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Executive Summary

Third-party litigation finance (TPLF) is a growing asset class. Estimating the fair value of TPLF assets can be difficult
due to the lack of publicly traded comparables and the bespoke nature of individual litigation claims. The valuation
of these assets can be extremely complex. This white paper provides a framework that could be useful when valuing
single-case, equity-like TPLF assets under ASC 820 for financial reporting purposes and should not be viewed as
guidance on the valuation of these assets for any other purpose. A simplified example is also provided to illustrate
the mechanics of this framework.

Introduction and Background

Litigation matters have challenging economics, as costs are incurred throughout the course of the litigation with
typically no incoming cash flows until the matter is settled or finally adjudicated. These economics have contributed
to the growth of the third-party litigation financing market, where an investor provides capital on a nonrecourse
basis to a law firm or litigant in exchange for a negotiated share of any recoveries from the matter. Law firms use
TPLF to increase their caseload, and corporate plaintiffs use TPLF to fund the litigation or to partially monetize

an otherwise illiquid asset. TPLF is typically geared toward commercial claims (e.g., breach of contract, patent
infringement, fraud, class actions) and consumer claims (e.g., personal injury). There are typically two types of TPLF
funding arrangements: single-case and litigation portfolio, where the financing is used for multiple cases.

The valuation of TPLF assets (the "Assets”) can be challenging. Traditional valuation approaches, such as the market
approach and the transaction approach, are typically not applicable due to the lack of relevant metrics to capitalize
and the bespoke nature of the underlying claims. Unlike a business that can be valued as a multiple of revenues,
EBITDA, or earnings, the Assets typically do not have representative metrics that can be easily capitalized. Individual
Assets are often highly customized with structured payoffs to the financier, resulting in noncomparable economics
across litigation matters. In addition, the value of an Asset over time can be lumpy based on the outcomes of
conditional events (milestones), such as settlements, court rulings, and appeals. As a result, the income approach
(such as the discounted cash flow approach) is commonly used to value the Assets.

Possible Valuation Framework for TPLF Assets

We provide the following framework as a possible approach to valuing equity-like investments in single-case Assets.
This framework has four steps:

« Step 1: Underwriting Assumptions

Start with underwriting assumptions® regarding the ultimate amount that would be won if successful (the
"Unadjusted Expected Value” or "UEV"), time to payment, the nature and timing of milestones, and other
relevant factors. The UEV may represent the TPLF provider's (the "Investor”) best guess as to, or probability-
weighted estimate of, the final award.

« Step 2: Discount Rate and UEV Discount Estimation

Estimate a discount rate (or range of discount rates) and calculate an implied Unadjusted Expected Value
discount (UEV Discount).

@ [f there is a more recent fair value transaction, assumptions from that transaction should be used. However, as Assets typically do not trade, this white
paper assumes no additional transactions after initial underwriting.



Determination of Discount Rate

It is easier to conceptualize the discount rate by working backward from the case timeline (i.e., starting with the
final award in the case), assuming that the litigation has a successful outcome for the Investor. We ask ourselves
what discount rate should be applied to this award. This should reflect the riskiness of the counterparty's ability
to pay the judgment, the structure of the payout, the difficulty of collection, and other factors. The discount rate
may also be impacted by other factors, such as the structure of the payout and the difficulty of collection. It may
also be appropriate to adjust the discount rate for lack of liquidity of the Asset.

Estimation of a UEV Discount at the Time of Investment

We define a UEV Discount as the discount to the expected final award due to risks of losing the litigation and
uncertainty of the amount of the final award. Since we have an estimated UEV, time to award, discount rate, and
purchase price for the Asset, we can estimate a UEV Discount based on the premise that the present value of the
Unadjusted Expected Value after the UEV Discount should equal the purchase price, or:

(Unadjusted Expected Value * (1 - UEV Discount)) / (1 + r)t = Purchase Price
where:

r = discount rate,

t=time to award.
Rearranging, we get:

UEV Discount =1 - (Purchase Price * (1 + r)!) / Unadjusted Expected Value

- Step 3: Milestone Probability and Litigation Risk Discount Estimation

Based on the implied UEV Discount, estimate the probabilities of winning or losing at each remaining milestone
and Litigation Risk Discount.

In Step 2, we started with the equation:
(Unadjusted Expected Value * (1 - UEV Discount)) / (1 + r)t = Purchase Price

We now consider what "1 - UEV Discount” represents from a conceptual standpoint. This formula reflects a
reduction in the UEV. Two possible reasons for the reduction are the probability of losing the litigation (P ) and
the uncertainty of the UEV estimate. An overstated UEV estimate can be reduced by a Litigation Risk Discount
(LRD). We can incorporate these two factors as follows:

(1-UEV Discount) =(1-P))*(1-LRD)
Substituting into the first equation, we get:
(Unadjusted Expected Value * (1 -P) * (1 - LRD)) / (1 + )t = Purchase Price

We now need to estimate the probability of losing the litigation and the LRD. We believe it is better to start by
estimating the litigation win/loss probabilities. Typically, prior to making an investment, an Investor will assess
the merits of a potential case. Often, the Investor will have estimates (perhaps derived from their history of
investments in litigation assets or conversations with the underlying law firm or consultants) of the likelihood

of success of each milestone event. The Investor may also have a view on the riskiness of the UEV, which may
impact selected UEV Discount and LRD. After the probability of winning/losing the litigation has been estimated,
the LRD can then be calculated.

The LRD and probability of winning the litigation are not necessarily static numbers and should be revised based
on case developments and other relevant factors.

« Step 4: Fair Value Estimation

Fair value at subsequent valuation dates is estimated via a present value calculation:

Fair Value = (Unadjusted Expected Value * (1 -P ) * (1 - LRD)) / (1L + )t



Here is a simplified illustration of this framework to show the interplay of the variables in the framework.
Example

Step 1: Underwriting Assumptions

Time until final judgment: Four years.

Milestones: (i) The initial trial with a ruling in two years and (ii) an appeal with a ruling in an additional two years. After
the ruling in the appeal, any award is deemed final.

Unadjusted Expected Value: $100 million.

Investor purchase price: $40 million, which is paid up front and expected to fully fund the trial and appeal.

Step 2: Discount Rate and UEV Discount Estimation

The appropriate discount rate is estimated to be 7%.
The implied expected future cash flow is approximately $52.4 million®, which implies a UEV Discount of 47.6%.

Step 3: Milestone Probability and Litigation Risk Discount Estimation

In this case, it is believed that the UEV Discount is composed of the risk of loss at the milestone events as well as
uncertainty on the final award. After consideration of the UEV Discount, comparable case experience, and other
relevant factors, the Investor estimates the milestone probabilities, which are shown in the flowchart below:
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These probabilities indicate that the probability of ultimately losing the case is 35%. Since the UEV Discount was
determined to be 47.6%, the implied LRD is 20%.%

Step 4: Fair Value Estimation

Fair Value Estimation One Year After Investment

Assuming no changes in a market participant's view of the litigation or the discount rate, the fair value of the
Investor's share of the litigation would be calculated to be $42.8 million.®

2552 4 million / 1.07* = $40 million.
(3)(1-35%) (1-LRD)=(1-476%).
4 $52.4 million/ 1.07°. 3



Fair Value Estimation Two Years and Three Years After Investment: Win at Trial Scenario

Assume that two years after the investment, the plaintiff has been successful at trial and awarded $100 million, but
the matter has been appealed. Also, assume that the probability of winning the appeal is estimated to be 80%. Given
the amount awarded by the court, the appeal, and after considering other relevant factors, the LRD is reduced from
20% to 10%. Thus, the total UEV Discount is 28.0%.

The corresponding valuation inputs are:

Unadjusted Expected Value: $100 Million LRD: 10%
Litigation Loss Probability: 20% Discount Rate: 7%
Time to End of Case and Receipt of Judgment: Two Years

The resulting fair value indications are:

Time Since Investment Fair Value
Two Years $62.9 Million®
Three Years $67.3 Million®

Fair Value Estimation Two and Three Years After Investment: Lose at Trial Scenario

Assume that two years after the investment, the plaintiff has lost at trial and filed an appeal. The probability of
losing on appeal is still believed to be 80%. Additionally, the LRD has been increased to 30% based on the facts and
circumstances of the case.

The corresponding valuation inputs are:

Unadjusted Expected Value: $100 Million LRD: 30%
Litigation Loss Probability: 80% Discount Rate: 7%
Time to End of Case and Receipt of Judgment: Two Years

The resulting fair value indications are:

Time Since Investment Fair Value
Two Years $12.2 Million™
Three Years $13.1 Million®

Fair Value Estimation at Year Four

Once the case has been finally adjudicated, the fair value would be SO if the plaintiff loses and the fair value of the
final judgment if the plaintiff wins.

Settlements, Drawdowns, and Other Considerations

This example is very simplistic as it assumes that the Asset is fully funded at the start; it is more common for funds to
be drawn upon as needed. The example also does not consider settlements, which are typically a key milestone. The
framework can be expanded to handle these and other considerations.

Valuation of Debt-Like Assets

So far, our valuation framework has been focused on equity-like investments where the Asset represents a pro-rata
share of ultimate litigation recoveries; however, TPLF can also be debt-like. For example, the litigation asset may
entitle the holder to the first distributions up to a multiple of their investment or up to a stated rate of return (the
"Debt-Like Assets”). Debt-Like Assets may also be a part of an asset that has a waterfall. For example, distributions
from litigation cash flows may be allocated as follows: (i) first, to the Asset in an amount equal to the capital provided
plus a return (the “Initial Distribution”), (ii) second, to the law firm or corporation up to a certain amount, (iii) third,
split 75%/25% between the parties until a certain return is made by the Investor, and (iv) fourth, any remaining cash
flows would be split 50%/50%. The framework can be adjusted to value Debt-Like Assets; however, this may still
require the estimation of variables from an equity perspective.

%) ($100 million x (1 - 20%) x (1 - 10%)) / 1.07>.

©)($100 million x (1 -20%) x (1 -10%))/ 1.07.

7)($100 million x (1 - 80%) x (1 - 30%))/ 1.077. 4
® (3100 million x (1 -80%) x (1 -30%))/ 1.07.
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ABOUT PORTFOLIO VALUATION AND FUND ADVISORY SERVICES

Houlihan Lokey's Portfolio Valuation and Fund Advisory Services practice is a leading advisor to many of the world's
largest asset managers who rely on our strong reputation with regulators, auditors, and investors; private company,
structured product, and derivative valuation experience; and independent voice. We value illiquid assets on behalf
of hundreds of hedge funds, private equity firms, financial institutions, corporations, and investors. We rapidly
mobilize the right team for the job, drawing on our expertise in a wide variety of asset classes and industries, along
with our real-world transaction experience and market knowledge, from our dedicated global Financial and Valuation
Advisory business.

OUR SERVICE AREAS

o Fair Valuation for Financial
Reporting

o Valuation Governance and Best
Practices
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Advisory

e Securitization and Regulatory
Compliance

e Portfolio Acquisition and
Divestiture Services

e Derivatives Valuation and Risk
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¢ Fund Recapitalization and
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eGP and Fund Manager Valuation

GLOBAL RECOGNITION

The HFM Services Awards named Houlihan Lokey "Best Valuations Firm for Hard to Value Assets” in the U.S. in
2018-2023 and in Europe in 2020-2023, and it was named "Best Valuations Firm" in Asia in 2020-2023. Houlihan
Lokey has now won these awards in all three geographic regions for four consecutive years!
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The HFM Services Awards recognize hedge fund service providers that have demonstrated
exceptional client service, innovative product development, and strong and sustainable
business growth over the prior 12 months.
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