ISB

LEGAL SERVICES
BOARD

Evaluation: ABS and investment in legal
services 2011/12-2016/17 1 Main report

An analysis of investment in legal services since the introduction of ABS
licensing

June 2017




An analysis of investment in legal servis#xe the introduction of ABS licensing

Acknowledgements

This research was undertaken between October 2016 and April 2017 by the research team
with support from other colleagues at the LSB.

The LSB would like to thank each of the participants at the project workshops who took the
time to help steer our approach to this project, all those firms who took the time to complete
the survey of ABS, the individual investors who took the time to complete our survey of their
perspectives on the legal sector, and for those who gave their time to talk to us for the
interviews. We would also like to thank Dr Sundeep Aulakh for reviewing a draft copy of this
report. While this report is undoubtedly improved as a result, the interpretation of the
analysis findings remains the LSBO6s alone.

A summary of this report and anonymous ABS survey responses are available on the LSB
research pages via this link: https://research.legalservicesboard.org.uk/reports/measuring-
the-impacts-of-reform/

Please direct any comments or queries about this report to:
robert.cross@legalservicesboard.org.uk

2 | Evaluation: ABS and investment in legal services 2011/12-2016/17


https://research.legalservicesboard.org.uk/reports/measuring-the-impacts-of-reform/
https://research.legalservicesboard.org.uk/reports/measuring-the-impacts-of-reform/
mailto:robert.cross@legalservicesboard.org.uk

Contents

EXECULIVE SUMIMAIY Louiiuiiiii et e s e e e ettt s s s e e e e e e ettt e e e e e e e e e eeasttaa e s aeeaaeeesssaannaaeeaeeaennnes 4
Part 1. Approach to this reSearCh ... e, 7
Part 2. The introduction of regulations to allow for non-lawyer ownership.................. 10
Part 3. Analysis of investment in the legal SECIOr ..........oovvvviiiiiiiiiiiiiiiiee 12
(000111 (=) 4 TSP TUPPPTPRSPPPIN 12
Growth in nUMbers Of ABS OVEI lIME......cooiieieiiiiie e e 14
What type of firms have become ABS? .......coi i 16
Levels of NON-lawyer OWNEISHIP. .........uuuuiiiiiiiiiii e 17
Reasons for DECOMING &N ABS..... ... i 19
Number Making INVESTMENTS ........ccoiiiiiiiiiiie e e e e e e e e et e e e e e e eerraaaas 20
Nature of INVESIMENTS MATE..........uuuuiiiiiiiiiiiiii bbb annasnanssnanrnnnne 24
SoUrces Of fINANCE USEA ... e e e e e e et eaeeees 26
Part 4. Views on investing in the legal SECIOr ... 29
Why invest iN the [€gal SECLOI? ........cooiiiiiiee e e e e e e e e e aeanees 29
What are inVestors l00KING FOF? .........uuuueeiiieiiiiiiiiiiiiiiiiiieieiaeeeeeeeeeeeeeeesseeeeeeeebeeeeeseeeeennanene 30
How aware are investors of the regulatory reforms in the legal sector? ..............cccccvvenes 32
How does investing in this sector compare to others? ..........cccooeeeeiieiiiiiiiii e, 32
The perspective of firms who have taken investment...............ooiiiieii i, 33
Part 5. Barriers to investment in legal SErViCeS ........ccoceeiiiiiiiiiiiiiiiee e 35
Theory 1: Regulations are a barrier to investment in the legal sector............ccccceeeeeveiinn. 35
Theory 2: Law firms dondt need external i nvestn
SOUICES OF CAPILAl ..eeviiiiii e e e e e e e e e et s e e e e eaaeeeees 42
Theory 3: There is a negative stigma attached to taking external investment .................. 45
Theory 4: There is no need for external investment as law firms do not need external
capital to grow the DUSINESS .......oouiiiiii e 48
Theory 5: |l nvestors arendt attracted to the sec
Management in the SECION ..o 49
Theory 6: I nvestors areno6t interested in the |e
and law firms are t00 SMall..........oouuieiii e 51
T A G T @ Y o] 1 F=] Lo ] = SRR 54

| Evaluation: ABS and investment in legal services 2011/12-2016/17



Exeutive Summary

Executive summary

A major aim of the introduction of alternative business structures (ABS) was to allow new
forms of capital into regulated law firms to improve market efficiency.

This report presents the results of our research to assess whether there are any regulatory
barriers to investment in legal services. It addresses four questions:

1. What kind of investment activity has there been in ABS?

2. Is the market attractive to all sources of finance?

3. What do investors think of the legal services market?

4. Are there any regulatory barriers to investment?

Our evidence base for this report includes a survey of ABS firms, discussions with investors,
experts and other stakeholders, and desk based research. We reflect on these findings in
the context of our wider understanding of the legal services market.

The growth in the number of Alternative Business Structures

Since licensing began in 2011 there have been 950 ABS licences issued by four licensing
authorities, and as of March 2017 there were 892 active licences. A fifth licensing authority 1
the Bar Standards Board i only started accepting applications for ABS licences in April 2017
and so is excluded from this research.

These businesses are predominantly existing legal service businesses converting to ABS
status, with one in five respondents to our survey being new firms. Three fifths of ABS have
less than 50% non-lawyer ownership. Just under one in five ABS are wholly owned by non-
lawyers, with a similar proportion being fully owned by lawyers but having some proportion of
non-lawyer managers.

What kind of investment activity has there been in ABS?

We looked at both use of finance and type of investments made. Our research shows that
the majority of ABS firms (66%) either have already invested or are planning to do so, since
they gained their ABS licence. These investments have mainly been made to hire more staff,
increase marketing activity or to purchase IT. We see this as evidence of the increased scale
that allowing non-lawyer ownership was designed to enable.

Overall, 52% of ABS had made an investment in their business since obtaining their licence,
and 14% are planning to do so. Although only limited data is available about investment by
non-ABS entities, where it exists it suggests that a greater proportion of ABS make
investments than non-ABS entities. Analysis by CLC found that 52% of CLC regulated ABS
had made a substantial investment in their legal business, which compared to just 23% of
non ABS entities regulated by the CLC.

There are statistically significant links between higher levels of non-lawyer ownership and
the likelihood of having made an investment. Larger organisations are also more likely to
have invested in their business. The levels of investment activity also vary by the type of
organisational structure. For all types of ABS, 70% of limited liability partnerships surveyed
have made an investment, compared to 40% of limited companies.
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Exeutive Summary

Are ABS attractive to all sources of finance?

Our survey shows ABS firms accessing a wide range of sources of finance, and only a small
proportion of ABS indicating difficulties in accessing finance. The most frequent source of
funding for investments was business profits or cash reserves, which were used by 49% of
those who had invested in their business. Just over a quarter of investments were solely
funded using a loan from a bank, and a quarter were solely funded using the businesso
overdraft facility. External sources of equity finance accounted for only a minority of
investment funding sources either as the sole or joint source of investment funds, and only
12% of ABS had used any form of external finance.

Partnerships are more likely to use debt funding for finance, with 55% using loans or
overdrafts, but none had used external investment. Companies limited by guarantee had the
highest proportionate use of any form of external funding, with 24% issuing shares,
investment from private equity, or becoming a subsidiary of another company.

What do investors think of the legal services market?

According to the investors we spoke to, the legal sectorisseenasa O0sl| eepy 6 mar ket
opportunities for investors to grow their investment capital by improving efficiency within the

business itself. They appear to have concerns about the ability to exit the legal sector once

their investment has matured, although there are some examples of private equity investors

having sold on their investment and exited the sector.

Except perhaps in the personal injury sector, it would appear that bank lending is a

substitute for external capital. For the firm this means they do not have to cede ownership

control of part of their business. In addition, there is a view that many firms do not present

financial information in the ways investors expect and/or have a weak grasp of the value of

their businesses. Thi s mi ght expl ain the investoroés perspe
reluctant to seek investment from private equity firms, and reports of investors struggling to

find appropriate firms in which to invest. While the overall size of the market and the scale of

businesses operating may limit opportunities for some investors, we think that cultural

norms, governance, and non-commercial financial management practices in some

businesses are likely to be more important factors.

Are there any requlatory barriers to investment?

Only 6% of ABS identified some aspect of legal services regulation that prevented them
accessing finance. Nor does the cost of legal services regulation appear to be a barrier.
Further, while there have been issues in the past with the SRA& licensing process these
seem to be historical, and do not currently appear to be acting as a barrier to external
investment. However there is anecdotal evidence of some areas of regulation causing
concern to investors. These includes restrictions on ownership and picking up liabilities for
historic complaints and insurance claims.

Only 1.5% of ABS identified some aspect of wider regulation that prevented them accessing
finance. The regulatory barriers to investment cited by the investor and investment
consultant we spoke to relate mainly to wider regulatory and governmental activity,
particularly in relation to personal injury reforms. While it is not possible to quantify the
impacts of these regulatory barriers to investment in legal services, it is reasonable to
conclude that they have had a negative impact on external investment to some degree.
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Exeutive Summary

While there are clear policy objectives to these wider regulations, we have not found any
assessment of the possible negative impacts on investment in the legal sector.

The potential link between investment and enabling better access to legal services is well-
rehearsed elsewhere. However, investment remains an under-explored area of research and
generally licensing authorities have not used their data to understand trends in investment
and financing. The Council for Licensed Conveyancers has taken a lead in seeking to
understand this aspect of the market, and we encourage other licensing authorities to
replicate this activity.

Overall conclusions

The low level of external investment seen to date may be a symptom of weak competition in

the market overall, as found by the Competition and Markets Authority market study, LSBOs
Market Evaluation and the joint SRA LSB research revealing that levels of innovation are not
increasing. The dynamics of competition create incentives for suppliers to increase

productivity through innovation, which lowers costs and hence prices through time. This is

likely to involve taking a different approach to delivering a service, or developing new

services completely. In the absence of strong competition, there is insufficient impetus for

law firms to take the greater risks (and rewards) involved with using external capital. Until

these incentives change we may not see significant growth in the use of external capital by

ABS firms.
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Part 1— Approach

Part 1. Approach to this research

1.1 As set out in our 2016/17 business plan?, the LSB wishes to continue to ensure that
regulation does not unnecessarily deter entry, innovation and investment. As part of
this, we committed to analyse investment in the legal sector, to identify current
sources of capital and establish how the investor community views the market and
any barriers to investment. This report presents the results of our research to assess
whether there are any regulatory barriers to investment in legal services.

1.2 Our Market Evaluation? shows slow change in outcomes associated with increased
competition and a lack of evidence of improving access to legal services. It also
demonstrates the collective lack of information about investment in the sector and the
views of potential investors.® This research begins to fill this knowledge gap.

1.3 Given the research aims, our analysis draws from a variety of strands of evidence.
We sought to gather information from investors, regulators, ABS, and traditional
firms. Figure 1 sets out the different activities we undertook with each group to seek
to engage them with the project. Fieldwork and literature reviews were undertaken
from October 2016 to March 2017.

1.4 To avoid duplicating existing evidence, between October and November we
approached each of the licensing authorities (LAs). We asked for their agreement to
participate in a project workshop, provide a copy of their licensing body register, and
for analysis of or access to financial information they collect as part of the licensing
process since they started to grant ABS licences. While the LAs agreed to share the
published registers and attend the project workshop, they were unable to undertake
any analysis of the information they collect as part of the ABS licensing process. We
therefore sought to collect some of this information directly from ABS themselves, via
an online survey. In addition, following discussions with us, the CLC kindly included
guestions on investment and ownership in their annual regulatory return exercise.*
ICAEW also provided a summary of information.

1.5 The ABS online survey ran from 8 December to 27 February. We emailed all those
where we could source an email address for the COFA/HOFA or COLP/HOLP, as of
November 2016. This was 754 of a total 812 ABS licence holders, at that point in
time. This survey gathered information on the use of investment and sources of
capital among ABS. We received 204 fully completed responses to the survey, which
represents 24% of all ABS with an active licence as of 20 February.® The analysis in
Annex 1 shows that the respondents are representative of all ABS by both the type of
licensing body and the year the licence was granted. Results have a margin of error
of 6% when applied to the population of all ABS. Our analysis of the responses to
this survey is presented throughout this report.

! Available ahttp://www.legalservicesboard.org.uk/Projects/pdf/20160412 LSB_Business_Plan.pdf
2 https://research.legalservicesboard.org.uk/news/latasisearchl4/

3 |bid Section E

4Available on the CLC websitetp://clc-uk.org/CLCSite/media/Researfteports/ CLARR201516-Report
(FINAL).pdf

5 More details about the survey can be found in Annex 1.
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Part 1— Approach

1.6 Prior to launching the survey we held a workshop with representatives from the legal
and financial industries to share the findings of other research in this area, and seek
views on the approach we were proposing to take. We also held a follow up
workshop to discuss the findings of our research.

1.7 Investors were a specific group of interest because of the limited existing information
in relation to activity around legal services. We reviewed four years of media articles
to build a list of 16 private equity and venture capital companies that had invested in
the regulated legal sector. We contacted these firms through January but only one of
these agreed to be interviewed. We widened the scope of our activity and conducted
interviews with an investment consultant, an investor, and a bank that has significant
lending activity in the legal sector.

1.8 Before contacting investors, we met with the British Private Equity and Venture
Capitalist Association (BVCA) to seek to understand whether there was any pre-
existing information on investment in the legal sector. To help improve our
understanding of the investor perspective of the legal sector, we also conducted a
short survey using the BVCA membership directory. We received seven responses to
the survey, of whom four had invested in the legal sector. Clearly the low level of
responses mean that our assessment of investor perspectives of the legal sector is
only indicative and not conclusive.

1.9 To provide supporting evidence we undertook a review of relevant media articles and
other industry and research literature to assess trends over time. References to
these articles are made throughout the report.
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Part 1- Approach

Figure 1. A summary of the approach taken to the investment research

KStakehoIder roundtable to
discuss activity in this area, and
proposed research approach;

» Survey of investment
companies to establish views on
barriers to investment in the
legal sector;

« Interviews with private equity
companies and investment
advisers.

N

-

*Review of media articles;

*Review of banks' Law Firms
surveys, and TLS reports for
trends in use of bank borrowing
for traditional firms.

-

1
2.
3.
4

Research objectives:

Analyse investment iABS

Identify current sources of capital,

Establish how the investor community views the market;
Establish any barriets investment.

‘Traditional' firms

» Sharing of information they ha%
on investment in legal services;

* Provison of ABS registers;

» Support in promoting the ABS
survey.

~

» Survey of all ABS to establish
levels of external investment,
reasons for seeking/not seeking
investment, and uses of
investment and other sources of
finance.

J
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Part 2— Regulatory reform

Part 2. The introduction of regulations to allow for non-lawyer ownership

2.1 Changing regulations to allow non-lawyers to have an ownership stake in regulated
law firms was the subject of a review in 2004. This was in response to an Office of
Fair Trading report that raised concerns about the continued restrictions on multi-
disciplinary practices which was believed to be inhibiting competition.® Reforms lifting
these restrictions were introduced under the Legal Services Act 2007 (LSA), a full
history of which can be found on our website.’

2.2 Following on from the passing into law of the LSA, the LSB was established in 2010,
and new regulations to allow for complete non-lawyer ownership of law firms took
effect from late 2011. Such firms are designated @lternative Business Structuresd
(ABS) under the LSA. Under current regulations, ABS are the main form of regulated
legal business that allow for external ownership of regulated legal service providers,
without placing any restriction on the proportion of that ownership. For unregulated
providers, there are no sector specific regulations restricting investment.

2.3 To become an LA a current approved regulator can apply to the LSB to recommend
designation. The LSB®& role is to ensure that overall standards in the regulation of
legal services are maintained in accordance with the regulatory objectives.® The
timeline for the establishment of the four LAs active during our study are shown in
Figure 2. The Bar Standards Board started accepting applications for ABS licences
from April 2017 so have been excluded from this research.®

2.4 Each LA had different regulatory arrangements for non-lawyer ownership before the
introduction of ABS. Each also granted its first ABS licences at different dates.

2.5 Our focus is on investment in the sector since the removal of restrictions on external
investment. Therefore forerunners to ABS such as Legal Disciplinary Practices
(LDPs)' are excluded from scope. All these types of businesses will have to convert
to ABS statusindue course. Fur t her , 6 S aeexcuded fBom the seapd
of this project because of the different nature of the regulatory arrangements that
apply to these types of organisations.

5 See pages 662, Competition in professions, Office of Fair Trad2@§)1
http://webarchive.nationalarchives.gov.uk/20140402142426/http:/www.oft.gov.uk/shared oft/reports/profe
ssimal_bodies/oft328.pdf

7 Seehttp://www.legalservicesboard.org.uk/about_us/history reforms/index.htm

8 For more information see the LSB website

http://www.legalservicesboard.org.uk/projects/statutory _decision_making/designation_applications.htm

9 Seehttps://www.barstandardsboard.orgik/media-centre/pressreleasesand-news/barstandardsboard-
opensfor-abs
authorisations/?utm_content=buffer784e2&utm_medium=social&utm_source=twitter.com&utm_campaign=
buffer

101n 2009 new regulations allowed solicitors, for the first time, toosn andmanage sol i ci t or s’ fi
other legal professionals and with up to 25% Hawyer ownership. Ttee are called LDPs.
"Special bodies”, such as not for profit bodies, comn

are allowed to conduct resved legal activities without authorisation by an approved regulator by virtue of
transitional protections in the LSA. In this sense they are unregulated within the framework of the LSA (see
s13, and s23 LSA 2007).
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Part 2— Regulatory reform

Figure 2: A summary of the introduction of Licensing Authority (LA) arrangements

Pre LA
arrangement
s for external
investment

Date of LA
approval

Date first
licence
granted

LAs
Terminology

Areas of law

Reserved
activities

Solicitors Regulation
Authority

(SRA)

The Administration of

Council for Licensed
Conveyancers

(CLC)

Recognised bodies

Institute of
Chartered
Accountants

of England
and Wales

(ICAEW)

None (in

Intellectual
Property
Regulation
Board

(IPReg)

From January

Justice Act empowered under the s32 of the | legal 2010 IPReg
the Law Society to Administration of services) has regulated
authorise recognised Justice Act 1985, firms with non-
bodies - businesses must be wholly lawyer owners,
owned and managed by | owned by the although these
solicitors. Rules were authorised person/s rules limited
subsequently amended | who will operate and such
to require any non- manage the ownership to
solicitor owner or business and deliver 25% of the
manager of the body to | the regulated firm.
be approved by TLS. services direct to the
public. At least one
Legal Disciplinary authorised person
Practices (LDPs) must also hold a
permitted since 2009 CLC Managers
allowed solicitors to co- Licence.
own and manage
solicitorso
legal professionals and
with up to 25% non-
lawyer ownership.
17" June 2011 9" May 2011 11 6th December
December 2013
2013
March 2012 October 2011 September | January 2015
2014
Alternative Business Alternative Business | Licensed Licensed Body
Structure (ABS) Structure (ABS) Body (LB) (LB)
All Conveyancing, Non- Patents and
Probate, and Oaths. | contentious | Trade Marks
probate.
All - except for notarial Probate services; Probate All - except for
services. Reserved Instrument | services notarial
Activities; Acting as | only. services.

a commissioner for
oaths.
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Part 3— Analysis of investment in the legactor

Part 3. Analysis of investment in the legal sector

3.1 This part of the report looks at investment activity in the legal sector since the
regulatory reforms. It draws together a range of different sources of information to
establish the levels of investment activity by the different regulated providers.

Context

3.2 A major aim of the permitting of new business structures was to allow new forms of
capital into regulated law firms to improve market efficiency.*? Prior to 2009, non-
lawyer partnerships were prohibited, although some forms of non-lawyer ownership
were permitted under CLC and SRA regulations.®® Regulatory restrictions meant that
capital for a solicitors firm could only come from existing partners taking on more
debt individually, admitting new partners to the business and ceding some element of
control, or the business taking on a loan or a larger overdraft facility. Therefore
enabling external investment in law firms was designed to allow less reliance on
short term sources of financing such as personal debt and overdrafts.

3.3 The expectation was that the admission of new capital would increase competition
and reduce the cost of legal services, to the benefit of the regulatory objective of
access to justice. The economic theory behind this is, broadly, that capital enables
scale of delivery and development of services i perhaps through investment in
technology or branding - and that scale would reduce costs.* In turn reduced cost
will improve access to legal services translated through lower prices, as cost 1
perceived and actual T is a key barrier to accessing legal services for individuals and
small businesses.'® Other research commissioned by the LSB shows continued high
levels of unmet need, for example for the 2014-2016 period advice and assistance
was obtained in just 30% of issues.®

3.4 In addition to new capital, it was also hoped that investors might bring new ideas
about how legal services might be provided in consumer friendly ways.’ By
introducing different perspectives into the ownership of regulated legal businesses,
these business would start to innovate. Further, the increased diversity of services
offered would also increase access to justice. As one recent report summarised:
fHistorically, entity restrictions imposed on the legal profession have had the effect of
institutionalising the 6professiondom partner
These restrictions are based on the assumption that adherence to common norms
and standards is in the public interest, whereas organisational diversity represents a

12 5ee section 6, The Future of Legal Services: Putting Consumers First, DCA, 2005
http://webarchive.nationalarchives.gov.uk/+/http://www.dca.gov.uk/legalsi@ivp.pdf

13 See ABS fact sheet 4, Learning from Entities already in the market, LSB 2010,
http://www.legalservicesboard.org.uk/projects/abs/pdf/ldp_interwies factsheet.pdf

14 Seenttp://www.slideshare.net/ghadfield/whychanginglegakprofessionairulesneededto-increaseaccess
to-justice

15 See Paragraph B.1.35 onwarBisaluation: Changes in the legal services market 20062074/15—Main
report, LSB 201Bttps://research.legalservicesboard.org.uk/vgontent/media/20152016FINAEMarket-
EvaluationMain-report11.pdf

¥Onl i ne survey lmdoflegalissussiindEngianhdsand Walesnlgsos Mori, Law Society and LSB,
2016https://research.legalservicesboard.org.uk/vgontent/media/Online-surveyof-invidualslegatissues
REPORT.pdf

17 Available here http://webarchive.nationalarchives.gov.uk/+/httpwww.legakservices
review.org.uk/content/report/index.htm

12 | Evaluation: ABS and investment in legal services 2011/12-2016/17


http://webarchive.nationalarchives.gov.uk/+/http:/www.dca.gov.uk/legalsys/folwp.pdf
http://www.legalservicesboard.org.uk/projects/abs/pdf/ldp_interviews_factsheet.pdf
http://www.slideshare.net/ghadfield/why-changing-legal-professional-rules-needed-to-increase-access-to-justice
http://www.slideshare.net/ghadfield/why-changing-legal-professional-rules-needed-to-increase-access-to-justice
https://research.legalservicesboard.org.uk/wp-content/media/2015-2016-FINAL-Market-Evaluation-Main-report11.pdf
https://research.legalservicesboard.org.uk/wp-content/media/2015-2016-FINAL-Market-Evaluation-Main-report11.pdf
https://research.legalservicesboard.org.uk/wp-content/media/Online-survey-of-inviduals-legal-issues-REPORT.pdf
https://research.legalservicesboard.org.uk/wp-content/media/Online-survey-of-inviduals-legal-issues-REPORT.pdf
http://webarchive.nationalarchives.gov.uk/+/http:/www.legal-services-review.org.uk/content/report/index.htm
http://webarchive.nationalarchives.gov.uk/+/http:/www.legal-services-review.org.uk/content/report/index.htm

Part 3— Analysis of investment in the legactor

threat to professional cohesion. As intended, the overall effect has been to
encourage considerable similarity i*h the way

3.5 The Law Society identified the potential benefits of the ABS structure as follows:

a. Equity can be raised from a broader base of potential partners, members or
directors;

b. Non-solicitor employees may be rewarded by partner, member or director
status, with a direct stake in the organisation;

c. The ability to diversify the range of legal services provided by the practice;

d. Equity can be raised from outside the legal sector without the need for non-
lawyer involvement at the management level.®

3.6 Our previous analysis suggests that ABS are more productive and better at resolving
complaints in-house.?° The 2015 joint funded SRA and LSB research into innovation
in legal services highlighted that ABS are more likely to have higher levels of
innovative activity of all types than other solicitors, including higher levels of
investment, staff engagement and external involvement in innovation.?* This research
also highlighted the link between finance and service development.??

3.7 It is not our intention to assess the level of external capital in the sector. With the
limited data available, there is no method for calculating what the optimum level of
investment would look like. Our focus is whether there are any regulatory barriers to
investment activity, barriers that might be contributing to the slow pace of change we
have seen relating to outcomes associated with the delivery of the regulatory
objectives.

3.8 An analysis published in early 2016 identified £510m of external investment in the
legal sector. This investment had been made in the residential conveyancing,
corporate structuring and finance, injury, and other market segments.”® The same
analysis identifies £1.1m of corporate investment in the legal sector in 2015. For
context the total UK sector turnover in 2015 was £32bn.

3.9 Looking at the trends in investment over time, the ONS capture total capital
expenditure for the UK wide legal sector. This does not capture expenditure on
human capital (for example employing more staff) or provide a picture of how this
expenditure was funded. However, it points to growing levels of capital expenditure in
the legal sector between 2012 and 2015. There is a similar pattern of growth in the
accounting and management consultancy sectors, and a substantially faster pace of
growth in architecture and engineering sector. This is shown in Figure 3.

8 page 4Sundeep Aulakh & lan Kirkpatrick (B)1Changing regulation and ttigture of the professional
partnership: the case of the Legalr@ees Act, 2007 in England awhles, Internationalournal of the Legal
Profession, DOI: 10.1080/09695958.2016.1214135

19 http://www.lawsociety.org.uk/supporiservices/advice/practic@otes/alternativebusinessstructures/

20 See Paragraph A.1.8hwards, Evaluation: Changes in the legal services market 200804/15— Main
report, LSB 201B6ttps://research.legalservicesboard.org.uk/vgontent/media/20152016FINAEMarket-
EvaluationMain-reportl11.pdf

21 See section 7, Innovation in legal servid&RC, commissioned by the SRA and LSB, 2015
https://research.legalservicesboard.org.uk/vgontent/media/lnnovatiorReport.pdf

22|bid Table 3.2

23 Analysis of gternal and corporate investment in UK law firms: sustainable momentum establistoh
Partners 2016- http://www.arden-partners.com/
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Figure 3. Total net capital expenditure as a percentage of annual turnover (ONS, UK
Wide) for selected service industries
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Growth in numbers of ABS over time

3.10 On 6" October 2011, a licensed conveyancing firm was granted the first ABS
licenset o provide 6reserved instrument activitie
Council for Licenced Conveyancers. As of the end of March 2017, there were 892
active ABS licences, regulated by the four LAs active at the time of our investigation.

3.11 Figure 4 shows the growth of ABS over time. Based on our analysis of the
published ABS registers, since 2011 there have been 950 licences issued by the four
LAs. As of February 2017, 58 licences have been revoked or firms have ceased to
practice as an ABS 1 an exit rate of 6% over the past five years. The business
closure rate in the broadly comparable industry group for the UK as a whole was
9.8% in 2016.2* Discussions with the SRA suggest that this is driven by two main
reasons: where a firm no longer meets the criteria to be a licensed body and
becomes a recognised body, for example through a non-lawyer manager leaving the
business; or alternatively where the firm changes the form of legal entity, for example
from a partnership to a public limited company. However the remaining proportion of
ABS will have ceased to practice for a variety of business reasons.

24

https://www.ons.gov.uk/businessindustryandtrade/business/activitysiz#ianation/bulletins/businessdemog
raphy/2015#businesbirths-and-deathsby-broad-industry-group
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Figure 4. The growth in the number of ABS licences?®
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3.12 67% of all ABS with an active licence are regulated by the SRA. These ABS
represent 5.6% of all SRA regulated entities.?® While there are only 61 CLC regulated
ABS T 7% of all ABS - these represent 25% of all CLC regulated entities. Similarly
while there are only 40 IPReg regulated ABS T 4% of all ABS i they represent 15%
of all IPReg regulated entities.?” ICAEW regulated ABS account for 21% of all ABS,
representing 72% of all ICAEW regulated businesses authorised to deliver probate.?®

3.13 Because of the different LAs scope of reserved activities?® and regulatory
frameworks, only the SRA regulated ABS can deliver regulated legal services across
all market segments, and for all reserved activities except for notarial services. ABS
regulated by the other LAs, which are specialist regulators, are focused on the
conveyancing, intellectual property, and wills trusts and probate market segments. Of
all ABS, 47% deliver services in the will trusts and probate segment, and more than a
guarter in the conveyancing market segments i residential and commercial. This is
shown in Figure 5.

25Numbers taken from each of the Licensing Bodies online registeoaect as at 2 April 2017.

26 As of December 2016 there were 10,354 solicitors firmsleggd by the SRA
http://www.sra.org.uk/sra’/howwe-work/reports/data/solicitor_firms.page

27.SB analysis of IPREG registerr&ee/ipreg.org.uk/wp-content/files/2016/09/RegistereeBodiesList
160919.pdf

28|_SB analysis of ICAEW register8ge//www.icaew.com/-/media/corporate/files/technical/legatind
regulatory/probateand-abs/probateregister2017.ashx

22For a summary see Figure 8 Evolution of legal services regulatiajor changes in scope
https://research.legalservicesboasorg.uk/wp-content/media/20152016FINAEMarket-EvaluationMain-

reportl1.pdf
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Figure 5. All ABS by market segment*°
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What type of firms have become ABS?
3.14 Looking at the ABS survey, 80% of respondents were existing businesses
converting to ABS status, 19% were new firms.3! Prior to gaining their ABS licence
63% offered legal services i 56% regulated and 7% unregulated. The remaining 37%
did not offer any form of legal services before being granted an ABS licence.

3.15 In 2016 IPReg reported that it had licensed 29 firms that have transitioned
from registered body status. They also licensed 7 firms of varying sizes that were
new to regulation by IPReg i meaning new entrants make up 20% of IPReg licensed
bodies. LSB analysis published in the 2016 Market Evaluation report suggests that
26% of SRA regulated ABS were new to regulation by the SRA.32

3.16 The ABS survey suggests that the majority of ABS firms (68%) have less than
50 employees, 23% have between 50 and 249 employees, and 10% have more than
249 employees.*® By way of context a random sample of 25 licensed bodies and 25
probate entities shared by ICAEW shows that licensed bodies are larger than other

301 SB analysis of anonymised SRA data, and the published refyistalt other Licencing Authorities, covering

the 2016 periodAn ABS is included if they report any levelushover in a market segment.

31 Comparison of responses:té/hat year did your business gain its licence? And what year was your business

set up? The remaining 1% answéf Don’t know” to one of these two quest
32 Covering the 2012/13 to 2014/15 ped. See Figure 19
https://research.legalservicesboard.org.uk/vapntent/media/20152016-FINAEMarket-EvaluationMain-

reportll.pd

33 ABS survey: Approximately how many people are currently employed in your buditieas@ include all

employees, partners, and directors.

16 | Evaluation: ABS and investment in legal services 2011/12-2016/17


https://research.legalservicesboard.org.uk/wp-content/media/2015-2016-FINAL-Market-Evaluation-Main-report11.pdf
https://research.legalservicesboard.org.uk/wp-content/media/2015-2016-FINAL-Market-Evaluation-Main-report11.pdf

Part 3— Analysis of investment in the legactor

ICAEW regulated entities i both in terms of average number of offices and principals.
This is shown in Figure 6.

Figure 6. ICAEW LBs and external investment

Average @ Average %age with
number | number any %age with %age with

of of shareholders Accountant external
principals | offices shareholders shareholders

Licensed Body 7.2 2.2 32% 28% 32%
Other entity 14 1 64% 64% Not
permitted
3.17 The ABS survey also shows that 28% of respondents are Limited companies,

25% are Companies limited by guarantee, and 26% are Limited Liability
Partnerships.®* From the survey, 20% of ABS are a subsidiary of another business.%®
Further, for 74% of ABS, legal services represent their core business. For 21% of
ABS legal services are a minority of their business.*® For all ABS 23% indicated they
offered other types of services as well as legal services.*’

3.18 In terms of the range of service on offer, 23% of respondents indicated they
provide services other than legal services. This did not vary by whether or not
organisations had invested in legal services. The most common non-legal services
provided were accountancy, tax and financial services, with 54% of those ABS who
provided non legal services providing services in these areas.

Levels of non-lawyer ownership

3.19 As set out in Part 2, ABS status means that regulated law firms can be fully
owned by non-lawyers.2® Figure 7 provides a breakdown of the level of non-lawyer
ownership among all ABS and by the different LAs. Half of ABS have less than 50%
non-lawyer ownership, and levels of ownership vary significantly by the type of LA.
Just under one in five ABS are wholly owned by non-lawyers, with a similar
proportion being fully owned by lawyers.* For those that are fully owned by non-
lawyers, they will have some proportion of non-lawyer managers.*

3.20 Analysis from ICAEW, shown in Figure 6, shows that just under a third of
licensed bodies had some level of external ownership, although ownership by shares
iS more common across other entities.

34 ABS Survey: Which of the following best describes your organisation's ownership structure?

35 ABS Survey: Is your organisation a subsidiary of another business?

36 ABS Survey: In terms of all the activities your organisatignuaip undertakes, which statement best
describes the importance of legal services to your business?

ST ABS Survey 2017: Aside from legal services, please briefly describe any other services you offer.
38 See Figure 2 above. There were no percentage restrictions for CLC regulated recognised bodies.
3% ABS Survey 2017: Approximately what percentage of yosinbss is owned by ndawyers?

40See s72 LSAttp://www.legislation.gov.uk/ukpga/2007/29/pdfs/ukpga 20070029 en.pdf
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Figure 7. Level of non-lawyer ownership in ABS by Licensing Authority
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Figure 9. All reasons for becoming an ABS by Licensing Authority %2
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Reasons for becoming an ABS
3.21 The 2013 LSB ABS survey“3, which covered SRA and CLC regulated
organisations, found that the main motivations for seeking an ABS licence were to
promote non-lawyers to management of the business (23%), or to comply with
regulations (22%). However a range of other reasons were also mentioned as being
relevant including boosting market profile (36%), accessing external investment
(34%), and succession planning (28%).

3.22 For all ABS, in the 2017 survey the main reason for becoming an ABS was to
allow non-lawyer ownership of the business. 38% of all ABS identified this as the
main reason and 58% as one of the reasons for becoming an ABS. This is shown in
Figure 8 and 9. Only 4% became an ABS mainly to enable access to external
investment, which falls to 1% when the lower point of the margin of error is applied.**

3.23 As a result of the different regulatory frameworks for the different
professions®, the main factors for becoming an ABS vary by the LAs. Given the
small sample and population sizes for some groups the differences fall short of
statistical significance but are still worth noting.

3.24 While CLC regulated ABS were most likely to indicate that they became an
ABS because of mandatory regulatory requirements to convert from recognised body

42 ABS Survey: Please identify all the factors in the list below that were relevant in your organisation's decision
to seek youticence(select all that apply)

4 Full results available herattps://research.legalservicesboard.org.uk/vamntent/media/Changesn-
competitionrin-marketsegmentsANNEX.pdf

4 See Annex 1 for an explanation.

4 See Figure. in Part 2 above.
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status (38%), ICAEW regulated ABS were most likely to indicate that they became an
ABS to expend into offering reserved legal activities in probate (76%). For IPReg
regulated ABS, they were most likely to indicate that they became an ABS to allow
for non-lawyer ownership (40%), or because of mandatory regulatory requirements
(30%). SRA regulated ABS were most likely to indicate the main reason for becoming
an ABS was to allow non-lawyer ownership of the business (47%).

3.25 Access to external investment was mentioned as one of a range of reasons
for becoming an ABS by 18% of CLC regulated ABS and 22% of SRA regulated
ABS. It was not mentioned by any ICAEW or IPReg regulated ABS.

Number making investments
3.26 While each of the LAs publish a register of ABS, in line with their regulatory

obligations?8, they publish very little other information on ABS. To seek to close this
gap in knowledge about these type of entities, we included questions on investment
activity in our 2017 survey of ABS. Respondents to the survey self-defined what an
investment in their legal business was, and then identified which areas of the
business they had invested in. This gives a firms perspective on investment activity
as opposed to a regulatory perspective. Figure 10 shows the proportion of ABS
making any type of investment in their business.

3.27 Overall, 52% of ABS had made an investment in their business since
obtaining their licence, and 14% are planning to do so. Only 0.5% of respondents
had considered investing but decided not to proceed.

3.28 As shown in Figure 10, the proportion of ABS making any investment in their
business since gaining their licence varies by the different LAs. The majority of CLC
and SRA regulated ABS have made an investment since gaining their licence but
only a minority of ICAEW and IPReg regulated have done so. These differences are
statistically significant.#” Looking overall, 34% of organisation had not seriously
considered making any investment in legal services since gaining their ABS licence.

3.29 By way of comparison to a wider group of regulated entities, the CLCs
analysis shows that in 2015, 52% of CLC regulated ABS had made a substantial
investment in their legal business, which compared to just 23% of non ABS entities
regulated by the CLC.*®

3.30 There are statistically significant differences between the level of non-lawyer
ownership and whether or not an ABS has invested.*® 68% of ABS with 75% or more
non-lawyer ownership have made an investment in their business since gaining their
ABS licence. This compares to just 32% for those ABS with between 25% and 49%,

46 Registers of licensed bodies: Section 87 (4), LSB,

http://www.legalservicesboard.org.uk/what we_do/retation/pdf/registers_of licensed bodies_rules.pdf
47The Pearson chiquare statistiés 20.6509. The-galue is .000124. The result is significant at p < .05.

48 See Tables 3.2 and 3.6, Annual Regulatory Return Analysis 2016, Council for Licensed @osiveyanc
http://clc-uk.org/CLCSite/media/Resear&teports/ CLARR201516-Report(FINAL).pdf

4“The Pearson chiquare statistic i43.4483. The walue is .00921. The result is significant at p < .05
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and 59% for those fully owned by lawyers (but with some level of non-lawyer
management).

Figure 10. Investment activity by Licensing Authority®
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3.31 There is a statistically significant relationship between the size of an ABS, as

measured by the number of employees, and whether or not an ABS has invested.5?
As ABS size increases so does the likelihood of them having invested in their service
since they got their licence. There is also a statistically significant relationship
between time passed since the ABS gained their licence and the likelihood of them
making any investment in their business.>? As the length of time passes since an
organisation gained its ABS licence, the likelihood of it making any kind of investment
increases.

3.32 There is no statistically significant difference between whether or not an ABS
has invested and if it was a subsidiary of another business. ** However, there is a
statistically significant difference as to whether or not the ABS has invested by the
type of organisational structure.> For all types of ABS, 70% of LLPs had made an
investment, compared to 40% of limited companies. This is shown in Figure 11.

3.33 In terms of the different client groups served by the business, there was no
significant difference between whether the ABS had invested or not. There were also
no significant differences between whether the ABS had invested or not and if they

50 ABS survey: Since obtaining your licence has your organisation made any investment in its legal business?
51The Pearson chiquare statistic i44.906 The pvalue is 0.00. This result is significant at p < .05.

52The Pearson chiquare statistic is 12.4217. Thevalue is .014476. The result is significant at p < .05.

53The Pearson chiquare statistic is 2.697. Thevplue is 0.101. This result is not significant at p < .05.

54The Pearson chiquare statistic i42.857 The pvalue is.025. This result is significant at p < .05.
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had changed the type of consumers they serve since gaining their licence, if they
were new to legal services, if they had changed the way they market their services,
or if they had moved into new areas of law.

Figure 11. Investment by organisation type
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3.34 In terms of attitudes towards regulation, financing, and the cost of regulation,

those who have invested were more likely to agree that it was easy to get finance,
and that there are a range of sources of finance available compared to those who
have not invested. Those who had invested were more likely to disagree that it is
hard to interest external investors in their business, but 71% of those who had not
invested stated they neither agreed nor disagreed. Further those who had invested in
their business were more likely to agree that any business benefits from having a
wide range of skills i 93% compared to 77%. This is shown in Figure 12. No other
differences were significant.

3.35 Looking at the proportion of ABS making any investment by the different

market segments shows a higher proportion of ABS making an investment across
some segments. While small sample sizes mean that most differences are not
significant, there is a difference across market segments. This is shown in Figure 13,
which also shows the level of investment for all ABS. While 74% of firms doing any
work in employment have made any investment, only 50% of those who do any work
in immigration and asylum have done so.
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Figure 12. Views on regulation and finance i statistically significant differences

Strongly
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Strongly
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easy to access the capital required®
Not Invested 2% | 12% | 55% | 26% | 5%

When my business needs investment, Invested 1% | 8% | 21% | 59% | 10%

there are a range of sources of finance
vaiablo®® 9 Not Invested | 2% | 6% | 45% | 41% | 6%

It is hard to interest external investors in Invested 8% | 25% | 54% | 10% | 4%
my business®’ Not Invested 2% | 7% | 71% | 10% | 9%
Any business benefits from having a wide JINSE) 0% | 0% | 8% | 40% | 53%
range of skills®® Not Invested 1% | 2% | 20% | 46% | 31%

Figure 13. Investment activity by any area of turnover®®
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55 The Pearsn chisquare statistic is 18.419he pvalueis 0.001. This result @gnificant at p < .05.

56 The Pearson cliquare statistic is 14.58Zhe pvalue is 0.006. This result is significant at p < .05.

57 The Pearson cliquare statistic is 17.554. Thevplue is 0.002. This result is significant at p < .05.

58 The Pearson cliquare statistic is 15.817. Thevplue is 0.003. This result is sfggant at p < .05.

59 ABS survey: Since obtaining your licence has your organisation made any investment in its legal business?
And What areas of law does your organisation operate in? (Please tick all that apply)
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Nature of investments made

3.36 The areas of the business targeted for investment are informative in the
context of the original aims of the reforms to ownership i increased scale and a
wider diversity of services, as set out in paragraph 3.3 above.

3.37 Respondents to the ABS survey who had made an investment since gaining
their ABS licence were most likely to have expanded the business through hiring
more staff (68%) or increased marketing (63%). Any investment in IT was mentioned
by 65% of ABS. Of those ABS that had made an investment, 32% had invested in the
improved management of the business through the purchase of new IT for practice
management, and 15% had invested in improved management of the business
through the purchase of consumer-facing IT systems. 19% had invested in both
types of IT.

Figure 14. Areas of the legal business where investments were made
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3.38 Of the 13% of ABS that have changed the way they market their services
since they received their licence®, 59% have made an investment compared to 51%
of those who had not. Of the 17% of ABS that have moved into new areas of law
since they received their licence, 46% had made an investment compared to 53% of
those who had not moved into new area of law. Only 6% of ABS had changed the
groups of consumers they provide services to since getting an ABS licence.

50 ABS Survey: Has the way you market yssivices changed since you received your ABS licence?
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3.39 For wider context, a poll of larger law firms i not just ABS - in 2015 found
fthat most of the firms polled were planning to invest in matter management
analytics, e-billing, financial management information systems and document
automation systems i while interest in outsourcing or shared services to boost
profitability °CcThinissimiante the findingswfroor WBS. survey.

Figure 15. Areas invested in by organisation structure
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Purchase of the new property in England & Wales 35% 35%

Refurbishment of existing property 33% 33%

Purchase of an existing business 30% 27%
Purchase of consumer-facing IT systems 36% 28%
Purchase of new IT for practice m anagem ent 34% 28%
Increased marketing activities 44% 24%

Hiring mare staff in England & Wales 42% 24%
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3.40 For CLC regulated ABS, the top 3 areas of investment in 2015 were:

1 Expansion of the business through hiring more staff (41% of all CLC ABS
compared to 14% of all CLC non-ABS)

1 Improved management of the business through the purchase of new IT for
practice management (30% of all CLC ABS compared to 9% of all CLC non-
ABS)

1 Improved management of the business through the purchase of consumer
facing IT systems (17% of all CLC ABS compared to 7% of all CLC non-
ABS)®?

51 The pollby Thomson Reutersanvassed the views of 13 finance directors from top 50 firms and a further 13
from the next 50Reported innttp://www.legalfutures.co.uk/latestnews/bigfirms-prefer-banklendingto-
new-forms-of-externatfinancesurveyshowsBig frms prefer bank lending to new forms of external finance,
survey shows By Neil Rose 18 December 2015

62 See Table 3.7, Annual Regulatory Return Analysis 2016, Council for Licensed Conveyancers
http://clc-uk.org/CLCSite/media/Resear&teports/ CLARR201516-Report(FINAL).pdf
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3.41 Looking at the areas of the business invested in by organisational structure
shows some differences between organisation type and areas of investment, but
these are not statistically significant. This is shown in Figure 15. LLPs and
partnerships make up the largest proportion of ABS that has invested in all areas of
the busi ness e%khissugdestsftheyrarednore likety todhave invested in
IT, for example, than businesses with different types of ownership structure.

Sources of finance used
3.42 Given the overall aims of reform to enable access to wider sources of finance,

how ABS are funded is a key area of interest. The survey asked about use of finance
generally and about funding for investment activity specifically.

3.43 The main source of funding for all ABS was their overdraft facility (31%),
closely followed by a loan from a bank (25%), and a capital injection from existing
owners or partners (24%). For all ABS, 29% had made no use of additional finance
since gaining their ABS licence. This is shown in Figure 16 below.

Figure 16. Sources of funding since gaining their ABS licence®

40%
CLC(n=17) = ICAEW (n=29) = IPREG (n=10) mSRA (n=148) mAll {n=204)

35%

1%
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Overdraft facility Loan froma bank Capital injection  Capital injection Our business Issuing Investment from a Other
from existing from new becamea shares/stock private equity
owners/partners owners/partners subsidiary of flotation company;
who are another company;
authorised
persons
3.44 Looking specifically at those who had made investments in their business

since gaining their ABS licence, there is a wider range of sources of funding. Of the
104 ABS that had made any investment, 63% used only one source of funding. The
reminder made use of a range of sources of funding. This may have been to fund
multiple investments over time, or a one-off activity.

53 ABS Survey: Since obtaining your licence has your organisation used any of the following sources of finance?
Please select all that afy
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Figure 17. Sources of funding for those who have made any investment®*
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3.45 Only 2% of ABS had received an investment from a private equity company
for a specific investment. These are all regulated by the CLC or the SRA. These ABS
all received their licence before 2015, and all have invested in their business since
gaining their licence.® This compares to 7% of ABS who had become a subsidiary of
another company, and 3% who had issued shares.

3.46 The most frequent source of funding for investments was business profits or
cash reserves. This was used by 49% of those who had invested in their business
and was the sole source of funding for 25% of investments. Just over a quarter of
investments were solely funded using a loan from a bank, and a quarter were solely
funded using the businessd overdraft facilit
funding accounted for only a minority of investment funding sources, either as the
sole or joint source of investment funds.

54 ABS Survey: And which of the following best describe how the investment(s) were funded?

85 Recent reports show evidence of investment activity in 2016 and 2017. For example see Private equity takes
next step in the law with acquisition of leading family practice, Legal Futures, 23 February 2017,
http://www.legalfutures.co.uk/latestnews/privateequity-takesnext-steplaw-acquisitiorleadingfamily-

practiceand Brexit no brake on activity, says growth fund after sedandfirm investment, Legal Futures, 21
December 2016attp://www.legalfutures.co.uk/latestnews/brexitno-brake-on-activity-says-growth-fund-
secondlaw-firm-investment
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Figure 18. Sources of funding by organisation structure for investment activity®
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3.47 Looking at the sources of finance used by organisation type shows a

statistically significant relationship between organisation type and structure.®’
Partnerships are more likely to use debt funding for finance, with 55% using loans or
overdrafts. They also made no use of any form of external financing. Companies
limited by guarantee had the highest proportionate use of any form of external
funding, with 24% issuing shares, investment from private equity, or becoming a
subsidiary of another company. Just 12% of ABS had used any form of external
funding since getting their licence.

56 These categories are summarised from responses to the ABS survey. Any form of debt funding includes
Overdraft facility, Loan from a bank; Any form of external funding includes Investment from a private equity

company, Issuing shares/stock flotation, Our business was acquired by a PLC, Our business became a

subsidiary of another company, Other private investment; Capital injection form owners includes Capital

injection from new owners/partners who are authorispdrsons, Capital injection from existing
owners/partners, Other capital injection from new owners/partners who are not authorised persons.
87 The Pearson cliquare statistic is 29.7245. Thevplue is .003072. The result is significant at p < .05.
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Part 4. Views on investing in the legal sector

4.1 To help us understand how the investment community views the legal services
market, we held a workshop with cross industry representatives, interviewed a range
of experts on these issues, and attended a conference in late 2016 where the issue
of investment in the legal sector was discussed by those law firms who have taken
private equity investment.®® Our interviewees included an investment consultant who
had advised a number of private equity firms on investing in the sector, an investor in
the sector, and a senior manager at a large bank which provides lending facilities to
the legal sector.

4.2 We sought to gather the views of potential and actual investors by undertaking a
short online survey of private equity and venture capital businesses. Clearly
investment can come in many forms but these businesses are most likely to provide
the scale needed to fund significant external investments.

4.3 Although we contacted 16 private equity firms who had invested in the sector, which
we identified through previous research® and a review of press articles, only one
agreed to talk to us. Further, there were only seven respondents to the investor
survey. Our experience confirms that of other researchers who found investors to be
a somewhat elusive audience. This may reflect a lack of awareness of the legal
services reforms among investors (see below).

Why invest in the legal sector?
4.4 In our interviews we sought to understand investor motivations for investing in the
legal sector. Research conducted by Aulakh & Kirkpatrick (2016) found that
finvestors were mainly driven by changes to their home sector or an impression that
the | egal sector was a O0sl eepyd mar ket that
outside investment that can induce growth and deliver cost savingsa”®

4.5 The investor who had invested in the legal sector explained fi i t wa sppaatimibyut o
The Act opened up the possibility for disruptive change in the legal sector. Our
company had seen the effect of opening up a sector to competition in other
industries, and the commercial opportunities

4.6 These reasons were also echoed in our interview with the investment adviser: fiThere
are two or three reasons that attract investors. Firstly law is a relatively stable
businessi most firmsdé year on year have the same
an unconsolidated market meaning there is the potential for growth within the market
and room to consolidate even if the legal market is not growing overall. From an
investords perspective, l aw firms also have
believe firms run themselves very wellad? He also highlighted the attractiveness of a
sector that potentially performs well when the wider economy contracts.

58 The legal Futures Innovation Conference, 2016,
http://www.legalfutures.co.uk/conferenceevents/innovatieconference2016

69 Analysis of external and corporate investmantK law firms: sustainable momentum establish&aien
Partners 2016- http://www.arden-partners.com/

0 project workshop discussiensee Annex 2, reporting the findings of the work by S Aulakh and | Kidépat
" Investor interviews- Investor

"2 Investors interviews Investment advisor 1.
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What are investors looking for?

4.7 Clearly investors will be looking for a good rate of return on any investment, but other
factors will also be important. Our small-scale survey of investors identified a range
of other factors that private equity and venture capital companies see as important in
their decision to invest in a sector. Stable regulation and potential for growth in the
sector were the two most commonly stated factors. An easy exit, knowledge of the
sector and business in the sector being culturally open to investment were among the
other factors identified. Figure 19 shows the results of this survey.

Figure 19. Factors relevant in decision to make an investment in any business
sector”

It is a low risk sector

It offers a strategic match with other investments

The business proposition is simple

Businesses in the sector tend to have good corporate governance
arrangements

There is a possibility of higher returns than in other sectors
Businesses in the sectar are culturally open to investment
We have good knowledge about the sector

It is easy to sell the investment and exit the sector

The potential for growth in the sector

There is a stable regulatory environment

The potential for a good return on our investment

4.8 A lack of a clear exit was highlighted in our interview with the lender as a likely
problem for private equity: A f | was private equity, corpor a
be a problem. | would change the board. The main concern would be how does a
private equity company drive an exit? In a sector where there were large trade
buyersitwoul dndét be a pr obl engowitamekselitdothed d t ake a
same issue was also highlighted by the investment advisor: A Wh at 6 s al so hol di

back private equity is the possibility of cl ¢
many consolidators in the legal industry who would buy out the investors. There just
arenét many classic trade buyers, and most | «

exit Drice. o

73 Survey of investors Which of the following factors arienportant in your organisations decision to make an
investment in any business sector (pdeaselect all thatgply)? n=7

"4 Investor interviews- Lender

S Investors interviews Investment advisor 1.

30 | Evaluation: ABS and investment in legal services 2011/12-2016/17



Part 4—Views on investing in the legal sector

4.9 In the interview with the lender the issue of exit was also considered in terms of a
lack of market consolidators to date: iThe ABS structure for investors could work,
through buying up firms to grow scale, but what would be the benefit of economies of
scale in |l aw? The Business Growth Fund has ol
havehad an | PO. Sceptics dondét really understan
raised i how much of it was used for buy outs.d*®

4.10 Research conducted in 2016 found that finvestors reported that having an
exit route was key. One of the research participants had exited, and one was
planning to do so through the sale of the firm to another fund.d” At the same time
there are press reports of a number of private equity firms exiting the market.”® One
investor in unregulated legal services reportedly achieved a 3.7 times return on its
investment over five years, and realised its investment through the firm floating on
the AIM. " However this appears to be a rare example.

4.11 With regard to other factors relevant to investors, in our review of a range of
press articles there was a strong focus on the quality of the team at the investment
target. The investor we interviewed stated: At a hi gh | evel | awyers d
in the same commercial way as other businesses. Lawyers have admirable
professionalism, and standards have to be maintained, but they are not business
mi nded. ltés quite sleepy as an industry. T
They were already thinking more commerciall
changed them massively. It probably helped focus their minds more, but they were
already thinking commerciallya®

h
y

What has investment capital been used for?

4.12 Participants at the project workshop felt finvestment might be driven by the
need to provide technology i for example developing an app to provide new
services, which will require investment. Another example would be the development
of artificial intelligence. There are grey lines between legal tech companies and law
firms 1 legal tech companies can be unregulated and deliver a wider range of legal
services without being touched by the reserved activities. They may be far more
attractive for investors than law firms.&* From a different perspective there are
reports of at least one law firm investing in several legal tech start-up companies.®?

4.13 Our review of press articles suggests a range of uses for investment capital.
From the private equity perspective, reported reasons for making an investment
include expanding the number of offices and investment in IT,% to fund continued

¢ Investor interviews- Lender

" Project workshop discussiensee Annex 2, reporting the findings of the work by S Aulakh and | Kirkpatrick.
8 See for examplehttp://www.legalfutures.co.uk/latestnews/exclusivgamescaanexitslaw-firm-

investment

9 http://www.inflexion.com/portfolio/consumerchampiongroup-ccg/

80 |nvestor interviews- Investor

81 project workshop discussiensee Annex 2

82 Reported at thewestminster Legal Policy Forum, January 2017

83 For example Private equity takes next step in the law with acquisition of leading family practice, 23 February
2017, Legal Futurebttp://www.legalfutures.co.uk/latestnews/privateequity-takesnext-step-law-
acquisitionleadingfamily-practice

| Evaluation: ABS and investment in legal services 2011/12-2016/17


http://www.legalfutures.co.uk/latest-news/exclusive-james-caan-exits-law-firm-investment
http://www.legalfutures.co.uk/latest-news/exclusive-james-caan-exits-law-firm-investment
http://www.inflexion.com/portfolio/consumer-champion-group-ccg/
http://www.legalfutures.co.uk/latest-news/private-equity-takes-next-step-law-acquisition-leading-family-practice
http://www.legalfutures.co.uk/latest-news/private-equity-takes-next-step-law-acquisition-leading-family-practice

Part 4—Views on investing in the legal sector

growth®*, or as step towards stock market flotation.®> However this does not appear

to be different to other forms of finance. In the interview with the lender, the

interviewee commentedi We t end to | end debt capital not
but capital for fit outs, new premises, IT that sort of thing. We will lend to support

mergers, but webre not typically asked to do
for new partners of those firms we have a relationship with already. We also provide

aboutan3-5 year committed |ine %Tf funding for | a

4.14 Thinking back to the objectives of allowing external investment to provide
scale, widen the diversity of services, and increase marketing activity one interviewee
commented: fiThe amounts invested have been relatively small. In the scheme of
things £5m is not enough to develop a recognisable brand in the retail space, it
needs far more than that. The amounts invested so far are far less than is needed.
Other high profile brands i for example the AA, Tesco i have other things to

concentrate on rather than legal servicesa®’

How aware are investors of the regulatory reforms in the legal sector?

4.15 As part of our project stakeholder meetings we have reached out to the two
leading investment associations.® There appears to be a lack of information on
investment opportunities in the sector. At our meeting with one investment industry
representative group, we were told that legal services is felt to be too niche an area
for them to separate out in their annual industry analysis, and is therefore included in
the business services segment . Further we we.]
regulatory team were not aware of the legislative changes to allow investment into
the legal sector.

How does investing in this sector compare to others?

4.16 The fact that legal services are delivered in the main by legal professionals
does not seem to be an issue for the investors who responded to our survey, four of
whom disagreed with the statement that law is a profession and not a business.#

4.17 One interviewee highlighted the key thing that makes legal services a
different proposition for investment: fiAs a people business different from other
sectors. The challenge is to keep people motivated and committed to the business. In
the traditional model they have a profit share at the end of the year so they remain
moti vated. Shar es, share options, and a | owel
dynamic for people. Investment means keeping people committed and enabling the
share price to continue to grow. There is also a reliance on keeping and motivating
the partners and keeping them involved with the clients. This is why investors initially
focused on the commaoditised businesses where this is seen as less of an issue.d°

%For example ‘Dispersed’ law firm scoops external cap
2016, http://www.legalfutures.co.uk/latestnews/dispersedaw-firm-scoopsexternatcapitattop-sme-investor
85For example, Firm targets flotation after £5m privateuitg investment, Law Gazette, 12 February 2015.
https://www.lawgazette.co.uk/practice/firrargetsflotation-after-sm-private-equity-
investment/5046724.article

88 Investor interviews- Lender

87 Investors interviews Investment advisor 1.

88 BVCA- British Private Equity and Venture Capital Association, and the Investment Association.

89 Survey of investors Please indicate the esht to which you agree or disagree with each of the following
statements:n = 7

%0 |nvestors interviews Investment advisor 1.
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4.18 A similar point was made in 2013 by a bank representative when discussing
l endi ng t oForluathere is iore misdamenital question to be asked and that
is, "are you financially stable?". If the answer to that question is "yes" then you
should be able to prove it. You must be able to robustly measure performance, both
in terms of financialand non-f i nanci al aspectfiancial She adds: OV
characteristics include how the firm motivates its fee-earners, how it retains fee-
earners, how it measures fee-earners. Does it have spare capacity both from a
premises perspective and interms offee-e ar ner s? O6The ot her fundam
checking that all partners receive management information; that they receive it
regularly; that of good quality; and that partners also have knowledge of what the
of fice account Yalances |l ook |ike. o

4.19 Investment in the legal sector has provided notable successes and
failures.®?One interviewee commentedil nvest ments have taken pl a
commoditised businesses - for example Parabis and Slater & Gordon. But these
models have been side swiped by hubris, changes of rules, and subsequent changes
to the economic model. These two high profile firms have had troubles 1 Parabis
went bust with a big loss for investors and Slater & Gordon& share price has fallen
significantly. These are two high profile negative examples that deter others from
i nv e s°t How this cdmpares to other sectors is unknown.

The perspective of firms who have taken investment

4.20 Many of the points raised above were echoed in presentations from firms who
had taken external investment, at a recent industry conference.* These firms talked
about the benefits of the due diligence work necessary for getting external capital.
This work had led to a more positive assessment of the firm by other financial
institutions.

4.21 The access to private equity had reportedly allowed these firms to gain a
larger market share through economies of scale. They reported that bank funding
was not appropriate because of the scale of capital required for the investments. The
investment capital had been used to make the businesses more efficient and grow
market share. Key to this was through greater use of technology, to save lawyers
time. Another approach to freeing up lawyers time was through centralising back
office functions to enable efficiency through scale. It was stated that traditional
partnerships do not have the neutrality to reduce the cost base in the same way.

4.22 One of the firms had used the experience of taking private equity investment
to start making investments in other activities related to legal services. It was
reported that private equity investment had also given the business contacts into
other industries and portfolios of investments are important.

9 Law firms and bank finance 17 June 2&3Michelle McDonaldttp://www.lawgazette.co.uk/analysis/law
firms-and-bankfinance/71347 fullarticle

92 For example Gateleys reported an 18.9% growth in 6 mongshe e  “ G atheehuinefgr maraxnoAegal
acquisitions as it boosts partner share scheme”, Lega
http://www.legalfutures.®.uk/latest-news/gateleyhunt-non-legalacquisitionsboostspartner-sharescheme

In contrast Parabis, which took external investment in 2013, went into administration in20l1e “ Par abi s:
unsecured creditors set to lose £46m as scale of collapsblaid e, Law Gazette, 6 Januar

https://www.lawgazette.co.uk/practice/parabignsecuredcreditorsset-to-lose-46mas-scaleof-collapselaid-
bare/5052858.article

93 |nvestors interviews Investment advisor 1.

94 Legal Futures Conference November 2016, Session: Investing in law fai@es from the trenches
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4.23 These firms felt that the recent reforms to the personal injury sector had been
challenging, and the sector had become less attractive to investment because of
scale of government interventions, both in crime and personal injury.

4.24 These firms felt that the legal sector is ripe for consolidation and they and
their investment partners have looked at buying more legal businesses. They
believed that regulations on the liability for historic complaints and claims for
purchased firms stop this from happening more frequently than it otherwise would. It
was stated that legal aid firms want to close or merge but are caught by costs of run
off cover and file storage regulations.

4.25 Research conducted by Aulakh & Kirkpatrick (2016) found that firhere were a
range of factors causing ABS to search for external investment including response to
changes in adjacent sectors (such as insurance) and within the legal sector. More
proactive reasons include the exploitation of new market opportunities to accelerate
growth, and organisations with charismatic and visionary leadership.&®

4.26 While only a small number of firms have taken private equity investment, as
shown by the ABS survey, there is some indication that demand may increase in the
years ahead. A poll of larger law firms in 2015 reported thati Wh at 6 s c¢cl ear i s t
firms are keen to avoid ceding control to external shareholders, perhaps wary of
shareholders who expect to see short-term returns on their investment... Until there
are some more pioneers to demonstrate the potential for success, law firms are likely
to remain hesitant, remembering high-profile failures in recent years of other listed

Y

accountan®y firms. o

4.27 A survey of 109 firms conducted in 2016 reportedly found that a third of
respondents expected private equity to be a more important source of finance in the
next few years, and a quarter believed that other types of financial investors will also
play a key role.”” It has also been reported that there is likely to be a second wave of
external investment in the years ahead.®® This is in contrast to a reported reluctance
to use external investment among SRA regulated law firms.%

9 Project workshop discussiensee Annex 2, reporting the findings of the work by S Aulakh and | Kirkpatrick.

9% The poll by Thomson Reuters canvassed the views of 13 finance directors from top 50 firms and a further 13
from the next 50. Reported inttp://www.legalfutures.co.uk/latestnews/bigfirms-prefer-banklendingto-
new-forms-of-externatfinancesurveyshowsBig firms pefer bank lending to new forms of external finance,

survey shows By Neil Rose 18 December 2015

97 A survey by Smith & Williamson report in Legal Futures 20 September 2016,
http://www.legalfutures.co.uk/latestnews/surveylaw-firms-seerole-private-equity-funding-aid-expansion
%Legal mar ket poised for “ s-degal FuduresE Geptemberf2016,xt er n a | i n
http://www.legalfutures.co.uk/latestnews/legaimarketpoisedsecondwave-externatinvestment

9 For a discussion see Financing Law Firms: New Law versus Old Law: Good or Bad?,
http://johnflood.blogspot.co.uk/2016/09/financindaw-firms-new-law-versusold.html
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Part 5. Barriers to investment in legal services

5.1 A key aim of this research was to identify whether there are any barriers to
investment in legal services, and more specifically any regulatory barriers since the
introduction of the LSA reforms set out in Part 2 above. To address this question, this
section considers the range of evidence assessed in Parts 3 and 4 above, as well as
other sources of evidence.

5.2 As part of the pre project work we had a range of discussions with a wide group of
stakeholders. Based on these discussions we developed a series of statements to
summarise what we were told about why there had not been more external
investment in law firms since 2011/12. These are:

1. Regulations are a barrier to investment in the legal sector;

2. Law firms do not need external investment as they have easy access to other
sources of capital;

3. There is a negative stigma attached to taking external investment;

4. There is no need for external investment as law firms do not need capital to
grow the business;

5. Investors are not attracted to the sector because of perceptions of poor
financial management in the legal sector:

6. Investors are not interested in the legal sector because it is too small in value,
and law firms are too small.

5.3 Each of these are theories rather than an evidence based view. None of them are
mutually exclusive. We look at each in turn below, and consider what the range of
evidence collected reveals about any possible barriers to investment in legal
services.

Theory 1: Regulations are a barrier to investment in the legal sector

Survey evidence suggests that neither legal services specific regulation, nor the cost

of regulation, are acting as a significant barriers to accessing finance. However, there

is anecdotal evidence about some aspects of legal services regulation, such as

restrictions on non-lawyer ownership. Likewise, we have picked up anecdotal

concerns about wider business regulations reflecting the desire from investors for a

stable regulatory environment, particularly around recent changes in the personal

injury sector through LASPO. There have previously been con
approach to assessing licence applications and speed of authorisation, but these

largely appear to have been addressed. Across licensing authorities, two-thirds of

applications for ABS licenses take under six months to process.

Legal services regulation
5.4 The recent CMA market study found no evidence of general barriers to entry or exit
in the legal sector, although noted the existence of a barrier to expansion.:%

5.5 We asked all respondents to our ABS survey whether there were any aspects of
legal services regulation that prevent access to finance for their business. Only 6%
identified some aspect of legal services regulation that acted as a barrier, all but two
of whom were regulated by the SRA.

100para 3.227CMA Legal services market study, 2016,
https://assets.publishing.service.gov.uk/media/5887374d4@&B83700001a/legaservicesmarketstudy

final-report.pdf
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5.6 We also asked ABS survey respondents to indicate the extent to which they agreed
or disagreed with the statement that Oo6regul at
f i n a Mhisguiestion does not distinguish between legal services regulation and
wider business regulations. Overall just 8% of respondents agreed with this
statement. There were no statistically significant differences by organisational
structure, or by the year they gained their ABS licence. There is a statistically
significant relationship between the size of firms and whether they agree that
regulations are a barrier to accessing finance.!%* Larger firms were more likely to
disagree, and micro firms were most likely to neither agree nor disagree.

5.7 Some comments in the survey identified the regulations on ownership themselves as
a barrier. One r Reqgulatoryceteria forinah-éawyeriofners ahd fi
directors is overly burdensome. Difficult to recruit directors and potential investor
o wn e f%Anadher stated that the barriers were refjulations surrounding
ownership, investment, profit sharing and the difficulty with multi-disciplinary
pr act ®Father ane IPRegr egul at ed A B ®blipatiopsrégardjingt ed 0
requirements for proportions of owners/partners having specificlegal qual i fi cati o
104 None of the ABS survey respondents highlighted regulations on the liability for
historic complaints and claims for purchased firms as a barrier to investment, as was
suggested in Part 4 above.

5.8 Another respondent specifically identified the client account restrictions as a barrier
to accessing finance.1® The reasons for this are likely to be in relation to bank
lending. The | ender we Histdrieallysdliocgonsehad alt tleelcliént u s i
account money which made them very attractive for lenders and so overdrafts were
very easy to come by. | think the client account used to be called the 7™ partner
because of the potential for income. This has changed though. The banks now have
to put capital against the money. Basle Ill regulations are coming into effect i fully in
20197 and mean that the client account capital is treated as instant access. Banks
are now reducing interest rates on this as a result. Law firms will complain about
deposits because of the low interest rates on offer but rates are likely to be lower in

future if there are no more changesa'®

5.9 Finally one respondent suggested that investors are deterred because of tax
ar r ang e ineestdrssn legdl services businesses cannot benefit from SEIS and
EIS tax breaks. This is hugely unfair and problematic for new law businesses.d%’

5.10 The ABS survey also asked for views on regulation.%® Figure 20 plots the
responses to these questions. For all ABS, a small majority agreed that legal
services regulation is proportionate and that its rationale is clear i 56% and 53% of
respondents respectively. While the majority of respondents agreed that legal
services regulation adds significant costs to running a business (60%), 69% agreed
that legal services regulation reinforces best practice and good management. There
were no statistically significant differences between the views of respondents who
had invested and those who had not.

101The Pearsons clsiuare statistic is 23.364. Thevalue is .000683. The result is significanp &t.05.
1025185009545 SRA Regulated (Main area of weikjury, Year licence granted2013)

1035251652275 SRA regulated (employment, 2013)

1045141692793- IPREG

1055189830996 SRA Regulated (employment, 2015)

108 |nvestor interviews- Lender

1075261289965 SRA regulated (Other business affairs, 2016)

108 From your organisationgerspective, to whaextent do you agree with the following statements about
legal services regulation?Respondents setlefined what constituted the cost of regulation
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Figure 20. Views on the cost of regulation

100%
90%
80%
70%
60%
50%
40%

19% 22%

30%

27%

21%
10%
12% 6%
e 4%
0% T T T 1
Legal services regulation is The rationale for legal services Complying with legal services  Legal servicesregulation reinforces
proportionate given the potential regulation is clear and widely  regulation adds significant costs to best practice and good
risks to customers understood running a business management

Strongly Disagree Disagree O Neither agree nor disagree B Agree M Strongly Agree HEN/a

Figure 21. Regulations stop my business from accessing long term finance

Larger (250 or more) 10%
Medium (50- 249) 9%
Small (11-49) 5%
Micro (1-10) 10%
0% 10% 20% 30% A40% 50% 60% 70% 80% 90% 100%
M Disgaree OMNeither agree nor diasgree Agree
5.11 Our work in 2015 to understand the cost of legal services regulation found

that a significant proportion of both those regulated as entities and individuals rated
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areas that are not regulations specific to legal services (for example complying with
Money Laundering regulations under the Proceeds of Crime Act 2002) as a
regulatory cost. There was a tendency to not distinguish between statutory regulatory
requirements and discretionary costs. A significant proportion of both those regulated
as entities and individuals rated areas that are discretionary (for example
membership of accreditation schemes) as a regulatory cost.1® It is reasonable to
assume that this will also be true for a proportion of respondents to the ABS survey,
which did not seek to assess this.

Licensing Application Process
5.12 The licensing application process was raised as an issue by a 6% of
respondents to the ABS survey and in the interview with the investor. At the same
time 5% of respondents mentioned the application process in a positive way.

5.13 Our 2016 market evaluation presented an overview of the historic issues with
SRA ABS licensing. *° Following action by the LSB over the 2013-2015 period the
SRA undertook steps to address these issues and by February 2015 was processing
most applications in just over six months.

5.14 The investor interviewee toldusfi The abi l ity of the SRA was
uncommercial . They didndét seem willing to ad:
to submit a proposal, assess it and if it was wrong start the application process all
over again. It felt Iike a just a box tickin;

There seemed to be a real risk of failure, of something going wrong after a firm had
been authorised. There was a lack of proportionality but as | understand it the SRA
had no s cope!'Theyhadagong through tise.process in 2013. For this
investor the impact was the amount of time and therefore costs involved with the
application. The length of time meant they had to constantly review the documents

relating to the deal, and r epe #&iwassouifficud i | i gen«
to get in to the market that it is effectively a barrier to entry, which having gone
through the processissomet hi ng t hat is good when youdre
process more commercially minded would be sensible but having been through, its
now not in our int®rest that it changes. 0

5.15 One respondent to the ABS survey statedfi The process of sgai ni ng

and, more importantly, then gaining approval for non-lawyer managers was
extremely bureaucratic and onerous and showed that the people asking the
guestions didn't understand business and probably didn't understand the answers

t hey we r!¥ Angthev respandent stated thatt h procéss is onerous if
seeking investment from, for example, angels - so there will be more than one person
putting money forward.d* These were both regulated by the SRA.

5.16 From a more positive perspective one respondent who gained their licence in
2016 st aThe $RAwdreaensy fo deal with, helpful and constructive.
Admittedly we were converting an existing regulated business and had to become an

109views on the cost of regulation, 2015, LBBys://research.legalservicesboard.org.uk/wp
content/media/Costof-RequlatiorSurveyReport. pdf

110 See paragraph E.2.5 onwardgitps://research.legalservicesboard.org.uk/vagontent/media/20152016-
FINAEMarket-EvaluatioaMain-report11.pdf

1 nvestor interviews Investor

12 |nvestor interviews Investor

1135130798624 SRA (Wls, trusts and probate, 2015)

1145167290449 SRA (Corporate structuring and finance, 2013)
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ABS only because we wanted to interpose a non-regulated holding company
between the beneficial owners (all regulated individuals) and our two operating
companies. In contrast the FCA who were asked to authorise our existing financial
services department (which they already authorised) as a separate subsidiary of our
holding company are slow and unhelpful and have after 8 months not dealt with our

applicationo'®

Figure 22. SRA licensed ABS with waivers and conditions over time

Percent Percentage of
A quoted age of firms with
Annual | company or a license licenses relating
number = subsidiary of, or s with Percentage | to Rule 8.6 -
authori | partowned by, a FSA specific of licenses | Management
Year sed quoted company. 116 terms with waivers | and control

2012
2013
2014
2015
2016
All

5.17 As a proxy measure of positive changes over time the ratio of positive to
negative comments in the ABS survey about the SRA licencing application process,
based on year the licence was granted, was 0:3 in 2013, 1:1 in 2015, and 4 to 1 in
2016.1*8 This indicates an improvement over time. At the project workshop it was also
recognised that the SRA are actively trying to stand out of the way of innovation.*®

5.18 The SRA have taken a more flexible approach to licensing over the past few
years. Looking at licenses granted each year, there has been a growing use of FSA
exemptions and falls in the use of specific terms and waivers. This is shown in Figure
22. The fall in waivers over time is reportedly driven by the fall in those that do not
relate to Rule 8.6 - Management and control of the business and by the proportion of
LDPs converting to ABS status. These changes could be indicative of a more flexible
approach.

5.19 Respondents to the ABS survey (across all LAs) provided estimates of how
long it took for them to get their ABS licence. For 66% of ABS the licence application
process took six months or less, and for 5% the process took over a year. This is
shown in Figure 23. Looking at the length of time taken to get an ABS licence and the
year that the licence was issued, while the proportion of all ABS gaining their licence
in less than six months has increased over time these differences were not
statistically significant.'?® In 2016 77% of ABS licences were granted in six months or
less, compared to 53% in 2013. This is shown in Figure 24. For all ABS 58%
indicated that the licence had no impact on their business as they were already
operating, but 24% did not undertake any activity until they received their licence.*?

1155249879303- SRA (Wills, trusts and probate, 2016)

118 The firm may carry on exempt regulated activities under Part XX of the K8&HM2000

117Up to November 2016

118The number of SRlkenses granted in our survey was 34 in 2013, 40 in 2015, and 28 in 2016.

119See Annex 2.

120ThePearsorchi-square statistic is 23.4605. Thevalue is .101967. The result is not significant at p < .05.
121 ABS Survey: What activitiemsvthe legal business undertaking while you were waiting for your licence to
be granted?
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Figure 23. Length of time to get ABS licence for all ABS
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Figure 24. Length of licensing process year by year
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5.20 The timeline for the ABS licensing application process is set out in Schedule
11 of the LSA 2007. This allows a maximum of nine months. Differences here most
likely relate to the point at which an application is made to an LA, compared to the
point at which a firm begins its application. It is also a period when two new LAs
started accepting applications. Our regulatory standards reports highlighted no
issues with the ABS application process.*?? This schedule was subject to a
consultation by the Ministry of Justice (MoJ) in 2016. This consultation arose directly
from the joint work undertaken by the LSB and the regulators in 2015, and the
proposals involve minor clausal changes to the LSA.12 We are currently awaiting the
outcome of the MoJ consultation.

5.21 The investment adviser we interviewed felt that regulation was not a problem
forinvestors:i dondét think they are massively phase
SRA and LSB have given a very clear welcome mat. Historical log jams have been
cleared now. Investors recognise regulated industries so are used to regulation, and
aware of what hoops there are and what the issues might be. Investors might
ultimately prefer no regulation but regulation is needed for a reason. Historical issues
are historical and | have no impression this is a serious block. Reforms to the SRA
handbook will only help this as well. 3% Of the seven respondents to the investors
survey four neither agreed nor disagreed with the statement that legal services
regulations are a barrier to investment.?®

Wider regulations
5.22 In our activity two main areas of wider business regulations were identified as
possible barriers to investment i UK government legislative reforms and jurisdictional

reciprocity.

5.23 In the ABS survey we sought views about aspects of wider regulation that
were a barrier to accessing finance.'?® Just 1.5% of respondents identified any such
barriers.One r e s p on d e interfeiertteimthei séciordoy ceritral government
initiated by its sponsorso*?’ Another respondent suggested that small claims limits
had had an impact.'?®

5.24 The investor we interviewed highlighted the legislative changes in personal
injuryas having had a negat i veThermmatadlybeenat hei r i
six month period without some sort of change. The insurance lobby clearly have a
well organised lobbying voice, whereas t he RTA/ Pl seWe¢ or i s weak
expected some of this when we invested in the legal business but the level of
instability caused by the constant changes has been far greater than anticipated.
This obviously impacts on our ability to sell on our investment and exitd*?° He also

122 Available here:

http://www.legalservicesboard.org.uk/Projects/developing_regulatory standards/index.htm#Regulatory Stan
dards

123The LSB response to the consultation is available here

http://www.legalservicesboard.org.uk/what we_do/responses_to_consultations/pdf/2016/20160811 LSB Re
sponse_ToMOJ ABS_Consultation.pdf

124|nvestors interviews Investment advisor 1.

126 Are there any aspects of wider business regulation (i.e. outside legal services regulations) that prevent
access to finance for your organisation?

1275175802133 SRA Regulated (iyjl2016)

1285184931171 SRA Regulated (injury, 2011)

129 Investor interviews Investor
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commented that this would deter them from making any further investments in the
whole legal sector, including more commoditised areas such as conveyancing and
probate. The investment consultant we interviewed stated thatfi Re g u |7 andt byo n
regulators but by central government-h as had a bliregoghisethat io ané
environment where the cost of legal advice is more than the damages then you need
to do something, but it has a negative impact on investment opportunities because of
the ins®ability.o

5.25 As part of our pre-project work it was suggested that international regulations
such as the Establishment Directive,'*! might impose barriers to investment. Indeed
this is highlighted as risk of becoming an ABS by the Law Society.'*? This is because
ABS are outlawed in the US and most of Europe and there is no jurisdictional
reciprocity. This was also highlighted in the workshop discussion:i For f i r ms base:q
England and Wales ABS wondédt work for- devel opi
| awyer management, ownership and investment ¢
Historical cross-border service delivery issues in accountancy were overcome (i)
because multi-national clients demanded cross-border services and (ii) through the
work of the International Federation of Accountants (IFAC) which provided
international direction and equivalence forexampl e t hroudh EU | aw. 0

5.26 The audit shareholding required by the EU Audit Directive which requires
firms registered for audit to be at least 50% controlled by those who hold the audit
gualification, was identified as another possible barrier. The risk for audit registered
firms is that external investment would compromise audit independence rules set out
in the EU Regulation and EU Directive as well as the international audit ethical
guidelines issued by IFAC. One ABS survey respondent stated that one aspect of
wider regulation that impacted on access to finance was fMajority of capital must be
owned by chartered accountantso3

Theory 2: Law firms do not need external investment as they have easy access to
other sources of capital

There is lots of evidence that the majority of law firms have good access to other
sources of capital, and that debt finance is a substitute for equity investment.

5.27 Prior to the regulatory reforms outlined in Part 2 above, sources of finance
were mainly limited to partner capital and borrowing.

5.28 In the 2012 Solicitors Firms Survey, 21% of respondents reported problems
concerning finance - 16% in the case of availability of finance and 10% in the case of
obtaining investment.*® In their 2014/15 annual law firms survey the Law Society

30 |nvestors interviews Investment advisor 1.

Bl For more information seéttp://www.sra.org.uk/sra/regulatoryframework/establishmenlawyers
directive98-5-EC.page

132 aw Society Risks of becoming an ABSp://www.lawsociety.org.uk/supporiservices/advice/practice
notes/alternativebusinessstructures/

133 project workshop discussiensee Annex 2

1345264960544 ICAEW (2016)

135 A Time of Change: Solicitors firms in England and Wales, Pascoe Pleasence, Nigel Balmer, Richard
Moorhead, The Law Society, MoJ, and LSB 2@b3://research.legalservicesboard.org.uk/wp
content/media/time-of-changereport.pdf
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reported that 10% of all firms had issues with the availability of bank finance, and 8%
with obtaining equity investment from existing and new partners.**

5.29 For the larger solicitor entities, the 2014 and 2015 PWC**’ surveys suggest
that these firms have easy access to external financing in the form of debt facilities.
This would suggest little demand for external investment from this largest part of the
regulated legal services market.

5.30 Looking at a wider group of UK law firms, the NatWest law firms surveys
provide information on sources of capital used by law firms. These surveys show law
firms have increased overdraft facilities to a median 11% of fee income in 2017, up
from 9% in 2013, but the same as in 2015. Partner capital as a percentage of fees
was 27% in 2013, and 27% in 2017. Total bank borrowing (including borrowed
partner capital) as a percentage of partner capital was 35% in 2013, 41% in 2014,
and 36% in 2015. This demonstrates that bank borrowing continues to be a
significant part ¥%f |l aw firmsoé finances.

5.31 It was reported in 2015 that iBritish law firms are borrowing record sums to
fund expansion, retain lawyers and invest in technology, spurred by an influx of work
created as mergers and acquisitions boom, according to research funded by a
finance provider. Bank lending to law firms has increased to £7.35bn, a 28 per cent
jump since 2010, when repercussions of the financial crisis meant law firms were
forced to fire staff and slash billing rates as they competed for work.d* It is not clear
if this figure includes lending to individual partners to inject capital into the business.

5.32 An analysis published in June 2016 suggested that law firmsdbank debts had
risen 36% between 2015 and 2016. This was reported to be driven by increasing
investment in assets, headcount, and staff salaries, while they had more cash tied up
in unpaid billing and work in progress.4°

5.33 This all suggests that access to lending is not an issue for the legal sector as
whole and it appears that this is likely to remain the case. Following a recent court
ruling it was reportedthati Thi s was a case closely watched
Barclays had lost it could have pushed up the pricing of such loans or made them

136 Annual firm survey 2014/15: Snapshots from the results, The Law Society, 2016

http://www.lawsociety org.uk/supportservices/researcitrends/

BPWC 2015 Annual | atw:/Mwviwmpneso.uk/mdustriesbysinesBanes/law
firms/overview2015annuataw-firms-survey.html

138 Financial Benchmarking Repertaw Firms, Natwest, 2013 reperottp://www.nw -
businesssense.com/assets/allSiteMedia/common/misc/NW_Law_Firms_Report AAR@tdnmeport-
http://www.occm.co.uk/wp-content/uploads/204/09/NatWestlaw-firm-survey2014-140513.pd2015

report http://www.nw -businesssense.com/financibénchmarkingaw.html 2016 report-
https://www.business.natwest.com/content/dam/natwest_com/Business%20and%20Content/PDFs/sector
expertise/protservices/INW2016final-report.pdf 2017
http://www.rbs.com/content/dam/rbs/Documents/News/2017/March/NatWest%20Legal%20Benchmarking%
20Report%202017.pdf

139 awfirms borrow record sums to expanddoom in mergers and acquisitions spurs influx of legal work
https://www.ft.com/content/234dd5f2-440+11e5b3b2-1672f710807August 17 201%inancial Times

140 Analysis by Hazelwoods Chartered Accountants reported in Legal Futures 8 June 2016,
http://www.legalfutures.co.uk/associat@mews/law-firms-bankdebtsjump-professiongoesgrowth
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|l ess available to |l aw firm partners. AThese |
but banks like them astheyareseenas a safe d%set class. 0

5.34 When asked what might have driven lower levels of use of external financing
than might have been expected, the investment adviser commented, fi & more
investors struggling. Decent firms already have access to cheap debt. Firms also
have easy access to long term debt if they really need it. Thatmeansi t 6s only a f e
that need the investment finance in the first place. | did think that as the baby boomer
generation reached retirement we would have seen more private equity involvement
as a way of Dbuying out partner searasitowhy.hi s has:
have never heard from a law firm with a good business presenting a need for finance

t hat 6 s.d*aFrumegther the | ender Mod#firmsotasyrsizeiwdlwe d st a
have good accessto borrowingit hey wonét have & |iquidity pt
5.35 ABS survey respondents were asked for their views on the ease of accessing

finance. The majority of ABS agreed with the statement that they have access to
range of sources of finance. 45% agreed that it was easy to access the capital they
required, with only 14% disagreeing. For all ABS, 41% agreed with the statement that
short term sources of finance are reliable sources of investment funding, though 40%
neither agreed nor disagreed with this statement. This is shown in Figure 25.

Figure 25. ABS views on access to finance
M Agree O Neither agree nor diasgree Disgaree

100% —— - — |

9%
14%
90% 20%

80%
32%
70%

41%

60%

50%

40%

30%

20%

10%

0%
When my business needs investment, it is easy to When my business needs investment, there are a Short-term sources of finance, such as overdrafts
access the capital required range of sources of finance available and loans, are reliable sources of investment
funding

141 Barclays wins case over loans to law firm partnés& court rules in favour of lender trying to recoup debts
after collapse of Dewey & LeBoeuifps://www.ft.com/content/7fedb77¢0e9b-11e58aca00144feabdcO
Financial Times June 9 2015

142 nvestors interviews Investment advisor 1.

3 nvestor interviews- Lender
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5.36 There were no statistically significant differences by organisational structure,
or by the year they gained their ABS licence. However larger business were more
likely to agree that it is easy to access investment capital,'** and that there are a
range of sources of finance available.'#

5.37 Clearly ease of access to finance will vary across firms within the legal sector.
In a recent analysis of innovation the Law Society noted: fiThere were clear
advantages for new entrants with access to capital setting up as ABS and forming
partnerships with non-lawyers, including technology companies (existing firms
adopting ABS status have thus far struggled to attract capital by virtue of just being
an ABS). Magic Circle or Top 200 firms can to an extent also fund innovation
internally, but other firms were notably at a disadvantage when trying to finance
innovation activity or invest in technology.**®

5.38 The CLC found that f or ABSBseeneonthewholdto es it
be less optimistic about their ability to raise funds and less concerned about
mai ntaining control of their businesses than

B o d i."¢Asdoted above, the same analysis found that ABS were more likely to
have actually made an investment in their business when compared to non-ABS
entities regulated by CLC.

5.39 The lender we interviewed pointed to different approaches to lending in
different areas of law, stating that: WWe haveno6t | ent to personal i
because of the very long capital repayment periods. Personal injury is potentially high
risk and high reward, and any business would want cash flow from other sectors. |
think most firms are deprioritising work in personal injury. The defence side is
different. Firms defending insurance companies are more likely to benefit from

interim payments, which benefits their cash flowa'*

Theory 3: There is a negative stigma attached to taking external investment

Research evidence suggests that there is some professional resistance to taking
external investment, which is most likely to arise as a result of a desire to retain
control of the business among the current owners.

5.40 Participants at the workshop suggested that cultural factors within law firms is
likely to be acting as a barrier to more investment in the legal sector. Specifically it
was felt that investment will be associated with negative stigma 1 generated in part
by press coverage and high profile negative experiences. Investment is seen as
unethical i as the rules when many solicitors qualified would have banned such
practices. External i nvestment is nodf consi d:
solicitor i n' Axwebavegpredaudlyetatasd, péofessional groups by
their nature have a tendency towards shared cultural norms which can have some
benefits, but which also lead to behaviours that mute competition between

4 ThePearsons chsquare statistic is 2.8387. Thevplue is .944071. The result is not significant at p < .05.
145The Pearsons clsiquare statistic is 2.8387. Thevplue is .944071. The result is not significant at p < .05.
146 page 8@ apturing Technologicaldnvation in Legal Services report, Law Society 2016
https://www.lawsociety.org.uk/supporservices/researchirends/capturingtechnolodcalkinnovationreport/
47 page 52 Annual Regulatory Return Analysis 2016, Council for Licensed Conveyancers
http://clc-uk.org/CLCSite/media/ResearéteportsCLCARR201516-Report(FINAL).pdf

18 |nvestor interviews- Lender

149 project workshop discussiensee Annex 2
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providers.'™ In this context cultural norms could be affecting decisions on use of
external investment.

5.41 In a recent study looking at ABS who had taken some form of external
ownership, the authors highlighted the negative views of some parts of the legal
pr of e s@venahe highitlegree of averseness, if not outright hostility, amongst
lawyers towards private equity, one might argue that the nine law firms that have
secured such investment are quite unique. A common feature that all nine share is
their ambition to accelerate the expansion of their respective firms. Not content with
mere firm survival or modest growth, their outlook is aggressive, proactive rather than
defensive. As such, they view the new environment as an opportunity to lead the
market in their respective field.d>*

5.42 In terms of younger members of the profession potentially having a different
attitude to external investment i something suggested to us at the project workshop -
given the average age of practitioners is growing it will take time for any such attitude
to become more mainstream. For example, the Law Society 2015 Annual Statistics
report f o uavedagd agesof priiath @ractite solicitors continued to increase
in 2015 and, at 43.1, was over two years higher than in 2005. The mean average
figure incorporates a significat number of

5.43 Related to the possible negative professional stigma, was a view that most
firms were taking a wait and see approach to the potential benefits of external
i nv e st lmwfirms:are @ither comfortable where they are or are in dire straits.
The prevailing culture (especially for medium-sized and small firms) seems to an
extent to be to wait and see what others do before acting and avoid risking failure.
As noted in Part 4 there are some high profile success and failures of investment in
the legal sector.

153

5.44 In the context of professionals potentially being barred from practising in their
profession should something go wrong the workshop participants felt some of this
caution was urEkéarsdtiammgd plalrea:nefr s have a | evel
take liability personally if the business is held to account for regulatory failures.
Investors are likely to be able to get their money back but individual professionals
may never be able to work in the industry again. This explains the temptation of
partners to continue to want to be involved in managing the business. Governance
structures must allow management to manage and board members (or equivalent) to
look after the value of the firma'>*

5.45 At the project workshop it was also suggested that reluctance by some to take
external investment in any form is partly about partners being unwilling to cede any
control of the business to others. A recent study found this to be an issue even in
firms that had t ak emanyeithe equity pdrtneis wereesslit ment : A
struggling with the replacement of the partnership committee with a corporate board

10 See LSB response to CMA Interim report 2016

http://www.legalservicesboard.org.uk/what we_do/responses_to_consultations/pdf/2016/20160818 LSB re
spanse_to CMA_Interim_report_(final).pdf

1see page 15 Sundeep Aulakh & lan Kirkpatrick (2016): Changing regulation and the

future of the professional partnership: the case of the Legal Services Act, 2007 in England and

Wales, International Journal of thedad Profession, DOI: 10.1080/09695958.2016.1214135

152 hitp://www.lawsociety.org.uk/supporservices/researchrends/annuaistatisticsreport-2015/

153 project workshop discussiensee Annex 2

154 project workshop discussiensee Annex 2
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whose membership comprises professional executive managers. No longer involved

nrunning the firm, equity partners are now d
values and culture, a development still being met with resistance6!*®

5.46 The ABS survey found no statistically significant differences between ABS
who had invested and those who had not invested in terms of their level of
agreement with the statementthat: i Keepi ng contr ol i'sS more i mpo

the businesso. These Figus pooOveral sA2%of ABSpgiteet t e d

or strongly agree that keeping control is more important, and just 17% disagree or
strongly disagree.

5.47 The investment advisor we interviewed suggested that reform should be seen
as a process that will take time. He stated that: iihe market sees something as threat
or an opportunity. Once investment is seen as a successful option they will get with
the programme. As of yet there havenos
been successful this would have been differenté | expect if there were three or four
you would then get more growth as they get more attention from analysts.d>°

Figure 26. Keeping control is more important than growing the business

45%
43% ABS who have not invested (n=98)

m ABS who have invested (n=108)
40% 39%

35%
30%
25%
20%
15%
10%

5%

0%

Strongly Disagree Disagree Neither agree nor disagree Agree Strongly Agree

5.48 One analysis in 2016 ¢ o n ¢ | u d ®ebkpite thearttroddction of ABS the
ability to accept and incentivise external or internal investment remains missing in a
large number of traditional law firms with partners having no incentive to accept
external investment or to invest themselves for fear of losing long held annuity

155 See page 17 Sundeep Aulakh & lan Kirkpatrick (2016): Changing regulation and the
future of the professional partnership: the case of the Legal Services Act, 200glam&and
Wales, International Journal of the Legal Profession, DOI: 10.1080/09695958.2016.1214135
158 Investors interviews Investment advisor 1.
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streams without adequate compensation. However, as external investment continues
to flow into the legal sector the pressure to reform and make investment will only
increase as partner income without investment begins to decline for all but the

el i¥e. o

Theory 4: There is no need for external investment as law firms do not need external
capital to grow the business

A range of indicators suggest that, as a whole, law firms are growing over time
without significant external investment. The CMA®&s finding that compet
sector is not working as well as it could may be relevant in this context.

5.49 One interviewee suggested that there is some demand among law firms for
investment. When asked if they had been approached our investor interviewee
s t a t Nodve have not been approached directly. However we have been
approached via the existing business, and have looked at other business
oppor t thOfthé seven réspondents to the investors survey, none disagreed
with the statement that law firms were reluctant to seek external investment, and
three agreed.*®°

5.50 Looking at firms regulated by the SRA, as shown in Figure 27 the majority
increased their turnover between 2014/15 and 2015/16. A higher proportion of ABS
and LDPs increased their turnover compared to other types of SRA regulated firms.
While there is no data to rigorously assess how this growth is being achieved, the
overall picture is of a growing number of fee earners per partner (a higher rate of
gearing) shown in Figure 28.

Figure 27. Changes in turnover for SRA regulated entities®

2014/15 - 201516 LDP Others
More than 15% 40% 20% 31%
More than 1%, less than 15% 24% 47% 25%
Between 1% and-1% 5% 5% 6%
More than minus 1%, less than minus 15% 15% 21% 20%
More than minus 15% 16% 7% 18%

Increased 64% 67% 56%
Mo change 5% 5% 6%
Decreased 31% 27% 38%

5.51 Law Society research found?!®! that the median average salary across all
private practice grades in 2015 was £54,000 per annum, a 4.8 per cent increase on
the 2014 median figure. In 2015, assistant/associate solicitors earned on average

157 Analysis of external and corporate investment in UK law firms: sustainable momentum estatflistesd
Partners 2016- http://www.arden-partners.com/

158 |nvestor interviews- Investor

19 Survey of investors Please indicate the extent to which you agree or disagree with each of the following
statements:n = 7

160] SB analysis of anonymous SRA data.

161 hitp://www.lawsociety.org.uk/supporiservices/researchrends/private-practiceearningssurey-2015/
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£44,000 7 an increase of 2.3% on the previous year and a 12.2% increase on 2000
in real terms. A quarter of assistant/associate solicitors earned £35,000 or less, and a
guarter earned £64,000 or more.

Figure 28. Gearing and offices6?

2010/11 | 2011/12 | 2012/13 | 2013/14  2014/15  2015/16

Gearing:

FEs to 3.0 3.0 3.1 3.3 3.4 3.8

Partners

Office per

entit 15 1.3 14 15 15 15
5.52 The same surveys show falling assistant solicitors salaries over past ten

years and increased equity partner earnings (2015 prices). Equity partner earnings
have been increasing over the past ten years (median £75k in 2005 increasing to
£85k in 2015 accounting for inflation) while others have fallen (assistant/associate
solicitors median £52k in 2005 decreasing to £44k in 2015).

5.53 Profit margins in the NatWest Law f i r surey of approx. 400 firms were
median 23% in 2013, and 2014 and increased to 24% in 2015 and 2016. For a broad
comparison, UK wide service compani e reetrate of return was 23% in 2015163
although this is a different way of calculating profitability. For the SRA regulated law
firms this points to static or increasing returns for law firm owners over time, with
current levels of external capital in the sector. We do not have comparable
information for entities regulated by the other LAs.

5.54 Taken together these point to law firms continuing to grow despite low levels
of external investment. The Competition and Markets Authority (CMA) report into the
legal sector concluded that competition in legal services for individuals and small
businesses is not working well. This is because of lack of transparency on price and
quality.*®* The growth of law firms should be considered in this context.

Theory 5: Investors are not attracted to the sector because of perceptions of poor
financial management in the sector

While our research suggests that investors do have the perception that law firms have
not been subject to pressures that drive commercial financial decision making, there
is a growth in the number of firms incorporating, suggesting greater focus on
corporate governance over time.

5.55 There were a range of views expressed about whether or not a lack of
commercial financial management in law firms, and specifically partnerships, act as a
barrier to getting external investment.

162] SB analysis of anonymous SRA data

163 See
http://webarchive.nationalarchives.gov.uk/20160105160709/http:/www.ons.gov.uk/ons/rel/pnfc2/profitabilit
y-of-uk-companies/q32015/stb-profitability-q3-2015.html

164 Seehttps://assets.publishing.service.gov.uk/media/5887374d40f0b6593700001 ateeraicesmarket
studyfinal-report.pdf
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5.56 The investor we interviewed felt that law firms are not good with financial
management suggesting a wider issue around governance. f{Financial management]
is part of the opportunity for third party capital. There are exceptions to this. Via our
current investment we have been approached by a range of firms some with a strong
grasp of their business, but some ofthesmallerones real ly d@&hét under

5.57 The investment adviser suggested that this was more about how financial
decisions were made within law firms firhis is a contributing factor to lower levels of
investment. Law is a relatively profitable businessandsoitdoes nét tend t o hawv
business discipline t hat it mi ght Dexisidnenaking a expemditwed € é
is not as robust in law as it is in other industries. If partners are still making six figure
incomes there is no or limited pressure to do this. To be clear financial controls are
there, firms are compliant but cost control is not as tight or efficient as it could be. 3%

5.58 The workshop participants highlighted issues relating to the governance of
law firms rooted in the partnership model. The group felt that law firms do not
necessarily understand how external investors would value a firm, and profit per
equity partner is not a measure of such value.'®’” Similarly, Aulakh & Kirkpatrick
(2016) f duvateEquithiavestonr found the partnership model a barrier 1
specifically a lack of partner consensus, a reluctance to accept post-investment
support, lack of OCorporated practicé&® and si
The lender we interviewed felt that banks were in a better position to understand
partnerships:A Pr i vat e equi ty cidfihpas adreatopparturgtyntiiey d af t

would be there. The examples to date arendt

structure of firms and pa'ftners role in extr:
5.59 However it is important not to generalise. The lender we interviewed felt that

while there were issues in some firms it was nottrue of allfirms: A t 6 s t 00 easy tc

law firms arené6ét as well rurms Theeisatamgeaof pr of e s

law firms and a range of levels of management. They could be better at collecting
cash and billing for time, for example the partner who discounts a price even though

itds already been recorded a¥® WIP in the busi
5.60 Research conductedbyAul ak h & Kirkpatr iABE&sdeking16) f o1

private equity tend to introduce corporate governance beforehand as a way of

signalling their O6investor readiness®é as conf

interviewed.o!"!

5.61 LSB analysis of SRA datal’? suggests large falls in the proportion of entities
with a traditional partnership structure. The proportion of traditional partnerships has
fallen from 70% of all SRA regulated entities in 2010/11 to 50% in 2015/16, with
companies limited by shares making up an ever increasing proportion (16% in
2010/11 to 34% in 2015/16). Incorporation suggests a greater focus on corporate

185 Investor interviews- Investor

188 Investors interviews Investment advisor 1.

187 project wakshop discussior see Annex 2

188 project workshop discussiensee Annex 2, reporting the findings of the work by S Aulakh and | Kirkpatrick.
169 |nvestor interviews- Lender

10 |nvestor interviews- Lender

171 sundeep Aulakh & lan Kirkpatrick (2016): i@fiag regulation and th&uture of the professional

partnership: the case of the Legalr@ees Act, 2007 in England awhles, International Journal of the Legal
Profession, DOI: 10.1080/09695958.2016.1214135

172] SB analysis of anonymous SRA data
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governance and better decision making, potentially making the business more
attractive to investors and more culturally open to different sources of finance.

Figure 29. Changes in SRA regulated entity constitution type i all entity types

100%

23%

26% 30%

34%

80%

60%

16%

34%

31%
29%

26% 20%
40% 22%

20%

0%

2010/11 2011/12 2012/13 2013/14 2014/15 2015/16
I Other I Sole Practitioner
Partnership M Limited Liability Partnership
[JCompany Limited by Shares s Number of SRA regulated entities
5.62 It is widely recognised that a wider perspective on boards is beneficial in other

industries but the participants at the project workshop felt it is not the norm in legal
services.”® However, ABS survey respondents overwhelmingly agreed with the
statement that O6Any business benefits from h:

Theory 6: Investors are not interested in the legal sector because it is too small in
value, and law firms are too small

Investors we surveyed did not agree with this theory. Our analysis indicates that while
a proportion of law firms are too small to be of interest to some investors, the large
majority of firms are of sufficient scale to attract private equity investment.

5.63 Our discussions with the BVCA!"* suggests that at least 1% of their members
of have invested in legal services. While a small percentage, this is more than in a
third of the 42 sectors they use in their annual statistical reports. Indeed, only 43% of
sectors have a higher percentage of member companies investing.1’®

173 projectworkshop discussion see Annex 2

174 The British Private Equity & Venture Capital Association (BVCA) is the industry body and public policy
advocate for the private equity and venture capital industry in the UK. Their membership comprises more than
600 fims, including over 250 private equity and venture capital houses. See
http://www.bvca.co.uk/AboutUs.aspx

175 Seehttp://www.bvca.co.uk/Portals/O/library/documents/BVCA%20RIA%202015. pdf
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5.64 It was reported that one investment company, saw the legal sector as a large
market but had also been approached by legal service businesses that were too
small for it to consider investing in them.'’® This concurs with the experience of the
investment adviser we interviewed: AiThe majority of investors have walked away.
They havenét found targets that cauwopsares e
looking for double digit returns and exit after five years. There also has to be a return
for the partners, and thé&Ye just arenot

5.65 Clearly some firms in the legal sector will be too small to be of interest to
large scale investors, but this does not apply to all firms. A broad comparison
between BVCA members preferred minimum investment amount and the turnover of
all SRA regulated entities is shown in Figure 30. The range of stated minimum
investment amounts is £1k to £300m, while the range of SRA regulated entity firm
turnover is much wider. For the 6% of BVCA members whose preferred investment
amount is more than £50m only 1% of SRA regulated law firms are likely to be large
enough to be of interest. For the BVCA members whose preferred investment
amount is between £101k and £499k 78% of SRA regulated law firms are likely to be
large enough to be of interest. We assume turnover and investment amounts are
broadly comparable in the absence of any other information. We do not have this
information for other LAs.

Figure30. Proportion of SRA regulated entities
minimum investment amounts’®

100%
90%
80%
70%
60%
50%
40%
30%
20%

10%

||

£100k or less (6%)  £101k to £499k £500k to £999k  £1m to £5m (44%) £6m to £10m (12%) £11m to £50m More than £50m
(8%) (9%) (16%) (6%)

0%

176 Reported in Brexit no brake on activity, says growth fund after second law firm investment, Legal Futures,
21 December 201Bttp://www.legalfutures.co.uk/latestnews/brexitno-brake-on-activity-saysgrowth-fund-
secondlaw-firm-investment

7 Investors interviews Investment advisor 1.

178 SB analysis of tH&VCA members registeand anonymou§RA entity data
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5.65 Looking at changes over time our 2016 Market Evaluation indicates that there has
been consolidation among SRA regulated entitie
turnover was £2m. By 2014/15 this had risen to £2.4m i a 16% increase in real terms.
This is a consequence of market consolidation and continuing overall growth. Looking at
the distributions of firm turnover each year, our analysis suggests the smallest firms
being affected most by consolidation. There has been a 3% drop in firms with less than
£150k turnover, and a 2% increase in firms reporting turnover of more than £1m over
the five year period. Of the seven respondents to our survey of investors, four disagreed
with the statement that The legal sector is too small to be of interest to investors and five
disagreed with the statement that Legal service businesses are too small to provide the
scale for investment.
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Part 6. Conclusions

6.1 Our research shows encouraging evidence of the increased scale and diversity of
ownership of law firms that the LSA reforms were designed to enable. The majority of
ABS firms either have already invested in their businesses or are planning to do so,
by hiring more staff, increasing marketing activity and purchasing IT. There are
statistically significant links between higher levels of non-lawyer ownership and the
likelihood of having made an investment.

6.2 Our research also shows ABS firms accessing a wide range of sources of finance,
and only a small proportion indicating difficulties in accessing finance. However, only
12% of ABS we surveyed had used any form of external finance. Instead, the most
frequent source of funding for investments was business profits or cash reserves,
followed by bank loans and overdraft facilities.

6.3 Legal services regulation does not appear to be acting as a significant barrier to
investment. Only 6% of ABS identified some aspect of legal services regulation that
prevented them accessing finance. The cost of regulation and licensing processes
also do not appear to be acting as barriers. Wider changes to business regulations
and governmental activity, though, are reported to be having an impact, reflecting the
desire from investors for a stable regulatory environment.

6.4 Instead, non-regulatory factors appear to be the main barriers to external investment.
While the overall size of the sector and large number of small law firms may limit
opportunities for some investors, cultural and management factors seem to be the
main factors. Investors report that law firms are reluctant to seek external investment,
and a large proportion of firms are concerned about losing control of the business.
There is also a view that many firms do not present financial information in the ways
investors expect and/or have a weak grasp of the value of their businesses.

6.5 It is not for regulators to judge what the right sort of investment finance is for
individual firms. However, in the context of ongoing levels of significant unmet legal
need, it would concern us if the potential added benefits of external investment are
not being realised due to issues relating to the overall functioning of the market.
These benefits include greater scale of investment and the injection of new ideas and
business disciplines that could enable more transformative change in the sector.

6.6 The CMA recently concluded that competition in the legal services market is not
working as well as it could. Our Market Evaluation highlighted the slow pace of
change in the sector, while other research we have done has revealed that levels of
innovation are not increasing. Further, investors told us they view legal services as a
0 s | e e p y.on factathisknakes the sector ripe for external investment, but only if
firms are open to this opportunity. Yet, concerns about weak competition and the
findings of this research suggest that there is currently little impetus for law firms to
take the greater risks (and rewards) involved with using external capital.

6.7 There are some potential signs that there may be greater demand for external
investment in the future. These trends include a growth in the proportion of all firms
adopting a more corporate structure, and the current trend for market consolidation.
However, stimulating increased competition in the market i including through the
combination of demand and supply-side changes recommended by the CMA T is
likely to make the most difference to opening the sector up to greater levels of
external investment.
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