PROFITS ON TRIAL
AT DARBY & LARKIN, LLC
BY STEVE SMITH, CMA; MONTE SWAIN, CMA, CPA;
AND BILL TAYLER, CMA

2017 STUDENT CASE COMPETITION
The Student Case Competition is sponsored
annually by IMA to provide an opportunity for
students to interpret, analyze, evaluate,
synthesize, and communicate a solution to a
management accounting problem.

As Tony Larkin, senior partner at law firm Darby &
Larkin, LLC, drove home from the firm’s annual golf
tournament to pick up his wife for the firm’s family
picnic that evening at Rutland Park, he was thinking
very carefully about what he had observed that day.
In the past, the golf tournament at Oak Quarry Golf
Club had always been a big hit with the employees.
But, frankly, this year it seemed to Tony that the level
of energy and laughter typical of this event was low.
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Under Tony’s direction, the firm’s office manager had
carefully designed the four-person scramble teams to help
individuals from different law practice groups within the
firm get to know each other better. So Tony was disappointed to see that most of his colleagues were choosing to
sit with members of their own groups during lunch rather
than with their golf teams.
Tony was concerned, but he wasn’t really surprised as he
reflected on the past year at the firm. He and his retired
partner, Shannon Darby, had originally designed the firm’s
business model to create healthy competition between the
professionals that form each practice group at Darby &
Larkin, LLC. The firm’s annual bonus pool is substantial,
and it is distributed based on operating profits for each
practice group. Tony liked the competition. It kept everyone
motivated to serve clients and grow business within their
practice. It was supposed to help employees be more conscientious about costs in the firm. In Tony’s view, however,
costs continued to be too high and overall firm profits this
year were essentially flat. It was affecting everyone’s bonus
as well as the distribution of net income to the partners.
After handing out the bonus letters the day before, Tony
was expecting some disappointed comments, and he was
correct. The comments capped off a tough week for Tony.
Earlier in the week he had worked with the firm’s full part-

ners to review performance, and that process had been
painful. There were grumblings about costs—specifically
about the amounts some practice groups were spending on
travel and training. The discussion revived old arguments
about how costs were being assigned across practice
groups.
Further, Rohan Sharma, lead partner with the Corporate
group, raised a new concern about profit reporting and performance analysis in the firm. Rohan commented that his
group did a lot of development work to acquire and upsell
Darby & Larkin clients on other law services, particularly
services from the Tax, Property, and Bankruptcy groups.
Rohan’s point was that his Corporate group was building
business for other practice groups but receiving no benefit
to its own bottom line. Rohan’s frustration made sense to
Tony—operating profits for Corporate were down significantly from the previous year.
In addition to Rohan’s concerns, the complaints about
travel and training cost allocations, and the disappointing
overall profits, Tony’s week took another step back one day
as he put his golf bags in the car. His new law associate in
the Estate and Trust practice, Alicia Cook, approached him
and said, “Hey, Tony, I need to let you know that I received
an offer a couple of days ago from one of the big downtown
firms, and I’m seriously considering it.”
Tony responded, “Wow, Alicia. I know we’ve talked
before about calls you’ve been getting from headhunters,
but I had no idea you were considering offers. I really value
your contribution here at the firm, and I thought you were
enjoying the work.”
Alicia stammered a bit, “I do enjoy the work we’re doing
together, Tony, and I really appreciate your mentoring me in
the Estate and Trust practice. This is the kind of law work I
want to continue doing, so I really hadn’t taken these headhunter calls seriously.” Alicia paused, “It’s just that we had
such a disappointing year in our practice group. And my
bonus check yesterday was a hard pill to swallow. I’ve got
big law school loans I’m paying back, and I can’t afford
another year like this last one. You understand, don’t you,
Tony?”
Tony did understand. He thanked Alicia for her honesty
and asked her to give him 48 hours before taking the offer
from the other firm. He promised to consider carefully what
he might be able to do to hold on to one of the most promising new associates in the firm. Alicia agreed and shook his
hand, but her smile was a little thin, and Tony’s concern
about the overall profits at Darby & Larkin weighed on him
even more heavily.

The firm’s annual bonus
pool is distributed based
on operating profits for
each practice group
and keeps everyone
motivated to serve clients
and grow business with
Building the Darby &
their practice.
Larkin Law Practice

Twenty-three years ago Shannon Darby and Tony Larkin
debuted their firm as an estate and trust law practice. Shannon had been a partner with one of the large firms in
downtown Los Angeles where Tony was a promising associate, having graduated three years earlier from UCLA near
the top of his class. Shannon recognized Tony early on as a
rising star and offered to become his mentor. As they
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worked together, she shared with Tony her dream to establish a small firm outside the city where she could build on
what she had learned about successfully running a law
practice. Tony was convinced, and soon they both tendered
their resignations and signed a contract for a shared office
space on Indiana Avenue in the city of Riverside, 60 miles
east of L.A.
Based on Shannon’s reputation and financial resources,
they were able to weather the first thin year as they began
their practice in Riverside. Estate and trust work is based on
a strong community network and good reputation, which
both take time. Potential estate and trust clients initially
came to the firm seeking tax advice, in particular for help
filing amended tax returns. Both Shannon and Tony learned
a lot about taxes, and the work certainly helped pay the
bills that first year. More importantly, the relationship with
these clients often evolved into a long-term one involving
ongoing estate and trust work. Nevertheless, neither was a
tax specialist, and Shannon was determined to stay focused
on their core business. Tony worked very hard those first
few years, and Shannon generously let him work his way
into becoming a partner at an early stage of his career.
Within five years, Tony was a full partner in the firm,
and Darby & Larkin, LLC had opened a separate, standalone office on Magnolia Avenue. The firm had grown to
include two more associates and three paralegals. The initial
work helping clients file amended tax returns was evolving
into a full-fledged tax practice that complemented the
estate and trust services. The tax practice became a second

anchor for the firm with the arrival of a new partner who
specialized in tax.
Shannon and Tony expanded the practice over the next
10 years to include family law services and corporate services for small to medium-sized businesses. The Corporate
services eventually grew to become the largest practice
group in the firm. The firm also expanded by acquiring a
small, two-attorney specialty practice in property law.
One of the promoted associates also began a practice
focused on bankruptcy, enlisting the help of her recently
retired law school professor to serve in an “Of Counsel”
role, which is a senior attorney who—while not actively
involved in the day-to-day work of the firm—is either available for consultation related to his or her specialty or manages a particular practice or client(s) on a part-time basis.
Part of the value provided by Of Counsel attorneys is the
“star power” brought to the firm by associating the name of
the individual with the firm (on stationery, the website,
etc.) without requiring his or her full-time presence or
compensation. Managing Of Counsel attorneys presents
particular challenges (e.g., determining insurance and liability on the attorney’s decisions, setting and managing
expectations of performance and behavior, etc.).
The Bankruptcy practice is at an early stage and is still
evolving. In fact, Bankruptcy has yet to report an operating
profit (though it’s close), which means this practice group
isn’t yet participating in the bonus pool. The group is obviously concerned, and other partners are worried about the
drag on overall firm profits.
August 2016 / STRATEGIC FINANCE / 73

Table 1

DARBY & LARKIN HEADCOUNT
ESTATE/TRUST

FAMILY

Partners

2

1

Associates

2

Paralegals

2

TAX

1

Interns
Of Counsel

1

CORPORATE

PROPERTY

BANKRUPTCY

TOTAL

1.3

2.7

1

1

9

2

2

1

7

2

3

2

11

1

1

1

2

2

1

1

5

Notes:
One partner works both the Corporate and the Tax practice. His relative time is indicated above by dividing the headcount approximately
across both practices.
Most paralegals have flexible roles, but three generally work in the Estate/Trust and Family practices, five work in Tax and Corporate, and
three work in Property and Bankruptcy. Their relative times are indicated above by dividing the headcount approximately across practices.
The office staff at Darby & Larkin is composed of the office manager, the company accountant, a billings clerk, the office receptionist, and
three administrative assistants who support all six practices.

Table 2

BONUS POOL FOR LAST YEAR
ESTATE/TRUST

FAMILY

TAX

CORPORATE

PROPERTY

$23,552

$40,748

$50,738

$73,587

$29,328

$0

$17,436

$235,389

$985,010

$377,970

$865,680

$1,427,150

$362,800

$587,280

$398,410

$5,004,300

2.4%

10.8%

5.9%

5.2%

8.1%

0.0%

4.4%

4.7%

Bonus pool assigned
to practice
Practice group
compensation
Bonus as percent of
compensation

BANKRUPTCY

OFFICE STAFF

TOTAL

Notes:
Bonus pool is assigned to practice based on relative operating profit.
Practice group compensation includes partners, associates, and paralegals. Office staff is effectively its own practice group.
Bonus as percent of compensation is computed by dividing the bonus pool by the group compensation. This represents the employee’s bonus
on top of compensation.
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Table 3

REVENUE ANALYSIS FOR LAST YEAR
AVERAGE BILLABLE RATES PER HOUR

ESTATE/TRUST

FAMILY

TAX

CORPORATE

PROPERTY

BANKRUPTCY

AVERAGE

Partners

$440

$440

$460

$480

$420

$430

$445

Associates

$210

$210

$250

$260

$240

$230

$233

Paralegals

$85

$75

$90

$95

$85

$80

$85

Interns

$115

$110

$120

$120

$120

$110

$116

$480

$460

$450

$460

$463

ESTATE/TRUST

FAMILY

TAX

CORPORATE

PROPERTY

BANKRUPTCY

AVERAGE

Partners

2,580

1,450

1,944

4,077

1,530

1,080

1,407

Associates

3,900

3,600

3,500

1,910

1,844

Paralegals

2,100

2,180

3,630

2,700

1,150

1,690

1,585

Of Counsel

TOTAL BILLABLE HOURS

1,060

Interns
Of Counsel
Total

110

1,650

8,690

4,160

9,414

The Firm’s
Compensation Model
As the firm grows, the separation between the practices is
becoming blurred. This blurring is generally a good result,
as clients access multiple services and some of the firm’s
professionals become skilled in multiple practices. One
result, however, is a greater sharing of resources across
practices. In particular, the Estate and Trust practice often
crosses over with the Tax and Family practices and sometimes requires Bankruptcy support. Further, the Corporate
practice often involves working with the Tax, Property, and
Bankruptcy groups.
When Shannon retired three years ago, Tony became the
senior partner. Shannon continues to serve as an Of Counsel attorney in the original Estate and Trust practice. Tony
often seeks her advice on business development and
employee management issues. Despite being retired, Shannon remains committed to the firm and continues to participate fully with all the partners in the firm’s net income. At
this point, she is the only retired partner. The current headcount in the firm is shown in Table 1.
Early on, as the firm began expanding, Shannon introduced to Tony the idea that creating some competition
between different practice groups could strengthen everyone’s focus on serving clients and building business. At the
heart of the firm’s management model is the bonus pool. All
full-time employees (other than interns) participate in the
bonus pool, including active partners. The bonus pool at
Darby & Larkin is designed to create a sense of ownership

12,792

985

1,638
950

1,150

772

3,465

6,840

45,361

for all employees, not just partners.
The pool is established as 27% of the firm’s total operating profit. The first 2% of the bonus pool is distributed to
the office staff team. The remaining 25% is then distributed
to each practice based on relative operating profit. Each
practice allocates its share of the bonus pool to employees
based on their relative salaries or wages. Allocations to
employees who support multiple practice lines are handled
by determining their proportional work during the year.
Since individual salaries and wages are known only to the
full partners, it isn’t possible for most employees to directly
compare their bonus computations to those of their colleagues. Nevertheless, employees generally have a good
sense of how their total compensation relates to that of
others in the firm. Table 2 provides details of the bonus pool
allocation for the last year.
Active partners participate fully in the bonus pool
(retired partners don’t). Then all partners, including retired
partners, are distributed an equal share of the available net
income, computed as operating profit less bonus pool. (Five
percent of net income is reserved by the firm for contingencies.) That said, junior partners work through a significant buy-in period as a process of becoming full partners.
Specifically, 50% of each junior partner’s net income distribution is withheld until the buy-in is completed. The junior
partners’ holdback is distributed equally to the full partners.
Currently, half of the 10 partners are junior partners.
Darby & Larkin is unique in the extent to which it uses
Of Counsel attorneys to enlarge its practice profile. This
approach gives the firm flexibility to take on special projects or handle occasional spikes in client demand. But the
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Table 4

PROFIT AND LOSS REPORT FOR LAST YEAR
ESTATE/TRUST

FAMILY

TAX

CORPORATE

PROPERTY

BANKRUPTCY

TOTAL

$642,600

$464,400

$5,731,170

Client Revenue
Partners

$1,135,200

$638,000

Associates

819,000

Paralegals

178,500

79,500

52,800

759,000

Interns
Of Counsel
Total Service Revenue

$894,010

$1,956,960

900,000

910,000

196,200

344,850

202,800

190,200

$2,185,500 $1,476,500 $2,193,010

$3,402,010

439,300

3,068,300

83,725

216,000

1,098,775

427,500

529,000

1,768,300

$1,153,825 $1,648,700

$12,059,545

393,000

Costs of Service
Of Counsel payments (55%)

($29,040)

($417,450)

Professional salaries

(844,470)

(310,580)

Intern wages
Paralegal salaries

($730,730)

($1,213,350)

(71,500)

(71,500)

($235,125)

($290,950)

(972,565)

(301,750)

(446,100)

(3,846,980)
(143,000)

(140,540)

(67,390)

(134,950)

(213,800)

(61,050)

(141,180)

(758,910)

Travel and entertainment

(99,450)

(22,030)

(25,796)

(123,655)

(37,438)

(17,546)

(325,915)

Court and filing fees

(57,430)

(43,765)

(21,980)

(121,320)

(27,540)

(87,400)

(359,435)

(1,795)

(4,951)

(3,543)

(1,820)

(2,195)

(3,610)

(17,914)

($866,166) ($988,499) ($1,745,445) ($665,098) ($986,786)

($6,424,719)

Postage and delivery
Total Costs of Service

($1,172,725)

Administrative Expense
Office staff salaries and wages

OH Rate

($76,326)

($36,538)

($82,681)

($112,355)

($30,434)

($60,077)

($398,410)

(8.78)

Supplies and travel

(171,537)

(82,117)

(185,819)

(252,509)

(68,398)

(135,019)

(895,400)

(19.74)

Marketing

(161,971)

(77,537)

(175,456)

(238,427)

(64,583)

(127,489)

(845,465)

(18.64)

(244,930)

(117,251)

(265,322)

(360,547)

(97,662)

(192,788)

(1,278,500)

(28.19)

(90,022)

(43,094)

(97,517)

(132,515)

(35,895)

(70,857)

(469,900)

(10.36)

Dues and subscriptions

(12,115)

(5,800)

(13,124)

(17,834)

(4,831)

(9,536)

(63,240)

(1.39)

HR development

(7,889)

(3,777)

(8,546)

(11,613)

(3,146)

(6,210)

(41,180)

(0.91)

(23,481)

(11,240)

(25,435)

(34,564)

(9,363)

(18,482)

(122,565)

(2.70)

(4,705)

(2,252)

(5,097)

(6,926)

(1,876)

(3,703)

(24,560)

(0.54)

Insurance (malpractice, etc.)
Training and licensing

Mortgage interest
Property tax
Building maintenance

(19,754)

(9,457)

(21,399)

(29,079)

(7,877)

(15,549)

(103,115)

(2.27)

Equipment purchase/maintenance

(46,844)

(22,425)

(50,744)

(68,956)

(18,678)

(36,872)

(244,520)

(5.39)

Utilities

(13,640)

(6,530)

(14,776)

(20,079)

(5,439)

(10,736)

(71,200)

(1.57)

Computer and technology

(23,717)

(11,354)

(25,692)

(34,913)

(9,457)

(18,668)

(123,800)

(2.73)

Offsite storage

(2,862)

(1,370)

(3,100)

(4,213)

(1,141)

(2,253)

(14,940)

(0.33)

Accounting and payroll

(17,117)

(8,194)

(18,542)

(25,197)

(6,825)

(13,473)

(89,350)

(1.97)

(856)

(410)

(928)

(1,261)

(341)

(674)

(4,470)

(0.10)

($917,769) ($439,346) ($994,179) ($1,350,989) ($365,946) ($722,386)

($4,790,615)

($105.61)

Bank interest and charges
Total Administrative Expense

Other
Inc. Rate

Other Income—office rents
Operating Profit

5,288

2,531

5,728

7,783

2,108

$100,294

$173,519

$216,060

$313,359

$124,890

Bonus pool (27%)

Net Income
Notes:

“Office staff salaries and wages” includes payroll taxes, benefits, etc.
Costs of service are traced directly to each practice group.
Administrative expenses and other income are allocated based on billable hours in each practice group.
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4,162
($56,311)

27,600

0.61

$871,811
(235,389)

$636,422

Avg. per
Partner

$63,642

model presents challenges when assigning costs. Of Counsel attorneys are paid at a rate of 55% of their billing rate.
This works out to a higher annualized salary than even the
most senior partner, but Of Counsel attorneys don’t participate in the bonus pool as employees, nor do they receive a
distribution of firm profits like partners do.
Shannon Darby, who is now Of Counsel to the Estate and
Trust group, only bills client hours occasionally. Most of her
involvement with the firm is consultative, advising on firm
management issues and occasionally on particularly difficult client issues. The two Of Counsel attorneys working
with the Property and Bankruptcy practices are almost
entirely focused on billable client work and require very little overhead support by the firm. They work out of their
home offices and handle their own client communications.
The last two Of Counsel attorneys, who are involved in the
Family practice, maintain an office at the firm (despite
working significantly less than full-time) and require significant staff and paralegal support.

Financial
Performance
Table 3 provides an analysis of Darby & Larkin’s client revenue for the last year. Billing rates are based on published
studies of law practice in the surrounding areas and are
managed to be competitive with other offices. In terms of
client services, associates carry the lion’s share of the load,
which is typical of most offices. Partners spend substantial
time nurturing client relationships and developing new
client business, paralegals provide support work that isn’t
always billable, and interns are somewhat protected from
being overworked. In addition, associates, paralegals, and
interns participate substantially in training events both in
and out of the office.
The last year’s profit and loss report is provided in
Table 4. There are significant differences in both client revenue and costs of service across the practice groups. There
is also a significant difference in how administrative
expenses are being reported for each practice group. But it’s
difficult to describe this as a “performance” management
issue for practice groups since administrative costs are allocated based on an overhead rate computed using total billable hours. What’s clear, however, is that the differences
in these various administrative expenses are sizable when
computed as a rate based on billable hours.
Darby & Larkin rents out some of its office space to a
property title company for $2,300 per month. This “other
income” is also allocated across the practice groups as an
offset to administrative expenses, resulting in a net overhead rate last year of approximately $105 per billable hour.
Clearly, the volume of billable hours doesn’t actually create
many of these costs. Otherwise, it would make no sense to
ever bill clients less than $105 an hour as this would create
a net loss on the client hour.
Tony Larkin is reasonably confident that even the average billable rate of $85 per hour for the paralegals is making
money for the firm. What isn’t clear to Tony is the actual
value (or margin) provided to Darby & Larkin on each bill-

able hour across the different practice groups and for each
type of professional. The average net income distribution to
partners for this last year ($63,642) was below expectations. Either the volume of billable hours needs to increase
or costs need to be reduced somewhere in the office (since
client rates are largely set by the market).

The Drive Home
Tony was thoughtful as he drove home. He had no regrets
about the decision to leave the big L.A. practice so many
years ago and start his own firm with Shannon Darby. Overall, the firm had been a success. But profit performance over
the last few years seems to indicate a leveling off or worse.
As he drove, Tony resolved to gather the partners as soon
as possible to discuss this situation. Before that meeting,
Tony planned to spend some time with his old mentor to
consider the firm’s situation before it became a crisis. By
the time he pulled into the driveway, Tony had specifically
laid out in his mind the issues to discuss with Shannon. He
also resolved that outside help is needed.
You have been retained by Tony to help him analyze
the following issues as he works with the firm partners:
Each practice group is responsible for its costs of service, but the allocation of administrative expenses isn’t
clear. What factors need to be considered in how costs are
assigned and used in profit analysis and performance evaluation? What additional information is needed for this
analysis?
What should be done about the Bankruptcy practice? Does Tony need to take a different approach in
analyzing performance and profit for this practice group?
The overall management strategy at Darby & Larkin
is based on competition for the bonus pool. Based on
Rohan Sharma’s frustration about noncompensated work
for other practice groups, is this the best approach to incentivize the professionals at Darby & Larkin?
Recently, Tony has had a series of lunch meetings
with a five-attorney office in the city of Corona. This
smaller firm specializes in personal injury and product liability work. The discussion has been about merging this
office with Darby & Larkin to again expand the firm. The
Corona office would be maintained as a separate location
from the main office in Riverside. What factors should Tony
consider with respect to this possible acquisition? SF

1.

2.

3.
4.

Steve Smith, CMA, Ph.D., is an associate professor at Brigham Young
University and a member of IMA’s Salt Lake Area Chapter. You can contact
him at stevesmith@byu.edu.

Monte Swain, CMA, CPA, Ph.D., is the Deloitte Professor of Accountancy
at Brigham Young University. He is also a member of IMA’s Salt Lake Area
Chapter. You can contact him at monte@byu.edu.

Bill Tayler, CMA, Ph.D., is an associate professor at Brigham Young
University and a member of IMA’s Salt Lake Area Chapter. You can contact
him at tayler@byu.edu.
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