lEl
LAW FIRM SUCCESSION

MISTAKES

TO AVOID WHEN OFFERING EQUITY TO ASSOCIATES

TOM LENFESTEY

FOUNDER & CEO, ATTORNEY, CPA,
ACCREDITED BUSINESS INTERMEDIARY, BBP INDUSTRY EXPERT
IN LAW FIRMS



info@thelawpracticeexchange.com

Book Your 15 Minute Confidential Strategy Call
Now

1. Complimentary strategy call to discuss your goals and how to
achieve them

2. Discover the best path forward for you and your practice

3. Start your planning today by booking a call as your first step.

| INTRODUCTION

Welcome to Law Firm Succession Mistakes to Avoid When
Offering Equity to Associates. This guide helps law firm owners
navigate the challenges of using equity as a tool for succession
planning. Offering equity to associates can help ensure the
continuity of the firm, retain top talent, and align the interests
of current and future owners. This process, however, has many
pitfalls that can jeopardize the firm’s stability and financial
health.

Throughout this eBook, we will explore the strategic benefits
of offering equity, discuss the typical pitfalls to avoid, and
provide practical advice for implementing a successful equity
transition plan.



Understanding
Equity Offering

Basics of Equity in Law Firms

In law firms, equity represents not just a financial stake but often
includes voting rights and a share in the firm’s profits. Understanding
various types of equity—non-voting shares, preferred shares, and
common stock—is crucial for determining the best fit for your firm.

Benefits of Offering Equity

The strategic advantages of offering equity include fostering a
deeper commitment from associates to the firm’s success,
aiding in retention, and facilitating a smoother transition when
senior partners retire. Equity stakes can also enhance
motivation, as associates who are part-owners typically
demonstrate heightened loyalty and drive the firm's long-term
success.

Common Goals and Misconceptions

It's important to clarify realistic expectations for both the
equity holders and the firm. Equity should not be seen as a
quick fix for deeper operational or financial issues.
Furthermore, owners must recognize that offering equity means
sharing control and diluting their stake, which could alter the
firm’s decision-making dynamics..



Eligibility and
Selection Criteria

Setting Clear Criteria

Determining who is eligible for equity involves assessing not only the
financial contributions of potential candidates but also their alignment
with the firm’s values and long-term goals. Criteria might include years
of service, client retention rates, and business development successes.

Avoiding Favoritism

The equity selection process must be transparent to avoid favoritism and
maintain firm morale. Implement a formal nomination and review
process that includes clear criteria and oversight from senior partners to
ensure fairness.

Preparing Associates for Ownership

Prepare associates for equity ownership by providing training in financial
management, leadership, and client service excellence. This training
helps ensure they are ready to take on the responsibilities of ownership.

Knowing When They Aren’t a Buyer

Recognize that not every associate will want or be ready for the risks
associated with equity ownership. For those who aren't suitable or
interested, it’s important to have alternative career development paths
available.
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Valuing Your Firm

METHODS OF VALUATION

Ensure associates understand common valuation methods, such
as the asset-based approach, earnings multiples, and market
comparisons, to set realistic expectations about the firm’s
value.
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TIMING AND PRICING MISTAKES

Avoid overvaluing the firm based on emotional attachment, as
this can lead to disputes or unmet expectations.

COMMUNICATING VALUE TO POTENTIAL PARTNERS

Clear and transparent communication about how the firm’s
value was determined and what that means for potential equity
holders is essential. This includes detailed presentations and
possibly sessions with financial advisors.

Structuring the
Equity Offer

TYPES OF EQUITY STRUCTURES

Explore different equity structures, including common stock
(providing voting rights and profit-sharing), preferred shares
(priority in profit distribution), and phantom stock (financial
benefits without actual ownership).

LEGAL IMPLICATIONS

Ensure compliance with local and federal regulations, including
securities law, to determine how equity can be legally offered
and who can hold it.

TAX CONSIDERATIONS

Examine the tax implications for both the firm and the
individual receiving equity. Different equity structures can have
significant tax consequences, and understanding these s
crucial for both parties.



Negotiating
the Deal

PREPARING FOR NEGOTIATIONS

Lay the groundwork for effective negotiations by clearly
outlining what the firm hopes to achieve through the equity
offer and understanding what the associates expect to gain
from accepting it.

COMMON NEGOTIATING MISTAKES

Typical negotiation pitfalls include insufficient preparation,
failure to address long-term expectations, and unclear
communication, which can lead to mistrust or suboptimal
outcomes.

FINALIZING THE AGREEMENT

Ensure that all aspects of the equity offer are clearly
documented and understood by all parties. Use legal counsel
to verify that all contractual obligations are clear and
enforceable.
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Integrating New
Equity Partners

Cultural Integration

Discuss strategies for integrating new equity partners into the firm’s
existing culture, which might include mentorship programs, retreats,
and regular partnership meetings.

Operational Changes

Detail how roles and responsibilities might shift as new equity partners
are integrated. This can include changes in decision-making processes,
client management, and profit distribution.

Monitoring and Adjusting

Emphasize the importance of ongoing evaluation of the new equity
structure to ensure it meets the firm's evolving needs and addresses any
unforeseen challenges.



Long-Term Planning
and Exit Strategies

Planning for Further Succession

Succession planning should be an ongoing process, not a one-time
event. This chapter emphasizes the importance of viewing equity
transfer not just as a means to an immediate end but as part of a
continuous strategy that ensures the firm's longevity and prosperity.

Key components include:
e Future Visioning: Engage stakeholders in regular strategic planning
sessions to align on the firm's future direction and identify future
leaders early.

e Development Programs: Implement leadership development
programs tailored to nurture the next generation of partners. These
programs should focus on both the technical skills necessary for
legal excellence and the business acumen required for firm
management.

e Succession Safety Nets: Establish protocols that address unexpected
events such as the sudden departure of a partner, ensuring the firm
can maintain stability and continuity.



Exit Strategies for Senior Partners

Developing graceful and mutually beneficial exit strategies for senior
partners is crucial. This section offers guidance on structuring these
strategies to support both the departing partner and the firm:

» Phased Retirement Options: Create flexible retirement plans that allow
senior partners to gradually reduce their workload while transferring
knowledge and client relationships to their successors.

» Financial Planning: Provide resources and planning services to help
outgoing partners manage the financial transition from active partner
compensation to retirement benefits or retiree profit-sharing plans.

« Alumni Engagement: Foster a strong alumni network that keeps retired
partners connected to the firm, potentially as mentors or in an advisory
capacity, which can benefit both the retirees and the firm.

Learning from Others

Case Studies

This section explores real-world examples of equity offerings in law
firms, drawing lessons from both successful transitions and those that
encountered significant challenges. Each case study will include:

» Background Information: Overview of the firm's size, specialty, and
market position.

» Approach to Equity Offering: Detailed description of how equity was
structured, offered, and integrated into the firm’s operations.

e Outcomes and Lessons Learned: Analysis of what worked well and
what did not, focusing on key takeaways that can inform other firms’
strategies.
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Best Practices

Drawing from the case studies and wider industry experience, this section
summarizes the best practices in offering equity to associates:

o Comprehensive Preparation: Importance of thorough preparation
across legal, financial, and cultural aspects before launching an equity
offering.

e Clear Communication: Strategies for maintaining open lines of
communication throughout the process, ensuring all potential equity
holders understand the benefits, responsibilities, and implications of
ownership.

» Ongoing Support and Adjustment: Recommendations for continuously
supporting new equity partners and adjusting the equity structure as
the firm evolves.

This eBook has guided you through the basic process of planning for and
implementing equity offerings in a law firm context. From understanding
the basics of equity and setting up eligibility criteria to valuing the firm and
integrating new partners, each chapter has provided in-depth information
and practical advice.

Recap of Key Points

« Equity offerings can enhance firm continuity and motivate associates
but require careful planning and implementation.

e Transparency in selection and valuation processes ensures fairness
and maintains firm morale.

e Structuring equity offers must take into account legal, tax, and
operational considerations to ensure long-term viability.

e Succession is an ongoing journey that benefits from regular re-
evaluation and adaptation.



Final Thoughts

As you consider offering equity to associates, remember that the success
of such initiatives hinges on clear goals, meticulous preparation, and
commitment to fairness and transparency.

By learning from the experiences of others and adhering to best practices,
you can significantly enhance the chances of a smooth and effective
equity transfer, securing the future of your firm for generations to come.

Do you have questions about equity offers or other considerations you will
need to make when creating a succession plan? We are here to help.
Book a complimentary, confidential consultation today to talk about your
specific circumstance.

© 2024 The Law Practice Exchange, LLC. All rights reserved. This article is for
informational purposes only and does not constitute legal, tax or other specific
advice. The information contained herein is provided as illustrative and for
general guidance. Always consult with a qualified professional for specific
advice related to your situation.
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