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Make the most of what you have – put the squeeze on your firm’s performance 

During the past decade a benign economy has meant that it has been relatively easy for law firms to make good profits, even if some individual’s performance levels were less than ideal. Times have been good so why upset the apple cart?
In just one year economic conditions have changed out of all recognition and no business is immune from the impact of the credit crunch. What are the prospects for many law firms over the coming year?

However large or small, however profitable or otherwise and whatever type of law firm, a profit improvement plan should be a sensible move at this moment in order to:

· weather the storm in the short term; and 

· for the longer term, improve the business and its competitive capability

After the storm has passed it is likely that the world for law firms will be a very different place:

· Markets will have changed

· Clients will have rethought their own future strategies

· Yesterday’s plans are unlikely to be valid to maintain and build competitive advantage in the future, particularly if law firms wish to be able to:

                      Recruit and retain the best talent

                      Invest in technology and infrastructure

                      Make acquisitions and restructure in the new legal  

                      landscape about to be created by the Legal Services 
                      Act.

No law firm can afford to rest on its laurels. Instead, firms will need to keep closer to their markets and their clients and constantly review their strategic plans in the light of changing circumstances and market conditions. Never have the words of Charles Darwin seemed so relevant:

“It is not the strongest of the species that survive, or the most intelligent, but the ones who are most responsive to change”               

The essential building blocks for a competitive law firm are its people – and the financial resource they can generate. Unless a firm is able to recruit and retain the best partners and staff it will be unlikely to make progress. Whilst money is not the only thing that attracts good people to a law firm, it is a powerful driver and 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 a firm which is below such a threshold, it should be a vital first step that a profit improvement plan is put in place and successfully implemented to achieve at least that threshold profitability figure if it is to be able to recruit and retain the best talent.    

Observation of law firms leads to the conclusion that many can do much better by making more of their key assets – their clients and their people – in order to drive up profitability. How much profit is being thrown away, when taking a few simple measures could make a great deal of difference, both to overcome short term problems and to build for the future?     

We are already seeing law firms make staff redundant as demand for certain areas of work dries up. Law firms should however always be managed as lean operations by keeping overheads under control and as low as possible, in keeping with the needs of the business. Today’s hard decisions may for some firms be long overdue. On an on-going basis every item of overhead (including people) needs to be looked at and the question asked 

Is this overhead necessary for the efficient operation of our firm? 
An 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 provide in a different and more cost effective manner. For example, how much of the infrastructure needs of a law firm could be more cost effectively and just as well (if not better) catered for by outsourcing?

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

The current urgent task therefore for many is how to extract more revenue from the work which is available while at the same time reducing or at least containing 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, by putting in place a profit improvement plan.

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 existing 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?

In many firms, 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 out that low utilisation rates are due to low time recording or over-manning or (very often) a mixture of both.

And as part of such an exercise to improve utilisation and profitability, a firm should also review whether equity partners are spending their time attempting to carry out functions which more experienced and qualified, but cheaper 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 professionals working with a managing partner would most likely do a more effective job? If there is a time to ‘let go’ 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 and increasing billable hours per fee earner, by even a few minutes per day, will feed through to the bottom line, provided of course that such billable hours are recovered at the point of billing. That is where financial management becomes all important (see below).    

2. Leverage and organisation of work 
How is each part of the 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.

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 work is carried out by those with the appropriate level of expertise and at the most appropriate cost level should ensure greater 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 much more profitable the firm could become.

3. Audit the client base 
A review of the client base, to examine the bottom 10% and 20% of client base by reference to billings over say the last two years, is likely to show where much of the profit is disappearing. It may be difficult for some firms to analyse the profitability of each individual client, but it will be possible to see how much revenue is being produced by the bottom 10% / 20% of clients by billings and compare that to overall turnover.

In a recent exercise carried out for a firm, the bottom 50% of clients (many small bills for individuals) accounted for just 6% of turnover! On the other hand the top 50% were producing 94% of revenue! It was clear that a large part of the overhead of the firm was being used to support loss-making clients.

4. Review pricing 
On whatever basis a firm prices its work, it should regularly review its pricing to ensure that it is in line with the market and providing its services to clients at prices which they consider value for money.                     

Notwithstanding current market conditions for some areas of legal practice, not all work is in the doldrums. Being competitive is not about getting into a downward spiral of lower and lower prices which can only end in tears for most. Beating the competition should be about providing clients with what they want at prices which they perceive to be value for money and doing this better than the competitors. This is true added value.

If this test is applied then firms may well see their way open to increasing prices to a level which clients will continue to regard as ‘good value’.

However a firm structures its pricing for its clients, it should in any event where it can, seek to increase its rates for every partner and fee earner to see how much more profit could be generated if such increases were fully recovered. ‘Imperceptible’ £10 / £20 per hour increases across the board on charge out rates of say £200 / £300 or more are, if a firm is providing its clients with the service they want, unlikely to cause ripples in the relationship. Try the exercise – the results may surprise you! 

5. Fully capture all billable time  
Whilst billable time should be regarded as only one component in arriving at what is the ‘right price’ for the work, it is an important component because apart from anything else, without recorded billable time and related descriptions of the work carried out, a firm may have very little evidence of the work which has been carried out on a matter and be at risk if bills are challenged.

Too many lawyers say that billable time is not relevant to their particular work. Recording chargeable hours is, I would suggest, an important management tool and as such is relevant to every part of a firm.

Here are a few suggestions which may help to capture more billable time:

· Put in place daily billable hours targets for all partners and fee earners based upon their budgeted hours which should then be closely monitored on a weekly basis and be followed up with partners / fee earners who fall short of target. Low recorded billable hours can be a symptom of numerous problems which may need to be nipped in the bud if serious consequences are to be avoided.

· Consider whether non billable codes are really necessary other than for those who have genuine management tasks to perform. If non billable time is not monitored or used then why record it? It is usually a ‘dustbin’ to make up the hours of the working day.

· Have an automatic email appear on each partner’s / fee earner’s screen each morning as they log on reminding them to fully record their time from the previous day.

· Consider paying bonuses to fee earners who exceed their billable hours by a given amount, whether or not those hours are charged to the client! The important issue is to have all the hours evidenced which management can then decide to bill or not bill. Billing and the writing off of time beyond de minimis parameters should be decisions for management, not for individual fee earners or indeed partners.

A useful exercise to carry out is to see how much time people in the firm ‘lose’ each day by forgetting to record each phone call or discussion – that time probably amounts to at least 15 minutes per day. Then, as an exercise, find out how much more profit your firm would make if every partner and fee earner recorded that additional 15 billable minutes per day and this time was fully recovered. The result is likely to surprise.

6. Improve the recovery rate 
The action which can have the greatest positive impact on profitability and which requires the least work and effort is to improve the rate at which you recover recorded work in progress when a matter is billed. Of course, a firm will not be able to accurately calculate its recovery rate unless there has first been full capture of billable time.

For some firms, succeeding in doing this is likely to be the single most important factor in improving profitability. Take a firm with recorded chargeable hours amounting to £10M where the average write off of (recorded) billable time is say 10%. An increase of just 5% in the recovery rate can amount to around £500,000. Would that be worth doing?

What is usually required is a write off policy ‘with teeth’ to control the unjustified writing off of recorded billable time.        
If it is considered that some headway can be made with all or some of the above measures, then if a firm is really serious about increasing profitability it can be useful to bring everything together in an overall plan and to consider the following as objectives:

‘Next year WE ARE GOING TO achieve Profits per Equity Partner (PEP) of £[          ]’; and
‘Every decision we make will be considered and judged in the light of how and whether it assists / detracts from achieving this objective”

A bottom line driven approach such as this to strategic and financial planning will bring into clear focus the plans (or lack of plans) of each part of the firm and can provide a much needed financial benchmark for testing strategic initiatives.
While the above measures are easy to advocate, putting them into practice can be more difficult and will often require a fundamental shift in the behaviour of partners and others in a firm. 
In the good times it may have been possible for those partners who refused to be managed to carry on as before. The effect of the credit crunch and the problems in the financial markets are highlighting issues for law firms which have been present in the past but which are now being exacerbated to a degree not experienced by some since the economic downturn in the early 1990’s. Any previous option which may have existed for partners not to change is likely to no longer be available to them or to the firm.  

Putting in place now a profit improvement plan should be seen one of the most important priorities for any law firm if it is both to weather the storm and build a strong platform for further growth. 

©Peter Scott Consulting 2008 

