Adapt Or Die: Law Firms In Tomorrow's
Economy

Law360, New York (November 2, 2016, 9:58 AM EDT) --

This is a multipart series exploring the metamorphosis that needs to
take place in the world of corporate law firms in order for them to
survive and thrive in the future. To date, we discussed the history of the
adversarial relationship between corporate clients and their outside
counsel, the fate of the billable hour, and the challenges of both client
development and associate training. Here, we tackle compensation
trends.

Compensation Ain't What It Used to Be ... And Never Will Be
Again

Biglaw per partner profit, despite the fact that it is regularly reported in
various annual surveys, is a deliberate mystery. Understandably so,
given that competitors have access to those figures and nobody wants
to look less successful than the other guy. On the other hand, taking
into account that some firms include non-equity partner compensation
in the mix, they can be misleading on the low side.

Working with the data publicly available and reading some tea leaves,

it looks like most of the firms in the top 100 have per partner profit of

just shy of $1 million, with non-equity compensation of around $400K. Firms with per partner profit north
of $1 million tend to be in the top third of large firms by profit. There are obviously outlier firms at the very
top of the PPP heap making three and four times those amounts, but we’re talking the median here.
Reported average PPP are at $1.75 million, but the top 10 firms weight this average.

Profits have been fairly flat for the last several years, after taking a hit in 2008 when corporate clients took
the opportunity the economic downturn presented to extract significant fee concessions. But for 30 years
prior to that, profits rose at a steady clip.

In 1978, legal spend accounted for 0.4 percent of the gross domestic product, yet by 2003 it had jumped to
1.8 percent. Per partner profits soared by 226 percent from 1987 to 2012. All during this period, law firms
charged what they wanted and corporate clients paid up.

Corporate profits, in the meantime, have never been higher. After tax profits have reached a level not seen
since the statistic was first kept in 1926. Employee wages, on the other side of the ledger, have never been
lower.

Consolidation of market power in large corporations permits them to exert that power to predictable effect:
expenses are being cut to the bone in order to maximize profits. The corporate client is now in the driver’s
seat, and is driving law firms to the same destination as other expenses and for the same reason.

The legal function was in the corporate crosshairs for years before 2008, but since that time corporations
have aggressively sought ways to curtail what had been a runaway train of legal expenditures. In-house
lawyers’ compensation is falling, even as more and more legal work is brought in-house.

Law firm partners whose careers have spanned this 30-year period will be the last of the line to enjoy the
degree of profits to which they have become accustomed. Some of the ways that law firm partners have
been able to extract these profits demonstrate the trend.



Stratification of lawyers into non-equity partners, service partners, special counsel, of counsel, partner track
associates, and non-partner track associates all point to the fact that in order to keep and increase profits,
law firms have had to contort themselves into nearly unrecognizable shapes. The prevalence of associate
poaching, the reliance on lateral hires and rainmaker musical chairs also point to that fact.

The legal industry is going through the same transformation as the medical industry did over the last 30
years or so. The average physician used to practice in solo and small practices and made a very decent,
even extraordinary, living in the case of several specialties. Doctors had hospital privileges, but usually had
their own practices outside of the hospital framework. As hospital corporations have absorbed more and
more practice groups, and as the cost of administering the hundreds of health plans has risen to rival the
cost of medical supplies, the solo and small practice doctor are a dying breed. The earning potential of new
doctors pales in comparison to their predecessors from even a couple decades ago. Market consolidation,
and the intensified market power that comes with it, has done its work in the medical industry.

Consider the media industry: In 1983, 90 percent of American media was owned by 50 companies; and in
2011, 90 percent was owned by six companies. And look at the 147 companies that control 99 percent of
the world’s wealth; or the 10 companies that control virtually all of American consumer products — market
consolidation is marching along to its inevitable conclusion.

And now it’s the legal industry’s turn. This should come as no surprise, and I’m sure it doesn’t to many
lawyers. Law firm mergers are telling the same tale. In order to do battle in a market where demand is flat
and competition is intense, law firms are merging in record numbers. In 2015, there were a record 91 law
firm mergers, which broke the record of 88 mergers set in 2013. These mergers will continue until the top
200 becomes the top 100, becomes the top 50, becomes the top 10. And those top 10 will get 90 percent of
big corporate business.

Consolidated market power will not mean the end of all of Biglaw or the end of all law firm life, but
corporate clients will not continue to support today’s law firm profit margins forever. Sure, the top 10 firms
will continue to be able to charge what they want and corporate clients will continue to pay. But for
everyone else, forget about it.

Tuned in tomorrow for the final installment of the series, “All Ships Must Sail in the Same Direction, Using
the Same Compass.”
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