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Building profitability – the key to developing a competitive law firm

In last month’s Briefing Note we addressed the questions of ‘what kind of firm to build’ and ‘how to achieve greater competitive advantage’.

The building blocks of a competitive law firm are its people – and the financial resource they can generate. However, unless a firm is able to recruit and retain the best partners and staff it will be unlikely to be able to make progress. Whilst money is not the only thing that attracts good people to a law firm, it is a powerful driver. In every legal market there is a threshold of average equity partner profitability, below which a firm will find it difficult to recruit the best partners. Such a firm will also be at risk of its best partners being poached by more profitable firms.

For firms which are below such a threshold, it is fundamental that a profit improvement plan is put in place and successfully implemented to achieve at least that threshold profitability figure, if they are to be better able to recruit and retain the people they will need to help them grow.  

How can this be achieved?

Observation of law firms has driven me to the conclusion that many can do better, by making more of their key assets – their clients and their people – to drive up profitability.

How many firms are failing to drive up revenues and drive down costs?

How much potential profit is being thrown away, when taking a few simple measures could make a great deal of difference?

Developing a plan to improve profitability is very much about working smarter – not harder. Above all it is about managing the people in the business to get the best out of them. It cannot be about ‘telling’ them what to do; it needs to be about ‘taking them with you’ by showing them that there is another, better and more profitable way of doing things.     
However, some partners within firms may not wish to embark on such a journey, which means that certain questions may then need to be asked:
Does the firm have enough ‘hungry’ partners?

How much do the partners really want to earn?

If profitability is to be improved, then the partners need to be pulling in the same direction and be fully supportive of the changes that will need to happen if the firm’s agreed objectives are to be achieved. If there are partners who are not prepared to support what most partners wish to do, then that issue will need to be urgently addressed and dealt with at the outset because little progress will be made otherwise.

Where to start?

Analysis is a key to success. Without good quality financial data in respect of every relevant aspect of a firm, then improving the bottom line will be difficult.
Overheads

How ‘flabby’ are some law firms?

‘Flabby’ is used in the sense that overheads are not under control and waste is endemic throughout an organisation. How many firms regularly review every item of expenditure and ask themselves the question:
“Is this expenditure really necessary for the efficient and profitable operation of this firm?”   
Take a look around your own firm and you may see many examples of items of overhead which are either:

· Not necessary at all; or 
· Are necessary, but which are not being employed effectively within the business to provide sufficient pay-back (for example, your people, IT systems and marketing spend); or
· Are necessary but you are paying too much for them.
However, some expenditure cannot be reduced easily or quickly, or without cost – for example, rent, salaries and professional indemnity premiums, which together will make up a large percentage of the overheads of most firms. Given that, it may take some time to reduce significantly the bulk of a firm’s overheads.

The need therefore will be to focus on building the ‘top line’ – the revenues.

Analysis is again a key to successfully doing this and the following profitability factors may need to be looked at in detail:

· work types 

· client types 

· leverage / delegation

· pricing

· recording chargeable hours

· recovery rate

Such detailed analysis can reveal a great deal about a firm. 

For example, do you know how much profit each part of your firm and each partner in your firm is making or losing for you?  You will need to know this if you are to make sensible decisions about the future of the firm.               

Do you know how much of your turnover and profit/ loss is represented by the bottom 10% or 20% of your clients (by billings).
Take the case of a firm I once came across where the bottom 50% of its clients (by billings) represented just 6% of turnover. A large percentage of that firm’s resource was being devoted to generating just 6% of revenue. Half of that firm’s clients were generating a substantial loss for the firm.

Taking some of these profitability factors in turn:

Work types / client types 

Focusing on the right mix of profitable areas of work and types of clients is central to building a profitable law firm. Hard decisions may need to be taken regarding the dropping of some areas of work or types of clients. On the other hand new areas of work may open up which will require investment.
Leverage / delegation

Ensuring that the work is carried out at the appropriate level within a firm is likewise crucial to building profitability. How many senior partners in law firms are still doing work that should be done by newly- qualified lawyers? Instead those senior partners should be doing work requiring a higher level of expertise or going out to develop new clients and new work.
Pricing  

Clients demand ‘value for money’ these days but this does not mean that a firm should try to sell its services cheaply (‘cheap’ is a word that should never appear in the lawyer’s vocabulary!).

Value for money is a perception in the mind of the client, which involves a balance between, on the one hand, results and on the other hand the price. Interestingly, and because of this, many clients do not necessarily choose the firm that offers the lowest price.   

Chargeable hours

Just as pricing is a key factor, so is capturing chargeable time in a business which is time based.  Firms admit to losing large amounts of profit by a mix of under- recording of time and over manning.  If people are in the office for between 8 and 10 hours each day but they are only recording 5 hours of chargeable time per day, what are they doing for the rest of the time?  

The answer often lies hidden in non- chargeable time codes, which can be ‘dustbins’ to pad out the day, unless of course someone actually has real non chargeable duties to perform, to which discounts against chargeable hours targets can be given. Why have non-chargeable codes? Do away with them and there is then nowhere to hide!

Chargeable hours should not be slavishly followed – they are just one way of arriving at the ‘right’ price for a job. However, recording chargeable time is also a management tool, without which it can be difficult to analyse and plan for the financial performance of a firm. 

Recovery rate

And then there is the writing off of chargeable time when billing a matter – expressed as the amount recovered as a percentage of time recorded – the recovery rate.

This is likely to be the single most important factor affecting profitability in many firms. Take a firm with recorded chargeable hours amounting to £10m pa.  Just 5% of that, if written off will amount to £500,000. More likely the write off could be 10% or more. 
How much time / profit does your firm write off?

What is required is a write off policy with teeth to control unjustified writing off of time / profit. 

And a word of warning – a recovery rate of 100% or more can be a sign that time is not being recorded in the first place. 
Try this simple exercise in your firm:

· If you were to increase your charge out rates by say just £10 per hour across the firm (probably an imperceptible increase); and

· Each fee earner recorded and recovered an additional 30 minutes chargeable time per day ( most people ‘lose’ that amount by forgetting what they have been doing); and

· You were to halve the amount of recorded time you write off.

how much more profit would you make? 

Even if you were only able to see your way to partly achieving some of these objectives, you may still be shocked as to how much profit you may have been throwing away!  

In a note of this length it is only possible to scratch the surface of many of these issues, all of which justify more detailed examination if you are to build a more profitable firm. To help you do this there is attached to the covering email sending this Briefing Note a check list of areas that will need to be analysed if a profit improvement plan is to be put in place.
However, while the above are easy to advocate, they can be very difficult to achieve in practice, unless accountability on the part of partners is accepted – and that will involve financial discipline and a willingness to be managed.

Above all, to succeed will require strong leadership on the part of those running a firm involving:

· determination and courage to challenge accepted ways of doing things.

· ability to find solutions to a firm’s financial problems

· communication of those solutions to partners in a way which will inspire them to comply; and

· taking control of the internal processes involved to achieve desired objectives.

To achieve some of this may require a fundamental shift in behaviour on the part of some partners. 
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