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Forget mergers, think acquisition!
The legal market is highly fragmented, to such an extent that possibly around 90% or more of firms are too small to have sufficient resource to compete effectively in what will be a  harsher and ever more competitive legal market of the future.
Increasingly they will be unable to provide their clients with the legal services they need and at the value for money prices which their clients will demand. Many are likely to fall by the wayside over the coming years as more stringent compliance, the P I market and succession issues take their toll. However, many of these firms have excellent clients and people, who are likely to be dissipated unless, through consolidation, they can be incorporated into larger, more dynamic and thriving law firms which do have long term futures. 

Historically, when law firms have recognised that they cannot on their own achieve their goals, they have considered ‘merger’.  In the main, law firms have “merged” rather than coming together as a result of one being acquired by another.  Of course, usually one party has been more dominant and has driven the terms of the “merger” and the shape of the new combined firm.  However this does not necessarily constitute an acquisition – frequently there have been (and often for good reason) similar levels of profit per partner and of debt, a sharing of management roles and complementary areas of practice which have underpinned the financial and business cases for the ‘merger’. 
As a consequence of this approach, it has often been the case that a “merger” discussion has, notwithstanding a good potential business ‘mesh’, not progressed beyond a very early stage because two firms are really too dissimilar in terms of culture, profitability, debt, risk or size.  A stronger firm typically will not wish to “bail out” a weaker firm except on unacceptable terms for the weaker firm, or for no deal to even be proposed. Weak firms have preferred to merge with similarly weak firms to avoid facing up to their issues and taking necessary ‘harsh’ medicine.  
This approach tends to mean that only firms with more similarities than differences are likely to combine. It is also arguable that this approach has put a brake on much needed consolidation. As a result ‘mergers’ are few and far between. Surely if a firm is looking to expand by non-organic growth, it would be better to try to acquire good clients, people and expertise, particularly in this market when many firms are already struggling and may be looking for a ‘lifeline’.
The legal landscape at present is characterised by a large number of smaller to medium sized firms which have run into harder times.  The downturn has left them with poor profitability and high levels of debt.  Frequently there are issues of succession as well as an inability to recapitalise to trade through the recovery.  In no sense would these firms be a candidate for any sort of “merger”.  

However a bold firm which has retained its financial strength and is confident in its management and business model would do well to consider “acquiring” a number of these businesses.  It could achieve growth in profitability, new clients, talent and expertise at a fraction of the cost of either a conventional merger or indeed by striving to achieve organic growth, lateral hires or bolt-ons. The key to this would be enhancing client management, improving financial controls, managing capacity, cutting duplicated costs and creating new opportunities and synergies. 
The starting point in any such acquisition programme would have to be the definition of what sort of opportunities a firm is prepared to examine.  The focus would need to be more on the business rather than solely on the finances.  By this we mean having clarity about the types of client and areas of expertise or locations that a firm wishes to develop.  To achieve this, a firm can use its network channels (i.e. accountants, banks, recruiters and advisors etc) to start searching for appropriate opportunities.

Once potentially suitable opportunities are found, we would suggest that the typical merger type approach may not be appropriate and will need to be re-thought.  A failure to change from the typical way a deal is approached may simply ensure that time and money are wasted or that good opportunities are turned away.  
We set out below a number of key points which are likely to need to be taken into account if this different approach is adopted.  They are driven by the likelihood that there may be a larger number of smaller deals rather than one large acquisition and that the circumstances may be outside the experience and comfort zone of many partners in law firms – they will be dealing with troubled law firms.
· Firstly an acquisition team needs to be formed to actively search for opportunities.  It should have well defined delegated authority and clear but non-onerous reporting lines.  It needs access to financial and tax expertise, and to have someone who has clarity on how potential clients and people would fit with its existing business.  A larger and well run firm will usually have these skills internally, but care should be taken that the proverbial eye is not taken off the ball in the effective management of the main business.  Often therefore external advisors are co-opted. 

· A critical factor will be funding.  Whilst an acquirer is unlikely to get a blank cheque from either its bank or its partners, it is advisable to obtain “in principle” lines of funding in advance.  With arrangements as are explained below, it is also vital to be able to understand the potential working capital impact that such an acquisition is likely to have on the acquiring business.  Whereas the acquisition may be extremely cost effective (ie nil consideration) it is likely to create a working capital or funding need.  In these times of effective credit rationing, this needs to be rigorously assessed.  It will be necessary to evaluate integrated profit, cash, funding and balance sheet forecasts and to do so quickly.

· If we assume that a troubled firm which is prepared to be acquired is in some financial difficulties, then a deal structure needs to be thought through in advance.  An evolving approach is for the acquired firm to “cease trading” but for its business to continue in a new vehicle. For example the following scenario might unfold.  Firm A wishes to acquire Firm B’s business.  Firm B has a commercial arm which is a fit with firm A, but a private client practice which is not.  Firm B is a partnership which has run up large debts.  It cannot attract new equity partners because it is too weak, and therefore cannot invest in its future.  Its medium term viability is in doubt. Under the terms of a deal agreed with creditors (usually the bank), Firm B ceases to trade.  It injects the business into two LLPs.  Firm A acquires the commercial LLP whilst the private client LLP is transferred to ANother firm – or maybe back to some of the original Firm B partners.  Firm A and the private client LLP either bill and collect the WIP and debtors for the old Firm B, or assume a sensible level of liabilities in return for assets.

· The cash collections or transferred debt may well be insufficient to pay off all the creditors in Firm B which has now ceased to trade.  The residue will remain the liability of the original partners.  However this can perhaps be restructured over time and – now that the businesses have been removed from the historic financial debris and are subject to better management – there is a good chance that they will perform better and yield additional profits for both the acquirer and any partners taken on.

· On this latter point an acquirer may have to strike a fine balance between taking on good people and giving them an incentive to perform (i.e. a share in any upside) but without in fact subsidising someone else’s past failures.  However, going to the opposite extreme, not to create an incentive at all may simply kill a deal.  In all of this it is also unlikely that equity partner status will be agreed and some form of employment or consultancy arrangement is more likely to be the norm, possibly linked to an earn-out arrangement.  Not all partners will necessarily be taken on and these will need to be dealt with in a manner which preserves the commercial logic of the acquisition.
· There are also likely to be issues with the “acquired partners”.  Not only will they need incentivising so that they work positively for the new firm, but they will have their residual debt to service.  There may well be partner disputes in the back ground and potential insolvency processes and hence supervision and regulatory issues.  An acquired firm’s claims record will be of major importance as well as regulatory compliance. All of this needs to be factored into an assessment of the attractiveness or otherwise of an acquisition.  Accordingly, a firm should not go down this route if it thinks that these issues will not arise.  
· Speed is likely to be of the essence.  A firm should not waste many months negotiating with a small firm which it intends to acquire.  It needs to assess the commercial case, analyse the figures and forecasts, structure a proposal and implement the transaction in weeks rather months.  As always the first one will prove the most difficult, thereafter perhaps becoming easier as experience is accrued.  Again, it is often helpful to bring in external assistance to support internal management with such transactions.

· A final point is that it is vital for management not to be seduced into undertaking a series of uncoordinated and ill-thought through deals, but instead to have a clear and focused strategy for growth and a solid and effective integration approach. Unless people and clients are integrated and better managed, and costs are cut, then the hoped for benefits will not emerge.  Instead you will simply have created an opportunity to repeat past mistakes and incur losses and damage.

However in spite of the likely hurdles as outlined above, there are potential opportunities at present to acquire firms in the way described and incorporate the best parts of their business into your own, to enable you to become more competitive.  If executed well, an acquisition along these lines can be achieved at relatively low cost and risk, and perhaps more effectively and more quickly 
than organic growth or a series of lateral hires.
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