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Bill Josten is the Legal Marketplace Innovations Insights Strategist for the Thomson Reuters
Institute. Bill’s work focuses primarily on issues of interest to high-level decision makers in the
legal market, including law firm managing partners and C-Level officers, as well as corporate
general counsel. Much of Bill’s research and writing focuses on issues related to law firm
profitability and strategy, the future of the legal business, and law firm/client
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profitability consultant, in account management for large law firms, and as a Reference
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professor at the University of St. Thomas School of Law, and a law clerk at the Minnesota Court
of Appeals.
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902.472.3032 — smabey@appliedstrategies.ca

Steve is a Chartered Professional Accountant and Managing Director of Applied Strategies, Inc. Seen as a
forward thinker by colleagues and clients alike, Steve works with small to medium-sized law firms and
occasionally individual lawyers to develop practical, pragmatic solutions for their business challenges. The
combination of his financial training and 25 years of hands-on experience with law firm management enables
him to offer suggestions that are not only based on sound management theory — but also real-world
experience.

Applied Strategies assists small to medium-sized law firms. It provides advice and counsel on a wide variety of
law firm issues, including - strategic planning, leadership, understudy planning, business development,
capitalization of partnerships, lawyer & staff engagement, marketing, key performance indicators,
competitive intelligence, finance, mergers, practice transitioning, compensation, organizational structures,
and partnership arrangements. Part of the value Steve brings is serving as a thought leader in a period of
significant change in law practice management. Both Steve's thought process and practical advice help his
clients stay ahead of these changes — not merely respond to them.

Steve is a well-respected advisor and speaker within the Canadian legal community. In addition, heis a
prolific writer. His articles on leadership, marketing, practice transitions, and other topics have been

published in various legal industry periodicals throughout North America.

Steve enjoys golf, wine, BBQ, and spoiling his five children and five grandchildren in his spare time.
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marketing and business development. Since 1997 TheRemsenGroup has consulted with more than 400 law
firms and thousands of law firm leaders to help them develop and implement long-term strategic objectives
to improve cohesiveness, profitability and sustainability.

John is a frequent speaker and author on law-firm leadership and marketing topics. He has spoken at national
and regional conferences of the Legal Marketing Association, Association of Legal Administrators, American
Bar Association, and numerous state and local bar associations. His articles have appeared in dozens of highly
respected legal publications, including the ABA Journal, Law Practice Management, Law Practice Today,
Law360, Legal Management, Marketing for Lawyers, Marketing the Law Firm, Managing Partner, National
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Consultants and Strategists” to the legal profession; and in 2017, John was recognized as one of the world’s
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Bill Josten

Legal Marketplace Innovations Strategist
Thomson Reuters Institute

Steve Mabey
Managing Director
Applied Strategies, Inc.
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UPCOMING PROGRAMS IN 2024

* MPF Webinar Series — Third Wednesday @ 2pm ET

* The MPF 2024 Leadership Conference — May 1-2, 2024, in Atlanta

* The MPF Fall Symposium — Empowering Women — October 2-3, 2024, in Chicago
* The MPF Weekly — Friday mornings

* MPF Listserv and Monthly MPF Zoom Calls

* MPF Website — www.ManagingPartnerForum.org
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MPF WEBINARS IN 2023 — “BEST OF SHOW”

* “Winning the Law Firm Merger/Acquisition Game” — March

* “The Rise of the Law Firm C-Suite: Importance of Data in Law Firm Management” — July
* “What Law Firm Leaders Need to Know about Al and ChatGPT” — August
» “Pricing Strategies to Improve Your Firm’s Profitability in 2024” — November

» Go to ManagingPartnerForum.org for complete archive
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TODAY’S WEBINAR

+ Today’s Topic: Improving Your Law Firm’s Profitability in 2024 and Beyond
* 145 Managing Partners and Law Firm Leaders

» Registrant Survey Results and Audience Polling Questions

* On-Demand Recording, Handout Materials

* Your Feedback on Today’s Session
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AUDIENCE POLLING QUESTION #1

How many lawyers are with your firm?

10.94% -han 10 lawyers

15.63% -1 100 lawyers A
]
TheRemsenCroup e
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ADVANCING THE BUSINESS OF LAW

REGISTRANT QUESTION #1
From the list below, what is your firm’s primary strategy for improving profitability in 2024?

Raise Rates 48%
More Billable Hours 12%
Improve Billing/Collections 29%
More Selective Intake 4%

Manage Expenses 7%

A
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REGISTRANT QUESTION #2
Does your firm plan to increase its rates in 2024?

+10% or more 10%
+6-9% 41%
+4-5% 33%
+1-3% 1%
No Increase 6%

Decrease

O
4-A
AMES & GOUGH
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REGISTRANT QUESTION #3
What percentage of your firm’s revenue is achieved from alternative fee arrangements?

64%
24%
5% 3% 3%
<10% 11-25% 25-50% 51-75% > 75%
A
yoN
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AUDIENCE POLLING QUESTION #2

Who determines rates at your firm?

15.09% -l
9.43% -lg Director

A
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MPF Webinar Series: The Law Firm of the Future

Figure 7: Illustrating the benefit of realization improvement

Closing the gap between worked and billed rates, and the improvement in
collected ization that would ially follow, can have a notable impact on
law firm revenues.

Let’s construct a hypothetical comparison for Law Firm A:

2022 2023

#5000 +52850

based an average worked rate growth ¥TD

? Average worked rate Average worked rate
@

EJ Collected rate Collected rate

$456 30 34772

basedon Q1 2022 reallrotion ote of 91 3% based on current realization rate of 90.3%

Worked-to-collected Worked-to-collected
gap: $43.50 gap: $51.26

The higher collected rate seems like an improvement,
but the worked-to-collected gap is widening

Every 0.1% improvement in realization in our hypothetical
results in additional cash collections of $5.29 per hour

This might seem minimal, but...

Law Firm A has:
100 lawyers x 1700 hours per lawyer x $5.29 per hour

$900,000 additional collections

Source: Thamson Reuters 2023

ngng Partner Forum®

ADVANCING THE BUSINESS OF LAW

AUDIENCE POLLING QUESTION #3

From the list below,
which KPI do you as firm leader most closely monitor?

6.56% .sh on hand
19.67% -
14.75% -

Smart Strategies for the Forward Thinking Law mmp AMES & GOUGH
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AUDIENCE POLLING QUESTION #4

Compared to 2023, what do you project
to be your firm's financial performance in the next year?

22% -ener
14% -e same
4% 'omewhat worse
2% lConsiderany worse
' A
€ 4-A
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ADVANCING THE BUSINESS OF LAW

* On-Demand Recording, Handout Materials, Recap by 9Sail

* Your Feedback on Today’s Session
* Next MPF Webinar — Creating an Ownership Mindset Among Your Partners — Feb 21, 2024
* The MPF 2024 Leadership Conference — May 1-2, 2024, in Atlanta

A
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Bill Josten — 651-687-7000, william.josten@thomsonreuters.com

Steve Mabey — 902-499-3895, smabey@appliedstrategies.ca

Uri Gutfreund — 201.430.5827, ugutfreund@amesgough.com

John Remsen, Jr. — 404.885.9100, jremsen@theremsengroup.com
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Illustrating the benefit of realization improvement
To learn more, visit:
Closing the gap between worked and billed rates,
and the improvement in collected realization that
would potentially follow, can have a notable impact
on law firm revenues.

Let’s construct a hypothetical comparison for Law Firm A:

2022
? Average worked rate Average worked rate
& $50000 352850

based on average worked rate growth YTD

' Collected rate Collected rate

3 $4565° 47724
based on Q12022 realization rate of 91.3% based on current realization rate of 90.3%
Worked-to-collected Worked-to-collected

gap: $43.50 gap: $51.26

The higher collected rate seems like an improvement,
but the worked-to-collected gap is widening

Every 0.1% improvement in realization in our hypothetical
results in additional cash collections of $5.29 per hour

I

This might seem minimal, but...

Law Firm A has:
100 lawyers x 1700 hours per lawyer x $5.29 per hour

$900,000 additional collections

thomsonreuters.com/en-us/posts/legal/mpf-rates-report Source: Thomson Reuters 2023



To learn more, visit

Changes in rates paid by clients %;t@ﬁ
[x]

" Timekeeper classification
Company size by

annual revenue
Of Counsel

\

Partner Associate

Under $500M 11% -3.0% -3.7%
$500M - $2B -4.6% -2.4% -6.1%
$2B - $10B -2.1% -3.4% -3.0%
$10B + -6.8% -7.5% -8.0%

thomsonreuters.com/en-us/posts/legal/mpf-2024-solm/ Source: Thomson Reuters 2024
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“If you don't know
where you are going,
any road will get you there”

~ Lewis Carroll
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Introduction

LaW firms of all sizes should calculate and
track indicators of their performance and
health. The most successful firms use these
indicators to assist in making important busi-
ness like decisions, in motivating and aligning
behavior, and in adjusting to the new realities.

The challenge is to identify those specific indi-
cators that are critical to the short, medium and
long term success of your individual firm and
then focus on them. Throughout this guide we
will refer to this subset of critical indicators as
key performance indicators (“KPI”).

A couple of important contextual points:

» It is unlikely that any firm will use all
of the KPI identified in this guide; and

» The importance firms place on specific
KPI will change over time as they move
along their individual evolutionary track.

The list of KPI identified in the remaining pag-
es 1s not intended to be exhaustive but rather as



collection of common and not so common KPI
that firms are and will be using over time.

The KPI identified in this guide are broken
down into the following three categories:

* Marketing
* Productivity
* Financial

A word of caution — KPI is simply a tool — they
are no substitute for the use of common sense
and good judgment when it comes to the man-
agement of your law firm.

vi www.appliedstrategies.ca



Chapter 1

What Makes an
Indicator a KPI?

Indicators should meet the following three cri-
teria to qualify as a KPI for your firm:

1. It must reflect the firm’s strategy and goals;
2. It must be key to the firm’s success; and

3. It has to be quantifiable

Your firm’s strategic focus will impact its se-
lection of KPI. For example:

 Transaction-focused firms will un-
doubtedly have different KPI than
relationship-focused firms;

» Billable hour driven firms have different
KPI than tariff driven firms; and

» Firms at a growth stage in their lifecycle
will have different KPI than firms at a
succession or regrowth stage.



In this guide we have included KPI that apply
to a range of “strategic focuses”.

The fact that in a tariff focused firm the billable
hours per lawyer would not be as relevant as
the number of matters per lawyer demonstrates
the importance of the first two criteria in defin-
ing which indicators are KPI to it.

The author is not suggesting that all that
counts in a law firm can be counted but rather
what gets measured is what gets done. There-
fore, if an indicator is not quantifiable, it is
not likely that it will be incorporated into your
firm’s decision making process which may in
fact cause issues to go unaddressed.

2 www.appliedstrategies.ca



Chapter 2

Marketing KPI

ypically KPI have focused predominately on

the productivity and financial aspects of law
firms. Firms are in the early stages of explor-
ing marketing and business development KPI
to understand what will work best for them.

The following list of possible KPI for market-
ing and business development in law firms are
examples of various KPIs you might consider
adopting / adapting for use in evaluating your
firm’s efforts.

* Client Growth Rate — the ratio of the
number of clients that the firm handled
its first matter for in the past 12 months
to the total number of active clients (ac-
tive can be defined has having handled a
matter for in each of the past 2 of 3 or 3
of 5 years)

* Dormant Client Percentage — the ratio
of the number of clients that firm has



not handled a matter for in 2 of the past
3 or 3 of the past 5 years to the number
of total clients

* Average Fee per Client — the fee revenue
for the year divided by the number of
clients billed during the year

* Average Fee per New Client — the
related fee revenue for the year divided
by the new clients (of clients that the
firm handled its first matter for in the
past 12 months)

* Marketing Budget Ratio — the ratio of
the total marketing spend (including
salaries) to the total fees billed during
the year

* Business Development Ratio — the ratio
of the business development spend for
the year to the total fees billed during
the year

* Marketing Cost per Client — the ratio
of the total marketing spend (including
salaries) to the number of clients billed
during the year

4 www.appliedstrategies.ca



Business Development Cost per Client —
the ratio of the business development
spend for the year to the number of cli-
ents billed during the year

Average Fee per Matter — the fee rev-
enue for the year divided by the number
of matters billed during the year

Average Fee per New Matter — the
related fee revenue for the year divided
by the number of matters billed for new
clients (handled its first matter for in the
past 12 months)

Client Retention — the ratio of clients
billed in the last 12 months to the total
clients that had been billed in the 12
months prior to the last year

Growth in Top Clients — the ratio of fees
billed to top 100 clients (number can be
adjusted to size of firm) in the past 12
months to the fees billed to the top 100
clients in the prior 12 months.

Practice Areas per Client — the number
of individual practice groups billed to
clients on average



* Number of Lawyers per Client — the
ratio of individual lawyers who generate
working fee credits billed to clients on
average

* Number of Matters per Client — the ratio
of number of matters billed to the num-
ber of clients billed

6 www.appliedstrategies.ca



Chapter 3

Productivity KPI

To ensure the most accurate measurement
possible, productivity KPI utilize the con-
cept of full time equivalent (“FTE”). FTE
reflects how many actual timekeepers or staff
your firm had for the period being measured.
For example, a lawyer who was with your
firm for six of the past twelve months would
be treated as one-half of a FTE in determining
your lawyer count.

The following list of possible KPI for measuring
productivity in law firms are examples of vari-
ous KPIs you might consider adopting / adapting
for use in evaluating your firm’s efforts.

* Leverage — the ratio of Associates to
Partners

* Percentage of Partners Hours — the
ratio of Partners hours worked to the
total hours worked by all timekeepers;



intended to measure whether Partners are
working harder or smarter

Billable Hours per FTE Timekeeper —
the gross number of billable hours worked
by Associates and Partners divided by the
number of full time equivalents in each
category

Billings per FTE — the gross amount
of fee billings by Associates and Part-
ners divided by the number of full time
equivalents in each category

Average Worked Rate — the gross value
of time worked for a timekeeping cat-
egory as entered into work-in-progress
divided by the related hours entered

Average Billed Rate — the gross value of
time billed for a timekeeping category as
divided by the related hours billed

Ratio of Averaged Billed to Average
Worked Rate — the ratio of the average
billed hourly rate for a timekeeping cat-
egory to the average worked hourly rate.
This can assist in extrapolating what the



likely impact will be on billed fees of
potential rate increases

* Number of Matters Opened — number
of new matters opened in the fiscal 12
month period; another measurement of
workload

* Billable Hours per Legal Assistant —
the ratio of the total billable hours for
all timekeepers to the number of Legal
Assistants

* Staffing Ratio — the ratio of total
staff positions to the total number of
timekeepers which includes Partners,
Associates, Counsel, Paralegals, Staff
Lawyers and Articled Students

9 www.appliedstrategies.ca



Chapter 4

Financial KPI

Financial KPI are evolving as the fundamen-
tal economics of law firms change. This is
resulting in a different view of what is critical
to both tracking and measuring your firm’s fi-
nancial success.

One of the challenges to generating the follow-
ing and other financial KPI is that many law
firm accounting software packages don’t lend
themselves to readily generating the informa-
tion on a timely or efficient manner.

* Unbilled Days — the ratio of the fee
portion of unbilled work-in-progress to
the average fee billings for the past 12
months; measures the length of time it
takes you to bill the work you do.

* Uncollected Days — the ratio of the fee
portion of accounts receivable to the av-
erage fee billings for the past 12 months
or the length of time it takes to collect
your accounts after they are rendered



Cost Recovery Revenue per Matter —
the total amount of internal costs billed
to clients divided by the total number of
matters billed

Revenue per Square Foot — the gross
amount of fees billed by all timekeepers
divided by the total square footage of of-
fice space leased by the firm

Revenue per Matter — the gross amount of
fees billed by all timekeepers divided by
the number of matters billed in the year

Revenue per Employee — the ratio of the
gross amount of fees billed by all time-
keepers divided by the sum of all full
time equivalents excluding partners

Contingency in Work-in-Progress —
the ratio of the work-in-progress that is
being handled on a contingency fee ar-
rangement to the total work-in-progress

Charge Off Percentage — the ratio of the
amount of billings written off as uncol-
lectible as a percentage of the fees billed
for the year



Net Income Ratio — the ratio of the
Firm’s net income (income prior to any
distributions to partners) divided by the
total fee billings of all time keepers

Average Net Overhead — the net ex-
penses (total expense minus billings of
all non-partner timekeepers) divided by
the number of Partner FTEs (Equity and
Non-equity combined). This is the net
cost that each Partner must cover before
any profits are generated.

www.appliedstrategies.ca



Chapter 5

Presentation,
Presentation,
Presentation

In recent years the term dashboard has been
introduced into the conversation dealing with
indicators in general and KPI specifically.
Many law firm accounting applications offer-
ing a module that attempts to provide a focal
point that is readily accessible to management.

In its basic intent, the dashboard for a law firm
is the same principal as the one in your car. Like
cars, these law firm dashboards can run the
gambit in sophistication and real value. Perhaps
the more important analogy is that like your
car’s dashboard you can’t drive your vehicle by
solely watching your dashboard, rather it helps
you know how you are progressing towards
your destination.

Developing a dashboard for your firm will help
your management team pull away from the



long grass and pay attention to what is impor-
tant. For example, if your law firm develops a
strategic focus on specific client relationships
and supports that focus with client teams, mea-
suring the breath of the relationship by tracking
the number of matters per client, the number of
practice areas that serve these clients and the
number of lawyers with time on matters con-
nected to this client are good indicators or KPI
worth tracking. Matters is an indicator of growth
in the client relationship; practice areas is an
indicator of cross selling success and number
of lawyers is a measure of breadth and depth
of the relationships between your firm and the
client. All of these measures are quantifiable
and measure success towards the firm’s goals.

But no matter what KPI you track providing man-
agement or the partners with reams and reams of
paper or screens will normally serve to lessen the
impact that the KPI can have on your firm’s deci-
sion making. When developing a monthly report
(5 - 6 pages maximum), attention needs to be paid
to the preferred presentation style of the audience
and a balance of words, numbers and pictures
achieved so the report remains meaningful to all.



Chapter 6

Benchmarking

enchmarking is defined as comparing your
firm’s KPI against the same KPI for other
organizations.

Context is critical to the effective use of KPI.
For many firms the only benchmark they have
is their own past experience. Unfortunately,
access to benchmarking data in the legal pro-
fession is limited.

There are very few formal and informal local
sources for benchmarking that firms can avail
themselves of, however users need to make
sure that it is a comparable group (firm size,
location, type of firm, etc.); that the KPI mea-
sured are consistently calculated; and that a
third party conducts the process so the results
are not skewed to the goals of the initiator of
the benchmarking exercise.



Chapter 7

Exercise Judgment

Anote of caution — no one KPI tells the full
story, but rather they must be viewed col-
lectively to achieve the best informed decision
making results.

The following scenario perhaps best demon-
strates the need to exercise judgment.

Your firm experiences a strong increase, year
over year, in the average effective hourly rate
(one of your KPI) which would be seen as a
very positive indicator of how the firm is weath-
ering the changes in the business environment
or macro economic climate. However, when you
dig deeper, you recognize that the increase ex-
ceeds the average hourly rate increase initiated
by the firm.

What this KPI is really indicative of is that
more partner time is being billed out at higher
rates and less Associate time being billed out
at lower rates which results in an immediate



increase in the effective hourly rate. This may
be indicative of the partners having “rolled the
ladder up” when it comes to allocating work to
Associates.

In this scenario, the KPI is still acting as an
important indicator of performance; however
it is doing so by being too good and therefore
acting as a red flag. Two other KPIs, Billed
Hours per Partner FTE and Associate FTE,
would help you provide the proper context for
the initial KPI.

At the risk of repeating ourselves as valuable
as they are, KPIs are simply metrics—they are
no substitute for the use of common sense and
good judgment when it comes to the manage-
ment of your law firm.

17 www.appliedstrategies.ca
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Executive summary

Leaning on the historical example of Pan Am Airways, the 2024 Report on the State of the US
Legal Market highlights fundamental shifts in the legal marketplace over the past 15 years
and how law firm leaders who fail to respond to those changes and pivot quickly enough to

prepare for the future may see their firms destined for the same fate as Pan Am.

Key among the report’s findings is the shift from what the report dubs “the Transactional
Decade” of the 2010s — a period marked by easy-to-borrow money and strong performance
for law firms’ transactional practices — to the more recent period in which the majority of
growth in demand for law firm services has relied on counter-cyclical practices like
litigation, bankruptcy, and labor & employment, which tend to run counter to general

economic conditions.

The report also discusses the rapid increase in the pace of law firm rate growth, particularly
over the past few years. In 2023, the rates clients agreed to pay law firms for new matters
grew by more than 6%, with every segment of law firms seeing aggressive increases in
worked rates on par with the pace seen prior to the Great Financial Crisis of 2008-"11 (GFC).
At the same time, however, many law firms have seen their ability to collect on those
increasing rates falter, and clients have become more aggressive about trying to tier work

to lower-cost firms as a way to control costs.

Key to law firm performance today is the
shift from the Transactional Decade of the
2010s to the growing recent strength of
counter-cyclical practices.

© Thomson Reuters 2024
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Among other key findings in the report:

Different segments of law firms have taken drastically different approaches
to staffing strategies with the largest firms actively cutting back on associate
headcount, which continues to become more expensive due to salary increases.
Meanwhile, Midsize law firms have grown associate ranks aggressively.

Expenses have moderated somewhat compared to 2022, but the general
picture for expenses remains unclear due to persistent high growth in overhead
expenses and a seeming resurgence in direct expense growth due to new
increases in salary and associate hiring trends.

Sagging productivity and declining realization have combined to put a
pinch on law firm profitability growth such that even the high pace of rate
growth has been largely unable to remedy the situation.

Buyers of legal services seem to be reverting to prior preferences for
specialist knowledge, responsiveness, and global coverage when they select
their outside counsel.

Unsurprisingly, the advent of generative artificial intelligence (Gen Al) also factors heavily into
the analysis of what lies in store for the legal industry in 2024 and beyond. On the whole, law
firm leaders appear to be optimistic about the potential that Gen Al offers for the future of the
practice of law, but some skepticism remains. The report offers a look at three of the potential
scenarios that may befall the legal industry as Gen Al comes into its own, each with varying
degrees of impact on how law firms serve their clients and the level of mutual benefit this

technology could bring to legal industry stakeholders.

© Thomson Reuters 2024
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The State of the US Legal Market

© Thomson Reuters 2024

Pan American Airways (popularly known as Pan Am) was the world’s largest international
air carrier for much of the 20th century. It was a pioneer in the modern airline industry,
introducing a long list of innovations including jet travel, jumbo jets, scheduled round-the-
world service, and computerized reservation systems. For 25 years following World War I,
Pan Am literally dominated the market for international air travel. Unfortunately, however,
this success was not to last. Perhaps lulled into a false sense of security by its extraordinary
competitive dominance, Pan Am’s management failed to appreciate the dramatic changes
that were underway in the US airline industry. And that lack of perception ultimately proved
fatal to efforts to revive the airline following a series of unexpected economic blows. What
was once one of the premier service providers in its industry found itself stuck with the
wrong routes and the wrong planes, and management’s efforts to change proved too late to

save the company.

Pan Am’s operating model was to fly What was once one of the
passengers to foreign destinations from prem’-er service providers in
its industry found itself stuck
with the wrong routes and the
World War II, the airline doubled down on wrong planes and its efforts
its gateway strategy by investing heavily to Change proved too late.

in large aircraft that could carry previously

two primary gateway ports — New York and
Los Angeles. Anticipating an increase in

international travel in the years following

unimagined numbers of passengers. In 1966, for example, Pan Am became the first customer
for the Boeing 747, placing a $525 million order for 25 of the aircraft. In fact, the iconic Boeing
747 was “made to order” to Pan Am's specifications for a plane two-and-a-half times larger
than the Boeing 707. In 1964, the airline launched PANAMAC, a large computer that occupied
an entire floor of the Pan Am Building in midtown Manhattan to manage worldwide airline
and hotel reservations. Promoting itself as the World’s Most Experienced Airline, Pan Am flew
150 jets to 86 countries on every continent except Antarctica. It became the gold standard

of air travel, and its brand became an icon for quality and first-rate service. During the late
1960s and early 1970s — at the peak of its performance — Pan Am'’s cash reserves totaled
some $1billion. In 1970, it carried 11 million passengers over 20 billion miles. By all outward
appearances, the Pan Am strategy seemed to be working well. Significant market changes,

however, were already in play.

One of the most important of these changes was growing competition from other airlines, in

both the domestic and international US air passenger markets. As competition from airlines
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like TWA, United, Braniff, and Northwest grew, it soon became apparent that Pan Am was at
a serious disadvantage because the company lacked a US domestic network to feed flights
into its gateway hubs in New York and Los Angeles. Although Pan Am coveted domestic
routes for some time, it was not until 1980 that it acquired National Airlines in an effort to
expand its network. Unfortunately, that acquisition ultimately did little to feed Pan Am’s
gateway ports. Pan Am'’s focus on trying to protect its international routes using the same
strategy that had served it well for a quarter century left it unprepared to respond effectively

to an increasingly competitive US market.

Compounding the problem, Pan Am was also too dependent on jumbo jets. The airline had
invested in its large fleet of Boeing 747s in the mid-1960s, expecting that air travel would
continue to increase. Unfortunately, it did not. The oil crisis in 1973 dramatically increased
the cost of aviation fuel, triggering an economic slowdown that resulted in a sharp reduction
in air travel just as Pan Am was rolling out its new jumbo fleet. The downturn thus hit

Pan Am particularly hard, given its large fleet of jumbo jets and its exclusive reliance on
long-haul international routes. Strategically, Pan Am was simply not positioned as well as

its smaller, more diversified, and more

It is a key job of managment nimble competitors to weather the
to prepare for unexpected but economic storm.

inevitable crises by keeping their gy the mid-1970s, Pan Am had lost
organizations risk resilient and hundreds of millions of dollars in
on a sound strategic footing. accumulated losses and its debts

approached $1 billion. As the company’s
financial condition worsened, management began to dispose of nhon-core assets like real
estate and hotels, and tried to restructure its fleet. By 1985, however, as the airline continued
to operate in dire financial straits, core assets had to be put on the table. That year, Pan Am
sold its entire Pacific Division (which comprised 25% of its route system) to United for $750

million.

The final blow came three years later in December 1988 in the form of a terrorist bomb on
Pan Am Flight 103 over Lockerbie, Scotland. The incident resulted in the loss of 270 lives
and had a profound impact on the public’s perception of Pan Am’s safety and security. The
resulting decline in bookings further exacerbated the airline’s financial problems. From that
point, it was only a matter of time until the inevitable conclusion. In January 1991, Pan Am

filed for bankruptcy protection.

Of course, no one at Pan Am could have foreseen the terrorist bombing over Scotland

or perhaps even the oil crisis in 1973, but it is a key job of management to prepare for
unexpected but inevitable crises by keeping their organizations risk-resilient and on a
sound strategic footing. And this is precisely where the leadership of Pan Am stumbled —

by continuing to follow a highly vulnerable strategy even as changes in market conditions
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made the strategy increasingly risky. For years, management stuck with the model of an
international-only airline flying out of key gateway cities with a fleet of fuel-inefficient jumbo
jets, and without the benefit of a domestic feeder network. When they finally realized they

were too focused on the wrong routes with the wrong equipment, it was too late.

This recounting of the failure of Pan Am’s leadership to fully appreciate the fundamental
changes at play in the airline industry and to take early steps to mitigate the risks those
changes posed for the company, holds an important lesson for law firm leaders today. Dating
back to at least the GFC in the late-2000s, there have been fundamental changes in the
balance of power in the legal market that have increasingly challenged most of the traditional
assumptions about how law firms should be run and how legal services should be delivered.
Some law firms have responded proactively to these changes, but many have not, relying
instead on tactics that served them well in the past but are no longer as effective. Moreover,
as was the case with Pan Am, market conditions have been such that the full effects of the
changes have, to some extent, been masked until the economic crises of the last couple

of years.
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The financial picture of 2023

© Thomson Reuters 2024

To begin to understand what the future holds, we must first understand where we are today
and how we arrived here. The first component of that is understanding where today’s law

firms stand financially.

Across the legal industry, 2023 proved to be an encouraging — though not outstanding —
year, at least according to many financial indicators. Legal demand, worked rates, fees

worked, and attorney headcount all posted positive numbers, buoying a legal market that
continues to be plagued by weak demand growth and declines in productivity. As expense
growth moderated throughout the year, these factors combined to help many firms return

to profitability.

Figure 1: Key performance measures

Year-over-year change [ YTD Nov: '23vs.’22 [l 2022 vs. 2021

7.3%

-3.9%
Demand Worked Rates Fees Worked Productivity Lawyer Headcount
(FTEs)
All timekeepers; billable time type; non-contingent matters. Source: Thomson Reuters 2024
Demand
Demand for legal services' grew by an Demand growth YTD Nov 2023
average of 1.1% across the industry.2
Am Law 100 0.0%

However, the distribution of demand growth
. . , - Am Law Second Hundred 0.6%
is somewhat telling. In last year’s edition
of this report, we discussed the concept Midsize 2.4%

Source: Thomson Reuters 2024

1 For the purposes of this report, demand is defined as total billable hours worked. Demand growth metrics report the year-over-year change in total
billable hours for the average law firm during the period examined.

2 Financial data for this report is provided by Thomson Reuters Financial Insights. Data is based on reported results from 179 US-based law firms, including
48 Am Law 100 firms, 49 Am Law Second Hundred firms, and 82 Midsize firms (US-based firms ranked outside of the Am Law Second Hundred). Legal
buyer sentiment data is from Thomson Reuters Market Insights, which provides legal buyer information from around the globe based on annual inter-
views with around 2,500 legal buyers with revenues above $50 million (US).
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of demand mobility as a contributing factor for the strong demand growth performance of
Midsize law firms compared to their Am Law-ranked peers. That same trend was in effect for
much of 2023 as Midsize law firms once again led the market for demand growth, growing
demand by an average of 2.4%. Am Law 100 firms, by contrast, posted flat demand growth,

while average demand for the Am Law Second Hundred grew by 0.6%.

To understand the differences in demand growth across market segments, it is necessary to

take a deeper look at the growth in particular practices.

Figure 2: Practice demand growth

Year-over-year change [ YTD Nov: '23vs.'22 [l 2022 vs. 2021

4.4%

-1.7%

-9.7%

-10.2%
Bankruptcy Litigation Regulatory Labor & IP - Patent Antitrust Corporate Mergers & IP - Patent Tax Real Estate
Employment  Prosecution (all) Acquisitions Litigation
2022 Proportion
2% 26% 3% NM% 5% 1% 25% 4% 4% 3% 6%
All timekeepers. Billable time type; non-contingent matters. Source: Thomson Reuters 2024

Those who have followed our reporting throughout the past year will be well acquainted with
our ongoing discussion of the shifting balance between transactional and counter-cyclical
practices. Counter-cyclical practices are those that trend upwards as the economy falters,
including litigation, labor & employment, and bankruptcy. Litigation, which accounts for
slightly more than one-quarter of all demand hours tracked, was the biggest driver of overall
demand growth in 2023, growing by a 15-year high of 3.2%. This historic boost, coupled

with uplifts from the other counter-cyclical practices, as well as smaller lifts from regulatory,
patent prosecution, and antitrust work, pushed the legal market as whole into positive

territory despite the continuing contraction of transactional practices.

The differences in practice demand, however, can help explain the uneven distribution of

results across market segments in 2023.

© Thomson Reuters 2024
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Figure 3: Transactional vs counter-cyclical practice demand growth by segment

Year-over-year change YTD Nov: 2023 vs. 2022 B Am Law100 [l Am Law Second Hundred [ Midsize

Transactional practices Counter-cyclical practices
6.9%

2.5%

2.3% 2.4%

0.1%

-4.7% -4.8%

-5.8%
-7.3%

Corporate General Corporate - M&A Real Estate Litigation Labor & Employment Bankruptcy

Proportion of hours worked (2022)

e i e 0 Y [ ) I R

All timekeepers. Billable time type; non-contingent matters. Source: Thomson Reuters 2024

All segments of law firms saw a lift from the continued strong performance of counter-
cyclical practices, but with key differences. For Am Law 100 law firms, for example, the
biggest counter-cyclical boost came from growth in bankruptcy hours, which account for only
a small proportion of total demand in the Am Law 100. By contrast, Midsize law firms saw
their biggest counter-cyclical gain in litigation hours, a much more significant lift due to the

practice’s much larger proportional share.
Am Law 100 law firms, however, were simultaneously hit with significantly larger contractions

in transactional practices, a result that ensured a flat overall growth rate for the year.

The client view of their legal spend

The future may hold good things for law firms looking to grow demand, whether they hope
to do so through capturing market share from competitor firms or through winning more new

business from clients.

© Thomson Reuters 2024
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Figure 4: Net spend anticipation

Total legal spend anticipation: Global companies with $1B+ in annual revenue
(Percent of buyers planning to increase versus planning to decrease)
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On balance, far more clients report that they expect to spend more on outside counsel in

the coming 12 months than say they expect their outside counsel spend to decrease. Two-
in-five general counsel (GCs) said they expect outside counsel spend to increase, double the
percentage who said they anticipate a decrease. The result is a Net Spend Anticipation® (NSA)

score of 18, nearly on par with the figures posted for this metric in 2021 and 2022.

Looking at NSA scores by practice area, we see that on balance, GCs foresee an increase in
spend to continue to drive counter-cyclical practices like labor & employment and litigation.
Interestingly, however, regulatory work and corporate matters are also seen as areas ripe for
additional spend in the coming year.

It's important to note that NSA does not track the size of anticipated increases — an
anticipated modest increase in spend would count the same in this metric as an anticipated
doubling of the budget — but the overall perspective that spend across a wide range of
practice areas could increase, including potentially some transactional practices, may be an

indicator of potential demand growth for law firms in 2024.

It may seem incongruent that in-house counsel plan to both handle more matters internally,
as we discuss later in this report, and increase their outside counsel spend, but it can perhaps

be explained. As matter volumes increase, many corporate law departments struggle with

3 Interviewees were asked whether they expect their outside counsel spend to increase, decrease, or stay the same over the next 12 months. Net Spend
Anticipation is calculated by subtracting the percentage of respondents who said they anticipate a decrease from those who said they anticipate
an increase.
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capacity. They recognize that, despite a desire to do more work in-house, they will not be able
to undertake a large-scale shift away from their outside law firms. At the same time, many
GCs are anticipating an increase in outside counsel spend because they are anticipating an
increase in law firm rates, an eventuality that seems quite likely given the trends of the past
few years. Consequently, corporate general counsel could, quite understandably, intend to
do more work within their own departments but still anticipate having to spend more on

outside counsel.

Law firm rates

Law firm rates continued to rise sharply in 2023, reflecting a trend that has been ongoing for

more than a decade, although sharply accelerating since 2019.

Figure 5: Worked rate growth

Year-over-year change B Am Law 100 ] Am Law Second Hundred B Midsize ~+ Inflation (PCE)  —=— All Segments

8%
7% First year we have seen PCE inflation above average firm worked rate growth
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2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 YTD:

Nov ‘23
All timekeepers. Billable time type; non-contingent matters.
Inflation (PCE) measure = Personal Consumption Expenditures Excluding Food and Energy. Source: Thomson Reuters 2024
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Worked rates, the negotiated rates clients agree to pay to law firms for particular matters,
have risen at a relatively dramatic pace over the past five years. The past two years, in
particular, have seen the pace of worked rate growth begin to rival figures from before the
GFC of the late-2000s.

In 2022, the market saw a rare phenomenon as worked rate growth was actually eclipsed by
the growth in inflation, an occurrence never before seen in our data. In response, many law
firms pursued aggressive rate growth strategies in 2023, leading all three major law firm

segments to post worked rate growth averages not seen since 2008.

The positivity from rate growth, however, was tempered by the fact that, as rates grew,

collected realization against those higher rates softened. By and large, that was not due

© Thomson Reuters 2024
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to clients pushing back on invoices. Instead, it can be largely attributed to attorneys within
the law firms proactively adjusting bills downward before they were sent to clients.* This
increase in write-downs resulted in a decrease in a metric known as billing realization. And
as we've seen for several years now, as billing realization improves, so does the percentage

of the worked rate the law firm actually collects, known as collected realization. However,
when billing realization declines, so too does collected realization. From at least the second
quarter of 2022 through almost the end of 2023, law firm billing realization fell, ending the
year with law firms collecting an average 90.5% of their worked rates. Recent stabilization in
realization is encouraging, but realization remains 0.8 percentage points below its 2022 peak

and more than a full percentage point down for the Am Law 100.

Figure 6: Collected realization against worked rates

2022 & 2023 by segment
Il 2022 [ YTD Nov: 2023

90.5% I

Am Law Am Law Midsize
100 Second
m 12 13 14 15 16 17 18 19 20 ‘21 ‘22 YTD Hundred

Nov 23

Source: Thomson Reuters 2024

Attorney headcount and productivity

Since 2012, lawyer headcount growth has routinely outpaced growth in demand. In fact, only
in rare cases has the opposite been true. This discrepancy is understandable as most law
firms want to ensure they have the resources to meet unexpected spikes in demand growth
such as occurred at the end of the GFC in 2010 and 2011. The downside of this strategy,
however, is that this imbalance can place a drag on attorney productivity. For most of the past
decade, demand has fluctuated between slight growth and slight contraction. At the same
time, attorney headcount has grown relatively consistently, and at times quite aggressively.
The result is many more attorneys vying for a share of work — a formula for declining per-
lawyer productivity.

4 For a more complete discussion of some of the factors negatively impacting realization, see the Thomson Reuters Institute report Law Firm Rates in 2023
at https://www.thomsonreuters.com/en-us/posts/legal/law-firm-rates-report-2023.
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Figure 7: Demand vs. lawyer (FTE) growth
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Like other metrics, however, productivity in 2023 varied among different market segments.

This is best seen by looking at productivity on a per-lawyer basis.

Figure 8: Average daily demand per lawyer (FTE)

— 2021 — 2022 —=— 2023
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Lawyers. Billable time type; non-contingent matters. Source: Thomson Reuters 2024

Midsize law firms saw the highest demand growth of any segment for the year.> However,
because of different strategies for headcount growth across the market, the advantage that

Midsize firms gained in demand growth did not translate into a similar lead in productivity. In

5 See supra at pp 7-8.

© Thomson Reuters 2024
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terms of average daily demand (ADD) — essentially, the hours put into work-in-progress per
lawyer per day — Midsize law firms trailed Am Law 100 firms by an appreciable margin. This
resulted primarily from differences in how the segments approached headcount management
in 2023.

Figure 9: Lawyer FTE growth - change since January 2022
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Lawyers (contractors excluded) Source: Thomson Reuters 2024

If we set January 2022 as a baseline point, we can see stark differences between the
segments. Midsize law firms, in particular, stand out as leading the way in headcount growth,
adding in excess of 7% more lawyer full-time equivalents (FTEs). At the same time, Am Law
50 firms pursued aggressive reductions in associate headcount throughout most of 2023.

Even accounting for the

2023 associate class Figure 10: Diverging strategies -

hired in the fall, overall staffing decisions

headcount was quite

similar to where it stood

in November 2022. This Segment Associate :;aedcount '::;satd‘gau’natscs::r";‘:
stands in stark contrast Nov ‘23 vs. Jan 23 Sgg—pl\j&\g;zl?égs.
to the practices of even

Am Law 51-100 firms. AL +1.7% -15.2%
These differences in é;“c(';:;"Hundred +8.5% -9.8%
strategies were also

evident in the hiring Midsize +11.8% -3.2%
trends from this past fall. Source: Thomson Reuters 2024

© Thomson Reuters 2024
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On average, even after bringing in fall classes, associate ranks for the average Am Law 100
law firm had grown only 1.7% compared to the start of the year. Midsize law firms, by contrast,

saw their associate headcount grow by 11.8% throughout the year.

Expenses and investments

On the whole, expenses and profitability trended in a favorable direction for the legal market
in 2023. While growth rates for both direct and overhead expenses® remained higher than
typical industry levels over the last decade, the fact that growth in each category shifted

down throughout the year is encouraging.

Figure 11: Expense growth
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This decline in overall expense growth has been driven by a few key factors.

While direct expenses continue to be a burden on firms’ bottom lines, the fundamental
drivers of this category’s growth have shifted since the intense competition for talent in 2021
and 2022. At least until recently, law firms, in general, were benefitting from more stable
attorney salary scales following intense salary wars of those years. That calming of salary
increases had finally allowed the increasing cost of attorney salaries to be normalized over
time. This, in turn, translated into an expense growth picture in which a single factor —
increasing headcount — was the primary driver of aggregate direct expenses growth. More
recent events indicate this normalization may be short-lived, however, as another round of

associate salary increases may be in the offing.”

6 For these purposes, direct expenses refer to those expenses related to fee earners, primarily the compensation and benefits costs of lawyers and other
timekeepers. Overhead (or indirect) expenses refer to all other expenses of the firm, including occupancy costs, administrative and staff compensation and
benefits, technology costs, business development expenses, and more.

7 See, e.g., Zaretsky, Stacy, “Associate Compensation Scorecard: Biglaw’s 2023 Cash Bash,” Above the Law December 1, 2023, available at
https://abovethelaw.com/2023/12/biglaw-raise-bonus-tracker-2023.

© Thomson Reuters 2024
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Figure 12: Direct expense per lawyer FTE growth
Rolling 12-month year-over-year change
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The trend of single-factor-driven direct expense growth, in which headcount growth is
the sole driving factor, had its most apparent benefits within the Am Law 100, which saw
essentially flat direct expense growth on a per-lawyer basis. For that segment, aggregate

direct expense growth expanded in line with headcount.

Midsize law firms saw some cooling in their aggregate direct expenses throughout 2023,
despite their aggressive headcount growth and stickier per-lawyer costs. This was primarily
due to Midsize firms’' growth rates being compared against less-dramatic increases from the
previous year. Firms in this segment had much more steady, normalized growth in direct-per-

lawyer expenses than firms in either the Am Law 100 or Second Hundred segments.

Am Law Second Hundred firms, on the other hand, saw the worst of both worlds, with
persistently higher direct-expense-per-lawyer growth than their Midsize law firm colleagues,
driven by more aggressive salary increases than Midsize firms. Am Law Second Hundred

firms also enacted less aggressive headcount controls than did firms in the Am Law 100.

With overhead (indirect) expenses, firms across the board saw increases partially driven by
return-to-office strategies® (especially among Am Law 100 firms), and higher core® overhead
costs, which are much harder to reduce on a month-to-month basis. The average firm saw its
overhead expense growth climb by 7.1%, with core overhead expense growth accelerating to
6.3% from last year’s 4.5%.

Despite the improvements seen in the rate of overall expense growth, the persistence of
increasing expenses, coupled with the other factors we've discussed, resulted in 2023 being a

challenging year for many law firms in terms of profitability.

8 Return-to-office expenses include office expenses associated with actually operating the office space, marketing & business development, recruiting,
and other related expenses.

9 Core overhead expenses include support/professional staff compensation, benefits, occupancy (leases), technology, knowledge management, and
similar expenses.
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Figure 13: Profit per lawyer growth

Rolling 12-month year-over-year change
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Even as rates grew at a decade-high pace and counter-cyclical practices provided some
demand growth, it was, for the most part, not enough to overcome the drag placed on

profitability by declining realization, softening productivity, and still-elevated expense growth.

Interestingly, even though the Am Law 100 and Midsize law firms experienced roughly
parallel trajectories in their profitability improvement throughout the year, they did so based

on widely divergent strategies.

For the Am Law 100, improvement in the profitability picture was driven by a combination
of the high pace of rate growth and sharp headcount reduction, i.e., expense management.
These elements, while successful in the short term, carry potential longer-term implications
as clients potentially push back on rate structures or look to move work to lower-cost firms,

and as smaller associate classes pose their own potential risks to future leverage.

For Midsize firms, they too were more aggressive about worked rate growth, but to much
less of an extent than their larger competitors. Yet, they were quite aggressive about hiring.
The improvement in profitability for Midsize firms was more organic, benefiting from rate
increases and a second year of market-leading demand growth. This too, however, presents
potential future pitfalls should demand shift back to larger firms. Given their efforts to staff
up, many Midsize law firms may find themselves in a position of having a larger supply of

lawyers than their demand is able to support.
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How did we get here?
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Ripples from the past reverberating today

As indicated in the data described above, it has become increasingly apparent over the past
couple of years that a sorting out is occurring in the legal market in which certain firms and
sectors are performing significantly better than others. To understand why this is happening —
and especially, why it is happening now — requires a deeper look at the underlying forces

that have been at play in the legal market over the past several years. While such an exercise
in their own market may have proven useful to the leaders of Pan Am many years ago had it
been done, today such an undertaking is critical for law firm leaders as it may provide helpful

insights about where the legal market is headed in both 2024 and the years beyond.

For the purposes of our analysis, we have undertaken a look back at law firm performance
data over the past 15 years, i.e., since the onset of the GFC in late-2007-2008.

Figure 14: Historical demand growth
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During the period of the GFC and immediately after, market power shifted decisively from law
firms to their clients, rapidly moving from a sellers’ to a buyers’ market for legal services in

all segments. Prior to the GFC, law firms largely controlled all important decisions regarding
legal matters — from planning and scheduling to staffing, daily managing, and of course,
pricing. After the GFC, this was no longer the case. Clients emerged from the crisis firmly in

control of all aspects of their matters. They began monitoring the work of their outside law
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firms, providing direct oversight of the day-to-day management of their matters. To win work,
a law firm now needed to show it could deliver quality outcomes efficiently, cost effectively,

and more predictably than its competitors.

At the same time, from 2011 through early-2020, the legal industry entered a period we call
the Transactional Decade, in which the legal market enjoyed an unprecedented 10 years of
low-interest rates that drove demand in transactional practices, particularly corporate finance
and M&A. This development supported law firm revenues despite the underlying market
changes that followed the GFC. Law firms in all segments of the market, most particularly the
Am Law 100, benefitted from increased demand for services related to transactional matters,

as reflected in steady profit growth throughout the decade.

The relative strength of transactional practices continued into the period of volatility around the
onset of the global pandemic in early-2020. In fact, demand growth in transactional practices™
outpaced growth in counter-cyclical practices™ in nearly every year through 2022. By 2023,
however, demand for transactional work fell into negative growth territory, leading to a 6.2%

gap between the two practice groupings on a rolling 12-month basis as of November 2023.

Figure 15: Transactional vs. counter-cyclical growth (2008-2023)

Year-over-year change = Transactional (Corporate general, M&A, Real estate, Tax) —— Counter-cyclical (Litigation, Labor & Employment, Bankruptcy)
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10 For our purposes in this report, transactional practices include general corporate, M&A, real estate, and tax practices.
11 For our purposes in this report, counter-cyclical practices include litigation, bankruptcy, and labor & employment.

© Thomson Reuters 2024



2024 Report on the State of the US Legal Market 20

© Thomson Reuters 2024

Clients asserting their new-found influence

Following the GFC, the fundamental shift in market power from law firms to their clients
continued to grow. For example, corporate clients came to regard their outside lawyers more
as vendors rather than trusted advisors, as reflected in the increased involvement of corporate
procurement departments in the selection and management of outside law firms, as well

as in the marked increase in the use of request-for-proposals (RFPs) and other competitive

processes to select outside counsel.

The new market forces were also apparent There is no question that during
/4
in the growing use of budgets for all major the Transactional Decade
7
clients increasingly turned to
lower-priced firms for many

projects and the imposition of client-
mandated budget caps. In addition, clients

became enamored of disaggregating

(or unbundling) legal work to assemble of the services that they had
virtual teams of different firms and outside previously sought from firms
lawyers to work on a single matter. It also higher in the market ranks.

became a common practice for clients
to impose outside counsel guidelines (OCGs) that supplemented (or usually superseded)

provisions in engagement agreements, sometimes changing important terms.

Firms, unfortunately for them, were slow to respond to these new client pressures, doing

so mostly reactively. However, the full impact of the market changes were at least partially
cushioned by strong transactional demand growth. Thus, many firms failed to notice as clients
quietly pushed certain kinds of legal work down market — a concept we called demand mobility

in last year’s report.

There is no question that, during the Transactional Decade, clients increasingly turned to
lower-priced firms for many of the services that they had previously sought from firms higher
in the market ranks. Thus, we saw the shifting of certain transactions from Am Law 100
firms to Am Law Second Hundred firms or to Midsize firms. Similarly, there was a clear shift
in litigation demand away from higher- to lower-priced service providers. These shifts were
subtle, however, as clients simply moved some of their business to a different segment of the
market, without notifying their prior providers. As a result, some firms retained a false sense

of security even as client work was slipping away.

It has only been during the period of volatility that began with the global Covid-19 pandemic
in 2020 and continues today with a prolonged period of economic uncertainty that we have
been able to see the full impact of the fundamental market shifts that occurred some 10 years
ago. This period of volatility has dramatically increased competition across the market and
has resulted — not surprisingly — in a sorting out of firms in terms of financial performance
that we expect to continue into 2024 and beyond. It is also a development that law firm

leaders need to more fully understand to guide their firms forward successfully.



2024 Report on the State of the US Legal Market 21

The past as prologue?
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Against this background of overall market performance and a look at the key drivers of
that performance over the past decade or so, we can turn to how these developments may

translate into future opportunities for law firms.

Increasing rates have really been the underlying foundation of improved profitability for most
law firms since the GFC, particularly because, as we've shown, demand growth has been

relatively lackluster for most of that period.

Law firm worked rates have experienced tremendous growth in just the past few years;
however, growth in top-line rates has not necessarily been mirrored all the way down to

increases in collections.™

Increases in rates may have also masked the important phenomenon of demand mobility that
has been underway for some time. This year, we can see that the effects of this demand mobility

are being felt not only in demand performance, but also in overall legal market economics.

Figure 16 shows the Figure 16: Changes in rates paid by clients
evident disconnect
between the worked Average law firm worked rate increase 5.7% - YTD June 2023
rate growth experienced Company size by
by law firms and the annual revenue Partner Of Counsel Associate
effective rates paid by Under $500M 11% -3.0% 3.7%
clients. Essentially, even

. $500M - $2B -4.6% -2.4% -6.1%
as law firm rates have
gone up aggressively, $2B - $10B -2.1% -3.4% -3.0%
clients have found ways to $10B + -6.8% -7.5% -8.0%
reduce timekeeper costs Source: Thomson Reuters 2024

across the board through

reallocation of work. And we see that it doesn’t take much to reduce what clients are paying
for outside legal counsel. Using current average collected rate figures for each segment,

we crafted a scenario (seen in Figure 17) in which the current outside counsel utilization of a

hypothetical corporate law department was split fairly evenly between Am Law 100, Second

Hundred, and Midsize law firms.

12 Seesupra. at 8-9.
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Figure 17: How clients can save on legal costs, while firms raise rates

Collected rates Collected rate growth Proportion of work client assigns to each firm
Law firm

fname YTD: Q2 YTD: Q2

2022 2023 YTD Q2: 2023 YTD: 2022 YTD: 2023 Change
Midsize Firm A $405 $419 3.3% 30% 50% +20
Am Law Second Hundred Firm B $449 $465 3.6% 35% 30% -5
Am Law 100 Firm C $611 $638 4.3% 35% 20% -15
*Calculated using sum product
Average collected rate Average rate that the client sees across their roster Growth rate the client experienced of the collected rate($) and
growth for law firms proportion for work.
YTD: Q2 2022 YTD: Q2 2023 (YTD Q2: 2023 vs. 2022)
3.4% $492* $476* -3.3% Source: Thomson Reuters 2024

By shifting work away from more expensive firms and toward lower-cost ones, our
hypothetical law department was able to capture a 3.3% reduction in their average paid rate,
an appreciable difference given the number of law firm hours the average corporate law
department pays for in a year. Obviously, the higher the portion of work directed to Am Law
100 law firms, particularly Am Law 100 partners, the greater the potential cost savings from

later tiering of work.

None of this, of course, should discourage law firms from pursuing rate increases. Many will
rightly point out that even with higher rates and shifting demand, realization has remained
relatively strong and large law firms have, for the most part, maintained profitability.

However, it is vital to recognize the pressure in-house counsel are under to curtail their costs.

Figure 18: General counsel cost control strategies

Efficient processes 83%
Bring work in-house
Discounted rates
Technology/ Automation
AFAs

Triage new matters

Move work to lower-cost firms
Early settlement

Move work to ALSPs

Hiring freeze

Which of the following will form a significant part of your cost-control strategy over the coming 12 months? Source: Thomson Reuters 2024

© Thomson Reuters 2024



2024 Report on the State of the US Legal Market 23

Looking ahead to 2024 and beyond, it's obvious that clients are likely to continue to be quite
aggressive about moving work to more cost-effective law firms, given the potential savings
they could see. Law firms looking to retain clients in this environment will need to focus on
emphasizing the value and efficiency their work provides to the client while avoiding the
pitfalls of devaluing work by emphasizing price. As much as clients are looking to cut costs,
they are also being asked to do more with less — those law firms that can demonstrate these

capabilities will be better positioned to retain client work.

Similar to demand mobility, there has been an impactful shift in client expectations. As we
have noted, immediately following the GFC, client expectations for their outside law firms
shifted toward demands for higher levels of efficiency, cost effectiveness, and predictability
in the delivery of legal services. These expectations changed somewhat during the
unprecedented pandemic crisis, as clients tended to revert to their more trusted advisors
to help guide their decisions. As the effects of the pandemic have waned, however, there is
strong evidence that clients are returning to their pre-pandemic expectations of favoring
firms that meet their broader needs — and that is also likely to have major implications for

law firm leaders into 2024 and beyond.

With clients once again placing a particular premium on specialist knowledge, they are
looking to hire experts who can supplement the broad spectrum of knowledge available
in-house. Clients are also looking for support internationally and are evaluating firms more
objectively on their strengths in these required areas, rather than homing in on specific

favored lawyers.

Law firm leaders today must understand this change in client expectations and adapt to
focus on value provided, efficiencies gained, and expertise offered if they are going to flourish
in the years ahead. In short, they must do what the leaders of Pan Am did not — understand

their customers’ desires were changing and pivot their service to the marketplace.

Figure 19: Changes in client favorability drivers

Notable changes in favorability drivers over time
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What successful firms can teach us about the future
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Against this background, it is useful to consider the strategies of those law firms that appear
to have been most successful in recent years. In 2023, we reviewed the financial results for
almost 100 law firms over a 10-year period (2013-2022), ranking the firms’ compound annual
growth rate performance on the basis of revenue per lawyer and profit per lawyer. Those

law firms ranked in the top quartile were designated Dynamic Firms, and those ranked in the

bottom quartile were designated Static Firms.”

Not surprisingly, Dynamic Firms exceeded Static Firms (and all other firms) in demand
growth, worked rate growth, fees worked growth,™ productivity, and — perhaps
surprisingly — lawyer headcount growth.’™ Demographically, Dynamic Firms did not fit a

single segment profile, yet there were several key traits that they seemed to share:

e An ability to read the market more astutely than their competitors, shifting their practice
mix and presumably staffing toward transactional work during the Transactional
Decade more quickly than others. They also gradually shifted their practices away from

price-sensitive areas and focused on market choices that played to their strengths.’®

e An ability to balance demand growth and staffing projections better than other firms.
Indeed, they experienced only minimal productivity losses despite having stronger

headcount growth than other sectors.”

e Awillingness to expand roles for non-lawyer professionals and more robust investment
in technology, marketing & business development, and high-level support staff,™® as well
as smart investments in people, both for fee earners and support staff.”® In addition,
these firms were able to consistently push work down the firm'’s food chain, thus

optimizing profit potential through leverage.?®

In short, Dynamic Firms simply adjusted to the new market realities faster than their
competitors — a lesson lost on the leaders of Pan Am. As a result, today’s Dynamic Firms are
likely better positioned to take advantage of the next wave of change in the legal market —

the impacts of generative Al.

13 Thomson Reuters Institute, 2023 Dynamic Law Firms Report: What Has Set High-Growth Law Firms Apart for the Last Decade? at 4-5. Available at:
https://www.thomsonreuters.com/en-us/posts/legal/dynamic-law-firms-report-2023.

14 “Fees worked growth” is a firm's total billable hours for a given period multiplied by the average worked rate.
15 Dynamic Law Firms Report, at 6.

16 Id. at 8-13.

17 Id. at17-19.

18 Id. at 22-25.

19 Id. at 25.

20 Id. at18-19.
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The potential impact of Gen Al
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Another factor likely to have a massive impact on many aspects of law firm business such as
lawyer headcount, law firm service delivery, pricing, and probably nearly everything else, is

generative Al.

A detailed discussion of the challenges posed by Gen Al to the legal market is beyond the

scope of this report;?' however, its potential future impact should not be ignored nor understated.

Al has been in use in law firms for a long time, albeit under different names and in different
forms. Recent technology advances in Gen Al large language models have brought its
potential into sharp focus along with controversy. Today, just half of large law firms report
having an overarching digital transformation strategy at the C-Suite level, even as

Gen Al?2 continues to evolve very fast with the pace of adoption hitting unprecedented levels.

Figure 20: Reaction to Al in the legal profession

l A zombie apocalypse l Stepping on a rusty nail 2 Your favorite snack being discontinued
A year's supply of your B Dinner with your B Winning the lottery
favorite snack celebrity crush

I PESSIMISTS (4 in 10) OPTIMISTS (6 in 10)

. Accuracy
Biggest R .
foar Loss of jobs Accuracy Data security
Demise of profession
Sample: 640 Legal Professionals Source: Thomson Reuters 2024

Not surprisingly, the future potential impact of Gen Al on the legal profession is viewed by
law firm leaders with a mix of optimism and caution.? Yet, a significant number of legal
professionals expressed optimism about Al’s ability to enhance productivity and efficiency

(with 45% saying this) and to free up time for higher-level tasks (38%).

21 For in-depth discussions of generative Al and its impact on the legal market, see Thomson Reuters Institute, Digital Strategy Report: How Law Firms Are
Tying Digital Transformation Efforts to Overall Firm Strategy (2023) available at https://www.thomsonreuters.com/en-us/posts/wp-content/uploads/
sites/20/2023/06/Digital-Strategy-Report_2023.pdf; and Thomson Reuters Institute, ChatGPT and Generative Al within Law Firms: Law Firms See
Potential, Eye Practical Use Cases and More Knowledge around Risks (2023) available at https://www.thomsonreuters.com/en-us/posts/technology/
chatgpt-generative-ai-law-firms-2023/.

22 Digital Strategy Report: How Law Firms Are Tying Digital Transformation Efforts to Overall Firm Strategy (2023).

23 Thomson Reuters Future of Professionals report (2023); available at https://www.thomsonreuters.com/en/campaigns/future-of-professionals.html.
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This brings up another crucial lesson for law firm leaders as they guide their firms into 2024
and beyond: The need to communicate the value that Gen Al-driven efficiencies offer to
clients. While much of the early focus for leadership around Gen Al will be on navigating
ethical issues, ensuring data accuracy, and enhancing data security, as their employees adapt
to this evolving technological landscape, smart leaders will be paying attention to how they

can best communicate these benefits to their clients.

To see how this could play out, let’s look at a few hypothetical scenarios of what might result

from increased Gen Al in the legal industry.?*

Scenario One — The rising tide

In this first scenario, the increasing application of Gen Al significantly enhances both client
value and law firm profits. Clients benefit from higher-quality advice, faster service, and more
creative solutions, while firms see reduced operational costs and improved labor efficiency. This
leads to a shift in team composition within law firms as roles for Al-trained lawyers and legal
technologists increase. Concurrent with this, the traditional pathway from associate to partner

changes, as does the law firm pricing model and the methods of lawyers’ internal education.

While the ability for law firms to showcase their value to clients is very likely challenged by
this scenario, those firms that can harness innovation to demonstrate that value will more

easily be able to differentiate themselves in the crowded legal market going forward.

Scenario Two — A lopsided landscape

A second scenario involves clients greatly leveraging Gen Al to assert further control over
legal services, diminishing law firms' traditional roles to an even greater extent and enabling
the vast majority of the technology’s value to be claimed by clients at the expense of firms.
Here, clients may handle more legal work in-house, relying on external providers only for final
validations. Clients also might demand more competitive pricing models from law firms, with
capped fees and full transparency, given that Gen Al is doing some of the heaviest lifting —

an attitude some clients have already expressed.

Emboldened by this, clients could push further to diversify their legal service providers,
enlisting software vendors and consultancies, and dramatically increasing competition
for law firms. As mentioned above, for those firms that adopt new innovations but aren't

successful at articulating their benefits to clients, this scenario could be especially painful.

24 Adapted from the 2023 Australia: State of the Legal Market Report by Thomson Reuters and the University of Melbourne. Available at:
https://www.thomsonreuters.com/en-us/posts/legal/australia-state-of-the-legal-market-report-2023.

© Thomson Reuters 2024
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Scenario Three — No big thing

Another potential scenario is perhaps the least imaginative but is a constant consideration,
nevertheless. In it, Gen Al simply does not have a significant strategic impact on law firms,
serving instead as an advanced tool for knowledge management and search functions but
not substantially altering current legal practices or the overall balance between law firm and
client. Gen Al finds utility in operations, marketing, IT, and HR but does not notably change

client benefits or firm costs.

While seemingly implausible, it should be noted that some version of this scenario is likely to
crop up in isolated pockets. Some firms, practice areas, and regions at one time or another
may see little actual difference compared to a world in which the full impact of the latest
technology never materialized. Forward-looking law firm leaders need to assess the potential
impact of Gen Al on a case-by-case basis, identifying areas where it may be insignificant or,
conversely, where it could offer significant opportunities for value growth and an enhanced

client experience.

We're only at the beginning of the Al journey

These scenarios are, of course, only a few visions of the potential future. They are by no
means mutually exclusive, or even the only possible directions Gen Al will evolve in the

legal industry. Time, deeper research, and experience will lead to much more robust
understandings of the intricacies of how Gen Al will impact particular practices, industries,
firms, and even specific lawyers. At present, though it is important for law firm leaders to
understand that this evolution will happen with or without them. Planning for scenario three
is likely to be the riskiest approach. And indeed, most law firms seem to be working toward

scenario one, at least in certain contexts.

For now, use cases for generative Al in law firms are primarily internally focused, but that will

rapidly change over time . Longer term (3-10 years), the technology promises to transform

the way law firms work and are structured, as it forces new pricing and leverage models, new

ways of relating to clients, and new forms of collaborative partnerships both among firms and

with non-law firm providers.
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Conclusion
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The primary challenge facing law firm leaders today and in the coming years is their ability
to recognize that the legal market has changed fundamentally since the GFC, and that these
changes are, in fact, likely accelerating. Although the impact of these changes was difficult
to parse in the more robust conditions of the Transactional Decade, they clearly altered

the power relationship in the market, shifting it to clients from their outside counsel. Only
recently have we begun to understand more completely the full impact of this fundamental

market shift.

Today’s law firm leaders can choose to ignore these changes but, like the leaders of Pan Am,
they do so at their peril. To be sure, embracing the new market realities will be challenging as
they run counter to many of the instincts, training, and experience that many senior lawyers
hold. What is required, however, is an openness to new ways of thinking about structuring the
delivery of legal services in a market that no longer rewards many of the traditional ways of
doing things. Along with that, of course, is the keen necessity to be able to communicate with

clients the enhanced value the firm can now offer.

Leaders who can rise to this challenge will be able to lead their firms confidently into the
future. Those who do not, will — like the leaders of Pan Am — leave their organizations
ill-equipped and vulnerable to the vagaries of the marketplace, often offering the wrong

services in the wrong ways and wondering why nothing they do is working like it used to.

Leaders who are open to new ways of thinking
about legal services and communicating

with clients will be able to lead their firms
confidently into the future.
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The Center on Ethics and the Legal Profession www.law.georgetown.edu/legal-profession.
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