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The need to consolidate and grow

Today across many parts of the legal profession there is an increasing need for consolidation between firms as the requirements of clients become ever more demanding and the legal landscape becomes harsher and more competitive. Nowhere can this be seen clearer than in the case of mid size and smaller firms which are currently facing increasing pressure to merge as clients look to larger firms to provide them with the range of legal services they now require. 

Merger is not a strategy - it is merely a means to an end, which is to become more competitive and in the process, more profitable on a sustainable basis. 

There are two fundamental issues to consider at the outset when contemplating a merger: 

A. Why merge? 

B. Why merge with [the specific target firm]? This question will be the subject of next month’s Briefing Note.   

Analysis of professional firm mergers would seem to indicate that many are driven by ambition, opportunism or need, or more likely a combination of all three. In this Briefing Note we are focussing primarily on ‘need’ as a major reason why firms should now consider merger to make themselves more competitive to attract more and better clients.  

The pressure and momentum for merger for mid size and smaller firms is client driven. If firms of this size with broadly based, unfocused practices are to survive and prosper then they have to become totally client-focused and more competitive by: 

· providing the clients with what they want - and more; 

· do this at prices which their clients consider to be 'value for money'; 

· and do all this consistently better than their competitors. 

The difficulty for many firms of realistically positioning themselves in this way so that clients perceive they are competitive is often highlighted if they carry out an external client survey. For example, the client feedback from such surveys often reveals that where clients use more than one firm, they perceive there to be a clear distinction between the kinds of work they would give to the firm, and what would go elsewhere. The reasons given by clients and referrers of work, such as accountants and banks often include the following or similar : 
· specialist expertise or knowledge not available at the firm 
· larger deals go elsewhere where greater resources are available than are perceived to be available at the firm 
· in some cases, clients mention that work carried out by a smaller firm with less of a reputation is often checked by another, larger and better known firm, simply to give an overseas Board or a lender comfort that a big name was involved. 
· where outside stakeholders are involved, such as the stock market, overseas interests, lenders and the large accountants, the reputation of a  'big name’ is needed for reassurance and

                    where the ‘IBM' factor comes into force. 
Despite such attitudes, many clients will stress that a firm’s reputation (or lack of) is not a problem for them. However, it becomes a potential issue when third parties become involved and will impact upon how the firm will need to be marketed in the future. 
1. The 'defensive' reason to merge 

Mergers between professional firms will often have a 'defensive' reason as part of the overall rationale for merger. For example, in the case of a firm where there is one particular client which accounts for say between 5% and 10% of turnover (and growing), then that is too large a client for safety. This situation can particularly affect firms which are on clients’ legal panels, which regularly come up for renewal. The first merger in which I was involved as a partner, in 1982, was primarily driven by the need of each firm to reduce its dependency on an overbearingly large client. Luckily many other good reasons for merger were also present and the merger turned out to be a success, providing a platform for successful growth in the years which followed.   

Merger with another firm of similar size will reduce risk exposure to such clients to a more manageable level. At the same time, a larger firm with greater resources should be better able to provide the service that clients (particularly large and developing clients) require. Such clients often have  issues with 'service levels' within a firm and they will recognise a firm’s limitations in terms of resource by sending work elsewhere to firms with greater resource to provide those service levels they require. 

This brings us to one of the major reasons why firms of the size and type we are discussing need to merge - the ability of a larger firm to have access to and develop greater resource. 

2. Access to resource 

Typical feedback from client surveys helps to illustrate the problem: 

“Clients perceive the firm as lacking the depth of resources to compete with larger firms” 

 “The issue is the quality of the other [people] resources who [apart from partner X] are not up to scratch .... they do not live up to expectations.” 

Many firms are too large to be niche and too small to be capable of delivering a broader and fuller service which clients are increasingly likely to require. It is therefore worth looking at how a new firm which may result from merger can become more competitive? 

A merged firm, even with say 50 partners, will not be able to be ‘all things to all men’ although it may well provide a good platform for future growth. However, being focused on a limited number of areas of work or sectors at which it is good and for which it is known, using its still relatively limited resources, is likely to be a more sensible and successful way forward in the longer term than the two legacy firms trying to go it alone.

Firms of the size of such a merged firm will, in order to compete with both niche and fuller service firms, need to provide broader services than niche firms but be more focused than fuller service firms, and recognising that in certain markets, size (in the form of greater levels of manpower resource) may be required in order to be able to compete. 
In such a case, merger should help to build a certain critical mass, not for size's sake, but to provide the necessary resource to enable the merged firm to better provide clients with what they want, when they want it and where they want it and to do so more competitively than either of the two legacy firms could have previously done. 

How can merger help to achieve this? 

Merger can provide access to greater resource in a number of ways: 

Access to resource of expertise: 

- Lack of breadth of expertise 

Often feedback from clients will indicate that a firm is not the first choice for testing the boundaries of the law, where clients will want the credibility of a big name behind the advice. 

This is always dangerous because the other firms instructed on the work the smaller less resourced firm cannot do will always be looking to pick up a client's entire business and there are many examples of larger firms successfully doing this and destroying smaller firms in the process. 

Whilst many firms of the size and type we are discussing will have a certain breadth of expertise across a number of work types and sectors, there are likely to be critical gaps in expertise which will need to be plugged if the firm is in the future to be able to provide clients with the services they require, particularly in the corporate / commercial area, which should in many cases ideally be a 'locomotive' for the growth of a firm. 

- Lack of depth of expertise

Of even greater concern for some firms should be the client - perceived lack of depth of expertise within the firm. Again, external client surveys often highlight this problem, with clients responding by saying things such as: 

“If [partner X] is not there then it is not worth speaking to anyone else” 

A merger will not overnight be able to solve the problem that such feedback reveals. However, the combination of two firms can begin to address the perception that there is no depth below partner level. 

Access to resource of finance 

Providing for resource of expertise (ie people) is dependent upon having the necessary financial resource. 

To successfully build breadth and depth of resource into a law firm  

requires the building of teams in focused areas of a firm, using the relatively limited resources available to it to concentrate investment on those areas where it can be most successfully and profitably utilised.

Many firms will not from their own client base currently have the volume of work to justify recruiting a specialist lawyer in an area of law not covered, even though it may be critical, from a client service point of view, to provide such advice. However, the merged firm is not only likely to have more work to justify the cost but relatively speaking, the cost to the new firm of such investment is likely to be  less than it would have been in either legacy firm. Perhaps, most importantly, providing the resource to enable the firm to do such work is likely to be seen as more affordable in the context of a larger firm, and so is more likely to be implemented.  
On another level also the economies of scale which can be created by a merger can begin to show benefits. A smaller firm has to spend a greater proportion of its income on providing for management, infrastructure and compliance than say, a firm of twice the size. 

Modern law firms require a minimum level of infrastructure to be able to operate safely, compliantly and efficiently. Too many firms are still not able to afford what is required to meet this minimum. For example: 

· there is likely to be no system of knowledge management in place throughout a firm other than on an ad hoc basis and in small pockets of the firm. This is a serious risk matter. 

· There is also unlikely to be an integrated KM / Risk Management strategy in place, risk being dealt with ad hoc and on a patchy basis, or otherwise ignored.

· There will be no professional HR function to ensure that a firm’s greatest asset – its people, are being properly looked after.

· Financial management will be inadequate or non – existent so that financial performance suffers

· There will be no leadership, so that the firm becomes rudderless and without direction.  

In these and a number of other areas of infrastructure, firms are seriously  under ​resourced, there being a perceived inability on the part of firms to 'afford' the required levels of expertise in areas necessary to manage risk or to enable the firm to excel. 

However, those larger, better resourced competitor firms with which smaller firms will try to compete with on a day to day basis and against which they will have to fight for clients, have built such infrastructures because, as legal practices, they recognise that if they are to keep pace with their clients' ever more demanding needs, then they must provide what is necessary to service their clients well. If they do not then others will. 

A larger firm can provide this and do so in a way that impacts less on the profitability of the firm than for a small firm because of the greater ratio of fee earners to others in the firm - an infrastructure of a certain size and quality can service a much larger firm but the relative cost of providing that enhanced infrastructure is, as a consequence, for a larger firm proportionally less. 

Is such growth in order to achieve the necessary resource and economies of scale capable of being achieved organically by firms? 

Organic growth requires a great deal of investment, both in terms of effort and finance. Whilst some organic growth will usually be possible (and in a merged firm will undoubtedly be one way to develop the firm at the same time as also using other means, particularly as clients grow and the overall client base grows), to achieve the required levels of critical mass needed to begin to service clients more effectively and profitably is likely to require a 'quantum leap'. Organic growth by itself is unlikely to be able to provide that. 

It is true to say that whilst opportunities even for smaller firms to recruit good lawyers and teams do sometimes come along, a firm should not base its future strategy on ad hoc opportunities. Even if a more 'aggressive' recruitment policy were to be adopted, experience would seem to indicate that for smaller firms, recruiting can for a number of reasons (particularly cost), be more difficult and often impossible. 

 And as these firms attempt to grow, their competitors will be doing likewise    and some will do so at an even faster rate. 

Moreover, the investment required to take firms to the competitive levels of resource required are likely to be beyond the financial resources which many partners are willing to commit. Organic growth can devour large

  amounts of cash and depress the profits of a firm for a long period of time 
  before the 'investments' begin to provide some pay-back, which can never 
  be guaranteed, particularly with lateral hires who may or may not be able to 
  bring their clients with them. There needs to be a balance between 'jam 
  tomorrow' and sustainable profits going forward, but this balance is very 
  difficult to achieve when there is a heavy investment programme in new 
  people where the financial resources of the firm are 

  small and are being stretched. 

Organic growth itself, if it were to be a strategy to be adopted, would still require significant decisions to be made regarding, for example, 

· what kind of firm the partners wish to be? 

· on which areas of work should it focus or drop? 

· in which locations should it be based for the future? 

· how should it be managed?

None of these issues are easy to resolve and organic growth, on its own, is unlikely to be an answer to a firm's needs. 

3. Access to larger markets 

Merger can provide a firm with the potential to have access to larger, more concentrated and profitable markets which currently are not only not easily or at all accessible to it, but where potential clients in those markets are not even aware of the firm’s existence. 

Again, client surveys will often reveal that while locally a firm and its brand has plenty of visibility through the various activities it carries out, awareness, recognition and reputation will often be shown to drop dramatically on moving away from its immediate locality. 
If progress is to be made and firms are to achieve their goals then there is an urgent need to raise profile and reputation across new and broader markets, which at the moment do not know of the firm’s existence. Merger with a firm which has been established for a long time and is well known and respected in the target market, can be a beginning and a platform upon which to build. 
4. Increased ability to win work 
Allied to greater access to larger markets is the the greater flexibility and benefits that can accrue from having capability in at least two markets  which whilst different may be complementary to each other. 

The ability to offer clients the option of having their work serviced wherever it is most convenient / cost effective to the client can be a selling point for some clients, particularly those clients which focus mainly on price when judging how their lawyers ‘add value’. 

More than this, a merged firm can have greater flexibility in how it projects itself and communicates its messages to its market places. 

'We will be whatever we need to be in order to win the work' 

Those words should be a mantra by which partners everywhere should use to win business. 

5. Merger as a catalyst for change
A useful by product of a good merger can be that it provides opportunities to implement changes that it would have proved difficult or impossible to effect in either legacy firm had they stayed separate.

This should not on its own be a reason to merge, although for some, this can be a very strong incentive to support a merger to ensure it happens. 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 the changes now needed if firms are to succeed in legal practice in the future. Examples might include:

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

· Dealing with succession issues which otherwise might have threatened the continued existence of the firm

· The opportunity to put in place more effective leadership and management,

     than either of the old 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 lay ahead for law firms. 

A merger will not be a panacea for all ills. It will most likely 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. 

We began by saying that many mergers are often driven by ambition, opportunity or need. This Briefing Note has focused in particular on specific needs which law firms must address at some stage and ideally sooner rather than later. Firms cannot put their heads in the sand forever, because to do nothing will not be an option available to them.

Next month we will look at how a prospective merger should be analysed to see whether it makes sense for both firms and in particular how

VISION + STRATEGIC FIT + EFFECTIVE LEADERSHIP AND MANAGEMENT 

= ENHANCED AND SUSTAINABLE PROFITABILTY 

© Peter Scott Consulting 2007

