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some thoughts on dynamics in the legal services industry

John Ettinger
Davis Polk & Wardwell
“More often history does not repeat itself but it sure does rhyme a lot,” Mark Twain is famously claimed to have said. The fact that he probably never said this may suggest that there is enough truth to the concept that it survives its dubious origins.  Given that change is almost by definition continuous, there is certainly something to the notion that a lot of what we face at any point in time is not entirely, or perhaps even substantially, new.  It is quite possible that most eras overstate the relative novelty of the issues – and therefore the changes – that they confront.  It took me approximately five minutes to find an excellent academic study of the strategic trends in the law business written quite some years ago that contained the observation that the prior years had been largely static but real change might be imminent.  I suspect that there are a lot of writings at almost any time to that effect.  Actual paradigm shifts are probably a lot rarer than their identification.

The Dynamics of Identifying and Responding to Change
However, real change is inevitable and a crucial part of professional and economic success is identifying important trends and responding to them appropriately.  A friend of mine who teaches at the Columbia Business School has mentioned that he is greeted every day by a sign that reads “If change does not affect how you teach then you are teaching history.”  Successfully identifying trends is of course hard even when in hindsight the answer seems obvious.  An important question raised by the financial crisis is why so many of us – professionals in a variety of disciplines – failed to see what now seems to have been clearly in front of us.

This leads me to several thoughts about how the legal profession might think about the analysis of trends and our responses to them.  First, while change is all around us and the pace is likely accelerating, there is real value in considering change in the context of prior experiences.  Unprecedented transformation does not happen that often.  The recent economic turmoil has significantly affected the legal services industry, but rather than focusing too much on whether and which transformative shifts are emerging from the crisis, it may be more useful to evaluate the current demands compared to issues that already existed before the downturn.  Second, changes and trends – even big ones and cataclysmic ones – are both hard to see and require considerable thought to determine the right responses.  There is a considerable amount of granularity and nuance that goes into truly understanding where you are headed.  Identifying the trends is difficult, but just the start.  Then comes the equally hard work of figuring out the application of those trends. Therefore, third, just as all politics has been said to be local, all law firm strategy is hugely dependent on the point from which you start.  Because the profession offers such a wide range of services to a variety of clients over a vast geographical and jurisdictional range, different law firms can have markedly different strategies and still be “right” as they confront changes and trends. 

The conference which this note accompanies will offer thoughts on identifying the important trends and prevailing dynamics in the legal services industry.  So leaving that identification for those discussions, I will instead suggest how some of the above points generally relate to dealing with whatever trends one is fortunate enough to identify correctly.  For purposes of this more process-oriented analysis, I note that a quick review of the current literature on the state of the legal industry might suggest that a very large percentage of that discussion relates to two trends and their associated issues: first, the understandable drive by clients to ensure value, control cost and promote efficiency and, second, how firms hire, train, charge for and compensate non-partner lawyers and in particular associates.  These may not even be the most important current trends, but for the moment the greatest attention has been focused on them.  Other issues such as geographical and jurisdictional scope, market segmentation and disruptive technological change, which at other times have been more in the forefront of this type of discussion, seem to be getting relatively less attention.  What follows then is an attempt to use the first of these issues – the value discussion – to illustrate ways to think about trends and changes from the perspective of the law firm, which is of course only one of the relevant perspectives.
The Challenges of Responding to Clients Seeking to Ensure Value and Efficiency
The demand for legal services continues even in this downturn.  Requests for certain types of transactional services were quiet, although there has been a notable uptick more recently.  The prior transactional work was, and to some extent continues to be, replaced by an increase in distress matters often involving “bet the company (large or small)” matters.

The Focus by Clients on Legal Spending

The economic downturn has generally and appropriately increased clients’ focus on legal expenses.  In-house legal departments, if taken to be cost centers only (which I would argue is highly debatable), are only able to affect their spending.  Many have undergone significant reductions in force and are examining their legal spend even more carefully.  A November 2008 study by Altman Weil based on a survey of 115 general counsels indicated that 75% of the respondents are facing budget cuts and the number one target for reducing costs is spending on outside counsel.
  This is understandable and law firms must be responsive to client concerns.

But to suggest that the focus of clients on the amount and nature of their legal spend constitutes a quantum change may be a real overstatement and is a disservice to generations of prior general counsels.  Law firms with diverse practices have been subject to careful scrutiny over legal bills for years. A result of the change wrought by the economic downturn may be that conversations on these points are taking place more frequently, but that may not be the case.  It may also be that these conversations are simply involving lawyers on both sides who, given the prolonged period of prosperity (including the relatively mild 2001 downturn), did not previously witness the full impact of prior recessions.  Also, the impact of the current economic upheaval on the supply and demand of legal services may affect the conversation at least as much as any longer-term change in focus or philosophy.

Responding to Client Needs
Whether this is a continuing or a materially increased degree of client demand for value, the fact remains that dealing with it requires a considerable degree of attention on the specifics of each situation.  Identifying the general trend alone that such a focus is occurring is not useful.  To take an extreme – and in that sense easy – example, thirty years ago my firm had a client which sold a type of investment product to the public continuously marketed in a variety of different forms.  The products at one point represented a startlingly high percentage of the entire new issues markets.  The client required a specialized expertise, virtually daily turnaround, ability to reduce time to market to the barest of minimums and a cost structure that fit the situation.  The solution which emerged involved very early and high usage of computerization, creation of a dedicated team of lawyers and legal assistants specially trained so that the client was not economically burdened with the expense of unnecessary  generalized training, a system for rotating generalists whose broad skills sets were also crucial, and per issue pricing which compensated the firm for its considerable investment, but also provided the client with an important degree of certainty as to the overall legal cost.  A more traditional law firm training, staffing and pricing model would not have been suitable for this client, no matter how great the exhortations to the law firm lawyers to deliver increased value and efficiency.  

Law firms are increasingly meeting these types of client needs for solutions tailored to the situation.  Consistent with my belief that this client focus on value and cost is not a new development is the belief that law firms are generally pretty good at delivering customized solutions in response to meet the demands.  At the very least, every firm needs to be good at this or someone else will solve the client’s problem.

This example may illustrate reasonably well the workings of the initial discussion about analyzing and dealing with trends and changes:  (1) it was helpful in crafting the solution in that case to recognize the historical antecedents, including both what had previously succeeded, and what had not; and (2) rather than just reacting to a general trend towards proliferating retail investment products and reduced time to market, this solution quite specifically took account of (a) the significant value of highly specialized lawyering and training, (b) the firm’s technological capabilities at that time, (c) the best means of involving generalist lawyers in light of the firm’s staffing model and (d) the extent of the business activity by the client in this area. 
In fact, this particular solution was not the best model for other client situations we then confronted, although the needs all originated from the same general trend in the demand for investment products.  It turned out also that our model looked very different from those of other firms, which was irrelevant to us and to them.

The perhaps unusual needs of the client in my example does not mean that this type of customized solution to client needs is not the general rule.  Examples abound.  The client with a large in-house law department, for example, is best served differently from the client with a small department.  In the former case, the question is often how most efficiently to leverage the in-house capabilities of the client.  In the latter, the focus is on providing a wide range of services on a cost-effective basis.  Training and maintaining a large number of lawyers without adapting to increasingly specific clients is not going to work for law firms.  And likely most firms recognize this to the point that those of you who have continued to read to this point may find all this blindingly obvious.
How law firms deal with these client needs will depend even more on the client base they serve and the product base they offer.  The firm bringing expertise to a higher percentage of clients with continuous issues and large in-house capabilities should not respond to the trend of increased needs for value and efficiency in the same way that a firm whose expertise is more often directed to clients or product areas where in-house capabilities are less relevant.  If the drive towards value and efficiency is in fact accelerating, there is every reason to believe that law firm structures will diverge more in some meaningful ways rather than collectively move towards a norm.

The Focus on Legal Fee Structures
As another illustration, some of the discussion about value is now centered on billing arrangements. The traditional billable hour structure is being questioned again, with the biggest criticisms centered about the lack of predictability and a perception that the model fails to reward or even encourage efficiency. A key word in the preceding sentence is “again.”  As my above example suggests, this is a conversation that has been around for a long time.  A reasonable amount of billings, particularly in some areas and on some types of projects, has long not been purely hours-based. 

Identifying the prevalence of the contemplation of alternative billing arrangements as a trend does not go far in determining how to address it.  A very large part of the way towards offering tailored and useful client solutions is understanding, in each specific case, the nature of the fee issue.  If the client’s primary concern is to obtain a high degree of certainty as to the overall legal spend, as is often the case when clients raise fee issues, then one set of possible solutions may be particularly relevant.  Fixed fees, capped fees, fees related to stated assumptions and fees tied to particular sub-portions of the overall project may all prove responsive.  Quite frequently, a constructive balance can be struck where the law firm is reasonably rewarded for providing the cost certainty that the client values.  But there are certain projects where a reasonable level of certainty is not feasible or where it is not the principal focus of the client, and alternative billing arrangements are not useful.  I believe that this is the reason that, after a full and frank discussion between the firm and clients, the solution at times leads back to the billable hours structure.

To the extent, on the other hand, that the discussion is more about absolute value, then a range of other issues may arise.  Basic cost structure may be more of an issue.  Training methods and the allocation of their cost require more examination.  Operating leverage – more or less – may be an important part of the conversation.  Training and maintaining specialists versus generalists may increasingly come into focus. 

The discussion about alternative fee arrangements centers around a core proposition that no one disputes: the costs of legal services should be aligned with the quality and value of the services.  Time spent on a matter, indicating the effort involved, has been the traditional proxy for measuring value under the billable hour standard.  The challenges of billing based on notions of value, rather than time, is in accurately measuring that value.  It is difficult to assess the value of complex legal advice that helps clients avoid potential risks and incur ongoing future benefits that are currently unknown.  In addition, as economists have explained, the perception of value in any marketplace transaction depends in large part upon the perception of the recipient, which would suggest that firms should charge different amounts for the same legal services.  While it seems appropriate to focus on efficiencies and outcomes of matters as the source of legal billings, the challenge lies in finding the correct means and measures.

Strategic Imperative for Law Firms
As is often the case, in the short-run dealing with the need for greater value and efficiency involves an important element of analyzing the firm’s current comparative advantage.  Since we all have our relative strengths and weaknesses, the focus is on what a firm does particularly well and how these strengths be best applied to creating solutions for a specific client.  In the longer term, the questions becomes more strategic, including the advantages or strengths that a firm needs to develop or strengthen versus what is less important.
The familiar Cartesian plane analysis may be informative.  One axis expresses relative strength and relative weakness, while the other axis is the spectrum of skills and products highly valued by the client or the marketplace compared to those skills and products less valued.  For the firm’s services that are in the high strength/high value or low strength/low value quadrants, the strategic implications for the firm may be reasonably apparent.  However, high strength/lower value areas present some interesting issues.  A first-rate practice or capacity in a somewhat less valued area or skill set may, at least for a time, provide a rewarding (in all senses) practice.  But the trend line must be watched carefully.
The high value/relative weakness quadrant could be the most fertile area of opportunity for a firm.  It is also, however, the one that presents the greatest risk of overlooking opportunities.  A firm may fail to perceive that although it is doing well in providing value to clients, it is in fact only doing “well enough,” and needs to do even better.

This discussion circles back to the original point that trends are hard to identify and even harder to address.  As one historian noted (and this is a quote whose source is verifiable):  “history is lived forwards but it is written in retrospect. We know the end before we consider the beginning and we can never wholly recapture what it was like to know the beginning only.”  This is why my friend at the Business School has a very different teaching task than his colleagues in the history department.
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