PETER SCOTT CONSULTING
Briefing Note April 2005

Cracking the WIP: Better financial management works wonders

By Peter Scott and Ted Dwyer

Financial management remains a significant challenge for law firms. The reason often cited by partners is a lack of know-how in the area. However, the legal sector is insulated by comparatively high profit margins (on average, 23-25% profit per equity partner). This makes money management easier to ignore than in business sectors that have very low margins. 
A complacent approach can have unfortunate results. Consider these all too common examples from UK law firms:
(i) a Reading firm estimated that over £250,000 could be unlocked, just by centralising their billing and debtor management.

(ii) a London firm calculated that over £300,000 WIP that had not been captured by fee-earners, due to inefficient time recording – over two quarters of the financial year !

(iii) a Huddersfield firm identified that over £150,000 was ‘locked up’, yet could not identify the person responsible for debtors and was unaware of the age of the WIP.

(iv) a Manchester firm provided monthly financial information to all fee-earners – 8 pages of it, much of which was incomprehensible. Partners received double that amount – weekly.

(v) a Plymouth firm advised that it had over £400,000 in WIP, but was unable to service a modest overdraft.

(vi) another London firm could not identify the liability of each equity partner to lenders, should the banks call in loans.

Ring any bells? The disappointing aspect was that the partners were all technical experts who worked very hard and provided quality service to clients. It is these partners who form the backbone of the entire profession. By not managing money effectively, their firms suffer unnecessarily.

Previous Briefing Notes have argued that the days are long gone when law firms can rely on technical expertise alone, to stay in business. Solicitors must have a good grasp of core management skills, especially financial management, in order to transform their technical expertise into profit. Profit permits the firm to reinvest into enhanced services for clients. Also, each pound a firm generates internally is a pound it does not have to borrow. Apart from saving on overdraft interest, firms with effective financial management usually have more internal discipline generally, based on a better knowledge of how the business is operating.
Some partners seem to think that as long as the firm generates a reasonable living for partners and staff year after year, there is no reason to change and certainly no reason to work harder. This is an incorrect and potentially dangerous attitude to adopt. The first thing to note is that law firms with effective financial management actually produce more profit for the same amount of work, or even less work, than complacent firms. In other words, being disciplined about money issues is not a negative, but a positive skill that benefits all. The firms that excel in the area know that:

(i) more effective time recording produces more WIP, combined with realistic pricing and challenging budget hours. 
(ii) experts, not amateurs, should always be responsible for billing and debtor management. 
(iii) it is damaging to the health of a business to increase the volume of work without preparing the foundations to service it – overtrading. 
(iv) removing non-paying clients, or those that are too slow to pay, permits the firm to spend more time on high value clients. 
(v) lenders will become more demanding of law firms in the coming years – requiring accurate, effective cash flow forecasting to justify continued lending on reasonable terms and conditions. 
Working hard on these issues, as well as others, guarantees continual improvement in the financial health of the firm. However, there is still an impression that the issue is too complicated and time consuming to address. Nothing could be further from the truth. 

How do you start to become disciplined in this area? Well, for starters, a bit of basic planning is in order. Each year, partners need to decide how much they want to earn and then work out the fees they need to generate, as well as expenses they will incur. Also, partners need to set basic financial objectives for the year. Here are some objectives that law firms in the UK are using now:

-
objective of at least 30% profit per equity partner.
-
well written time recording policy, distributed to all fee-earners.
-
expenses and overheads should never exceed 33% of revenues.

-
minimum requirement of 5 chargeable hours per day for all fee-earners.

-
objective of 95% recovery of WIP.

-
WIP age must not exceed 3 months (this can also be a £ value).

-
Debtors must not exceed 3 months (this can also be a £ value).

There are many other financial objectives, but space does not permit. Without them, however, it is very difficult to lead everyone in the firm toward a goal. Financial audits are critical to pinpointing management challenges, as well as making strategic decisions. For example, if the firm has a strategy of aggressive growth, it makes little sense to have a conservative financial management approach, focussing on maintaining unused capital in case of a rainy day.  Equally, if the firm wants to consolidate after a period of aggressive growth, it makes little sense to start spending available funds on recruitment, marketing, public relations and new offices. It is also arguably self-defeating, from a management point of view, to keep reminding fee-earners of the importance of meeting budget hours – while at the same time not explaining to them why it is important, as well as providing them with real-time information about actual performance (hopefully, the key figures being on one page and readily understandable!)

The good news is that simple techniques are available to execute these objectives and to make a tremendous difference to your bottom line. Remember, it is self-defeating to work harder and harder, just to stand still or start falling backwards. By setting the right financial foundations, you can worry less about survival and start taking real control over the firm’s direction.
Don’t miss the chance to do so.
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