Goldsmith, et al., 2010), (Gongalves, 2018).

All these controversies make the TFP delimitation task an almost impossible mission.
There were even those who believed that we could embark on undefinition. However,
if that were the case, we would fall into great instability, especially for those who bet
on the TPF market.

The lack of definition of the TPF would increase the discomfort in the use of this
instrument, whether regarding legal aspects or even economic ones. This is
undoubtedly the reason why there are several attempts at conceptualization, which
are different, and which we can find, expressly or implicitly, in some of the
instruments that provide for and regulate the TPF.

In this context, the IBA Guidelines on Conflict of Interest (of the International Bar
Association) is of great importance, constituting a crucial instrument in assisting
arbitration proceedings. They are an instrument of soft law, being the first regulatory
rules of the TPF in commercial arbitration and foreign investment (Hodges, 2017).
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Not defining TPF concretely, the truth is that they determine what should be
understood by TPF. This may be any entity that contributes funds or any material
support to one of the parties to the arbitration procedure and that has a direct
economic interest in the decision that will result in the arbitration (General Standard
6 (b) of the IBA Guidelines), (Gongalves, 2018).

The IBA Guidelines also establish an important distinction between TPF and
insurance denominated as ATE and BTE insurances. These are legal expenses
insurance and are generally called BTE (before the event) or ATE (after the event)
insurance, depending on when the respective policy is signed.

Regarding ATE, it is important to contract insurance by one of the parties to cover the
risk of paying legal fees due to the other party. However, the formalization of this
contract comes after the event that originated the dispute and, in turn, the respective
judicial / arbitration procedure.

As for BTE, and unlike the first ones, they are contracted before the occurrence of any
event and include not only the payment of the costs that the dispute involves to the
hiring party, as well as the payment of costs to the counterparty, if that is the gist of
the decision (Justice Jackson, 2009).

We can then see that, in the TPF, there is a direct economic interest in the litigation,
and that, contrary to the stated insurance, ATE and BTE, there is a duty of
compensation arising from the contract.

Within the scope of the various attempts to define and regulate the TPF, the Hong
Kong Law Reform Commission followed a different path and ended up updating the
legislation on Arbitration and Mediation. More recently, in 2017, TPF was legally
defined as a financing agreement, by a third-party, to one of the litigating parties, with
it having a benefit as a counterpart. This depends on the competent action being
deemed valid and within the stipulated in the respective agreement.

In the Report of the ICCA-Queen Mary Task Force on Third-Party Funding in
International Arbitration, published in 2018, TPF is expected to receive a
remuneration or refund of the investment it has made, depending on the partial or
total success of the dispute resolution, and alternatively, it may depend on the
payment of a premium.

[tis, in fact, fundamental to reach a general definition of the figure, so that an effective
regulation can be outlined, implementing legal certainty and security.

However, we consider that there are at least three characteristics that must be
present in the TPF: the funder must have no connection with the litigation; the
purpose of the financing is intended to meet the costs arising from a dispute; the
financier must be reimbursed for the amount disbursed, plus a remuneration, agreed
in the contract, depending on the success or result of the dispute.
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The TPF delimitation

The TPF is a solution that allows access to justice for all litigants or, to put it more
concretely, that allows all parties, who do not have sufficient financial resources, to
face a litigation, whether judicial or arbitration.

If the importance of this figure was already dazzled, today, in the middle of the Covid-
19 era, the TPF assumes a unique relevance. The difficulties experienced by
companies and commerce in general, in an unprecedented struggle and with a
considerable decrease in their profits and even in assets, will provide a fertile ground
for the means of out-of-court dispute resolution, maxime arbitration.

The slight delimitation of the figure, as referred, feeds a panoply of TPF modalities.
One focuses on the possibility for a particular company to sell its shares or issue
bonds, to obtain capital and thus finance litigation. Another arises with the so-called
special-purpose vehicles (SPV), in which the SPV becomes the holder of the right of
action, being this (SPV) held by an entity originally holder of that right. The TPF, in
turn, acquires shares in SPV and, therefore, will itself finance the judicial or
arbitration process (Report of the ICCA-Queen Mary, 2018). In this way, the financier
will have greater control over the ongoing processes, since he becomes a shareholder
of the company that is a party to the lawsuit, allowing for possible reimbursement and
remuneration, certainly in the form of dividends.

We cannot forget that the markets are constantly developing, especially the capital
market, developing various forms of financing. In this context, the portfolio funding
emerged. This mechanism allows several cases to be financed in a single act through
a simplified process and under the terms agreed between the financier and the
financed. Portfolio funding offers all the benefits of financing a single case along with
the additional benefits of financing at scale, diversifying financial risk and allowing
for planning.

This mechanism proves to be one of the most attractive modalities for the parties in
conflict, not only because the financier, when investing, has a lower associated risk,
as well as it allows the financed party to manage its liquidity, since it will not support
the total of the costs inherent to a process, or will not bear it at all, whether judicial or
arbitration.

To clarify the problem, pay attention to the Tenor Capital case and the financing
granted to the company “Crystallex”.

“The Canadian company Crystallex had been expropriated from its mining unit in the
Bolivarian Republic of Venezuela, and for that reason, initiated arbitration with the
International Centre for the Settlement of Investment Disputes (commonly referred to
as “investment arbitration” or “ICSID arbitration”). Subsequently, Crystallex sought to
obtain financing through the issuance of USD 120 million debt securities, which were
intended for payment to creditors and to meet the costs of the investment arbitration



ISSN 2601-8659 (Print) European Journal of July - December 2021
ISSN 2601-8667 (Online) Marketing and Economics Volume 4, Issue 2

process. Having been unsuccessful in this operation, the company filed for insolvency and
asked the Canadian court to grant authorization to obtain alternative financing, for
both purposes indicated. It was then authorized to carry out a financing operation that
involved the injection of capital into the company aimed at paying creditors, developing
the company's operations, and promoting investment arbitration. In this financing, the
financing entity (“Tenor Capital”), in addition to obtaining several guarantees for the
payment of its credits, also appointed two of the five members of the supervised
company's board of directors. The particularity of this financing resides in the fact that
a portion of the financing is liquidated in terms like the financing obtained in the
financial markets (capital and interest liquidation) and the other is subject to the pure
“third-party funding” regime, that is, it is subject to the risk associated with the outcome
of the process.” (Henriques, n/a).

As we have seen, there are several financing models that are provided by the market
dynamics and by the needs that are being imposed by the respective economic agents.
In view of the market’s globalization and the intensification of trade, it will be easy to
understand the exponential growth of transnational disputes.

We also verified the scarce information on the exact number of funders or brokers,
which shows some reluctance by these subjects / entities to assume this position,
precisely due to the lack of regulation and, mainly, due to the lack of definition of the
TPF figure.

There are several problems, so we will return to this topic later, just stating, at this
moment, that a litigation financier is a financial investor. In this sense, the right to “a
portion of the future product” of the litigation is acquired. However, such activity
involves risk. For this reason, economically attractive lawsuits with a reasonable
expectation of success will be part of the financing agreement.

In this context, international arbitrations are chosen by investors / financiers, given
their high amounts and greater predictability of results. In addition to specific needs
(eg cash flow), companies seek this type of financing to reach a partner with whom to
share the action’s risk. It is a special partner, as it only seeks the profitability of the
"business"”, without interfering, from the outset, in the legal strategy of the action. This
will certainly be desirable goal. But, as we will see, there will be a need to guard
against future conflicts of interest.

Disclosure of financing agreements

We will now inquire whether the party that resorted to the financing will be required
to report this fact to the arbitral tribunal and whether, at the same time, it should
disclose the terms of the financing to the counterparty.

On the one hand, we cannot forget that, in general, the state laws on arbitration and
the regulations of the institutions that administer arbitrations contain rules on the
independence and impartiality of arbitrators. On the other hand, the financing of
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arbitration is equated, with due caution, to the legal aid provided by States to the
neediest who wish to access justice. In the context of arbitration, financing by a third-
party will undoubtedly go to international trade operators.

As law is shaped by social reality, the need to regulate the TPF was felt from the
beginning, seeking to implement good practices.

The first guidelines on conflicts of interest in international arbitration (2014) are due
to (IBA) as mentioned. Now, it is important to attend to some of them. See, especially,
General Principle 6 (b), where it is stated that:

“If one of the parties is a legal entity, any legal or physical person having a
controlling influence on the legal entity, or a direct economic interest in, or a duty
to indemnify a party for, the award to be rendered in the arbitration, may be
considered to bear the identity of such party.

The explanatory note to this guideline clarifies that” (...) General Standard 6 (b)
clarifies that such legal persons and individuals may be considered effectively to be that
party. Third-party funders and insurers in relation to the dispute may have a direct
economic interest in the award, and as such may be considered to be the equivalent of
the party. For these purposes, the terms ‘third-party funder’ and ‘insurer’ refer to any
person or entity that is contributing funds, or other material support, 15 to the
prosecution or defense of the case and that has a direct economic interest in, or a duty
to indemnify a party for, the award to be rendered in the arbitration”.

General Principle 7 (a) also protects the third funder, providing that “A party shall
inform an arbitrator, the Arbitral Tribunal, the other parties and the arbitration
institution or other appointing authority (if any) of any relationship, direct or indirect,
between the arbitrator and the party (or another company of the same group of
companies, or an individual having a controlling influence on the party in the
arbitration), or between the arbitrator and any person or entity with a direct
economic interest in, or a duty to indemnify a party for, the award to be rendered
in the arbitration. The party shall do so on its own initiative at the earliest
opportunity”.

They clarify, in the respective annotation, that: “The parties are required to disclose
any relationship with the arbitrator. Disclosure of such relationships should reduce the
risk of an unmeritorious challenge of an arbitrator’s impartiality or independence based
on information learned after the appointment. The parties’ duty of disclosure of any
relationship, direct or indirect, between the arbitrator and the party (or another
company of the same group of companies, or an individual having a controlling influence
on the party in the arbitration) has been extended to relationships with persons or
entities having a direct economic interest in the award to be rendered in the arbitration,
such as an entity providing funding for the arbitration, or having a duty to indemnify a
party for the award”,
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The need to communicate the existence of financing to the Arbitral Tribunal is
evident. In fact, the IBA 2014 Guidelines state, right in the introduction, that, with the
emergence of large economic groups and international law firms, the development of
international trade leads to situations of possible conflicts of interest and, therefore,
should be revealed in arbitration. Thus, the third financier is equated to a party.

This issue is directly related to the arbitrator's independence and impartiality, which
is, in fact, included in any law or regulation on arbitration, although these terms must
be understood, as they cover different realities. Independence refers to the personal
relationship that is established between the party and the referee and is determined
in a more objective way, while impartiality is more abstract and linked to the referee's
state of mind (Hong-Lin & Shore, 2003).

[t is important to bear in mind that, on the one hand, global advocacy, business
standards, increasingly complex corporate structures, the obscurity of relationships,
which are increasingly intricate, and, on the other hand, the different cultural
environments where arbitration takes place, access to indirect information facilitated
by telecommunications, have all provided an exponential increase in questions about
the behaviour of referees (Imsdahl, 2011).

Attempting to prevent “less ethical” behaviours, the IBA 2014 Guidelines also provide
alist of colours in view of the severity of the circumstance that affects the impartiality
or independence of the referee. We reiterate that these attributes constitute a
fundamental rule of the procedure. This means that the arbiter not only has a duty to
be impartial and independent but must also needs to be this way in the eyes of others.
This duty includes the need to disclose any circumstance that may jeopardize
confidence in the impartiality of judging.

Offensive behaviour regarding these duties could amount to a serious violation of the
fundamental procedural rule and, therefore, be reflected materially in the decision (cf.
International Centre for Settlement of Investment Disputes Washington, DC In the
proceedings between Suez, Sociedad General de Aguas de Barcelona SA, and Vivendi
Universal SA (Claimants) and The Argentine Republic (Respondent) ICSID. Case. No.
ARB / 03/19), (Judice & Calado, 2016).

Under this arbitration, the Arbitral Tribunal established parameters regarding the
impartiality of the arbitrators. He stressed the need to analyse the relationship
between the party and the appointed arbitrator, their proximity and intensity of the
relationship, as well as the referee's material dependence on said relationship.

These parameters have been followed by several Arbitral Tribunals and must also be
applied whenever a relationship with a third-party financier is at stake (Goeler,
2016). The Arbitral Tribunal should therefore inquire whether the TPF is directly
involved in the appointment of the arbitrator.
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We have no doubts in stating that the TPF poses entirely new questions and facts for
arbitration. Imagine the following situation: In a given arbitration, F is the plaintiff's
TPF and X, the arbitrator appointed by the plaintiff. In another arbitration, with
another plaintiff, now B, the designated arbitrator X, now becomes B's lawyer, and the
TPF of this arbitration is the same F. Even more: X may have friends, family or
colleagues who work for F, or worse, X is himself a shareholder of F. As can be seen
from the examples above, F and X inevitably have a close relationship, so X cannot
prevent suspicions about the part financed by F (Phan, n/d).

Disclosure of the funder's identity and the purpose of the financing agreement at the
beginning of the process is vital to avoid procedural challenges during the procedural
iter or subsequent attacks on the enforceability of the judgment; Article V (1) (d) of
the 1958 New York Convention on the recognition and enforcement of foreign
arbitration awards.

Disclosure of financing is also justified in relation to the allocation of the costs of
arbitration. At the time of granting the arbitral award, the Arbitral Tribunal may
determine the reimbursement of the advance amount by the winning party and the
losing party may not be able to afford the expenses.

In view of the above, the financed party must notify the Arbitral Tribunal of the
existence of a possible financing agreement. Only in this way, will the Tribunal be in a
position to demand or not appropriate bond, in order to minimize the risk of a future
breach of the counterparty's obligation to repay. It should be noted that the losing
party may have been the party financed in the arbitration process (Scherer, 2013).

As mentioned, another question arises: the disclosure of the content of the financing
agreement. Let us not forget the role of the TPF and its interest in arbitration.

The counterparty, which has no financing, may want to inquire about the interests
that move the financier. In short, the financing conditions.

However, this matter is not peaceful at all in the doctrine, since the disclosure of this
information can jeopardize the duty of confidentiality, as well as the financiers'
market itself (Teixeira, 2016).

It is natural for the funder to want to know in detail about the dispute, in order to be
able to measure and decide whether to make the financing agreement. It becomes
reasonable and even understandable that the financier receives information during
the arbitration procedure, either as a way of monitoring the possible return on his
investment, or to understand expenses incurred during the arbitration (Freitas,
2015).

The IBA 2014 Guidelines will once again be, without a doubt, an excellent instrument
to assess this triangle of relations, party, financier, and arbitrator.
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Some Contributions to TPF transparency

The Report of the ICCA-Queen Mary Task Force on third-party funding in
international arbitration, April 2018, as mentioned above, is an important instrument
for the parties, arbitrators and TPF, seeking to expedite the problems that arise during
afinanced arbitration. Its authors note that the report will not be the last word on TPF
but will constitute a working basis for the future.

They list a number of Principles on disclosure and potential conflicts of interest with
arbitrators. In accordance with the Principles and best practices, the following should
be highlighted:

A party and/or its representative must, on its own initiative, disclose to the
arbitrators and to the arbitration institution or nominating authority (if any) the
existence of a third-party financing agreement and the identity of the funder.

The arbitrators and arbitration institutions are entitled to expressly request that the
parties and their representatives disclose whether they are being financed and, if so,
the identity of the financier.

According to the information provided, the existence of a potential conflict of interest
between arbitrator and TPF must be assessed.

The Report also provides, in the guidelines it establishes, the Principles Regarding
Privilege and Professional Secrecy and the Principles Regarding Costs and Security
for Costs.

In short, the working group in question was concerned with the procedures, ethics
and political issues related to the TPF in international arbitration, giving special
importance to the regulation of the TPF in the harmonized context of the arbitration
and integrity of the respective procedures.

Also, some jurisdictions have already introduced the TPF figure in their regulations
within the arbitration framework. See the case of the rules of the Hong Kong
International Arbitration Centre (HKIAC), referred to above, and the Singapore
International Arbitration Centre (SIAC), which recently changed their legislation,
establishing the legal framework for the use of TPF in arbitration.

Regarding Hong Kong, in short, the following discipline stands out: the activity of
financing by a third-party of arbitration will exclude the direct or indirect
participation of financiers who are integrated by lawyers or legal service providers,
in order to avoid any conflict of interest; the communication of confidential
information to a third-party or a potential third-party financier will be permitted and
any recipient will be subject to confidentiality requirements; and the possibility of
disclosing the existence of any third-party financing agreement to other parties, in
order to avoid conflicts of interest in accordance with certain requirements.
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In turn, Singapore has legalized third-party financing not only for arbitrations, but
also for legal proceedings, given that the legal text makes no distinction in this regard,
referring only to procedures for resolving disputes. They imposed restrictions on the
financing hypotheses, limiting them to international arbitrations; lawsuits arising
from or related to international arbitrations; mediations, arising from or related to
international arbitrations; specific execution actions of arbitration commitment. To
this end, they determine that the financing must be carried out exclusively by a
qualified financier imposing certain requirements.

A note, also, on the Arbitration Regulation of the International Chamber of Commerce
(CCI) which, since the beginning of 2021, contains a set of new rules that seek to
increase the flexibility, efficiency and transparency of the arbitrations administered
by that institution.

In terms of guarantees of independence and impartiality of the arbitrators, the CCI
Regulation prescribes the duty of the parties to inform about the existence and
identity of third-parties with whom they have entered into agreements for financing
the arbitration process - TPF - and who have, to that extent, an interest in the outcome
of the arbitration (Article 11/7); the duty of the parties to inform about any change in
their representatives and the power of the arbitral tribunal to take the measures they
deem necessary to avoid conflicts of interest of any of the arbitrators as a result of
this change (Article 17/1 and 2).

Conclusions

The lack of specific TPF regulation contributes and will definitely contribute to a
certain distrust in the figure.

Most of the rules governing litigation financing are mere codes of conduct or good
practices, and are intended, above all, to guard against conflicts of interest.

Consequently, there is a unity of voices around the “necessary obligation” that the
financed party has to disclose all relevant information, avoiding a potential conflict of
interest between the parties involved in the process, whether arbitration or judicial.

In order to assess the arbitrator's impartiality and independence as well as
relationship with the TPF, the following aspects should be considered: the latter's
control over the process, his influence on the appointment of the arbitrator, the
frequency of the arbitrator's appointments and his fees (Koh, 2017).

Currently, given the effects of the Pandemic on the economy, an increase in litigation
is expected, even though it seeks to respect, on the one hand, the force majeure clause
and, on the other, the non-compliance, temporary or permanent, of the contractual
obligations that the parties assumed in the international commercial contracts.

10
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Companies, as operators of international trade, will certainly be compelled to resort
to litigation financing, so the TPF may present itself as a solution both in the scope of
business mediation and, especially, in the context of international arbitration.

In fact, TPF has the capacity to transform a demand into a financial asset, which
becomes, this way, the guarantor of a loan. This value will allow access to justice and
facilitate, in terms of treasury, the possibility for companies to pay the respective
costs and other arbitration expenses. However, this figure must be regulated, as it is
extremely important that the entities that administer arbitrations, prevent possible
conflicts of interest, adopting rules regarding the parties' duty to disclose the
financing agreements and the identity of the TPF.
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