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There were 18 law firm dissolutions during 2009, including at least two high profile
failures -- Thacher Profitt & Wood in January and Wolf Block in March. This number
was equal to the number of dissolutions recorded in 2008 but slightly lower than the
22 dissolutions in 2007.

A Look Ahead at 2010

Although, as previously noted, there was an upturn in demand during the fourth
quarter of 2009, we expect that the economic recovery during 2010 will be quite
gradual. While we anticipate further improvement in demand for legal services —
particularly in areas like M&A and other transactional practices — that demand
growth will be tempered by pricing pressures that we expect to be even more se-
vere than in 2009. Another factor inhibiting revenue growth, at least in early
2010, will be the depletion of accounts receivable (A/Rs) that occurred at year
end in many firms. Citi’s report indicates A/Rs declined by 3.2 percent for all 193
firms in the survey and 4.5 percent for the AmLaw 100 firms. Accordingly, we
project that law firm revenues will be flat to only slightly higher for 2010.

Although law firms did a good job at paring back expenses during the past year —
through both staff reductions and aggressive cost control measures — with rev-
enue growth likely to be modest at best, more cost cutting will become the norm.
For most firms, this should include looking carefully at the ranks of partners, both
income and equity partners. During the years prior to the current downturn, the
number of partners in firms was actually growing at a pace faster than the num-
ber of total lawyers, meaning that many firms became “over partnered.” During
2010, many firms are likely to begin addressing this issue using a variety of tools



including sharper compensation differentiations, early retirement packages, and
“tough love” conversations. We expect to see a general paring back of the ranks
of income partners across the market, as well as a general weeding out of mar-
ginal equity partners.

During the current year many firms will also face challenges around their lever-
age models. The significant downsizings that firms instituted in 2009 (focused
particularly on their associate ranks) resulted in a deleveraging that, while helpful
in maintaining profits during the past year, could become problematic in the fu-
ture. Facing a period of constrained demand, firms will need to recalibrate their
leverage models, perhaps incorporating greater numbers of non-partner track
associates or other categories of staff attorneys, contract lawyers, or even out-
sourced resources.

With the combined effects of slowly increasing demand, continued aggressive ex-
pense management, and fewer equity partners, we forecast that profits per equity
partner for 2010 will be flat to up 5 percent across the market. There will, of course,
be variations depending on location, practice and client mix, market segment, etc.,
and some firms will undoubtedly see declining profits in the current year. In general,
we expect that AmLaw 100 firms will continue to be more challenged by the linger-
ing effects of the economic downturn than AmLaw 2nd 100 firms.

After a ramp up in law firm debt at the end of 2008 and modest increases during
2009, we believe that debt levels will begin to decline in 2010. At the same time,
we expect that most firms will continue to increase their capital requirements, fol-
lowing a trend that began in 2009.

A Look at the Deeper Issues

As law firm leaders have struggled with the effects of current economic realities,
many have also begun to ask a deeper question — whether the current downturn
is a cyclical “blip” (a normal phase of the business cycle) or a harbinger of more
fundamental and long-lasting changes in the legal market. In our view, a persua-
sive argument can be made that the latter is the case.

The fact is that the extraordinary prosperity of the legal market in the 1998-2007
period was largely driven by one factor — the ability of firms to raise their rates 6-
8 percent every year. If, as we believe, the era of such easy year-on-year rate
increases is over, then the implications for the economics and structure of law
firms are quite serious.

The profitability of a law firm is fundamentally driven of course by the external de-
mand for legal services. But it is also powerfully influenced by five internal factors —
leverage (including the number of lawyers and the categories in which they fall),
productivity, rates, realization, and expense management. Prior to the onset of the
current downturn — during the period 2001-2007 and, with the exception of the brief
recession in 2000-2001, arguably even longer — four of these five internal factors
were either negative or sluggish in consistently driving profitability.
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Productivity. The high point of law firm productivity was in the
late 1990’s, when average annual billable hours for associates in
many firms were hitting 2,300 to 2,500. Those levels of
productivity collapsed with the recession of 2000-2001 and, while
they bounced back somewhat at the end of that recession, law
firm productivity has declined fairly steadily ever since. Indeed,
according to Citi Private Bank Law Watch statistics, the
compound annual growth rate (“CAGR”) for law firm productivity
during the 2001-2007 period was a negative 1 percent.

This negative growth in productivity, even during the “boom”
years preceding the current downturn when demand was
growing at a healthy rate, was driven to some extent by
associate pushback on the unsustainable billable hour
requirements in many firms.

Leverage. During the years prior to 2008, law firms grew
leverage in response to high demand. In Citi’'s Law Watch data,
firms increased leverage from 2.32 in 2001 to 2.72 in 2007.
Firms hired more associates, in part to make up for declining
productivity, and they made income partners at a faster pace
than the firms themselves were growing. As a result, leverage
became considerably more expensive.

Realization. In the years immediately preceding the current
downturn, realization rates began dropping, reflecting increasing
client demands for discounts and resistance to “premium”
arrangements. Citi Law Watch showed a small but steady
decline in realization during the 2001-2007 period.

Expense Management. Also in the years prior to the current
downturn, law firm expenses were growing at a rate well above
inflation (9.5 percent per year from 2001 through 2007 per Citi
Law Watch). The principal drivers were significant growth in
lawyer and non-lawyer headcount and rapidly escalating
associate salaries, followed by space and technology costs.

Consequently, during the years of rapid growth and expansion preceding the current
economic crisis, law firm profitability was consistently driven by rate increases. Had
firms not been able to raise their rates 6-8 percent every year during this period, the
economics of the “boom” years would have looked very different.



As a result of the cumulative effect of these annual rate increases, the overall
cost of legal services grew exponentially — ultimately to a point that strong client
resistance became inevitable. Chart 10 below shows the increase in legal mar-
ket revenues in the ten-year period from 1999 through 2008, compared to the in-
flation rate during the same period. As can be seen, with the exceptions of the
brief recession in 2000-2001 and the current economic downturn, legal market
revenues have risen at a far faster rate than other costs in the general economy.

Percentage Change in
Legal Market Revenues vs. Inflation (1999-2008)
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Given these patterns, growing client resistance to annual law firm rate increases
in the 6-8 percent range is hardly surprising. Indeed, as previously noted, there
were signs of such client pushback even before the current downturn. The effect
of the current crisis has been to accelerate — and perhaps even exacerbate —
this client resistance. It is highly doubtful that such resistance will abate as the
economy begins to improve.

We believe that it is increasingly clear that, for the foreseeable future, we are
likely to be dealing with a buyer’s market for legal services in which clients will in-
creasingly focus on the overall value of the services they receive. That means
that we are likely to see:

Little client tolerance for “routine” rate increases;

Expanding use of competitive proposal processes;
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For billable hour based matters, increasing demands for
discounts, blended hourly rates, capped fees, multi-year fee
arrangements, etc.;

Expanding use of alternative (non-hourly based) pricing
arrangements; and

A growing determination to bring the economic interests of the
client and the law firm into better alignment.

It also means that clients will be increasingly focused on considerations of effi-
ciency and cost effectiveness in the delivery of legal services. Prime evidence of
this trend is the growing willingness of many clients to “disaggregate” legal serv-
ices — in both litigation and transactional matters — to achieve efficiencies through
the combination of their traditional law firms with lower cost service providers.
The exponential growth of legal outsourcing firms also confirms the growing de-
termination of clients to force efficiencies in the delivery of legal services.

Over the next several years, we believe that firms will need to respond to these
challenges by implementing new models for the pricing of legal services; for the
design and management of better legal work processes; for the recruitment, man-
agement, and retention of professional talent; and for partnering with other serv-
ice providers to improve efficiency in service delivery. Indeed, many firms have
already begun experimenting with such new models.

Interestingly, some of these new models may require firms to re-think their willing-
ness to undertake so-called “commodity” work. Historically, many firms have es-
chewed such activities preferring to target more “customized” work that was
regarded as of higher value. Growing client insistence on efficiencies in the deliv-
ery of legal services, however, combined with increasingly sophisticated technology
may well force a redefinition of commodity work and underscore the importance of
all firms (including high-end ones) being able to deliver more standardized work
products along with their more specialized services.

Obviously, implementing any major change in a firm'’s structure or in how it con-
ducts its business is a complex and potentially hazardous process since changing
any single component can have “ripple effects” that impact many other areas of
the firm’s business. Moreover, most of the changes that we are likely to see in
the next few years will require significantly more management direction and over-
sight than law firms are accustomed to exercising over their affairs. And that in
turn will require serious behavioral and cultural changes in many firms.

The key point is that law firm leaders and managers must understand that the
world has changed. The focus on growth and expansion that drove law firm
strategic and management decisions for the decade preceding 2008 has been re-
placed with a different imperative — the necessity of focusing on efficiency in the
delivery of legal services.



This change will require a fundamental reorientation in the way that law firm leaders
and managers think about their businesses and their roles. Firms that take these
challenges seriously and embrace the changes that will be required are likely to pros-
per in the years ahead. Those that choose to ignore this fundamental shift in the
market and go back to “business as usual” as the economy begins to recover are
likely to find themselves increasingly out of step with their clients’ expectations and at
a growing competitive disadvantage.

The Need for Better Performance Metrics

There is a management adage that “what gets measured gets done.” If, as we
argue, the economics and work processes of law firms are likely to change sub-
stantially over the next few years, moving toward an increased emphasis on effi-
ciency and cost effectiveness, then it will be necessary to come up with new
measurement tools to help law firm leaders — as well as their clients — judge the
performance of lawyers and their firms.

While it will obviously take some time for new metrics to be developed and adopted
widely across the market, it seems to us that there are a variety of potential options
that should be explored in at least seven different management categories, as set
out in Chart 11. We should note that some of these new metrics will be unfamiliar to
many readers, but they all represent potential measurement tools that have been
proposed by various observers of the legal market.
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Chart 11
Current and Possible Future Performance Metrics”’

Management Category

Today’s Key Metrics

Possible Future Metrics

Firm Performance

Profits per Equity Partner
Profits per Partner
Revenue per Lawyer
Profitability Indices
Leverage

Realization

Profit per Employee

Extended Leverage

Return on Capital/Equity (accrual basis)
Risk-Adjusted Performance

Profit per Share (in excess of partner “salaries”)
Value of Income Stream

Expense Management

Expenses per Lawyer
Staffing Ratios

Functional Expenses per Lawyer

Efficiency Index

Return on Assets
Employees per $1 Million
Compensation per $1 Million

Practice Performance

Fees and Growth
Realization
Utilization
Leverage

Matter Profitability

Matter Contribution to Profit/Margin
Practice Contribution to Profit
Profit per Practice Member

Profit per Employee

Market Share

Extended Leverage

Profit Contribution by Client Decile

Partner Performance

Originations

Working Attorney Fees
Realization

Billable Hours
Leverage

Profit per Share of Practice Managed

Total Profit of Work Originated or Managed
Unit Cost of Work Originated or Managed
Client Satisfaction Rating

Employee Satisfaction Rating
Cross-Selling or Cross-Working

Client Development/
Market Strength

Client Turnover Rate
Client Diversification Index
Fee Growth

Realization

Originations

Brand Strength
Wallet Share for Target Clients
Growth in Share for Target Clients

Balance Sheet and Risk

Capital per Partner

Value Index/Firm Valuation

Debt per Partner Return on Capital
Debt/Equity Ratios Risk Index
Debt/Net Fixed Asset Ratio

Management and Leadership PPEP Growth Market Share Growth

Fee/Revenue Growth
Turnover
Firm Rankings

Leadership Index

Client Satisfaction Index

Return on Human Capital
Employee Satisfaction Index
Management Value Index (value/cost)

7 A number of the metrics that we list as “possible future” measurement tools are already being used in
several firms and by banks, consultants, and other service providers to the legal market.



Our experience shows that some of these innovative metrics are already having a
material impact on improving performance in a number of firms. It is important to
emphasize, however, that measuring the health and effectiveness of a law firm re-
quires the use of several different measurement tools — including both financial and
non-financial performance assessments. In our view, one of the serious misuses
of metrics in the past few years has been the overreliance on profits per equity
partner as the defining index of a firm’s value and quality. Going forward, more
flexible and comprehensive tools will be required to measure the ability of firms to
deliver the kind and quality of legal services that clients will demand.

The years 2008 and 2009 have been pivotal ones for the legal industry, which
has experienced the most challenging economic environment in half a century.
The fact that law firms suffered less than virtually any other industry sector is a
tribute to the resiliency of the legal industry but also raises a potential concern.
Those firms that become complacent and believe that we will inevitably return
to 'business as usual' as the economy recovers will fail to see that the industry
faces a deeper set of issues -- a shift toward a buyer's market and a growing
demand for greater efficiencies in the delivery of legal services. As we begin to
come out of the current downturn, it will be more important than ever for law
firm leaders to remain strategically focused and to understand the fundamental
changes that are impacting the industry. As always, we stand ready to assist
our clients in negotiating through these new and uncertain waters.
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Hildebrandt Baker Robbins is a multidisciplinary consulting firm, helping professional
service organizations plan, implement, and achieve their management and strategic
goals. Hildebrandt Baker Robbins’ expertise in professional services firm management is
unmatched. This, combined with the company’s reputation for helping firms implement
practical solutions, has made Hildebrandt Baker Robbins a consultant of choice for many
of the world’s leading professional firms. Hildebrandt Baker Robbins is a business unit of
West Publishing Company and part of Thomson Reuters.

“Citi Private Bank” is a business of Citigroup Inc. (“Citigroup”), which provides its clients
access to a broad array of products and services available through bank and nonbank affil-
iates of Citigroup. Not all products and services are provided by all affiliates or are available
at all locations. The information collected via the Law Watch Annual Survey of Law Firm Fi-
nancial Performance and Law Watch Managing Partner Confidence Index Survey are confi-
dential and are never reported in a manner that permits the identification of data from any
particular law firm. The survey results are based on information received from participating
law firms and are presented without representation or warranty of any kind. The surveys are
an analysis of data provided to Citi Private Bank and do not constitute an offer by Citi Pri-
vate Bank to provide individual advice. These surveys reflect the aggregate opinions of the
participating firms and are not intended to be a forecast of future events or a guide to any
individual firm’s business decisions.

The Law Watch Managing Partner Confidence Survey and Index are based on patent

pending analytical models. Citi and Citi with Arc Design are trademarks and service marks
of Citigroup Inc., and are used and registered throughout the world.
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