Act now or pay later
With at least one firm announcing an additional burden of £2.5m following the Budget, the race is on to find ways to make savings should the economy not pick up. Louis Baker and Peter Scott look at the options for those faced with the need to maintain margins 
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Two weeks ago (25 April) the front page of Legal Week reported that “Top City firms have called a halt to the salary war as they brace themselves for a double whammy of tax hikes that is set to put further pressure on law firm profits next year”.

The Chancellor’s increases in national insurance contributions, as well as being levied directly on partners’ take home pay, will also hit firms’ profits because of the 1% increase in employer contributions on all staff salaries.

Employers are, of course, an easy target for tax-raising raids by government. Billions can be levied cost-effectively via the PAYE system across the economy as a whole, with little immediate political cost to the Government, if the tax revenue is in the form of employers’ national insurance. 

However, these billions do not grow on trees and are not for free. They are a cost to the profitability of businesses in general and to those reliant on high levels of labour, be it manual or the chargeable hour, in particular.

The scale of the cost to the legal profession can be seen from the example that Legal Week gave of Freshfields Bruckhaus Deringer, which reported that the tax hike will cost the firm an extra £2.5m in tax each year. 

Many firms may be tempted to say that because the national insurance increases will not happen until April 2003 nothing needs to be done now and in any event the economy will be picking up next year, so why worry?

Well, reliance on a continually buoyant economy is not the surest management strategy, particularly when business confidence is fragile.

The fact is that an external cause will be generating a cost increase within a year. 

Additionally, it will be an incremental cost to the most significant resource of law firms: its labour. For most firms labour is a cost that has already risen significantly during the past two years due to competitive pressures based on a temporary boom of advisory work and triggered by aggressive expansion of US firms within the City of London.

The recent rocketing of salaries of newly-qualified solicitors in the City has had a knock on effect upwards throughout the ranks of the profession. At the same time the effect of the salary hikes in the City has pushed outwards towards the larger regional firms and also to firms within commuting distance of London, all of which are to some degree competing in the same labour pool with firms in the City which have been driving the salary war.

The other main costs of a law firm are premises, technology and indemnity insurance. Might any of these expense areas offer a counter-balance of savings within the next year or so?

Of course, property rental costs are relatively fixed. There is little firms can do in the short-term to change the impact of property costs on their margin.

The increasing use of technology by firms means that this is an area of expenditure that rarely falls. Efficient and up-to-date use of technology is one way to obtain a competitive advantage and as such the constant need to upgrade means that IT is an unlikely area for a cost reduction to offset the salary tax rise.

With increases of at least 30% forecast for this summer, indemnity insurance premiums are also not going to be the cost saviour.

The Chancellor’s tax rise comes on top of a downturn in corporate work since last year, combined with recent salary cost increases. The reality is that margins are already being hit and this should lead to the notion of becoming ‘leaner’ being at the top of many firms’ priority lists.

Inexorable growth and expansion paid for by clients, with little need to run the tightest of ships, is not at any time (let alone in a more difficult economic climate) the ideal way to become competitive. And becoming and remaining competitive should be the number one issue for law firms today.

Clients increasingly demand value for money, as well as openness, when it comes to law firms charging for their work. Simply increasing charge-out rates to cover internal cost increases is not possible when clients face grinding cost pressures themselves and a close to zero inflation rate in the general economy.

Unfortunately, many law firm management teams are not running the lean and efficient businesses that they need to become at a time of increasing costs. The buoyant profitability of the past couple of years has masked inefficiencies in the way in which some firms operate and are managed. For those firms that are not so highly profitable, the position may only get worse unless they take steps now to get to grips with their problems.


Zero-based budgeting should be the mantra by which firms now live. This year’s Budget would have been finalised some weeks ago and it should be actively monitored while plans are made to make next year’s budgeting process more rigorous. Put crudely, the continued existence of everyone and everything should be questioned.

Moreover, firms, despite the warning signs, still appear not to have addressed some of the fundamental issues affecting their businesses. 

Underperformance, inefficiencies and underachievement go unchecked. Firms need to make their assets sweat.

Almost every firm we speak to admits to having under performing partners. Reducing margins means that this problem will have to be addressed in the coming months if individual partner earnings are to be maintained, let alone grow.

But it is not just about the number of partners or other people in the business. It is more about how effectively they are working and being deployed in the business.

If clients will not accept increased fees, margins can only be maintained in the face of rising salaries and employment taxes through increased efficiency or longer hours being worked (if the work is available). Cost savings elsewhere are unlikely to be sufficient on their own.

The Budget may perhaps have a positive effect, if it convinces firms that they must begin to deliver greater added value than many do at the moment. It is not enough just being a good lawyer, working hard and racking up the chargeable hours. That is irrelevant to clients. They want to see results.

Even those firms that have been complacent may yet come to thank the Chancellor for his 2002 Budget, if they are prepared to impose the tight financial disciplines that are required to make every penny count. That is the challenge facing them.
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