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Cash is king
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Whenever I ask managing partners about their ‘burning issues’ most will include cash flow and profitability because without available financial resource, firms cannot develop and make progress. So what is preventing some firms from effectively tackling the problem?

In many cases the problem lies with partners, but it is a problem that can often be overcome by a little education and mentoring. If it is explained to partners WHY they should be doing certain things and that the result will be that the firm and the partners will be better off, then my experience has been that many partners will respond positively to such a message.

Sometimes however matters need to be presented to partners in simple yet stark terms, such as 

‘If our lock-up could be reduced by just [x] days then you would be paid last year’s profits!’  

Work in progress and debtors in law firms are worth nothing until turned into cash. PricewaterhouseCoopers’ 10th annual survey of financial management in law firms shows a ‘marked deterioration’ in cash management and reveals a serious problem among the law firms that took part, with 65% reporting unbilled work in progress or unpaid bills more than 150 days old, a figure up 20% on the previous year’s survey.

But work in progress does not get billed and bills do not get collected by themselves. As many managing partners have often had to say to their partners: “If each of you was a sole practitioner, you would all be bankrupt by now.”

It is a sad fact of life, but unfortunately law firms are not the kind of businesses that can be financed completely by clients. First, work has to be carried out, then billed and, finally, the bills are collected. That can be a long process and in the meantime the credit that firms are granting their clients has to be funded. There can also be a significant financial risk involved, particularly in the current economic climate with corporate insolvency on the increase. 

Ideally, law firms should not be bankers to their clients — they should leave banking to the bankers who are paid to provide credit and take credit risk. Life, unfortunately, is not like that.

Law firms have to fund the work in progress and the debtors locked-up in the firm until converted into cash (hence the term ‘lock-up’, as used to describe the aggregate of unbilled work in progress and debtors yet to pay) and that can require large amounts of funding, particularly when, as in some firms, lock-up can amount to as much as a year’s turnover or more. A frightening prospect. 

As a consequence, partners have to fund the lock-up either by the firm borrowing from the bank or by subscribing capital themselves (itself probably borrowed personally from the bank). Both options are more expensive and less attractive than reducing the lock-up to a workable minimum.

How to do this is not so much a financial exercise as a management issue. As one senior partner wrote to me recently: “I think all the partners here know what has to be done; the trick is to move from knowing to doing.”

Managing partners need to get to grips with how their partners manage their client relationships, because this is at the heart of the problem.

Sitting down with a partner for an hour and going through their work in progress and debtors can reveal more of a partner’s practice and relationships with clients than any formal appraisal interview can ever be. Are the partners scared to ask for money on account? Are they hesitant to render a bill for fear of the client’s reaction, or chase a client for a long outstanding bill? Are they prepared to agree a bill with the client before it is delivered, which can help accelerate payment?

If partners are unable or unwilling to ensure their practices become the cash-generating machines that they ought to be, then it is management’s responsibility to show the way, initially by providing partners with whatever help they need.

Start at the beginning of the cash flow process, with the taking of instructions. For example, advise your partner to credit rate clients, seek money on account and set out the basis upon which they will propose to charge and bill.

And when you come to bill, try to agree the amount with the client before it is delivered. This is likely to spare you a great deal of time and trouble later on, because experience shows that bills which are pre-agreed tend to be paid sooner.

It is remarkable that so many firms do a large part of their billing in the last week of their financial year. If the partners can bill at the year-end to clear out the work in progress, then why do they not do so regularly throughout the year? There is likely to be only one answer — their own pockets!

Once bills have been delivered, an effective credit control system, operated by experienced credit controllers, can more than pay for its cost, particularly if firms put the credit controllers on a bonus system linked to collections.

Ultimately, all the systems, techniques and assistance you put in place (the above are just a few examples of what can be done) will not be effective if the partners are not prepared, or do not have the discipline, to move towards a tight cash-generating regime. This is when managing partners must face up to their ‘partner issues’. 

In reality, lack of discipline in relation to efficiently managing work in progress and debtors is just one example of a lack of accountability by partners. With some partners, there is an unwillingness to put the interests of the firm first and to be accountable to the firm and the other partners for their actions. As firms grow larger, the attitude is often: “It doesn’t matter if this month if I do not bill or collect my debtors because there are lots of other partners who will.”

What happens if everyone takes that attitude? If managing partners are doing their jobs properly, then they need to deal with this in the most effective manner.

For example, what of the partner who, in order to meet a billing target, processes a bill but then puts it in the drawer, therefore not delivering it immediately to the client, and then goes so far as to stop bill reminders being sent? 

That kind of behaviour has to be halted and the partner made an example of. 

One of the best ways to send a message to partners that this behaviour will not be tolerated is to cease the guilty partner’s monthly drawings, at least until the bill is delivered and paid. Some firms would take an even tougher line. Show you mean business just once and the problem is unlikely to occur again. I have done it and it works.

However, it is not just at the ‘micro’ level that managing partners need to deal with cash flow. They need, on a daily basis, to monitor the firm’s overall cash position:

— A rolling cash flow projection (ideally shown as a graph for maximum impact), showing targeted cash positions with weekly progress against targets being plotted, should be circulated to all partners so each of them starts to ‘own’ the cash problem;

— Cash targets for each partner/group/ department should be set to ensure that the firm’s overall cash targets are met;

— Cash collections by partner/group/department should be published — peer pressure can work marvels.

There is one factor above all others which will improve cash flow — the partners’ pockets.

A cash crisis with the likelihood of each partner having to subscribe another £50,000-£100,000 of capital will certainly concentrate the mind and draw in a great deal of money (but only if the work in progress and debtors are all good, which can be a very large ‘if’ in some firms). 

Likewise, but often less effective, is the promise of a pay out of undistributed profits from previous years — are partners now too comfortable and not in need of the money?

Inevitably, turning a law firm into a cash machine has to be a daily grind. It can never be let out of sight. It requires discipline and application by everyone, management and partners. Even though the primary responsibility has to remain with individual partners to financially manage their practices in an efficient manner, it also needs to be recognised that not all partners are willing or able to do so.

Management must both provide help and advice and roll up its sleeves and take control of the process.

Having taken control (and succeeded in getting the cash flowing faster) managing partners need to address the even more important underlying issues of partner under-performance and a refusal to be accountable if their firms are to have a long term future. 

That is the real challenge law firms now face.

Peter Scott 


