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Breaking up is hard to do
Under-contributing partners can prove to be a burden on a firm if they are not dealt with at the right time and in the right way. There are procedures that should be followed, but it will never be an easy process, write Peter Scott and Stephen Ralph
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Profits at many law firms have taken a tumble during the past year and complacency is, belatedly, being thrown out of the window. Firms are now having to tackle the fundamental issue of underperformance which has largely been allowed by many firms to go unchecked. 

In most successful firms the weeding out of under-contributing partners has been an unrelenting process for some time — and 
it shows in their sustained profitability. However, there are still too many firms carrying passengers who are under-contributing (contribution is broader than simply financial performance). 

For these firms, driving performance and cutting their number of equity partners is critical to building sustainable competitive advantage. And, to ensure your firm will be able to recruit effectively at all levels it is vital it remains not simply financially attractive, but that you can demonstrate that it is well run and a secure place to work. Risk management needs to be both in place and seen to be in place. 

De-equitisation programmes need to be planned like military campaigns. Success can depend as much on how well you apply your ‘soft skills’ as on the strength of your legal position.

While emotions can run high in the context of disputes — and the exiting of partners impacts emotionally on both the firm and the outgoing partner/partners — almost all disputes are resolvable financially.

Partners are often too close to the issues and the personalities involved to be able to make objective decisions. Getting it wrong can cause a current of discontent to run through the firm and prove costly in terms of legal costs and time spent, not simply by management, but in lost fee earning by partners and fee earners distracted by the continuing dispute. 

Outside help, which is skilled in helping firms through this most stressful of processes, should ideally be enlisted to avoid potentially disastrous pitfalls.

Since there is no inherent right to retire from a partnership under the Partnership Act 1890 or under general law, other than by agreement, machinery for retirement or expulsion is usually to be found in the wording of the partnership agreement. Expulsion is typically found in fairly standard terms relating to actual or impending bankruptcy, mental or physical incapacity or misconduct. Usually the circumstances relating to expulsion are so obvious that the partners have little difficulty in deciding on the service of the notice.

Voluntary retirement is generally age-related. However, the age of retirement is gradually reducing to reflect the modern pressures of professional life and as a means of allowing younger partners to be brought into the partnership.

To enable the firm to have the necessary management flexibility an involuntary retirement clause is required. This ensures that arguments do not arise over whether the reasons for a forced retirement are appropriate. Such clauses will normally be expressed in terms so that notice may be served without the need to give or substantiate reasons. Consideration needs to be given to the period of such notice and the requisite majority for the partnership to serve such notice.

The requisite majority requirement is 
usually higher in a smaller firm and lower in a larger firm, varying between 60% and 80%. Unfortunately, it is often the case that in the exercise of such power partners who feel 
susceptible are cautious and fearful of voting in favour of the notice on the basis that it may provide a precedent which in turn could impact on them. The requisite majority therefore needs to be such that the management requirements of the firm are not frustrated.

There remains an overriding requirement that service of such notice, and the deliberations relating to it, must be exercised in good faith and for the benefit of the firm. Care should be taken to ensure that it is not perceived as, or in fact being used as, a tool by a ‘management clique’.

The implementation of an agreed management strategy is not bad faith. The courts recognise the need for modern firms to ‘manage’ and that such management may impact upon the proprietors of the business individually. Often bad faith issues arise and perceived conspiracy theories emerge as a result of failed effective communication.

It is important that the partnership agreement has within it appropriate procedures ensuring that the managing partner has the power to deal with these issues and seeks to resolve them at an early meeting with the partner/partners concerned. It is appropriate to analyse the need for the exit of such partner/partners, their circumstances and their ability to move to new firms or new practice areas. 

This will involve consideration of a mix of age, skill, work-style and client contacts so that an appropriate package can be offered to the exiting partner/partners.

The momentum for change and the exiting of partners should not necessarily be a solely financial decision. It should not simply arise from the financial underperformance of a partner, but relate to the inability of the partner, deliberate or otherwise, to embrace the management discipline required by the firm. Or it may be that a reasonable performer, or indeed a high performer, is simply too disruptive and denigrating at the performance of others to be sensibly retained within the firm, albeit that high performers are usually tolerated within the firm longer than might be the case with a lesser performer.

It is often the case that partnership agreements provide for what is known as a ‘garden leave’ clause. Such clauses are designed to protect the financial interests of the firm in the context of its clientele and goodwill and to give firms the opportunity to arrange for a partner’s work to be transferred to others within the firm. In circumstances where there is a group of exiting partners this safeguard is significant. Most partnership agreements provide restrictive covenants as to the extent to which an exiting partner may act for or solicit clients of the firm and solicit or employ staff and other partners. Again this is designed to provide financial security to the firm.

It is important when dealing with these issues that the firm has in place an adequately worded partnership agreement. The fact that the powers are provided for in the agreement does not mean that the firm necessarily has to enforce the clauses, but without them the firm may find itself unable to effect the necessary exiting that good management requires. 

Firms that are skilled in de-equitising partners never try to use their ability under their partnership agreement to retire partners without cause, although usually it is the necessary backdrop to their discussions. Instead, they negotiate and counsel-out the partner, often offering generous compensation packages, but having first made sure that if disagreements do arise the management has the required majority of votes in the bag. 

The managing partner needs both the authority and ability to confront the issues, whether human or financial. But sometimes persuading partners to dismiss a fellow partner is the most difficult task. Often those remaining know it is the right thing to do, but emotions, conscience or fear for their own positions can make the job of obtaining their agreement as difficult as dealing with the partner who is to be counselled-out. 

And when it comes to dealing with partners who are to go it is vital to make sure they understand there is no alternative but to leave. Some put their heads in the sand unable to face up to reality. Expert help, and sometimes medical support, is needed in such cases. At times a ‘buddying’ arrangement, where another partner is teed up beforehand to help counsel the outgoing partner, is the best way. However, being seen to be firm and resolute in these discussions, albeit delivered with humanity, are often crucial factors to success.

It is unfortunately the case that some under-contributing partners will find it very difficult to obtain equivalent jobs. Outplacement, paid for by the firm, can be one way to help these partners and can certainly help salve the consciences of some of the remaining partners. 

At the end of the day, terminating a relationship that may have lasted for many years is never going to be easy. The most that you can hope for, apart from successfully achieving an exit, is for the departing partner to shake your hand and thank you for having dealt with the matter in as decent a manner as possible.

Peter Scott is director of Horwath Consulting, the management consultancy division of Horwath Clark Whitehill. Stephen Ralph is a senior commercial litigation partner and arbitrator at Dawsons solicitors, specialising in partnership disputes. 
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