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Abstract

Traditionally ownership of law firms in the U.S. has been limited to licensed attorneys who are
partners or employees of the firm. Times and conditions in the industry have changed
significantly over the past thirty years as a result of advances in technology and globalization.
Unfortunately the legal industry has failed to change and is currently restricted from raising
sufficient capital to stay competitive in a global economy. The lack of change, along with the
inability to raise capital has left the U.S. legal industry at a competitive disadvantage in a now-
global market. Countless countries around the globe are adopting new regulations that offer law
firms new ways to raise capital through outside ownership. It is time for the United States legal
industry to embrace change and give the legal industry what it needs to stay competitive, a new

way to raise capital.
Introduction

In 1980 the United States had just fewer than fifteen thousand operating banks. Today
the United States has less than seven thousand banks currently in operation®. Over the past
thirty years the United States has experienced immense change within the financial service
industry. This is just one example of the many industries that have undergone radical change
over the past thirty years. Many industries have undergone significant change in order to
compete in a constantly changing business climate that has been fueled by advances in
technology and globalization.

In order for companies to compete in these constantly changing industries raising
capital is critical for a company’s success. A company generally has two separate weapons at

their disposal to raise capital. First, a company can obtain capital in the form of debt either

! https:/www.fdic.gov/bank/analytical/banking/2006jan/article2/article2.pdf
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through the issuance of bonds or through traditional loans. The second option a company has
to raise capital is to issue shares of stock generally through an IPO.

An initial Public Offering can be defined as the first sale of stock by a private company to the
public. A firm’s weighted average cost of capital (WACC) is simply the overall cost a
company pays to obtain capital. It is a function of both the cost of debt and the cost of stock
issuance or (equity). Companies generally can lower their WACC by utilizing both

forms to raise capital. Depending on the company and the industry different weights of debt
and equity can be utilized to obtain the lowest WACC for an individual company®.

The legal industry is not exempt from the constantly changing business climate that has
been fueled by advances in technology and globalization over the past thirty years. The legal
industry has undergone significant changes similar to those in other industries. However, firms
within the legal industry are currently restricted from raising capital from outside ownership.
In fact a firm’s ability to raise capital has remained somewhat stagnate over this period of
immense change. Unfortunately the demands on firms within the legal industry have increased
due to the changing business environment. As such firms within the legal industry need to

obtain fresh and more efficient ways to raise large amounts of capital.

Do the restrictions currently set in place by the American Bar Association (ABA)
banning outside ownership put law firms at a disadvantage in a constantly changing business
climate? In the following pages we will explore the history of the ABA and the reasoning
behind the current restrictions placed on law firms. Upon reviewing the history of the ABA we
will discuss the changing environment of the legal industry both domestically and

internationally. Upon discussion of the changing legal environment we will conclude with

?http://financial-dictionary.thefreedictionary.com/IPO
*http://www.investopedia.com/terms/w/wacc.asp
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where we must go from here.

American Bar Association (ABA)

The ABA was founded in 1878. The goal of the ABA set forth by its first constitution
was to advance the science of jurisprudence, to promote the administration of justice, and
introduce uniformity of legislation throughout the country. Today the ABA serves four main
goals; serving members, improving the legal profession, eliminating biases and enhancing
diversity, and advancing the rule of law. In an effort to maintain
such goals the ABA has set forth countless regulation including Rule 5.4, which places a ban

on outside ownership within the legal industry*.

Rule 5.4 Professional Independence of a Lawyer

According to the ABA a lawyer or law firm shall not share legal fees with a non-
lawyer. ABA Rule 5.4 states that, “a lawyer or law firm shall not share legal fees with a non-
lawyer and shall not form a partnership with a non-lawyer if any of the activities of the
partnership consist of the practice of law.”

It is important to note that the ABA is a voluntary organization, and as such, it does not
hold government authority. However, Rule 5.4 set forth by the ABA has been adopted by all
state bar associations at some level within their disciplinary rules. So although the ABA holds
no government authority state bar associations can properly discipline law professionals
accordingly.

The restrictions listed above in accordance to Rule 5.4 have been justified in order to

*http://www.americanbar.org/about_the aba/aba-mission-goals.html

*http://www.americanbar.org/groups/professional_responsibility/publications/model_rules_of prof
essional_conduct/rule_5 4 professional_independence_of a_lawyer.html
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preserve a high level of professionalism in the legal profession. Lawyers are held to the
highest level of professionalism to the clients in which they serve. This high level of
professionalism includes attorney-client privilege. Rule 5.4 restricts lawyers in attempt to
eliminate potential conflicts of interest that may in fact pressure lawyers in breaching ethical

guidelines set forth by the state bar association.

The D.C. Exception of Rule 5.4

Although all 50 states have a ban that prevents non-lawyer ownership within law firms
there is one exception to this rule. District of Columbia permits non-lawyer ownership on a
restricted basis. District of Columbia Rule 5.4(b) permits lawyers to practice law in a
partnership in which a financial interest is held by an individual non- lawyer. This exception to
the rule was adopted in 1991 but not without significant safeguards to ensure the purpose of

Rule 5.4, which covers the independence of lawyers®.

ABA Commission on Ethics 20/20

In 2011 the ABA was asked to conduct a study to show how the model rules of
professional conduct might need to be amended as a result of the constant changes in
technology and globalization. The commission was concerned with three principles during the
study; protecting the public, preserving core professional values, and maintaining an
independent profession. Unfortunately the committee ultimately decided against

recommendation of any changes to Rule 5.4".

®http://www.zuckerman.com/media/publication/440 BNA ABA%20Formal%200pinion%20464
M ason-Cotton_121813.pdf

"http://www.americanbar.org/content/dam/aba/administrative/ethics_2020/20121112_ethics_20_
20 _overarching_report_final_with_disclaimer.authcheckdam.pdf
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The Evolving Legal Industry

Over the years the legal industry has evolved as much as any other industry. Many
factors have led to the evolution of the legal industry such as advances in technology, major
shifts in billing policies, and globalization. Ultimately these changes to the legal industry
require firms to raise more capital to remain competitive. Unfortunately, the legal industry is

still restricted by Rule 5.4 which restricts law firms

from raising capital through outside owners. Let us take a moment to take a look at costly

factors that have played a large role in the evolution of the legal industry®.

Technology

Information technology is constantly and rapidly expanding across all types of
industries. The legal industry is not immune from such rapid expansion. The rapid expansion
of information technology can help law firms find gains in efficiency. In fact, the legal
industry can use innovative technology to eliminate time-consuming tedious processes. One
example is the use of E-discovery within the legal industry. E-discovery
refers to any process in which electronic data is sought, located, and secured with the intent of
using it as evidence in a civil or criminal legal case®. Many other facets of the legal industry
can be improved through other forms of technology to improve the overall efficiency of a
firm™©.

Technology ultimately helps law firms improve efficiency and eliminate many tedious

®http://www.reinhartlaw.com/services/buslaw/corpgovern/documents/art1111%20te.pdf

*http://searchfinancialsecurity.techtarget.com/definition/electronic-discovery
Ohttp://www.americanbar.org/news/abanews/aba-news-
archives/2014/05/10_technology_trends.html
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tasks as previously discussed. However, the improvements in technology also present a great
deal of problems for the legal industry. First, technology is very expensive meaning it is very
capital intensive. Many smaller law firms have trouble raising the substantial capital required
to purchase the technology. In addition to the capital requirement, technology is rapidly
evolving. Technology purchased today may be quickly replaced by superior technology. Other
cost considerations must be considered such as training for employees, proper cyber security
on sensitive information, and IT specialists to maintain current systems. All of these costs
associated around technology require a large amount of capital that many law firms cannot

obtain.

Major Shifts in Billing Policies

The rapid expansion of information technology along with the globalization of the
legal industry has led to a shift in billing policies among law firms. Traditionally law firms
have implemented and charged clients through billable hours. Simply put, clients were

charged by the hour for the legal services provided™.

Fortunately law firms have started to shift away from billable hours and more law
firms are implementing a new system of value billing. A value billing system allows firms to
charge clients for the value of the work instead of charging clients based on the hours required
to complete the work. A value billing system is more efficient and incentivizes firms to gain
efficiency and decrease hours spent on projects. Ultimately firms will be forced to use costly
technology to gain efficiencies and stay competitive. Once again the shift from billable hours

to a value billing system will demand costly increases in efficiency which will once again

http://www.law.yale.edu/studentlife/cdoadvice_truthaboutthebillablehour.htm
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require large amounts of capital for successful implementation™.

Globalization

It is no secret that businesses have witnessed an evolving global economy as a result of
globalization. Once again the legal industry is not immune from globalization and the legal
industry must find ways to compete within a global market. Many technological advances
have allowed many individuals and businesses to obtain legal advice on more simple matters
from around the globe®®.

The most recent recession in 2008 ultimately forced companies to look for more cost
effective legal alternatives. This, in turn, forced the legal industry to improve efficiency, lower
cost, and identify comparative advantages. Some power has shifted from lawyers to clients,
similar to a how supply/demand controls the market price in a traditional business model. The
resulting shift of power is what has forced law firms to improve efficiency, lower cost, and
identify comparative advantages in order to retain current clients. If law firms do not find
ways to improve efficiency, lower costs, and identity comparative advantages, they risk losing

business to a more global legal market™*.

The Global Legal Industry

In essence, globalization within the legal industry has forced a great deal of changes

upon law firms operating within the United States. Unfortunately, U.S. law firms are restricted

Lhttp://vww.law.yale.edu/studentlife/cdoadvice_truthaboutthebillablehour.htm
Bhttps://www.law.georgetown.edu/academics/centers-institutes/legal-

E)Llrofession/documents/upload/Conference-Papers-Add-MateriaI-CIientRevqution.pdf
Ibid
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in their ability to raise capital outside of what partners can provide. Looking ahead we must
realize the legal industry within the United States will face more pressure from globalization
as both the United Kingdom and Australia now allow law firms to raise capital through outside

ownership.

Australia: The Legal Profession Act of 2004

Australia passed the Legal Profession Act of 2004, which set a new homogenous
framework for the incorporation of law firms. The Legal Profession Act would eventually
allow a major law firm, Slater & Gordon, to go public in 2007 thus becoming the first
publicly-traded law firm. The Legal Profession Act was highly influenced by competition to
the legal industry within Australia. In fact, many argued that to flourish in a globalized

economy Australia would in fact have to attract capital. The Legal Profession Act provides law

firms the same advantages realized by traditional businesses®®.

United Kingdom: Legal Services Act

In 2007 the United Kingdom passed the Legal Service Act which was aimed at
regulating and liberalizing the legal market within the United Kingdom. The Legal Service
Act allows alternative business structures with non-lawyers in professional, management, and
ownership roles. The Legal Service Act was thought to increase efficiency, innovation, and
competition within the legal industry™®. Recently in 2015 Gateley of the United Kingdom

announced its intentions to go public to raise ten million pounds®”.

Bhttp://hosted.law.wisc.edu/lawreview/issues/2009_1/3 - petzold.pdf

®http://www.americanbar.org/publications/law_practice_home/law_practice_archive/lpm_maga
zine_articles_v34_is5 pg35.html

Yhttp://www.abajournal.com/news/article/gateley is_poised to_become first_uk law_firm to _go_
pu blic_hopes_to_raise_1/
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Where to Go From Here

The United States legal industry is in need of a major overhaul to Rule 5.4 the
Professional Independence of a Lawyer. Australia and the United Kingdom both have
recognized the United States legal industry’s outdated system. The ABA has even recognized
the potential need for change to this outlandish system. The ABA commission in charge of
reviewing possible changes in 2011 was concerned with three objectives; protecting the

public, preserving core values, and maintaining an independent profession®.

The commission’s conclusion not to recommend changes could in fact negatively
impact all three areas in which it set to protect initially. First, protecting the public involves
protecting both clients and investors alike. Clients are losing out because an increase in the
ability for firms to gain capital could in fact decrease prices leading more firms to compete on
the value billing system. Investors are also losing out because they are being deprived of
possible attractive investment opportunities within the market*®.

Second, preserving core values of the legal profession balance around the lawyer’s
responsibility he has to serve the client such as undivided loyalty, confidentiality, and avoiding
conflicts of interest. Preserving core values may in fact become compromised as a result of the
restrictions set in place currently to protect those core values. As lawyers become more
restricted financially as a result from competing globally with insufficient capital it could put a
level of financial pressure on lawyers that has never been experienced. Pressure such as

financial pressure is one element of the fraud triangle (A fraud triangle can be defined as a

Bhttp://www.americanbar.org/content/dam/aba/administrative/ethics_2020/20121112_ethics 20 _
Yhttp://ir.lawnet.fordham.edu/cgi/viewcontent.cgi?article=4527 &context=flr
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framework designed to explain workplace fraud)®. Ultimately, an increase in financial
pressure could result in more fraudulent behavior in the legal industry thus compromising the
core values.

The last objective was concerned with maintaining an independent legal industry.
Removing this stipulation governing the legal industry brings about two ethical dilemmas.
First, outside owners are not bound by the same ethical standards as lawyers which could
jeopardize the client’s best interest. Secondly, layers reporting to equity holders may be bound
to a higher duty and compelled to advance the interest of equity holders over clients. Although
these concerns must be taken into consideration they have little merit and fail to consider the
harmful effects to clients. Clients have the ability to choose from whom they obtain legal
counsel. This in turn restricts a firm to make decisions in the best interest of the client
regardless of the overall ownership structure. If a company continuously fails to adhere to high
ethical standards they will be forced out of business as customers find alternative legal
counsel. In addition restricting ownership does not allow law firms to gain efficiency by
raising much needed capital and to work with professionals from diverse backgrounds in other
industries that could in turn supplement the level of service provided to clients. Ultimately the
clients will lose out by paying higher prices for legal services that fail to maximize the best
level of service?!,

The legal industry must recognize it is possible to accomplish both protecting its stated
objectives while removing Rule 5.4, thus allowing firms to gain new ways to access capital.

For an example, examine the financial industry. Financial service institutions are allowed to

http://www.acfe.com/fraud-triangle.aspx
2http:/vww.law21.ca/2014/11/law-firm-ownership-lawyer-independence/
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raise equity through outside ownership. Financial service institutions are bound by countless
regulations in order to protect consumers such as; the Equal Credit Opportunity Act, Truth in
Lending Act, Expected Funds Availability Act, and most recently the Dodd Frank Act. In
addition financial service institutions are bound by the Securities Act of 1933, Investment
Advisers Act of 1940, and Sarbanes Oxley all of which protect investors?’. By carefully
regulating the financial service industry, banks have been able to raise capital from outside
investors while upholding to strict ethical standards that protect the clients in which they
serve. The legal industry is in fact no different on a basic fundamental level. The legal industry
could in fact create regulation to protect clients and investors that would allow law firms to
raise the capital necessary to compete in the changing global environment. It is time for the
ABA to amend Rule 5.4 and implement new regulations that will better serve the needs of

law firms, clients, and investors alike?.

Conclusion

Times have changed significantly over the past thirty years. Unfortunately the legal
industry has not evolved with the times. The lack of change has left the United States legal
industry at a competitive disadvantage in a global economy that now faces immense
competition from around the world. Countless countries around the world are adopting new
regulations that will allow firms within the legal industry new ways to raise capital through
outside ownership. Unfortunately the ABA has yet to implement any changes to the United
States legal industry leaving the legal industry at a severe disadvantage. It is time for the

United States legal industry to embrace change and give the legal industry what it needs to stay

zzhttp://www.federalreserve.gov/bankinforeg/reglisting.htm
Ibid
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completive, a new way to raise capital.
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