PETER SCOTT CONSULTING
Briefing Note September 2009

How to improve your chances of achieving a good merger
Merger is not a strategy – it is a means to an end, which is to build greater competitive advantage. If this objective can always be seen as the primary purpose of a merger, then the possibility of achieving a good merger which does in practice create a more competitive law firm may be achieved.

This Briefing Note assumes a firm has taken the decision to seek merger – for the right reasons (see Briefing Note October 2008 for a detailed discussion of ‘Why merge’, which can be viewed at www.peterscottconsult.co.uk )

Having taken the decision to merge, how should a firm go about seeking a merger partner? Alternatively, a firm may not be actively seeking merger but is approached with a merger proposition by another firm and in that case how should a firm react to and evaluate the approach?

Seeking a merger partner
If a firm has completed its strategic thinking process in a thorough manner and has arrived at a realistic plan to build competitive advantage, then it will have certain clear objectives in mind as to what it needs to do to achieve its objectives. These objectives are likely in turn to determine the criteria by which potential partner firms will be judged.

For example, will merger with a potential target firm help to provide, inter alia,
· greater depth and breadth of expertise by complementing existing strengths or filling gaps  
· access to larger / different markets
· an increased ability to win work

· access to more resource, particularly financial resource and infrastructure skills

whereby the merged firm can become more competitive than either of the two legacy firms?   

Compatible cultures, reputation and size are also likely to be criteria by which target firms will be judged.

To identify potential target firms by reference to such criteria will require in-depth research of the legal market(s) under scrutiny which will need to be carried out using either internal resource or external bought in resource. Perceptions of other law firms are often incorrect and can lead to realistic targets being ignored. Firms need to ask themselves at the outset whether they really have sufficient market knowledge to make informed choices. 
With sufficient research into a target legal market and the ‘players’ in that market, it should be possible to build up a picture of potential targets and begin to construct a vision of the kind of firm a merger with any of those targets could build. It is important to do this because at a first meeting of the two firms it will be vital that this vision can be clearly expressed to sufficiently excite the target firm that they will at least begin to listen with an open mind and then want to take the matter to at least the next stage. This vision should look beyond what each firm now represents and instead focus on the kind of firm the two legacy firms could together build. An example of a specimen ‘vision’ paper is set out at the end of this Briefing Note.     
A firm is likely to only have ‘one shot’ at doing this and so good preparation is important, both in relation to the vision to be expressed, and to the firm’s skills to communicate that vision. If a firm does its ‘thinking’ and preparation in this way, then it may also be able to achieve the ‘intellectual high ground’ in any subsequent merger negotiations and enable it to drive the thinking for the creation of the new firm.

The opposite may be the case when a firm is approached. It may not be considering merger and may potentially be put at a disadvantage to begin with if approached by a firm which has already done its thinking and which presents a well argued case for merger between the two firms. How can a target firm deal with this and best evaluate the approach?

To be approached for merger can be a boost to a firm’s ego, making it feel wanted. This should be put aside and the firm should focus on carrying out a process of research and strategic thinking similar to that which the other firm has already done. This will take time and it should be explained to the other firm that a certain amount of time will be needed to consider the approach before responding. It is probably better to keep an open mind at this stage, instead of (as sometimes happens) delivering an almost instant rejection based often on perceptions or emotional issues. Opportunities do not often come along and when they do it is worth spending some time and effort properly evaluating them.

That first meeting is likely to put the spotlight on several fundamental issues which will need to be considered by both firms at an early stage in the process. 

These are likely to include, inter alia, the following:     
Culture                                            
The respective cultures of each firm as exhibited by their respective attitudes and behaviour even at their first meeting may lead to the initial conclusion that the cultures are compatible and the partners of each firm could work well together, or on the other hand, the meeting may bring out clear differences in outlook between the two firms which may lead one or both firms to look elsewhere to other firms which are perceived to have a similar way of thinking and doing things. 

A firms needs to ask itself questions such as:

‘Can we see ourselves working with them?’ 
‘Do they have the same work ethic as we do?’
 ‘Are we like them?’

‘Do we like them?’

If in doubt – it is probably best not to proceed.

Culture within a firm may also dictate that a merger with a larger firm (or even a firm of equal size and strength) cannot be contemplated – only a take over by the firm will be considered. Despite there being a sound business case for merger with a larger firm, if the emotional instincts of the partners, perhaps driven by fear or a need to control, are saying ‘No’ to what would be regarded as an acquisition by the larger firm, then it is probably best not to proceed, however good the business case may be.
And, if the leaders of the two firms do not look at the world in the same way, then again it is probably best to forget trying to bring together the two firms. But if the two leaders share a common vision for building the new law firm, then their partnership is likely to be a particular strength, both for the successful conclusion of the merger negotiations and longer term when building for sustainable success.
If on the other hand it is clear from the beginning that both leaders are determined to be ‘top dog’ in the new firm, then their rivalry may become destructive. It may be better to recognise this at the outset rather than to spend a great deal of time negotiating and then have the discussions fail because neither will give way to the other.
However, if the leaders of both firms in particular recognise the need for change in one or both firms, then that itself may become a strong driver for the merger to be used as a catalyst to make change happen. Sometimes a merger is the only way to bring about certain necessary changes: 

‘How are we together going to develop a culture in this firm whereby partners put the firm’s interests first before their own personal agenda?’
‘How are we together going to fairly match reward to contribution in the new firm?’
‘How are we together going to stop our best partners from leaving?’
‘How are we together going to persuade our partners that they should agree to be managed?
‘How are we together going to build higher performance to enable us to compete?’

Such issues and others are likely to require certain fundamental changes in behaviour and attitude to be brought about, which given the barriers to change in some firms, would not have been possible in the past. However, in a merger situation, people expect change to happen. Firms should think about the changes they have for long been trying to bring about, but which have in the past been blocked by partners unwilling to adapt to change. 
It is not necessarily a reason to merge, but using the opportunity merger may present to bring about necessary change can be a very beneficial by-product of a good merger.         

A strong business case 

The strong message that will need to be communicated at the first meeting is that the primary objective for the new firm is to become more competitive and profitable than either legacy firm could achieve on its own. 
A tested business case for both firms will need to be developed. To do this, the firms should put themselves into the position of their clients, because to be successful, a merger between law firms will need to be seen to add value to its clients more than its competitors can do, because client satisfaction is the only true test of how competitive is a firm.

‘Will our merger have the ‘Wow factor’ for our clients?’  (‘Wow, that will be good for us!’)         

Clients of law firms are themselves developing and are constantly demanding more and better ‘added value’ from their lawyers, who must likewise grow and develop if they are not to be outgrown by their clients who are then likely to move to competitors who can provide them with the higher levels of quality and service they expect. 
In particular, will the merger help the new firm to win more and better quality work from existing clients and new work from potential clients that neither of the legacy firms could hope to win individually? 

In short, will the merger help to make the new firm more competitive in its chosen markets than either of its component parts? 

It may also be necessary to factor in other ‘drivers of change’ which can no longer be ignored by law firms, including:

· Will the merger help the new firm to recruit and retain good people, better than either of the legacy firms could recruit and retain on their own?
· Will the merger enable an enlarged firm with greater resources to afford to recruit skilled professional people to manage the risks and compliance now necessary in law firms? Perhaps more to the point, should they ask themselves the question “Can we afford not to?” 
· Will the enlarged firm (with greater partner numbers and resource) make the firm more attractive to the professional indemnity market, particularly if it is seen to take steps internally to manage risk in a professional manner? 

A strong financial case 

A merger based on a strong business case, if well implemented, should help to build greater long-term sustainable profitability. However, in the short-term, it is important also that the merger gets off to a good financial start, so that partners quickly realise the financial benefits that bringing together the two firms can achieve. Mergers and the lengthy negotiations which often occur, with their inevitable disruption, can be a dangerous time and there will need to be even greater effort devoted to planning and managing the new business, in particular to managing the financial well being of the new firm to ensure that cash flow remains strong and that profitability does not dip.

Merger should not only be seen as an opportunity to build strong cash flows and revenues to drive up profitability, but also as an opportunity to strip out of the business substantial duplication and costs. Many firms have invested in management and support infrastructures capable of servicing a much larger firm. This can provide scope for rationalisation and efficiencies of scale to match overheads to the needs of the new business. A merged firm ideally should not need two of everything. Start off as you mean to continue and let Zero Based Budgeting (ZBB) become your mantra!   

And if overheads are to be addressed then many partnerships will need to be restructured if they are to survive. Do not overload a merged firm with underperforming partners who are not pulling their weight.

‘How many equity partners are you going to bring into the merged firm?’ (i.e. ‘How many of your partners really should be equity partners?’)
is a question which will need to be asked, considered carefully and answered on both sides as the merged firm will need to get off to the best start possible with the best partners on board and no passengers. 
One of the worst kinds of merger is where two firms simply put together their two existing partnerships, each heavily laden with underperformers, to create a larger version of what each was before, but with double the problems.
Negotiating a merger
If initial discussions go well and both firms agree they should go to a next stage, then each firm will need to deal with certain matters if negotiations are to be brought to a successful conclusion. For example:

 - A negotiating team (as opposed to all partners) may need to be put together to conduct negotiations and the composition of the team will need to be considered carefully. It will need to be led (most likely by the managing partner or equivalent) and supported by partners who are both good strategic and commercial thinkers. The finance director will almost certainly need to be in the team.

- A communications strategy will need to be determined to manage internal communications to both partners and staff. An external communications protocol between the two firms will need to be agreed to manage how to deal with, for example, leaks and press releases.

- Establishing a clear road map to merger, setting out each stage of the merger process and what will be involved and communicating this to partners (particularly dealing with reporting procedures so partners feel included in the whole process).
- The insecurities and ambitions of partners will need to be managed to ensure that the partnership remains as united as possible and that the best partners, who will be needed to help drive forward the new firm, remain on board.   
- Exchange of information and due diligence will need to be considered and in particular how professional advisors are to be best used.  
Dealing with ‘deal breakers’

During negotiations, potential ‘deal breakers’ may arise and both firms will need to consider whether these really are ‘deal breakers’ in which case if not resolved, the merger discussions are likely to end, or whether either or both firms are able to take a commercial view as to the importance of these matters and try to arrive at a compromise acceptable to the partners of both firms. Such potential deal breakers can include (but there may well be others):

· Identity of the equity partners in the new firm

· Name of the new firm

· Goodwill / balance sheet issues 

· Profit sharing and capital in the new firm

· Management positions in the new firm     

Name of the new firm is often perceived as an issue, but should it really be a deal breaker? The goodwill of a firm is likely to reside in the abilities and reputation of its partners as a group, rather than solely in a firm’s name. 
Finally, maintaining the momentum of the merger process is vital.
Even if the two parties consider they have the opportunity to build a new firm greater than each of the two legacy firms, they may still need to put a great deal of effort into maintaining the momentum of the merger negotiations to bring them to a successful conclusion. As one meeting ends it is important to make sure a date and agenda for the next meeting is agreed because otherwise negotiations can easily go ‘off the boil’ and partners on either side who are sceptical of or fear the proposals may have an opportunity to derail the process.    

Completing a merger is just the beginning (and not the end) of the process of building greater competitive advantage. However questions such as 
 - How is the new firm going to be managed? and; 

 - How is the firm going to manage performance in the future?
are crucial aspects of implementation if a merger is to fully achieve its objectives. And they are matters which need to be resolved before a merger agreement is signed rather than being left to chance subsequently. 

A merger can deliver its promises if those involved never lose sight of the real objective – to build a more competitive and profitable firm.  

In next month’s Briefing Note we will discuss in more detail implementation and in particular how firms can manage performance in the ever more competitive legal markets which will exist in the future.  
© Peter Scott Consulting 2009
An example of a specimen vision paper

OUR VISION

To build a law firm which over a given period of time, will become "greater" than the sum of the individual firms which comprise it.

We will do this by creating at the outset a platform for future growth to enable the combined firm to achieve goals which neither individual firm could on its own achieve within acceptable timescales.

This will involve building a "brand" which can better compete with larger, more developed law firms for better quality, higher value work, leading to greater competitiveness and profitability. The "brand" which is developed must not be just a well known recognisable name, it must reflect the substance of the firm in terms of the quality of its people and its clients, as well as the advice and added value it must be determined to provide to its clients. Satisfied clients are the key to building a highly profitable law firm and the only real measure of its success.
To achieve this will require RESOURCE which the individual firms cannot realistically and at an economic or acceptable cost, provide.

However, the scale of the projected new firm, with an initial turnover of £[        ] which will make it a "Top [     ]" firm in the UK will over time enable the necessary quality resource to be effectively developed at an economic cost. This should enable the new firm to:
• Attract more and larger clients in its chosen markets and for which it can do more valuable and complex work which neither firm can realistically win or carry out at present.

• Provide to clients the depth and breadth of appropriate expertise which clients now need and demand, where they need it and when they need it, by attracting and retaining the best people.

• Develop the quality management (in terms of leadership / business development / financial) which will be required in order to become and remain a successful, highly profitable law firm capable of meeting the challenges of the future.

• Provide across the firm the necessary infrastructure and know how / expertise to underpin the effective and efficient provision of the high quality legal services which are now demanded by the market place, which neither firm can presently do adequately, given their current restraints of size, finance and manpower..

• Develop longer term strategies to service its clients as required and to develop new, profitable services that its clients will want.

• Improve the quality of working life of all the people working in the firm.

• Build a greater level of sustainable profitability and specifically achieve PEP of £[
] in 2010 / 11
Accordingly the intention is to bring together our two firms, which [are both leaders in their own markets and which] share the vision outlined above and are both prepared to work hard to make that vision a reality.

However, merger is not an end in itself — merely a means to an end, namely to become a more competitive and more profitable firm. We need to keep this objective in mind as we consider the business case for a merger between our two firms.

Ultimately a law firm is about people. Getting people working together is key to merging two law firms and to building a successful law firm `greater' than the sum of the individual firms. `Greater' must be measured by the improvement perceived by the partners, employees and clients of a larger, stronger firm able to compete with the best.

If this is a shared vision, then it is worth striving for.

