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INTRODUCTION

____________________________

Two aspects of professional work create the special management challenges of the professional service firm. First, professional services involve a high degree of customization in their work. Professional firms must manage customized activities where little, even management information, can be reliably made routine. Management principles and approaches from the industrial or mass-consumer sectors, based as they are on the standardization, supervision, and marketing of repetitive tasks and products, are not only inapplicable in the professional sector but may be dangerously wrong.

Second, most professional services have a strong component of face-to-face interaction with the client. This implies that definitions of quality and service take on special meanings and must be managed carefully, and that very special skills are required of top performers.

Both of these characteristics (customization and client contact) demand that the firm attract (and retain) highly skilled individuals. Because of this, the professional service firm is the ultimate embodiment of that familiar phrase “our assets are our people.” What a professional service firm sells to its clients is frequently less the services of the firm per se than the services of specific individuals (or teams of individuals).

A primary consequence of this is that the professional service firm must compete actively in two markets simultaneously: the “output” market for its services, and the “input” market for its productive resources, the professional work force. It is the need to balance the often conflicting demands and constraints imposed by these two markets that creates the special challenge of managing the professional service firm.

This book has grown from my consulting experience in the past ten years working with professional service firms, across a broad array of professions, in more than twenty countries. In particular, I have worked closely with accountants, actuaries, architects, consultants, executive recruiters, lawyers, public relations counselors, advertising agencies, engineering firms, money managers, investment banks, real estate firms, and others.

Many professionals may be surprised to find themselves grouped with other professions with which they feel little identity. However, while it is clear that the management problems of professional firms are sufficiently different from industrial or mass-consumer businesses to require their own “management theory”; it is also clear that, in spite of many differences, businesses within the professional service sector face very similar issues, regardless of the specific profession they are in. When I began my work, I treated these propositions as hypotheses. Ten years, many professions, and countless firms later, I take them as confirmed facts.

Naturally, parts of this book will apply more to some professions than to others. The discussion of partnership issues will be less relevant to those firms structured as corporations. However, it should not be completely irrelevant. I have encountered many legal partnerships run like corporations, and many corporations run on partnership principles. My hope is that the partnership terminology will not prove to be a barrier for the reader, and that readers from all professions will find something here to stimulate their thinking.

David H. Maister                                                                 July 1993

Maister Associates, Inc.

P.O. Box 946

Boston, MA 02117-0946

Tel: 617-262-5968

Fax: 617-262-7907

Website: http://www.davidmaister.com

    E-mail: David_Maister@msn.com



PART ONE

_________________________

BASIC MATTERS

_________________________



CHAPTER 1

A QUESTION OF BALANCE

____________________________

One of the most interesting discoveries in my consulting work has been the fact that (apparently) every professional service firm in the world has the same mission statement, regardless of the firm’s size, specific profession, or country of operation. With varying refinements of language, the mission of most professional firms is:

 

To deliver outstanding client service; to provide fulfilling careers and professional satisfaction for our people; and to achieve financial success so that we can reward ourselves and grow.

 

The commonality of this mission does not detract from its value. Simply put, every professional firm must satisfy these three goals of “service, satisfaction, and success” if it is to survive (see Figure 1–1). Management of a professional firm requires a delicate balancing act between the demands of the client marketplace, the realities of the people marketplace (the market for staff), and the firm’s economic ambitions.

Many factors play a role in bringing these goals into harmony, but one has a preeminent position: the ratio of junior, middle-level, and senior staff in the firm’s organization, referred to here as the firm’s leverage. To see the importance of this factor, we shall briefly examine, in turn, its relation to the three goals of the firm.

FIGURE 1–1 
The Three Goals
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LEVERAGE AND THE CLIENT MARKETPLACE

The required shape of the organization (the relative mix of juniors, managers, and seniors) is primarily determined by (or rather, as we shall see, should be determined by) the skill requirements of its work: the mix of senior-level, middle-level, and junior-level tasks involved in the projects that the firm undertakes. Consider three kinds of client work: Brains, Grey Hair, and Procedure projects.

In the first type (Brains), the client’s problem is at the forefront of professional or technical knowledge, or at least is of extreme complexity. The key elements of this type of professional service are creativity, innovation, and the pioneering of new approaches, concepts or techniques: in effect, new solutions to new problems. The firm that targets this market will be attempting to sell its services on the basis of the high professional craft of its staff. In essence, their appeal to their market is, “Hire us because we’re smart.”

Brains projects usually involve highly skilled and highly paid professionals. Few procedures are routinizable: Each project is “one-off.” Accordingly, the opportunities for leveraging the top professionals with juniors are relatively limited. Even though such projects may involve significant data collection and analysis activities (normally performed by juniors), even these activities cannot be clearly specified in advance and require the active involvement of at least middle-level (project management) professionals on a continuous basis. Consequently, the ratio of junior time to middle-level and senior time on Brains projects tends to be low.

Grey Hair projects, while they may require a highly customized “output” in meeting the clients’ needs, involve a lesser degree of innovation and creativity in the actual performance of the work than would a Brains project. The general nature of the problem to be addressed is not unfamiliar, and the activities necessary to complete the project may be similar to those performed on other projects. Clients with Grey Hair problems seek out firms with experience in their particular type of problem. In turn, the firm sells its knowledge, its experience, and its judgment. In effect, they are saying, “Hire us because we have been through this before; we have practice at solving this type of problem.”

Since for Grey Hair-type projects the problems to be addressed are somewhat more familiar, at least some of the tasks to be performed (particularly the early ones) are known in advance and can be specified and delegated. The opportunity is thus provided to employ more juniors to accomplish these tasks.

The third type of project, the Procedure project, usually involves a well-recognized and familiar type of problem. While there is still a need to customize to some degree, the steps necessary to accomplish this are somewhat programmatic. The client may have the ability and resources to perform the work itself, but turns to the professional firm because the firm can perform the service more efficiently, because the firm is an outsider, or because the client’s own staff capabilities to perform the activity are somewhat constrained and are better used elsewhere. In essence, the professional firm is selling its procedures, its efficiency, its availability: “Hire us because we know how to do this and can deliver it effectively.”

Procedure projects usually involve the highest proportion of junior time relative to senior time (and hence imply a different organizational shape for firms that specialize in such projects). The problems to be addressed in such projects, and the steps necessary to complete the analysis, diagnosis, and conclusions are usually so sufficiently well established that they can be easily delegated (under supervision) to junior staff. For Procedure projects the range of possible outcomes for some steps may be so well known that the appropriate responses may be “programmed.”

The three categories described here are, of course, only points along a spectrum of project types. However, it is usually a simple task in any profession to identify types of problems that fit these categories. The choice that the firm makes in its mix of project types is one of the most important variables it has available to balance the firm. The choice of project types influences significantly, as we shall see, the economic and organizational structures of the firm.

Consider what will happen if a firm brings in a mix of client work such that its “proper” staffing requirements would be for a slightly higher mix of juniors, and a lesser mix of seniors than it has (i.e., the work is slightly more procedural than the firm would normally expect). What will happen?

As Figure 1–2 suggests, the short-run consequence will be that higher priced people will end up performing lower-value tasks (probably at lower fees), and there will be an underutilization of senior personnel. The firm will make less money than it should be making.

The opposite problem is no less real. If a firm brings in work that has skill requirements of a higher percentage of seniors and a lesser percentage of juniors (Figure 1–3), the consequences will be at least equally adverse: a shortfall of qualified staff to perform the tasks, and a consequent quality risk.

As these simple examples show, matching the skills required by the work to the skills available in the firm (i.e., managing the leverage structure) is central to keeping the firm in balance.

LEVERAGE AND THE PEOPLE MARKETPLACE

The connection between a firm’s leverage structure (its ratio of junior to senior professional staff) and the people marketplace can be captured in a single sentence: People do not join professional firms for jobs, but for careers. They have strong expectations of progressing through the organization at some pace agreed to (explicitly or implicitly) in advance.

FIGURE 1–2 
The Consequences of Too Much Procedural Work
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FIGURE 1–3 
The Consequences of Too Much Brains Work
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The professional service firm may be viewed as the modern embodiment of the medieval craftsman’s shop, with its apprentices, journeymen, and master craftsmen. The early years of an individual’s association with a professional service firm are, indeed, usually viewed as an apprenticeship, and the relation between juniors and seniors the same: The senior craftsmen repay the hard work and assistance of the juniors by teaching them their craft.

The archetypal structure of the professional service firm is an organization containing three professional levels. In a consulting organization, these levels might be labeled junior consultant, manager, and vice president. In a CPA firm they might be referred to as staff, manager, and partner. Law firms tend to have only two levels, associate and partner, although there is an increasing tendency in large law firms to recognize formally what has long been an informal distinction between junior and senior partners.

Responsibility for the organization’s three primary tasks is allocated to these three levels of the organization: seniors (partners or vice presidents) are responsible for marketing and client relations, managers for the day-to-day supervision and coordination of projects, and juniors for the many technical tasks necessary to complete the study. The three levels are traditionally referred to as “the finders,” “the minders,” and “the grinders” of the business. The mix of each that the firm requires (i.e., its ratio of senior to junior professionals) is primarily determined by the mix of client work, and in turn crucially determines the career paths that the firm can offer.

While the pace of progress may not be a rigid one (“up or out in five years”), both the individual and the organization usually share strong norms about what constitutes a reasonable period of time for each stage of the career path. Individuals who are not promoted within this period will seek greener pastures elsewhere, either by their own choice or career ambitions, or at the strong suggestion of the firm.

This promotion system serves an essential screening function for the firm. Not all young professionals hired subsequently develop the managerial and client relations skills required at the higher levels. While good initial recruiting procedures may serve to reduce the degree of screening required through the promotion process, it can rarely eliminate the need for the promotion process to serve this important function. The existence of a “risk of not making it” also serves the firm in that it constitutes a degree of pressure on junior personnel to work hard and succeed.

The promotion incentive is directly influenced by two key dimensions: the normal amount of time spent at each level before being considered for promotion, and the “odds of making it” (the proportion promoted). These factors are clearly linked to a firm’s leverage structure (and its growth). For any given rate of growth, a highly leveraged firm (one with a high ratio of juniors to seniors) will offer a lower probability of “making it” to the top, since there are many juniors seeking to rise and relatively few senior slots opening up. A less leveraged firm, at the same rate of growth, will need to “bring along” a higher percentage of its juniors, thus providing a greater promotion incentive.

LEVERAGE AND PROFITABILITY

A professional service firm’s leverage is also central to its economics. The “rewards of partnership” (the high levels of compensation attained by senior partners) come only in part from the high hourly (or daily) rates that the top professionals can charge for their own time. Profits also come, in large part, from the firm’s ability, through its project team structure, to leverage the professional skills of the seniors with the efforts of juniors.

The successful leveraging of top professionals is at the heart of the success of the professional firm. As demonstrated below, a significant portion of partnership profits derives from the surplus generated from hiring staff at a given salary and billing them out at multiples of that salary. By leveraging its high-cost seniors with low-cost juniors, the professional firm can lower its effective hourly rate and thus reduce its cost to clients while simultaneously generating additional profit for the partners.

FIGURE 1–4 
Linking the Three Goals
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The market for the firm’s services will determine the fees it can command for a given project; its costs will be determined by the firm’s abilities to deliver the service with a cost-effective mix of junior, manager, and senior time. If the firm can find a way to deliver its services with a higher proportion of juniors to seniors, it will be able to achieve lower service delivery costs. The project team structure of the firm is therefore an important component of firm profitability.

The relationship between a firm’s leverage structure and its three goals is illustrated in Figure 1–4, which shows the principal forces tying these elements together.

GURU ASSOCIATES: A NUMERICAL EXAMPLE

To explore further how these items interrelate, let us consider a numerical example (Table 1–1). Guru Associates, which engages in a variety of projects, nevertheless has a typical project which requires 50 percent of a senior’s time, 100 percent of a middle-level person’s time, and the full-time efforts of three juniors. No one is expected to bill 100 percent of each’s available time. Nevertheless, if the firm is to meet its economic goals, it will require that seniors and managers are engaged in billable work for 75 percent of their time, and juniors 90 percent.

Guru Associates currently has four seniors. If it is to meet its target of 75 percent billed senior time, its available senior time will be four times 75 percent, or the equivalent of three seniors working full-time. This implies six projects, if the typical project requires 50 percent of a senior’s time.

TABLE 1–1
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With six projects, the firm needs the equivalent of six full-time middle-level staff, according to the project team structure. (Each project requires 100 percent of a middle-level person). At 75 percent target utilization (billed hours divided by available hours), this means that the firm must have eight middle-level staff. Similarly, at three juniors per project, the firm needs eighteen full-time juniors, or at 90 percent billability, twenty juniors.

Simple calculations such as these show that, with eight seniors, the firm would need sixteen managers and forty juniors. The proportions remain constant: one senior to every two managers, to every five juniors. Unless there is a change in either the project team structure (i.e., the types of projects the firm undertakes), or the target utilization (matters which will be discussed below), the firm must keep these ratios constant as it grows.

This seemingly simpleminded calculation, relating the staffing mix requirements of the work to the staffing levels existing in the firm, is in fact of extreme importance.

If we know the salaries of the staff members and their billing rates, we can construct the pro forma income statement of this firm at full utilization. The role of leverage is amply illustrated by Guru Associates (Table 1–2). The four seniors (partners) personally bill a total of $1.2 million, or $300,000 apiece. At per-professional overhead costs of $40,000 (including the costs of all secretaries, administrative staff, space, supplies, etc.), this would result in a per-partner profit of $260,000 if these seniors were totally unleveraged.

TABLE 1–2 The Economics of Guru Associates

[image: Image]

*Assume overhead costs of $40,000 per professional

 

With a healthy seven staff members per senior, partner profits now total $420,000 apiece. About 60 percent of each partner’s profit comes not from what he or she bills, but from the profit generated by the nonpartner group. Thus the benefits of leverage!

(It should be immediately stressed that high leverage is not always good. As we have already observed, having high leverage is completely inappropriate if the firm has a high level of Brains work. What we can say is that leverage should be as high as the requirements of the work allow).

We now turn to Guru Associates’ position in the market for staff. Guru Associates has the following promotion policies. It considers that it requires four years for a junior to acquire the expertise and experience to perform the middle-level function, and it expects to promote 80 percent of its candidates to this position. A lower percentage would be insufficient to attract new juniors, and a higher percentage would imply that insufficient “screening” was taking place (i.e., that there was no room for “hiring mistakes”). From middle-level to senior is also expected to take four years; but because fewer candidates develop the critical client relations skills that Guru Associates requires, on average only 50 percent of candidates make it.

We shall now trace the evolution of Guru Associates over time. Among the eight middle-level staff, we may assume that, since it takes four years to make senior, one quarter of them (i.e., two) are in their final year as middle-level staff. If Guru Associates is to abide by its promotion policies, then it can expect to promote 50 percent, (i.e., one candidate). Whether by firm policy or by the personal decision of the individual, the nonpromoted candidate will leave the firm. (Note that this result tends to happen in most professional service firms regardless of whether the firm has an up-or-out policy. Middle-level staff may, if allowed, hang on for another year or two, but most eventually leave if not promoted. As we shall see, there is a strong incentive for the firm to encourage them to leave, since they are occupying slots eagerly sought by the juniors coming up behind them.)

Counting both those promoted and those leaving we have reduced the number of middle-level staff by two; and increased the number of seniors by one. Since we now have five seniors, we require ten middle-level staff (unless the mix of project types changes) and have six remaining. We must seek out four new middle-level staff from among our juniors. Of the twenty in the firm, we assume one quarter (five) will be in their final year as juniors. Since our expectation (or policy) is to promote 80 percent at this level, we will, indeed, promote four out of the five to fill our four available slots. (The fact that these figures match is not, of course, fortuitous. The percentage that can be promoted at a lower level is determined by the shape of the professional pyramid.) Like the “passed over” middle-level staff person, the fifth junior may reasonably be assumed to leave the firm.

We now have fifteen juniors left. However, with five seniors, and ten managers, the firm requires twenty-five juniors: it must hire ten. These changes are summarized in Table 1–3, which follows the same logic for years 1 through 9.

In year 5, the first batch of middle-level staff that were promoted from junior in year 1 will be ready to be considered for promotion to senior. It will be recalled that there are four of them. If promotion opportunities are to be maintained, then two will be promoted (i.e., 50 percent) and two will leave. This creates a total often seniors. With a total of ten seniors in year 5, twenty middle-level staff are required. Of the sixteen in the firm the previous year, four have been promoted or have left, meaning that a total of eight juniors must be promoted. Fortunately (but not fortuitously) ten juniors who were hired in year 1 are to be considered for promotion. The expected 80 percent target may be maintained!

What must be stressed at this point is that we have arrived at these staffing levels solely by considering the interaction of the firm’s leverage structure with the promotion incentives (career opportunities) that the firm promises. What we have discovered by performing these calculations is that the interaction of these two forces determines a target (or required) growth rate for the firm. As Table 1–3 shows, Guru Associates must double in size every four years solely to preserve its promotion incentives. If it grows at a lower rate than this, then either it will remove much of the incentive in the firm, or it will end up with an “unbalanced factory” (too many seniors and not enough juniors) with a consequent deleterious effect upon the firm’s economics.

If the firm attempts to grow faster than target rate, it will be placed in the position of either having to promote a higher proportion of juniors, or to promote them in a shorter period of time. Without corresponding adjustments, this could have a significant impact on the quality of services that the firm provides.

We have seen that the leverage structure and the promotion policies together determine a target (required) growth rate. It should be acknowledged, however, that there is another way of looking at the relationship between these variables. An equivalent way of stating the relationship would be to observe that if given a growth rate and a leverage structure, the promotion incentives that result can be specified. We may see this by examining Table 1–3 once more. Suppose that we had constructed this by specifying the growth rate and the project team structure. We would then have discovered that we could afford to promote only four out of five juniors and one out of two managers. We would also have discovered that we would have a “built-in,” or target, turnover rate averaging over 4 percent (two resignations per year for the first four years while the average number of nonsenior staff was 45.5).

TABLE 1–3 The Consequences of Guru Associates’ Promotion Policies
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In this example, Guru Associates can achieve what would be considered an extremely low target turnover rate if it achieves its optimal growth. However, the norm in many professional firms is a much higher rate than this, often reaching as high as 20 to 25 percent (for example in some CPA firms). The key point to note here is that, given a growth rate and an organizational structure, the target turnover rate of the firm can be specified. (This does not, of course, tell us what the actual turnover experience of the firm will be. We are considering here the turnover that the firm requires to keep itself in balance. While it may be able, through its promotion system, to ensure that the actual rate does not get too low, it may have to use other devices to ensure that the actual turnover rate does not get too high through too many people quitting.)

In most professions, one or more firms can be identified that have clearly chosen a high target rate of turnover. Partners (or shareholders) can routinely earn a surplus value from the juniors without having to “repay” them in the form of promotion. This high turnover rate also allows a significant degree of screening so that only the “best” stay in the organization. Not surprisingly, firms following this strategy tend to be among the most prestigious in their industry.

This last comment gives us the clue as to why such firms are able to maintain this strategy over time. Individuals continue to join these organizations, knowing that the odds of “making it” are very low. In the eyes of many potential recruits, the experience, training, and association with the prestigious firms in the industry make the poor promotion opportunities at such firms worthwhile.

Young professionals view a short period of time at such firms as a form of “post-postgraduate” degree, and often leave for prime positions they could not have achieved as quickly by another route. Indeed, most of the prestige firms following this strategy not only encourage this but provide active “outplacement” assistance. Apart from the beneficial effects that such activities provide in recruiting the next generation of juniors, such alumni are often the source of future business for the firm when they recommend to their corporate employers hiring their old firm (which they know and understand) over other competitors.

The ability to place ex-staff in prestigious positions is thus one of the prerequisites of a successful churning strategy. (An exception might be provided by those professions where legal requirements such as professional certification necessitate that juniors spend time in a firm. However, even here the prestige firms provide active outplacement assistance.)

GROWTH AND PROFITABILITY

Before we leave the topic of growth, we should take a quick peek back at Guru Associates. How did its growth contribute to its profitability? Let us perform our analysis on the basis of constant (year 0) dollars, to remove the effect of inflation. By implication, this means that the salaries and billing rates at each staff level remain the same. What does the firms’ profit and loss statement now look like? Table 1–4 repeats the analysis of Table 1–2, using year 5 staffing levels instead of year 0.

The result? Per-partner profits have not increased! In fact, they have remained precisely the same!

What this simple example shows is that there is no necessary relationship between growth and profits. As we have seen, growth in a professional firm is driven primarily by the need to attract and retain staff, and is critical for that reason, but is not a guarantee of higher per-partner profits.

Why is this so? We shall explore the reasoning in greater detail in subsequent chapters, but the basic fact is this. If a firm grows subject to two conditions, as Guru Associates has, whereby: (a) the mix of client projects (and hence fee levels) remains the same; and (b) the project staffing (or leverage) is such that the same proportion of senior or partner time is required to handle each project; then the number of seniors or partners that the firm requires will correspond exactly to the growth rate. In consequence of this, the profit pool may increase because of the higher volume, but it must be shared among a correspondingly increased number of partners.

If per-partner profits are to increase, then one of the two conditions must be broken. Either the firm must bring in a different mix of business commanding higher billing rates (i.e., find higher-value work for its people to do), or it must find ways to serve the same kinds of work with an ever increasing proportion of junior time, and a declining proportion of senior time.

It is interesting to note that few prominent professional firms act as if growth were profit neutral. Indeed, rapid growth is often listed as a primary goal of the firm, and advances in top-line growth are used as a primary internal and external measure of success. If justified in the name of providing career opportunities for staff, this indeed makes sense. However, if desired on profitability grounds, it would appear that many professional firms are fooling themselves!

TABLE 1–4 The Economics of Guru Associates (Year 5 in constant dollars)
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*Assume overhead costs of $40,000 per professional

SUMMARY: THE KEY ROLE OF LEVERAGE

Perhaps the most significant management variable to be disclosed by the previous analysis is the choice of the mix of projects undertaken, and the implications this has for the (average) project team (i.e., leverage) structure. As we have seen, this latter variable is a significant force in influencing the economics of the firm, its organizational structure, and its positioning in the client and people markets. The leverage structure, in the sense used in this book—as the average or typical proportion of time required from professionals at different levels—has not been a variable that is routinely monitored by firm management. However, as we have shown, its role in balancing the firm is critical.

It is possible, and not uncommon, for the firm’s project team structure to change over time. If it is possible to deliver the firm’s services with a greater proportion of juniors, this will in general reduce the costs of the project. Competition in the market for the firm’s services will, over time, require the firm to seek out lower costs for projects of a particular type, and there will often be opportunities for an increasing proportion of juniors to be used on projects that, in the past, required a high proportion of senior time. What in past years had the characteristics of a Brains or Grey Hair project may, in future years, be accomplishable as a Procedure project.

When considering new projects to undertake, it is usually more profitable for the firm to engage in one similar to that recently performed for a previous client. The knowledge, expertise, and basic approaches to the problem that have already been developed (often through a significant personal and financial investment) can be capitalized upon by bringing them to bear on a similar or related problem. Frequently the second project can be billed out to the client at a similar (or only slightly lower) cost, since the client perceives (and receives) something equally custom-tailored: the solution to his problem. However, the savings in costs incurred by the firm in delivering this customization are not all shared with the client (if, indeed, any are). The firm thus makes its most money by “leading the market”: being able to sell as a fully customized service (at a fully customized price) what increasingly becomes a service with reproducible, standardized elements.

While it is in the best interests of the firm that similar or repetitive engagements be undertaken, this is often not in accord with the desires of the individuals involved. Most individuals that join professional firms do so out of the desire for professional challenge and variety and the avoidance of routine and repetition. While they may be content to undertake a similar project for the second or third time, they will not be for the fourth or sixth or eighth.

The solution, of course, is to convert the past experience and expertise of the individual into the expertise of the firm by accepting the similar project, but utilizing a greater proportion of juniors on second-or third-time projects. Apart from requiring a lesser commitment of time from the experienced seniors, this device serves the admirable purpose of training the juniors.

For all these reasons, we might suspect that, over time, the proportion of juniors to seniors required by the firm in a particular practice area will tend to increase. If this is allowed to proceed without corresponding adjustments in the range of practice areas, the basic project team structure of the firm will alter, with significant impacts on the economics and organization of the firm. The dangers of failing to monitor the project team structure are thus clearly revealed.

Examples of failure in this regard abound in many professions. One consulting firm which learned how to utilize junior professionals increasingly in serving its clients aggressively began to hire new junior staff. After what all concerned considered the reasonable period of time for the promotion decision, the firm realized that, at the rate it had been growing, it could not promote its normal proportion of candidates: It did not need as many partners and managers in relation to the number of juniors it now had. Morale in the junior ranks suffered, as did productivity. (This latter impact was not surprising: there is a close connection between morale, commitment, and productivity in professional service firms.)

An investment banking firm discovered that, over a period of years, it had so increased the range of analyses and services it provided in advising its clients that it, too, needed more juniors on each project. Successfully integrating this new project team structure required major changes in all of the firm’s administrative procedures, particularly its human resource and professional development activities. For these firms, as for all professional service firms, successful management became a question of balance.



CHAPTER 2

THE PROFESSIONAL FIRM LIFECYCLE

____________________________

In any professional service there are three key benefits that clients seek: expertise, experience, and efficiency. However, even within the same practice area, the relative priority that a given client places on these elements can vary dramatically. A client with a large, complex, high-risk, and unusual problem will appropriately seek out the most creative, talented, or innovative individual or firm he can find—at almost any cost. Prior experience in the clients’ industry, or past exposure to problems of a similar type, may be useful but are secondary to the client’s need for frontier expertise.

While many professionals would like to believe that all client needs fall into this Brain Surgeon category, such clients represent only a small proportion of the aggregate fees spent in any given practice area. A much larger client base exists for what I term Grey Hair approaches to practice. These types of client recognize that their problems have probably been faced and dealt with by other companies, require less complete customization, and are probably not crisis issues. Accordingly, they will be shopping less for the sheer brain power of critical individuals and more for an organization that can bring past experience to bear in solving these problems. A high level of expertise is still required, and efficiency is not irrelevant, but extensive experience with similar problems is worth more to the client than an extra degree of intellect or a few dollars of savings.

There will also exist within the same practice area a third group of clients, who have problems that they know can be handled competently by a broad range of firms. Rather than looking for the highest possible expertise, or the most prior experience, these clients will be seeking out a professional firm that can meet their needs for a prompt start, quick disposition, and low cost: They will seek the efficient firm.

Since clients of each of these types exist within every practice area, it would be tempting for a practice group to try and respond to all of these various needs, particularly in these competitive days when professional firms are hungry for increased revenues. However, accommodating the varying needs of these different types of clients within a single practice group is an almost impossible task. A group that wishes to attract the “high expertise” engagements must organize its affairs and methods of doing business in such a way that will make it an unlikely candidate to be chosen by a client who places most emphasis on efficiency and, of course, vice versa.

Rather than discrete categories, the expertise, experience, and efficiency labels are obviously meant to describe only points along a spectrum of practice (see Figure 2–1). However, as we shall see below, every aspect of a practice group’s affairs, from practice development to hiring, from economic structure to governance, will be affected by its relative positioning on this spectrum. Increasingly, firms will have to decide which type of client need they are attempting to serve, and organize their affairs appropriately.

FIGURE 2–1 Spectrum of Practice
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THE EXPERTISE PRACTICE

To justify this conclusion, we shall examine, in turn, the optimal forms of management for each of the three types of practice. First, imagine a professional practice group (or firm) that focuses its attentions on serving the needs of clients with frontier problems. How would you run such a practice?

True to the professions’ traditional self-image of being elite practitioners, the staffing requirements of this “expertise-based” practice would be such that the firm would need to seek out and attract only the top percentile graduates from the best schools, in order to generate top-notch apprentices who could meet the quality needs of the frontier practice. Training would best be accomplished through an informal apprenticeship system and, since standards would be high, a rigorous up-or-out promotion system would ensure that the firm retained only the best and the brightest.

While some large-scale engagements might require large numbers of junior professionals to draft documents, perform analyses, or conduct client interviews, most expertise engagements would tend to require a high percentage of senior professional time, due to the high diagnostic component in the work. Accordingly, we would expect the expertise practice area to be relatively unleveraged, with low fixed costs and high margins. The firm would make its profits through high billing rates or some form of value billing, justifiable and sustainable because of the criticality, complexity, and risk in the client engagement.

Optimal marketing of an expertise practice matches closely the forms of practice development traditional in the professions. Since for this type of critical engagement the client would be seeking the best available talent, prominence and reputation would be the keys to winning clients. The best practice development techniques would be writing articles or books, giving speeches or being quoted in the appropriate media, thus establishing credentials as an “expert.” Practice development would tend to revolve more around building the reputation of individuals rather than the firm, as in the common client comment “I hire lawyers, not law firms.” Reputation within the profession would play an important role in practice development.

Since few clients would have regular ongoing needs for top-flight critical expertise, the client mix of professionals practicing in this area would tend to be diverse, and constantly shifting. With relatively low leverage and an up-or-out system, the internal pressure for growth would be less than in other practice area types and (appropriately) growth would not be a major goal for the firm.

As in all aspects of firm management, the best form of governance in an expertise-based practice area would fit the traditional professional mold: a collegial partnership of peers headed (if at all) by a leader who symbolizes the firm’s commitment to high standards. Decision making would be by consensus, and management (to the extent that it existed) would largely be accomplished by inspiration. The autonomy of the individual partner would be among the most supreme virtues in the firm, with little use made of formal internal structurings. No individual or group of individuals could be said to “own” the firm. Rights to participation in the firm’s future profits would be “given away” by senior professionals in order to retain top talent.

THE EXPERIENCE-BASED PRACTICE

Now consider a firm whose practice-mix was made up predominantly of clients who, rather than needing the profession’s most creative talent, wanted to find a firm that had accumulated experience in handling certain types of problems, and would not take an expensive “start with a blank sheet of paper” approach to the problem. The marketing task of such a firm would be different. Rather than relying on individual talents, the firm would need to create more of an institutional reputation, based not only on the “raw” talent of key individuals but on the ability of the firm to bring to bear its collective knowledge derived from past engagements.

For such firms, practice development would involve identifying, documenting, and promoting their specialized knowledge, through brochures describing previous engagements, client newsletters, or special seminars on topics related to the firm’s particular area of experience. Experience based practice areas would tend to have a more clearly focused and stable mix of clients, with steady relationships becoming increasingly important.

In contrast to the “frontier practitioners,” the work content of the typical engagement would require less time spent on diagnosis and more on executing increasingly predictable (if still technically demanding) tasks. Accordingly, the ratio of junior to senior professional time would increase, with profits from increased leverage offsetting the generally lower billing rates. It is in this middle experience stage of practice area maturity that time-and-expenses billing practices would be (and are) most relevant and common in all professions.

The firm’s hiring needs would expand to include a major role for less skilled professionals and more paraprofessionals, since the increased structuring of familiar engagement types would allow the firm to employ an increasing degree of systems and procedures and hence require less mature talent. Training approaches would become increasingly formal with greater use of out-of-hours classroom sessions and practice manuals.

Since individuals who had worked in the firm for any period of time and absorbed the knowledge and skills of the firm would remain productive and marketable team members even if they did not have the abilities to progress to the top rank, there would be less need for the firm to enforce an up-or-out system, and it could make use of a system of “permanent associates.” While the need for senior talent would remain high, the group could accommodate a broader array of talents since it would have the ability to empower an individual by supplementing his or her talents with the experience base of the firm. Hiring could not only be more broad based (the group would not have to restrict its attentions purely to the upper reaches of the grade-point average), but could accommodate increasing numbers of lateral experienced hires. Training would need to become a little more formal and structured in order to capture and disseminate internally the firm’s experience base.

Because of a greater requirement for team approaches in delivering services, the need to disseminate internally and organize the firm’s collective experience and knowledge, professionals in the firm would become more interdependent and there would be a greater need for formally recognized departments and areas of specialization. The managerial task of focusing the collective efforts of the firm’s principals around carefully chosen areas of experience would become increasingly important, and firm management, a more clearly delineated position, more formally recognized.

While growth might still be controlled, there would be increasing pressure to provide career opportunities to the proportionately larger number of junior professionals who had accumulated valuable experience that the firm could ill afford to lose. Since the value added that the firm brings to its clients would be less embedded in individual people and more in the firm’s collective experience, a greater sense of equity ownership would prevail, and new partners or shareholders might be required to buy their future participation in firm profits by contributing to partnership capital or, in some instances, purchasing shares.

THE EFFICIENCY-BASED PRACTICE

Finally, let us consider a practice area that had a high preponderance of clients who were mostly interested in the efficiency with which the firm dealt with low-risk, familiar types of problems. The firm would be squarely in the business of demonstrating that it had established systems and procedures to handle specific types of problems. Cost, reliability, speed, and other such characteristics would come to the fore, and practice development tactics would involve highly targeted and specialized brochures, competitive presentations and, as in some professions today (including accounting, medicine, architecture, and investment banking), selected use of advertisements promoting specific services. The client mix in such practices would tend to be focused around a core of high volume clients.

Client fee sensitivity would require that engagements be staffed at the most junior level possible, including maximum possible use of paraprofessionals and increasing use of technology to substitute for professional labor. Fee pressures would be offset by increasing use of staff and technology leverage; and pricing would increasingly become a matter of fixed-price contracts or bids. As yet infrequent in some professions (such as law), fixed-price contracts or bids are increasingly common in investment banking, medicine, consulting, and architecture.

Efficiency practices, with their relatively high fixed cost structure and many juniors, would need to take a more studied, planned approach to growth in order to capture the volume necessary to offset lower margins. The needs for both management and administration would increase, in order to devise optimum ways of dealing with familiar engagement types and to monitor and supervise the project teams to ensure that the best procedure is indeed being followed. Rather than the heavy use of judgment employed in expertise-based practices, efficiency practices have high needs for short-interval measurement systems both for quality assurance and productivity. Rather than inspirational leadership styles, efficiency based practices would need managers who are disciplined, organized, and detail oriented.

Since the value-added of the firm would be more solidly based in its operating systems, procedures, and marketing programs, rather than on the individual talents of the professionals, ownership would tend to be closely guarded. Indeed, in a wide variety of professions, there are an increasing number of efficiency-based practices formally organized as corporations, with equity ownership held by a small group. Transfers of ownership are accomplished by selling stock, internally or externally, at fair market value.

OTHER DIFFERENCES

In the analysis above, we have found significant and incompatible differences between the three “ideal” practice types in marketing, pricing, leverage structure, hiring needs, promotion structure, ownership structure, and leadership styles. Yet these are not the only differences to which one can point. For example, as one examines a variety of professions, it is also possible to identify different location strategies across the spectrum of practice types. Expertise-based practices, as a generalization, tend to be based in a single location relying on the development of a national or regional reputation to attract clients. As the practice matures through experience to efficiency-based practices, it is more common to find multiple-location firms, frequently organized into profit centers. This evolution is to be expected, since the essence of a multiple-location strategy is to enhance the ability of the individual office to serve clients by drawing upon the experience base and systems of the network.

Compensation approaches also vary significantly over the practice life cycle. At the expertise end, it is appropriate (and not uncommon) to find profit-sharing and bonus pool systems for junior professionals, while in experience-based practices greater use is made of straight salary, with increases deriving from seniority and the accumulation of increasing amounts of experience. At the efficiency stage, salary structures can frequently be found (for example, in accounting and engineering firms) which are, in essence, better described as wage systems, with provisions for overtime payments for the most junior personnel.

Not only do the tactics of marketing change over the professional life cycle, but so does the organizational responsibility for practice development. In expertise practice areas, business development tends to be a personal responsibility of each partner (or partner equivalent). As the practice area matures, the firm needs to develop more structured, organizationally based approaches to market. In some professions (including actuarial services, engineering, and medicine), certain service areas have evolved to the point that they require the equivalent of an in-house marketing department, headed by a marketing specialist from outside the profession.

IMPLICATIONS

The degree to which professional marketplaces have already recognized and embodied the overwhelming differences between expertise, experience, and efficiency practices varies significantly. In some, such as architecture, consulting, or public relations, where competition has been intense, differences between firms practicing at different parts of the spectrum are readily identifiable. In other professions, the differences are only now beginning to emerge.

Two trends in the professions make understanding (and implementing) the distinctions between expertise, experience, and efficiency practices critical to the success of the professional service firm. First, greater sophistication of clients means that they are increasingly able to analyze their true needs in different types of engagements and distinguish between firms whose style of practice matches the specific benefit they seek. Second, the evolution of practice areas through the stages of the spectrum is becoming very rapid. In every profession, one can point to practice areas that, in only a few short years, moved rapidly from being frontier activities handled only by a handful of innovative firms to high-volume practices offered by increasingly large numbers of competent firms.

As this evolution takes place, firms are continually confronted with a basic dilemma. On the one hand, they can choose to follow a practice area down its life cycle, adapting organization structures, staffing strategies, pricing, leadership styles, and all else we have discussed above to the new requirements of the marketplace. Of course, in so doing they will be transforming the fundamental nature of their firm. The life cycle of the practice becomes a life cycle for the firm. On the other hand, they can choose to gradually abandon maturing practice areas in order to maintain stability in firm culture and management, requiring them to move into new practice areas that more closely match the basic approach of the firm.

The third available (and most frequently selected) option—maintaining a firm with diverse practices at various stages of the life-cycle spectrum—is a challenging managerial task. The conflicting economic, behavioral, and managerial requirements of different practice areas are sufficiently great to create severe internal tensions and stress as firms struggle to establish firmwide management philosophies to accommodate these diverse needs.

The most common, and successful, approach to resolving these tensions is through the use of departments and divisions: in effect establishing “Chinese walls” between operating groups, allowing each to evolve its own management approaches, appropriate to the marketplace it serves. As potentially divisive as this may sound, it is frequently a more sensible solution than the attempt to impose increasingly inappropriate management practices on a firmwide basis. A classic illustration of this approach is given by some large accounting firms who allow variations in various management practices between their accounting, tax, and consulting divisions. One can even observe elements of this approach inside law firms where litigation, corporate, tax, mergers & acquisitions groups, and others appear to be run (appropriately) on very different bases.

In firms that take this approach, it is important to ensure that the aggregate mix of practice area “maturities” remains reasonably stable, and evolves gradually, if at all. Even if a firm has a diverse mixture, there nevertheless remain certain aspects of firm management that must be addressed at the firm level. How these are decided is heavily influenced by the relative proportions of expertise, experience, and efficiency practices that make up the firm. A firm cannot be run smoothly if one year its practice is dominated by fees from expertise services and the next year efficiency services are in greatest demand.
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