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Building for the future
After this storm has passed it is likely that the world in which law firms will have to compete to survive will be a very different place:

· Markets will have disappeared or changed

· Clients will have rethought their own plans for the future

· Yesterday’s plans are unlikely to be valid to maintain and build competitive advantage in the future.

· Law firms will need to keep closer to their clients and markets and constantly review their strategic plans.

In the past those law firms which have established clear, realistic and focussed strategies to build greater competitiveness and have worked hard to implement their plans into practice have seen their investments bear fruit. In difficult times such as now, strategic direction needs to be revisited on a regular basis and every law firm should ask itself 

What kind of law firm do we realistically need to be?

However, whatever a firm may initially see as its priorities for 2009 and beyond, plans can only be successfully formulated if based upon sound knowledge of what is happening in the market place, with clients and in the business itself. A detailed knowledge and understanding of these things will be needed before a firm can commit with some degree of confidence to any particular course of action or direction and this is only likely to be acquired through a process of challenging every aspect of a firm and its business and then methodical research and analysis of client attitudes and the market.

In particular focus on the fundamentals of your business – your people, your clients and the work you can do for them.
Your clients

The market sets the pace.

What does your market now need in this downturn and what services are likely to be in demand in the longer term?

What opportunities are likely to arise out of this recession?

What are your clients going to value in the future?

It is only when a firm listens to its clients and those who refer work to it, does it find out what they think of the firm, the way it looks after its clients and the services they are going to need. In fast changing market conditions as we have now, it is more than ever vital to talk to and keep close to clients. 
Establishing clients’ needs and their perceptions of your firm will begin to provide a basis for realistic consideration of what you will need to do in order to get your firm into shape, and to not only weather the storm but to also build the foundations for a more successful longer term business. Armed with the knowledge of what its clients and the market are going to require from it, a firm will then be in a better position to take a more objective and realistic look at itself. 
A firm will also need to look hard at its client base to enable it to decide which clients it wants to work with in the future.

Is every client we act for ‘profitable’? How can we measure the profitability of each client?
How cash generative is each of our clients? Which clients are cash drains?
An analysis for example of the bottom 10% / 20% of your clients by billings is likely to indicate where you may be losing most money. An exercise I carried out to stem losses in a firm several years ago established that the bottom 50% of clients by billings were generating just 6% of turnover (the top 50% thus generating 94% of turnover). Given that 50% of the overheads were arguably being employed to service just 6% of turnover, it was not difficult to decide on the remedial action that needed to be taken.      

In the same way, a firm will need to look critically at every type of work it currently carries out and consider whether it can continue to do such work in the current downturn and whether there will be a profitable market for that work in the future.

Is all the work we do ‘profitable’?

If not, how much are we currently losing by doing it?

Is all our work generating good cash flow or are some areas of work a drain on our cash resources?

Why do we still do this work?

Will there be a profitable market for this work in the longer term?  

Detailed financial analysis in respect of cash flow and profitability will be needed to help a firm arrive at answers to these questions. Unless accurate and relevant financial information is obtained to enable the right decisions to be made for survival and future prosperity, then any decisions made are likely to be flawed and the firm will be at risk.       
Your people
The essential building blocks for a successful law firm are its people. Unless a firm can recruit and retain the best people it is unlikely to be successful. Identifying “the best” may require you to ask questions such as:

Are all our partners ‘hungry’? 
Is ‘hunger’ something that is valued and rewarded on our firm?

Are all our partners prepared to stretch themselves for the good of the firm as a whole?

Are all our partners prepared to behave differently to help the firm survive and in the future to prosper?

Are all our partners prepared to be managed? (In a time of crisis, no firm can afford to have partners who are not prepared to put the interests of the firm first.)
Should there be sanctions on a partner who refuses to comply?

Do we have the ‘right partners’ on board to help us to get through these difficult times and to achieve our longer term objectives?

Do all our partners have sufficient financial understanding of their businesses and if not then do we need to embark on a process of financial education? For example:
· What are the key performance indicators (particularly the ‘leading’ indicators) needed to most effectively manage the practice?

· How can we manage working capital to reduce debt?

· How can we control overheads?

· How can we grow revenue?

· How can we price our work more profitably?

· How can we get our people to fully record all billable time?

Can we say we have no underperforming partners?   
How much is underperformance costing us?   

Should all our partners really be equity partners?
Should all our partners continue to be in the firm?

Is the style and structure of our management appropriate to deal with the issues thrown up by the downturn?

Does management have a clear brief as to what it now needs to achieve and will it be given the mandate to fully implement? 

Currently do we have any alternative but to face up to our ‘sacred cows’ and deal with them?  

Taking effective action
Overheads

Strong medicine may be required to stem crises such as a haemorrhage of cash and a slump in profitability where a firm finds itself with over capacity because its markets for a particular type of work have collapsed. This is a situation which today exists in many law firms. Half measures will most likely be insufficient to deal adequately with the problem. If issues are fudged then they are unlikely to go away and may create even greater problems in the months ahead.

If reduced levels of business are coming through the door, then like so many other businesses currently, production capacity will have to be reduced and the business restructured.
On an ongoing basis, every item of overhead (including people) will need to be looked at and the question asked

Do we need this overhead for the effective and profitable operation of the firm?

A detailed overhead audit of this kind is likely to shake out overhead spend that a firm does not need or needs to use less of or which it can source in a different and more cost effective manner.  

However, thought does need to be given to the shape of the firm in the future to take advantage of an eventual upturn in work. For example, if it is at all possible, firms should try to hold together the best parts of their core teams in those areas which are suffering the most from the downturn, in order to have capability to service such work in a recovery. This should not however be used as an excuse not to take action that has to be taken.

Performance
However, if overheads are already contained to a minimum level or cannot in the short term be realistically further reduced without damaging the business and its competitive capability, then managing profitability can only come through maintaining or increasing revenue. This should be an obvious conclusion but it is one which often seems to be lost on many law firms which have traditionally only managed profitability by controlling overheads instead of focusing on building the ‘top line’. If overheads are contained or reduced, then all additional revenue earned without incurring further expense will be profit.

The current urgent task for many is how to maintain or (if possible) extract more revenue from the work which is available while at the same time reducing overheads. Experience tends to show that firms can make a great deal more of what they already have – their existing clients and their existing people without working any harder or winning any more clients.
To achieve this will involve managing the performance of everyone and everything in a firm. Effectively, this is likely to mean carrying out a performance audit.

A useful place to begin will be financial management, because financial results are usually a direct reflection of every aspect of performance within a firm and how that performance is managed. For example:

Is all our hard work being fully reflected in profit – or is there ‘leakage’?

The only way to discover whether there is leakage, the level of that leakage and how much more profit a firm could generate from its available work, will be to carry out a performance audit. Below are a few of the areas on which firms can focus as a starting point.

1. How productive are our people?

Partners and other fee earners may appear to be busy and putting in long hours yet this may not be reflected in their level of financial contribution, whether to their group or office or to the firm as a whole. How productive are they?

An audit can begin by looking at each partner, fee earner and group to ascertain their utilisation by comparing their recorded billable hours with the working hours available. Firms which monitor utilisation in this way often find that low utilisation rates are due to deliberate low time recording or to over-manning because of a lack of work, or (very often) a mixture of both.

And as part of an exercise to improve utilisation in order to maintain or improve profitability, a firm should also review whether equity partners are spending their time attempting to carry out functions which more experienced and more qualified, but less expensive non-lawyer professionals could do better at a fraction of the cost. What is the point of having ‘finance, marketing, HR and IT partners’ when suitably qualified and experienced professionals working with a managing partner would most likely do a more effective job? If there is a time to ‘let go’ then it is now. 
Those equity partners would then be released to build the business and earn more fees for the firm. This is likely to lead to the spotlight being placed on some of the real problems in firms and the reasons for low profitability. 

Taking action on any problem areas revealed in this way by increasing billable hours per fee earner, even by a few minutes per day, is likely to feed through to the bottom line, provided of course that such billable hours are recovered at the point of billing. That is where the quality and effectiveness of financial management becomes all important. 

2. Leverage and organisation of work 

How is each part of our firm structured? 

Is work being carried out at the appropriate level and cost? 

These questions involve looking at ‘leverage’ or the ratio of equity partners to other fee earners which is a key element in building greater profitability or in current circumstances of preventing levels of profitability from falling.
Work coming into law firms usually requires a wide range of expertise and experience to be applied to it from, at one end of the expertise spectrum work requiring the most experienced partner, to at the other end of the spectrum, work which a trainee should under supervision be able to carry out. Legal work is continuously being ‘commoditised’ so that less and less expertise at a higher level is needed to carry out any given task, with a corresponding reduction in the price which clients are prepared to pay.  

Ensuring that available work is carried out by those with the appropriate level of expertise and at the most appropriate cost level should help profitability. This will require greater delegation and supervision, which in turn will help to build the use of teams and to better manage risks and compliance. However, in times of lack of work it is inevitable that some partners may ‘hog’ work which others should be doing more profitably.

Given the above, if a firm can audit the type of work coming in and the levels at which it is actually being serviced compared to the levels at which it should be carried out, this is likely to reveal a great deal about how profitable the firm should be and point clearly to the action needed to be taken.
If the conclusions point to the firm having underperforming and unproductive partners, then they should come under the spotlight and not continue to be regarded as ‘sacred cows’ who are never to be dealt with.

The credit crunch which is creating such adverse conditions in the economy is now rapidly feeding through to the legal profession and causing acute pain for those firms which have not invested in developing sufficiently counter cyclical and broadly based areas of business. They will, unless they urgently take the hard decisions which are called for, most likely be unable to cope with much reduced levels of turnover and a harsher business climate. This is beginning to create the conditions for a long overdue restructuring and consolidation within the UK legal profession.

If a law firm, as part of its strategic thinking, concludes that it cannot survive on its own or cannot achieve its objectives alone, then it is likely to have to consider whether a merger with another firm or group of firms will enable it to survive and to become more competitive. 

However, merger should only be undertaken for the right reasons and just putting two failing firms together will not solve any problems – it will most likely cause even greater problems. However, if two (or more) firms have a clear plan as to how they are together going to build a more competitive and profitable law firm, have the right partners on board to enable them to achieve their objectives (in particular partners who are leaders) and take the necessary steps to manage performance in the new firm then their merger is likely to work for them.    
Moreover, a useful by-product of a good merger can be that it provides opportunities to implement changes that would have proved difficult or impossible to effect in either legacy firm had they stayed separate. This is particularly important in times such as these when hard decisions need to be taken by many firms but where there are still obstacles put in the way of a firm doing what needs to be done.
This should not on its own be a reason to merge, although for some partners, this can be a very strong incentive to support a merger. The alternative for such partners, if the merger does not take place, is sometimes to seek pastures new. Sometimes these are the best partners and firms need to listen to them and make changes now needed. Examples might include:

· dealing effectively with underperforming or badly behaving partners as part of the merger process, so that the new firm does not start off with baggage from the two former firms.

· Dealing with succession issues which otherwise might have threatened the continued existence of either or both firms

· The opportunity to put in place more effective leadership, management and professional infrastructure than either of the former firms could have achieved on their own.

· The opportunity to begin to ‘meld’ different but complementary cultures so as to build a more businesslike and performance oriented firm which is better able to meet the difficult challenges that now exist for law firms. 

A merger will not be a panacea for all ills. It may however provide a platform for further growth and a stepping stone and catalyst for building a stronger, more competitive and profitable firm than either of the two legacy firms could achieve on their own. Even such progress will not happen unless it is made to happen.

The credit crunch and the recession it has induced have highlighted issues for law firms which have in the buoyant economy of the past decade been able to be ignored. However, previous options which may have existed for law firms and their partners not to have to change are no longer available.  No longer can firms and their partners put their heads in the sand and hope the storm will pass leaving them unharmed.
As Charles Darwin wrote:

“It is not the strongest of the species that survive, nor the most intelligent, but the most responsive to change”

Firms now urgently need to identify their priority actions to get into shape if they are to both successfully get through these difficult times and to build platforms for future growth to take advantages of the opportunities which are likely to arise. No stone should be left unturned if law firms are to successfully overcome the current threats to their very existence and future prosperity.
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