Improving the
profits and efficiency
of a law firm

By Hans Schuurman, interim CFO, consultant
and founder of Law4ce

In a situation whereby the demanding client
puts pressure on the prices, how do you keep the
profitability of the firm at a high level? What is
the business sustainably profiting? In addition,
what the last pitch; did we keep a healthy mar-
gin? What vision do we have on the law firm’s
financial performance and funding within the
next 3 to 10 years? This article shows possibili-
ties to improve the profitability of the law firm.
The model for the improvement is the "Financial
Metro Map", which schematically shows the in-
terrelationship of all profit-determining factors.
In terms of plans and budgets, a structured
analysis may be helpful to you.
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The Financial Metro Map

The net profit of a law firm is determined by a
series of interrelated factors. This may seem
like an open door; however, this raises the
question of integration. Do you integrate these
connections in your plans and in the daily
management control? Sometimes, the inter-
connection is a chain of activities, such as
Hours x rate which is turnover. Other factors
are interdependent. Without lawyers and
clients, there is no turnover, but clients only
entrust matters to good lawyers. Moreover, a
one-sided focus on one of the components
brings about a firm’s instability. The law firm
must be viewed in conjunction. The balance
between all factors is shown in the Financial
Metro Map on the next page.

The metro map shows the different processes
within the firm. The law firm is an empty
building without the green line of employees
and the red line of clients and matters. The or-
ange line is the line of Project Management or
structuring the work of the client: preparing,
planning, executing, completing and evaluat-
ing a case. The law firm should take care of the
relationship with the financiers on the black
line of investments and innovation projects;
the latter can be found on the pink line. Ulti-
mately, all actions concerning the matter, the
people and the business operations come to-
gether in the blue line; finance of the law firm.
Finance is “just” the result of all operational
actions.

What are the factors determining profit on the
different lines? What operational actions of
the fee earners contribute to the financial suc-
cess of the firm? In the following section, an
analysis of each component follows;

The red line: Clients

The Buying Legal Council's international re-
search summarizes the developments concern-
ing clients and the matters concisely with the
following trends:

« Better spent analysis, based on data and au-
dits on invoices

o Further pressure on costs

« etter management of legal work through bet-
ter scoping in advance

o Legal Project Management with the goal:
predictability, efficiency and lower fees

By:

« Discounts and alternative price agreements

« Formalization of the procurement process

« Selection of fewer law firms in a preferred
supplier panel

The firm benefits from high-quality clients
who provide an appropriate margin. The mar-
gin depends on the level of the tariff. It is
therefore important to achieve a good match
between the price of a matter and on the other
hand, the added value experienced by the
client. If the latter value is greater, the client
experiences value for money.

If the client experiences value contrary to their
money, then the client is open to alternatives.
If you consider the market from Porter's 5-
competitive forces model, there will be plenty
of alternatives. Firms are used to competing
with other law firms, but the model shows
more forces that enter the legal market. For
example, substitutes (boutiques), new entrants
(Riverview and the Big 4), clients (bargaining
power and insourcing) and suppliers (publish-
ers provide easier to use tools, directly to the
firms’ clients).
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Financial metro map of law firms
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What are the elements on the client side that
affect profitability?

Pitching

To a great extent, procurement is present dur-
ing the selection process of legal services. The
Purchasing department objectivizes the
process by issuing pitches and concentrating
the services with fewer preferred suppliers
thereby obtaining a higher value for money.
Law firms respond more frequently by hiring
specialists for pitching, like Pricing Consul-
tants and Legal Project Managers.

Pricing and discounts

Pricing is balancing the costs of the matter
with the value experienced by the client. Price
management is therefore not only about de-
termining a final price, but also about ensur-
ing the client experiences the added value. In
the same vein, this is the reason Legal Project
Management spends so much time preparing
and aligning expectations, communicating
about progress and gathering experiences at
the closing of the matter.

AFA

Pricing is less often about the hourly rate, but
about other pricing models or Alternative Fee
Arrangements (AFAs). Letting go of the hourly
rate entails risks. In many models, the risk of
exceeding quoted work shifts from the client to
the law firm. Alternative pricing, therefore,
goes hand in hand with better planning and
management of a matter (see the yellow line of
Legal Project Management).

Lifecycle

Pricing follows the life cycle of a new product.
Each phase of a new service has its own price.
At Harvard, the life cycle of a new service is
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outlined on the axes; hourly rate and the cost
of selling the product. An innovative product
requires effort (costs) to introduce it into the
market, and due to its innovative character, it
justifies a higher price. If the market adopts
the product, the selling costs decrease.

This does not go unnoticed as other law firms
will also offer (copy) the service. This has a
dampening effect on the sales price, so mar-
gins are under pressure. Only law firms that
produce efficiently can then achieve a healthy
margin.

The product and law firm are doomed to die
when the margin is under pressure and the
cost of sales increases because of extras like
free training and discounts which lead to loss-
es on the matters in this quadrant.

Margin of a matter

It is good to determine in which phase the ser-
vice is, in order to make appropriate invest-
ments, relevant propositions or to end unprof-
itable services in time. An innovative firm does
not allow itself to be tempted by price dump-
ing, but constantly creates new products of
high value (and therefore price) for the client.
It is therefore also important to know the cost
price of the hours so that it is already clear in a
pitch that you are not offering a loss-making
matter in advance.

The green line: people
Profit determinants from employees’ side in-
clude:

Availability

Without lawyers with the right expertise, the
work cannot be done. Correct availability re-
quires careful planning and monitoring of
staffing levels. Overstaffing leads to an ineffi-
cient firm.



Staffing and projection

The occupancy planning is not only about this
year. It is necessary to also make a projection
of the population into the future. In this way,
the firm can anticipate falling gaps in the oc-
cupation or unwanted surpluses of a certain
level of a lawyer.

Wage costs

Turnover is generated by lawyers. Lawyers re-
ceive a salary. In a situation of many lawyers
in relation to the available work leads to over-
crowding, which makes production too expen-
sive in relation to the turnover.

Staff ratio

It is more convenient to use inexpensive em-
ployees for certain tasks, however; support
also has its price. In the international market,
benchmark figures are available on a healthy
ratio.

A sound vision on service levels and costs are
needed here.

Leverage

When considering the earnings per sharehold-
er, there are two parameters; the law firm
profits and the number of partners. American
research shows that firms that monitor the
performance of partners and ultimately draw
consequences from the performance are able
to realize 15% more profit per share than firms
that do not monitor and manage the perfor-
mance of partners.

Flex

Does the law firm want to connect everyone to
the law firm or does the firm have a flexible
shell to accommodate peaks?

It requires a thorough understanding of the
developments in the market in order to

achieve a good match between the work supply
and recruitment of the right people. And when
a law firm succeeds in this match, people are
happy and they have enough growth opportu-
nities in a healthy law firm.

The black line: funding

An important issue on the black line is
whether the law firm has sufficient financial
resources at its disposal in case of bad times. It
is therefore important that a budget (variable)
is available to cover the short term and long
term.

Short term

Alaw firm is only a few months away from
bankruptcy when partners receive their full
share of the profit yearly. When turnover and
payments on receivables decreases, expenses
continue while there is no income in return
because many law firms pay out the entire
profit for the financial year in full leading to a
situation of having no reserves. It is therefore
important to have a clear view of the elements
of turnover monthly, from the start of a new
matter without exempting the payment of the
last invoice and to act where necessary.

Long-term

A monthly well-functioning law firm is no
guarantee for financial success. In the case of a
large investment, a significant amount must
be put on the table at once. Does the law firm
have these resources available? External fund-
ing or partner loans may then offer a solution.

Gooduwill

A number of law firms run another risk. In the
case of goodwill constructions, it is important
to look further ahead. As the example of the
renowned Dutch consultancy firm Boer Croon
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shows a sudden outflow of money by departing
partners can kill the firm.

It is therefore not only important to budget for
the coming year but also forecast the balance
sheet of the law firm over a longer period of
time.

The pink line: innovation and invest-
ment

A law firm must keep innovating to remain
relevant. The client's call for "more for less"
which must be met. Among other things, bet-
ter management and knowledge systems must
be ensured.

Relocation also requires investments in fur-
nishing and other supplies. These investments
can cause a large outflow of money. By reason
of the law firm frequently distributing the
profit for the financial year in full, there is no
room for these investments without additional
measures. It is, therefore, necessary to prepare
investments well, include them in the budget
and consider how to fund them.

The yellow line: legal project manage-
ment

Write-downs put pressure on the profit mar-
gin of a matter. Many write-offs of invoices are
caused by over-optimistic budgets, rework, a
shortcoming in monitoring budgets or unno-
ticed duplication of work. To prevent this from
happening, the attention for Legal Project
Management has grown considerably in recent
years.

When working within the framework of alter-
native price, agreements such as fixed prices,
planning, budgeting and managing a matter is
a must.

In short, project management makes implicit

assumptions explicit thorough (as far as pos-

sible):

« Define the goal and scope of the matter
sharply with the client,

« Make a clear planning

« Based on this, determine the price

« Record this unambiguously for everyone on
board (that is, confirmation of assignment)

« Manage the matter to a successful conclu-
sion within these frameworks

o Identify deviations and communicate them
with the client

And finally, evaluate with the client whether

the goals have been achieved. Also, a state-

ment on where there is a future need for im-

provement should be written down.

In this way, the client has more clarity in ad-
vance about what to expect and surprises are
discussed as much as possible and solved to-
gether. In doing so, the firm meets the client's
need for predictability, efficiency and cost con-
trol, as mentioned in the Buying Legal Coun-
cil's investigation. And this is not only efficient
but is an add-on to the client’s perception of

quality.

The blue line: financial

Many decisions in the Financial Metro Map
lead to financial consequences. Most decisions
in a law firm are not made by the board of Fi-
nance, but by each of the Fee Earners during
their day-to-day work. They agree upon rates,
billable hours, invoices and they settle dis-
putes. Each of these activities has financial
consequences and determines the extent to
which a written hour leads to paid revenue.
Modern accounting systems often have good
reports which are specially designed for the
law firm or firms are using a so-called Busi-
ness Intelligence tool.
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Improvements can be determined by entering
into dialogue with the partners. Based on the
generated reports about negative and certainly
also about positive deviations, an open discus-
sion about the figures and identifying actions
together by Finance and the Lawyers ensures
that leakage in the revenue chain from acquisi-
tion to paid invoice is prevented. Resulting in
(direct) profit for both law firm and client.

Closing remarks

Improving the profits of a law firm therefore
stands and falls with excellent cooperation be-
tween the lawyers, the staff and good coordi-
nation of the various internal and external
components. The Board and the Finance/Con-
trol department are responsible for ensuring
that the course of action is fully aligned with
the budget and is sustainable in the longer
term. All business units are then "tuned" to
this. In addition, when implementing the
plans, the board must be informed on all ele-
ments, so that appropriate measures can be
taken to keep the law firm running optimally
and to prevent inefficiencies. Leakage results
in a loss of profitability, which harms the qual-
ity experienced by the client. The model helps
in this respect and provides insight into the
coherence, for example in the coming budget
cycle.
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He is used to leading large projects. Hans reg-
ularly speaks and publishes about the profit
model of the legal profession, pricing, Legal
Project Management and the new develop-
ments within the legal profession. He also par-
ticipated in the book "De advocaat als on-
derneming" (The legal profession as a compa-
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the Netherlands. Together with Law4ce's
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the business operations of a law firm.

More by Hans Schuurman

How Lawyers Benefit from Legal Project Man-
agement: Click here

Phases of a case

A low hourly rate is not the cheapest solution:
Click Here
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