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Executive summary

WITHOUT CASH, businesses die.

While cash management has long been
the ultimate discipline in any commercial
enterprise, this has not been the case for
law firms. The consequences of poor cash
management have been far less severe for
them than for other businesses — they have
usually been able to compensate shortfalls in
cash flow by increasing the overdraft. They
have been insulated from wider commercial
reality by a combination of factors which
have made bankers keen to lend to them, to
a degree that they would otherwise scarcely
contemplate. The factors which have made
banks favour law firms as good candidates

to which to lend money are:

B low firms have been seen as a
low-risk sector;

B Historically, firms have been profitable,
and as a result, banks have experienced
minimal losses with firms of all sizes;

B Joint and several liability, often amongst
wealthy partners, has reduced the risk
profile even further;

B Low firms have had control over substantial
client account balances — when these are
placed on deposit, they provide a source
of lending capacity, which enables the
banks to fund their own business. These
balances have been keenly sought after
as banks have a holistic view of their
relationships with law firms; and

B Law firms have been a source of good
business and introductions for the banks,

giving them access to referrals.

We can safely say that these insulating
factors have been greatly eroded. Many
larger firms have weakened the covenant by
converting to LLP status. The swiftness and
severity of the recession have reduced the
sector’s profitability. Client account balances
are much diminished, particularly for those
firms which were strong in residential
property. In fimes when banks have reduced
their capacity fo lend, even to existing
customers, access to referrals is of limited
benefit, at best.

The economy has shrunk and firms are
having to adjust to the new reality. They
have to manage their finances internally
— minimising lock-up (work in progress,
debtors and disbursements) and thereby
their capital requirement — through far
more effective systems, processes and
resource allocation. But even that is unlikely
to succeed without a change in culture
and mindset that values collective cash
flow at least alongside individual billings.
Partnerships are inherently political entities,
and in normal times, politics will often
outweigh economics in decision-making
and resource allocation. In a recession,
economics can outweigh politics and that
requires a far greater adjustment than
the simple installation of processes and
techniques. Profit is an opinion, while cash
is a reality. Lock-up must be realised to keep
the cash flowing and the lenders on-side.

Having minimised the funding
requirements, these need to be structured
to reflect the underlying assets. Overdrafts
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are designed to fund the cyclical fluctuations
which apply to all businesses — including law
firms — but they are not permanent capital.
Other structures (and sources), probably
more expensive, may be needed.

Funding in 2009 is scarce. Some
previous sources have disappeared and
the process of granting facilities is far more
intrusive. Bankers no longer consider law
firms to be risk-free, therefore the firm's
relationship with lenders is crucial. They
need to be courted, managed and above
all, communicated with. They are far more
concerned about the firm’s future than its
past — hence forecast models need to be
robust and projections need to be delivered.

Bankers are still keen on doing business
with the legal sector, however. And this
means that they will concentrate their
lending in future on firms which display
the best prospects and have effective cash
management disciplines.

This report aims to help the reader to
address the underlying issues in managing
cash requirements, in order to refain the
support and confidence of funders, so that
firms can continue to pursue the right business
strategy even in difficult market conditions.

Chapter 1 provides an infroduction fo
the issues addressed in the report, outlining
history and background. Chapter 2 goes
on to examine the key elements that impact
cash management in a law firm, including
structure, people issues, client relationships,
suppliers, management processes, work types,
work in progress and credit management. The
significance of each aspect, and how it should
be managed to improve cash flow, is outlined.

Chapter 3 looks at how different work
types attract different levels of lock-up and
advocates setting appropriate, achievable
targets or standards.

In Chapter 4, the report examines

performance review and improvement.

Simple, clear management information,
rather than overly-detailed reports, is
suggested as the most effective way of
identifying and solving problems. Emphasis
is placed on the importance of process.

Chapter 5 addresses the issue of
assessing capital requirements over different
time periods, using short and medium-term
forecasting to identify and predict shortfalls
that will require funding.

Chapter 6 examines the cyclical nature
of cash flow in a law firm and the various
factors which can exacerbate this. Some
ways of reducing the amplitude of the cycles
are proposed.

The management of outflows is addressed
in Chapter 7, outlining the key costs and
disbursements faced by law firms. The author
suggests how these can be managed most
efficiently to achieve smoother cash flow.

Chapters 8 to 11 focus on practical
strategies for improving cash flow,
addressing four core areas. Chapter 8
looks at partners and communication,
Chapter 9 at clients and staff, Chapter 10 at
information and performance management,
and Chapter 11 at technique and process.

In Chapter 12, attention is focused
on funding structures and matching these
to the type of expenditure to ensure that
the most beneficial rate and format are
chosen. Chapter 13 goes on fo examine
firms’ relationships with their bankers and
highlights that communication is the most
significant factor in maintaining a mutually
beneficial relationship.

Chapter 14 looks to the future,
encouraging firms to take a longer term
view of their development and growth and
suggesting some of the issues which are likely
to shape the legal profession and its approach
to cash management in coming years.

In Part Two, eight anonymised case
studies illustrate key points raised in the



preceding chapters. The success of taking

a strong (and sometimes radical) approach
to cash management is highlighted, and
again the importance of communication and

united action is underlined.
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Chapter 1: Law firms are different,

aren’t they?

ABRAHAM MASLOW, in his famous 1943
paper ‘A Theory of Human Motivation’,
explained that human beings have a
hierarchy of needs — and described a
pyramid of physiology, safety, belonging,
esteem and self-actualisation. His premise
is that without the basics (food, drink and
shelter), people die, and there is no point
in paying atftention to the higher needs
until, and unless, all of the basic needs
are satisfied.

Like human beings, businesses can have
a hierarchy of needs. The most basic needs

of businesses are:

B Clients;
m Profit; and
® Cash.

Self-actualisation

Business can survive for a while without
profits — but without cash businesses die.
(Unless, that is, they are law firms (or banks)
— which, in some way, are deemed too
important to be allowed to die.)
While many law firms — especially
the largest ones — have been profitable
and responsibly run, others, while paying
aftention to other needs, have neglected the
basic requirement for cash management.
However, cash-starved law firms
have historically been supported by their
banks, at least until they have disappeared
into a friendly (or not so friendly) merger.
As a result, the consequences of failure
to manage cash have not been severe
enough to prevent law firms surviving on an

unhealthy balance.

Morality,
creativity,

spontaneity, problem
solving, lack of prejudice,
acceptance of facts

Esteem

Self-esteem, confidence,
achievement, respect of others,

respect by others

Love/belonging

Friendship, family, sexual intimacy

Security of body, of employment, of resources,
Safety of mordlity, of the family, of health, of property

Physiological

Breathing, food, water, sex, sleep, homeostasis, excretion

Figure 1: Maslow’s hierarchy of needs
Source: Wikimedia Commons, © J. Finkelstein
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Many law firms have developed their
balance sheets with a proportion of debt
to equity that would be terminal in any
other business. Yet many, when they ran
out of cash, simply added more debt,
which the banks provided freely, without
coercion and on the finest of possible
margins. It seems odd then that banks
have been so eager to lend on such an
unsecured basis, when they have rules and
systems which keep lending in check. How
have firms been able to exploit their position
and why have the bankers tolerated it2
Why have lawyers become so indispensable
to the banks? The following sheds some

light on such questions.

The cornerstones

There have been four cornerstones to the
lawyer-banker relationship which have
persuaded the bankers to rewrite their rule

books when it comes to lawyers:

B The high profitability of law firms;

B The low risk of lending to partnerships
under joint and several liability;

B The source of introductions of client
referrals to the banks — for further
profitable lending; and

B The access to the lawyer-controlled
clients’ deposits, which provide raw
material for the banks to re-lend.

Cash flow and profit

But how could cash flow problems arise,

if law firms are inherently profitable? Just

as human beings need food and drink to
survive, businesses need profit and cash
flow. Unlike businesses in other sectors, law
firms have been able to focus almost entirely
on profit without consideration of cash flow.
They have taken on work with cash profiles
that other businesses would never even

consider; the time between taking the work

on and completion and collection has been
too lengthy for them to create sufficient cash
flow. They have also been noticeably lax in
creating and enforcing commercially-sensible
terms of trade. But none of this has been
crucial as, in the long run, the firms have
been profitable — though, as John Maynard
Keynes observed, “In the long run we are
all dead”.

All aspects of cash management,
including forecasting, planning, process and
execution, have been noticeably absent in

many firms, and not only the smaller ones.

Who manages the cash?

The insularity of the legal profession has
made law firms complacent, allowing lax
practices to continue to the present time
and exacerbating the cash flow issue.

Law firms have never been easy
environments for non-lawyers to work
in. Finance directors have not always
been welcomed by legal partnerships,
and the skills required to build a career
in law firm financial management have
been different from other sectors. In other
sectors, the finance director is an integral
part of the top management team. In law
firms, the finance director is often outside
the decision-making forum and is expected
to focus on compliance and reporting,
rather than management.

Law firms have tended to value sector
experience above experience of financial
management, credit management and cash
management. It is not that these skills have
necessarily been absent, and the quality
of law firm finance directors has changed
markedly in the past 10 years, but their
importance has not been appreciated
by partners, and so there has been little
incentive for the finance director and his/
her financial staff to display their cash

management skills.



Times have changed

The focus on profit instead of cash has not
been seriously detrimental to law firms,

but as credit starts to dry up and finance
directors are having to contend with financial
year end, cash is becoming increasingly
critical for law firm survival in current

market conditions. The four cornerstones of

indispensability have been eroded:

B The profits are, in many cases, not as
high as they were;

B The risk has been increased by
the conversions fo Limited Liability
Partnerships (LLPs);

B The once-prized business introductions
are of little use to bankers now, as
their lending capacity is already
oversubscribed; and

B The client funds — needed more than
ever — have been decimated by the

effects of the credit crunch.

Professor Larry Ribstein of the University of
lllinois summed the situation up succinctly
in his blog in March 2009: “In the longer
run, we can now see very clearly that
running low firms as thinly capitalised worker
co-operatives is not an equilibrium solution in
this market.”!

David Maister, in his book Strategy
and the Fat Smoker?, has a whole chapter
devoted to explaining how "Lawyers are
Different’. But so far as cash — the most
basic of business needs — is concerned, they
are less different now and more like the rest
of the world than they ever were.

Business management processes
Cash management is not an end in

itself; rather, it is part of the business
management process. Cash management
is important not just in its own right, but as
an indicator o outsiders of the quality of a

Cash Management for Law Firms

firm’s management. Problems and queries
highlighted in the collection process are

strong indicators of problems elsewhere in the
business process. For any normal business

to succeed, there needs to be a mix of skills,
including technical, marketing and managerial
skills. In legal circles this can be described as
the 'lawyer manager rainmaker’ profile. The
proposition is that it used fo be possible for
law firms to succeed simply by having good
lawyers, but in an increasingly competitive
environment, lawyers need to ensure that they
have an adequate flow of business by being
good rainmakers, as well as ensure that clients,
staff and other stakeholders are satisfied

by their good management. Fortunately or
otherwise, there are still firms which have

been able to succeed without achieving this
balanced skill set and have relied exclusively
on their legal prowess. In some cases, this lack
of affention to management has spilled over
info a lack of regard for management as a skill
and, as a result, some lawyers have shown a
lack of respect for other professionals working
in their midst such as those in finance, IT, HR
and marketing. In some firms, this lack of
regard has been so overt so as to repel high-
quality managers from applying to work in a

legal environment.

Structure and responsibility

In other commercial organisations,
corporate governance requires there to be
a strong board of directors in which the
three leading players are the chairman, chief
executive and finance director — usually in
that order. The fact that many law firms are
dismissive of the role of management has
led them to take a rather different view of
governance. The role of managing partner
(akin to CEQ) is often a part-time activity

to be fitted in alongside a substantial fee-
earning workload. There may not even be
a management board, although in most
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larger firms there is. It is often not clear
what the role or level of that authority is vis
a vis the partnership, which can lead to the
remarkable situation whereby the finance
director is not actually on the board, hence
treating financial management (including
cash management) as a secondary activity.
In our experience and from our
research, it has become clear that the
quality and status of the finance director
is a key determinant of the quality of cash
management, and indeed of the strength of
cash flow of major firms. However, while it
is apparent that the largest firms have taken
steps to recruit at the right level, it is by no
means clear that bigger firms are consistently
better managed financially than smaller ones.
We have seen a number of examples of high-
quality management in smaller firms, and

sadly, the converse has been frue in others.

Data

Each year the Law Management Section
(LMS) of the Law Society commissions
accountants to carry out a financial
benchmarking survey. The format of this
survey varies slightly from year to year
and so do the respondents. It is, however,
reasonable to assume that, as members
of the LMS, they are representative of the
better-managed sector of the profession.

The data includes analysis of lock-up
(debtors and work in progress), split by size
of firm and in some years by type of work,
showing median and quartile levels.

The median level of lock-up for
established firms of more than five partners
improved between 2002 and 2007 from
187 days (over six months) to 153 days
(five months). This is still far in excess of the
100-120 days level considered reasonable
by some lenders (and these are the firms that
profess an active interest in management,

presumably including cash management).

The view from the outside

The view of bankers and accountants can
be summarised in the words of a banker
who said that, “Law firms run successful
businesses in spite of their management
abilities, not because of them.”

Ethos

There are two aspects of lawyers’ training
and culture which have not helped their
relationship with lenders. In the UK, there has
been a long-standing culture of secrecy about
the finances of law firms. Understandably,
many firms have not wanted to advertise the
extent of their financial success, but that has
carried over info an extreme unwillingness to
share financial information with their bankers.
This trend has been less common in recent
years, partly as a result of the disclosure
requirements of LLP status and partly as a
result of the competition for recruits in which
the level of partner earnings is used as a
selling point of the firm.

The other concern amongst lenders
has been the low level of understanding of
the other party’s requirements to a lending
transaction. Bankers have rules and they
have senior management to report to, but
the insularity of the legal profession has
made lawyers oblivious to the needs of the
other party. They have been able to get away
with that in times when it could be assumed
that firms would be extremely profitable and
would find a good use for the funds.

However, many solicitors have not been
good at building relationships, and history
has suggested that relationship problems
have primarily been matters of aftitude.

This has not been helped where firms
have hit problems and the nature of the
partnership has been less than united.
Strong, consistent cash-flow management
requires concerted action across the firm,

which can be difficult in those firms where



the client ‘belongs to’ the partner, rather
than the firm.

The background of a long history of
profitable lending by the banks to profitable
firms, even in the absence of concrete
management information, has provided a
comfort blanket for law firms. Lawyers are
perceived to be people of integrity, and so
no matter how poor the standards of cash
management are by conventional standards,
the bank would always lend to make up the
shortfall. In short, the consequences of non-
compliance have been negligible. And if the
alternative was to have difficult conversations
within the partnership, with recalcitrant
partners, or perceived difficult conversations
with clients who were unwilling to pay, then
it was far easier simply to borrow a little
bit more money. If the bank was happy to
oblige, then why not continue?

Almost everything has changed since
2008. The swiftness and severity of the current
recession has taken everyone by surprise.

Law firms in the good years have taken on
increasingly onerous fixed-cost commitments

in the form of property and IT leases, and

the process of de-equitisation has turned
variable partner remuneration info a fixed

cost. Additionally, the rapid fall in high-

value corporate business has left firms with
inadequate income fo meet those fixed costs, or
at least has led to severe shortfall in profitability
and cash flow. It has also turned previously
good customers into ever slower payers.
Lawyers have been hit by a ‘double whammy’
of falling profits and negative cash flow,
resulting in increased borrowing requirements.

There are two other factors. Lawyers
have always been considered by lenders to
be good customers, because of their client
account balances. Many of these are the
result of ongoing property transactions, and
the credit crunch has seized up the property

market, so that the client balances have

Cash Management for Law Firms

shrunk just at a time when they would have
been of most use.

Furthermore, the other reason why
lawyers were so useful for the bankers was
for the value of the introductions of new
business. But banks do not want any more
new business at the moment — they can
barely service the business that they have.
Just at the point when the lawyers most need
the banks, they are at their least aftractive as
customers. This has made lawyers realise that
they will have to learn to abide by the rules
that govern other commercial enterprises.

There is, however, a problem of
perception. None of us like to think that we
are the exception, and from a lawyer’s point
of view, it is the banks which have changed,
largely for the worse. It has been hard to
explain fo lawyers that what they are now
experiencing is normal for the rest of the
commercial world; but it is, and they will

have to get used fo it for some time to come.
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Chapter 2: A root cause analysis
of key elements that impact cash
management in law firms

THE USE of the ‘fishbone diagram’ for
cause and effect analysis was pioneered
by Kaoru Ishikawa in Japan in the 1960s,
and has since become a widely-used
management tool for identifying the possible
causes of problems, in order to develop
solutions. The premise is that by identifying
the root causes of inadequate cash flow
or poor balance-sheet structure, we can
identify the correct solutions. We identify
the ten areas in which problems can arise,
and each of these areas is represented

Disbursements
and suppliers

Management
processes

Periodic
outgoings

Partner
behaviour

by a ‘bone’ on the diagram. We then

use the fishbone diagram to highlight the
components of each bone, which can cause
such a blockage.

The factors that impact on a firm’s
ability to successfully manage its cash
situation are detailed further. This chapter
provides an introduction to each of these
factors, which are then explained in detail
with strategies for dealing with them in
subsequent chapters. Figure 1 lists the
ten factors.

Structure —
legal and capital

Insufficient
cash for
short to

WIP

Cycles and  Credit management
cut offs processes

Work types/
pipelines

Figure 1: Factors impacting on successful cash management

medium
term needs

Clients/
bill payers
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Legal structure

Capital structure

Borrowing structure

Structure —

Partnership agreement

Figure 2: Structure — legal and capital

Structure — legal and capital

Lack of fixed capital

Historically, firms have started with low
capital requirements and low capital
restrictions, and a very high proportion

of profits earned is distributed as early as
possible. Firms therefore have a low amount
of partner-subscribed capital and retained
income. This is primarily a function of a

partnership.

Partnership agreement

Often, the provisions relative to the amount

of lock-up acceptable are based on the
lowest common denominator and do not
relate to standards for specific work types. The
partnership agreement is not explicit about the
sanctions fo be applied in the event of deficient
cash management. Lawyers are trained to
push boundaries to the limit, and this means
that sometimes the partnership agreement is
seen as a set of boundaries to be challenged.

legal and
capital

Lack of fixed capital

Borrowing structure

In many other businesses, there is a concept
of ‘borrowing down the balance sheet’,
whereby different asset classes could be
funded by different types of borrowing
products. This has rarely been applied in
the legal profession, where most borrowing
has been on overdraft, partly because the
structure of the assets (mostly work in progress
(WIP), debtors and disbursements) has not
leant itself to other forms of asset funding.

Capital structure

The reliance on overdraft facilities —
technically repayable on demand — means
firms have often not had a secure capital

base from which to build.

Legal structure

The legal structure influences a firm’s capacity
to borrow. An 1890 partnership, consisting of
often quite wealthy individuals with joint and

several liability, represents a generally good
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Maximum Perception of Financial
drawings soonest client needs understanding

Partner

Minimise investment Commitment to deliver

Figure 3: Partner behaviour

risk for a lender. An LLP weakens that covenant
and, particularly in the current environment,

limits the firm’s capacity to borrow.
Partner behaviour

Insecurity in the client relationship

Often with individual partners there is an
overdependence on a small number of
clients, which makes partners reluctant to
broach the subject of payment for fear of
creating bad relations and tension, especially
if the subject of sanctions comes up.
Individual partners, therefore, can obstruct
the process of the firm collecting money in a

normal commercial manner.

Commitment to deliver

The partnership agreement can be unclear
about the cash management or cash
generation requirements of individual

partners, and unless there is a specific

behaviour

Insecurity in the client relationship

secondary schedule, cash management is
seen as an opﬁonol extra, without a true

sense of commitment.

Minimal investment and

maximum drawings

The partnership structure is a vehicle for
income generation, rather than capital
growth. Since there is no possibility for
capital growth (and this is also fuelled by tax
considerations), the objective of the partners
is to get as much money out, as soon as
possible. This can impair the firm’s ability to

ride out market fluctuations.

Financial understanding

For reasons explained elsewhere, solicitors’
firms have, to date, been able to bypass the
normal rules of financial management. As a
consequence, many have not supplemented
their technical skills and expertise with an

equivalent level of financial management skills
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Profit distributions

VAT

Periodic

Repayments to former partners

Figure 4: Periodic outgoings

and do not understand the effect on cash flow
of decisions on pricing, terms of payment and
so forth. Decisions are, therefore, taken blind

to the consequences on cash management.

Perception of client needs

Partners operate within the framework of
the legal profession and are often not
exposed to the commercial pressures and
requirements of their clients. Consequently,
many do not understand what best suits
their clients, but also do not ask them, for
example, how they can best fit in with the

client’s budgetary cycles.
Periodic outgoings

VAT

The quarterly VAT payment is one of the
most substantial, yet predictable, outgoings
for any law firm. The significance of the VAT
payment for cash management is that it is

a lump sum, delivered on a quarterly cycle,

outgoings

Tax

but crucially, it is calculated relative to
billings not collections, and therefore must
be paid regardless of how much of what is
billed is actually collected. The fundamental
issues at stake are how fo accurately predict
the VAT payment amount and how to ensure
that funds are available to pay in full and
on time. This requires a significant degree
of preparation, in order to ensure accurate
forecasting, and underlines the importance
of relentless discipline when it comes to
collecting bills raised. It also means that

the issue of the looming bill must be made
visible to partners and fee earners, so that
they can appreciate the importance of the
processes required to ensure it is paid.

Tax bill

Similar to the VAT payment, the firm's tax bill
is both substantial and predictable, although
it occurs twice a year (at the end of January
and the end of July), rather than quarterly.
The issue here is to be able to reserve
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Conditional Identification Authorisation Client financial
terms process process profile
Disbursements
and suppliers
Credit/seftlement Perceived Visibility

terms materiality

Figure 5: Disbursements and suppliers

enough funds to be able to pay the bill
without negatively affecting the firm’s flow
of cash, and many firms that are successful
in planning for their tax payments have a
separate account set up specifically for their

tax payment money.

Profit distributions

Distribution of the firm’s profits is, of
course, the primary reason for partners

to stay in business, and profit distribution
has a considerable impact on the firm’s
capital structure. It is strongly linked to cash
management as profits can only be paid
out after these profits have been earned
and revenue collected — and so for partners
to be paid, cash flow must be healthy. The
distribution of profits can also be used as
an extremely effective tool to manage cash
flow if partner drawings are tied to individual
partner billings and collections, thus being

both a carrot and a stick to help keep the

firm’s finances strong.

Repayments to former partners

The consequences of these repayments can
deplete the firm’s capital base. The question,
therefore, becomes how to ensure that such
repayments do not adversely affect the firm’s
operating capacity. This is often achieved

by the replacement of the former partner
with capital, or the purchase of the outgoing

partners’ capital by existing partners.
Disbursements and suppliers

Visibility

Disbursements are an often underestimated
part of the funding equation. They are
often considered to be trivial, and even do
not appear on the financial information

partners receive in some cases. However,

11
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disbursements do add up and the firm can
often be at risk of making up the shortfall,
so the important thing here is to insist on
regular reporting at all levels on the level of
disbursements, and the use of ageing when
profiling disbursements to reduce potential
write-offs.

Perceived materiality

It is often surprising to see the amount
of cash firms write off in terms of
disbursements, because they believe
the small sums to be immaterial, clearly
not considering the cumulative effect of

individual write-offs.

Credit/settlement terms

Surprisingly, many firms of solicitors do not
have standard conditions of purchase that
include clearly stated payment terms or

the means of enforcing terms. The terms,
however, determine the major components
of cash outflow (other than staff costs). It is,
therefore, essential to have a clear set of
terms and a clear process for ensuring that
the terms are kept fo.

Client financial profile

Under normal circumstances, solicitors
should not be exposed to funding client
disbursements. However, there are
exceptions, especially in the case of
high-volume, low-value matters. Often,
these matters are with large repeat clients
(including the Legal Services Commission),
and in these cases, firms have to be
confident that the disbursements will be
repaid. This is clearly a question of client

selection and review.

Authorisation process
As previously mentioned, the rule should
be not to pay disbursements unless there

is already money on deposit in the client

account, allowing for the exceptions stated
previously. In all other cases, exceptions
should be difficult to authorise and authority
should lie at a senior (i.e. partner) level.

The amount of time taken to process the
documentation for low-value disbursements,
and the correspondingly low priority such
disbursements often receive in the accounts
department, mean that a client fransaction can
often be completed before the disbursement is
posted to the client ledger and a completion
statement prepared without the disbursement.
In this case, the disbursement may become
irrecoverable, and, if this happens frequently,
then it becomes a problem, making the

speed and completeness of the disbursement
accounting process important.

Identification procedures

For some tasks undertaken on behalf of

a client, such as searches using the Land
Registry, an identification number is required. If
identification procedures are not strictly adhered
to, then inaccurate inputting will mean that it

is impossible to allocate a specific search to a
specific matter, and the firm will have to foot the
bill, rather than pass the cost on to the client.
Again, if this becomes a regular occurrence,
then costs to the firm can mount up.

Conditional terms

Under conditional terms of business (i.e.
‘no-win, no-fee' work), the question of
scrutiny in client selection and disbursement
payments takes on even greater importance,
as any disbursements paid out in lost cases
may not be recovered, unless covered

by insurance.
Management processes
Monthly forecast commitment

Legal work follows a predictable pipeline,
and the best way of ensuring that there
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Figure 6: Management processes

is enough cash available at the end of

the month is to obtain a commitment

from partners to what they will be able

to bill (getting them to put their forecasts

in writing). If this is done as a routine, it
provides an early warning of shortfalls and
there will be no horrible surprises waiting

at the end of the month. It should be done
sufficiently early in the month that action can
be taken if the answer looks unacceptable.

Individual objectives and monitoring
There is a well-established management
principle that states: “What gets measured,
gets better’. People pay the most attention
to the things their boss takes most notice
of; therefore, sefting specific objectives
and telling people what is going to be
monitored often achieves a significant part
of those overall objectives. This is amplified
if people’s rewards depend on it. If the
objective is something other than cash

processes

Monthly forecast commitment

management (such as chargeable hours),
then that is what will be achieved. Therefore,
there should be objectives relating to cash
generation and/or levels of lock-up to
achieve effective financial forecasting.

Matter estimation

Even in work that is not charged by fixed
fees, clients are now entitled to an estimation
of the likely costs from their solicitor. This
may be overtaken by events and may not
turn out to be 100 per cent accurate, but

it provides a very good guideline for cash
planning and cash forecasting. Once the
instruction has been won, the job of the fee
earner is fo turn it info cash, in a mutually-

acceptable time frame.

Management accountability
This is particularly important in a partnership,
because a lot of practical delivery is

based on undocumented and unspoken

13
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Who ‘owns’ the client?

Client financial profile

Categorisation

Clients/bill

Client acceptance
Figure 7: Clients/bill payers

assumptions, and it can be unclear who is
responsible for ensuring that fee earners
below partner level are delivering the
results for which they are paid. Without line
responsibility and accountability, results may

not be achieved.

Resource availability

There is an assumption in many partnerships
that things happen naturally, management
is a side-issue to be dealt with in a partner's
spare time, and some tasks (including the

main parts of cash flow management, such

as billing and collection) can just be fitted in.

The process can fail, simply through a lack
of resources, which often fall low on the list
of priorities.

Clients/bill payers

In order to be paid promptly and in full, the
firm must be able to recognise and satisfy
the demands of both the client and the
bill-payer (and the two are not necessarily

Sanctions for non-compliance

payers

Who pays the bill2

the same — such as in personal injury cases
where the insurer will be the bill-payer, or
in legal aid work where the Legal Services
Commission pays).

Sanctions for non-compliance

Many firms are extremely reluctant to take
action to recover payment from ‘good’
clients and sometimes even from one-off
clients. Some clients seem to expect work
to continue irrespective of whether they
have paid their bills, and in these cases,
firms must be prepared to stop work and
take action for recovery. The definition of
a ‘good’ client cannot include those clients
who do not pay their bills, regardless of how
much work they provide.

Client acceptance

Having the right clients is one of the most
important determinants of the profitability of
any professional service firm, and having a

number of ‘bad’ clients can have a serious
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Figure 8: Work types/pipelines

impact on cash management in terms of the
finance department’s ability o both predict
and control cash flow.

Categorisation
Client categorisation is one of the most

important issues in managing cash inflows,

and yet it is also one of the least understood.

Firms must be able to distinguish between
the payment cycle of a conveyancing client
as compared with a personal injury client.
An inability o do so will lead to inaccurate

cash forecasts.

Client financial profile

It is vital to understand upfront whether

a client will be able to meet its commitments
to the firm. Selecting clients who cannot

pay is a sure route fo cash flow problems.
This means that, especially in the current
climate, due diligence is more important

than ever.

Areas of law

pipelines

Pipelines

Who ‘owns’ the client?

In contrast to many other professional
service firms, law firm clients are often
attached to or ‘belong to’ a specific partner,
rather than the firm. This can mean that
the individual partner’s relationship with
the client can become an obstruction to
sound financial management, preventing
appropriate action being taken to ensure
continuous cash flows. This is where
profit distribution can be an effective cash

management tool.
Work types/pipelines

The ‘practice profit pipeline’ approach
This approach emerged from a discussion with
a longstanding client, and has been developed
and refined as the ‘practice profit pipeline’,

an analytical tool used in engagements in
recent years. Simplicity is at the heart of this
approach and the steps to this process are:

15
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Get the client;

Get instructions from the client;
Do the work;

Bill; and

Collect.

And repeat ad infinitum.

The most common client feedback is a
sense that most people in the firm have
always viewed this as a one-step process
— namely step three: doing the legal work.
This can have detrimental effects on client
retention, profitability and overall office
performance. In terms of cash management,
the consequence is evident. Unless there is
a properly-considered process for ensuring
that all of the value created is actually
developed, captured and billed, significant
losses will arise.

It is fundamental to follow the steps
of this process as the effect of missing
these steps, or doing them badly, is even
worse than not bringing in the work in the
first place, because all of the time and
resources consumed in actually doing the
work are wasted as the cash does not come
through as a reward. This is particularly
a problem with WIP and its side effects
of time write-offs and under-billing. This
is one of the hidden leaks in the pipeline
as such losses are largely invisible. At
least once an item has been billed, it is
visible, and failure to collect is obvious
and understood. What is less appreciated
is that for bills to be collected in full and
on time, there needs to be a properly
understood and clear process of
responsibility and accountability.

Areas of law

It is also important to distinguish between the
different pipelines of different departments
within the firm. Certain work types, by

definition, have a much longer period
between matter take-on and billing (i.e., a
much longer pipeline) than others, and this
must be considered when planning cash
flow for the firm.

Clearly, with differing cash-flow pipelines
between different departments, sound cash
management requires either a balanced
portfolio of work areas to balance cash
requirements, or strong and carefully-
structured funding arrangements in place to
support longer pipeline work.

Minimise time elapsed

Law firms have a perpetual focus on time
expended (i.e. hours billed and rate). Time
elapsed is a major determinant of cash
flow and funding requirement. For example,
a ‘fast track” personal injury case would
have 30 separate steps, each taking

seven to 14 days. If all of the steps were
completed after 14 rather than seven days,
then the lock-up period would be 30 weeks
longer. Therefore, to minimise the lock-up in
standard process-type fransactions, the time
elapsed between steps in the process needs

to be systematically minimised.

Fixed-fee work

The approach to fixed-fee work must be
fundamentally different from that taken for
more conventional work, billable by the
hour. Obviously, when work is being charged
by the hour, ‘a fat file is a profitable file’.
Fixed-fee work, conversely, requires the
instruction to be turned into receipt of cash
in the shortest practicable time, and hence
the issue of fime elapsed becomes even

more pertinent in this scenario.

Hourly rate

The type of work, combined with client
selection, determines the rate that can be
charged per hour. Some types of work
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Figure 9: Work in progress

are, however, inherently unprofitable, and
selecting those types of work that command
a high hourly rate will have a clear impact

on the cash that can be brought in.

Work-type standards

In order for people to be able to deliver

a certain level of performance, they must
know what is expected of them and in

what time frame. Firms should set standards
for billing and collection that are appropriate
for the type of work being carried out.

For example, conveyancing bills should

be seftled on completion and there should
be no outstanding debtors. Personal injury
bills, once the value is seftled and agreed,
should be paid within 14 days. However,
there are other types of work where
standards will be much longer, and firms
should be explicit about the standards for
each department.

Slack capacity planning

There is a contradiction between profit and
cash flow. Most law firms focus on getting
the maximum utilisation out of their fee
earners everyday. This does not allow for
peaks and troughs, so that if a fee earner
is fully occupied, he/she might not be able
to move a matter on as quickly as he/she
should. The consequence is that the money
does not come in as quickly as could be.
The worst-case scenario is that he/she
misses a deadline.

The alternative, which only works in high-
margin areas of operation, is to budget for
the slack capacity, so that everything is done
on time, at the earliest possible opportunity,
strengthening cash flow as a consequence.

Growth ambitions
In most types of legal work, there is a

significant lag between recruiting a fee

17
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earner and fees being turned into cash. If a
firm has ambitions to grow, it must be able
to fund that initial period of negative cash
flow. Therefore, it becomes very important to
understand the pipeline of new fee earners,
new departments and new work types, so

as fo make sure that there is appropriate
funding in place for growing a department
of that type.

Funding growth

In any other area of commercial activity,
firms would be expected to retain
undistributed profits to fund the growth
process. However, partly because of the
nature of partnerships and partly for tax
reasons, law firms tend to keep much less
for growth. This is something that many firms

will need to reconsider in the near future.
Work in progress

Quality of information

An issue cannot be managed unless it can
be seen. If the information is defective (i.e.
either incomplete or inaccurate), the wrong
action may well be taken or opportunities
can be missed. If people do not believe in
the information they are presented with,
they will act on and use it half-heartedly.

If defective information is relied upon,

unwanted surprises can result.

Write-off rules

One of the side-effects of creating
chargeable time is that fee earners

create WIP without considering the next
consequence — which is it must be billed. If
the write-off rules are foo lax, money can be
lost through unnecessary write-offs. If, on the
other hand, the rules are too tight and write-
offs are prohibited completely, files remain
open with a WIP value, but may not actually

be billed as this would crystallise the write-off.

Deterioration in value

There are very few circumstances under which
WIP increases in value as a result of being
left as WIP. There are many circumstances
that can lead to WIP going bad, including
changes in the client’s circumstances. In
other industries, there is a rule of thumb that
WIP deteriorates at a rate of two per cent per
month, and this could probably apply equally
to the legal profession.

Visibility

If lock-up and cash flow are at the top of
the agenda, then WIP should be at least as
visible to fee earners as chargeable hours
and billings.

Remuneration

In most firms, there is no adverse consequence
for the fee earner for doing nothing about
WIP Often, there is also no positive incentive
to take action. The remuneration system,

as already mentioned, has a role to play in

achieving optimum results.

Time recording

This is at the heart of WIP generation and
comprises two issues that go hand in hand
— speed and completeness. The longer the
delay between doing the work and recording

it, the less of that time will be captured.

Targets/limits

There are two ways of expressing targets — in
terms of value, in days’ worth of chargeable
hours; or in terms of limiting the amounts

which exceed the standards defined.

Enforcement of standards

Every kind of work has a natural time band
for its pipeline, often determined by the
client’s requirements. It is extremely rare that
this is made explicit. If it is made explicit,

then the fee earners have something to
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comply with and know if they are keeping up
with the firm’s and the client’s expectations.
Every file can be assessed as to whether
the amount of WIP on it is justified, and the
terms of trade agreed with the client form
part of the standard.

There has to be a process, stating how it
is to be ensured that standards are complied
with and targets achieved — otherwise if this

is not enforced, it will not happen.

External billing rules

In some kinds of work, billing cannot be
done until there has been some sort of an
outcome for the client. For example, in the
case of the Legal Services Commission, the
contract defines the earliest points at which
billing is permissible. Similarly, work done on
a no-win, no-fee basis cannot be billed until
the case is won. The issue is fo ensure as

much is billed as early as permitted.

Credit management processes

Terms and conditions

The terms and conditions in the engagement
letter set out the point at which the firm

is entitled to enforce collection, and
therefore, need to be written as tightly as
possible, and confirmed and agreed with
the client.

Collection versus recovery

Recovery is the process required if collection
fails. The primary object of the exercise is
to obtain the money, and the secondary
objective is to retain the client.

Limits

Based on the credit assessment, it is
necessary fo put a limit on the system as to
the amount of exposure the firm is willing to
accept. Without this, valuable time could be
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Figure 11: Cycles and cut-offs

invested into something for which payment
will not be forthcoming.

Write-off/write-down authorisation limits
Since this is fanfamount to giving away

the firm’s money, there should be a set of
authorisation limits which face up to realities
but which make it difficult to encourage

writing down value.

Collection responsibility

It is important fo establish who is fo be
responsible for collection and what authority
he/she has to take action on behalf of the firm.

Collection process and routines

As well as establishing responsibility for
collection, the steps in the collection process
should be clearly defined, so that they can
consistently be adhered to. The collection
process is part of the client relationship
process and should be conducted on the

cut-offs

Annual billing

assumption that the client is a good client

and the firm wants to retain its business.

Credit assessment

This involves external verification that the
client will be able to repay the amount

of credit extended to them. Without this
process, there is no way of knowing if the

firm is taking on an unwarranted risk.

Sanctions and enforcement

So far as the client is concerned, sanctions
and enforcement are defined in the
collection and recovery processes. For fee
earners, the same applies for billing and
WIP i.e. rewards should be dependent upon
collection and sanctions enforceable in the

event of non-collection.

Preventive action
There needs to be a system in place whereby
once exposure limits are being approached,



further activity is stopped if it is likely to
exceed the limit and top-up funds are

collected from the client.
Cycles and cut-offs

Incentives and consequences

Profitable firms have, for many years, been
able to make up any shortfall and limitations
in partner capital by extending their
borrowings. This has often been what partners
would prefer to do, rather than asking clients
to pay. The actual consequences of lax cash
management (some write-offs and a sluggish
cash flow) have been perceived as less than
those of upsetting and losing the client. There
have been few positive incentives for cash
management at firm and individual partner
level as there would be in other industries,
and historically, firms have not considered
cash management as a determining factor in

profit-sharing in the partnership agreement.

Capacity limitations

Cash flow is, in essence, a cyclical process

— you do work, you pay out cash, you bill,
you collect, you receive cash and repeat... In
order fo minimise funding requirements, the
amplitude of the cycle needs to be minimised.
In reality, there are a number of subsidiary
cycles (for example, a tax cycle and a VAT
cycle), and there are natural weekly, monthly,
quarterly and annual cycles. Many law firms
have exaggerated the amplitude of those
cycles by looking at billing activity on an
annual cycle — it is not unknown for firms

to raise 25 per cent of annual bills in the

last month of the financial year. With slack
collection processes, they could have to pay
the VAT on those bills before they collect. This
could create a 15-month cycle before cash
flow becomes positive. The same could also
be said on a monthly basis — i.e., raising the

majority of bills in the last two days of the
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month. Even that understates the situation,
as in some firms, the month is closed down
when the budget is reached, so bills raised
on the last two days of one month may not
be sent out until the tenth of the next month,
so collection is delayed even further.

Annual billing

There are some kinds of support services,
effectively in the form of retainers, where the
work is done throughout the year (such as
property management support services) but is
billed annually. This is effectively a cash drain.

Monthly billing

Working on a number of matters for one
client at the same time may lead to billing
everything on a monthly basis, instead of at
the end of the matter.

Client payment routines

Every organisation will have its own payment
routines and cut-off dates. Therefore,
understanding the client’s cycles, processes
and approval routines is fundamental to

ensure payment is received on time.

Major jobs

The underlying assumption of many lawyers

is that all clients will want to pay their bills

at the latest possible date. This is not frue.
Clients have to manage their own cash flow
cycles, peaks and troughs, and recognise their
potential liabilities. The worst possible outcome
for many clients is, therefore, to have a large

lump sum bill that needs to be paid in one go.

Tax and VAT overlays
These have already been covered under
the periodic outgoings section and can be

accurately predicted — down to the day.
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Chapter 3: Establishing
appropriate cash and lock-up
profiles for departments

THERE IS a difference between setting
performance indicators and key results
objectives at a firm-wide level and at a
departmental/product level. In the interests
of prudent balance-sheet management, it
may be appropriate o say, for example,
that the firm targets overall a lock-up level
of 120 days. At a departmental level,

this is inappropriate. This target may be

far too much, or it may be far too little.

In the case of residential conveyancing,

a lock-up level of four months would be
excessive. In the case of clinical negligence,
where cases can last for years, it would be
hopelessly unachievable. Hence targets and
objectives need to be set at a level which

is appropriate to the kind of work being
undertaken and the terms on which the
work is completed and billed. The firm may
not be in a position to dictate those terms,
especially where they are determined by the
courts and/or Legal Services Board; and
therefore, by choosing to undertake that
kind of work, the firm is going a long way
towards sefting its departmental targets. The
LMS annual benchmarking report used to
publish breakdowns of lock-up by work type
which was useful, but this has not been in

the most recent annual reports.

The practice profit pipeline

In order to establish appropriate targets

for any kind of work, it is necessary to
understand the working capital aspect of that
work in one of two ways. Working capital

is often explained in terms of a cycle, but

for these purposes, we have found that the
concept of the practice profit pipeline is
more readily understood by partners, fee
earners and most other staff in the law firm.
The practice profit pipeline starts from
the premise that there are five stages in the
process of adding value in a law firm. These

stages are:

Acquiring a client;

Receiving instructions from the client;
Doing the work;

Billing the work; and

Collecting the work.

For the purposes of cash management, the
pipeline starts from the receipt of instructions
(especially if a referral fee is to be paid
upon receipt). The pipeline can be displayed
graphically with the length of the pipeline
indicating time elapsed. It can be observed
that residential conveyancing should typically
have a pipeline of a length of three months;
commercial property transactions typically

a little longer; litigation can have very long
pipelines; and as a subset, personal injury
and clinical negligence can be even longer.
From the point of view of target setting, it is
reasonable to assume that at any point in
time, matters on average will be half-way
through the pipeline and, therefore, an
overall target can be set as half the multiple
of the monthly capacity of the department
(hour x rate, or matters x price) or the
average time elapsed from instruction to bill

(in months).
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RTA fast track

Work type Standard Disbursements | Interim Payment Maximum
time, billing terms payment
instruction to period before
completion recovery/

cessation
of work

Residential 3 months On deposit only | No On 7 days

conveyancing completion

Family — 12 months On deposit only | Yes every 2 1 month 2 months

divorce months

Employment — | 6 months Monthly Yes every 2 2 month 2 months

employer account months

Employment — | 6 months On deposit only | Yes every 2 1 month 1 month

employee months

Personal injury | 18 months Funded No 14 days strict | 1 day

These examples are clearly neither exhaustive nor definitive. They illustrate the use of time elapsed as a key
measure in distinguishing (and controlling) acceptable lock-up from unacceptable.

Table 1: Example of standards

The value of lock-up can be reduced
in three ways: more efficient billing, interim

billing and funding arrangements, or a

combination of the above.

In business-to-business transactions,
unless there is good reason to do otherwise,
interim billing should be the norm and

the standard period of interim billing can

determine the lock-up target.

The value of the pipeline as a concept
can be illustrated by looking at the case of
family/divorce ancillary relief work. These
cases can run for some time and it has
historically been the view that a solicitor would
only collect his/her cash at the point where
the main family assets (often the house) were
sold. Historically, this acted as a disincentive
to fee earners to actually do the billing. The
next development was for bills to be raised,
but little effort was put into the collection
process until the asset was sold. All that this
did was move the value of lock-up from WIP
to debtors; it did not actually do anything to
improve the cash flow or shorten the pipeline.

More recently, firms have taken to

introducing the client to bank or funding

arrangements, whereby bills can be raised

and the banks would lend against the value

of the asset. In these circumstances, it

actually becomes worthwhile to the firm to

interim bill. Thus, while the pipeline provides

the starting point, it needs to be overlaid

by consideration of terms and conditions,

adherence to billing practices and access to

funding arrangements.

The concept of standards
When is a target not a targete When it is

a standard. One of the most important

aspects of managing law firm performance,

client satisfaction and cash flow is the

management of time elapsed. It is possible

to break down the pipeline info a series of

steps, identify how long each of those steps

should reasonably take and incorporate

this as a standard. For example, a firm may

state in its terms and conditions that it will

raise interim bills every 60 days. It is then




incumbent upon the partners/fee earners
to review their files every 60 days and raise
the appropriate bills. Internally, this could
be expressed as a target. However, there

is a tendency for targets to be considered
as aspirational, and provided that they are
achieved on average, that will be considered
good enough. But averages incorporate
individual items which are better or worse
than the level set; so there will be some
items which do not conform.

While there are some kinds of law firm,
for example, those which are high-volume,
low-value transaction processors, where the
concept of targets is very well embedded,
the use of the term ‘standards’ is preferable
for fee-earning professionals. In this context,
it should not be said that the target is to bill
every 60 days, but that the standard is to bill
every 60 days. This is not simply a matter
of semantics, because it impacts on the
way in which performance is quantitatively
managed. If there is a concept of standards,
there is also a concept of exceptions, i.e.
those items which have not conformed to the
standard. If management is then orientated
to the elimination of exceptions, a situation
can be reached whereby every fransaction
proceeds at the standard level or better
— and by doing so, the average achieved
performance can actually be reduced to a
quicker level than the standard. This has a
direct influence on cash flow. It is up to every
firm to set its own standards in accordance
with the work types and client types with
which it is dealing. If the firm wants to
improve its cash flow and its business
performance generally, then it should
start by reviewing its operating standards
throughout the pipeline, and identify areas
where time elapsed can be reduced.
Wherever possible, firms should look not so
much at departments as at work types. The

special case of personal injury illustrates the
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importance of this and of the use of detailed

work-type coding on the IT system.

Case: the pipeline of personal

injury work

As an example, consider the case of a road-
traffic accident victim. This case could follow

potentially one of four major pipelines:

B |t could be a predictive-fee road traffic
accident (RTA) — these files typically have
a value of £1,400 and take nine months
to completion;

B [t could be a fast-track RTA — these
matters typically have a value of
£2,000-£3,000 and take 18 months
to two years;

B |t could be a multi-track RTA — more
complicated, taking longer (probably two
to three years) and creating higher fees.
in the region of £5,000-£10,000; or

B [t could be a catastrophic injury case.
Fees for this type of work can easily be
£50,000-£100,000, and the files could
take four to six years to complete.

Experience has shown that most firms

look to set cash flow and lock-up targets
by department, but as can be seen from
the previous example, even by sub-
coding items as RTAs, it would still not be
possible to identify the relevant cash flows.
Setting the target lock-up also requires an
understanding of the business strategy of
the department. If, for example, a target
level of lock-up of one year or less was set
for a personal injury department, it would
mean a focus on high-volume, standard,
predictive fee type work with an element
of fast track and the occasional multi-track
case. The firm would probably seek to pass
on catastrophic work, which is technically
more complex in any case, to other firms

with a different appetite, or set up specific
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funding arrangements. However, assuming
that the number of catastrophic claims

is relatively small, it becomes statistically
straightforward to identify the whole of the
personal injury pipeline. This should be a
question of taking the volume of each type
of case, multiplying by the average value,
multiplying by the average length of pipeline,
and working on the statistical premise that
on average, matters would be halfway

through the pipeline.

The market situation

It has already been said that there should
be standards for each kind of work, so that,
for example, one may look at a typical
commercial practice and say that it should
have two months” WIP and two months’
debtors (60 days plus 60 days equals a total
lock-up of 120 days).

Unfortunately, at the time of writing,
the UK is in what is said to be the deepest
recession for 80 years. This brings into play
two countervailing forces. Firstly, the swiftness
and the severity of the recession has hit
many firms hard and so there is a greater
emphasis on implementing more stringent
procedures for lock-up management,
particularly including credit control and
debt collection. This should drive down the
average lock-up period.

The same recession is equally affecting
clients, many of whom are finding it more
difficult to pay their debts. Many are resorting
to methods of extending payment — and they
are prioritising their available cash to pay
those suppliers who are most critical to them,
and this does not always include their lawyers.
While the recession may be making things
harder, this should not be used as an excuse
for firms to compromise on their collection
and recovery standards. In fact, the recession
should be used positively — as a reason for
enforcing internal disciplines more strongly.

The issue of mix

One of the reasons for reviewing and
managing lock-up profiles on a work

type basis is that changes in the mix of
business can have a substantial effect on
the cash collection and lock-up profiles. In
particular, many firms have had, for many
years, an ‘endowment’ of rapid turnover,
short pipeline property work — whether in
the residential or commercial sectors. These
matters were often payable on completion,
and in many cases, the transactions
progressed very rapidly. The credit crunch
and subsequent decline of transactional
property work has not only hit the short-
term cash flow of firms, but it has also
fundamentally changed the profile and mix
of work — by removing the quick turnover,
short lock-up property work, the average
lock-up period for the firm as a whole has
extended — and this has merely brought to
the fore the lack of discipline in managing
lock-up in other kinds of work. This leads into
other questions including balancing the work
portfolio and looking at the relevant funding
structures, which will be addressed later.

Client mix

One of the least considered areas in lock-up
profiling is that of client profiling. At the very
least, firms should segment private sector
work — where they are in charge of the terms
of trade — from publicly-funded work where
the terms of payment will be dictated by the
Legal Services Commission. However, there
are also other repeat clients who would
expect to be billed on a regular (monthly)
basis — and by including the client profiles in
the team’s lock-up profiles, it is possible to

achieve lower levels of lock-up.

Specific exceptions
There are, however, some kinds of work where
the firm has little opportunity to proactively



manage the process. The area of legal aid
work has already been mentioned, but there
are also other specific markets where prompt
payment is the exception — for example, those
firms dealing with foreign business are aware

of payment practices being very slow.

Targets

Target sefting is an area of much debate.

In our consultancy work we have used a
number of approaches over the years, and
in the course of research for this publication,
we have encountered more variety than we
would have expected.

Targets for lock-up

The first point in this context has been to
establish whether firms set lock-up targets

at all. The vast majority of firms set targets

for chargeable hours; most set targets for

bills raised; and seemingly very few actually
set formal lock-up targets. This has been a
surprise and has not necessarily been related
directly to the size of a firm, although financial
disciplines in larger firms have generally been

stronger than in the medium-sized ones.

WIP, debtors or both?
The second question on which there has
been an almost even split in our research is
whether the targets should be set for lock-up
as a whole, or separately for WIP, debtors and
disbursements. As a result of the research,
our opinion has hardened. The best way is to
set separate targets for WIP and debtors, for
which there are two compelling arguments.

By putting the emphasis on minimising
WIP, all of the issues become visible — and
you cannot manage something unless you
can see it. Visibility is much greater once
something has been billed, both internally
and to the clients.

The second reason for targeting WIP
and debtors separately is the belief that in
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many large clients, the accounts payable
function (the converse of credit control) is
the least resourced, with the least qualified
staff in the accounting functions. This

is not thought to be an accident — one
respondent describes the behaviour of some
major clients’ accounts payable process

as being “institutionally incompetent”. This
summarises the client responses as, “lt's not
that we don’t want to pay you; it’s just that
we're not very good at pushing payments
through the system.”

In recessionary times such as these, the
incentive for clients to be incompetent and
slower in paying, and for finding ever-more
excuses for deferring the process, will only
multiply. Therefore, getting the value of the
transaction into the visible domain by billing
it means that the overall process will be
quicker. Individual targets should thus be
set work-type by work-type, based on the
number of days of work outstanding.
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Chapter 4: Reviewing current
performance and identifying
improvement opportunities

THE CORNERSTONES of identifying
improvement opportunities are the same in
law firms as in other areas of commercial
life. They are information design and
collection, use of quality management
techniques, process design and process

application and compliance.
Information design and collection

Systems

Financial management is dependent upon
the use of accounting systems. Law firms are
required fo use accounting systems which
are validated by the Law Society/SRA, and
the main criteria which apply to the systems
are that they are capable of complying

with the Solicitors” Accounts Rules. The
production of useful information for financial
management is very much a by-product of
these systems and, by the standards of other
commercial enterprises, very few of them
have sophisticated information capabilities
built into the standard packages. Most of
the information that is required to improve
financial management and performance is
actually contained in the systems, but usually
needs to be extracted and manipulated,
most commonly using a spreadsheet
package such as Microsoft Excel with its
report-writing and macro capabilities. Other
reports generation packages are often
added fo the core accounting systems,

but experience has suggested that most of
these are designed far more for the writer
of the report than for the reader, and it is

difficult to produce information which makes
the necessary action clear and obvious —
particularly to users who are not always

especially numerate.

Design principles
Far too often, management information in
law firms is excessively detailed and poorly
displayed. Partners, fee earners and heads
of department in law firms are very busy
people and they should not be expected
to comb through copious reports to find
the meaningful content. In this context, less
is more. There are two principles which
underlie much of the design of management
information for law firms and these are
summary and exception.

By summary, it is meant that rather
than producing long lists of individual fee
earner performance, reports should aim to
have no more than ten lines — and most
firms can consolidate their firms into that
number of departments/practice groups.
Information at the top level should be made
available to all partners and, in particular,
to the management board. At the next
level down, one would expect information
about performance within each department/
practice group fo be displayed at the
relevant level of detail; this could be a team
or it could be down to individuals. In larger
firms, there may be four or more levels of
this pyramid, but the key is that information
should be presented at the level for which
the recipient can be held responsible. The

content of the information will cover all
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aspects of the practice profit pipeline (gefting
clients, getting instructions, doing the work,
billing and collection). For the purposes of
cash management, the billing and collection
information can be displayed in two

ways — as a value (in pounds), and as the
equivalent number of days’ trading. Days’
trading is only relevant at the highest levels.
At the levels of individuals and teams, it is
far more important to identify exceptions.

In Chapter 3, the use of standards within

a firm was explained, which can of course
vary according to the type of work. For the
purposes of the examples in this chapter,

it is assumed that the firm is undertaking a
general range of commercial work and that
a standard of 60 days” WIP and 60 days’
debtors is deemed appropriate.

Key reports

The key to identifying lock-up improvement
opportunities is fo use aged reports — aged
debtors (which most users will be familiar
with), aged WIP (which is on the same
principle) and also aged disbursements. It
seems that all legal accounting systems are
capable of producing aged debtors, most
(but not all) produce aged WIP, and some
produce aged disbursements, which is the

least critical of the three.

Identifying sub-standard performance
The next, crucial step is to identify all
lock-up which is over the standard time

(in this case 60 days) and to produce this
on a standard report which shows to fee
earners, feam leaders, heads of department
and the management board the same
information on a consolidated basis. The
underlying principle of this is that in one
simple step, lock-up is identified which
would not be there, had the firm and its fee
earners adhered to their own standards of

performance. By definition, any exceptions,

such as WIP which is outstanding for longer
than the standard period, are examples

of underperformance and constitute an
improvement opportunity. Examples of such
reports are shown in Chapter 10. In the
case of departments or work types where a
different standard is appropriate, these can
easily be incorporated into a report with a
limited amount of manual intervention. We
have yet to find a legal accounting system
which will do this as a matter of course.

Identifying action

By designing the management information
carefully, the scale of improvement
opportunities can be identified, but this does
not identify what needs to be done and how
to achieve those improvements. To do that,
it is necessary to use a small number of
techniques which have been used in quality

management for many years.

Quality management techniques

In Chapter 2, extensive use was made of the
concept of the Ishikawa fishbone (with root
cause analysis). Fishbones work by using a
process of collecting together issues of non-
compliance (failure to conform) and then
asking the underlying question: why does
this occure The easiest way to identify the
issues which have gone wrong is to have a
simple system of reason codes. It is unusual
to apply this in WIP but it is not normally
difficult to do this in credit and collection.
Once again, there need to be no more than
ten reason codes for a standard system. This
will highlight the main areas which need to
be followed through. In most areas of activity
where quality management techniques are
used, there is an assumption that there is an
underlying process which can be reviewed.
In law firms, this is often a bold assumption
because the underlying problem is that there
is no agreed process and that the billing



and collection aspects of the practice profit
pipeline can be operated on the same
entrepreneurial basis as the upfront marketing

parts of the pipeline. This rarely works.

Flair and process
Successful law firms are often dependent
upon a highly entrepreneurial culture and
entrepreneurs are rarely comfortable with
process. However, whilst entrepreneurial
flair is essential upfront, rock solid processes
and adherence fo rules are essential behind
the scenes. In the context of the pipeline,
processes are needed to ensure that the cash
flows all the way through and that neither
blockages nor leakages are allowed to appear.
Any process design needs fo incorporate

the ‘Rudyard Kipling questions’:

What?
Where?
When?
How?
Why? and
Who?

Process overview

In addition to money laundering checks,
there should be a credit check and a setting
of exposure limits — not just credit limits —
because WIP can be a significant exposure.

B There should be an engagement
letter, of which the accounts department
have a copy, with the terms of billing and
payment made explicit in the letter. The
IT system should have a coding structure
which accommodates these terms.

B The terms and conditions should be
sent fo the clients — this is a compliance
matter but on occasion it is omitted.

B All time and disbursements should
be recorded on a daily basis with
appropriate narratives.
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B Bills, including disbursements, should be
raised in accordance with the terms and
conditions — ideally the IT system with
the proper coding should trigger this. If
the system cannot accommodate timing
codes, then the aged WIP and the aged
disbursement reports can be used.

B Bills should be sent to the client. Not
surprisingly, clients get upset if they are
subsequently chased for a bill that they
have not received. Bills should also be
posted to the accounting system — this
will trigger follow up collection activity.
Collection activity, preferably a telephone
call, should start a few days before
payment is due. This can be couched in
mild terms: “We are just checking that
there are no queries and that you will be
paying this bill on time”. There should
be an escalation process which steps up
action if the cash is not forthcoming and,
at a certain point, this should follow into
a recovery process.

Implementation of the processes
The crucial question in law firms is: who is
going to implement the billing and collection
process¢ There are two schools of thought.
On the one hand, the fee earner should

be responsible for all aspects of the client
process, including billing and collection.
On the other hand, collection is a relatively
low-value activity and is best carried out

by properly trained credit controllers who
have the specific skills and who cost the
firm considerably less. Neither of these
summaries takes info account the views
and expectations of the other parties to

the transaction, namely the client who is
expected to part with its money.

David Maister, in his groundbreaking
book Managing the Professional Service
Firm', highlighted that in many aspects
of professional services, including law
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firms, there was a difference between a
transaction and a relationship, and that
there are circumstances where the client sees
the personal relationship with the lawyer
as a fundamental part of the work being
done. Lawyers are apt to believe that this
is always the case — which it is not — but
where the client sees the relationship with
the professional as being fundamental to
the transaction, there are strong grounds
for the partner/fee earner being actively
involved in the collection process. Where
this falls down in practice is that partners
and fee earners are inclined to ignore
the five-step practice profit pipeline. They
concentrate all their aftention on one of
those steps — doing the work — and treat
the collection as an unconnected and
lower value activity. Entrusting the process
of collection to partners and fee earners
requires considerable self-discipline or strong
partnership management.

In all other circumstances, where
the legal service supplied is primarily
transactional in nature, or where the
relationship is between two organisations
rather than individuals, it is far better to
have the carefully designed processes
applied systematically, objectively and
professionally by suitably trained finance
staff. The last phrase was carefully chosen.
Finance directors understand very well that
the profile and training of a credit controller
(or revenue manager) is not the same as a
legal cashier. Legal cashiers’ primary skills
and aftributes are those of meticulous book
keeping, compliance and adherence to
rules. Credit controllers” skills are primarily
interpersonal skills. They have to be able to
persuade the other party to willingly comply
with their agreed part in the transaction and
to send the money now, happily and in the
frame of mind which means that they will

be happy to deal with the firm again and

repeatedly. Equally, credit controllers have to
be able to unearth reasons for non-payment
or delay and negotiate a resolution to an
impasse. These are not ordinarily the skills of
a book keeper.

Interim billing
Lawyers share a remarkable inability to
put themselves in the shoes of their clients
and tend to assume that clients will always
prefer to have their bill delivered at the latest
possible moment and in one single lump
sum. Clearly, this is true in certain kinds of
transaction, and not only those in which this
is determined by statute, but also in many
property transactions, for example. However
there are many other circumstances where
clients prefer to be billed more regularly
and for smaller sums. This is very often the
case in the public sector where the timing
of bills in the annual budgeting cycle is of
the utmost importance. But it also applies
to many commercial transactions where the
last thing that a finance director would want
is unaccrued liabilities which then crystallise
in a single lump sum payment for which
provision may not have been made. The ‘no
surprises’ rule is very pertinent in this context.
However, there are also increasingly
other forms of transaction where interim
billing combined with funding schemes
actually operate in the best interests of all
parties. The default assumption should be
that interim billing will always be applied,
unless good reasons can be found to

operate otherwise.

Reference
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Chapter 5: Assessing capital
requirements over different

time periods

Basic process

Whatever the time period involved, the
process of assessing capital requirements is
essentially the same three-part process:

B Assess outgoings;

B Assess income; and

B Calculate the capital requirement (if
income is less than outgoings) and
decide how to structure capital to make
up the shortfall.

Underneath this simple exterior there is an
increasing degree of sophistication required
in assessing capital requirements over
longer time periods. In the short term, most
things are known or highly predictable.

In the longer term, far more things are
variable and a suitable formula needs to be
developed to predict them.

Short-term forecasting

A surprising number of law firms only
undertake short-term forecasting, if indeed
they do formal forecasts at all. Many of
those that have started forecasting in recent
times have only done so because of the
impact of the recession and concerns that
they are close to their financing limits.

As can be seen in Table 1 overleaf, the
vast majority of outgoings in a law firm are
fixed in the short term, in either quantity or
timing, or both.

In the short term, by which we mean
up fo three months, income is essentially
predictable. For most firms it would be

unlikely that they could generate substantial
income in that timeframe from files which
are not already open. This helps to make
the process of income forecasting relatively
straightforward. In firms where the average
file value is modest in context, history and
statistical predictability can be used within
the finance department to estimate income
levels. Provided that this initial forecast,
when combined with the outgoings, does not
produce an answer which is uncomfortably
close to or above the existing capital
facilities, there is little point in proceeding
further. Experience and practice improve the
quality of this form of forecasting.

However, in the current market it is
clear that many firms are at or beyond their
financing facilities and a greater degree of
precision is required. The method which
some firms are adopting to address this is
based on the Pareto 80:20 principle.

The process is to generate lists of WIP
and debtors using the aged debtor and aged
WIP reports and ask the fee earners and staff
involved (if there is a separate credit control
department) to estimate in which of the next
three months WIP matters will be billed and
debts collected. See Table 2 on page 35 for
an example.

In most cases, this process is relatively
straightforward, although the collation can
on occasions be cumbersome, but it has the
added benefit of triggering action. Ideally,
the use of this process not only generates
a forecast but also encourages a degree of

commitment and highlights opportunities for
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Type of outflow

Based on

Character

Can it be spread?

Disbursements and
cost of sales

New/current workload

Variable

Yes

People Payroll Short term fixed; No
medium term step
changes
Property Contracted and Fixed or variable No
predictable
Third party purchases | Mostly contracted or Largely predictable Some can

of low value

Finance repayments

Contracted

Fixed or variable

Yes, by definition
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VAT Known — based on Variable but In extreme cases
work already billed predictable

Tax Known — based on Variable but Yes
profit known/projected | predictable

Capital expenditure

Usually IT or property/
fit-out and separately

budgeted

Substantial and
scheduled

Yes, in most cases

Shrinkage costs

Redundancy/
dilapidations, etc.

Substantial and
little warning

Rarely

Partners past
and present

Specific decisions

Substantial

Yes, with consent

Table 1: Outgoings

bringing revenue forward. Once again, the

income needs to be compared to the fixed

outgoings and if at this stage it is apparent

that additional capital is required, the

options need to be considered.

In order of precedence, these would

generally be:

Defer payments to third parties;
Seek additional short-term facilities
from the bank — if it is seen to be a
short-term problem;

Seek specific funding options from
third parties; and

Introduce additional partner capital.

In the short term, the structural options are

often limited and those which are chosen

are widely chosen on grounds of availability

rather than desirability. It is also apparent

that once facilities have been taken up, there
is a degree of inertia in management which
prevents the underlying capital issues being

resolved, at least until the next time.

Medium-term forecasting
Of course, it is far better if the short-term
crisis can be avoided, and one of the ways
in which firms do this is fo adopt a more
structured medium-term process of reviewing
potential cash flow and taking considered
action earlier. The main difference between
medium-term cash forecasting and the short-
term process is the degree of sophistication
of the models.

The contents of the models are
essentially the same. The outgoings are
also essentially the same. In general, the
outgoings are also far easier to predict
than the income. The longer timeframe
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also provides the opportunity to do more
iterations and to consider a variety of
funding options, which are considered in
more detail in Chapter 12. The longer
timeframe also creates the opportunity to
take action to reduce the overall requirement
for capital, which is considered in more
detail in Chapter 11. However sophisticated
the model, it is crucial to be explicit about
the underlying assumptions, particularly
those about the working capital cycle.

Except in the very largest firms, the
forecasting models used to identify capital
requirements are generally simple. This is not
a criticism. Indeed, it is entirely appropriate,
since the value of the output produced from
more sophisticated models is only really of
any significance in the largest firms.

A straightforward income and expenditure
model which recognises the key variants of
work types (probably no more than five) is
adequate for most circumstances.

In medium-term cash forecasting, the
outgoings can be grouped according to their
aftributes, with the classic distinction being
between fixed and variable costs. In the law
firm context, over the medium term staff
costs can be considered to be at least semi-
variable, whilst other major outgoings such
as taxation (both income taxes and VAT),
bonuses and profit distributions are generally
variable in line with income. See Table 3 for
an example of simple cash flow analysis.

A key issue with medium-term cash
forecasting is to identify if there are likely to
be significant step changes in costs structure,
for example, if new premises are required or,
conversely, if redundancies need to be made
and provided for.

Another issue which comes out of
the identification of step changes is the
introduction of strategies to avoid the need
for a step change by turning fixed costs into

variable if possible; for example, by the use
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of outsourcing of support functions which
can be provided offsite and thereby remove
the need for the capital costs.

Other medium-term outgoings such as
capital repayments to retiring partners are
also generally known in advance and can
be planned for. Finance directors who have
been consulted in preparing this publication
have generally found relatively little difficulty
in mapping the outgoings for their forecasts.

The same cannot be said of income
mapping. The key assumptions for income
mapping are market demand, capacity
levels, utilisation levels and recovery rates
and, most critically, the timing assumptions
about the working capital cycle which
determines the levels of lock-up. Those
firms which have used firm-wide averages
of lock-up periods have found their models
misleading, partficularly those with heavy
exposure to the property sector. Although
it is not yet apparent in the published
benchmarking surveys, the mix change in
work, particularly for those involved in the
high street, has been adverse.

The other clear difficulty that firms have
experienced has been the rapid fall-off of
work levels, which has rendered forecasts
inaccurate. Those firms which have a close
monitoring of matter intake in their normal
business systems, particularly the few who
evaluate the matter intake, have been able
to incorporate more accurate predictions
based upon the known level of work in the
pipeline. The benefit here has been that
they have been able to take action early,
although from a cash flow point of view
it has had the adverse consequence of
bringing forward redundancy costs.

One of the clear outputs from the cash
forecasts in a number of firms has been that
the historic level of drawings is potentially
unsustainable and it is this that has provoked

a number of action programmes.
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New matters this month New matters year to date

Main services Average Number Estimated Number Estimated
value value value
(approximate)

Standard wills £200 50 £10,000 400 £80,000
IHT wills £750 £4,500 58 £43,500
LPA £500 £1,500 131 £65,500
Probate £2,500 £20,000 74 £185,000
under IHT
Probate — £20,000 2 £40,000 6 £120,000
up to £1m
Probate Individual 0 £0 1 £40,000
over £1m estimate
Others: Individual 0 £0 3 £35,000
trusts, etc. estimate
Total wills and 69 £76,000 673 £569,000
probate dept

Table 4: Wills and probate department — example evaluated matter intake

In many cases the result of the medium-
term projections has been to provoke
short-term action. However, the primary
purpose of the projections remains to
establish the total capital requirement
based on the best estimates of inflows
and outflows. Where the answer has been
that the additional capital is required, the
responses have depended on the nature
and profile of the partnership.

Funding balance

The policy adopted by individual firms

has been determined by their appetite

for risk and their tolerance of borrowing.
There appears to be a correlation between
the levels of borrowing and the rate of
expansion of the firms in recent years.

In other business this would probably be
described as over-trading, but it has become
common in the legal sector. The response to
capital shortfalls takes a number of forms.

Where limits are likely to be breached
because of a lumpy pattern of expenditure,
either one-off items or annual recurring
items, the response is fo get appropriate
term funding. For property re-fits and
substantial IT installations this has taken
the form of term loans or leases — although
in the case of IT the recurring requirement
for capital expenditure has prompted some
firms to move to outsource the IT operations
and effectively wrap up a leasing facility
within an outsourcing arrangement. It is
now commonplace for substantial annual
expenditures such as the professional
indemnity insurance premium to be funded
by a specific loan for up to 12 months.
Many firms do not even consider this to be
part of the capital package.

In the nature of law firms’ balance sheets
the number of assets which are suitable
for term funding is relatively limited, and

term finance in itself tends to be limited




to the larger firms. By far the biggest
elements of funding requirements are to
support the lock-up of WIF, debtors and
disbursements. There appears to be an
increasing consensus that a reasonable level
of lock-up for a substantial mixed practice is
in the region of 100-120 days, and that it

is reasonable for this level of lock-up to be
substantially funded by overdraft, certainly a
level of funding akin to two months’ turnover
is not uncommon, leaving the balance to be
funded by the partners.

Increasingly the approach is emerging
that other lock-up, justified or not (by
the type of work involved), needs to be
separately funded — and if the level of
lock-up is not justified by the work type
then action needs to be taken to tackle the
underlying problem rather than to fund it. It
is not entirely clear whether firms have been
proactive in taking this approach or reactive
in responding to strictures from their bankers.

In circumstances where higher levels
of lock-up are justified by the nature of the
work involved, firms are taking a closer
look at the ‘justification’. Lock-up is an
investment decision and if the service is a
significantly profitable one then a reasonable
refurn on investment can be achieved and
it is legitimate o make that investment.
However, there has been significant erosion
of profitability of some kinds of work, most
clearly in legal aid, and the combination of
low profitability and high capital requirements
is persuading an increasing number of firms
to move out of that kind of work.

This kind of portfolio decision makes
evident sense and the most recent LMS
benchmarking survey shows increasing
numbers of firms deserting the sector. The
low level of profitability clearly has a part to
play, but the fact that exiting legal aid also
crystallises the value of WIP has clearly had

an influence on a number of firms.
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There are, however, a number of
areas of work which have particularly long
lock-up periods, most notably in the private
client areas of personal injury and clinical
negligence, which are also capable of
being very profitable (personal injury, unlike
clinical negligence, can also sustain high
levels of leverage which can increase the
profitability to the partnership). In these
areas the biggest concern for many firms
has not been the lock-up of WIP so much
as the lock-up of disbursements, which
has a far clearer cash drain. Most serious
personal injury firms are using some form of
external disbursement funding. This of course
makes sense, so long as they are able to
put appropriate insurance policies in place,
achieve acceptable win/loss ratios and
have properly constructed and enforceable
conditional fee agreements.

There has recently been an emergence
of funding for WIP in these long lock-up
product areas. There appears so far to
have been limited take up of these products
as it is very much early days, and it is not
yet clear whether the terms and conditions
attached will make the arrangements
suitable for many firms. This is likely to be an
area where there are considerable product
developments in the foreseeable future and
this may prove to be crucial to a number of
medium-sized firms.

For many firms at the present time, the
structuring of their capital requirements is
being determined more by need than by
conscious policy. This is unlikely to change
significantly in the near future.
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Chapter 6: Cyclical patterns and
predictability of outcomes

CASH FLOW can be shown on a graph as

a cyclical wave pattern. The cyclical patterns
arise from a combination of factors, including
the periodic nature of some payments, and
other seasonal factors that affect income and
outgoings differentially. Cyclical patterns of

income and outgoings differ from each other.

The key issue in minimising capital
requirements in fotal is to reduce the
amplitude of the cycle. This can be
done in a variety of ways and the
solution needs to be designed to fit the

underlying cause.

Outgoings

Whilst it is often said that law firms are
substantially fixed cost operations, at least in
respect of their main operating costs, there are
in fact clearly discernible patterns of variable
outgoings. These can be classified as outlined
below and illustrated in Figure 1 overleaf.

Regulatory outgoings

These, such as VAT, which is on a quarterly
cycle, and income tax, which is on a half-yearly
cycle, are essentially fixed in time and there is
relatively little that can be done to influence

the quantum. They have to be accommodated

(and that is one of the reasons for funding).

Income dependent outgoings
These include profit shares, bonuses and, to
an extent, taxation costs can be considered

in this light. The key point with these costs is
to ensure not only that the income has been
generated as in profit and loss account, i.e.
accrued for, but that the collection procedures
have ensured that the cash flow has also
arrived prior to the payment being made. It is
folly to incur income-dependent costs without
first collecting the cash, although this does
not stop this happening in many instances —

particularly just after a year end.

Seasonally variable outgoings

The two most common of these are
professional indemnity premiums, for which
the solution is to spread them over the year
by using a suitable funding mechanism, and
Christmas bonuses, which contribute to a
seasonal peak of outgoings at a time when

income is often at its lowest.

One-offs

Finally, in respect of variable outgoings, there
are the one-off events which usually occur

as a result of expansion and the requirement
for capital expenditure of some sort, often
property or [T-related. If these expenses are
unavoidable then it makes sense to spread
the payments over the useful life of the

assets involved, and therefore term loans or
leasing arrangements are the most sensible
approach, the choice of a particular vehicle
often being determined by tax considerations.

Income
Whilst variable outgoings profiles are

generally the exception, variable income
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Figure 1: Outgoings cycle

profiles are much more the norm. See
Figure 2 for an illustration. There is an
acceptance of this variability in the legal
profession which is surprising given the
generally entrepreneurial nature of many
firms, and outside of the top firms there
appears fo have been littlle deep analysis
of the reasons for the variability, and
therefore less than determined efforts to
reduce the variability.

Contingent or conditional fee work

The first reason for variability in income is
the existence of contingent or conditional
fee work. By definition, these matters can
only be billed and collected when the
contingent event has occurred — in litigation
when the case is won, or in property when
the matter is completed. This is a matter of
portfolio selection, both of the work types
to be undertaken and of the types of cases
within the work type. If the decision has been
made to take on relatively small volumes

of relatively high-value cases, there will be

an inherent variability. There will also be
an increased commercial risk, and this kind
of variation needs to be kept under careful
review and a strong forecasting mechanism
needs to be in place.

It is perfectly possible to attempt to
select a balanced portfolio of work types
which operate in a counter-cyclical manner,
and a number of firms have done this. The
issue of balanced portfolios and mixed work
types may come under a different spotlight
following the Legal Services Act and the
entrance into the market of organisations
with a difference perspective.

It is worth pointing out that the
additional risk aftracted by contingent
work should command a corresponding
premium and, provided that the profitable
periods generate substantial cash, this can
be left in the practice to allow future cycles
to be ridden comfortably. Unfortunately,
this has not always been the case in the UK
legal profession, and firms have been and

clearly still are unprepared for the periodic
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Figure 2: Monthly cash in

famine periods. Figure 3 on page 44

provides an illustration.

Buffering

The second main reason for income
variation is buffering. In the legal profession
this is a habit and a cultural issue. It is

not a self-evident business requirement,
particularly where it applies to WIP

It is easy to see why stocks and WIP
are required in other forms of business.
Retailers have to have stock on the
premises in order to sell it; it is a condition
of operation. There is no corresponding
reason why a solicitor has to have WIP in
hand other than culture and administrative
convenience.

It is perfectly possible to reduce the
amount of WIP on hand and smooth out
the income profile, but in order to do this it
would not be enough to change practices.

It would be necessary to change
the thinking and a clear culture change
programme would be needed in many firms,

as is described in Chapter 8.
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Professionalism

There appears to be a strange divide in

the UK legal market when it comes to WIP,
evidenced by both experience and the
published benchmarking surveys. Very small
firms tend to carry very little WIP. Presumably,
this is because they do not have access to
capital. Similarly, some of the very large firms
carry surprisingly low levels of WIP at least
at the year end, which is probably testament
to their more sophisticated management and
perhaps their incentive systems, which are
designed to drive behaviour.

There appears to be an embedded
cultural belief in the legal profession that it is
in some sense unprofessional o set stringent
terms and conditions of business and follow
them tfo the point of billing the client and
asking them to pay.

This is analogous to a view that was
observed in the UK accountancy profession
and was countered as follows in the Institute
of Chartered Accountants in England &
Wales' 2003 report entitled ‘The Profitable

and Sustainable Practice’:
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“We have come across the view that in

some way professionalism and vocation are
incompatible with entrepreneurialism and
aggressive marketing. Less profitable practices
appear fo rationalise their lack of profitability
by explaining that successful practices only
reached that state by being overly commercial,
and that this is in some way unprofessional.
We do not subscribe to that view. None of the
professional practices that we have investigated
appeared fo us in any way unprofessional — in
fact, quite the contrary. Their strength lies in
providing what clients want at a price that the
client is willing to pay and which produces a

"

good living for the accountant.

The report went on to state that “for those
who want to build a business of value, rather
than a stream of personal income, a shift in
thought process needs to take place.”

Whilst this report covered the middle
range of the UK accountancy profession,
a number of solicitors who have read it
have noted its relevance in many respects,
certainly fo the corresponding middle
reaches of the legal profession.

Having done a good job for the client
and met expectations, it is not unprofessional
to charge a reasonable price and expect to

be paid on fime.

Value arising and client attitudes

How does this affect the cash flow cycle of
law firms2 There is a strong move in the
accountancy profession, seemingly led from
Australia, which challenges the assumption
that in professional services value arises for
a client only on completion of a matter. The
basic question which is asked in this is: “If
the process of building and developing a
case or carrying out a transaction for a client
is an extended one, why should we not be
paid as we go along?”

An analogy could be drawn from the
construction industry where the point at
which a project becomes useful is when it is
completed and put info use. But no one has
ever doubted that the construction industry
is entirely reasonable to expect to have
progress payments.

Applying this experience in the legal
profession, there is no reason why clients



cannot be expected to pay for the service as
they go along. In the accountancy world, this
if often accompanied by a process called
‘event billing’. This works on the assumption
that there are a series of trigger points in

a project where something key happens

and, especially if a good result has been
achieved, atf that point the client will be in

a very satfisfied frame of mind and at their
most receptive to paying a bill, whilst success
is fresh in the memory. There are a number
of legal activities where this kind of situation
occurs, and event billing should take a much
greater place in the legal profession than
has been observed so far. For example, a
litigation tactic which puts the other party on
the defensive can quite clearly be seen to
have had value.

Event billing is simply one way of reducing
the amplitude of the cycle. Any technique
which involves raising a larger number of
smaller bills, rather than a smaller number of
large bills, will reduce the amplitude.

Solicitors are also inclined to believe
that clients would prefer not to pay anything
until the matter is concluded, at which point
the satisfaction is demonstrated by willingly
paying a large bill.

For a property developer this may well be
the case but for many large organisations this
is simply not true. They operate to relatively
fixed budgets, and whether in the public
sector or the private sector, many clients
are happier to pay smaller bills as they go
along rather than to be faced with a large
lump sum, which is offen more than they had

inwardly expected (whatever the quotation).

Mix of matters

The next way of reducing the amplitude is by
taking a policy decision to undertake smaller
matters. Statistically, it is very hard for a large
number of small matters all to come to a

conclusion at the same time. Therefore, the
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more the risk is spread in this way, the less the
variability of income (and correspondingly,

the less the financing requirement).

Other steps

The amplitude could in any case be reduced
even further by greatly increased use of
interim bills.

But it goes even further than this because
there are peaks and troughs even within
the month. The more ways firms can find
to smooth the rate of billing through the
month, rather than saving things for a month
end, which creates a bottleneck, the more
they are likely to get a consistent cash inflow
during the month. Therefore, the more likely
they are to have more cash on hand when
it comes to the large payments within the
month, such as the payroll.

It is not possible to eliminate cyclical
fluctuations, but it is possible to substantially
reduce them. It is also possible, with a
degree of creativity, to order the firm’s
activity in such a way that the income peaks
mirror the expenditure peaks, as will be
outlined in Chapter 11.

A systematic analysis of the scale of
the peak-to-trough amplitude in a firm’s
capital requirement will identify a number
of opportunities to smooth the pattern, and
the smoother the pattern, the lower the
peak financing requirement. In the current
circumstances, this will lower the partners’
funding contributions and generally be well-

received by all concerned.

Reference

1. The Institute of Chartered Accountants
in England & Wales, ‘The Profitable and
Sustainable Practice’, 2003
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Chapter 7: Managing outflows
- suppliers, disbursements and

periodic payments

MANAGING OUTFLOWS in a law firm is

more straightforward and predictable than

in the vast majority of businesses. The main

categories of outflows are shown in Table 1.
The key point about most law firm

outgoings is that they can be made predictable.

They still have to be paid and funds need to be

available fo cover them, but that is primarily a

question of managing income.

Cost of sales

The main item of cost of sales for solicitors

is referral fees. In the case of conveyancers

Type of outflow

Based on

Disbursements and
cost of sales

New/current workload

People

Payroll

Property

Contracted and
predictable

Third party purchases

Mostly contracted or
of low value

Finance repayments

Contracted

VAT

Known — based on
work already billed

Tax

Known — based on
profit known/projected

Capital expenditure

Usually IT or property/
fit-out and separately
budgeted

Shrinkage costs

Redundancy/
dilapidations, etc.

Partners past
and present

Specific decisions

Table 1: Outgoings

and referral fees payable to other solicitors,
these are normally paid out of the profit costs
received on completion of the matter and,
therefore, they can easily be managed as

they are deductions from cash coming in.
They need to be identified and they need to
be forecast but this should not be onerous.
Referral fees in other circumstances, particularly
personal injury, can be very onerous and it is
important in those circumstances to control the
work inflow at a rate that the firm can sensibly
manage. It may also be prudent to arrange a
separate financing facility to fund referral fees

during the course of the matter.

Disbursements

Disbursements fall info two categories. First
are those which are only payable once they
have been collected, such as counsel’s

fees, and from the point of view of cash
management this is a relatively straightforward
matter, simply ensuring that the Solicitors’
Accounts Rules are complied with and that the
fees are passed on within the requisite time.
Of more concern are those disbursements
which need to be funded as the matter
progresses. Under normal circumstances,

this can be made more straightforward by

the application of a simple practice rule: no
disbursements are paid out of office account
unless there are already funds on client
account to cover the disbursement. Attention

to this rule can save considerable heartache.

Repeat client disbursements

There are, however, two significant occasions
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when that rule is inappropriate. The first is in
the case of high-volume, usually low-value
debt collection type work where small
disbursements such as search fees, court fees,
etc. have to be paid out individually, and the
amount of overhead involved in collecting
those on a matter by matter basis would be
excessive. In these circumstances, the next best
arrangement is fo have an agreement in place
with the client to bill disbursements monthly
and fo put in place control procedures to
ensure that this can be adhered to.

Conditional fee work

The second situation where disbursements
cannot be collected in advance is in the
case of work which is taken on a conditional
fee arrangement, and these disbursements
cannot be billed until the matter has

been won and costs agreed. In these
circumstances, two steps need to be taken:
a disbursement funding arrangement will
almost certainly be required, along with

after-the-event insurance.

Transaction processing

A further complication can arise with
disbursements, which causes not only

a cash flow problem but also a profit
problem to firms, in the case of ‘anticipated
disbursements’. These are disbursements
which are known to have been incurred, but
the exact amount is not processed through
the accounting system until after the matter
is completed. Examples of this could include
courier fees and search fees which have

not been processed prior to preparation of
the completion statement. They have to be
provided for, but the actual transaction has
not been posted. Perverse as it may seem in
a publication on cash management, the best
way of minimising the incidence of these
items, which can only ever lead to a risk of

under-recovery, is to insist that the supplier

invoices in the shortest possible time and,
compounding the perversity, ensure that
there are sufficient accounts staff available
to process the fransactions as soon as they
are received. Economising on accounts staff
and processing transactions late will be a
false economy and will lead to write-offs and

U nder— recoveries.
People costs

Payroll

People costs often constitute over 70

per cent of total expenditure so they are
extremely important. But they are also
extremely predictable. The main people costs
are the monthly payroll, the corresponding
PAYE and National Insurance payments,
and bonuses. Monthly payroll costs are
essentially fixed, save for minor adjustments
based on overtime, sickness, starters

and leavers, etc. In the context of a cash
management programme, these are usually
trivial. It is, however, important to ensure
that the payroll is paid at the latest practical
point in the month to allow the maximum
inflow of the previous month'’s billings so
that funds are available. Of course, it is net
pay which is payable in the month of work.
National Insurance and PAYE payments are
payable in the middle of following month
and these should be paid electronically, on
time and in accordance with HMRC rules.

Bonuses

Bonuses will need to be provided for and
forecast on the basis agreed with the staff —
not surprisingly, Christmas bonuses, where
they still exist, need to be forecast into
December, which is often not a good cash
collection month, and other bonuses need
to be accrued for as they are earned. But
they are, in general, predictable some time

in advance.



Drawings

The other vitally important ‘people cost’

which needs to be paid monthly is the
partners’ drawings, and it is far befter for the
firm if they are paid in a single lump sum
monthly rather than paying a steady stream of
individual payments. In all of these cases, it

is far more efficient and effective to make the
payments by bank transfer than by cheque.

VAT payments

VAT payments should never come as a
surprise. The due date of payment is on

a quarterly cycle and is known to the firm

in advance. The approximate amount
should also not be a surprise. VAT, as its
name implies, is based on value added. In
broad terms, value added is the difference
between billing and third party expenses.
Any firm can do a historical check and

see what percentage of the previous three
months” added value its VAT payments have
historically represented. Normally this will be
in the region of 90 per cent of the prevailing
VAT rate and so, whilst the exact figure will
only be calculated a few days in advance,
provision can be made based on the rate of
billing. It has to be said that this planning
process is rarely undertaken in law firms,
although it is not difficult to do.

Tax planning

Once again, income tax payments operate
on a known cycle. They are payable in
January and July every year. In most cases, it
is relatively easy to arrive at an approximate
forecast of the liability, since it is substantially
based on historical profit figures — currently
the anficipatory element may be reduced if it
can be seen that the current year is being far
less profitable. For the purposes of planning
the firm’s cash forecasts, tax liabilities should
not come as a surprise. Many firms take

the prudent route of putting a proportion of
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the monthly profits (usually slightly less than
the 40 per cent marginal tax rate) into a
separate reserve account, so that they know
that they will always have funds on hand

to meet the liability. Other firms which are
short of cash for whatever reason will access
separate tax payment loans from the market.

Capital expenditure and cost

of growth

Capital expenditure in law firms tends to fall
into three categories:

B Regular, relatively low-value items such
as computer hardware and accessories,
individual office fitments, etc;

B More substantial IT-type equipment
including major upgrades, major new
software packages, switchboards and
reprographic facilities, efc; and

B Property moves and fit-out costs.

None of these should ever come as a
surprise; in any well ordered firm there will be
a process of capital budgeting and, for major
items, there will be a project management
process. In addition, all of this expenditure,
except for the minor items, can normally be
funded by a separate facility such as a term
loan or even via a leasing arrangement.

In those firms where project expenditure is
preceded by preparation of a business case,
funds should be readily forthcoming.

Costs of shrinkage

These are the converse of costs of growth

and generally involve termination payments
of some sort. Examples of this would be
dilapidation payments and redundancy
payments. Almost by definition, redundancy
payments are difficult to plan for and
generally arise as a result of shortfalls in other
areas of business performance. They can
make the process of shrinkage more difficult
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and painful. The only saving grace in this is
that they should also be accompanied by an
unwinding of the WIP and debtors locked up
in the departing employees/partners.
Dilapidations are rarely provided for in
advance and often come as an unpleasant
surprise. However, it is also unusual for the
dilapidations to crystallise in a short time
so that the negotiation process normally
provides sufficient time for funds to be

made available.

Capital repayments to retiring/
departing partners

Unless these arise from redundancy,
termination or death, in which case they
can be unexpected, capital repayments to
partners should be predictable some time
in advance. In some firms, the process has
been undertaken of starting to pay down
partners’ capital accounts in anticipation

of the retirement. Otherwise the remaining
payments need to be negotiated and paid
on a planned and agreed programme, also
related wherever possible to WIP and debtor
recoveries. In the current environment,
capital repayments create a bigger
problem than ever because they erode the
partner equity base, which is increasingly

determining a firm’s borrowing capacity.

Distribution of undrawn profits

For many partners, this is the raison d’étre
of joining the partnership. They therefore
find it iniquitous that all of the items
described above essentially have a prior
call on partnership funds. However, the
existence of undrawn profits and the desire
on everyone's part to make the payments
can act as a motivating factor in improving
the cash discipline which will be discussed in
later chapters.




Chapter 8: Practical strategies
for improving cash flow - partners

and communication

IN EARLY 2009 the cash management
situation in many law firms is sufficiently
serious that it will take a comprehensive
programme to produce the required

results. A programme comes in distinct
elements — project and process. There are
two main objectives of the project part: to
make a rapid step change improvement in
the standard of performance and results
achieved, and to put the infrastructure in
place to ensure that the improvements are
maintained and that hard-won gains are not
subsequently given up. The approach makes
use of the well known Pareto 80/20 rule
which says that 80 per cent of the gains can
be made in 20 per cent of the time taken.
Using the project approach, most of the key
activity can be put in place within 90 days,
almost irrespective of the size of the firm. That
is not to say that 80 per cent of the results
will be achieved within 90 days. For example,
it may well be that 80 per cent of the surplus
WIP can have been billed within a 90 day
period, but all that billing achieves, in the first
instance, is to move the problem from WIP to
debtors. The subsequent collection of those
debts could take further months.

Similarly, 80 per cent of the collection/
recovery activity on overdue debts could
have been started within the 90 day period.
At the very least, this will separate those
clients who can’t pay from those who won't
pay. But the chances of actually recovering
the cash within the 90 day period from those
who cannot pay is modest. Proceedings

will have to be commenced and the legal

process followed through, which may take
some time.

There is an unbreakable rule in business:
results follow activity. If the activities are
implemented in the appropriate time frame,
then the results will follow.

One other aspect of the project approach
which needs to be clearly understood at the
outset is that projects cannot be done without
resources; therefore the project itself has to
have a clear business justification. This does
not mean that additional cash needs to be
spent; it does not mean that resources have
to be brought in from outside, although that
may be useful if the firm feels that it lacks
the necessary expertise in some areas. Most
of the resources required fo carry out a cash
management programme, particularly in a
recession, can come from redeploying time
which fee earners and secretaries have into
the very productive activity of generating cash.

One of the unfortunate side-effects of the
recession is that, in an understandable desire
to rid themselves of excessive overheads,
some firms have taken a disproportionate axe
to their support staff costs. This has included
the very accounts staff who are responsible for
unlocking the cash flow — a counterproductive
move, if ever there was one.

Depending upon the size of firm, the
redirection of resources can involve the use
of trainees, under-employed fee earners on
a secondment basis, or an allocation of part
of specific fee earners’ time.

Like any project, a successful outcome
of a cash management project requires

51



Chapter 8

52

project management and requires somebody
to be the project manager. Careful thought
needs to be given to the choice of project
manager. It is almost certainly best if the
project manager or, at the very least, the
project sponsor is seen and understood by
everybody to be one of the senior partners
— and most specifically it should not be seen
as a finance department initiative.

The project should be set up to run for
a defined period of time, possibly as little
as three months and certainly no more
than six months. By the end of the project
period, a set of changes should have been
implemented within the firm which have
become part of ‘business as usual’. These
process changes need to be embedded
to ensure that the firm maintains its new
higher standards of cash management. The
purpose of the process changes is to ensure
that the firm never again finds itself in the
situation of having fo run such a project.
It is reasonable to assume that the current
recession is not going to go away within a
short period of time, and therefore the need
for cash discipline will not go away either.

The firm needs to organise its business
processes in such a way that strong and
disciplined cash management is seen as
being the natural consequence of a well-
managed business pipeline. Nonetheless,
before any sort of programme (however
necessary) can get underway, it needs
to be agreed by the partnership. The
process of gaining agreement should not
be underestimated. This chapter and the

following three examine the key areas.

Partners and communication

There are many reasons for the repeated
underperformance of law firms in their cash
management and the lack of sophistication
of financial management techniques, and

the comparative backwardness of financial/

cash management in law firms has been
addressed elsewhere. So, there are plenty
of opportunities to make improvement
through changing processes, and they will
in most circumstances produce significant
return on effort. However, technique and
process are very much secondary to the will
and commitment of the partners. Simple
techniques, implemented consistently and
with determination by a united partnership,
will achieve excellent results (see Case study
8) and the levels of lock-up will permit very
low borrowings and a degree of financial
freedom and freedom of action that will be
denied to other firms.

Sophisticated techniques implemented
against a backdrop of disunited, recalcitrant
partners will achieve some results, but not
as many as a united partnership, and they
may prove not to be sustainable, as the
entrepreneurial creativity of the partners
will find ways of overcoming the carefully
designed processes of the management
board and finance function. It is therefore
absolutely crucial that the ‘soft’ issues are
addressed at the outset and treated as
fundamental to the project.

As human resources professionals say:
“Don’t change what they do; change how
they think.”

Lawyers are highly intelligent and
usually strong-minded people. They do not
like to be told what to do. The benefits of
high-quality, consistent, systematic cash
management have fo be sold to them, and
they have to become largely willing buyers of

the concept.

The ‘free rider’ problem

Times are hard; the UK is experiencing

a deep recession. Most partners, in most
firms, will want to do everything reasonable
to protect their drawings and standard of

living. This is only natural. Most partners



will agree that the firm has to adapt to

the changed circumstances and that,
therefore, some change within the firm will
be necessary. Many partners would also
prefer that everyone else in the firm changed
and that they were allowed to continue in
broadly the same way as before. Although,
like most other people, partners do not
object to change per se, they object to
being changed. One of the benefits of being
a partner in most firms is that there is a
considerable freedom of action to conduct
a practice within a practice, and in many
firms, however detailed the partnership
agreement, the operational practices can
vary significantly at a detailed level. This
means that many initiatives in partnerships
fail because of the ‘free rider’ problem. This
can best be expressed as: “There are 50
partners in this partnership and so if | don’t
100 per cent commit to this initiative, it will
still succeed if the other 49 do.”

There are two problems with this. One is
that if there is not a cast iron commitment by
all partners, the likelihood that only one is not
committed is very slim. In fact, all the other
49 could have reservations and therefore the
initiative will fall flat on its face. In practice,
there will be a spectrum. However, the effect
goes further than this because partners are
looked up to by all the other fee earners
and staff, and they take their lead not from
what the partners say, but from what they
do. If the partners decide to ignore an
initiative or a directive, many of the other fee
earners and staff will do the same, and the
partners can hardly object if their staff follow
their example. This issue, therefore, needs
to be recognised upfront and a means of
overcoming it must be found.

A range of attributes
However, there is good news here.

Everything in life is relative and, in a
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recession, some of the adjustments that firms
have to make can be very painful. By and
large, improving cash management is not
particularly painful — it may be an irritant.
Therefore, a cash management programme
can be sold to the partners partly on the
basis that it is the best of an unpalatable set
of alternatives.

It used to be the case that a law firm
could succeed by being very good lawyers.
But increasingly, other than the few niche
pockets, legal expertise has become a
necessary but not sufficient condition for a
prosperous practice. The prosperous practice
needs to be good at three things: lawyer,
manager and rainmaker. We have used a
simple diagnostic technique with law firm
partners for a number of years and asked
them to rate on a scale from one fo ten
their own and their firm's abilities at each
of those three attributes. Almost invariably,
the self-appraisal of legal skills will be at
least eight out of ten (the exceptions being
the more entrepreneurial, business-oriented
lawyers who really do run successful firms).
On the same scale, rainmaking abilities
among individual partners can vary from
nought to ten, but so long as the firm has
enough high-performing rainmakers, it can
succeed. Very rarely indeed do we see firms
who rate their managerial standard as highly
as their legal standard. This is not surprising.
As has already been identified in Chapter 1,
the consequences of a modest performance
in management, particularly cash
management, have not been terribly serious.
If a firm was inherently profitable and
bringing in business, it could always borrow
more money from the bank, and therefore
firms have adopted the perfectly reasonable
posture that their cash management has
been as good as it needed to be. If five out
of ten was good enough to keep the banks
happy and to keep the drawings flowing,
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then five out of ten would be the standard

aspired fo.

The new standards
But the world has changed.

The required standard of performance —
even for survival, never mind for prosperity
— is much higher than it used fo be, and
with the advent of the Legal Services Act
and financially stronger competition, it will
rise even further. The time may even come
when law firms need to be as good in their
business management (including sales and
marketing, as well as cash management)
as they are in their technical expertise.

A rating of eight out of ten in cash
management may become a practical
necessity for the flow of drawings to continue
into the medium-term future.

Therefore, a cash management
programme needs to be ‘sold’ to the
partners on the basis that it is part of the
firm achieving a consistently high standard
of performance across all of its activities,
not only in its technical abilities. Generally
speaking, the concept of professional
standards has a positive connotation with
most professionals; the concept of extending
the culture of professionalism across the
whole of the firm’s activity is hard to criticise

if properly presented.

Preparation
If partners are to be persuaded to willingly
undertake a cash management programme,
the preparation and subsequent selling
process need to be carefully thought through.
The first step is to establish the scale of
the potential problem. The easiest way to
do this is to do a cash flow projection, as
described in Chapter 5, on the basis that
the firm continues broadly as it is and that
no particular improvements are anticipated

other than the success of existing initiatives

and business programmes — and the success
of these should be factored in relative to

the success of similar past initiatives. If this
is done over a three to five year forecast
timeframe, probably twelve months in detail
and subsequent years in outline, the capital
requirements and drawings limitations can
be reasonably quantified. This identifies the
scale of the potential problem.

Identifying opportunity

The next step is to do a very rapid, even
subjective, assessment of the current state of
play. In Chapter 2, we used Ishikawa fishbone
analysis to identify the underlying reasons
why cash management may not be as good
as it needs fo be. A simple way to identify
the underlying issues is to apply a traffic light
system. Green is good enough; yellow is not
particularly good, but not a major problem;
and red is a major issue.

The next step is fo do a simple pipeline
performance report extract by department,
highlighting all WIP, debtors and disbursements
which are over, say, 60 days old.

Using the pipeline performance report,
estimate what levels of lock-up could
reasonably be expected if the firm actively
managed its cash and lock-up. A very simple
rule of thumb for this would be to halve the
level of overdue lock-up.

Then estimate what impact this
would have on the medium-term capital
requirement. This should give sufficient
information in the first instance to explain to
partners both the scale of the problem and
the scale of the opportunity. At this point, the
issue of "how’ has not been addressed.

Sounding out lenders

At this point it is worth having an informal
discussion with the bank and seeking to
establish what its current lending criteria for
solicitors are. Preface this discussion with



a comment such as: “We are doing an
exercise looking info the future to see what
our capital requirements are likely to be over
the next three to five years and, before | get
the partners o commit to any sort of specific
programmes, | thought it would be useful for
me fo be able to tell them what is the bank’s
view in the current market”.

This will impress the bank. As will be
explained in Chapter 13, communication
is the biggest single bugbear that banks
have about their solicitor clients. Moreover,
they will feel comforted that the firm is at
least taking a positive and proactive look
at the future, even though at this point
you have not actually committed to do
anything. This also strengthens the finance
director/managing partner’s hand in putting
proposals to the partners, because you have
already sounded out the bank as to the
acceptable parameters and therefore the
restrictions the partners will have to accept —
particularly as in the current circumstances,
as explained in Chapter 13, this may not be
a good time to change banks.

Alternatives

The next step is to do a series of ‘what if’
alternative projections based on potential
scenarios which may develop — lock-up
reductions, recapitalisation, changes to
drawing profiles, changes to the work-type
portfolio, etc. From this you should be able
to identify a top-ten list of changes which
are worth implementing, based on their
ease and simplicity and/or the extent of their
potential pay-off.

The ‘reason why’

Change does not happen without a ‘reason
why’. Human beings run a simple calculation
through their heads; if the consequences of
inaction are less than the costs and disruption
of taking action and making change, change
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will not happen — “it is not worth it for me”.
This calculation causes problems in corporate
entities. It causes far bigger problems in
partnerships because every partner will be
doing the same calculation from his or

her own individual perspective. Whilst in
larger firms it may not be possible to get the
calculation to have a positive balance for
every single partner, it has to be worthwhile
for the firm as a whole and for the most
senior, productive and influential partners.
Those who will see a significantly negative
balance need to have their objections and
concerns addressed and minimised.

The first step

The first step in establishing the ‘reason
why’ is a very simple if ime-consuming one.
Talk to the partners, individually. No one
can be unaware of the current recession
and many partners will have concerns of
their own, whether or not they have already
expressed them. It is important to get them
on board by empathising with their concerns,
finding out their views and explaining that
some formal analysis is being done and a
range of options is being considered which
will help to address whatever their partficular
concerns happen to be. This does not only
involve talking to them, but also listening to
them, carefully. Getting their thoughts, their
ideas and their input. Let them understand
that their ideas are being taken very
seriously; there is a great deal of evidence
in the field of change management that
people are far more ready to accept change
if they feel that they have been involved,
however peripherally, in the development of
the changes.

In the case of lawyers, there is
particularly good reason for listening to
them: whilst they may not be sophisticated
financial managers, they are very infelligent

people, often with very incisive minds and
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Those against change proposals

Those in favour of change proposals
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Figure 1: Force field analysis

some very good ideas may be gathered from
them to put into the melting pof.

It is also worth taking the fime to ask them
what kind of changes would be ‘a step too far’,
and even floating some red herrings and saying
“one suggestion that has been made is ..." to
gauge the response. It is a commonplace in
a partnership that politics regularly outweighs
economics. Even in a recession, when
economics usually friumphs over polifics, it
cannot be expected that every suggestion,
however apparently financially sensible, will be
acceptable to the pariners and the partnership.

Enlisting support

Key individuals

At this point, if the work so far has been
done by the finance director, the task is to
get the managing partner and senior partner
on board. There are three main financial

tools to start with:

B Cash flow projections on unchanged
assumptions, which identify the scale of
the problem;
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These can later be advocates in
the cascade

B The pipeline performance report, which
identifies the scale of opportunities; and
B What-if projections, which highlight some

potential routes forward.

This must be talked through with the managing
partner and senior pariner, and their thoughts,
ideas and input obtained in order o make any
necessary tweaks to the information gained so
far. A key part of the discussion with the most
senior people is to identify what they think are
likely to be the main objections which will be
put forward and the main stumbling blocks

to action. This may seem a counterintuitive
thing to do but, as any sales trainer will say,
overcoming obijections is part of the sales
process, and anticipating objections is a useful
preliminary fo this. From earlier discussions
with friendly partners, there will already be an
idea of the ‘steps too far’. These should be
explicitly raised with the senior and managing
partners, to gauge their reaction.

Force field analysis
At this point, if there are more than a
handful of partners in the firm, it is worth



doing a simple ‘force field analysis’, as in
Figure 1.

There are two main steps to this
analysis. The line in the middle represents
a neutral position. To the left is a scale of
negative sentiment, and to the right is a
scale of positive sentiment. The first step is
to position each of the key decision makers
according to where they are likely to sit on
the scale of sentiment: will they be broadly
in favour, extremely in favour or to some
degree negative? If the proposals have any
real merit, it is reasonable to expect that a
majority of the partnership decision makers
will be on the positive side of the scale. If
not, there is a real problem. The next step
is to individually identify all of those who
are to the left of centre, i.e. in the negative
spectrum. An assessment is then required of
not only the extent of likely objections, but
also what actions may need to be taken,
even what concessions may need to be
made, to get the most important people
into the positive zone. There may be some
people who are irredeemably in the negative
zone, and if they are likely to act as major
obstructions to the cash management
programme, which will be fundamental to
the future of the firm, then the managing
partner and senior partner have to consider
how to address those individuals. This is not
necessarily territory for the finance director.

Consider options

At this stage it is also worth pursuing with
the managing partner and senior partner
the range of acceptable levels of capital
requirement and to consider ways in which
these might be met, other than through

a straight lock-up reduction programme.

It may be that this is the point where a
review of work-type portfolios needs to be
undertaken. Again it is perfectly valid for the

finance team to identify the cash impacts of
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taking on new work types or the demise of
existing work types, but it is best to avoid the
politics of it.

Depending upon the structure of the
firm, it may well be necessary to go through
a repeat of the managing partner/senior
partner process with the management board.
There will doubtless be iterations but if the
first soundings have been done effectively
there should not be fundamental change.

The wider partnership
The next step is fo get the partners on
board. This will almost certainly require a
partners’ meeting, and quite probably a
single-issue meeting. There will need to be
a presentation to the partners in general,
and at the very least this should be a joint
presentation by the managing partner and
the finance director.

Partners would not normally expect
the managing partner to be a financial
technician, but the core of the subject is
not about financial technique. It is about
preparing commercially sensible responses
to the recession. However evangelical the
finance director may feel about the subject
of cash management, this is not the time
for evangelism. The proposals should be
presented as ‘responding to the recession’
and to changed circumstances, in particular
the changing nature of relationships with
banks and providers of finance. It does not
at this point need to be in anticipation of
the Legal Services Act and competitors. That
may require a further wave in the not too

distant future.

Presentation and communication

The presentation should be carefully
constructed and rehearsed. The focus should
be on clear communication, avoiding clutter.
There will be some partners who want to
question the calculations as to future cash
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flow assumptions, but this is not a question of
whether you can do arithmetic. This is about
winning hearts and minds. If, as is very likely,
the implications of doing nothing are adverse,
then the costs of doing nothing should be
clearly spelled out. There is a natural inertia in
the partnership decision-making process and
this has to be overcome, so it is necessary to
be explicit. It is also very useful to have a list
of at least ten actions and changes which may
need fo be made. In our experience, it has
been very rare for any partnership to accept
all ten recommendations on a shopping list.
One should not be surprised if the partners
add one or two additional recommendations
of their own. It is worth again exploring likely
anticipated objections from elsewhere in the
firm. These could be expressed by proxy — “I
am not objecting, but | can see some of the fee
earners would have a problem with ...”. If the
answers are not ready, it must be undertaken
to come back with a suitable response that will

overcome any significant issues.

Commitment and process

There will be some partners who want to
focus attention on the process changes rather
than the issue of commitment. Great pains
must be taken to explain the limitations of
process alone — this will not come as a great
surprise fo most of them. Many partners are
entrepreneurs and as such they may have
little regard for process. The free rider issue
must therefore be pointed out, as must the
need for all partners to commit to apply the
agreed policies on a consistent basis. It may

never happen, but it needs fo be explicit.

Programme leadership

It is then necessary to move into some of the
specifics of the programme. The programme
will need a figurehead, and this should
almost always be the managing partner. It is

remarkable how often staff respond to what

they see as the managing partner’s biggest
issue. It may be that the managing partner
is ‘programme sponsor’ and that the finance
director is the programme manager. It is
worth establishing the authority vested in

the finance director to carry out the agreed
programme activities.

It is best to have separately the practical
elements of a cash management programme
which primarily includes reducing lock-up,
with actions to reduce WIP and debtors.
Disbursements tend to be an afterthought.

Depending on the structure of the firm,
it may be worth having one partner
overseeing the WIP reduction and either
a separate partner or the finance director
overseeing the debtor reduction programme.
It will be worth having a simple progress
reporting regime which focuses on the level
of lock-up as per the example in Table 1.

It is probably best for the finance director

to work primarily through the heads of
department/equity partners to achieve the
requisite response in each department or
practice group, rather than to be seen as
the driver of the programme. Lawyers
respond best to other lawyers. In larger
firms, the responsibility for ensuring that
salaried partners and other fee earners
perform as required should rest with the
head of department — a.form of cascade
process is needed. Partners’ time is scarce,
however important the issue, and so

there should be a simple ‘summary and
exception’ reporting format which allows the
programme management group to keep
tabs on progress and address any issues as
they arise. Regular minuted meetings may be
needed for a short while, but certainly for no

longer than the project phase is in operation.

Other actions
Part of the rationale for undertaking an
active programme of lock-up reduction and
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cash management is to minimise the need
for more unpleasant changes in response

to market circumstances. Such changes
could include reducing the drawings regime,
introducing additional partner capital or
making changes to the work-type portfolio,
potentially shedding whole teams or
departments. Dependent upon the severity
of the firm’s position, it may be best to defer
consideration of these matters until the
lock-up reduction programme has had its
early impact.

Many managing partners would,
however, take the opposite view — that the
opportunities to make that sort of change
which is desirable but politically unpalatable
only come along rarely. And that when such
opportunities do come along, they have to
be grasped with both hands. So it may be
that changes to product portfolio, drawings,
capital structures, etc., are incorporated at
the same time in any case. This is the time to
establish whether any alternative methods of

funding the capital requirement are needed.

Documentation

It is also imperative that the resource
implications of the project part of the

cash management programme are made
explicit and understood, particularly if these
involve secondments or specific allocations
of fee earner time to cash raising. Lack of
resource will almost certainly lead to lack
of result. Obviously, at a partners’ meeting
to agree such fundamental changes as
have been described, full minutes will be
taken. However, one very useful suggestion
has been that one of the outputs of the
meeting should be a form of supplement to
the partnership agreement, addressing the
issues of lock-up and cash management,
which is then agreed and countersigned by
all of the partners. This will serve to reduce

misunderstandings and make it easier to

counter the free rider problem as and when

it emerges — as it almost inevitably will.

Preparing to implement

With luck, the presentation will have been

a success and partners will be keen to

get moving and implement the lock-up
reduction, doubtless relieved that far more
difficult changes can be (largely) avoided.
The firm should be in a position to start
some simple actions very rapidly, focusing on
billing and collection. These need not wait
for any formal process changes, although all
should be advised that these will follow.

Initial communication

The most important thing to do is to get the
managing partner fo write fo everyone in the
firm, explaining about the lock-up reduction/
cash management programme. Everyone
means everyone. This includes support staff,
obviously including the finance team, who will
be intimately involved, but also secretaries
and others. It should be possible to craft a
suitably positive message which says that:
“We are responding to the recession by taking
a set of positive actions which will help to
safeguard our future prosperity and minimise
the need for more painful actions. We need
everybody to be on board and all of the
partners have agreed fo sign an undertaking
to keep to the new arrangements.” Staff

are adults and need to be treated as such,
and most of them will find some positive
messages in that kind of communication.

By going public (within the firm) about such

a programme, you will also start to create

a degree of upward pressure, whereby
secrefaries can then be enlisted to look for
opportunities to bill outstanding matters or
have a conversation with the client’s secretary
about any outstanding bills. Getting everyone
involved in the process, even if only fo a

limited extent, can pay great dividends.



First actions

There are two absolutely key documents in the
next step. They are the aged debtor report and
its sister, the aged WIP report. In time, it will
be possible to modify the report outputs from
the main IT system, possibly downloading
them info Excel and presenting them in a
user-friendly format. In the short term, and

in order fo maintain momentum, every fee
earner should receive, preferably via his or
her head of department, a copy of the aged
debtor report which shows matters outstanding
(similar to Table 2 in Chapter 5) with two
columns appended, generally to the right-
hand side, asking two very pointed questions:

B Why has this not been paid? and
B When will it be paid?

There should be a covering e-mail for each
fee earner which says that these questions
should be answered for all matters over 60
days old and of an outstanding value greater
than a threshold. Obviously, the threshold
will depend on the size of firm and the nature
of work, but it should be sufficient to cover
Pareto’s 80 per cent of the outstanding
overdue value. The e-mail should ask for
the document to be completed and returned
to the head of department/departmental
champion within a week. Two further points
should be made very clear — first, that the
preferred response next week is that the
matter has been paid already and, second,
that these matters will be revisited a fortnight
later to see if commitments and promises
have been kept. These follow-ups should be
adhered to. The effectiveness of the follow-up
process can be extremely surprising.

An almost identical process should be
followed on the aged WIP, with two variations:

B There should be an additional question:
“What is this WIP really worth2” WIP

Cash Management for Law Firms

systems have a habit, in firms large and
small, of not being entirely accurate.

B The timing questions should be: “When
will the matter be billed2” and “When
will it be collected2”

The same rules about materiality apply, and
the same rules about follow-up process also
apply. The above process and formats have
some very clear aftributes:

B They are exiremely quick and effective
and require little or no change for
immediate implementation;

B The results belie the simplicity. Results
are always good, and occasionally
staggering; but

B They are cumbersome, low-tech and

administratively inconvenient.

The benefits far outweigh the negatives, but
it is sensible to automate and systemise the
documentation and improve the designs as
quickly as the IT department can act.

The role of finance

One of the key features of the process
described above to quickly address aged
debtors and WIP is that it should be treated
as a cascade from the managing partner,
through heads of department/practice group
leaders and on to other fee earners. Finance

should not be seen as leaders in this process.

They should be providing administrative
support, advice and resolution of queries,
and if needs be coordinating and collating
documents and producing notes for follow-
up. They should very clearly be portrayed as
supporting the partners, not driving the firm

into actions on their own account.

Process and training
However, it may well be that one of the
outputs from the partners’ meeting is a
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change to the business processes — to the
billing and collection processes. It may even
be that they are defined for the first time.

It will be the job of the finance team to
document the new processes, to draft any
new information formats, any new chasing
letters or scripts and arrange for these to be
produced from the IT systems. It will also
be necessary to follow up the managing
partner and head of department initiatives
by briefing and training fee earners and
secretaries accordingly.

Whilst there may be some changes to the
billing processes, most of the changes are
likely to appear in the credit control, collection
and recovery processes. This will involve
communicating with clients and asking for
money. Whether this is to be done by partners,
fee earners, secretaries or accounts/credit
control staff, it needs to be done professionally
and consistently, and in a way that will
not antagonise the client. It should not be
assumed that any of these individuals are
automatically capable of holding successful
cash-producing dialogue. Basic training and
identification of traps for the unwary is a very
worthwhile modest investment.

The process will be underway. There
will be a lot of enthusiasm and results will
emerge with some surprises — unusually for
a recession, there will be some pleasant
surprises amongst them. However, before
long there will also be problems emerging.
There will be difficult clients, debts and,
more particularly, WIP which quite clearly
needs to be written-down or written-off. This
needs to be faced up to and appropriate
action taken as a result. At least the
improving cash flow will mean that write-offs
can more easily be accommodated.

Empathy and support
However, different partners will have

different experiences and will come up

against different stumbling blocks. This is
the point at which the finance director’s
ability to communicate with the partners
and empathise with their difficulties is most
crucial. The mindset of the finance team

as a whole needs to be one of helpers and
facilitators. Often in law firms the task of the
finance team is fo monitor compliance, for
example with the Solicitors” Accounts Rules,
and to act as policemen. This is entfirely
inappropriate for this kind of programme.
If that means that the furniture needs to

be rearranged, and the helpful part of the
finance tfeam separated from the policemen,
so be it. Partners and fee earners should
be in no doubt that the finance function is
trying to help them to flush cash through
the practice pipeline and into the bank.
Wherever possible, the emphasis must be
on what can be done and how things can
be resolved, rather than on what cannot
be done.

Inevitably the finance director’s time will
become overstretched at this point, and so
he should do his own Pareto analysis and
identify where the highest value is likely to
result from the use of his time — this may be
in the biggest fee-earning areas, or it may
be in those with the highest-value clients,
but more likely it will be in those areas
where there are the biggest blockages in the
pipeline and where obstructions (not always
external)need to be overcome.

Some of the partners may not seem to be
natural bedfellows for the finance team, but
it is important that empathy exists, partners
are supported and constructive solutions are
found. The rule is to spend time where there
is the biggest opportunity, and not to get

dragged info trivial or lesser problems.

Tracking mechanism
There needs to be a simple tracking
mechanism to show progress, probably on a



weekly basis, on lock-up levels, debtors, WIP
and disbursements. The high-level, firm-wide
information should be available very quickly
and should be issued via the managing
partner so that everyone in the firm knows
that he is keeping a personal eye on
progress, certainly for the first few weeks. It is
probably also worth, in the major high-value
teams/departments, having progress reports
prepared for them to use in team meetings.
In general, it is best to maintain a
positive tone fo the programme and to
celebrate successes. However, the carrot
alone will not do the job and a policy
of ‘naming and shaming’ by published
exception reports will be needed. Publication
should certainly extend to all partners.
Reports should show the value of WIP and
debtors over the standard (say 60 days) by
department/practice group and, in addition,
it is worth having, for partners’ circulation,
a league table showing the highest problem
debtors; again, those which are over the
standard level.
One of the most important elements
in achieving real results is fo create and
harness a degree of peer pressure. Several
respondents felt that this was the most
telling element in the successes achieved in
their firm. Managing partners and finance
directors tended to underplay their own
contribution and give the credit to some of
the hungrier entrepreneurial partners who
have taken cash management on board
as a key part of their role. In order to
achieve this, there needs to be a process
of publication, followed by a semi-public

‘comply or explain’ process.

Managing exceptions

It is likely that the positive measures
outlined earlier will produce a significant
improvement in results. However, it would
be fanciful to believe that success will be

Cash Management for Law Firms

achieved in all areas, and exceptions should
be anticipated and preparations made to
act accordingly. It would be unreasonable
to expect immediate success in all areas,
hence the need for progress tracking, but
as soon as it becomes apparent that a
particular partner/team is making little
tangible effort to improve cash flow there
should be unequivocal warnings from the
top and a sequence of sanctions to be used

if improvement is not forthcoming.

Sanctions

Most firms which have successfully employed
a sanctions regime appear to have linked
the payment of prior years’ undrawn profits
to the achievement of lock-up objectives by
individual partners. Others go a step further
and withhold the current year’s drawings.
There is a clear division of opinion on this
subject. In many firms, it is felt that the threat
of withholding drawings only has to be
carried out once for it to be effective, and

not solely with the individual partner affected.

Communications

There is a counter-view, expressed by the
former managing partner of a top 20 firm,
that withholding drawings is a pointless
exercise for those partners who have made
so much money over recent years that the
drawings are trivial, and that if they do not
want to comply they will simply ignore the
requests anyway. This former managing
partner also took the view that sanctions
such as this can in fact be counterproductive
and, by focusing only on one measure,
divert attention from the primary purpose
of the firm, which is to create billings and
profit, and that penalising slow collectors
rather than under-billers is iniquitous. Those
large firms that have been most successful
in achieving low levels of lock-up with

this programme have used the stick very
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sparingly but have put great emphasis

on one-fo-one communication from both
managing partner and finance director to
the partners concerned, as well as making
extensive use of peer group pressure and the
spreading of best practice across the firm.

Whether or not sanctions can be
avoided, it is important to keep publishing
successes in order fo keep people motivated.
It is also pertinent from time fo time, as
the immediate crisis abates and pressure is
transferred to other areas of performance,
to remind the partners of the fate that would
have awaited them had they not implemented
the cash management programme.

The research inferviews carried out for
this publication reiterated a very important
point: there is no substitute for the finance
director and managing partner being
seen out of their offices and involved
in the action. This can mean atftending
departmental meetings, listening to issues
and complaints, and coming face-to-face
with the immediate problems.

It can also mean visiting major clients.
Maijor clients produce the most money, and
finance directors do understand each others’
problems and can generally be minded to
work to find a mutually acceptable solution.

The finance director is also the person who
is in the position to see the results of activity
across the firm, to see where things are working
best and where they can be improved. He can
and should encourage cross-fertilisation and
best practice across the firm.

There are two other points which sadly
appear difficult for many finance functions.
There has already been mention that
communication is not seen to be finance
director’s great strength ordinarily, but two
simple stimuli will fend to provoke a more
positive response.

First, people always respond better if you

explain why something is needed. Second,

even more basic but maybe no more
surprising, people respond to the words
‘thank you’. Learning to say thank you should
be part of the finance director’s armoury.

Training

There are several ways of increasing the
understanding of partners and fee earners

as fo why cash management is important.
One is to ensure that everybody involved has
an element of basic financial training. At the
top level this should include ‘finance for the
non-financial manager’. The middle levels
should certainly include an element of credit
control and conversational training on how to
ask for the cash, and we have found that the
concept of the practice profit pipeline, with its
allusions to leakages, blockages, efc., can be
understood by staff at all levels, from secretary
to managing partner. In the course of the
research interviews one managing partner of
a top 200 firm said, “If every partner in this
firm had had the finance for the non-financial
manager training that | had a few years ago,
we would be twice as profitable and have far

more money in the bank.”

The key differentiator

Far more time and attention has been
devoted in this chapter to the ‘soft areas’ of
financial understanding — partner motivation,
training, commitment, peer pressure,

efc., than was expected at the start of the
research. However, without exception, those
respondents interviewed who had clearly
enjoyed considerable success in their cash
management were at great pains to stress
that these soft elements were in fact the
indispensible cornerstones of their success.
In contrast, those who had plainly been

less successful either omitted to mention

the subject or gave it the most cursory of
responses. So, if a firm is looking to achieve
long-term, sustainable, healthy cash flow —



and then regular, on-time profit distributions
to the partners — gefting the partners on-side
and constant communication are critical parts
of the strategy. It will take time, and time is

scarce, but the payback will be worth it.
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Chapter 9: Practical strategies -

clients and staff

Clients

The importance of client selection

Law firms have a strong tendency to be
inwardly focused. Consideration of cash
management fends to look primarily at
internal matters including the role of the
partners and the internal processes. This
ignores an extremely important part of the
income equation: the clients. After all, it is
the clients” money which keeps the wheels
of the firm turning and the cash flowing. It
is the clients who have to be persuaded to
part with their money, hopefully willingly, in
return for having received excellent service
and value. There is a long established

law of economics, Gresham’s Law, which
states that bad money drives out good.

The professional services author Ron Baker
has coined his own corollary to Gresham'’s
Law, Baker’s Law — bad clients drive out the
good' — which rather prompts the question
of what is a good client. Baker also quotes
the management author Tom Peters: “It's
axiomatic: You're as good — or as bad — as
the character of your Client List. In a very
real sense, you are your Client List!”? It was
very noticeable in the research interviews
for this publication that certain finance
directors held the same view very strongly
and have unfavourably compared the client
selection processes undertaken in law firms
to the equivalent processes in the large
accountancy firms. This again begs the
question of what is a good client. Baker
goes on to answer this question by outlining

the following quantitative traits fo assess
before accepting a new customer or grading

an existing one:

Amount of annual purchases;
Promptness of payment;
Growth potential;

Referral potential;

Actual referrals;

Profitability of serving client (including
write downs); and

B Risk of litigation or damage to reputation.

Initial communication

Note that promptness of payment is very
high on the list of client grading criteria; it

is an accepted part of credit management

in many other areas of commercial activity
to do an initial credit checking process and
to set affordable credit limits for new and
existing clients. This is rare among law firms
outside the upper echelons. It is also good
practice, not universally applied amongst
lawyers, to be explicit about the payment
terms applied to any billings. It is somewhat
ironic that lawyers give lectures about buyer/
seller battle of the forms when talking to their

clients but do not follow their own advice.

The client’s perspective

There is a surprising reluctance amongst
lawyers to engage in commercial discussions
at the start of a transaction or relationship
and to get to understand the client’s
perspective. This can be as simple as

establishing the client’s budgeting cycles.
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Suppliers to the public sector will understand
how critical this is, and how payment patterns
can vary according to the time of year and
the state of the budget holder’s budget.
This also applies to larger organisations
in the private sector. Similarly, it is worth
taking time to establish the client’s accounts
payable processes. Large organisations
employ somebody to pay their bills and
these employees will have appraisals and
objectives, timetables fo meet and service
levels to achieve. The client’s systems may
be designed to facilitate fast payment or
slow payment, but there will be a system. For
administrative good order they will operate
cut-off dates and payment cycles. A bill that
misses a client’s payment cycle by one day
can be delayed by a month. This can easily
happen if time is not taken to establish the
client’s payment routines. It is even more
likely to occur if our own cut-offs create a
bunching of bills at the month end, which,
by the time they arrive with the client, have
fallen into a new month. Attention to detail
as to the client’s wishes pays dividends.
There is a further subsidiary issue for
lawyers to consider. In many medium-sized
companies, legal services are provided for
confidential requirements, which will mean
that the bill does not go through the normal
accounting channels but through a form of
private ledger. In these cases, the client may
want contact to be made with their principal
or the secretary/PA. They will not want
accounts department to accounts department
contact. The correct answers which produce
the fastest payment are not necessarily
obvious. The only way to truly find out is to
ask, record the answer and then comply with
the client’s wishes.

Client ‘ownership’
One of the reasons why in many firms there

is no consistent and systematic approach

to establishing clients’ requirements and
ensuring that clients fit the required profile
is that many firms do not have clients, their
partners do. This is not purely a matter of
semantics; the question of “client ownership’
has a very strong influence on all of the
subsequent billing and collection activity.
There have been publicly-known instances
of whole firms falling as a result of bad
debts occurring from one substantial client
of one key partner. So this is not a trivial
issue, and client selection should be part
of the firm’s risk management processes.
One of the unfortunate by-products of the
client ownership issue is that partners and
fee earners become extremely reluctant to
delegate any part of the client relationship,
including the billing and collection. Partners
can allow the relationship issue to override
the commercial imperative to complete

the transaction smoothly. This becomes a
particular issue in the event of client queries
and disputes.

Queries and disputes

Queries and disputes are a normal part

of the collection process and they happen
very often. The normal credit controller’s
process of resolving disputes is to gather
the facts, establish the client’s objections
and problems, and refer to higher authority
for a view to be undertaken, which may

or may not include some kind of concession.
It can be difficult for fee earners who are
personally involved in a transaction to be
dispassionate about query resolution. One
of the consequences of this is that disputes
go unresolved for longer, and that the
incidence of write-downs and write-offs

is greater. So, in a perverse way, the fee
earners’ fear of delegation can produce

a less than satisfactory result. It is highly
unlikely that the issue of client ownership

will change substantially in law firms, unless



as a by-product of the Legal Services Act
and external capital. So, whilst the issue
cannot be solved, it needs to be factored

in and recognised.

Staff — fee earners and others

The focus of attention on partners as the
most important people in law firms deflects
atftention from the role that other members of
staff have to play in the collection process,

particularly fee earners and finance staff.

Appraisal and reward

We have already mentioned how it is
desirable to ensure that the partnership
reward system includes a combination

of rewards and sanctions for good cash
management behaviour. This is unlikely fo
be productive if the appraisal and reward
system for fee earners does not include
similar sanctions and rewards. Fee earners
will be guided by two things: what they

see as their boss’s key wishes, and those
things that affect their own direct reward
and career progression. It is common at fee
earner level for reward to be based upon
either chargeable hours or billings, or a
combination of the two. Occasionally, it is
extended from bills issued to bills collected,
but it is unusual for reward to be based
upon active management of lock-up. If
consistent and sustainable results are to be
achieved, lock-up needs to form part of the
appraisal and reward process.

Lawyers as people managers
Lawyers in general do not have a good
reputation as managers and motivators of
other people. They tend to reach positions of
seniority based on technical skills and client
management skills. This can be something of a
problem in getting the best out of fee earners.
But there is a far bigger problem when it
comes to gefting the best out of support staff.

Cash Management for Law Firms

In many firms, there is a form of apartheid
which distinguishes between fee earners and
other staff based on a presumption that the
only professionalism of value is that of a legal
qualification and that lack of legal qualification
is indicative of a lack of professionalism.
Lawyers find it difficult to successfully manage
other professionals. This applies to HR,
marketing and IT professionals, as well as
those considered in this case — professionals
involved in finance and credit management. In
other areas of business activity, an accounting
or Institute of Credit Management qualification
is a badge of confidence. In law firms,

that competence is frequently questioned,
irrespective of the qualification and conduct of

the staff concerned.

Cross-functional processes

There is also a failure amongst many lawyers
to understand the cross-functional nature of
business processes, which were described
in the practice profit pipeline in Chapter 3.
Unfortunately for the credit controllers, they
are at the far end of the whole business
process. They can only collect things which
have been properly set up, properly raised
and distributed to clients, and where those
clients have the means and willingness to
pay. The success of a credit control team

is almost entirely dependent upon factors
outside their control and, because of the
difference in authority levels and the disparity
of status, they are often not in a position

to take preventative action to stop things
going wrong. They are very much in a
damage-limitation role in most firms. They
are usually answerable to people (partners
and fee earners) who have had little or no

discernable training in credit management.

Credit control motivation
Not surprisingly, there are tensions,

motivation is often low and the turnover of
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law firm credit control staff can be high. A
strong case could be made for outsourcing
the credit control function in many law firms
to entities whose primary function is credit
control. This is unlikely to happen very

often because any outsourcing company
would set up a contract with service levels
which demanded a much higher standard

of performance earlier in the credit control
chain. It has been noticeable in our survey
that those finance directors who have
achieved the best results appear to have had
the strength of purpose and position in the
organisation structure which has allowed
them to recruit and retain top calibre finance
staff, to whom they have given much credit

for their own success.

In-house litigation and recovery

One further issue which merits aftention on
the appraisal and reward front is the use

of in-house litigators in a debt recovery
function. It often makes considerable sense

to use in-house skills to recover debts on
behalf of the firm. However, this must be
accompanied by a willingness to allow the
fee earners concerned to record the time as
chargeable time. If not, and the fee earners
are themselves appraised and monitored on
their chargeable time and performance, they
will not give the in-house debt collection the
priority it requires. This is of course utterly
counterproductive. When they do work for an
external client, the only value that they bring to
the firm is the appropriate rate per hour. When
they are doing the work for the firm itself,

the value that they bring is the value of the
recoveries that they achieve. So, perversely,
they should perhaps be more highly rewarded
for recovering the firm’s money than serving
their clients. That would be a step too far, but
they absolutely must receive an equivalent
reward and recognition to that which they

would receive for client work.
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Chapter 10: Practical

strategies - information and
performance management

IMPROVEMENTS IN cash management
performance are dependent upon
everyone in the firm making improvements
in their particular contribution. This
immediately highlights two points which
are absolutely fundamental:

B They must know what is expected of
them (targets, objectives, etc.); and
B They must know how they are performing.

This applies at all levels. Specialists in
performance improvement talk about the
use of ‘short interval controls’, based on the
premise that if a target is to be achieved

by a certain date, it is far better to break

it down into small components. As soon

as progress veers off the target schedule,
corrective action can be faken.

Simple reports

In the context of a law firm as a whole there

is a need to infroduce some simple reports
which are produced on daily, weekly or
monthly cycles. The most simple of these is a
day book summary, as shown in Table 1. From
a cash management point of view it shows

those things which are most perfinent, namely:

B The current cash/borrowings position
compared fo the facilities limit;

B The current lock-up position, separately
showing overdue amounts;

B Anticipated short-term payments — it is
important fo know these when comparing
actual borrowings to facilities; and

B The current billing progress through the
month as compared tfo target.

There is no need to show the profit figure

on a weekly/monthly basis. Law firms are
essentially fixed cost operations and, provided
partners are told of the weekly/monthly
break-even levels, they can judge progress
accordingly. The same information — billing
and lock-up compared to targets — can also
be made available to fee earners and heads

of department, at least on a weekly basis.

Forecasts

One item of management information which
is standard in the commercial world and often
lacking in law firm reporting is the forecast
dimension. Truly useful reporting should
contain credible forecasts of performance
expected this month, next quarter and

the balance of the year. Much of cash
management operates on a quarterly cycle,
and so particular emphasis should be paid

to the next three month period. Verifying the
forecasts at a departmental/practice group
level is an extremely valuable activity which
helps to create a commitment to deliver. In
the first instances following introduction of this
procedure, the forecasts may well be wide of
the mark, but there is a very rapid learning
curve and within three to six months the

forecasts will become surprisingly accurate.

Highlighting WIP
In using management information to generate

cash flow improvements, the biggest single

71



Chapter 10

72

Looking back

Months elapsed 5
Year to date Revenue £k  Profit £k
Actual £7,218 £195
Budget £7,586 £142
Variance (£368) £53
Monthly average £1,444 £39
This month Revenue £k  Profit £k
Actual £1,866 £325
Budget £2,105 £301
Variance (£239) £24
Looking forward
Revenue £k Profit £k
Full year budget £23,222 £4,441
Year to date £7,218 £195
actual (above)
Rest of year £16,004 £4,246
requirement
Monthly average £2,286 £607
Required 58.4% 1455.3%
change in
monthly average
Projections Billing (exc  Collection
VAT) £k (inc VAT &
disbs) £k
Month 1 £2,050 £2,450
Month 2 £1,975 £2,790
Month 3 £2,885 £3,140

Month end balances

Assets lock-up Total
balance
£k
Work in progress £5,061
Debtors £4,589
Disbursements unbilled £599
Total lock-up £10,249
Funding £k
Office bank balance/  (£2,506)
(overdraft)
Tax efc reserve £807
accounts
Office a/c overdraft (£3,000)
Limit
Early warning
Maijor outgoings due  Within
1 month
ek
VAT £950
TAX
Other -

Over
90 days
£k

£1,811
£1,703
£223

£3,737

Within
2 months

£k

£700

Table 1: Lock-up overview

issue is one which is often underplayed, and

that is that the emphasis should be placed on

WIP management. WIP management should

not ordinarily be speculative.

The matter has been instructed, the

file has been opened and the firm would

ordinarily have considerable experience in
undertaking that kind of work. It should not
be difficult to forecast billings by looking

carefully at the WIP schedules.

In our interviews for this report we

questioned a number of people on the
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specific format of report that they used.
There were two reports which clearly achieve,
albeit in slightly different environments, more
practical results than the others. The first of
these is the aged WIP report. The second,
which is used by managers in high-volume,
low-value work such as personal injury and
property, is a report based on date of last

movement or activity.

Key performance indicators

There is an increasing use of key
performance indicators (KPIs). Specialists in
the use of KPI techniques point out that there
are two kinds of KPI:

B High-level, output-based KPIs (often
ratios); and

B Operational, process-improvement
KPIs (often time-based).

Output indicators

The use of high-level KPIs in cash
management tends fo come down to the
number of days of lock-up. In this, the
amount of lock-up is divided by a year’s
sales and multiplied by 365 to get an
equivalent number of days. Published
benchmarking reports indicate median levels
of the order of three months” WIP and over
two months’ debtors. It is perfectly sensible
to use the same calculation to look at the
lock-up levels by particular department/
practice group. This is useful and can
indicate potential areas of improvement, as
described in Chapter 3.

Exception reports

However, this approach allows far too many
matters to remain unbilled. By focusing on
aged WIP and eliminating exceptions, action
is provoked. By placing emphasis on WIP
we are reducing the possibility of things
becoming a problem by default — once a

matter has been turned from WIP to a debtor
it is more visible. It is more visible to the
client, who has to take action, and it is more
visible in the accounting system. It is also the
case in many firms that the collection process
can be undertaken without direct fee-earner
involvement and can become a largely
mechanical process, whereas the billing of
WIP can be far more discretionary. Table 2
shows a comparison of the conventional and

alternative ways of displaying lock-up.

Matter value estimation and
pull-systems

The increased sophistication of IT systems

is allowing firms to become more proactive
in monitoring the progress of matters and
predicting cash flows. Most systems have
the facility for an estimated value to be
entered at the time of matter opening.
Many case management systems allow an
estimated date of completion to be entered.
The use of extracts from these fields allows
firms to evaluate their new matter intake. In
general, this is a systematic underestimate,
as matters are often taken on and completed
in stages and, once the first stage is
completed, the move to subsequent stages
occurs automatically.

Firms are starting to take advantage and
evaluate the matters in hand. It is a relatively
short step from that for firms to be able to
create an ‘order book’ value, showing the
approximate worth of all the matters that
they currently have on hand, should they
proceed to completion (see Table 3 for an
example). By maintaining the estimated
date of completion field on an active basis,
alongside the estimated matter value, the
database contains sufficient information to
start to project the cash flow some distance
into the future (see Case study 1).

Obviously, the further into the future, the
less accurate the forecast, but experience
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is helping firms to become more accurate
in their interpretation of the results. These
approaches are particularly useful where
there is a large number of relatively modest-
value matters and individual files do not
create major distortions. It is a particularly
useful approach in that it is possible to
get early warning of potential cash crunch
points. The greater the warning, the greater
the likelihood of avoiding difficulty.
Historically, the approach of law firms
has been in essence to push files through
the pipeline from a known beginning to a
less certain cash flow. Increasingly, the use
of case management systems is turning the
emphasis from a push to a pull, in that by
targeting matter completions rather than
matter starts and setfting target dates for key
stages in the matter, the firm is taking control
from individual fee earners. There seems to
be little resistance amongst qualified and
legal executives, although we have not seen
it actively employed in major firms. One
major firm did, however, say that whilst they
were moving to this kind of approach to
enable them to manage their cash forecasts,
there were difficulties at the interface of
historical actuals and future projections,
particularly where there have been uplifts
applied to matters and the actual bill has
proved to be in excess of projected sales.
There is a belief at the present time that the
models to do this kind of pull-based cash
management are a little over-sophisticated,
but improvements in technology should
enable this to be overcome in the relatively

near future.

Coding systems
There are two areas where the use of
coding systems in the database is helping to
improve cash management.

The first of these is in the use of reason
codes to identify the reasons for non-

payment. These obviously include ‘can’t
pay, wont pay’, but also identify queries
and a range of other issues which are
holding up payment — including the
unfortunately still commonplace ‘fee earner
will not allow us to chase’. These coding
systems are relatively simple and easy, and
can be very informative.

It has been said by quality managers for
many years that customer non-payment is
the ultimate determinant of quality issues.
Reason codes may not always help to solve
the immediate problem, but they can be
extremely useful in generating activity that
ensures that the same problems do not
recur and, from that point of view, they have
a considerable role to play in continuous
improvement — part of the process phase of
the programme, not the project phase.

The second area where the use of a
coding field can produce substantial results,
in this case on existing matters outstanding,
is in the use of client-type codes. This is
often used on the basis of AB C D coding.

B A clients are the best clients — normally
the 20 per cent of the clients who
constitute 80 per cent of the business;

B B clients are those who are established
repeat clients of reasonable value to
the firm;

B C clients are those who are undertaking
one-off transactions of relatively low
value; and

B D stands for delete.

A more sophisticated version of this system
is used in some law firms to determine the
requisite collection process to be used. For
example, Type 1 clients may be those where
all contact is via the partner or fee earner;
Type 2 clients might be where initial contact
is via the credit control department, but

all queries and issues have to be referred



to the fee earner; Type 3 clients may be
corporate entities who pay their accounts by
the accounts payable department and fee
earner contact is not expected, and so on

(see Case study 7). These kinds of collection
responsibility coding are particularly useful

in ensuring that the next follow up action is
taken by the correct people, and that fee
earners do not fake the blame for matters they
have not been expected to chase. Conversely,
credit controllers are not then held responsible
for collecting billings where they are
prohibited from speaking to the client.
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Chapter 11: Practical strategies -
technique and process

Cash flow forecasting

It is necessary fo split the cash flow model
into two parts — outgoings and income (as
described in Chapter 5). Since the outgoings
are largely predictable, these should be
based on known current rate (adjusted for
any known changes) and cross-checked
against history to see if there are any marked
fluctuations. Otherwise, the margin of error
in forecasting outgoings is likely to be small.

For the income side of the model it is
best to stick fo no more than ten lines of
income type (ideally fewer). This can be
done by department if the income profile is
consistent, or by lock-up types (immediate
payment, one month, two month, three
month lock-up, etc.). It is worth checking
the mix of business — in particular, the
downturn in the property market has reduced
the proportion of work which many firms
collect on completion. Where this has been
replaced with work with a longer lock-up
period, a short-term hole has appeared in
the cash flow.

If the firm has particular problems, it is
worth doing cash flow forecasts weekly to
cover the next four weeks. The same format
can be used for outgoings and income as
in the longer-term forecasts. If the firm's
situation is not so critical, it is not worth
doing weekly cash flow forecasts. It is best
to do them monthly and to look ahead for
three months, again using the same format.
These short-term forecasts are essentially
tactical and can be done by the finance

team without specific reference to the

partners and fee earners, unless they show
an upcoming significant problem.

In any case, the firm should look on a
quarterly basis at its cash projections for
the next 12 months. This can form part of
the quarterly cycle referred to below. At this
time, it is probably also worth looking a little
further into the future if significant moves
are planned. These quarterly cash flow
reviews should involve the main heads of
department in forecasting their income and
major recruitments. The resulting report in a
standard format should be made available
to all partners with a suitable commentary.
The more substantive medium-term forecasts
should be prepared with care, and the
known history of matter opening and pipeline

length should be used to support forecasts.

Amplitude - peaks and troughs
Possibly the most important single technique
in improving cash flow is to look at the
cycles of income and outgoings and to
systematically work to reduce the peaks and
troughs. Most items in the law firm can be
seen to operate on a cycle. This could be a
daily, weekly, monthly, quarterly or annual
cycle. The basic principles of improving a
cash flow cycle are to:

B Take those things that used to be done
annually and do them quarterly;

B Take those things that used to be done
quarterly and do them monthly;

B Take those things that used to be done
monthly and do them weekly; and
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B Take those things that used to be done
weekly and do them daily.

If this thought process is applied fo
everything which generates income, the cash
flow will be transformed. The same principle
can be applied to those outgoings which are
normally paid as a lump sum in advance.

If they can be turned info smaller amounts
on a shorter cycle with less prepayment, the

cash flow will benefit.

Key peaks — quarterly and annual

In many law firms the most exaggerated part
of the cycle is the rush to meet billing targets
immediately prior to year end — in some
firms as much of 30 per cent of billing can
be done in the last month.

The way that some firms have successfully
sought to overcome this problem is to have
a ‘year end’ once a quarter — i.e. fo reduce
the cycle from an annual one fo a quarterly
one. They reinforce this by making bonuses,
undistributed profits and even drawings
dependent on having met quarterly targets.
A further twist to this approach is to choose
the ‘quarterly year ends’ in such a way that
they occur in the first month of a VAT quarter,
so that the VAT payable on the accelerated
billings is not payable for three months — and
with discipline in the collection processes,
cash will have been collected before the
money has to be paid to HMRC.

Key peaks — monthly and weekly

In many firms there is another, even more
exaggerated cycle which occurs immediately
prior to each month end. In some firms over
75 per cent of the billing is raised within

the last three working days of the month

(or dated on the last day of the month and
physically produced some days later).This is
particularly problematic when dealing with

commercial clients who operate a cut-off

procedure on incoming accounts payable,
as it not only creates internal bottlenecks
in the billing and accounts departments,
but can also cause an entire month’s delay
in the collection. There are five ways of

addressing this in the monthly cycle:

B Billing daily — especially in departments
with high-volume, low-value;

B Having weekly billing routines and
billing targets;

B Sefting aside a period in the middle of
each month for a firm-wide billing purge;

B Having different cut-offs for different
departments within the firm to avoid the
log jam in the billing department; and

B Closing the month down early — for

example, on the last Friday of every month.

The best method to choose for each of these
depends on the profile of work and profile
of bills raised, but in some combination they
can be used to reduce the worst effects of

the monthly cycle.

Interim billing

The other aspect of the billing cycle
production which has a major impact on
the cash flow is the systematic use of interim
billing. In many firms, interim billing is now
considered to be the norm and is the default
option which is contained in their terms and
conditions, and variations from this need to
be agreed separately. For repeat clients, it
is common to produce bills on a monthly
basis. In many other kinds of work subject
to a de minimis limit, the cycle is a 60 day
cycle — and in many cases this proves to be
more practicable than monthly billing.

System usage

There is a consensus amongst law firm
finance directors who have worked in other
business sectors that most legal accounting



systems are primarily designed to ensure
complete compliance with the Solicitors’
Accounts Rules and tend to have relatively
unsophisticated financial and management
reporting facilities. With a number of systems
there are add-on reporting pages which
partly overcome this issue, but some of them
are known not to be user-friendly.

Payment terms

It is therefore often the case that the finance
team has to make constructive use of any
spare fields available on the system to create
the opportunity fo improve the results and
produce information for action. If there is not
already a standard field there, one needs to
be created to identify payment terms — and

then trigger follow-up action.

Process codes

It is worth using codes to identify the correct
selection processes to be used — in full-
service firms, processes to be used for
private clients may be very different to those
used for commercial clients. For example,
commercial clients can easily be contacted
during the working day by telephone, while
private clients offen cannot so e-mail or text

messages may need fo be used.

Report design

One of the key features required to make
information useful in generating action is to
have the action priorities highlighted and at
the top of any page — usually in the form of
league tables for billing and collection use.
This is often not possible with the standard
output reports and some creativity is needed

to create user-friendly output.

Letters and phone calls — contact
management

An important part of the collection process is
to be able to send standard letters to trigger

Cash Management for Law Firms

the appropriate response, and these should
be system-generated. The facility should exist
on most systems, but there will need to be
some prioritisation of the process to get the
correct sequence. Similarly, the collection
process is dependent upon systematic
recording of telephone conversations and
the sequence of events, in order to hold the
clients to their promises. The system should
be able to facilitate this, and if the accounts
system cannot do it then it will have to be

done via a diary management system.

Upfront processes:

client/file opening

It is a basic tenet of process management
that it is far harder to put things right after
the event than to get them right at the outset.

In the case of law firm cash management
this means that the client engagement
process and standing file data entry need to
be complete and accurate.

Most file opening forms contain sufficient
information to create a really worthwhile
client database, which can not only simplify
the collection process but also be used to
help the firm’s marketing activity. Sadly, the
level of discipline in completion of these
forms is rarely satisfactory. Fields are often
left blank. Consequently, data is missing and
the use of catch-all codes is widespread and
renders the information meaningless.

This is symptomatic of a situation where
the people completing the information
are not those who subsequently have to
use it. Of particular interest to the cash
management process are the accounting
contact details of the client and, where
such a coding scheme exists, the preferred
method of contact and accounting process.
The file opening data should be checked
against the accounts department of the client
engagement letter, a copy of which should
have been sent to the client as it will contain
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the terms on which the firm will subsequently

rely for collection.

Exposure limits

The importance of client selection and the
sefting of credit limits has been mentioned
elsewhere, but it is important also to include
WIP. From the point of view of subsequent
exposure management, it is also important
to have a way of aggregating clients who
are members of a group or ultimate holding
company, or under the effective control
thereof. If this is not done, the firm can find
itself unknowingly exposed to an increased
risk of default.

Visibility of lock-up

The most important transactional data

on client file will obviously be the time
recording. The basic principle is to record
everything and to record it immediately — at
least daily if it cannot be done on a dynamic
basis. Delay only produces incompleteness,
and incompleteness reduces the billable cash
flow. There will always be an opportunity at
a later stage to review the value of the input
in a file and, if it is excessive relative to the
client agreement, a write-down can be made
at that stage, but write-downs should not be
anticipated. It is important to remember the

‘no surprises’ rule.

Progress reporting and early warning
Analysis has shown that many of the problems
involved in collecting debt on behalf of law
firms arise because clients’ expectations are
not met, particularly in respect of the size of
the bill. (This is a very good reason for getting
into the habit of interim billing — if there are
surprises, they will be found out early and
they will be less damaging.)

Whether or not interim bills are raised
(monthly or bi-monthly) it is worth updating
the client on progress on a regular basis.

It is also worth at a billing point a fee
earner making a short phone call to advise
the client of the balance accrued and agree
the value of the imminent bill. This will draw
the sting from any queries and allow for
an early and generally non-confrontational
resolution of any misunderstandings.

By the same token, and particularly
where bills are substantial, it should be part
of the collection process to ring the client
(or their secretary/accounts department) and
advise them that the bill they have already
received will be due for payment shortly and
to check that there are no queries or reasons
why the payment should not be expected on
time. Once again, this gives the opportunity
for queries to be raised and resolved before

creating any acrimony.

The billing process

The billing process in law firms can

be particularly time-consuming and
cumbersome and, unless the IT systems are
adequately specified, can also involve an
unfortunate amount of activity duplication,
therefore opening the possibility of error.
This is particularly the case where high-
value transactions are involved and lengthy,

detailed bills need to be prepared.

Bottlenecks

In view of this, it is unfortunate that billing
activity is so often concentrated in a short
period of time and creates a degree of
bottleneck in processing. The greater the
degree of bottleneck, the greater will be the
impact on the subsequent cash flow, so it is
best to find a way of spreading the workload
more smoothly throughout the month.

It is particularly important to ensure
that, when a matter reaches the point of
billing, the billing guide is up-to-date, all
time has been recorded and disbursements
processed, otherwise there is an inevitable



cash drain. In areas of high-volume,
standard process or low-value transactional
work, it is desirable to automate the process
as far as possible, which obviously speeds
the posting to the ledger and, indeed, the
posting to the client.

Value checking

One particularly beneficial innovation
which some firms use in the billing process
is to ensure that, once the billing guide

has been created, the bill is reviewed by a
suitably skilled partner. It is often the case
that partners have a better understanding of
the value of the work done to their clients
than the fee earners do, and a mechanistic
adherence to the billing guide may result in
the foregoing of an opportunity to create a
value-based bill which improves both profit
and cash flow, provided that it is within the
client’s expectations.

The collection process

The collection process in law firms is often
misunderstood. Unfortunately, it is part of
the perception of many lawyers, especially
litigators, that the process of collecting

bills is a necessarily adversarial process
which carries with it two assumptions: first,
that the client will not actually have been
sufficiently happy with the service to want
to pay the bill willingly and second, that the
process of collection will be carried out in
such a way as to discomfit the client. This is
fundamentally not how the process should
be carried out.

The collection process is an inherent part
of the client management process, and it is
to be carried out in a client-friendly way so
that the client is entirely happy to come back
and continue fo use the firm's services. Every
conversation and every letter which form part
of the collection process should be carefully
considered and carefully worded to ensure
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that they are, in effect, merely reminding the
client of the responsibilities they have agreed
to undertake, i.e. paying the bill in full and on
time. Having fulfilled its part of the bargain,
the firm is asking the client to fulfil theirs.

If the collection process is going to
succeed, responsibility for each step in the
process must be defined and subsequently
adhered to.

This is one of the trickiest areas, and it
can be difficult upon questioning a firm to
establish exactly who is responsible for what,
and when. In these circumstances, the process
is destined to fail, and there will be significant
amounts of uncollected bills, probably turning
info bad debts and write-offs. There are two

main options fo overcome this.

Option A - credit controllers

Option A is to have a credit control function
which is specifically trained (preferably to
Institute of Credit Management standards) to
carry out all of the collection process once
the matter has been billed. Every step once a
bill has been posted to the ledger is then the
responsibility of the credit controllers, who
are expected fo act with the same degree

of professionalism as the solicitors. The
rationale for this is twofold. First, these credit
controllers are specialists in credit control
and are trained to carry out the relevant
conversations and fo elicit any queries,
objections or dissatisfaction and have them
resolved by reference to higher authority —

a specific negotiating tactic. Second, it is
also far cheaper on an hourly basis to use

a credit controller than to use a solicitor,
particularly when solicitors are busy and the

opportunity cost of their time is very high.

Option B - fee earner ‘controllers’
Option B is o adopt the end-to-end process
approach and make the fee earner (or

partner) responsible for his or her own
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collections. The logic of this is that collection
is merely a part of the client management
process, all of the previous steps of which
have been carried out by the fee earner, so
there is no reason why this step should not
be. This approach can work perfectly well,
provided that the fee earner has the time
and the discipline to ensure that it is carried
out within the requisite timeframes. It can
equally work by delegating the collection to
the fee earner’s secretary, particularly if the
secretary has been through an appropriate
level of initial credit control training and has
access to the ledgers and aged debt reports.
In fact, using the higher authority principle, it
is probably better that the process be carried
out by the secretary on the fee earner’s
behalf than by the fee earner himself. This

certainly makes query resolution easier.

Comparing the options
The choice between the two methods is
largely dependent on the nature of the
work done within the firm and the nature
of the partnership. Obijectively, option A
is the tighter process and should produce
more consistent and better results. Option
B is dependent on a greater degree of
commitment and self-discipline from the
partners and fee earners. It has been
identified that this commitment can
overcome deficiencies of process and,
provided it is carried out diligently, there is
no reason to expect inferior results, at least
at partner level. Option B is less likely to
produce the required results when work,
and consequent collection, is done by a fee
earner at a lower level who may not have
the required degree of secretarial support.
There is a further option, described
as ‘option B+". Under this approach, the
partner/fee earner retains the responsibility
for collection up to a predetermined point

when, if it is not yet collected, it is passed

into a process of recovery and is no longer

the responsibility of the fee earner.

A process outline

Whichever path is chosen, it is important to
have a defined process which is adhered to
consistently. The process should be broadly
on the following lines.

First contact should be a phone call,
shortly before the payment due date. The
purpose of this call is primarily to establish
that the bill has been received, that there are
no queries or disputes and that there is no
legitimate reason for withholding payment,
and to get a promise of the date when the
payment will be sent, ideally before the due
date. This call may be made to the client,
the client’s secretary or the client’s accounts
department — this should have been
determined as part of the client engagement
process. In cases where there are substantial
amounts of repeat business from the same
client, it is well worth the collector building a
relationship with the equivalent person at the
client’s business.

If payment is not received by the due
date, there should be a follow-up call no
more than a week after the due date. This
should remind the client of the previous
promise and extract a further commitment.

If that fails, it should be followed up by a
letter which is firm but not threatening.

If that is not effective, a letter before
action (LBA) should be sent. By this time, the
bill will be approximately a month overdue.
It may even be worth a phone call to explain
to the client the next stage, which is that
it will be passed into a recovery process,
having confirmed (on several occasions) that
there are no legitimate queries or reasons
for withholding payment.

There will from time fo time be queries.
It is important fo have an escalation process
and to have an agreed timeframe for
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A suggested collection process for business-to-business law firms

Step Description Timing (assuming prior Responsibility

steps unsuccessful)

1 Phone call to establish 1 week before due date Credit controller
and proposed payment or secretary
date and confirm absence
of query

2 Phone call to establish Max 1 week after due date | Credit controller
no reason for delay and or secretary
revised payment date

3 Letter expressing Max 2 weeks later Credit controller or
disappointment at fee earner
delay and asking for
prompt rectification

4 Letter expressing concern at | May go straight to LBA, Credit controller or
repeated delay and warning | otherwise max 1 week fee earner
of escalation process

5 Transfer to recovery team 1 week

6 Letter before action As received Recovery team

7 Suspend work on files Same as LBA

8 Commence recovery 1 week Recovery team
proceedings
Total timing to 6-8 weeks after due
commencement of date for payment
recovery proceedings

Table 1: Collection process overview

resolving queries. This allows the collector
to commit to the client to take their query to
the fee earner and have it resolved within a
certain time.

If it is not resolved within that timeframe, it
should be escalated further. Throughout
this process, whoever is doing the collection
should be maintaining a log of all contact,
written and verbal, and ideally be using
standard wording. If a matter is unpaid beyond
its due date, there should be a field on the
system which allows a reason code to be
applied fo this, for example: “client does not
have the money”. These reason codes can be
used for analysis and for subsequent follow-up.

If at the end of this sequence of contacts
payment has not been received, the

procedure should move from collection

to recovery, but this needs to be authorised.
It is best if authority for transfer to recovery
is agreed at least at partner level or,
preferably, at head of department level,

so that judgment can be applied as to
whether there is any commercial reason

for not sticking to the standard process.

If a matter is referred to recovery, the

work should be stopped on other current
client files and be billed up to date pending
receipt of the outstanding payment. Similarly,
if a client sends payment by cheque but

the cheque is bounced, the fee earner

and the head of department should be
informed and the matter should be referred

to recovery.
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Recovery

Recovery is not the same as collection.

The collection process presumes that the
client is a good client and the whole of the
process should be carried out in a suitably
professional and client-friendly manner. The
obijective of collection is to collect the money
and retain the client.

The obijective of recovery is to collect the
money — also professionally.

It is best if the recovery process is
not carried out by the same person who
does the collection. However, the recovery
agent should have access to all of the
history of communication regarding the
outstanding matter.

It may be that recovery is carried out
by another person in the finance function
— again, suitably trained in the role of in
credit management and litigation processes.
It may be that if the firm has a litigation
department, it will choose to do the
recovery work in-house. If so, it is absolutely
imperative that the fee earner receives full
chargeable hours credit for any work done
on the firm’s own files. If this is not done,
the firm’s work will end up being the lowest
priority, which is counterproductive.

It may be that it is not cost-effective to
use in-house litigators for straightforward (at
this stage) debt collection and it is possible
to outsource the work to other solicitors.
There are firms which specialise in collecting
debt on behalf of other, usually larger,
solicitors and this can be a very cost-effective
way to do it.

The recovery process should use the
court system wherever necessary, but it is
entirely reasonable if the client is having
difficulty to accept payment over an extended
period. It may be appropriate in these
situations fo refer the client to a Consumer
Credit Act funding provider, who can pay off

the firm’s bill and lend the value to the client.

Payment process

In all normal circumstances, electronic
methods of payment are to be preferred. The
only drawback of these usually is that the
detail on the bank entry may make allocation
to the correct matters more difficult than it
needs to be. There is an increasing trend,
particularly in the private client arena, for

credit card payments to be acceptable.

Client-to-office transfers

A regular part of the accounts routine
should be to run a daily ‘matched balance
report” which shows, where there are items
outstanding on a matter on office account,
where there are also balances on client
account which could cover these office
account sums. This can facilitate regular
daily transfers from client account to office
account and should be operated on a
regular, disciplined basis. In a variety of
ways, the system should make the job of
collection and cash management easier,
although few systems are as user-friendly as
the accounts staff would want them to be.

Legal aid payments

The process of billing and collecting legal aid
is a specialist task, and there are tightly defined
rules and payment windows. Legal aid firms
should stick rigidly to the dates in the contract
and, ordinarily, bill at the earliest opportunity.
Even so, the Legal Services Commission has

a well-established track record of paying an
amount different to that which is claimed. If
the account is to be maintained in good order,
the legal aid remittance needs to be allocated
immediately and any significant shortages
followed up rapidly.

Supplier payment processes

In order to maintain control over the supplier
payment commitment process it is essential
to use a purchase ledger module.



As with client files, it is important to set
up the supplier standing file data with care.
This is a one-off and not particularly onerous
task. Some firms extend the use of the
purchase ledger to cover a range of other
payments types, including partner drawings
and expense claims for both partners
and fee earners. This approach provides
considerable control and protection against
the possibility of duplicating payment.

If the purchase ledger is used, firms
should require all invoices to be sent to
the accounts department, and these should
be posted to the system immediately — and
automatically flagged as unapproved. The
follow-on approval process requires that a
copy of the invoice (hard or soft) be sent to
the partner for approval and returned to
the accounts department. When this is
received, the invoice can be marked as
approved on the system. By checking the
date of invoice against the supplier’s agreed
payment terms, the system will calculate a
due date for payment.

In the interests of cycle management, it
is more efficient not to pay supplier invoices
every day but to create a weekly or bi-weekly
payment run. Suppliers who cannot wait
for three to five days are rare indeed. The
payment due report should be double
checked to see that there are no evident
anomalies or duplications, and the payment
run carried out weekly with payment made
via the BACS system to the suppliers’ pre-
advised bank accounts.

One of the benefits of using the
purchase ledger is that there will be a
facility to maintain the control account and
to use an ‘aged creditor’ report to identify
any unusual fransactions. There should
also be a suitable purchase ledger system
facility to monitor suppliers’ turnover over a
defined period, and this can be very useful

in checking to prevent fraud, as all of the
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major suppliers should be well known to the

accounts department.

Disbursement payment processes
The process for paying disbursements is also
greatly helped by having a disbursements
ledger. This again removes the need for
people to have separate diary systems or
other triggers. The disbursement ledger
should allow for the disbursement suppliers
to be set up with specific payment terms —
including “pay, when paid”, so that payment
is made at the correct time. As has already
been stated, the disbursement process
should ideally ban the use of payment of
disbursements out of office account where
there are no client account funds, and it is

always better to ask for payment up front.

Payroll

When it comes to the largest regular outflow
of all, the payroll and National Insurance
payments, there is little scope for effective
cash management, other than to ensure that
the most advantageous date of the month is
selected (or outsource these functions and

pay on deferred terms).

Tax payment
The date of the tax payment is determined
by the annual cycle. However, there
have been cases where it has proved
advantageous for firms to move their year
end if this would have a material effect on
the timing of tax bills. For example, firms
which have historically had a November year
end followed by a generally unprofitable
December (being both a short month and
generally incurring Christmas bonuses)
have found it advantageous to move to a
December year end and bring forward the
December losses into an earlier year.

At the present time, with firms
experiencing reduced profits, applications
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should be made to HMRC for the
anticipatory element of the tax bill to be
based on the new lower projected profits,
rather than on the historical balance, as has
been the norm. In extremis the HMRC has
set up a new hardship scheme, which allows
firms to pay their tax bill over a period of up
to 12 months, provided that they are able to
demonstrate both that hardship would result
from immediate payment and that they have
reasonable prospects of being able to pay
the sum in full over the extended period.

VAT

VAT is another payment which has to be
made at a predetermined date. There has
been for many years a facility to get an extra
week’s credit by paying by BACS rather than
cheque, and it has been a surprise o see
how few firms have taken advantage of this
facility. Firms can create an unnecessary VAT
problem as a by-product of the year end
surges. There have been situations where
firms have billed over 25 per cent of their
year’s turnover in the last month of their
accounting year, dating many of the bills

on the last day of the year. They have then
not always sent them out to the clients, and
therefore not collected the cash, and found
themselves, less than a month later, with a
requirement to pay VAT on bills that they are
nowhere near collecting. This is perhaps one
of the most extreme examples of the inability
of many firms fo sensibly manage the cycle of

cash flow.

Simple changes

To achieve substantial and sustainable
improvements in cash management in law
firms, it can be necessary to undertake some
substantive and sophisticated exercises,
potentially including a culture change
programme and the installation of complex
and carefully designed processes.

However, not all cash management
improvements need to be complex. It will be
possible fo make very useful improvement
through some very simple changes. A number
of these have already been mentioned in the
context of a wider programme, but it is worth
creating a short list of the most immediate
and effective methods. These include:

B Having a daily routine of transfers from
client account to office account, by
checking the maxed balances;

B Making interim billing the default option;

B Having a senior and profitable partner
check the value of outgoing bills;

B Asking for payment on account, so that
there are funds on client account both at
disbursements and to pay initial bills;

B Visiting major clients, especially their
finance staff, to put a face to a name
and to allow payment to be accelerated;

B Having visible daily billing and
collection targets in the office, possibly
on a whiteboard;

B During the last week of a quarter
(more so during the last month of the
year), having daily reporting and daily
feedback from the managing partner to
all staff on progress against target;

B Bringing forward the month end cut-off,
so as not fo miss client payment routines;

B Cetting a mid-month forecast (effectively
a commitment) of billing expected during
the month;

B Breaking the cycle of all billing at month
end by having mid-month billing days
and, if needs be, allocating a non-
chargeable time code to billing; and

B Keeping long fail work (such as personal
injury or clinical negligence) separate
from the main financial reports. There is
not much that can be done in the short
term about that, so the focus must be

kept on the work which can be affected.



Chapter 12: Funding structures -
matching funding to asset types

ACCOUNTANTS AND bankers over the
age of 40 will remember being taught that
balance sheets should have a debt to equity
funding structure of 1:1. Accountants and
bankers who have worked with lawyers are
inclined to say that it is a very long time
since they have seen a balance sheet that
met that criterion.

The reasons why bankers have operated
more relaxed lending criteria with their law firm
clients than they have in other sectors have
already been explored. In any case balance
sheet structures have become more carefully
considered since those long ago days.

Even before the more complex products
of recent years were devised, the concept of
reviewing the balance sheet in a segmented
way, much as has been done in looking
at lock-up structures by department, found
favour. Individual classes of assets would
be matched by tailored funding products.
The tailoring of the products would include
a different level of equity cover dependent
on the perceived risk of the asset type and
the quality of the security. Typically, this
has meant that tangible fixed assets such
as company cars would require little or no
equity cover (especially if constructed as
operating leases), whilst stocks and WIP
outside the retail sector would be hard to
finance. The use of this kind of approach
to financing in the legal sector has been
slow to take hold because of resistance
from both borrowers and lenders. Law firms
have tended to be unsophisticated buyers

of financing and, even if they had a finance

director who understood the structure and
was minded to take advantage of it, it has
been hard to convince partners of the merits
of such products — especially those with a
limited understanding of the working capital

cycle or pipeline.

The conventional approach

The conventional approach to law firm
funding which finds favour with both lenders
and borrowers is for the firm to forecast its
capital requirements info the medium-term
future, as described in Chapter 5 — typically

three to five years based on reasonable and

generally conservative operating assumptions.

This forecast would show maximum and
minimum capital requirements, taking info
account not only the working capital cycle
but also tax, VAT and billing profiles as they
apply to the firm, as described in Chapter 6.

Permanent versus fluctuating capital
The minimum funding requirement

could be considered to be a ‘permanent
capital requirement’ of the firm, whilst the
fluctuations from there up to the maximum
could be considered to be floating or
cyclical requirements.

These fluctuations are precisely the
purpose for which overdraft funding is
designed and, provided that the firm is
inherently healthy, banks would be happy
to fund the fluctuations. The rest will be a
matter of negotiation.

Many UK law firms, especially small to

medium-sized firms, would expect much of
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Possible options in funding a law firm asset structure

Asset type Lender Fundable Period Comment Suitable
product proportion work types
Freehold property Commercial | 70% 15 years
mortgage
Leasehold Term loan 80% 3-5 years
improvements,
fit-outs, etc.
IT projects Term loan, 100% 3-5 years
lease
Vehicles Lease, 100% 3-4 years
contract hire
Disbursements Revolving 80%+ Matter life Litigation
facilities inc personal
injury
Term loan 50%+ 3-4 years
Work in progress Revolving 70% Matter life New product | Litigation
facilities variants inc personal
entering injury
market
Debtors — interim bills | Individual 100% 12 months Generally Matrimonial
client CCA or sale of with recourse | and
agreement asset to firm commercial
litigation
Debtors — major bills | Revolving 70% 6 months or | New product | Litigation,
facilities on collection | variants subject to
entering drafting
market, review
stringent
conditions

Table 1: Funding a law firm asset structure

the permanent capital also to be funded by
overdraft (in return for placing substantial
amounts of client funding on deposit with the
lending bank). Further up the scale, given
that overdrafts are repayable on demand,
an element of term finance would also
be included, although the current capital
markets have greatly reduced the availability
of term finance — over three years is now
said to be very scarce.

For other firms that are not comfortable

using borrowed money, the aim would be in

line with the banker’s ideal, and the permanent
capital would be supplied by retained earnings
and/or partner subscription and the fluctuating

capital supplied by the bank.

Portfolio review

More sophisticated firms would consider
whether their product and service portfolio
was causing any excessive capital
requirements and either trim capital-hungry
products from their portfolio or find other
ways of providing the requisite capital.




The new world

As has already been outlined, the situation
has changed considerably. Capital is scarce
and if banks are going fo make it available
it will be far more on their terms and in
appropriate structures. The shoe is quite
definitely on the other foot.

Section view

The banks say that their view of the legal
sector is largely unchanged, in that they
consider much of it still inherently profitable
and are happy to lend to well-run firms.
They also say that their lending criteria have
not changed.

They do say, however, that they have
noticed during the last twelve months that
even good customers are using their facilities
to a far greater extent. It is reasonable to infer
that, whilst the criteria may not have changed,
the number of firms actually meeting the

criteria may well have gone down.

Usage, risk and price

The banks then suggest that, as a result of
this increased facility usage and the more
recent management information which
shows reduced profitability, the risk profile of
specific firms may well have worsened, and
since lending is priced on a risk-adjusted
basis, the lending margins may have been
increased fo reflect the increased risk.

In any case, lending margins have
increased in many instances as a result of the
scarcity of capital and the forces of supply
and demand. Even substantial, well-run firms
that have been interviewed for this report
have seen the lending margin increase by
between 0.5 per cent and 0.75 per cent.

Security

The next issue in the banking relationship
which seems to have changed is that of
security. Security again seems to have been
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addressed relative to risk. Well-managed,
substantially profitable 1890 partnerships
appear to have been able to access funds
without having to pledge additional security.
Joint and several liability amongst apparently
wealthy partners is deemed adequate.

This is not necessarily the case with LLPs.
The view from the banks is that the risk profile
of an LLP may only be marginally different
to that of an 1890 partnership, but the
consequences of failure are radically different
and warrant additional security, so that LLPs
are likely to face demands for guarantees
or debentures against the firm's assets, for
example against the accounts receivable.

Solicitors appear to view this as unusual
and unwarranted. Not surprisingly, the
bankers disagree. Once again, they are
saying that lawyers were different but are not

different any longer.

Recapitalisation
However, the banks appear to be being
creative in the ways in which they are
offering to lend. On the one hand, banks
are actively encouraging a process of
recapitalisation of law firms (i.e. partners
subscribing fixed capital into the firm to
strengthen the balance sheet). On the other
hand, the banks seem to be very happy to
lend to the individual partners to facilitate
this re-capitalisation. At first sight this
appears curious, since the banks may be
lending the same amount of money to the
same group of people as they would be by
increasing the overdraft.

In fact, there are perfectly good
reasons for the banks to take this view,
and the difference in the two approaches
is psychological. Bankers want individual
partners to feel and be committed. Part of
their reasoning is that partners would not
take on personal lending if they did not have

confidence in the future of the firm. The
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reasoning continues that, where partners are
individually committed to a significant extent,
they will take a much closer interest in the
financial management of the firm and will
take all practical steps to solve any underlying
financing or management problems.

From the banks’ point of view, on a
positive note, it also increases the number
of clients to whom they can cross-sell their
services, and on a more cautious note it also
provides a second source of recovery if the
firm were to fail.

There is also a view that at this point
in time, those firms that plan to grow,
whether by acquisition or organically, would
be well advised to recapitalise early and
proactively rather than waiting for their bank
to suggest it.

Having said all of this, banks’ systems
are capable of aggregating their exposure to
any particular firm, and they are inclined to
look through the partnership and assess the
risk in the round.

They may even try to have it all ways
in looking to comfort from the firm for
individual partner loans as well as looking to
the partners to guarantee the firm’s loans.

There does seem to have been a change
in emphasis in discussions with bankers,
in that they are increasingly focused on
lending to the balance sheet rather than to
the individuals, and their approach is far
more oriented to understanding the future
prospects of the firm than purely its present
structure and the net worth of the partners.

Specialised products

Notwithstanding all that has been said
above about the conventional approach to
law firm funding, both banks and firms are
increasingly creating products and structures
which parallel the more creative financing
approaches in the commercial world and

using the concept of matching assets and

liabilities to provide a form of leverage.
The products that have been taken up by

law firms fall into two categories:

B Products which spread practice
expenditure over a term; and
B Products which fund the growth of the

balance sheet.

Expenditure spreading
Expenditure-spreading products vary from
three fo six months up to five years. The
shortest term products are those which spread
the tax bills. VAT can be spread equally for
three months and income tax payments can
be spread over either six or twelve months.
This provides a way of leaving capital in the
firm to fund expansion and growth whilst
satisfying the tax liability. There are a number
of providers of these products, including
brokers, and the information requirements
and conditions are not usually onerous.
Funds can be accessed quickly even in the
current market, although some lenders prefer
to make the payments directly to HMRC.

Other expenditure-spreading loans
include loans to spread the professional
indemnity insurance premium over periods
up fo twelve months. Sometimes, because of
the time of the year, these can be extended
to include practising certificates and other
substantial one-off operating expenditures,
such as IT annual licence renewals or
document exchange expenditures.

Professional indemnity insurance loans
are readily available from brokers and
the commission on the loans increases
the broker’s profitability, so they are very
popular. Pricing is more expensive than bank
overdraft but usually less expensive than
other short-term business loans.

Funding for capital expenditure is
available over the period of life of the assets
underlying the transaction. This can be in



the form of term loans or leases even for
IT hardware and software, and the most
suitable structure can often depend on the
specific tax position of individual firms.

Those firms which have chosen to
provide company cars to employees who
have significant business travel usually
find that a form of leasing or contract hire
(including personal contract hire or personal
contract purchase) are more appropriate
than funding an asset out of overdraft.

All of the above items are the business
equivalent of paying household bills by direct
debit or buying an asset on hire purchase.
There is nothing radical or unusual about

any of the above.

Balance sheet funding

Bankers have had a problem lending
against the balance sheet of law firms. At its
simplest, the quality of the security of a law
firm’s WIP and debtors is not strong, and it is
hard for the bank to secure title to the asset
in the event of a failure.

The practical effect of this has been
that secondary funding sources have come
into the market with products which are
structured to meet the specific needs of
specific kinds of solicitors’ practices. The
concept of the pipeline has already been
explored and it has been identified that there
are some kinds of work which can take the
law firm several years fo turn into cash from
the point of instruction — the most common
of these being personal injury.

There are two issues with personal injury
disbursements and WIP. There are a range
of suppliers of disbursement funding who
specialise in lending to the personal injury
solicitor market. The terms of these facilities
vary but in most cases the lender is providing
a revolving facility to fund the disbursements
on a specific range of files and expects that

funding to be repaid at the conclusion of
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the file — either out of the costs the case
has won or out of the after the event (ATE)
insurance if the case is lost. Additional
funding will be provided to support further
cases so the overall level of funding can
grow with a firm which is growing — but the
administration means that the lenders have
the comfort of knowing the matters against
which they are lending. There are also a
number of specialist lenders, including some
which are subsidiaries of the major banks,
which specialise in term lending to fund
disbursements and ATE insurance.

In many other business sectors, the
funding of debtors is a key part of business
growth funding and this is often done via
a factoring or undisclosed assignment of
debt. Twenty years ago, factoring had a
mixed reputation and was not considered
suitable for a number of businesses. It has
now developed to the point where there are
some sectors where factoring is the norm,
particularly those where there is a large
labour cost content of a product or service,
as would be the case with solicitors.

However, factoring seems to be a bridge
too far for the regulatory authorities and
lenders, who appear to have reservations over
title. It remains to be seen whether the Legal
Services Act and alternative business structures
will change this state of affairs, but there is a
view amongst the finance community that the
ability to factor debts would revolutionise the
funding of the legal profession.

In the meantime, firms have to look to
‘quasi-factoring” arrangements. There are
a number of schemes which apply in, for
example, the matrimonial market, whereby
the firm bills the client on a regular interim
basis and a lender (often a bank subsidiary)
provides the funds for the client to pay
under a Consumer Credit Act regulated
agreement. These facilities transform the
finances of matrimonial practice, but they do
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have a sting in the tail in that the lender has
recourse to the solicitor in the event that the
client defaults.

It is part of a solicitor’s training always
to look for the things which could possibly
go wrong with an agreement. Clearly there
is a risk here, albeit in most circumstances
a substantially lower risk than the client
defaulting on payments direct o the solicitor,
particularly if the credit control processes are
weak. The take-up of such facilities has been
less than the lenders would have hoped,
but nonetheless there are still new lenders
entering this market.

In more recent developments there have
also been funders who have been entering
the market offering advances to the firm
against a quantity of debtor balances.

These can be used in litigation cases where
the lender has the comfort of having had
the bills prepared or vetted by a suitably
approved costs draftsman. A further step in
the funding of lock-up has occurred with the
introduction in recent weeks of WIP funding
for major files. Once again, the lending is

a revolving facility against specific files and
the facility needs to be repaid once the file
is billed or collected. These funding schemes
are very recent developments and there has
as yet been little uptake of them.

In looking at these alternative funding
mechanisms it is apparent that they are only
suitable for certain kinds of long pipeline
work. In general, they need to be substantial
matters which can be funded in their own
right. Many of the schemes have drawbacks
to them. Certainly, the price will be more
expensive than overdraft. In many cases they
are more administratively intensive and also
carry administration fees, so they are best
viewed as specialist products for specialist
markets at the present time.

However, in a world where lawyers are

no longer considered different and are

expected to have a balance sheet which
reflects normal commercial practice, these
products can provide a way of allowing
specialist firms to grow and prosper. They
bear careful consideration but should not be
used as a substitute to active management
of the lock-up in other parts of the firm.



Chapter 13: Managing
banking relationships

LAWYERS USED to be different. In particular,
they were different in the way in which they
were able to set up and manage relationships
with their bankers. As previously stated, they
have two major advantages which they were
able to exploit in their banking relationships:
they were the custodians of very substantial
client account balances which provide the
raw material on which the banks depend for
further lending, and they were a source of
quality introductions. This allowed lawyers
to negotiate from a position of strength
which was rarely wasted. The resulting terms
were very much in the law firm’s favour —
price (also known as margin) was very fine
indeed, security was often noticeable by

its absence, and additional facilities were
granted regularly if it appeared the terms of
the lending were likely to be breached. There
would also be plentiful facilities available for
those who chose to deposit client funds. This
was hardly the ideal situation for bankers,
but they consoled themselves with the facts
that the legal profession was consistently
very profitable and that the incidence of
losses was very low indeed, at all levels in
the market. So, although the margins on
individual products might be painfully thin,
the combination of minimal losses and the
income generated from the client deposit
meant that overall the lifetime relationship
with a law firm would be profitable and

well worth pursuing. This did not mean that
the banks actually enjoyed being dictated

to but they accepted it as one of the rules of

the game.

The way lawyers were seen

One of the reasons that bankers were not
entirely comfortable with the relationship with
their solicitor customers was that they were
lending into the future, and one of the key
things dictating the future prosperity of their
customers is the calibre of management.
Bankers, in common with other outsiders, do
not have a high opinion of the calibre of law
firm management, and particularly of the
financial management which is the part that
they see most of.

Quasi-equity

In particular, they feel that in many cases
they have been cornered into providing
quasi equity and long-term capital in the
form of semi-permanent overdrafts. In the
bankers’ view, overdrafts are designed to
meet business fluctuations, not provide
permanent capital for the business. In theory
at least, they saw themselves as providing
all of the risk capital for the business without

affracting a risk premium.

Soft options

There was also a feeling that they were
being used as a soft option in that,

rather than sort out internal underlying
problems within a firm or within its financial
management, they were being used as a
first resort to fund the lock-up. The sense
was that firms would avoid tough decisions
by leaning on their bankers for additional
support. This made the bankers decidedly
uncomfortable, however pragmatic they

95



Chapter 13

96

may have been. This has been particularly
exacerbated in some quarters by the culture
of secrecy prevailing in legal partnerships,
whereby some firms felt perfectly entitled to
ask for borrowing facilities without providing
the requisite detail as to the purpose of

the funding or the financial state of the
partnership, although it must be noted that
in these circumstances most bankers would

be extremely reluctant to lend.

What changed?

Capital has become much more scarce
and expensive. This has coincided with
increased usage of previously agreed
facilities. As a consequence, the banks are
having to take a much closer look at the
profit potential of their whole relationship
with their solicitor clients.

The problem has been compounded by
the property downturn, which has reduced
the quantity of client account balances
available to be put on deposit. So, whilst
these are as keenly sought after as ever, their
weighting in the relationship has diminished.

Profitability and risk

In addition, many of the law firms themselves
have become significantly less profitable

and therefore the risk profile has changed,
which finds itself reflected in pricing and
margin decisions. Clearly, as risk increases
the banks are checking their security. With
more firms moving from partnership status

to LLP the borrower’s covenant has been
eroded and they will look to guarantees and

debentures to support the proposition.

Selectivity

The balance of power in the negotiations is
unlikely to revert for the foreseeable future.
Banks can and will be selective in those firms
that they choose to support. There is still a
view that the legal sector is a good sector

for bankers to be involved in, but the focus
on management has increased. Bankers
are prepared to support firms through
temporary difficulties provided that the firms
demonstrate a willingness to take tough

decisions and help themselves.

Interest income

From the point of view of the firm there has
been one other significant adverse change
in the banking markets in recent times, and
that has been the loss of inferest income.
For many substantial practices, the interest
income on client account balances has been
an incidental bonus. For many high street
practices, the equity partners’ profit has
borne an unhealthily close relationship to
the amount of net interest income, and the
loss of this income will be very keenly felt.
Bankers understand this and will be looking

closely at the business model of the law firm.

Banks’ behaviour

In response to this shift in the balance of
the relationship, and with a lot of adverse
publicity about the way that banks have been
behaving since the credit crunch, we have
asked a number of firms for their views on
the banks’ behaviour. In those firms where
there is a competent financial manager/
director, the response has been surprisingly
positive. The finance manager’s view

has generally been that, whilst banks are
expecting their solicitor clients o be more
disciplined in their financial management,
this is in fact a good thing and does not
cause them any great discomfort.

They are certainly not happy about being
asked to provide additional security, but they
understand the bankers’ perspective and
generally consider it not unreasonable.

Those firms which are still 1890
partnerships and have competent financial
management appear to have been largely



unscathed, except on the pricing front,
though there are exceptions. The interest
margin has increased noticeably and
there is a feeling that the banks are taking
advantage of the situation.

Arrangement fees

There is greater discomfort still about the
scale of arrangement and commitment

fees which are being levied on facilities.
These fees are at a totally different level

to those experienced in the past and there
is considerable resentment towards this.
There is a suspicion by some clients that
the bankers are using these fee increases

to make up for margin erosion elsewhere.
The bankers partly justify the increases on
the basis that the restrictions on their capital
and their ability to lend are becoming ever
more severe and there is a price to be paid
for the commitment not just the usage. They
have not done a good job of explaining the

underlying costs which they are passing on.

Extending exposure

Despite the market conditions overall there
do seem to be a small number of banks
seeking fo extend their exposure to the
sector, though they are being very selective,
and a small number of firms are fortunate in

still being courted by other banks.

What do the bankers want now?
What the banks appear to want above all at
this time and in the future is a relationship,
not to be viewed merely as a transaction
processor and a provider of raw material.

They see themselves in a relationship for
the long term, and part of the relationship
as they see it is a wide-ranging ‘open and
honest’ communication process in several
respects. They expect it o be a two-way
conversation. They expect to be told about
things that matter in plenty of time.
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Communication

The banks need to be convinced that the
firm they are backing has a cohesive vision
of its future business. This vision needs to
show an understanding of the way that legal
markets are changing and to be backed up
by credible financial forecasts which support
the firm’s view of the future.

The importance of management

and delivery

Banks want to believe that the firms that they
support will show decisive management and
that, where the future vision shows incipient

problems, that the firms will have a plan and
be prepared to take tough decisions and act
to keep the firm on track.

The projections of the kind described in
Chapters 5 and 6 should show a coherent
financial structure and be consistent with
facility requests.

Above all, banks want to see strong
financial management, which will be
evidenced by cash flow and balances on
accounts, but they will take particular note
of communication via the management
information package. They will expect
management information to be regular and
comprehensive, without being excessively
detailed, and delivered on time. They will,
now more than ever, take the time to read
and digest the information before them.

They will also keep past copies and
the past projections against which they will
compare the actual results, even if some of
the partners do not.

Those firms that want to use bank
funding to grow need to win the confidence
of their bank that projections will actually be
delivered and plans adhered to.

Multi-product relationships

What else do the banks want to see, having
been convinced that the proposition is a
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sound one and the firm is well managed?
The bank will want to back winners. They will
want to have a multi-product relationship.
This may not only extend from the overdraft
into the much sought after client funds,

but they may well also want to introduce
their specialist subsidiaries to provide the
specialist funding options as an alternative to
overdraft, where that is appropriate.

Part of the multi-product relationship
may well include the desire to offer partner
capital loans, because where they have
identified the firm as being a potential
winner they want to maximise the number
of touch points’ in the relationship and
minimise the risk of being replaced if, for
example, the managing partner or finance
director changes.

On top of this they will want to make a
margin on their lending and have the comfort,
in the absence of joint and several liability, of

relative security from their solicitor customers.

What do banks not want?
Like any partner in a relationship, they do
not want fo be taken for granted. Hence
the very heavy accent on communication
(in our research on the bankers’ side,
communication was probably the most
commonly used word in all of the interviews).
They definitely do not want surprises. The
banks accept that these are difficult times
and that not everything will go according
to plan, but they expect to be kept abreast
of the situation and to be given as much
warning as possible if extra facilities are
likely to be needed, even for a short time.
It was made clear to us that a phone call
a couple of days before a major payment
needed fo be made (salary, VAT, tax, efc.)
would receive a very, very different response
to a properly considered approach, in
advance, supported by a reasoned cash flow
projection and a brief pertinent action plan.

‘No surprises’ should be an

unbreakable rule.

Above all, they do not want to be providers
of permanent capital — quasi-equity. Even

if this means that they provide funds in a
different format, they expect to see law firms
manage their balance sheet in the same

ways as other customers.

What must you do to support a
healthy banking relationship?
If the above can be done, there should be

few problems in aftracting bank support.

Financial literacy

In the absence of that, and recognising

that historically many firms have built up
disproportionate borrowings, the first key step
is to appoint a financially literate manager
or partner o manage the relationship

with the banks. Whoever is appointed to
this role must be seen to be at the heart

of the management of the practice and
involved in key practice decision making.

If the finance director is not considered to
have this status then it will be better for

the managing partner or another of the
senior partners fo manage the relationship.
Whoever is appointed to this role of
relationship manager must not only possess
financial skills but must have a suitable level
of communication skills. The emphasis of
communication skills is not a trivial point. In
the Managing Partners’ Forum Finance Panel
survey in 2008, 50 per cent of managing
partners said that their finance director’s

communication skills were neutral or weak'.

Have a plan
It is important to ensure that there is a
properly prepared and carefully considered



plan for capital/finance structure, certainly
covering the next three years, probably
showing monthly projections for the first year,
and for years two and three either quarterly
or annual forecasts. The plan should cover
not only the main operating income and
expenses, but should also ensure that

the main one-off or cyclical outlays are
adequately covered. Plans should have
sufficient detail to highlight the main drivers
of profit and cash flow for the planned
period. Management information, including
substantiated forward forecasts and lead
indicators, must be good. It should be
comprehensive in its coverage but presented
at a summary level so that it is easy to

read and comprehend and not excessively
detailed. From the banker’s point of view,
the ability to forecast cash flow is far more
important than the ability to forecast profit.

Communicate

If the firm is planning to borrow

significant amounts of money, in whatever
configuration, the bank should be treated as
if they were a major client. In this context,
routinely including them in the distribution of
top-level information and providing a simple
running commentary will go a long way.

Making time to talk to them about the
content and being proactive is important.
This means making the phone calls and
not leaving it up to them. Above all, when
untoward events occur, give them advance
warning wherever possible and tell them
what is intended to be done about it.

Banks are in business to lend money — this
is where they make their profits. Given the need
to be more selective, the more confidence that
they have in a firm and the more trust they can
place in its projections, the more likely it is that
the firm will get the desired result.

In a competitive market there are many

firms who routinely break those rules and do
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not communicate. They do not have the kind
of information that can give confidence to
the bank. They do not have the kind of top-
quality financial management which lends
credence to their propositions. Since they

do not have credible financial forecasts they
are unable to give advance warning when
problems occur and they need to be bailed
out at short notice.

In many cases, the banks will support
these firms reluctantly and for a while
because they have no option. But
increasingly the terms will be tilted against
firms which behave in that manner and their

position will be slowly and steadily eroded.

Resolving difficult relationships

But what should be done if the relationship
is not working, even despite the suggestions
above? First, the firm must speak frankly
with the bank. It may emerge that it is not
working for the bank either and that an open
discussion can identify the problems and find
ways of rectifying them. Not all the solutions
might be palatable, but some of them may
need fo be implemented. Firms should in
any case talk to other bankers in the local
market. It is likely that for many firms there
will be bankers who are well known to some
of the partners and who would be keen to
develop a mutually beneficial relationship
even in times when capital is scarce,

provided that the firm is a sound risk.

Supplier review

Firms should be prepared to conduct a
supplier review. It is important to be well
prepared for this. Before formally opening
discussions with any other parties, a detailed
statement should be prepared of what it is
that the firm is looking for, and this should
cover the whole range of banking facilities,
including transaction processing and
perhaps credit card facilities.
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Firms should expect any incoming banker
to do a significant amount of detailed
research and be prepared to accept a
potentially very intrusive change process.
Any new banker will want to know a
considerable amount about the firm, its
prospects, the partnership (including its
cohesiveness), the management structure
and operation, the partners individually, the
partners’ personal financial circumstances
and any other matters considered pertinent
to the firm's risk profile.

Even then, in the current market a
lending bank may have little scope to offer
improved pricing. In these circumstances,
it may be far better o work to improve the
relationship with the existing lending bank,
unless this is irreparably broken. A full, frank
conversation is highly recommended.

Future prospects

The change in the relationship with

bankers will have been a major culture
shock to many firms. What are the prospects
of the situation being reversed in the
foreseeable future?

Sadly, there is little reason to suspect
that the situation will improve markedly for
many firms. There is no sign of this recession
lifting, and so long as capital is scarce
banks will see no particular reason to lend
significant sums to firms which take them
for granted and treat financial management
as an afterthought. They will have plenty of
lending opportunities elsewhere.

And then of course there is the Legal
Services Act. One thing that can be
predicted with some confidence is that
private equity firms looking to become
involved in the legal market will be much
more sophisticated in their financial
management and their management of
relationships with providers of finance,
including banks. They may not actually be

better managed, but if they do a better job
of selling themselves to the lenders, those
firms which persist in the modus operandi of
years gone by will look increasingly out of

touch and probably be out of favour.

Reference
1. Managing Partners’ Forum Finance Panel
survey ‘Role of the Finance Director’, March

2008, see www.mpfglobal.com



Chapter 14: Looking to the future -
plans, forecasts and resources

CASH MANAGEMENT in law firms is a new
discipline. In the course of research for this
publication, finance directors of large law
firms consistently suggested that financial
management in law firms is 20 years
behind the commercial world, and that cash
management is no different. Until relatively
recently there has been little need for cash
management or cash forecasting. Many firms
were so profitable that simply holding back
on distributions for a short period sufficed if
borrowing limits were approached.

But it has fo be said that in medium-
sized firms and particularly in provincial/
high street firms of whatever size, this ceased
to be the case some time ago. The boom
markets of the last 20 years meant that
many firms have grown consistently, with a
limited capital base, and have been guilty of
overtrading. Whilst that problem would be
terminal in other sectors, for law firms it has
been solved in most cases with easy access
to overdraft funds for the reasons already
stated. Bankers may well have required a
cash forecast but the situation of excess
demand for the firm’s services meant that
the basic structure of the forecasts could be
based on an assumption of comparative
certainty. In most cases the operating
constraint on the firm was not cash but
physical resources and, particularly, qualified
staff. The purpose of cash forecasting and
cash management was largely to sustain
growth. There has been relatively little
need until recently to develop complex and

sophisticated scenario planning models. The

models described here have been sufficient
for the needs of most firms so far. They are
also probably sufficient for most sizes of firm.

Increasing uncertainty

However, there is a new purpose emerging
behind the requirement for cash forecasting
and active cash management. The only
cerfainty in most forecasts now is the fixed
costs to which many firms have committed
themselves in recent years. Whilst the tracking
of matter intake and a better understanding
of matter pipelines can reduce the uncertainty
inherent in short-term forecasts (up to six
months), the increased uncertainty in demand
levels changes the underlying question that
the models are designed to answer.

Cash forecasts and cash management
procedures are now crucially required to
ensure that the fixed commitments can be
met. In the past, the consequences of failing
to plan and forecast were limited. Now not
only are there real prospects of failures, but
there are unlikely to be white knights looking
to take over every firm in difficulties. Cash
forecasting and active cash management
will need to be routine and embedded in the
normal activities of firms.

There is an irony here. Firms which
are cash rich will be able to continue for
sometime as they have always done, while
firms that are already strapped for cash
will need to incur the time and cost in both
forecasting and actively managing their cash
flow. The one alternative is a step change

in the partnership culture in many practices
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so that partners pursue cash flow with the
same vigour that they pursue new clients.
For this to happen, managing partners and
finance directors will need to educate the
remaining partners about the consequences
of failure and the concepts and practices
which underlie successful cash management.
This will put an increased emphasis on clear
presentation and communication and an

accent on user-friendly reporting.

A different forecasting process

In short, the cash management processes in
law firms will need to become far more like
those of any other business. Lawyers can no
longer be different.

This will mean cash planning will need
to start with the market and, given its current
state, this could be a disturbing prospect
for many. From a cash flow forecasting
perspective there will probably need to be
many more iterations in many firm’s forecasts
and the frequency of producing forecasts will
need fo increase. No longer will an annual
forecast suffice — for many it will need to
be quarterly discipline and for others it may
even be monthly or weekly.

By starting with known and reasonable
expectations of demand (income) and
starting from an assumption of fixed costs,
the output of a forecasting model will force
closer questioning of the resources/outflows.

Model contents and impacts

The basic assumptions underlying any model
will remain resources, capacity utilisation,
pricing and timing. By starting with the
market, attention will rapidly focus on
capacity utilisation. This is not the fime to

be carrying surplus resources. An important
secondary issue here will be to find ways of
turning fixed costs into variable. This turns
from a cash management issue info a project

management and case management issue.

The current state of the market, where
there is far greater capacity than demand
in most disciplines, can be expected to
have an impact on pricing. Any changes
in prices need to be fed straight into the
cash models and, wherever possible, any
concessions on pricing should be matched
by improvements in payment terms. The
impact on pricing may not be limited
to rates; it may also move info pricing
structures and there is evidence now that
far more clients are looking for fixed price
options. With fixed price work, the emphasis
again moves fo minimising the time elapsed
between instruction and the collection of the
fixed cash sum. Once again this will put an
emphasis on project management and case
management systems.

It is clear that new thinking is required.
As Sir David Clementi said in his seminal
report on legal services', some lawyers “see
a conflict between lawyers as professionals
and lawyers as business people”. He
continued, “If certain lawyers continue to
reject the notion that they are in business,
such complaints will continue until they are

indeed out of business.”

A call to action
For some firms, it will take a shock event,
such as the failure of a nearby firm or an
unpleasant meeting with the bank manager,
to bring about the change of thinking
necessary to effect a change in approach.
If this happens, far more attention will be
paid to the terms of trade and particularly
the terms of payment — not only the setting
up of those terms but also adherence to
them. Adherence could be improved in
several ways, ideally through a changed
partnership culture. But it is possible for the
IT systems to be enhanced to prevent time
being posted and work being done on the
files of recalcitrant clients.



Implementation of and adherence to the
collection processes could also be improved.
One way of doing this would be to set up
outsourcing arrangements for the collection
service with defined service level agreements
and responsibilities on both sides. This may
be a step too far for some firms but the
concept of service level agreement may
shock some partners into action. At the very
least, the systems should be configured to
highlight the exposure risk of both WIP and
debtors relating to non-paying clients.

Dampen down the cycles

Experience has shown over many years
that incentives and cut-off points focus

the mind to the point where partners can
almost magically produce whatever billing
levels are required to hit target. All that is
normally required is the existence of a year
end and the consequent impact on profit
distribution. If there is one thing that this
publication should highlight above all else,
it is that dampening down the cycles will
have the most telling impact on the firm’s
cash position — and will make all the future
forecasts look far rosier.

The institution of ‘quarterly year ends’,
with associated targets and effects on
drawings and distributions, is probably
the single most effective measure which
most firms can take. It would be more
than sensible to co-ordinate this with the
VAT cycle so that it does not produce four
problem months each year!

Other ways of reducing the cyclical
fluctuations, including far more interim
billing, event billing and the use of pull-
through systems where the case management
system permits, will all have a significant
impact. But in those cases where IT-led
solutions are not available, the enforcement
of the quarterly year end (a tautology, of
course) will have the greatest impact.

Cash Management for Law Firms

It may be that a project is required to
flush through debtors and cash in the first
quarter, but thereafter it should become a
matter of routine.

For most firms, this combination of
responses fo actively manage the cash flow

should produce a worthwhile result.

Longer-term implications

There are, however, likely to be some longer-
term implications of the current market and
the cash flow problems which firms are
experiencing, which will be compounded

as the effects of the Legal Services Act
implementation work their way through.

Firms will, and should, take a close look
at their work portfolio and the cash flow
characteristics of the types of work which
they take on. Some may conclude that
certain types of work should be wound down
and the existing lock-up turned into cash but
not recreated.

This has considerable implications for
partnership coherence. Individual partners
will be looking at the firm’s portfolio to
ensure that the mix will meet their own
requirements. If not, they may be looking for
another home.

The focus on cash flow profiles may
mean that firms structure themselves to get
a desired mix of transaction types and cash
flow types rather than purely based on the
legal discipline. The portfolio review will also
bring into prominence the requisite funding
structures. Those partners who understand
the availability of special purpose funding
for their work types as an alternative to
capital subscription may find themselves
gravitating towards specialist practices that
are of similar mind rather than subscribe
their own money.

Without active cash management to
ensure that the firm can exist within the

capital constraints, there is a danger of the
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stronger partners being tempted elsewhere
and creating a ‘doughnut’ firm, i.e. one
which has an outer ring but no real core. In
these circumstances, the remaining partners
could be left with a fixed cost base and
insufficient income to cover it.

In many firms the dangers of
confronting this kind of issue are probably
less than the dangers of not confronting
it, and a realisation of the cost of inaction
can bring about the necessary cultural and
procedural changes.

Capital extraction

The dangers outlined above are exacerbated
by the natural partnership issues of capital
extraction. Capital extraction can occur by
the widespread policy of distributing as much
of the partnership profit as soon as possible.
This is a normal fact of life.

There can also be deliberate and
planned capital extractions in the event of
retirements — this is an increasing issue as
many partners, particularly in medium-sized
firms, are approaching retirement age. This
is not a time fo be eroding the firm’s capital
base with the consequent knock-on effects on
its borrowing capacity. So retirements need to
be planned well in advance.

The greater dangers lie in ‘inadvertent’
or unplanned partnership departures,
where they are caused by defections or by
terminations. In firms which do not plan and
manage their cash resources carefully, there
is real danger of implosion. By taking active
steps to manage the cash flow on a regular
basis and produce clear and hopefully
positive information about the short and
medium term prospects, the chances of
damaging capital erosion can be minimised.

Viewing the prospects
One tool which can be used to highlight the
firm’s prospects is the use of an evaluated

order book. This can be created at the time
of matter take-on and as long as matters
are live, they can be seen to have a future
value. Where we have seen this concept
used, which is admittedly rare, it has
highlighted a hidden value in the firm and
usually shown better future prospects than
the partners realised.

The cost base

The current state of the market and the
uncertain future outlook for many areas of
law will force closer questioning in cash flow
forecasts about anything which increases the
fixed cost base. In many businesses which
reach maturity, the cost structure develops

on a kind of ratchet effect, in the sense that
costs often seem to be capable of going up
but rarely is there any easy reversal of the
process. Detailed cash flow projections will
highlight the risks to be taken, for example,

in taking on additional property commitments
for opening branch offices. In many cases,

if there is a suitable exit route, the project

will hasten the decision to reverse out of
commitments. They may well also highlight
the opportunities for turning fixed (salary) costs
into variable costs by selective outsourcing of

activities at times of peak capacity.

Model complexity
A high degree of uncertainty will put a focus
on the development of greater sophistication
in forecasting models and particularly so if
the profit margin is eroded and the balance
between costs and income becomes tighter.
Far greater systems integration will be
needed between practice management/
case management systems and financial
management systems. The cash
management capabilities of most legal
accounting software are lamentable and
even the larger firms find it difficult to track
the conversion of forecast into actual figures.



As the focus of attention on cash
management increases, it is likely that
software houses will develop bolt-on
modules fo improve both cash management
and cash forecasting. This would be a
very desirable development. The better the
systems, the better the models, the better the
forecast and the greater the credibility banks
would give fo the projections supplied, which

will reflect itself in the financing capacity.

Maintenance to access funds
Other than the major relatively cash-rich
firms, it will become necessary not only to
maintain an obvious and visible control over
the cash flow but also to present credible
planning models, although the Legal
Services Act provides cause for concern. As
Larry Ribstein notes, it is hard to see how
the current, largely overdraft-funded model
could survive the conversion to limited
company status which may accompany
multi-disciplinary practices, alternative
business structures and legal disciplinary
practices?. Banks will certainly be looking
closely at the levels of lock-up inherent
in any forecasts and financing requests
shown to them and may well be minded to
recommend in some firms either a controlled
tightening of lock-up or perhaps even gentle
assistance in the process of consolidation
in the legal sector. Whatever happens, it
is inevitable that the increased risk in the
sector will be priced into the lending terms
and, whether the initiative of the banks or
of the firms, it is likely that far greater use
of specialist funding products will be made,
even if at a higher price than overdraft.
Firms will certainly have to consider the
cost of capital; it will no longer be effectively
free. But most firms start from a position of
an endowment of excessive lock-up and this
can be used in many cases to provide an
orderly transition to their chosen future.

Cash Management for Law Firms

Cash management may be a novelty in
many law firms at the present time: in the
future, it will be a necessity.

Reference
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Case studies






Case study 1: Using case
management to pull cash forward

THE FIRM is a personal injury firm with a
turnover under £5 million. The firm operates
exclusively with partners, qualified solicitors
and qualified legal executives, rather than
‘call centre operators’, and has used case
management technology fo help fee earners
improve their financial performance. In setting
up the system the firm paid considerable
attention to the issue of detailed matter type
coding. For example, it separated road traffic
accidents, trips and slips, accidents at work
and holiday claims. The other axis of the
matrix is the personal injury track that each
type of claim would follow (predictive fee,
fast-track, multi-track, catastrophe).

The case management system identifies
15 successive milestones to be passed, from
‘start’ to ‘winning the case’ (it does not
prescribe the exact precedents to be used
between milestones — the firm takes the view
that it employs competent lawyers to do that).

For each of the major combinations
of matter type and track, the firm has
established the amount of time elapsed
between the milestones, providing the firm is
operating efficiently. This has been based on
historical evidence, estimates by the solicitors
and legal time limitations. Note that time
elapsed is the key, not the time taken in
chargeable hours. The system allows every
fee earner at any point to see what milestone
any matter has recorded.

Fee earners use this for their diary
planning and the incidence of out of time
issues has effectively vanished. The fee

earners are organised into small groups,

with group leaders co-ordinating four or
five fee earners each, and the system is
configured so that if any items fail to meet
the milestone on time the group leader is
aware and can take action. This has been
useful in ensuring that where staff are absent
for any reason (holidays, sickness, maternity
leave, etc.), the matter is not delayed, as it
can be passed to another member of the
team for an individual task to be carried out
and then returned to the matter fee earner.

This relentless attention to time elapsed
has had a number of effects. From the
compliance side, it has not only avoided
deadlines being missed, it has also helped
the firm to obtain advantageous professional
indemnity insurance.

The firm believes (and statistical analysis
is becoming a key issue in the firm) that it
has enabled it fo win more cases, by putting
relentless pressure on the other side —
therefore having an effect on the fee income.

Combined with other measures
described below, it has reduced the average
time taken for each type of case to pass
from ‘acceptance of case’ to ‘winning the
case’. The firm has also taken further steps
to pull matters forward. Once judgment
has been obtained, the matter is passed
from the fee earner to an in-house cost
department. This was initially resisted by
some fee earners, but that resistance has
melted away as the results have improved.
The cost department uses the same case
management system, but the matter is
entered as ‘matter 2’ and follows its own
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15 milestone process — the last milestone of
which is banking of payment.

Every case is enfered on this system as
‘matter 2" once judgment is obtained, with a
known value of the claim based on the WIP
already on the system, adjusted for success
fees. The time taken for each step in the
costs process is tracked relentlessly and is
continuously being improved.

This is a very creative example of the use
of short control KPIs in the legal practice.

It also illustrates the difference between
operational KPIs and management KPls.

All of the costs team are monitored on an
exception report which identifies any matters
that have passed their milestone date. They
are incentivised and rewarded partly on
their ability o avoid exceptions. Whilst the
control is operated on an exceptions basis,
the overview indicator is that of average time
elapsed between milestones.

One of the benefits of operating this
approach on the core business system, which
does have a reasonable reporting facility,
is that all of the matters at each milestone
stage can be aggregated, and so the total
value of claims in the pipeline is immediately
apparent to the finance director. Given the
understanding of the time elapsed from each
stage to completion (and not all claims go
through all stages, as many are settled prior
to hearing), the finance director can predict
the cash flow several months ahead with
considerable accuracy.

There have been several benefits
accrued as a result of this approach. The
average fime taken from acceptance to
collection has reduced; fee earners and
partners have been able to concentrate on
legal work rather than cost negotiation; even
more entrepreneurial partners have adopted
the consistent milestone approach; the firm's
overdraft has reduced by the equivalent of

approximately two months’ turnover in less

than two years, even though the practice
turnover has increased by 15 per cent in
that time; and the visibility of information
and the consistent achievement of cash flow
projections has cemented the relationship
with the bank, meaning that funds are

available for further expansion.



Case study 2: Disbursement funding

THIS CASE study comes from the same firm
as Case study 1. The firm has been using
disbursement funding schemes for a number
of years and, when a new finance director
was appointed approximately four years
ago, they decided to review the schemes’
revolving facilities, some of which they had
not been happy with.

Previous schemes had been related
to individual matter funding and the firm
had found that the true cost of the funds,
taking into account administration fees from
the lender and the internal administration
costs in drawing down against each file
(none of which were recoverable), had
proved a drawback.

The firm selected a specialist broker to
survey the market (the broker having been
known to the finance director for a number
of years), and at that time a wide range of
facilities were available.

The approach that the firm has taken has
been to take out three year disbursement
funding loans, which have been sourced
from specialist subsidiaries of clearing banks.
The loans do not operate on a revolving
facility basis (due to the administration
fee issue described above) but are taken
out as term loans, and the repayment of
the loans has come from the recovery of
disbursements on successful cases. It is
the firm's practice to have several loans of
differing maturities and to seek specialist
funding equivalent to 50 per cent of the
value of disbursements locked up in the

balance sheet.

The original loans were taken out at
a time when there was plentiful funding in
the market, major competition, and rates
(albeit slightly over overdraft rate) were very
competitive indeed. By the time the firm
reviewed its latest disbursement funding
requirement, the market had clearly changed
and there was considerable unease as
to whether such specialist facilities would
be available and, if so, on what terms.
They were pleasantly surprised to find that
the terms and conditions were generally
unchanged, although the price of the funds
had increased significantly. There is now
a noticeable difference between the cost
of the overdraft funds and the cost of the
disbursement funds.

The firm’s broker told them that the
market had absolutely no appetite for firms
with fewer than five partners, but that firms
with five partners or more and a good
repayment record, as well as evidence of
strong management, were being actively
sought by lenders.

Clearly this firm met the criteria and has
been able to access this year’s tranche of
funding. Possibly because it has used the
same broker for a number of years, the
process has been very quick and painless. The
proposal documentation was straightforward
and the decision was almost instantaneous.
The finance director ascribes this as much to
the building of a relationship with the broker
as to the firm’s good credit history.

As an aside, the finance director also
pointed out that the firm had ensured that
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its main bank, which provides the overdraft
funding, was aware of the approach it

was taking to disbursement funding and
was happy with the approach being taken.
Again, this is considered to be a significant
benefit of maintaining close working
relationships with the bank and keeping it
informed at all stages.




Case study 3: Reviewing the

work-type portfolio

THIS CASE study involves a provincial
firm which started out with more than ten
partners as a full service mixed practice.
Approximately five years ago the practice
split and the property and private client
teams largely separated from the business
and commercial teams. For various reasons
at that time the family department stayed
with the commercial practice (and included
a legal aid franchise).

The head of the family practice, who
was known as a formidable advocate,
had operated a substantially legal aid
practice and had a strong reputation in the
locality. However, following the split, rather
than develop a private family practice he
was encouraged by the other partners to
develop a commercial litigation practice.
Although he was the titular head of the
family department, in practice the day-to-
day operations were managed by another
solicitor. As the rest of the firm prospered the
family department largely stood still. It was
considered to be profitable, just, but as the
rest of the firm moved forward very rapidly,
the family department was increasingly seen
to be a drag. Apart from the financial impact
there was a sense that a disproportionate
amount of time at partnership meetings was
being spent on the family department and
relatively little seemed to happen as a result.

Matters came to a head when the
finance director produced a detailed split on
the firm’s profitability and lock-up employed
on a departmental basis, including a

forthright assessment of the degree of

potential write-offs buried in the lock-up
figures. The normal chargeable hour and
billing measures had produced reasonable
but not good indications. There was a sense
that chargeable hours were being built up
and creating a problem in the WIP and that
there was a lack of discipline in running

up time on the private client matters, which
would result in debt collection problems at a
later stage.

The conclusion was reached that
although the family department was just
profitable it was tying up far too much cash
and taking up too much management time.
As a result of this analysis the firm suggested
to the family solicitors (without impugning
their capability as lawyers) that they should
seek a more appropriate home in a firm
which already had a worthwhile private client
and family practice.

By organising a friendly transfer to a
suitable home and transferring the files,
with Legal Services Commission (LSC)
approval where relevant, lock-up equivalent
to approximately five weeks” whole-firm
turnover was released from the balance
sheet. In practice, the cash raised was less
than this because the write-offs were at
least as bad as the finance director had
anticipated. Nevertheless, the practical
impact was that approximately three weeks’
cash was raised and a more united and

coherent firm has emerged.
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Case study 4: A boost to results

THIS CLIENT is a firm with fewer than 20
equity partners, in central London. It is
well-managed and well-respected and has
enjoyed a period of growth in turnover,
partners and profitability. Early in 2008,

as the economy started to turn down and
the credit crunch began to take effect, the
managing partner felt that the likelihood of
maintaining the run of increased profits was
very slim (the firm was already substantially
down on its year-to-date results) and

the state of the economy meant that the
following year was unlikely to be any better.
In retrospect, how right he was!

As managing partner, the other partners
were looking to him to do something to boost
the results and defy the downturn. After a
deep and thorough analysis of all of the firm’s
management information, a detailed report
was produced which identified the issues
and opportunities. The report also outlined
ten areas of action which would provide
sustainable improvements in results, all but
two of which could be started immediately.

Two key parts of the short term
programme were billing and debt collection
and a third related to the elimination of
disbursement write-offs.

The managing partner presented the
report at a partners’ meeting and nine of
the ten recommendations were accepted.
Wilkinson Read was asked to help with
implementation of three of them and the
remainder were handled in-house.

Over the next four months, the firm
generated over £200,000 more profit

than expected and cash flow was also very
strong, so that, conservatively financed
as ever, the firm finished the year with no
borrowings. Profit improvements came
from a number of changes including billing
processes, back office procedures and some
limited staff savings.

Not only did the firm end the year on
yet another profit increase (albeit a modest
one), but it is so far riding the downturn with

less disruption than most firms.
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Case study 5: Getting a small firm

back on track

THIS CASE study concerns a high street
firm, which had the old three-legged stool
mix of conveyancing, legal aid and general
private client work, with an element of
commercial property. The firm needed help
following a difficult period of more than

two years. One of the founding partners
had retired and the replacement had not
brought the same degree of control and
direction to the activities of the firm. Some
of the departments, particularly the legal aid
departments, had become very, very busy but
had not been managed.

The matter starts had been considerable,
but not all matters were being progressed
satisfactorily to completion. Furthermore,
the LSC had inadvertently overpaid the firm
and wanted its money back — which was not
available. The firm was not profitable, not
generating cash, losing good people and, in
some areas, not maintaining its reputation.

An initial analysis was carried out which
included interviewing around 30 per cent of
the people in the firm. More than 50 action
points were identified and grouped under ten
headings, including financial management,
management of the partnership, people
issues, IT and negotiations with creditors.

Ratio analysis identified that the most
important underlying issue was one of
people performance: too many people were
producing not enough output.

The obvious thing to do would be to cut
back on staff and institute immediate cost
savings. However, the analysis had identified

that previous cutbacks had caused much of

the problem. The lack of profitability had
led to a lack of salary reviews and non-
replacement of good people who left. So
the exact opposite approach was taken. A
very focused programme was put in place of
file completion, billing and collection, which
not only generated the cash to satisfy the
lenders but also meant that the remaining
good staff were able to be paid more and
those staff who were not up to scratch were
able to be replaced with better, albeit in
some cases more expensive, staff. A vicious
cycle of decline was turned into a virtuous
cycle of recovery.

One of the key elements in this was
getting the individual partners to agree to
take responsibility for specific aspects of
the recovery programme. This included
one of the partners, although with no direct
accountancy training, taking responsibility
with external help for strong, hands-on
management of the firm’s finances.

Within a relatively short period, all the
creditors had been paid in full, the firm’s
overdraft had come well within manageable
levels, its reputation was recovered and in
some areas the firm is continuing to grow

and take on significant new clients.
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Case study 6: Project and process

THIS FIRM is a provincial firm with more
than 20 partners. The firm is approximately
30 years old and is widely respected in

its area for its quality of lawyers and as a
successful business. The practice is a full
service practice covering a range of both
private client and commercial disciplines.
There is a strong tendency to promote
from within and the firm has a high calibre
finance director who is expected to handle
everything except the law.

The firm is now in the hands of the
second generation of partners, and the
transition from founding partners to the
second generation was not entirely smooth.
The high standard of training meant that
the quality of legal service had increased
through the years, but not all of the more
recent partners had the same degree of client
management skills as the founders, exhibited
in increasing levels of seemingly intractable
lock-up and a shortage of repeat clients.
The project was commenced to address all
the aspects in the practice pipeline — getting
more clients, winning more business and
improving efficiency (in a way similar to Case
study 1) — and fo reduce lock-up.

The overall strategy was to start by
addressing debtors and WIP to generate cash
flow to be re-invested in upgrading case
management and devoting more resource to
marketing and client management.

The initial analysis provided some
surprises. The perceived across-the-board
intractable problems were not in fact all
intractable, nor across the board, and

analysis of the WIP showed that in fact the
firm had been a victim of its own success.

The lawyers had developed an excellent
reputation for handling catastrophic injuries,
whether clinical negligence or personal
injury. This manifested itself in very long term
cases of high value, and the prevalence
of these cases distorted the WIP figures. It
was decided to strip these figures out and
address the other WIP issues separately.

Catastrophic injuries matters are subject
to a programme to reduce the timeline from
four years to three, and the lead partner in
this area is mentoring the other lawyers in
the time management aspect.

Once the catastrophic injuries had
been stripped out of the WIP analysis, the
remaining intractable and problematic WIP
was found to be concentrated in a small
number of fee earners. The culture of the
firm has always stressed putting the client’s
interest first. Unfortunately for some of the
better lawyers this had extended into a lack
of attention to billing.

The managing partner has taken
personal responsibility for working with the
main culprits and not surprisingly his close
aftention is having results — although in
some cases his authority is being used to
write off the irrecoverable WIP

The detailed analysis of debtors also
showed a complex picture, including
a tranche of debt which had been on
the books for over 12 months. The one
credit controller for the whole firm was
overwhelmed and had been unable to
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prioritise, so a multi-track strategy was
adopted and a team approach taken.

The credit controller was allowed to
concentrate on the recovery of the old and
seriously problematic debt, with full time
assistance of a trainee in the litigation seat.
This not only provided additional support
for the credit controller but also provided
excellent experience for the frainee.

A secretary with acknowledged
high-quality client communication skills
was seconded from the (quiet) property
department to address the short term debt
(under three months) in a systematic way
— primarily using telephone contact and
supplemented by programme letters. The
middle ground was addressed by another
litigation seat trainee. Within weeks, major
inroads had been made into the short-term
debt and that rapidly reached a level which
is unlikely to be improved upon significantly.
The issue with the medium-term debt (three
to 12 months) has been a doamage reduction
policy and that has produced steady but less
spectacular results.

The very long-term problem debt is
obviously in many cases more infransigent
and the processes take longer. Steady
progress is being made, with judgments being
obtained regularly, but not all of the clients
are in a position fo pay and so enforcing the
judgment will take a little while longer.

The combination of these approaches
in the first three months produced lock-up
reductions of approximately five per cent per
month. The succeeding periods have showed
slower monthly reductions in the range of
two to three per cent.

This highlights the impact of the twin-
track approach of project and process.

The 90-day project can expect to achieve
higher levels of results in the short term, but
continuous improvement is dependent on

there being a solid process in place.




Case study 7: Client categorisation

THIS FIRM is a 20 plus partner firm in
central London dealing with a mixed
portfolio of clients including high net worth
individuals, owner-managed businesses

and large corporates. The range of services
offered involves some very successful
specialist niches. However, over a period

of years the variety of practice had meant
that there were no systematic approaches to
managing the lock-up, which had reached a
level equivalent to eight months’ turnover.

The managing partner decided to
appoint an Institute of Credit Management
qualified revenue manager, reporting directly
to him, who was tasked with improving both
the billing and collection. This manager
had to build his own relationships with the
partners and succeeded more with some than
with others, but the overall effect on lock-up
was initially successful, primarily through
force of personality rather than process.

The next step change in improvement
was achieved by setting up a system of
categorisation and coding and applying
distinct processes to each category. Partners
were given the choice of managing their
own billing and collection or devolving
responsibility to the revenue manager who in
turn divided ‘his’ clients into two categories.

The corporate clients were managed by
a junior credit controller whose primary task
was to build a relationship with the accounts
payable department and progress the bills
through the clients’ systems.

Where the revenue manager’s clients

were either owner-managed businesses

or high net worth individuals, the matters
undertaken tended to be of high value

and significance and therefore these were
handled totally differently, with regular
personal contact from the revenue manager
and active support from the partners. It has
to be said that some of the owner-managed
businesses were extremely entrepreneurial
and a full range of credit management skills
were needed to achieve success.

By segmenting clients on this basis, a
further step change in the lock-up levels
was achieved. It was inferesting to note at
the last year end that whilst the firm still had
an uncomfortable level of aging WIP and
debtors, most of this was concentrated in
the work for which the partners had elected
to retain responsibility. Where professional
credit management was involved the results
were noticeably better — even where the work
types and client profiles were similar.
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Case study 8: The simplest solution

THIS FIRM is also a 20 plus partner firm in
central London but operates very differently
indeed to the firm in Case study 7. The firm
is very focused, very successful and extremely
well known in its niche and at all times
strives fo keep the management of the firm
as simple as possible.

The partnership is very cohesive and
all partners actively take responsibility for
achieving results not just in billing but also
on the cash management side. Despite its
size and revenue levels, the firm operates
very successfully without a finance director
but has a long established managing partner
who is very financially literate, having been
thoroughly trained for the managing partner
role, and has an acute sense of cash flow.

No firm is perfect, however, and whilst
three quarters of the firm achieves well
balanced results, one department had
experienced a series of problems. They
were not solely financial problems but they
did manifest themselves in an element of
write offs, bad debts and slow payment, for
a time, although these have now largely
been solved.

The value of the simplicity and
cohesiveness can be illustrated by the debt
management process.

Every partner is responsible for collecting
his own debt. Debts are not expected to
reach 90 days. Every month the managing
partner receives a schedule of all debts
over 90 days throughout the firm. It is not
usually a long list, and because of this the

managing pariner makes time to personally

speak to partners concerned about every
individual debt which has reached that stage.

He claims to be very tolerant and
understanding. After all, he has been a fee-
earning partner for 35 years. He politely
enquires of the partner concerned what has
been done in the last month to resolve the
problem. The next month he will follow the
same process, asking what has been done
to resolve the problem. If the answer is
‘nothing’, the resulting discussion could be
described as ‘full and frank” and is generally
not one expected to be repeated.

This system produces extremely good
results for two reasons. Firstly, the partners
have a clear understanding of their
responsibilities to the firm and regularly
and consistently do their best to deliver. The
firms knows what it is about and everyone
understands. The second reason that the
system works is that problems are nipped in
the bud and not allowed fo fester. In many
respects there is not a process other than the
personal intervention of the managing partner.

This is an extremely good illustration of
the ‘KISS’ (keep it simple, stupid) principle.
Unless the most carefully constructed
processes and systems are willingly
implemented by partners, they will not
match simple systems supported by the

determination of partners to deliver.
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