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PREFACE 

Readers who take the  time for this preface will gain  a useful appreciation of 
the logic and utility of the  text  and  immediately know  better  how best to utilize 
it for maximum  benefit.  Many readers will not read a preface, though it is the 
author’s opportunity  to  emphasize  important features of the book and  explain 
the  purpose of material that  might otherwise appear enigmatic. 

Scope 
Law office accounting is a  complex  and  demanding area. Neither general 

accounting knowledge nor clerical law office experience alone will permit  a  new 
staff member to  enter  a law firm and work effectively with  the  accounting system 
from  the first day. This book is designed to provide the specialized knowledge all 
law firm personnel  must  have  to use accounting  information in their daily work. 

Not every reader will get the same  type of benefits from  this  book,  nor will all 
educators see the  same values. For most formal learning  situations,  there is more 
than  enough  material  to justify a rigorous thirty-hour credit course and lab time. 
With careful planning  a well-prepared class can cover the core material in 
eighteen  hours. Regardless of the formal time assigned to  study  and discussion, 
the major  benefits of this book  may accrue to readers after they  complete the 
course. The level of a  particular staff  member’s responsibilities and  interests  in 
accounting  functions usually varies, with  substantial expertise required in  one 
area, but  only basic knowledge in  another. Most readers will find far more  here 
than  they  need immediately, but will  be able to  expand  their knowledge as 
required. 

With  this  combination  textbook, desk book, reference, and  “helpful  hints” 
guide in  hand,  anyone  who works in  a law  office  will find  a  choice of approaches 
to various subjects, from simple explanation of a process within  the law  office, to 
several examples of how  that process is different in  other firms, to some 
commonly  encountered problems and possible solutions,  to ways to prevent  such 
problems. 

There is no substitute for solid technical skills in  any job, but  to really excel 
in law  office accounting workers need to  integrate every technical  step  with  the 
purpose  behind  it. This integration is impossible without  an  appreciation for the 
support aspect of accounting.  Certain  behavior-related  illustrations  might seem at 
first glance to  be  unsuitable for an  “accounting  book,”  but  experienced managers 
know the difference a positive attitude makes not  only  in  the office environment 
but also in objectively measurable performance. Attitude is important  enough  to 
merit attention  in even the  most  minimal coverage of this  material. 

xvi i 



xviii PREFACE 

Language 
Those who like certainty may object to  the  frequent use of generalizations 

and qualifiers, but  words like many,  most, usually, sometimes, and  often all have 
real meaning  in English and are not  simply ways for an  author  to hedge. 
Qualifiers indicate to  the reader that  matters are not always thus,  but  no  one 
should  be surprised if such is encountered in real  life. The  nature of some of the 
material is that  it reflects certain rules and  standards  that are not optional, and 
readers must  be able to distinguish  these  from  things  that  often are, but  do  not 
necessarily have to be, so. 

Many  terms used in general  conversation  have specific meanings in  the 
context of accounting  and/or  the law office, Clear and authoritative 
communication  in law offices depends  in  part  on  the mastery of these  terms. 
When a particular  term is first introduced as a key term,  it is defined at  the 
bottom of the page. The  term may have  been used before in  an example,  but  it is 
defined  where  it is first used as essential to  the discussion. The Glossary provides 
the  same  definition. Terms that correspond to Ballentine’s  Legal  Dictionary and 
Thesaunrs (Delmar/LCc 1995) are  indicated by a dagger (t). 

Features 
Examples in  the  main text  are used to clarify points  that  may  be difficult to 

understand  without reference to a realistic situation.  They  are not necessarily the 
most  commonly  encountered  situations  nor  even typical ones.  They were chosen 
because they are  straightforward and have few confusing  incidental factors. 

Figure illustrations were designed with  the  same criteria in  mind.  The 
fictitious law firm of Carpenter & Cook,  Attorneys at Law,  is used to provide 
consistency  in figures that illustrate progressive steps in  an  accounting  function. 
This firm is introduced  in  the  memorandum preceding the  text  and is also used 
in  some exercises. 

Some readers may  question  the  concentration on manual systems, believing 
that  they  are no longer used (they are), or at least will not  be  around  much 
longer. Understanding  manual systems is important because in a formal  learning 
setting,  they  must be mastered  before  investigating any  automated system.  While 
there  may  be great  variety in law  office accounting  software packages, they all 
basically emulate  manual systems, and  understanding different software packages 
is easier if each is compared to  the  manual system, instead of to  another  software 
package. 

Practical applications enhance  the reader’s ability to apply  material  learned 
to realistic situations.  They  are not entirely  fictitious.  Clients, colleagues, and 
class participants  contributed  many of the central ideas behind  them. Although 
there is no single  right  answer for any  question,  and  some answers  are  better than 
others,  the  most  important  function of the  questions is to promote  an 
appreciation of the range of options available to solve real problems  in  the 
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workplace.  The  practical  applications do  not relate to  the firm of Carpenter & 
Cook, as they  depict  situations  in  firms of different sizes and  compositions. 

Cases  are real, although necessarily summarized to reflect the 
accounting-related  professional issues addressed by lawyer-litigants and  the 
courts. In almost all examples, the issues surrounding  disciplinary  action go 
beyond  mere  accounting,  but  in  each case accounting  concerns  contributed 
significantly to  the  material facts and/or  judgment.  The  added  emphasis  in 
boldfaced  type refers to  the  most  important  point  in  the case from  the 
perspective of the related  discussion, not  the most important judicial  points. 
Cases are  reasonably  current,  but  they  have  not  been  investigated as to  their 
present  status or jurisdictional  authority  and  should  not  be given any  weight in 
making  real life decisions. Unlike cases in  substantive law texts,  almost all cases 
in  this book  deal  with lawyers’ disciplinary issues, so the  names  and  jurisdictions 
have  been  omitted as not  being  sufficiently important  to be in  the  main text.  The 
Table of Cases  gives the  citation  and  name for anyone  who wishes to  further 
investigate a case. 

Comprehensive  exercises  at  the  end of each  chapter will be  helpful to all 
readers, not just those  who  have been  assigned them for grading  purposes. 
Exercises that  include  designing checklists  can be used not  only by students as a 
thorough review of the  chapter  but also by anyone  in  a law  office who  wants 
clarification  about  who  does  what  and  how  and  why  in  the  accounting 
department. 

The ABA Model  Rules of Professional  Conduct  illustrate  the basic 
legislation  and  regulations  found  in  most  states.  The  reader  should  investigate 
state  legislation  and  related  enactments  when faced with  actual  problems or 
questions. 

Included  software allows interested  readers  to  explore a limited-use  copy of 
a real product  available on  the  market. 

The  instructor’s  guide  contains  curriculum samples,  lesson  plans,  discussion 
overhead  masters,  suggested  responses to  questions,  discussion  topics for  cases, 
and a test  bank. 
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Welcome to the Firm of Carpenter & Cook 

Carpenter & Cook 
MEMORANDUM 

TO: Robin  Butler 
FROM: Marty Fisher, Administrator 
DATE: January 4, 1999 
RE: Employment 

I am very pleased to welcome  you to  the firm of Carpenter & Cook. As you 
know, I will be  leaving  in  a few  weeks  for a year of traveling. To support your 
orientation  phase, I have prepared some basic background of the firm and its 
personnel, as  well  as an  outline of your  duties. 

C&C, as  we  call ourselves, is a general practice formed last September 1 by  a 
merger of the practices of Pat Carpenter, the senior and  managing  partner, 
and  Sandy Cook. Terry  Baker  is the  only employee-associate; Lee Mason is a 
semi-retired independent lawyer who is of counsel  to  the  firm. Everyone in 
the firm is on a  first-name basis, and we pride ourselves in  our  reputation for 
being professional and cordial with  everyone in  the  community. 

Paralegal Kim Gardener and senior secretary Dale  Miller work  most closely 
with Pat and Terry  (Pat’s “team”). Senior secretary Chris Weaver and junior 
secretary and  receptionist Leslie Steward  work  most closely with  Sandy and 
Lee (Sandy’s “team”). 

You will be  assuming  my  combined role of paralegal (with Sandy’s team), 
legal administrator,  and  accountant.  The paralegal work will consume  about 
half of your  time. 

Pat is familiar with  much of the  administration,  and Sandy’s team will help 
with  the paralegal work, so you will have  lots of support  in  those areas. I am 
most  anxious  to  spend  time  with  you  on  the  accounting  side of things, as 
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you will be  much on your  own  in  that area. Also,  we did not  have  time 
when  the firm was first formed to acquire  and establish a proper 
computerized  accounting system; that will be  your job, I believe. We did at 
least  set up a coding  system that  should  be  compatible  with  most software, 
so people  are  getting used to  that way of doing  things. 

Staff meetings  are  held  during  business  hours as topics arise, but  not usually 
less frequently  than twice per month. On the second Friday of each  month, 
we have  an  in-house  gathering  from 4:OO p.m. on. This is purely social and 
is optional, but we encourage  everyone to  attend if possible. 

I am  acquainted  with your  accounting  training  program  and  know  that  you 
are  well-prepared for this  position. However, every law firm has its own 
special way of doing  things,  and I invite  you  to ask any  questions you  need 
to ask. Everyone in  the office  realizes that  there is no such  thing as a silly 
question. Serious problems  can  occur  when  questions are not asked. If you 
have  any  concerns  about  information you receive, or  you do  not receive 
adequate answers when  you ask, be  sure to take it up  with  me  or  one of the 
partners. 

We all look  forward to seeing  you  Monday morning. 

Regards 

xxviii 





2 CLIENT ACCOUNTING 

In business organizations like  law  firms, accounting is one of the most 
important  support  functions. It not  only tells managers where the organi- 
zation has been,  but also can  help predict where it is going  and where it 
should go. The sole purpose of accounting is to provide information,  and 
the sole purpose of information is to  help people make decisions.  Some- 
times a law  firm’s accounting  information is  used  by people outside the 
firm,  and the decision is whether or not  the firm meets the strict stand- 
ards of professional  responsibility lawyers must observe. 

Case 1-1 Found:  Lawyer’s conduct  included:  entering into business  agreement with client, 
failing to maintain contemporaneous books and records  sufficient to 
demonstrate compliance with disciplinary rules,  false certification to 
court  that such records  are  maintained, and commingling  of  funds. 

Ordered:  Public  reprimand  and  probation  for  three  years. 

Many  beginning  students of accounting  are surprised to  find  that 
accounting is a  dynamic  process, far removed  from the  stereotype of a 
tedious  and  costly  inconvenience  that  requires  adherence to arbitrary 
rules and  that  simply records  historical  data  and  contributes  little  to 
“real”  business.  This  awareness is essential,  because the true  value of ac- 
counting is  lost unless its potential  benefits  are  recognized  and  maxi- 
mized by people  who  prepare  accounting  information  and by people 
who use it to make decisions. 

Until  recently,  only  accounting specialists within law offices  re- 
corded lawyers’ time,  produced bills, processed client  payments,  and 
provided  records of trust  transactions.  Technological  advancements  and 
changing staff configurations  in law firms now encourage  a  movement 
away from  centralized  accounting  departments  to  more  distributed  du- 
ties, and  these new responsibilities  mean that  nonaccounting  personnel 
need  to  understand basic accounting. Everyone in  the firm who is  re- 
sponsible for any  part of the  accounting  function  or  who needs to use 
accounting  information,  in  other  words,  everyone  in  the firm, will bene- 
fit from  exposure not  only  to  simple  bookkeeping  procedures,  but  also 
to  accounting  theory,  objectives,  and  some  guiding  principles  account- 
ants use when  preparing  information. 

Elements  of  Accounting  Information 

There  are  many  steps  in  the  accounting  process.  Accountants  spend 
years  studying  how  these  steps  can  be used to produce  two  main  types 
of information  from raw data: 
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Financial information is the basis  for preparing financial statements, 
tax  returns,  and reports to  governments,  banks,  and  others  who  have 
a  legitimate  interest  in the finances of the firm. Financial statements 
are standardized  presentations of the activity and  position of the 
firm.  The balance sheet shows the firm’s financial position at  a given 
point  in  time, usually the  end of a month  or year. The income state- 
ment summarizes the firm’s income-earning activity (financial per- 
formance)  during  a given period. 

rn Management information provides supplementary schedules and re- 
ports for making the decisions that affect the  direction  and  future of 
the firm: how  it will be  managed,  changes  that are needed, and even 
staff remuneration  and  advancement.  Management  information is 
used primarily  inside  the firm, although some  reports are submitted 
to banks to  support credit arrangements. 

Most  financial  data  can  be verified outside the firm through  finan- 
cial (monetary)  transactions or is subject to rules and  conventions  that 
reduce the possibility of misinterpretation. It  is mostly historical, reflect- 
ing  events  that  have already happened (a client paid a bill) or that peo- 
ple have agreed will happen (a client  has  been  sent  a bill and is expected 
to pay  it). 

Most management  data is also historical, although  not necessarily 
based on  monetary  transactions.  The  finer level of detail  and flexibility 
in  presenting  the resulting information allows managers to  determine 
trends  and identify problems earlier than  they could using financial infor- 
mation  alone.  Much of the  data used  for compiling  management  infor- 
mation is generated internally, however, and  cannot be verified by 
external references, so accuracy in recording and processing this type of 
data is essential. 

TERMS 

financial  information Data related to  the economic  monetary  events  in an 
organization accumulated and classified to support decisions. 
financial  statement A financial report in accepted form; balance sheet,  income 
statement,  statement of retained earnings, cash statement. 
balance  sheet A classified  list of assets,  liabilities, and  equity  showing the financial 
situation of an organization at a specified point  in time. 
income  statement A classified  list of revenues, direct costs against revenues, 
operating expenses, and gains and losses showing the financial activity during a 
specified  period. 
management  information Data  related to all economic  events  in  an organization 
accumulated and classified to support decisions. 
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The Accounting  Entity 
Business accounting assumes that  a  particular set of transactions 

constitutes the activities of a specific economic  entity, which  also  usu- 
ally has a separate legal identity. For accounting  purposes, law firms  are 
one of the following: . a personal  service  corporation (one or more  lawyer-shareholders), . a proprietorship (one  lawyer-owner),  or . a partnership (several lawyer-owners). 

Accounting could be performed for three  different  components in 
each law firm: 
1. The professional  practice, which is responsible for all client-related 

transactions.  Accounting  functions  are  time  and  disbursement re- 
cording, client billings and accounts receivable, and trust accounting. 

2. The  administrative  operation, which  manages  the business  organiza- 
tion side of the  practice  such as employee and  supplier  relations, 
business  investments,  acquisition of operating assets, and office 
maintenance. Accounting  functions  relate  mostly to managing  over- 
head  expenses.  Sometimes a  separate  management  company  super- 
vises all of these  responsibilities for a fee charged to  the professional 
practice. 

3. The equiy, which  may be held by individual lawyers or law corpora- 
tions,  among  whom  income is allocated  at least annually for tax 
purposes. True equity  holders  are  persons  (natural or corporate)  that 
are  entitled to make  decisions  (vote)  regarding the management of 
the practice.  In  law  firms, the owners are generally lawyers, although 
some  jurisdictions allow a limited  type of nonvoting  “ownership” 
by other  individuals.  Accounting  functions  relate  to  capital  require- 
ments  and  transactions  and  to  income  measurement  and  division. 
In  traditional law practices,  these  three  accounting components  are 

combined  into the  firm, but  changes  in  both  tax  and legal professions 

TERMS 

economic  entity A separately identifiable unit of material activity and substance. 
personal  service  corporation An incorporated  limited-liability  business  organization 
whose purpose is to increase the wealth of its shareholders through  the provision of 
professional  services to the public. 
proprietorship An unincorporated unlimited-liability business organization whose 
purpose is to increase the wealth of a sole  professional practitioner-owner through 
the provision of professional  services to  the public. 
partnership An unincorporated unlimited-liability business organization whose 
purpose is to increase the wealth of two or more professional practitioner-owners 
through  the provision of professional  services to  the public. 
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legislation  encourage many firms to legally separate  these  entities.  This 
book deals mostly  with  accounting for the professional practice, al- 
though effects on other parts of the firm are addressed as  necessary. 

The  entity  concept  has special meaning  in law firms. Because of the 
high degree of confidence that clients place in lawyers,  lawyers often 
have access to  the client’s property, the  handling of which is  discussed 
in  depth  in  Chapter 7. The lawyer’s duty  to  the  client  and  others re- 
quires  that  the records and  substance of the  property  entrusted  to  the 
lawyer be at all times kept  separate  from the firm’s property. Failure to  do 
so is referred to as commingling,  the  simple fact and detection of 
which  can lead to disciplinary action. If commingling results in a loss to 
a client, a professional malpractice suit also can result. 

Case 1-2 Found: Lawyer made false statements  and failed to reveal information to  the  state 
bar; failed to place  funds  of  a  client in a  bank  account; commingled 
funds; failed to maintain  complete records of the handling, mainte- 
nance, and disposition  of a client’s  funds; failed to deliver the funds to 
the client promptly when requested;  and  converted  funds of client. 

Ordered: Suspension for one year. 

Balance Sheet Elements 
The  balance  sheet is a categorized division of the  accounting  equa- 

tion,  which is: 
Assets - liabilities = equity 

or 
Assets = liabilities + equity 

Many accountants prefer the first equation, because it reflects the  inher- 
ent residzrnl nature of equity. 

Formerly, balance  sheets were presented  with  the assets on  the left 
and liabilities and  equity  on  the right. Now most  balance  sheets  display 
comparative  information  from  prior years, which  would  be  crowded in 

TERMS 

client A consumer of legal  services  provided by a law  firm, whether or not 
compensated. 
commingling? The act of an agent, broker, attorney, or trustee in mingling his 
own property with that of his client, customer,  or  beneficiary. 
malpractice?  The failure of a professional person to act with reasonable  care; 
misconduct by a professional  person in  the course of engaging in his profession. 
accounting  equation Assets - liabilities = equity. 
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the  traditional  form, so the parts follow in sequence, as illustrated in 
Figure 1-1. The  balance  sheet  equation is: 

Assets = liabilities + equity 
Assets are  tangible and intangible resources owned by the firm or 

under  its  control,  such as: . petty  cash, . money  in  bank accounts, . bills rendered to clients but  not yet paid (accounts receivable), . unbilled legal  services, 
unbilled disbursements (advanced on behalf of clients), 

office furniture  and  equipment,  and . goodwill and deferred charges (seldom of concern to law  office  staff). 

The first  five are commonly  encountered by both  accounting  and 
nonaccounting staff in law firms. Unbilled services (time) and disburse- 
ments  are referred to as WIP (work-in-process). 

In order to qualify as  assets,  resources must  provide  probable  future 
economic  benefit. An irreparably broken piece of equipment is not  an 
asset except to  the  extent of its scrap value. A bill to a client is not  an as- 
set unless payment  can reasonably be  expected. 

Liabilities are amounts owed to  other parties including: . suppliers, . lending  institutions, 

taxation  authorities, and . employees. 
Liabilities are legal obligations to pay specified amounts,  although  some 
kinds of liabilities are  traditionally recorded as estimates. 

TERMS 

balance  sheet  equation Assets = liabilities -+ equity. 
asset Tangible property and intangible rights to resources under the control of an 
entity, which arise  from the economic activity of the  entity  and provide ultimate 
future benefits to owners. 
bill A statement submitted to a client or other party detailing  the obligation to  the 
firm  for  services rendered and/or costs incurred in a legal representation. 
disbursement Payment for an item or service  by the firm on behalf of the client. 
work-in-process (WIP) Legal services already rendered, and disbursements already 
incurred by the firm, but not yet billed to  the client. 
liabilities Obligations to pay a specific amount  to a person or entity. 
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FIGURE 1-1 
Balance  Sheet: 
Accrual Method 

Carpenter & Coot  
BALANCE  SHEET 

December 

Current  Assets 
Petty  Cash 
General  Bank  Account 
Accounts  Receivable 
Unbilled  Disbursements 
Prepaid  Expenses 

Fixed  Assets 
Furniture 
Computers 

Total  Assets 

Liabilities 
Computer  Loan 
Payroll  Taxes  Payable 
Sales  Tax  Payable 
Accounts  Payable 

Equity 
Contributions 
- P  Carpenter 
Less:  Drawings 

Contributions 
- S Cook 
Less:  Drawings 

Current  Period  Income 
(Unallocated) 

Total  Liabilities 
and  Equity 

31,  1998 

$ 100 
9,746 

35,836 
7,793 
7,260 

7,500 
20,100 

10,000 
5,261 
1,917 
6,715 

36,500 
12,000 

29,000 
12,000 

$60,735 

27,600 

$88,335 

23,893 

24,500 

17,000 

22,942 

$88,335 
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, 

Equity is the  amount  that  the owners invest in a business entity or the 
right to  the residual value of the business. If all of the assets  were  sold and 
all of the liabilities  satisfied, the remainder would  be  available to  the owner. 
Sources of equity  in  proprietorships  and  partnerships  include: . initial or periodic  cash  contributions  from  owners; . owners’  contributions of personal assets (property),  such as furniture 

and books; . owners’  share of allocated  earnings that  have  not been paid to  the 
owner;  and 

unallocated  (current  period)  income. 

In  corporations,  an  amount,  sometimes  nominal, is specified as 
capital stock. It must  remain  in  the  corporation as long as the  share- 
holder  has  an  ownership  interest.  Income  that  has  been  subject  to  in- 
come  tax  but is not yet  designated  to be paid out as dividends is 
retained earnings. Dividends that  have been  declared but  not paid  are 
liabilities of the firm to  the  shareholders. Personal service corporations 
like law corporations  pay  the  bulk of their  income  out  to  lawyer-share- 
holders as employment  income  because of strong  tax  disincentives to 
pay dividends or keep retained  earnings  within  the  firm. 

Income  Statement  Elements 
The income statement equation is: 

Revenue - expenses = income 

Theoretically, the  income  statement, formerly called the profit and 
loss statement, need not exist  because all of the  activity  summarized  in 
it is really a constituent of the period’s earnings as accumulated  in  the 
equity  portion of the  balance  sheet. Since revenues  are  increases in as- 
sets and expenses  are  depletions of assets, all revenue  and  expenses 
could  simply be recorded in  one place. This method would not be useful 
for most  organizations, however, because  it  provides  little information 
about  the firm’s operations. Figure 1-2 illustrates an income  statement. 

TERMS 

equity The  remaining  value of an entity‘s  assets  after  all obligations are  met; net worth. 
capital  stock An amount of equity an owner is required to  maintain  in a 
corporation to secure a specific portion of ownership. 
retained  earnings The balance of income earned in all  previous accounting periods 
that has  not been distributed to owners as dividends. 
income  statement  equation Revenue - expenses = income. 
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FIGURE 1-2 
Income 
Statement: 
Accrual  Method 

Carpenter e? Coo(, 

INCOME  STATEMENT 
Four  months  to  December 31, 1998 

Revenue 
Fees  Billed  $125,416 
Disbursement  Recovery  11,219 
Other  Revenue  9  12 

$137,547 
Direct  Costs 

Associates'  Salaries  21,400 
Associated  Counsel  Fees  15,455 

36,855 
Expenses 

Staff  Salaries  45,867 
Rent  6,800 
Equipment  Rental  4,738 
Telephone  3,794 
Stationery  and  Supplies  1,524 
General  Office  Expense  2,385 
Library  and  Subscriptions  2,702 
Professional  Dues  and  Memberships  4,504 
Promotion  3,850 
Accounting  520 
Bank  Service  Charges  90 
Interest  Charges  27 8 
Bad  Debts  69  8 

77,750 

Net  Income  $22,942 

Nonaccountants  tend  to use the terms revenue, income, profit, earnings, 
and even gains interchangeably. This may be acceptable in general conver- 
sation, but accountants  attach strict definitions to these terms: . Revenues are increases in  the assets of a firm  resulting  from its nor- 

mal  operation  (providing legal  services) and  certain  other sources 
such as interest on its  investments. 

TERMS 

revenue Increases in  the assets of a business  resulting from its normal operation 
and certain other sources. 
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. Income generally  means  net  income of the firm  or the excess of total 
revenues over total expenses. It also refers to  an individual’s  remu- 
neration  from  business or employment. . Profit may  mean  net  income of the  firm,  but it is more  often used to 
describe the excess of regular business  revenues over their related 
costs. A law firm that realizes a large gain on  the sale of its office 
building  but loses money on providing legal services is not  “profit- 
able,”  even if the year’s net  income is positive,  because a law  firm’s 
business is not  property  speculation. . Earnings may also mean  net  income  but  more  often refer to  individ- 
ual  partners’  shares of the firm’s net  income. . Gains usually refer to  value received in excess of the recorded 
(“book”) value on  the  disposition of assets, such as the sale of a  pho- 
tocopier for more  than its net  (depreciated)  value  on  the  balance 
sheet.  Gains  are  unrelated to  the  main  activity of the firm, that is, 
providing legal  services, and are  nonrecurring  and  unanticipated. 

Expenses are decreases in assets incurred  in  supporting  normal  busi- 
ness activity. They are distinct  from losses, which arise from  nonrecur- 
ring  and  unanticipated decreases in assets. Net loss is the  equivalent of 
negative  net  income. 

Accounting  Conventions 

For accounting  information  to be valuable, it must be compiled and 
communicated  within a framework that is both  consistent  and easily 
understood. If business  organizations  did  not  have  a  uniform  structure 

TERMS 

income The  excess of total revenues  over total expenses. 
profit The excess of regular  business revenues over their related  costs. 
earnings An individual owner’s share of net  income. 
gains Nonrecurring and unanticipated value  received in excess of the recorded 
value on the disposition of assets;  increases in resources unrelated to  the  main 
activity of the firm. 
expenses Decreases in assets incurred in supporting or incidental to normal 
business  activity. 
loss Nonrecurring and unanticipated decrease in assets. 
net loss Equivalent to negative net income. 



CHAPTER 1 ACCOUNTING FUNDAMENTALS 1 1 

for  understanding  accounting,  information  within  and  between 
organizations would not be comparable or useful. 

Even nonaccounting personnel  should  be  aware that  there are a 
number of guidelines for deciding how  to compile and present  account- 
ing  information.  They exist for very good reasons and  in general are fol- 
lowed by law  firms. 

Principles and Concepts 
Accounting principles provide  guidance in recording  transactions 

and making  adjustments.  Once  data is  received, procedures and controls 
help  to  ensure  that  it is recorded promptly, correctly, and completely. 
There are also concepts and nsszcmptions that  help  people make decisions 
when  questions  arise  about  how  to  record  or  report  accounting  in- 
formation. 

The going-concern concept assumes that  the  entity being ac- 
counted for has an  indefinite life; that is, it is not  being sold, and  the 
owners  anticipate  that  it will continue  into  the foreseeable future. 

Except under  unusual  circumstances, law firms follow the stable- 
dollar assumption that a dollar  today is worth  the  same as a dollar yes- 
terday. There  are no accounting  adjustments for the effects of inflation 
or for changing relative  values of items. 

Periodicity is a convention  that divides accounting  information 
into periods so it  can  be collected and summarized regularly. Law firms 
generally summarize and “close” some records (books) on a monthly ba- 
sis, and  other records, such as those  relating to income tax, on  an  an- 
nual basis. Quarterly  summary periods are required by some  taxation 
authorities. Separation of economic activity into  these periods is quite 
arbitrary and can cause confusion if supplementary  information  about 
prior  time periods, and educated  projections about  future  ones,  are  not 
included  where necessary. 

accounting principle Rules and guidelines that promote accuracy and consistency 
of financial information. 
going-concern concept The assumption  that  an  entity will continue  in its current 
enterprise into  the indefinite future. 
stable-dollar  assumption The assumption that  the value of a dollar  is constant 
over time. 
periodicity The somewhat arbitrary division of accounting  information into 
periods. 
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~~~, 

Practical Mr. Finch: I don't  think  the  accounting really reflects  how  much  money  we're mak- 
Applicatlon, ing. It  seems that if we get a big settlement in one  month,  or  have to 

we don't  take all of the  year-to-date  figures and divide  them by the 
number of months  since  the  beginning of the year to get our  average 
monthly  figures.  That's  really  more  important  than  what  happens  to  oc- 
cur in a given  month. 

Why does Mr. Finch think the  %umbers  are way out of whack"? What accounting 
principles are being applied? What other  information  would help Mr. Finch better 
understand his accounting  reports? 

1-1 pay a big invoice, our numbers  are way out of whack. I can't  see why 

Although all accounting principles are  important,  the  most signifi- 
cant in day-to-day law office accounting are: 

H Matching. Recorded expenses should relate to  the revenues they  help 
produce. For example, rent paid in advance for a subsequent month 
should  not  be recorded as an expense in the  current  month. Also, re- 
corded revenues should relate to  the expenses  used to produce  them. 

= Materiality. Taking the  trouble  to  ensure  that  each  and every small 
amount is recorded precisely may  cost  more  than the added  worth of 
absolutely perfect information. Data is often received after  informa- 
tion is needed to make a decision and  outdated perfect information 
may  be valueless. Timely information of reasonable accuracy is often 
of great value. 

rn Consistency.  Recording  methods  must  be  consistent  from  one  period 
to the  next if comparative  information is used to make a decision. For 
example, if WIP time is recorded in the general ledger in one  month 
and  not  the  next,  the  two  months  cannot  be  compared to make a de- 
cision, such as financing  requirements, based on revenue  or asset 
growth. 

Any reports  sent to external  parties  such as lenders usually must 
conform to additional principles including,  but not limited to: 

TERMS 

matching principle The  recording  of  corresponding  revenues  and expenses in the 
same accounting  period. 
materiality principle Disregarding  negligible  differences  and  transactions  as being 
not worth  recording. 
consistency principle Congruity  of accounting  applications  between  accounting 
periods. 
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Cost. Transactions are recorded at  the value of money  exchanged or,  if 
there is no exchange of money, at the best  possible estimate of the mar- 
ket  value.  From the time they are  recorded, the value  does not change. 
Some  assets may  be  worth  more in the  hands of the firm than they cost, 
but  they are nonetheless recorded  at the price the firm paid  for them. 

Objectivity. Consistent  with  the cost and stable-dollar principles is 
objectivity. Using the dollar as a  unit of measure  removes the require- 
ment for accounting staff to judge the  actual  “value” of a  transaction. 
Conservatism. Where  matters of judgment arise, the guiding  princi- 
ple is that  net  income  and asset values should  be  shown  at  the  most 
conservative (lowest) value. 

Revenue recognition, The stage in  the  accounting process at  which 
revenue is recognized (recorded as being  earned  in  the  accounting 
sense) is the  point  when all of the following have occurred: 

The value (price) of the revenue is determinable. 
The  transaction is essentially complete. 
The costs related to  the revenue are known or can be reasonably 
estimated. 

If a  principle  has  been accepted by professional accounting bodies, 
broadly  within  industry or business sectors, and/or  in  authoritative ac- 
counting literature, it is referred to as a  “generally accepted accounting 
principle,” collectively referred to by accountants as GAAP (generally 
accepted accounting principles). 

The  application of any  accounting  principle or concept will neces- 
sarily be imperfect because there will always be  a  compromise  between 
competing advantages. For example, the strictest application of the  ob- 
jectivity principle  may be compromised by the strictest application of 

cost  principle  The  true value of financial transactions is  reflected  by the actual 
number of dollars  exchanged in  the transaction. 
objectivity  principle Dollars exchanged  in a financial transaction is the best 
measurement of the value of the transaction. 
conservatism  principle Where  there is a question of the true value, the value 
reflecting the lowest  reasonable value for assets and income. 
revenue  recognition  principle Revenue  is  recorded in  the financial data  when the 
transaction is complete, the value is determinable, and  the related costs can be 
matched. 
generally  accepted  accounting  principles (GAAP) The set of principles adopted 
by professional accounting bodies, industry, government, and educators providing 
guidelines for the preparation of financial information. 
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the materiality or conservatism principles. Sometimes the  most  important 
determining factors  are  timeliness and simplicity, and  the choice of pri- 
mary  principles depends on the  particular use of information. 

Practical 
Appllcatlor 

1-2 

Opal:  Sometimes the partners  disagree  about  who  gets  how  much  equity. It 

never  have to worry  about  how  much  they  would get if  the  firm  discon- 
tinued business. I thought  the  going-concern  concept  meant that you 
don’t  worry  about  closing  down.  The  partners  should  be  more  concerned 
with profits than  with equity. 

1 doesn’t matter because the  firm  will just go on and  on,  and  they  will 

How are  profits  and  equity  related?  Why  would  equity be important to partners? 

One of the aspects of accounting  systems  that governs which  princi- 
ples  are  primary and  which are  secondary is the  accounting  method. 
There  are really only two theoretically  consistent  methods:  the  accrual 
method  and  the cash method. A number of hybrid  methods are used in 
practice, especially when  a  method  must be adapted to  conform  to  in- 
come  tax  or  other  regulations. 

The Accrual Method 
The accrual method is a  “complete”  accounting  method  in  that it 

takes into  consideration  all of the  identifiable  money-related  transac- 
tions of the firm, whether  or  not  any  money  has yet changed  hands. It 
provides  financial  and  management  information  consistent  with  each 
other.  The  balance  sheet  illustrated  in Figure 1-1 is prepared  using the 
accrual method. 

Basically, accrual  accounting recognizes revenue  when it is earned, 
and expenses when  they  are incurred, and  the  balance  sheet displays  a 
full  range of assets and liabilities. The  concepts and principles that are 
maximized  by  accrual  methods  are  the  going-concern  concept,  the 
matching principle, and  the consistency  principle. 

There  are  limited  instances  in  which  the  accrual  method is not 
permitted as a  tax  reporting  method for law firms under federal  or  state 
legislation.  This  method is rarely used unless  required because it results 
in earlier payment of taxes in profitable  and growing  businesses. 

accrual method A system  of  preparing  financial  information  that  reflects  all 
identifiable  economic  transactions  as  they  occur. 
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The  Cash  Method 
As can be inferred  from the  name,  the cash method relies upon  the 

cash  (or  bank)  account as the  primary  source of accounting  data. 
Although generally  inferior to  the accrual method  in  the value of infor- 
mation  that it can  provide,  cash method  accounting  supplemented  by 
schedules and reports  can  provide most required  information. 

Because it uses only  cash,  this method recognizes revenue when it is 
received and expenses when  they  are paid, and so requires fewer balance 
sheet  accounts. Accounts receivable and  many  other assets are not re- 
corded  until  they are  converted to cash. Accounts payable, sales taxes 
payable, salaries payable, and  bank  loans are not recorded until  the li- 
ability is satisfied from the  bank  account.  The cash method maximizes 
the stable-dollar  assumption and  the materiality,  cost, and objectivity 
principles. Figure 1-3 illustrates  the  balance  sheet  and  income  statement 
in Figures 1-1 and 1-2 as they  would  appear  using  the  cash  method. 

The  major weakness of the cash method is that it does not  conform 
to  the entity  concept,  except in cash-based businesses.  In law firms, 
“revenue” figures reflect the  ability or  inclination of clients to pay, not 
the firm’s performance. Similarly, “expense” figures represent  manage- 
ment decisions  about whom  to  pay  and for what  and  when,  not  the 
firm’s true  cost of doing business. 

Despite  its  deficiencies as an  information  tool,  the cash method is 
very  popular  because it confers the  advantages of some  tax deferrals. 
State and federal legislation  may  restrict the  application of the cash 
method for  certain  types of organizations,  but  most law firms can  and 
do use the cash method. 

v ; w - m  

Pradcal, , Marcel: I think the cash method is better  than  the accrual method. Let’s  face 
Application’ it-you‘re not paid  until  you‘re  paid.  The  ultimate  test of success is the 

bank  balance, not some  “estimate”  of what  you  think  you  will  eventually 
be  paid  who  knows  when.  Look at the  bank  balance. That’s  all the  “man- 
agement  information“  any  law  firm needs. 

Discuss the pros and cons  of  Marcel‘s opinion. 

cash method A system of preparing financial information that reflects economic 
transactions only  when  there is an  exchange of money. 
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FIGURE 1-3 
Balance  Sheet  and 
Income  Statement: 
Cash Method 

Carpenter eV Cook 
BALANCE SHEET 

December  31, 1998 

Assets 
Petty Cash 100 
Firm  Operating  Account 9,746 
Computers  10,100 

Total  Assets 

Equ i  tY 
Contributions - P Carpenter 29,000 
Less:  Drawings  12,000 

17,000 
Contributions - S Cook 29,000 
Less:  Drawings  12,000 

17,000 

Current  Period  Income (Loss)  114,054) 

Total  Liabilities  and  Equity 

INCOME  STATEMENT 
Four Months to December  31, 1998 

Revenue 
Fees  Collected 
Disbursements  Collected 
Sales T a x  Collected 
Other  Revenue 

Direct  Costs 
Associate  Salary 
Associated  Counsel  Fees 
Client  Disbursements 
Sales Tax Paid 

Expenses 
Staff  Salaries 
Rent 
Equipment  Rental 
Telephone 
Stationery  and  Supplies 
General  Office  Expense 
Library  and  Subscriptions 
Professional  Dues  and  Memberships 
Promotion 
Accounting 
Bank  Service  Charges 
Interest  Charges 

Total  Operating  Expenses 

Net Income (Loss) 

98,176 
15,432 
2,645 

912 

20,000 
12,200 
18,760 
1,525 

42,006 
9,560 
4,738 
3,794 
1,524 
2,385 
1,863 
9,004 
2,972 
520 
90 
27 8 

117,165 

52,485 

78,734 

114,054) 

$9,946 

19,946 
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Transaction  Data 

The  first  phase of accounting is bookkeeping, the process of record- 
ing raw data  into  the firm’s “books” (set of accounts)  and  summarizing 
the effects of transactions  to  produce  information.  Although  there is no 
absolute  boundary  dividing  bookkeeping  from the rest of accounting, 
bookkeeping generally refers to  the process of establishing  and  main- 
taining records, and  accounting refers to  interpreting  and  communicat- 
ing  the resulting information. 

An essential aspect of bookkeeping is the  assumption  that all ac- 
counting transactions (economic events) affect accounts (economi- 
cally significant components of the firm’s operations). Double-entry 
bookkeeping requires that all transactions affect at least two  accounts, 
one as a debit and  one as a credit, and  that  the total of all debits equals 
the total of all credits. For example, payment of a  client bill results in  a 
reduction of what  can be expected to be collected from clients in  the fu- 
ture (a credit  to  accounts receivable) and  an increase in  the  amount of 
money  the firm has  in  the  bank (a debit  to  the  bank  account). 

To those  who are not familiar with bookkeeping, credits are often 
thought of as being  “good”  and  debits are considered “bad,”  perhaps be- 
cause of the way banks  present  account  statements. Credits are deposits, 
representing the  accumulation of wealth,  whereas  debits are checks 
(money paid out). It seems  better  to  have  more credits. Bank statements, 
however,  are  presented  from the bank’s viewpoint of debits and credits. 
The  account holder’s position is the exact opposite. 

Debits and credits are simply conventions  adopted  in bookkeeping 
for recording the  changes  in  the  status of the firm’s accounts. Debits in- 
crease (and credits decrease) assets and expenses. Credits increase (and 
debits decrease) liabilities, equity, and revenue. 

TERMS 

bookkeeping The  accounting  function concerned with establishing and 
maintaining  economic records. 
accounting transaction An economic  event affecting the entity. 
account An economically significant component of the entity’s operation. 
double-entry bookkeeping A system of recording financial transactions in which 
each transaction has an equal  and opposite effect in two or more accounts. 
debit An entry in double-entry bookkeeping that increases  assets and/or expenses, 
and/or decreases  liabilities,  equity, and/or revenue. 
credit An entry in double-entry bookkeeping that decreases  assets and/or expenses, 
and/or increases  liabilities,  equity, and/or revenue. 
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FIGURE 1 4  
Elements of a 
Check 

Debits  are often abbreviated as “Dr,” although  there is obviously no 
“r” in “debit,”  and credits as “Cr.” Other  common  conventions used to 
differentiate the  two are: 

Debits Credits 
left  side of journals  and ledgers right  side of journals  and ledgers 

no “+I’ or “-” sign (I-’’ sign 
no “( )“ ‘I ( )’I 

Handling Checks 
Checks are very important  documents in almost all  businesses.  They 

provide a secure and timely way to transfer funds from one  entity  to  an- 
other, but  they are only as good as their  form. Checks  are one example of 
form superseding substance in accounting, and everyone in  the firm 
should be familiar with the elements of a check,  illustrated in Figure 14. 

c 

A M*HALL 
100 

Sundown, ST 10010 
17833 Eastern Way B 

N o v . 1 9 9 8  
PAY TO THE 
ORDER OF c Carpm‘er & Cook ~ in Trust sl.ooo.ooD 

E 
00 /1WDOLLARs 

M. Hall G 
000100 29873 10 467 184 

A - Drawer E - Body amount  (in  words) 
6 - Date the  check  is  negotiable F - Drawee  (bank) 
C - Payee G - Signature 
D - Figure  amount  (in  numerals) H - Encoding  (check  number,  transit  number, 

and  account  number) 
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Checks coming  into  the office need to be proofed (scrutinized) to 
ensure  that  the check will  be accepted by both  the firm’s bank  and  the 
drawee. Areas to  examine are: 
rn The date, which  must be current,  not older than six months (stale- 

dated) and  not  in  the  future (postdated). During January  many peo- 
ple inadvertently use the previous year, which  renders a check 
stale-dated. It may  be possible to negotiate stale-dated money orders 
and certified checks, but  the drawee should be  consulted first. 

rn The payee must be the firm, a lawyer in  the firm, or a  payee who  has 

rn The drawee b a l k  If it is a foreign bank, the  currency  might  not  be 

endorsed the check to  the firm. 

United States dollars. 
rn Body and figure must match. This is rarely a  problem  when  a check- 

rn Signatures must  be present and  complete. 

rn Changes that are not initialed could cause a  check to be returned. 
The  back of the check is  reserved  for the endorsement, a  signature 

or other mark that tells the drawee bank  that  the payee has received 
value for the check. If the check is made payable to  the firm or  a lawyer 
in  the firm, the  person  preparing  the check for deposit endorses the 
back with  the firm’s name  and  bank  account  number or uses a special 
endorsement  stamp. If the payee on  the face of the check is not  the firm 
and  there is a previous endorsement  on  the back of the check, the firm 
should ensure that  the  endorsement  conforms  to  state check-clearing 
rules. Multiple successive endorsements  may create problems  when the 
check is presented to  the drawee  bank.  Under no circumstance should 
the firm negotiate  a  check if it knows  a prior endorsement is forged. 

writer is used, but errors can occur. 

Case 1-3 Found:  Lawyer  misappropriated  client  funds  leading to conviction for grand  theft, 
negotiated client‘s draft  with  knowledge  that endorsements were 
forged, represented  conflicting  interests,  abandoned  numerous  clients, 
and  wrote  checks with  insufficient  funds. 

Ordered:  Disbarment. 

proofing Scrutinizing  a  check to ensure that all  necessary elements are  present and 
correct. 
stale-dated A date on an uncertified  check that is older than six months. 
postdated A date on a  check that is some time in the future. 
endorsement A mark on  the back of a  check that signifies that  the maker of the 
mark  has  received  value  for the check. 



20 CLIENT  ACCOUNTING 

When a check is issued by the firm, the person  preparing  the check 
must make sure that  it is properly  prepared: . The check date is usually the  date  the check is prepared. Month  num- 

bers should not be used. Instead, a policy of consistently  spelling 
months  in full, or using standard  and  unique letter  abbreviations, re- 
duces the possibility that a stale-dated  check will be accepted  by the 
bank. . The payee must  be  printed carefully. If the check is for an  advance 
payment  on  an item and is sent back to  the firm to be reissued with 
the correct payee, needed  goods  and services could  be  delayed  sub- 
stantially. . The  amount must be clear, with no changes. If the  amount is written 
incorrectly, the check is voided and reissued, especially if it  has al- 
ready been  recorded. . The refereme  line assists the payee in identifying  the  payment. Includ- 
ing a supplier’s reference or file number  helps  ensure  that  the pay- 
ment is not misdirected. 

Sometimes a check must be voided  because  it  has been  completed 
incorrectly  or in error.  Voiding checks is usually handled  only by ac- 
counting staff who: 

Remove the signature area and destroy  it. 

Print “VOID” in bold letters across the face of the check. . Retain the remainder of the check. If there are check stubs, the void check 
is stapled to  the stub.  Otherwise,  it is filed in a “Void Check” file or 
kept  with  the  bank  statement for the  month  in  which  it  was voided. 

rn Reverse the check, if it  has  been  entered. 

rn Retain all documents pertaining  to  the reason for voiding  the check. 

If the check is no longer in  the  hands of the firm and is stale-dated, 
it is not negotiable  unless  it has  been certified, but  some firms also stop 
payment  on stale-dated checks. If the check is lost,  stolen, or mislaid be- 
fore  it is negotiated,  payment  should  be  stopped  only on written  request 
from a lawyer, and  the stop payment approved  by a bank signatory 
(preferably a partner).  Stop  payment requests, however, may not be le- 
gally binding  upon  the  bank. If the check is subsequently  negotiated, 
the firm  may  be responsible for honoring  it. 

TERMS 

stop payment An order by a drawer to the drawee bank to refuse payment of a 
check when presented. 
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Practical 
Appllcation 

1-4 

Steven: Norm made a mistake  preparing a check,  and  instead  of  making  the 

ize everyone is human  and  makes  mistakes, but his  procedures  were a 
waste  of  time.  He not only has to void  the  old check,  reverse it, and 
everything else, but he  also  has to get  duplicate  documentation  for  the 
new  one. I don't  want to make a mountain of a molehill, but this  time- 
wasting  must  add  up  over a month or  year. 

Victoria:  The  procedures  can  be  frustrating, but let me tell you  what  happened at my 
last firm. We  issued a trust  check,  then realized the  date  was  wrong.  The  trust 
clerk  changed it, and I initialed  the  change.  The  client  kept  the  check  for  over 
a year. It was for  quite a bit of  money, so I called  the  client.  She  said  she'd  lost 
the check, so we  reissued it. But the  client  misunderstood,  hunted  around  for 
the check, found it, and  changed  the old check  date  and  cashed it. The  bank 
accepted it because  the  change  was  initialed.  Then  the  client  cashed  the  new 
check  we'd  sent as well,  which  made  our  trust  account  short  by  over  five 
hundred  dollars. In fact,  the  account  was  more  or less dormant,  held  only 
small old  trust balances,  and  actually  became  overdrawn.  If  our  bank  person- 
nel  hadn't  been  on  their  toes,  other  trust  checks  would  have  been  returned 
NSF!  The time it took to document  and  correct  the  whole  thing  was  incred- 
ible, not to mention  that I had to contact  the  client,  who  refused to pay  the 
money  back I wish  we'd  had  Norm in charge  there, I can tell you. 

Write a brief  memo to a partner like Steven,  explaining the  importance of handling 
checks  properly. 

I change  and  asking  me to initial  the change,  he  reissued the check. I real- 

While  all  elements  are  important in  the efficient issue and negotia- 
tion of checks, those  that are  particularly  critical in specific transactions 
are reviewed in  appropriate  subsequent  sections. 

Source Documents 
The  recording of most  day-to-day  transactions is initiated  by  a 

source  document, which is usually  a  piece of paper, but  may  be  an 
electronic record produced  by  a  computerized  data-capture system. 
Source documents provide the datu (facts, measurements,  and  evidence) 
necessary to record transactions.  This seems unquestionable,  but  people 
often  attempt to use insufficient data  to record transactions. For example, 
an invoice  from  a  supplier for a specific item is usually an acceptable 
source document,  but  a  promotional  brochure offering the  same  item 
for  sale  usually is not. A bank  statement is not usually an acceptable 
source document for recording  checks  or  deposits,  but usually is for re- 
cording  bank service charges and  interest. 

TERMS 

source document The first complete record of a transaction. 
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Most source documents  that originate  outside law firms are supplier 
invoices,  bank  memoranda, and remittance  notices  from clients. Inter- 
nally  generated  source documents  include  timekeeping  data, disburse- 
ment logs (such as the transmit/receive lists printed by  fax machines), 
bills to clients, and records of payments to suppliers. 

Accounting  Journals 

Transactions  are first recorded in  the  accounting system in  journals 
(books of original entry). Technically, a journal is any record of a  com- 
plete  transaction  between  two or more  accounts. More commonly, the 
term is applied to a set of related journal entries, each of which is com- 
plete in itself, with  the total value of the debits always equal to  the  total 
value of the credits. Law firms use special journals to simplify recording 
similar transactions,  such as cash receipts and client billings. A general 
journal is  used to record transactions that  cannot or should  not be re- 
corded in  a special journal. 

The  minimum data required to create a  journal entry is: 

Effective  dnte of the trnruactiorl, which may be  different  from the  date 
the  entry is recorded. 

Identification of the accowlt(s)  to be debited, account  title  and/or ac- 
count number, and  the anzomt of each  debit  entry. By convention, 
debit  entries  are listed before credit  entries. 

Identification of the  accowt(s)  to be credited and  the an101111t of each credit 
eriby. 

A brief description of the purpose or detail of the  entry is also in- 
cluded,  unless the reason for the  entry is completely  obvious. Another 
common  notation is a  unique reference (label) for the entry (some combina- 
tion of letters,  numbers, and  other characters) to simplify identification 
of the  entry if questions arise. Account numbers, in additiou to titles, are 
often used to identify  accounts, especially in  automated systems that do 
not recognize account titles. Figure 1-5 illustrates a  standard  form of 
general journal  entry. 

journal A complete record of a financial transaction; a collection of related journal 
entries. 
journal  entry A complete record of a financial transaction. 
special  journals A collection of related journal entries used to simplify recording 
transactions in ledgers. 
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FIGURE 1-5 
General  Journal 
Entry:  Bank 
Service  Charges 

612-6 
December 15,1998 

Dr.  Bank Service Charges 6520  23.75 
Cr. General Bank  Account 1100 23.75 

To record general bank debit memo re: exchange on Canadian  check 
on November 17,1998. 

Special journals do  not follow this  form,  because  their  formats  are 
designed specifically to reduce the labor and error  incidence  inherent in 
recording  general  journal  entries.  In  automated systems, each special 
journal is a  separate  menu  item,  and  groups of entries  are  arranged  in 
batches or  edit lists. 

$-www%?W 

Practical Penny:  I'm not sure  why  the  debits  always  have to equal the credits. If  you have 
Application. more  revenue,  the  credits  have to increase. You don't  want  more  debits 

and  subtract all the debits to get net  income? 
1-5 because  that's  an  increase in expenses.  Why not just  add  up all the credits 

What is Penny  confused  about?  Explain to her  the function of the accounts.  Draw a 
simple  illustration if that helps.  Design a diagram that will help  her  remember which 
are  debits  and  which  are  credits. 

The Cash Synoptic 
In  small  firms employing  the cash method,  a cash synoptic, illus- 

trated  in Figure 1-6, is often used to record transactions  through  the  op- 
erating  bank  account.  Synoptics are large columnar  sheets  where 
transaction  amounts are  entered  in  separate  columns for each  type of 
revenue  or  expense. At  the  end of the  month,  the  columns are totaled 

TERMS 

synoptic A combination  journal  and  ledger,  usually  for a bank  or petty cash account. 
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and balanced  (footed),  and  the  totals  are  entered  into  the  account  ledg- 
ers. Synoptics  are bulky, time-consuming to add,  and subject to  addition 
and  allocation errors. They are common  only  in firms  where  there are 
few bank  transactions. 

Accrual Journals 
In firms  using the accrual  method, special journals  expedite  record- 

ing  noncash  transactions efficiently. Like synoptics,  manual  special  jour- 
nals use columns  to  group  and  balance  transactions  and  to  minimize 
allocation errors. 

A common special  journal is the  accounts payable  journal, as illus- 
trated  in Figure 1-7. All credits  are  posted  to  the  accounts  payable liabil- 
ity, and  the  corresponding expenses are posted to  the expense ledgers. 

Account Ledgers 

Account  ledgers contain all the  information  entered  in  the  journals 
that relate to  a  particular  account,  with a running  balance  that is up- 
dated after each  transaction  (entry). Ideally, journals  are posted to  (re- 
corded in) the ledgers in  chronological  order,  but  this is not always 
possible. Figure 1-8 illustrates  the ledger effects of the  journal  entry  in 
Figure 1-5. 

Some ledgers  are not related to transactions  that are  included in the 
firm’s financial  accounts.  These  are referred to as memorandum 
(memo) ledgers (or accounts)  and are common  in firms  using the cash 
method. A memo  account serves the same  purpose as a financial ac- 
count  in  summarizing  transactions related to  a  particular activity, such 
as billing. 

TERMS 

account ledgers A chronological listing of all transactions affecting an account; 
ledger. 
posting Recording a line from a journal in a ledger. 
memorandum ledger A ledger that is not part of regular financial transactions, but 
provides information for anticipated or  nonfinancial transactions; a list or schedule. 
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FIGURE 1-7 
Special  Journal:  Accounts  Payable 
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FIGURE 1-8 
Account  Ledger: 
Bank Service 
Charges 

The General Ledger 
The  complete  set of ledgers comprising all the firm’s financial ac- 

counts is  referred to as the  general  ledger (G/L), the  comprehensive list 
of which is called the  chart of accounts. Figure 1-9 illustrates a chart of 
accounts for the general ledger used to create the financial  statements in 
Figures 1-1 and 1-2. Balance sheet  accounts  appear before the  income 
statement  accounts,  and  the  accounts are  usually numbered because of 
potential  confusion  between  some assets and expenses. 

There  are  four levels of detail in recording  transactions to  the gen- 
eral ledger, depending on  the type of account: . Control  accounts are always balance  sheet  accounts. The totals of 

special  journals  (such as accounts  payable and billing  journals)  are 
posted to  the general ledger, with an eqzrnl orzd conczrrrerzt (not opposite) 
entry  made  to subsidiary ledgers, so that  the  control  account balance 
always equals the total of all subsidiary ledgers. . Accumulation  accounts  may  be balance sheet  or  income  statement 
accounts. As with  control accounts, the entries arise mostly  from a 

TERMS 

general  ledger (G/L) The complete set of ledgers  for financial accounts. 
chart of accounts  The  complete listing of general ledger accounts  and  their 
corresponding numbers or abbreviations, if any. 
control  account A general ledger or  memorandum  account  that  controls 
transactions through its related  subsidiary  ledgers. 
accumulation  account An account reflecting only  the totals of special  journals, 
instead of each transaction. 
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FIGURE 1-9 
Chart of Accounts Carpenter e~ Cook 

Chart  of  Accounts 
(Accrual  Method) 

Assets 
1000 Petty  Cash 
1100 General  Bank Account 
1200  Accounts  Receivable 
1250  Unbilled  Disbursements 
1300 Prepaid  Expenses 
1600  Furniture 
1700  Computers 

Liabilities 
2500 Computer  Loan 
2600  Payroll  Taxes  Payable 
2700  Sales T a x  Payable 
2800  Accounts  Payable 

EguitY 
3100  Contributions - P Carpenter 
3150  Drawings - P Carpenter 
3200 Contributions - S Cook 
3250  Drawings - S Cook 

Revenue 
4000 Fee Revenue (Billed) 
4200 Disbursement  Revenue  (Recovery Billed) 
4500  Other  Revenue 

Direct Costs 
5100  Associates'  Salaries 
5200  Associated  Counsel  Fee8 
5300  Client  Disbursements 

Expenses 
6000 
6100 
6120 
6140 
6160 
6180 
6210 
6230 
6350 
6410 
6520 
6540 
6600 

Staff  Salaries 
Rent 
Equipment  Rental 
Telephone 
Stationery  and  Supplies 
General  Office  Expense 
Library  and  Subscriptions 
Professional  Dues and  Memberships 
Promotion 
Accounting 
Bank  Service  Charges 
Interest Charges 
Bad  Debts 
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special journal,  only  there is no equal  corresponding  entry to a sub- 
sidiary ledger. General bank  account  and fee revenue  are typical accu- 
mulation  accounts. 

rn Clearing  accounts are special balance  sheet  accounts used to  control 
several types of transactions related to  the same function,  such as tax 
remittances  and payroll. Within  a  short  period of time, usually a 
month, all of the  reconciling  (outstanding)  entries  at  the  end of the 
month are expected  to clear (by a  corresponding  and  opposite  entry 
being  recorded). Because clearing account  transactions  often arise 
from general journals, the  description of each  transaction is usually 
recorded in  the  account ledger.  Special clearing accounts called sus- 
pense  accounts  may  be set up  to post journals where one side must be 
posted  immediately  but the appropriate ledger for the  other side is 
not  known. For example, if a general check  must  be posted to keep 
the general bank balance current  in  the records, but  the  debit is iden- 
tified only as “library,” which  may be either  an  expense or an asset, 
the debit is posted to  the suspense account,  then  transferred to the 
correct account  when it is identified. 

rn Detail  accounts  show  the full particulars of every entry  posted  to  the 
account. Most detail  accounts  appear  in the debit side of the trial bal- 
ance,  such as expenses, fixed  asset acquisitions,  and  draw  accounts. 
Except  for other revenue and  bank  loans, credit detail  accounts are 
usually  used  only  at  year-end  to  record  accumulated  depreciation, 
allowances for doubtful  accounts,  and capital transactions. All ac- 
counts  that affect equity  should be detail accounts. 

Periodically, especially at  the  end of each month  and year when fi- 
nancial  reports are prepared, the balance of each  account is listed in  a 
trial  balance (listing of all general ledger account balances at  a  certain 
date).  The  total of all debit balances is compared  to  the total of all credit 
balances to  ensure  that  they are equal. If they are not  equal,  the general 
ledger is out of balance and  the error(s) must  be  found  and corrected be- 
fore proceeding  with  the following period. However, the  fact  that  the 
general ledger is in balance does not necessarily mean  that every entry 
and balance is correct. 

TERMS 

clearing  account A balance sheet  account  containing related transactions that 
regularly  clear through  another  account. 
detail  account An account that always contains a record of each separate 
transaction affecting the account. 
trial  balance A periodic list of the balances of all of the general ledger accounts, 
where the total of all debit balances is  compared to  the total of all credit balances; a 
list  used in preparing financial statements. 



30 CLIENT ACCOUNTING 

~~,~ . ,  , 

Practlcal Terry: Why don't we just record the source document data right into the ac- 
Application count ledger and not bother with the journals? Journals waste a lot of 

1-6 time and paper and really don't tell you anything that you can't find in 
the ledger eventually. 

Why are journals used? How do they make bookkeeping easier? 

The  other  main  purpose of the trial  balance is preparation of the fi- 
nancial  statements. Most banks  that  extend  credit  to law firms  request 
informal  monthly  financial  statements,  which are  usually  simply  for- 
matted  trial balances produced  from  an  automated system. Figure 1-10 
illustrates  the  trial balance  used to  create  the  informal  financial  state- 
ments  illustrated in Figure 1-3. 

Proper formal  financial  statements for distribution  outside  the  firm 
should not be prepared by anyone  who is not familiar  with the accepted 
standards  for  financial  statement  preparation. 

, Subsidiary Ledgers 
Subsidiary ledgers (or subledgers)  support  general ledger control ac- 

counts by  classifying  transactions in  a  meaningful way.  For example, 
separate  accounts  payable  subledgers  list  all  transactions  for  each  indi- 
vidual  supplier,  with the  sum of the subledger  balances  equaling the ac- 
counts payable  control  account  balance in  the general ledger. 

Each transaction  in  a  subledger is also  recorded in  the  account 
ledger, but  often in less detail,  or as part of a  summary  total from a spe- 
cial  journal.  In law firms, the  most  important subledgers  relate to  client 
file activity and  are called client ledgers. 

Transactions  relating to each  client  must be kept  separate so that  the 
firm can readily access information  when  making  decisions  regarding 
individual  clients. For example,  each client's billing  and  payment his- 
tory  must  be  kept  in  a  separate place, with  the  entries  and  balances 
related  only to  that  client. If a  separate ledger were not maintained, it 
would  be  difficult for the client's lawyer to  determine,whether  the  client 
had  been billed for services and  had paid  for them. Figure 1-11 illus- 
trates  a  comprehensive  client ledger. 

TERMS 

subsidiary ledger  One  ledger in a  set of related  ledgers,  which in aggregate 
correspond to a control  account;  subledger. 
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FIGURE 1-10 
Trial Balance 

G/L # 

1000 
1100 
1700 
3100 
3150 
3200 
3250 
4000 
4200 
4300 
4500 
5100 
5200 
5300 
5400 
6000 
6100 
6120 
6140 
6160 
6180 
6210 
6230 
6350 
6410 
6520 
6540 

Carpenter e~ cook 
Trial  Balance 

December 31, 1998 

Account  Name 

Petty Cash 
General  Operating  Account 
Computers 
Contributions - P. Carpenter 
Drawings - P. Carpenter 
Contributions - S. Cook 
Drawings - S. Cook 
Fee Revenue (Collected) 

Debit s 

100 
9,746 
10,100 

12,000 

12,000 

Disbursement  Revenue (Collected) 
Sales Tax Collected 
Other  Revenue 
Associates'  Salaries 20,000 
Associated  Counsel  Fees 12,200 
Client  Disbursements 18,760 
Sales Tax Paid 1,525 
Staff  Salaries 42,006 
Rent 9,560 
Equipment  Rental 4,738 
Telephone  3,794 
Stationery  and  Supplies  1,524 
General  Office  Expense  2,385 
Library  and  Subscriptions  1,863 
Professional  Dues  and  Memberships 9,004 
Promotion 2,972 
Accounting  520 
Bank  Service  Charges 90 
Interest  Charges  278 

Totals 175,165 

Credit s 

29,000 

29,000 

98,176 
15,432 
2,645 
912 

175,165 

1 
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Internal  Controls 

Internal controls are the  methods, procedures, forms, and approval 
requirements  incorporated into  the firm’s accounting  structure  to: 

rn Safeguard assets. Liquid  assets such as  cash, or easily  exploited ones such 
as metered postage, are not  the only assets that require protection. Firms 
must control their general  resources, such as  office  supplies, copying fa- 
cilities, refreshments, and idle equipment. Any threat  to economic bene- 
fit, intentional or not, represents a possible  loss to  the firm. 

rn Prevent and detect errors. Mistakes are not  only  time-consuming  to cor- 
rect, but  they also lead to misinformation and  poor decisions if not 
detected at all. Especially strong  controls  are  needed  where errors in- 
volve professional liability or misconduct issues. 

rn Ensure policies are followed. For many policies, adherence  cannot  be 
verified by passive observation, and special controls  are  needed.  With 
some  planning  and consideration for their purposes, they  can be  de- 
signed to create  minimal  extra work or to serve more than  one  con- 
trol  purpose. 

rn Erlsure the accuracy and reliability ofaccozulting data. One of the most im- 
portant overall controls is prompt data input, which supports error  de- 
tection through regular reporting and checking. The longer an incorrect 
entry remains undetected, the less  likely  it  will  ever  be detected. 

A well-designed control is an integral part of the overall  system, not a 
clumsy appendage. In many cases, the mere visibility of controls encour- 
ages  diligence and integrity, and although  most  controls are recognizable  as 
such, those  intended to detect staff misappropriations may be designed to 
be inconspicuous.  Other  controls in specific accounting areas are ad- 
dressed in subsequent chapters,  as  are the effects of a lack of them. 

Case 1-4 Found:  (in part) Although  lawyer cannot  be held  responsible for every  detail of 
office procedure, he must  accept  responsibility to supervise the  work 
of his  staff. 

Ordered: (for  this, commingling,  and other issues, notwithstanding  absence of mis- 
appropriation) Public  reproof. 

TERMS 

internal controls A comprehensive set of methods, procedures,  forms, and approval 
requirements incorporated into  the accounting system to safeguard  assets,  prevent and 
detect errors, ensure policies  are  followed, and ensure the accuracy and reliability of 
accounting data. 
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Levels of Controls 
There  are  three basic  levels of controls  in  accounting procedures: 

Prirnary controls ensure  that  what is supposed to  happen actually hap- 
pens. These include  appropriate  approval processes, proper communi- 
cation of instructions,  and  adequate access to essential resources. 
Practically everyone in  the firm contributes to these  in some  fashion 
by providing clear instructions for performing  transactions and by 
following  instructions correctly and completely. Failure of primary 
controls results in substantive errors, or “things  that actually go 
wrong” and must be rectified through  some  action. 

9 Secomiary colitrols ensure  that  what  happened is properly recorded 
and otherwise  communicated. Practically everyone in  the firm con- 
tributes to these as  well  by providing  accurate and complete records 
of transactions  that  have already occurred and by processing and  pro- 
viding  accurate  information. Errors in recording  transactions (record- 
ing errors) frequently cause substantive errors because they  depict 
something  that did not actually happen,  and  other transactions  are 
executed on  the  assumption  that  the records are  correct. . Tertiary coutrols support primary and secondary  controls.  They  are 
mostly reviews, reports, and double-checks that identify both sub- 
stantive and recording errors, rather than prevent  them. Preparing a 
trial  balance is, in  part,  a  tertiary  control to  help locate omissions and 
addition errors. Again, almost  everyone in  the firm contributes  to  en- 
suring  these  controls are in place and  operating effectively, even  by 
simply  distributing reports promptly to  the  appropriate people. 

Because controls  are  designed to minimize errors at  the earliest 
point, primary  controls usually (and appropriately) receive the greatest 
attention. However, undervaluing  the  importance of secondary  controls 
(for  example, by allocating  inadequate human  and computer resources 
to accounting  functions)  can  undermine  the effectiveness of primary 
controls.  The greatest obstacle in properly  applying  tertiary  controls is 
the temptation to use them  to fix blame, rather than  to control  the inci- 
dence  and practical effects of errors. 
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Applicatiol 
1-7 

Practical Bonny:  Some of these  new  procedures  look like they're intended to make  me  look bad! I 

because I don? know what the right  figures  are.  Then  when it's time to put it all 
together,  my  supervisor  brings  all sorts of corrections to me to enter  into the sys- 
tem. I know  she knows they're not all my  fault, but she's  under 50 much  pressure 
that she's  mad  about the mistakes, no matter who made  them. The corrections 
take a long  time  to  fix  and  my  other  work  gets  behind. I haven?  been  here  very 
long  and I want to make a good  impression,  since  Joan is leaving  soon and I 
would like to get  promoted to her job. If I Seem  like I can't  keep  up,  or if I com- 
plain, I won? have  much of a chance for a promotion. I end  up  working  through 
my  lunch  break,  on  my own time, so that I won't  look  lazy  or  incompetent 

7 get a whole  bunch of data to enter, but some of it is wrong. I can't tell it's wrong, 

What  should  Bonny do? 

Bookkeeping Errors 
There  are several types of errors in accounting,  but  this  book deals in 

depth  with  only two, recording  errors,  which  occur  mostly  in  the  book- 
keeping  function,  and  substantive  errors. Recording errors  require  only 
the  amendment of how  an  event was recorded.  Most law firms amend 
records by  following  such  typical  conventions as: 

Correcting  through  the  original  journal (or input  program)  when- 
ever possible. 

Reversing the entire original  entry,  noting  the reversal in  the descrip- 
tion  section, then posting  the  transaction correctly, noting  the correc- 
tion  in  the description  section. 

Using the  original  posting reference number  (journal reference 
number or  check  number),  unless it was incorrect. 

Never simply netting  the  adjustment of incorrect  amounts. 
' Using the original date (the actual date of the transaction) if the  monthly 

records have not been  closed. If the  month is closed, both the reversal and 
correction  usually must be  posted as at  the date  the correction was made. 

In a  pegboard  system  (discussed  in  Chapter  2),  using  parentheses 
"( )", not  a "-".sign, to note  a reversal in  the original column (reverse 
checks in  the check column  and reverse deposits in  the deposit column). 

' In  an  automated system,  using the reversing  sign shown  in  the soft- 
ware manual (usually  a "-" sign  preceding the  amount). 

Substantive  errors  require  action,  not  just  a  change  in  the records, to 
correct  their effects. These  errors  are  dealt  with  in  subsequent  relevant 
chapters. Figure  1-12 illustrates  a reversed and  corrected  entry  in  both 
journal  and ledger. 
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Practical 
Application 

1-8 

FIGURE 1-12 
Journal  Entry 
Correction:  Journal 
and  Ledger 

Violet: I don't  know  how  to  figure  out  what  happened with these  entries.  There 
were  some  wrong  entries.  They  weren't  Bonny's  fault;  she  fixed  them, but 
only sort of. Either  she  or I missed a few  correcting  entries, but because  most 
of the  corrections  are  for  the  same  amount,  and  she  just  entered  the  differ- 
ence  instead  of  reversing  the  original  and  reentering  the  data, I can't  figure 
out  which  entries  still  need to be  corrected. I know she's  had a lot of work 
with  the change in procedures.  Maybe  because  it's  quicker to make  one  en- 
try  than  two,  she  opted  for  the  quickest  way. I guess I need to sit  down  and 
talk to her, but I'm so busy. I  don't  want  to seem  like  I'm  blaming  her  for  the 
original  mistakes, but incorrect  corrections  are  mistakes,  too! 

What  should  Violet do? 

G12-9 
December 19,1998 

Dr. General Bank  Account 1100 23.75 
Cr. Bank  Service Charges 6520  23.75 

To reverse journal entry # G12-6 general bank debit  memo re: exchange  on Canadian check 
on November  17,1998. 

G12-10 
December  19,1998 

Dr. Accounts  Receivable 1200 23.75 
Cr.  General  Bank Account 1100 23.75 

To record general bank debit  memo re: exchange  on Canadian check on November  17,1998. 
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Comprehensive  Exercises 

A. Using the cash method trial  balance  in Figure 1-10 (used to create the 
financial  statements in  Figure 1-3), the accounts  payable  journal in Figure 
1-7, the client  ledger in Figure 1-11, and  the following information,  create 
journal  entries and post them  to  the general  ledger accounts illustrated in 
Figure 1-9, which will then agree  with the financial  statements  in Figures 
1-1 and 1-2. 
1.  When  the firm  signed the lease  for  office  space,  a  deposit of $2,760 

was required as a  security and key deposit and  to secure the signing  in- 
centive of the first  two months’  rent  being free. The  whole  amount 
will be  refunded  providing  that  at  the  end of the lease, there is no  dam- 
age to the premises and all of the keys and electronic access cards are re- 
turned. 

2. Pat Carpenter  supplied  $7,500  worth of personal  furniture  that is now 
used in  the reception  area and coffee room  and is integral to  the prac- 
tice (i.e., if it  were not already  supplied,  it would  have  to  be  bought  in 
any  event). 

must  be paid  every month,  with  optional  payments  at  any  time  in 
$1,000  increments,  providing  that the  loan is  paid  in full  by  October 
31,  1999. 

4. The  accounts receivable at  the  end of December  totaled  $36,579- 
$27,240 is fees, $8,521  is  disbursements, and $818  is  state  tax. 

5.  There is one bad  debt  to  be recorded as illustrated in Figure 6-10. State 
tax  liability  is  reversed  for  recorded  bad  debts, and  the disbursement is 
charged to  the disbursement  recovery  account. 

$1,400, and for the  other staff $3,861. 

all of the above  transactions  are  recorded,  is  $7,793. 

3.  There is a  $10,000  loan  for  computer  equipment, on  which interest 

6 .  At the  end of December,  payroll  taxes withheld for Terry Baker were 

7. The  unbilled  disbursements amount  at  the  end of December, and after 

B. Jay:  There  are  definitely  advantages to  the accrual method,  but all in all, 
cash is better. It’s more objective. A dollar is always  a  dollar. It takes 
less time, and everyone  can  understand  it. 

Mike: Sometimes  other  things  are  important. How can  you  plan  if  you  don’t 
know how  much your  clients  owe  you  or  how  much  you  owe  your 
suppliers? You can  get  a  drastically wrong  impression if you  only 
look at  the  bank  balance.  The  only decision the cash  basis  helps you 
make is how  much  tax  to pay. 

Jay  and Mike both  have  points.  What aspects of law  firm management  are 
most  affected by the differences  between the two  methods?  On  what 
accounting  principle are the two methods least  alike? How does the cash 
method  not reflect the  entity  concept? To illustrate  your  opinions,  use the 
information  in  question A. 
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Businesses require many systems to ensure that  they operate effi- 
ciently. Law firms  have special needs for sound  infrastructure because of 
the rules that govern the legal profession and  the serious professional 
conduct  and liability issues  lawyers  face if their practices are not organ- 
ized properly. 

Case 2-1 Found:  Lawyer  failed  repeatedly  to  perform  services  for  clients. Neither busy 

Ordered:  180-day suspension, and  proof  of  passing  professional  responsibility  ex- 

practice  nor  secretarial  problems  mitigate  misconduct. 

amination  within  one year. 

Lawyers are  personally responsible for the adequacy of the firm’s ac- 
counting  and are  naturally  concerned that all systems function 
smoothly  and produce all necessary records. The  purpose of this  chapter 
is not  to  demonstrate  how  to establish a  suitable system; rather, it  de- 
scribes typical systems to illustrate the ways system components interact 
to promote efficiency. 

In medium-sized and large  firms, the accolrnting department is usually: 

staffed by specialist accounting  personnel, 

= located in a  separate area or areas of the office, and . required to report  directly to  the partners and/or  management  com- 
mittee,  even  though  the staff provide  support to everyone in  the firm. 

Accounting  functions within firms are  increasingly  being  distributed 
to staff members  whose  primary job is not  accounting.  In  this  book, 
these staff members  are  nonetheless referred to as “accounting staff” if 
they perform the accounting  function  under discussion. The  term  “ac- 
counting system” refers to  the people, procedures, communication,  pa- 
per, and  machines  that work collectively to accomplish  accounting tasks 
within  the firm. 

The  primary  information  functions of accounting staff are: . Recording s o m e  data. Accounting staff do  not usually gemrate source data, 
except when their duties overlap with other legal support functions or 
when they are  asked to keep  records of how their own time is spent. . Corlvertirzg data  into  information. . Acting uporz informed decisiorrs of others  through  adequate  instructions. . Processirzg information  into reports. 

Although they seem routine,  nonaccounting staff are  often  unaware of 
how  these steps contribute  to  the major  decisions that guide the  man- 
agement of the firm. 
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Practlcal  George: Sometimes I think the people in accounting  are  working in a  different firm 
Application than I am. I give  them  straightforward  instructions  and  basic  data  and  ask 

get back  either  more  or  less than I want,  and I can‘t  begin  to  figure out 
what is  extra  or  missing.  Scot  wanted to “have a chat”  about  what  the  ac- 
counting  staff  does  with  the  things t send  them,  but  who  has  time? I’m a 
busy  attorney! He starts talking  on  and  on about sticking to accounting 
principles  and  working  with the system. I want  answers,  not an account- 
ing  course. 

2-1 them to do something  simple.  From there  who  knows  what  happens? I 

Assuming  he  knows about George’s  frustrations,  what  should  Scot  do? 

Office Structure 

To some degree, all law  offices conform to a  certain  structure,  partly 
because they are  required to  under  state professional conduct rules, but 
mostly because the accepted  structure is sound  and practical. ABA 
Model  Rule 5.4 illustrates  how  a lawyer’s independence of professional 
judgment  and  actions  must be supported  by  the way in  which  manage- 
ment  and financial  decisions  are  controlled  within the practice. 

RULE 5.4 
Professional  Independence of a Lawyer. 

except  that: 
(a) A lawyer or law  firm  shall not share  legal  fees  with  a  non-lawyer, 

(1) an agreement  by  a  lawyer  with the lawyer’s firm,  partner,  or 
associate  may  provide  for the payment of money,  over  a  reasonable 
period of time  after the lawyer’s death, to the lawyer’s estate  or to 
one or  more  specified  persons; 

(2) a  lawyer  who  purchases the practice of a  deceased,  disabled  or 
disappeared  lawyer  may, pursuant to the provisions of Rule 1.17, pay 
to  the estate  or  other  representative of that lawyer the agreed-upon 
purchase  price;  and 

(3) a  lawyer  or  law  firm  may  include  nonlawyer  employees in a 
compensation or retirement  plan,  even though the plan  is  based in 
whole  or in part on a  profit-sharing  arrangement. 
(b) A lawyer  shall not form  a  partnership  with  a  nonlawyer if any of 

the activities of the partnership  consist of the practice of law. 
(c) A lawyer  shall not permit  a  person  who  recommends,  employs, 

or pays the lawyer to render  legal  services for another to direct  or 
regulate the lawyer’s  professional  judgment in rendering  such  legal 
services. 

TERMS 

ABA Model  Rules  Rules  governing  professional  conduct  promulgated by the 
American Bar Association  and  adopted to some  degree  in  most  states. 
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(d) A lawyer  shall not  practice  with  or  in the form of a professional 

(1) a nonlawyer  owns  any  interest  therein,  except  that  a  fiduci- 
ary  representative of the  estate of a lawyer  may  hold the stock  or in- 
terest of the lawyer  for a  reasonable  time  during  administration; 

corporation  or  association  authorized  to  practice law  for a  profit, if  

(2) a  nonlawyer  is a  corporate  director  or  officer  thereof;  or 
(3) a  nonlawyer  has the right  to  direct  or  control  the  professional 

judgment of a lawyer. 
~~~ 

Case 2-2 Found: Lawyer  practiced law  in  form  of  a professional  association where non- 
lawyers were corporate  officers and directors, failed  to  notify  or  provide 
quarterly  reports  to  state Bar concerning  employment of disbarred  lawyer 
performing  accounting  and  legal-related  services,  and  permitted  disbarred 
lawyer  to  be a signatory  on and to  disburse  funds  from  the  trust  account. 

Ordered:  Disbarment. 

Partners (or other lawyer-owners) are responsible for the  operation 
of the professional practice. In large firms with  many  partners, business 
decisions  are delegated to a management  committee  consisting of part- 
ners  who  vote  on decisions, and senior staff who serve in  an advisory 
capacity. Nonpartner lawyers  (associates) are supervised directly or indi- 
rectly by  the  partners. These lawyers have no management decision- 
making  authority,  although  their  opinions  are  sometimes  sought on 
management issues. Both state rules and  common law decisions regard- 
ing  the responsibilities of partners  and supervisory lawyers are reflected 
in ABA Model Rule 5.1. 

RULE 5.1 
Responsibilities of a  Partner or Supervisory  Lawyer 

(a) A partner  in  a  law  firm  shall  make  reasonable  efforts  to  ensure 
that  the firm  has  in  effect  measures  giving  reasonable  assurance that all 
lawyers  in the firm  conform  to the Rules  of  Professional Conduct. 

(b) A lawyer  having  direct  supervisory  authority  over  another  law- 
yer  shall  make  reasonable  efforts to ensure that the  other  lawyer  con- 
forms  to the Rules  of  Professional Conduct. 

(c) A lawyer  shall  be  responsible  for another lawyer’s violation of 
the Rules  of  Professional Conduct i f  

(1) the lawyer  orders  or,  with  knowledge of the specific  conduct, 
ratifies the conduct  involved;  or 

(2) the lawyer is a partner  in  the law  firm in  which the other 
lawyer  practices,  or  has  direct  supervisory  authority  over the other 
lawyer,  and  knows of the  conduct  at  a  time  when its consequences 
can  be  avoided  or  mitigated  but  fails  to  take  reasonable  remedial  action. 

Paralegals and legal assistants often perform functions similar to  
those of junior associates, except they are not permitted to perform cer- 
tain legal  services for clients and  must  be  diligently supervised directly 
by a  lawyer. 
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Case 2-3 Found:  Lawyer failed to adequately  supervise  lay  personnel,  resulting  in  ne- 
glect of client  matter,  and  must  stand  responsible  for  the  quality of the 
work  done  by  them. 

Ordered: Public  censure. 

Case 2-4 

Legal support staff are  nonlawyer  administrative, legal secretarial, 
and clerical employees who are supervised at  some level by a legal  ad- 
ministrator (or law  office manager).  Support staff roles in law firm man- 
agement  are restricted by professional conduct rules. 

Legal administrators  are necessarily very discerning when  hiring  and 
training employees. References are  thoroughly  checked and office be- 
havior and job performance are monitored for the first few months of 
employment. Hiring people  with the wrong  background and/or skills 
can  have disastrous consequences. 

Found:  Lawyer  failed to exercise minimal care  over  client  trust  accounts; failed  to 
check history  of  employee  or  to dismiss her  after  finding  that she 
had embezzled funds, whereupon  embezzlement  continued, con- 
stituting gross negligence; and  violated  disciplinary  rules  governing cli- 
ent  trust  accounts. 

Ordered:  90-day suspension. 

Management’s relations  with  employees  should be well-defined in 
writing, and all new employees should  be  informed  about: 
rn How policy and procedure directives are  communicated, who has in- 

put  into formulating  them,  and  who is expected to follow them  and 
to  what degree. 

rn Who can  legitimately demand  information  from  whom,  what  type  of 

rn Who is expected to cover whose  duties during  both  planned  and  un- 

People understand  the general  need for supervision and  account- 
ability, but  may not realize that tasks are  organized in a certain way to 
promote efficiency, provide control, or conform  to specific information 
standards. Except in unusual  circumstances,  such as dealing  with  highly 
sensitive  information or investigating impropriety, people who know 
why  they are asked to provide  material to others  in  the  firm are much 
more  cooperative and  thorough. 

information,  when  and  how often, and in  what  depth. 

planned absences. 

TERMS 

legal administrator The senior staff  member in a law  firm who oversees 
organizational, personnel, accounting,  and  support matters; law  office administrator. 
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Practical : Bud:  Heather  wants us to get  the client  bills  done  before the end of the month 
Application so that they  go in this  month's  figures. I can't  see  why  it  matters if it's the 

ference to how  quickly  we're  paid,  really.  She  says  she  needs  "figures for 
management."  What  does  she  mean by that? 

2-2 end of this  month or the  beginning of next  month.  It  won't  make any dif- 

Answer  Bud's  question. 

Administrative  Supervision 
Busy law firms cannot afford to  have  their  partners  and  senior law- 

yers engaged  full  time in  the  administration of the practice and  are 
obliged to delegate some  administrative  duties to senior  nonlawyer  ad- 
ministrators.  Delegation of duties, however, is not delegation  of  respon- 
sibility, as illustrated  in ABA Model Rule 5.3. 

RULE 5.3 
Responsibilities Regarding Nonlawyer Assistants 
With  respect to a  nonlawyer  employed  or  retained  by  or  associated 
with  a lawyer: 

(a)  a  parmer in a law  firm  shall  make  reasonable  efforts to ensure 
that  the firm has  in  effect  measures  giving  reasonable  assurance that 
the person's conduct  is  compatible  with the professional  obligations of 
the lawyer; 

(b) a lawyer having  direct  supervisory  authority  over the nonlawyer 
shall make  reasonable  efforts to ensure that  the person's conduct is 
compatible  with the professional  obligations of the lawyer;  and 

(c)  a  lawyer shall be  responsible  for  conduct of such  a  person that 
would  be a violation of the Rules of Professional  Conduct if engaged in 
by a lawyer  if: 

(1) the lawyer  orders  or,  with the knowledge  of the specific  con- 
duct,  ratifies the conduct  involved;  or 

(2) the lawyer  is a  partner in  the law  firm in which the person  is 
employed,  or  has  direct  supervisory  authority  over the person, and 
knows of the conduct at a  time  when  its  consequences  can  be 
avoided or  mitigated  but  fails to take  reasonable  remedial  action. 

In  medium-sized and large  firms, the  administrator/office  manager 
is responsible  for  such  nonlegal tasks as: . staff meetings  and policy  adherence; 

day-to-day  personnel issues, benefits, and payroll; . vacation  scheduling  and  replacement staff; . choice of suppliers and supplier  relations; 
9 physical plant  and  equipment  maintenance; . records management; 
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. internal  celebrations and receptions; and . advertising and promotional activities. 
In  small firms, the managing or senior  partner typically shares  these re- 
sponsibilities with the bookkeeper and a  senior secretary or paralegal. 

Where  the  administrator is also the  accounting supervisor, there  are 
special control concerns because both positions confer considerable access 
to assets and information.  When  the  bulk of senior  administrative tasks 
are  performed  by one busy person,  there is a  natural  tendency  toward 
expediency  rather than  thoroughness.  The  temptation  to bypass proce- 
dures can be curbed through  additional  reporting practices, including: . A structured  routine for reporting to  the administrative  partner. . A designated  partner who approves  payment of overhead  expenses. 

Use of an external payroll service, with  the records reviewed by  a des- 

. Periodic review of accounting procedures and task structure by the ex- 

rn Approval of suppliers by a  designated  partner. 
m Annual  inventory of physical assets. 

Budget guidelines for operating costs. 

Cross-training all administrative and senior  accounting  functions 
with  at least one  other person who  has access to  the records for that 
function. 

ignated  partner. 

ternal  accountant. 

Periodic review of the general ledger detail by the  accounting  firm. 

The best universal  control over any  administrative  position is a set 
of policies that is clearly communicated to everyone  in the office and, 
most  importantly, has the visible support of the  partners  and manage- 
ment  committee. 

Case 2-5 Found: Lawyer  failed to adequately supervise employee. Lower court  found: 

[Ulpon  the  recommendation of one  of  his  clients,  [lawyer]  hired  [em- 
ployee] . . . as a secretary.  Subsequent to her  hiring,  [employee]  was  given in- 
creasing  responsibilities,  resulting in her  position in the  nature  of  an  office 
manager.  She  had  the  responsibility to see that  the  pleadings  were  prepared 
from  [lawyer's]  dictation,  the cases properly  filed,  dates  properly  calendared, 
the  keeping of the  financial  books  and  records,  and  authority to sign  checks 
from  the  office  account  and  clients'  trust  account. 

There  came a time  while in the  employment  of  [lawyer]  that  [employee] 
failed to prepare  the  necessary  pleadings,  documents  or  papers  required to 
be  done. As she got increasingly  behind,  she  would  remove  the files and not 
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calendar  them,  preventing  the  lack  of  progress on those  files  from  coming 
to the  attention of  [lawyer].  In  order  to  cover  her  inactivity  on  these  files, 
[employee]  then  started  going  through  all of the  office  mail,  removing 
any letters that had  reference to  the  work  that  had not been  done.  She 
also  removed  any  phone  messages  and  intercepted calls to [lawyer].  She 
made  excuses  or  misrepresentations as to why  the  work  had  not  been 
done in some  instances  and  falsely  represented that  the  work  had  been 
done in others.  Checks  received  from  clients  were not deposited  in  the 
appropriate  account,  and  from  the  exhibits it would  appear  that  un- 
authorized  checks  were  drawn  by  [employee]  for  improper  purposes. She 
further  intercepted  letters  from  the  Attorney  Grievance  Commission. 

From  the  testimony  presented,  there is no evidence that Respondent, 
[lawyer],  was  aware of any  of  the  activities  of  [employee] until the  time  of 
her termination. . . .I’ 

Ordered:  30-day  suspension. 

Records Administration 
The records of a law firm include: . Client  folders and  other collections of records pertaining to  the legal 

aspects of the firm’s representation. Separate  folders may contain corre- 
spondence,  pleadings, case  law, and client bills and trust  statements. . Firm accounting records containing both client accounting  information 
and  the firm’s general operating financial and management information. . Personnel records for each  partner and employee  including basic per- 
sonal  information,  dates of salary and performance reviews, salary in- 
creases, and behavior and  attitude evaluations. . Administrative files relating to partnership  agreements, office  leases 
and janitorial  contracts, equipment leases or  purchases and service 
contracts,  firm-owned vehicles, and  other assets and contracts. . Central  calendar  and/or bringforward records that are  used to  en- 
sure that  important client-related  dates  are not  forgotten. Individual 
client limitation dates, use of the firm’s meeting rooms, staff vaca- 
tion schedules, and firm-sponsored  receptions and  community activi- 
ties are registered either in a central  calendar at  the  main reception 
desk or in  an  automated  calendaring system. 

. -. ....- 
bring-forward Record a future date for attention  to  a specific matter, usually a 
client-related matter; diarize. 
limitation date A date  that limits or  restricts when an action can be  taken-for 
example, the date by which  a lawsuit  must  be initiated. 
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Along  with the  central calendar, each secretary and lawyer also keep 
calendars  and/or  appointment books as detailed reminders of more rou- 
tine  appointments  and  deadlines. 

Case 2 4  Found:  Lawyer  grossly  negligent in  permitting circumstances to exist by  which  em- 
ployee not  authorized  to  practice  could  sign  lawyer‘s  name to legal  docu- 
ments  and grossly negligent in failing to establish  any internal 
calendaring system to record  deadlines with regard to limitations  and  In 
failing to reveal  to  client that statute  of  limitations  had  run  on  claim. 

Ordered:  Three-month  suspension. 

The firm’s archives provide  a secure place to  store  information  that 
is no longer required in  the  main filing area but  must be kept for some 
time  pursuant  to  regulation, professional accountability  requirements, 
or firm policy. Properly maintained archives store  information so that it 
can  be easily retrieved Unfortunately,  archiving  procedures  can  become 
biased strongly  toward ease of getting rid of papers rather  than of find- 
ing  them again if and  when necessary. 

Most accounting records are stored by fiscal year after the  financial 
statements  have  been  prepared. Access to  accounting material and  other 
sensitive firm records such as personnel files and partners’ banking re- 
cords  should be restricted to partners  and  one senior staff member. With 
automated systems, the  accounting  information is backed up  and per- 
manently stored on electronic  media on a separate schedule  from  the 
firm’s other  data. 

When  storing  client file material, firms use a cross-index system so 
that misfiled information is  easier to  find. A simple  cataloging  system is 
a pair of index cards prepared for each closed  file. One set of cards is ar- 
ranged alphabetically by client name  and  the  other numerically by  file 
number. If the  number is recorded inaccurately, the file can  be located 
through  the alphabetical set. 

Proper archiving registers save time  when files are scheduled to be 
destroyed. If an  external records management  company is used,  it is eas- 
ier and less costly to request that files be destroyed if they are all in  one 
area or box. Larger firms that decide their  volume of material cannot be 
stored cost-effectively for very long microfilm the material and  destroy 
all the paper after a  shorter  retention  period. 

Increasingly, firms consider adherence to  environmental policies a 
priority  and insist that all waste paper be sorted and collected by a recy- 
cling  company. If the paper contains  confidential  client  and/or firm in- 
formation, as most  paper  in  a law  office does, it is shredded before 
leaving the office. 
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’Practical  Wade: I must  say,  law  firms  generate a lot of paper.  When I was  with an engi- 
Application. neering f i r m ,  we  had  twice the staff  and a quarter of the  paper. And  it’s 

betically in each  month  the firm closed  files.  The  receptionist  was sup 
posed to keep  track of where  they  were,  but  she  was  European  and  not 
used to  putting  the  month  number  before  the  day  number, so she  got  it 
mixed  up  sometimes.  Here I was  wondering  why  she thought  there were 
15 months in a year!  There  is  no  cross-index,  and  sometimes the  plaintiffs 
name  is  used  for a file  when  we  were  actually  representing  the  insurance 
company.  Working  with  engineers  is  much  easier. 

2-3 hard to find  these  files I‘m supposed  to  retrieve.  They  were  filed  alpha- 

What are  some  of  the  faults of the archiving  system?  What  should  be  changed? 

Client-Lawyer  Relations  and the Firm 

The relationship between client and lawyer is a fiduciary  relationship, 
meaning that the client places a high degree of confidence and trust in  the 
lawyer’s abilities and ethics. Lawyers in turn are required to be loyal and 
honest  with clients, place their clients’  interests above their own, and be 
diligent in their clients’  interests, as  stated in ABA Model  Rule 1.3. 

RULE 1.3 
Diligence 
A lawyer  shall  act  with  reasonable  diligence and promptness in repre- 
senting  a  client. 

Conflicts of Interest 
Before accepting a file, the firm must be certain that the client’s work 

will not present a conflict of interest, that is, that it will not conflict with 
the interests of the firm or its other clients. Conflict  search systems are 
used in firms that may handle either side in a particular  field of practice to 
ensure that a new client matter does not conflict with an existing file or a 
lawyer’s personal  business, as illustrated in ABA Model  Rule 1.7. 

. -. ...... 
fiduciary  relationship? A relationship  between  two  persons  in  which  one is 
obligated  to act with the  utmost  good  faith,  honesty,  and  loyalty  on behalf of the 
other. 
conflict of interest? The  existence  of a  variance  between  the  interests of the  parties 
in  a  fiduciary  relationship. 
conflict  search The  investigation  in a law firm’s  records to ensure that the  interests 
of a  client will not  present a conflict of interest for the  firm. 
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RULE 1 .7  
Conflict oflnterest:  General  Rule 

client  will  be  directly  adverse to  another client,  unless: 
(a) A lawyer  shall not represent  a  client if the representation of that 

(1) the lawyer  reasonably  believes the representation  will not ad- 

(2) each  client  consents after consultation. 
versely  affect the relationship  with the  other  client;  and 

(b) A lawyer  shall not represent  a  client if the representation of that 
client may  be materially  limited by the lawyer’s responsibilities to  another 
client  or to  a third  person, or by the lawyer’s own interests, unless: 

(1) the lawyer  reasonably  believes the representation  will not be 
adversely  affected; and 

(2) the client  consents after consultation.  When  representation of 
multiple  clients  in  a  single  matter is undertaken, the consultation 
shall  include  explanation of the  implications of the  common repre- 
sentation  and  the  advantages  and risks involved. 

Often  the system is a card index  with  a card for each client and  a card 
for each opposittg party, along  with  the file references. Large multifield 
firms have  a special need for this procedure because they  handle so 
many files, but  it is often  incorporated into  an  automated system. A po- 
tential conflict that is often overlooked in  corporate  litigation is the pos- 
sibility of conflicting  interests  between clients and  the firm’s suppliers, 
bankers, and  other business connections. Any  staff member  who  identi- 
fies a conflict should report it  immediately  to  a lawyer or supervisor. 

Case 2-7 Found: Lawyer repeatedly  violated responsibilities to clients by placing per- 
sonal interests  first, improperly keeping records, improperly using trust 
account,  and commingling trust  and business expenses. 

Ordered: One-year suspension. 

Ensuring  a lack of conflict of interest is not  the same as supporting  a 
client to  an unreasonable degree. In fact, there are restrictions on the 
types of assistance that lawyers may provide to clients, as  discussed in 
Chapter 4. Just as a lawyer may  not place unreasonable  terms in a fee 
agreement (discussed in  Chapter 5),  a  client  may  not  make  extreme  de- 
mands on the resources of the lawyer. 

~~ 

Case 2-8 Found: Lawyer who  properly refused to lend money to client, whereupon cli- 
ent discharged  lawyer,  was  unjustly  discharged and not  in breach of 
employment contract. 

Ordered: Fees to discharged lawyer on  quantum meruit  basis. 
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Practical . Dawn: Ms. Pepper  is a nice  client,  but I don't  know if I should  do  what  she's  asking. 
Application' Her  doctor  bills  are  adding  up  and  she  won't get her  malpractice  settlement 

long  as  we  guarantee that he  will get paid  from  the  settlement.  She  wants 
me,  as Ms. Lane's  secretary,  to  tell the  doctor  we  can  do  that. But Ms. Lane 
says  she  isn't  sure  there  will  be  much  money  left  after  our  bill  is  paid. 
Ms. Pepper  says  that  lawyers  should  be  more  generous and agree  to  be paid 
last, instead  of first like  it  says in the  fee  agreement. Ms. Pepper  is  telling  me 
that Ms. Lane  isn't  very  professional  or kind, but I'm sure this  isn't  true. 

How  reasonable  is Ms. Pepper's  request?  How  reasonable  is Ms. Lane's  proposal? 
Write a brief  summary  of the related  rules in your state. Research the  terms barratry 
and champerty and discuss  how  each  is  related to this  example.  Would  it  make a dif- 
ference if Ms. Lane  was  convinced that  the  settlement  amount would  be  more than 
enough to cover  both the firm's bill and Ms. Pepper's  doctor's  bills? 

2-4 for  some  time yet She  says  her  doctor  doesn't mind waiting  for a while,  as 

Confidentiality 
The  principle of confidentiality of client  information  explained  in 

ABA Rule 1.6 also  extends to nonlawyer staff. No law office personnel 
should discuss a client's affairs outside the firm,  even  after the client's 
file has  been  concluded.  Confidentiality  also  applies  to  situations  in 
which a lawyer provides  only  a free initial  consultation,  after  which  the 
client decides not  to  continue  with  the matter. 

RULE 1.6 
Confidentiality of Information 

a) A lawyer shall not reveal information  relating to representation of 
a  client  unless the client  consents  after  consultation,  except for  disclo- 
sures that are  impliedly  authorized  in  order to carry  out the repre- 
sentation, and except  as  stated in paragr;:ph @). 

@) A lawyer  may  reveal such  information to the extent the lawyer 
reasonably  believes  necessary: 

(1) to prevent the client  from  committing  a  criminal  act that the 
lawyer  believes  is  likely to result in imminent  death  or  substantial 
bodily  harm;  or 

(2) to establish  a  claim  or  defense on behalf of the lawyer in a 
controversy  between the lawyer  and the client, to establish  a  defense 
to a  criminal  charge  or  civil  claim  against the lawyer  based  upon 
conduct  in  which the client was involved,  or to respond to allega- 
tions in any  proceeding  concerning the lawyer's representation of 
the client. 
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. . /  

Practlcal Chester: I’m dying to know  what  will  happen  on the Bridges  divorce  case. Mr. Bridges 
Applicatlon  was my  high  school  basketball  coach,  and I still  remember the Monday  he 

his  wife  gave it to him. Maybe 1‘11 stay  late  and  peek in his wife‘s  file. I won‘t 
tell  anyone,  of  course.  It’s  just to satisfy my own  curiosity. 

Discuss  Chester’s  plan.  Does it make  a  difference if Chester  is a lawyer?  Paralegal? 
Clerical staff? Legal  administrator? 

2-5 came in with a black  eye.  He said it  was  from  some  game, but the  rumor  was 

Advertising and Promotion 
While  both lawyers and  nonlawyers  must be extremely careful re- 

garding  statements  made  outside  the office about  confidential  client  in- 
formation  (including  making  a  response to  someone else’s statements), 
they  must also be cautious in  making  statements  about  the firm. Repre- 
sentations  concerning  the  quality of the firm’s services and expected 
outcomes are  limited by state  regulations  corresponding to ABA Model 
Rule 7.1. 

RULE 7.1 
Communications Concerning a Lawyer’s  Services 
A lawyer  shall not make  a  false or  misleading  communication  about the 
lawyer or the lawyer’s  services. A communication  is  false  or  misleading 
if it: 

(a)  contains  a  material  misrepresentation of fact  or law, or  omits  a 
fact  necessary to make the statement  considered  as  a  whole not materi- 
ally  misleading; 

(b) is  likely to  create an unjustified  expectation  about  results the law- 
yer  can  achieve,  or  states or  implies that the lawyer  can  achieve  results 
by  means that violate the Rules  of  Professional  Conduct or  other law; 
or 

(c)  compares the lawyer‘s  services  with other lawyers’  services,  unless 
the comparison  can  be  factually  substantiated. 
Media  advertising  is  also  a  sensitive issue in some  situations  and is 

limited by the provisions of ABA Model Rule 7.2. 

RULE 7.2 
Advertising 

(a)  Subject to  the requirements of Rules 7.1 and 7.3, a  lawyer  may  ad- 
vertise  services  through  public  media,  such  as  a  telephone  directory,  le- 
gal  directory,  newspaper  or  other  periodical,  outdoor  advertising,  radio 
or  television,  or  through  written or recorded  communication. 

(b) A copy  or  recording of an advertisement  or  written  communica- 
tion shall  be  kept for two  years  after  its  last  dissemination  along  with  a 
record of when  and  where it was  used. 

(c) A lawyer shall not give anything of value to a  person for recom- 
mending the lawyer’s  services,  except that a  lawyer  may 

(1) pay the reasonable  costs of advertising or written  communica- 
tion permitted  by  this Rule; 
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(2) pay the usual  charges of a not-for-profit  lawyer  referral  service 

(3) pay for  a law practice in  accordance  with Rule 1.17 .  
or legal  service  organization; and 

(d) Any communication  made  pursuant  to  this  rule  shall  include  the 

Firms are usually wise not  to  quote fees or other  information  that  might 
become  obsolete during  the  time period the advertising  material is ex- 
pected to be applicable. 

name of at least one lawyer  responsible  for its  content. 

Case 2-9 Found: Lawyer employed nonlawyer as president of legal  clinic and published 
false and misleading advertisements, indicating that a change of name 
would be perfected for a  fee of $75 plus costs, and in fact  charging client 
$1 00 in fees and $44 in costs; lawyer advertised that clinic would provide 
free  initial  consultation  and charged client $35 for a five-minute consultation. 

Ordered: Public reprimand; lawyer to make restitution and pass ethics portion of 
state Bar Examination  within one year. 

Even direct  contact  with prospective clients is restricted in  many ju- 
risdictions through regulation similar to ABA Model Rule 7.3. 

RULE 7.3 
Direct Contact with Prospective Clients 

(a) A lawyer  shall not by in-person or live telephone  contact solicit 
professional employment  from a prospective  client  with  whom the law- 
yer  has no family or prior  professional  relationship when a significant 
motive  for the lawyer’s doing so is the lawyer’s pecuniary  gain. 

(b) A lawyer  shall not solicit  professional employment  from a pro- 
spective  client by  written  or recorded communication  or by in-person 
or  telephone  contact  even  when  not  otherwise  prohibited  by  paragraph 
(a), i f  

(1) the prospective  client  has  made  known to  the lawyer a desire 

(2) the solicitation  involves  coercion,  duress  or  harassment. 
not  to  be solicited  by the lawyer;  or 

(c) Every written or  recorded communication  from a lawyer  soliciting 
professional employment from  a  prospective  client  known to be  in 
need of legal  services in a particular  matter, and  with  whom  the lawyer 
has no family  or  prior  professional  relationship,  shall include  the words 
“Advertising  Material” on  the  outside  envelope  and  at  the  beginning 
and  ending of any recorded communication. 

(d)  Notwithstanding  the  prohibitions  in  paragraph (a), a lawyer may 
participate  with a prepaid or  group legal service  plan  operated  by an or- 
ganization not  owned or directed by the lawyer which uses  in-person  or 
telephone  contact  to solicit  memberships  or  subscriptions  for the plan 
from persons who are not  known  to  need legal services in a particular 
matter covered by the  plan. 

Large urban firms and small suburban firms usually engage in gem 
eral practice, meaning  that  they  handle  many types of client  matters. 
Small urban  firms  tend to have practices restricted to a few related fields, 
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such  as  personal  injury  or  family law.  Figure 2-1 illustrates a number  of 
related  fields of practice. 
A firm’s  latitude in communicating  i ts   major or preferred field of prac- 
tice (type of legal  work)  is  limited by state  regulations  similar to ABA 
Model  Rule 7.4. 

RULE 7.4 
Communication of Fields of Practice 

A lawyer  may communicate  the fact that  the lawyer  does or  does  not 
practice  in  particular fields of law. A lawyer  shall not  state or imply that 
the lawyer  is  a  specialist  except as follows: 

(a)  a  lawyer admitted  to  engage  in  patent practice  before the United 
States  Patent and Trademark  Office may use the  designation  “Patent At- 
torney’]  or  a  substantially  similar  designation; 

@) a lawyer engaged in Admiralty practice  may  use the designation “Ad- 
miralty]”  “Proctor in Admiralty” or a  substantially  similar  designation; and 

(c) [for  jurisdictions  where  there is a  regulatory  authority  granting 
certification  or  approving  organizations  that  grant certification]  a  law- 
yer may  communicate  the fact that  the lawyer has  been certified  as  a 
specialist in  a field of law by  a named  organization  or  authority  but 
only if: 

(1) such  certification is  granted  by the  appropriate regulatory 
authority  or by an organization  which  has  been  approved by the  ap- 
propriate  regulatory authority  to  grant  such  certification;  or 

(2)  such  certification  is  granted by  an organization that has not 
yet been  approved by, or  has  been  denied  the  approval available 
from, the  appropriate  regulatory  authority,  and  the  absence  or  denial 
of approval is clearly  stated in  the  communicaiton,  and  in  any ad- 
vertising  subject to Rule 7.2, such  statement  appears  in  the  same 
sentence  that  communicates  the certification. 

(c) [for  jurisdictions  where  there is no procedure  either  for  certification 
of specialties or for  approval of organizations  granting certification]  a 
lawyer may  communicate  the fact that  the lawyer  has been certified as 
a  specialist in  a field of law by  a named  organization, provided that  the 
communication clearly  states that  there is no procedure  in  this jurisdic- 
tion for  approving  certifying  organizations. 

The structure   and  ident i ty  of the firm  must  be  clear  to the general 
public.  Firms  may  not  use a n a m e  or other  label  that  misrepresents  or 
misleads the public,  as  confirmed  in ABA Model  Rule 7.5. 

RULE 7.5 
F i r m  Names  and Letterheads 

(a) A lawyer  shall not use  a  firm name,  letterhead  or  other profes- 
sional  designation  that  violates Rule 7.1 A trade  name  may  be used  by  a 
lawyer in  private practice if it does not imply  a  connection  with  a gov- 
ernment agency or  with  a  public  or  charitable legal  services  organiza- 
tion  and is not otherwise in violation of Rule 7.1. 

TERMS 

field of  practice A classification of an area of legal  service. 
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~~ 

Fields of Practice 

CONTRACT 
10 Personal  Contract-General 
11 Personal  Contract-Plaintiff 
12 Personal  Contract-Defense 
14 Commercial  Contract-General 
15  Commercial Contract-Plaintiff 
16 Commercial  Contract-Defense 
18 Builders’ Lien 
19 Collection 

TORT 
20 General Tort-Claims 
21  Personal Injury-Claims 
22 Professional Malpractice-Claims 
23 Product Liability-Claims 
25  General Tort-Defense 
26  Personal Injury-Defense 
27  Professional Malpractice-Defense 
28  Product Liability-Defense 

INSOLVENCY 
3 1 Bankruptcy 
32 Receivership 
33 Creditors  Claims 

ADMINISTRATIVE 
35  General  Administrative 
36 Professional Bodies 
37 Workers’ Compensation 
38 Employment  Standards 

FAMILY 
40 General  Family 
41 Divorce 
42  Division of Assets 
43  Custody 
44 Maintenance 
49 Family-Appointed 

LABOR 
50 General  Labor 
51 Grievance 
52  Negotiation 
53 Arbitration 
54  Mediation 

IMMIGRATION 
56 General  Immigration 
57 Refugee 
59  Immigration-Appointed 

CRIMINAL 
60  General  Criminal 
61  Impaired 
62 Motor Vehicle Offenses 
63  Summary  Conviction 
64  Indictable 
69  Criminal-Appointed 

CORPORATE 
70 General  Corporate 
71  Incorporation 
72  Corporate  Records 
73 Securities 
74 MergerIAcquisition 

REAL PROPERTY 
76 Transfer-Residential 
77 Transfer-Commercial 
78  Mortgage 
79 Development 

TAXATION 
80 General  Taxation 
81 Income 
82 Excise 
83 Sales and Use 

WILLS  AND  ESTATES 
85 Wills 
86 Trusts 
87 Estate  Administration 

FIGURE 2-1 Fields of Practice 
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(b) A law  firm  with  offices in more than  one jurisdiction  may  use the 
same  name in each  jurisdiction, but identification of the lawyers in  an 
office of the firm  shall  indicate the jurisdictional  limitations on those 
not licensed to practice in the jurisdiction  where the office  is  located. 

(c)  The name of a  lawyer holding  a  public  office  shall not be used in 
the name of a  law  firm,  or in communications on its behalf,  during any 
substantial  period in which the lawyer is not actively and regularly 
practicing  with the firm. 

(d) Lawyers  may state  or  imply that they  practice in a  partnership  or 
other  organization  only  when that is the fact. 

Case 2-1 0 

W,W” 

Practical 
Application 

2-6 

Found:  Lawyer practiced  under  name of partnership  after  former partner re- 
linquished  ownership  Interest  and  arranged  for  third  party  to  provide 
loans to client. 

Ordered:  Public  remand. 

Clint:  Why  should  it  matter to a potential  client  whether our firm is a  partner- 
ship  or a sole  practitioner  with  several  lawyers  as  employees?  And  why 
would  they  care  whether  the firm is a corporation  or  not? As long  as the 
work  is done  competently  and  diligently,  who  could  complain? 

Answer  Clint‘s  questions. 

Client File  Systems 

Accounting systems serve a  central  function  in  many  parts of client 
file control,  even  though  the  people  responsible for the systems  may 
never look at  a  client folder.  Lists of open  and closed  files, compiled using 
various  criteria, are often  generated  directly  from the  accounting system. 

A client file is an  abstraction,  a  convenient way to  divide  a  complex 
set of information  into  manageable  components. Some firms open (es- 
tablish) files for every small component of a client’s matter, and  others 
only  open  one file for each  client regardless of how  many legal matters 
(issues) the firm handles for that  client. 

TERMS 

client  file A specific  matter  undertaken by a lawyer  on  behalf  of a  client  (not a file 
folder). 
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Practical ’ Ivy: Rose  gave  me a file  opening  form for her  new motor vehicle  personal  in- 
’ Application  jury  client. For the conflict search,  she has put down  the name of the 

driver’s  name is or  who  actually  owns the car. I guess 1‘11 need to check 
the  conflicts  again  when she  gets  those  names. 

What  should Rose and  Ivy find out as soon as possible?  Who  should  be  responsible 
for this?  What  are  the  possible  problems? 

2-7 other driver’s  insurance  company  because  she’s not sure  what the  other 

Opening  Client Files 
When  a  client secures the firm’s services, a  client file is opened  and  a 

responsible  lawyer,  who  has  primary  conduct of the file and approves 
all  large  transactions, is  assigned to  it.  The  responsible  lawyer  also 
negotiates  the fee agreement  with  the  client  and  determines  whether 
the  client  must  provide  a fee advance  to be held  in  trust by the firm as 
security  against  future bills. In  some firms, only  partners are  permitted 
to  have  primary  conduct of a file,  or if an associate  has  conduct, a  part- 
ner  must  approve  the firm’s commitment  to  the file. 

Sometimes no formal file is opened,  even  though  the lawyer per- 
forms  a service for the  client,  such as notarizing  a  document or  provid- 
ing  a brief opinion.  Many firms record the  accounting  transactions for 
these  matters  under  a  “miscellaneous” file. This is a weak system be- 
cause  there is usually no conflict-checking ability. 

Several files may be opened for one  client if a  number of separate 
matters  are  handled  by  the  firm.  These  are  given  identifying tags, such 
as a  unique file number,  a file extension,  or  a  short  matter  description. 
In  firms that  do  not  have file numbering systems, the files are  referred 
to by name,  and by matter if the  client has  more than  one file.  File 
numbers are assigned consecutively  or by using  a  more  complicated 
character  string  including  letters,  periods,  and  dashes, as illustrated  in 
Figure 2-2. 

Those  who  design file numbering systems  may be  tempted  to  intro- 
duce  too  much significance into  a  rather  short  character  string,  which 
causes numerous problems: . If some of the  characters are not  on  the calculator  pad of enhanced 

rn Nonconsecutive  numbers give no information as to  the relative age of 
keyboards, data  entry usually takes longer. 

the file and  do  not  help  in  identifymg missing file numbers. 

TERMS 

responsible  lawyer The lawyer in a law firm who has primary  contact with the 
client and primary  responsibility for the conduct of a client’s matter. 
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FIGURE 2-2 
Client File 
Numbering  Systems 

EXAMPLES OF CLIENT FILE NUMBERING SYSTEMS 

123 simple  numeric  sequence,  each file number is unique 

123.1 first  file  for this client, all clients have unique  numbers and 
the file extension is simply the  nth file in the firm for  each 
client 

123.01 “01” is the area of practice, all file numbers  are  unique 

Dl23 initial of client’s last name, or the business name begins 
with  “D”;  number may or may not be unique 

97-123  123rd  client file in  1997 for the firm, or the  number  may 
be  unique,  and  the  “97” is simply for reference 

6-123  123rd  client for lawyer number 6, or the file number  may 
be unique,  and “6” is simply for reference 

1234.4 first four  digits  are unique for each file, and  the  extension 
is the check  digit. 

. Putting too  much meaning into  the numbering  system  complicates  reas- 
signing a different  number to the file if the original one was inappropriate. . Consecutive numbers are unique  (names  and  other  complicated  com- 
binations may not be) and  remain  constant, even if other  client  or 
lawyer information  changes. . Incorporating  alphabetic  characters  encourages reliance upon  change- 
able or ambiguous  information. If there are several clients on a file, 
which  name is listed first is often  an arbitrary  decision, and locating 
the file number is more difficult. . Modern  accounting software usually provides more  appropriate fields 
for data-such as responsible lawyer, field of practice, “alpha-sort” or- 
der, and  date opened-that enhance  reporting capabilities. 

Although  consecutive  numbers  may be the easiest  characters to 
use  as  references  in  automated  word  processing  and  accounting sys- 
tems,  care  should be used when  setting  up  the  system. For example, 
the  character  string  denoting  the  client file should  never parallel any 
other  character  string used to  denote  such  accounting  information as 
general  ledger  account  numbers,  check  numbers,  or  journal  numbers. 
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Check digits are used where possible to ensure that each  client file 
number is at least two digits different from any  other number. Some 
automated systems limit  the character  type or field  size, so this is not al- 
ways  possible. Check digits are calculated as  follows: 

Start from right. 
Double first and every other digit. 
Keep other  numbers  the same. 
Add new digits, keeping double digits as 1 + 17. 
Subtract from  next  highest  ten. 

E.g.: 1 6 6 5 7 
2 + 6 + 1 + 2 + 5 + 1 + 4 = 2 1  

Subtract from 30 = 9 

Use of a standard file opening form,  such as the  one illustrated in 
Figure 2-3, ensures that all pertinent  information  needed for internal 
administration of the file  is supplied as soon as  possible. The minimum 
information required is: . file number,  where file numbers are used; . client’s name, address, telephone  number  (including work number if 

necessary), fax number, and  contact name; 

rn subject matter  (often called the “re: line”)  and  opposing party  name; . lawyer responsible for the file and  any lawyers who have  secondary 
responsibilities; . date  the file  was opened  (when work on  it began); . notation of any special tax  treatment; 
billing limits specified in a fee agreement; and 

person who performed the conflict  check and  other duties,  such as 
typing  client  index cards and  adding  the file to supplementary lists. 

Other  common entries in  automated systems include: 

notation of a limitation  date (used with an integrated  diary system), . estimated fee value of the file  (for the firm’s budgeting process), . name of any referring lawyer (one  who  brought  the client to  the firm 

. field of practice (for  statistics and marketing programs), and . special billing information  such as frequency  or  whether the client 

but is not  handling  the case), 

should be charged interest on overdue bills. 

TERMS 

check  digit A single digit added at the end of a numeric sequence to ensure that all 
numeric sequences are at least two digits different. 
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FIGURE 2-3 
Client  File  Opening 
Form 

Carpenter & Cook 
CLIENT FILE OPENING FORM 

prepared by: C W on: Oct. 9,  1998 

FILE NUMBER: 2409.1 CLIENT NAME United Inveshnent COT. 

DATE  OPENED: Oct. 10,1998 R E  Acquisition: Cross Town Towing 

DAYTIME  PHONE: 486-1204 CLIENT  ADDRESS: 

FAX: 488-791 7 Street: 1798 14th  Ave. 

State: ST Zip Code: loo02 

OTHER NUMBER page 691-1700 City: Seaside 

CONTACT: Ms. Ivy Cantor 

RESPONSIBLE  LAWYER S.C. 

SPECIAL  BILLING  INFORMATION. 
Use premium rate  for L M and S C, 
standard for all other; paralegal time 
not billable, but TASK should be 
recorded. 

FIELD  OF  PRACTICE: 74 

LIMITATION DATE N/A 

FIRST  B/F: Jan. 12,  1999 

CALENDARED: L S  

CONFLICT  CHECKED B Y  C W 

ESTIMATED  FEES: $15,000 BILLING  LIMITS: L.M. limit is $5,oo0 

SPECIAL  INSTRUCTIONS: REFERRING  LAWYER: L.M. 

The  original of the form is kept in  the main folder of the file, with  cop- 
ies kept in  the  accounting department’s  binders and  in a master binder 
in  the reception  or  central filing area. In  automated systems, a printout 
verifying the accuracy of the  input is produced and  attached to the 
opening form. This is  especially important if the  accounting records are 
used for conflict searches because misspellings and nonstandard abbre- 
viations may  compromise the accuracy of the check. 

In  firms that  handle a large variety of files involving  companies and 
individuals, a file opening list naming all involved parties should be  cir- 
culated at least  weekly so that lawyers and staff can identify  potential 
conflicts. 
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When  a lawyer leaves a  firm, the files that will remain with the firm 
must be reassigned to  ensure  that  there is  always a lawyer who is respon- 
sible to.the  client. 

m.-?% 
Practical Mike: I think we  need to have a client file numbering  system that reflects  the  field  of 

Appltcation practice  for  each  file.  Probably  the first two digits  should be the  field  of  prac- 
2-8 tice, the  next  four  indicate  the  client,  the  seventh  and  eighth  should  be  the 

responsible  lawyer‘s  initials,  and  the last should  be a check  digit. 
Penny:  How will the  ledger  cards  be  filed then? It’s best to  put the lawyer‘s initials 

first so that each  lawyer  or  secretary will only have to look through  the 
ledger  cards for  their  own files to find  the one  they  want. 

Frank  Everyone  knows  their  clients  best by  their names.  The  best  and  simplest 
system is to file ledger  cards by the  client surname or  by  the  corporate 
name. 

Mike:  But  what if there is more  than  one  client  on a file? They  may  have differ- 
ent surnames. 

Penny:  We could  just  always put the name  of the  oldest  client first. 
Frank  Are you going to ask a couple  which  one  of  them is oldest? 

Client file systems  have  advantages  and  disadvantages. What are  some  pros  and 
cons  of the above  suggestions? 

Maintaining  Client File Information 
Most secretaries maintain  the  client folders  themselves and  arrange 

active file folders  near  their  work  areas  using some system other  than 
numeric,  such as alphabetically by client  name,  grouped  by field of prac- 
tice,  or  ordered  by  bring-forward  date.  The  accounting staff rarely need 
to refer to  these folders, but  when  they  do,  the secretary is asked to pro- 
duce  a specific document or piece of information.  Not  only is it usually 
considered  discourteous for accounting staff to simply  remove  or rear- 
range  active file folders, but information is likely to be refiled improp- 
erly  or  lost. 

Basic client  information that accounting staff need  includes  changes 
in  telephone  numbers  and addresses and  the  court registry  (docket) 
number  once  an  action has been filed. All changes are documented, 
dated,  and filed in logical  sequence  once  the  changes  have  been re- 
corded  where  needed. A special change-of-information  form,  or  simply  a 
file opening  form  marked  “change,” specifies the file  identity  and only 
the  information  to be changed. 

People find  making small  changes to client  information  tedious 
even  though  they recognize the value of current  information.  One way 
to  encourage  people to report  changes is to provide special colored 
forms, the presence of which  reminds  people that corrections  are  impor- 
tant. Verbal instructions  to  change  client  information are less desirable 
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because they are difficult to verify, trace, and  distribute  to all necessary 
staff, whereas  forms  are easy to  photocopy  and file in  the  permanent 
places needed. Firms that wish to  minimize  paper usage design a form to 
be passed along to all necessary staff (such as those responsible for index 
card files and  other  supplementary lists) in sequence,  with a space for 
the initials of each  person  who  has  dealt  with  the  change. As with all 
tasks that require  controls to work properly, responsibilities within  the 
office should be  clear and, where necessary, subject to the responsible 
lawyer’s approval. 

Closing  Client Files 
The file closing process is one of the  most  important  administrative 

systems in law offices. Adequate file closing  procedures help firms: . avoid misplaced information, . reduce storage  expense, and . identify  documents  and material that  should be returned to  the client 

Secretaries like to close files because it clears their work areas and re- 
duces the  number of files that  must  be reviewed regularly  (such as at 
billing  time).  The process, however, tends to be more  haphazard than 
file opening or maintenance, because while active files are  considered 
“assets,” closed files are just “liabilities.” There is little  incentive to or- 
ganize them because the  time  it takes does  not  represent a future  benefit 
to  the secretary or lawyer. Their jobs are not  made easier by  organizing 
closed file folders. For this  reason, file closing methods  must  be very 
clear and closely managed. 

Guidelines for culling files of unnecessary and  redundant materials 
require special attention because the firm  may  need  certain  information 
to substantiate  its activities long after the file  is closed. However,  excess 
paper  creates other problems. Old paper just gets older and  more costly 
to store and  soon  no  one remembers why  it was kept.  Culling is usually 
best done  by  the lawyer and secretary together, as it is difficult to dele- 
gate to someone  not familiar with  the file. 

The closing  procedure is initiated  by the responsible lawyer when 
the client work  is concluded  and  the file records are no longer  needed. 
With an appropriate  system,  the  accounting  department  may  monitor 
file balances for small amounts  that  should  be deleted or produce a “last 
active date” list and  bring to  the lawyer’s attention  any files that look 
like they  should  be closed. 

Issuing a closed file number  at  the  beginning of the closing proce- 
dure helps to identify  missing file closure forms or those  that  have  not 
been  attended  to. If the locator  code is not sequential, the closed  file 

at the conclusion of a matter. 
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number  should be. This makes storage  more  efficient  because no spaces 
need be left, as would be the case if the files  were stored  alphabetically 
or by open file number. 

A file closure  form  specifying the  procedures  to be followed and  the 
areas to be checked,  such as the example in Figure 2-4, ensures  that  the 
folders  and  records  are  not  moved  from  the office to storage  prema- 
turely. The form includes spaces for: 
rn file identification  (name,  number,  and  matter  description); 

II approval  from  the  responsible lawyer to begin the closing process; . the accounting  department  verification  that  there  are no balances in 
any  part of the  client ledger; 
verification by the secretary that all original  material  to be returned 
to  the client, case  law to be  filed in  the library, and  redundant  docu- 
ments  have  been  culled  from  the file; . verification by the secretary that  the word processing system has  been 
cleared of the client’s documents  and  precedents  have  been  kept if 
needed; . indication of client  information to be kept permanently  in  the office 
(such as the client’s  last known  address and  telephone  number  in case 
they  must be contacted  later or for greeting card and  announcement 
lists); . verification of entry  into  the firm’s permanent  conflict reference file; . closed file number; . the  date  the file  was removed  from the office; . the location of any  remaining  folders  (perhaps  with new counsel); 
and . recommended  destruction  date. 

Before a file  is closed accounting staff determine  whether  there  are 
outstanding  accounts receivable or WIP time  or  disbursements  to be 
dealt  with. A client file must never be closed if there  are  funds  held  in 
trust or if there is an  uncleared  trust  check  against  the file.  Firms whose 
specialty is conveyancing  find  this  policy difficult ‘to follow. A simple 
policy of holding files  for one  month before  transferring  them  to  perma- 
nent off-site storage is usually an acceptable  compromise. 
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FIGURE 2 4  
Client File Closing 
Form FILE CLO 

Open File Number 3 8 . 7  

File Name: _MQss. Peter 

Re: 

Closed File Number: C98-406 

Date File Closed: Dec. 12.1998 

Date Material Removed: lan, 19.1999 

Locator Code: B - 704 - 906 - 1 

Destruction Date: & 2009 

Verified Function 1 Initial I Date 

Practical 
Application 

2-9 

Opal:  Baron's old partner,  Dell,  always  said that  there is no  such thing as a 

you  need to know  what  happened  on  the  file.  Even if the last time anyone 
looked at the  file was twelve  years  ago,  we  always  had to keep them in 
the  back  room. 

I closed file. You  may  need to contact  the  client  later  about  something so 

What  are the pros  and  cons of Dell's  ideas? 

Accounting Systems 

Accounting  systems are  more than  recording  methods  and  equip- 
ment. They  are complex  combinations of interdependent  components 
like  people,  paper,  controls,  forms,  and  methods  that  work  together to 
accomplish  accounting-related  tasks. 

Because all systems are unique,  every  firm  benefits from having  a 
comprehensive  accounting  procedures  manual.  New  and  temporary 
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staff are accustomed  to  different systems and  may  omit  important steps 
or  perform  them  in  an  inappropriate  sequence.  This  can  create  control 
problems,  confusion,  and  conflicts  with  others  in  the  firm. 

-*:.F:?’t 

Practical Herb: In our office, the accounting system is very well designed and so straight- 
Application forward that we don‘t need an office accounting manual. Anyone who‘s 

2-1 0 new to the firm can tell by commonsense what to do. Even if they make 
mistakes,  that‘s how people learn-by making mistakes. 

Comment on Herb’s views. 

Documenting procedures  also  helps save the  external accountant’s 
costly  time, as the  accountant  must  understand  the procedures to re- 
view the  documents properly. 

Basic Books and  Documents 
To comply with state  regulations  governing  professional  conduct 

with  respect to record-keeping and  to  conform  to  minimum  standards 
of documentation required for tax  and  other purposes, the firm must 
keep  a  basic  set of books and  documents. In well-designed systems, 
these records are  already  part of the established  bookkeeping  routines 
and  controls  and are not onerous  to  produce  and  retain. For example, 
most firms carefully monitor  the issue and flow of accounting  docu- 
ments by using  numbered receipts, checks, and bills as a  tertiary  control. 
These  procedures verify conformity  to  proper record-keeping  by  provid- 
ing evidence of the uniqueness of each  transaction  and  the completeness 
of each  collection of records. 

Journals are  kept for: 

general  (operating)  bank  accounts,  often  separated  into  check  and re- 

trust  bank accounts, often separated into check and receipt journals; and 

= client billings. 

Depending  on  the  form of the general ledger, firms may also have jour- 
nals for clients’  unbilled  time  and  disbursements,  a  general  journal  for 
adjustments,  and  an  accounts payable  journal. All journals bear some 
unique reference number  and  provide  a space to indicate  that  the  entry 
has  been  posted  to  the  applicable ledgers. 

All of the general ledger accounts  must  have ledgers. Firms must also 
keep the following  client ledgers: 

client  trust  transactions,  and 

ceipt  journals; 

client  accounts receivable. 
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Other  common client ledgers include  client  unbilled  time  and  unbilled 
disbursements. If clients  are billed for disbursements, records of the 
charges must also be kept for each  client, though  not necessarily in a 
formal  client ledger. 

Client  trust  and  accounts receivable  ledgers must be kept but  may be 
combined on  the same card in  manual systems.  Firms that keep unbilled 
time  and  disbursement ledgers often  combine  trust,  accounts receivable, 
and unbilled  disbursements on  the same  card. Usually time is kept as a 
separate card or set of records. In  automated systems, the totals of each 
client ledger may  be displayed together  in  an inquiry, but all details are 
in separate  client ledgers. 

Additional documents  that  must be kept are: . all bank  statements  with canceled checks, 

= validated copies of all bank  deposit slips, . passbooks for nonstatement  trust  bank accounts, and . accounting copies of client bills. 

Memoranda  authorizing  accounting  transactions  are filed in a logi- 
cal and easily retrievable fashion. All verbal instructions  should  be veri- 
fied by  memo  to  ensure  they are clear, and initialed or signed by  the 
lawyer responsible for the file. 

Figure 2-5 illustrates the flow of information  between the account- 
ing records, and  the impact on the general ledger. 

Manual Accounting Systems 
Many small law  offices  use a completely  manual system where en- 

tries are  made in special journals, posted as they  occur to the client ledg- 
ers, and summarized monthly  and posted to  the general ledger. In very 
small practices, each  entry in a journal is posted separately to  both  the 
general ledger and client ledger, although  this is  rare.  Firms that use 
completely  manual systems tend to be small or not very active. 

The general and  trust bank  account journals are  often kept in large 
columnar books, and  the general ledger in a binder so pages can  be 
added as necessary.  Trust and  accounts receivable  ledgers are  kept on 
sheets in binders, on cards in trays, or in some other fashion that allows 
ledger pages or cards to  be  added, removed, and interfiled. The ledger 
page or card number  should  be  noted  at  the  top  even on  the first page. 
Subsequent pages should  be  stapled or otherwise  attached to  the front of 
the previous page so that  the  most  current balances are readily available. 
Client ledgers are kept in numerical  order in firms with file numbering 
systems. The  only  other system in  common use  is alphabetic. 
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FIGURE 2-5 
Impacts of Firm 
Accounting 
Records on the 
General Ledger 

- Debits --- Credits 
Net Income 

A more  common  and efficient  form of  manual system is a pegboard 
system  using  carbon  and/or  noncarbon  reproduction (NCR) to post to 
client ledgers as the  journal is created. Checks are  usually  provided  with 
a  carbon  strip to record the details  in the  synoptic  journal, as  NCR coat- 
ings are difficult to endorse  in ink. The removable  journal pages are 
summarized  monthly  and posted to  the general ledger. Pegboard sys- 
tems  provide  some  improvement on traditional  manual systems because 
both sides in  a  transaction are entered  at  the  same  time,  which helps to 
reduce  posting  errors  and  omissions.  Advanced  controls are difficult to 
build  into  a  manual system without  generating  considerable  extra paper, 
such as long  supplementary lists and proof of extensive cross-checks. 
Manual systems that  support  more  than  one lawyer and are accessed by 
more  than  one  support staff member  usually  require  more thorough 
control  mechanisms because: . Producing  exact  copies of ledgers or  client file summaries for others in 

the office is so time-consuming, awkward, and expensive that file in- 
formation  tends not  to be  reviewed often  enough. . Reports are easy to generate  only  after  the  monthly  accounting  period 
has  been closed. Trust and  billing errors not  found  during  the  month 
they occurred  are  troublesome to correct. 

9 Access to  the ledger card information is necessarily limited.  In  certain 
fields of practice  such as conveyancing  where  the  trust  and  billing 

TERMS 

pegboard system A manual accounting system using pressure-sensitive  reproduc- 
tion  methods to record  journals,  ledgers,  and  subledgers  concurrently. 
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cycles are very short,  this inaccessibility leads to missed disburse- 
ments  and trust errors. 
The  journals and ledgers themselves are so large and bulky that ac- 
counting staff find  it easier to wait for enough similar transactions 
(for example,  trust receipts or disbursements) to justify batch work in 
a special journal. Often, this  means  that posting is delayed and/or 
items are missed. . Differences in  handwriting styles and neatness, the possibility of skip- 
ping  important details (which  would cause a transaction  to  be re- 
jected in  an  automated system), and delays in subtotaling  columns to 
ensure that  the whole  journal balances contribute to  many errors. 

Manual systems raise difficult security issues. The  current set of re- 
cords is usually quite heavy,  bulky, and difficult to store in a locked cabi- 
net or vault. Journal pages and ledger cards are easily mislaid and 
difficult to reconstruct if not located. Fire, flood, large-scale vandalism, 
and malicious pilfering are genuine  threats  to  the accessibility of re- 
cords, and often  mean  permanent loss. 

Automated  Accounting  Systems 
There is little question in the  minds of most law  office  managers, both 

lawyers and administrative staff, that using an automated  accounting sys- 
tem is  cost-effective in all but the smallest of firms.  Advantages  include: . The ledgers are  automatically  updated as the journals  are  entered, 

which avoids time-consuming  adding  and  balancing of figures. 

Performance  reports  are  more  complete and  can  often be customized 
for the firm’s needs. . Reports are  more  timely  and  on-line inquiries  can  be  made. . Audit  trails are  more  complete. 

Firms often partially automate  the  accounting  function  or  have 
more than  one automated system: 

= Time and disbursement details are kept in a separate  program  (either 
word processing or  database) that is  used to generate  client bills. The 
WIP details are never entered into  the  main  accounting system, but 
the bill totals are posted to  the client ledger. . Only the general  ledger is automated. All client ledgers  are  kept manu- 

. The  general ledger  is kept on a separate system from a complete set of 
client ledgers. The  totals of the client ledgers are easily generated and 
compared to  the general ledger control  total. 

ally and verified monthly  to each general  ledger control account. 
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Ideally, in-house forms are designed to conform to system menus 
and  input formats. It is much faster for an experienced  data entry opera- 
tor to take the necessary information  directly  from  the  next space on a 
form than  to have to search for it. Data entry systems should  include 
double-checks to  ensure  that  the  information is entered properly. For ex- 
ample,  many systems display the  client  name immediately after the file 
identification is entered. On  the form, the  name  should be in  the space 
following the client  number so the operator  remembers to check it. 

Automated systems often improve internal controls by allowing faster 
information access, conflict checks, and other analyses that are time-con- 
suming  in  manual systems. Information quality, however, is dependent on 
the operators' data entry skill and precision and  on  the caliber of input 
controls. Some systems  allow  obviously incorrect dates to be entered even 
though  they  print "date-sensitive,' reports. This can cause client ledger to- 
tals to be out of balance with the control account at the effective date. 

Shared information  configurations  are  becoming  more  popular,  with 
the accounting  information on  the hard disk (or  network server) accessi- 
ble to  both  accounting  and  nonaccounting staff. Firms require a special 
sign-on password to  enter  the  accounting program or assign special 
passwords within  the program to restrict access to sensitive information. 

All systems  allow some sort of screen inquiry in addition to printed re- 
ports. With  increasing consideration for environmental concerns, many 
firms encourage screen  inquiries instead of printouts. Large multiuser  systems 
allow  secretaries and lawyers to monitor accounting information on their cli- 
ents' files  as needed.  There  are  usually  several  levels of inquiry, such as: . balances at a  certain  date, . activity between specific dates, . all details, and 
rn details exceeding a certain  dollar or hour value. 

An important security  measure is to ensure that  the system is backed 
up regularly and  that a  backup disk set or tape is kept off-site in case of 
fire or other physical damage.  The  frequency of backups  depends on  the 
volume of information  entered,  but  even small firms back up their ac- 
counting  data files at least weekly. 

Certain  routines,  such as purging billed client WIP details, are done 
as necessary, either to clear space on  the hard  drive or to improve  proc- 
essing speed. File closures may also be done  on  demand,  but  only  with 
proper  caution.  Many systems  purge 011 the  client  information,  and 
reports  printed  at month-end for clients  with  activity during  the  month 
of closure may be out of balance (if the transaction is dropped  in the 
summarizing process) or missing the file name. Most firms close a file 
and purge the  information  only after the last month  containing a  trans- 
action on  the file has been closed. 
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In  automated systems,  entries made  into  journals are affected by  a 
certain  type of data record (using  a  program  subroutine)  that forces a 
particular  calculation  or  replacement  or allows a  default  entry if no 
other is made. Called master profiles (or  templates,  or  simply  masters 
or  profiles),  these records are  designed to control  and simplify the ar- 
rangement of data  within  the  system  and  to  increase  processing speed. 
Master profiles that support specific accounting  functions  are addressed 
in  subsequent  sections,  but it is important  to  understand  that  they  con- 
trol  many  bookkeeping  operations. 

Almost all master  profiles affect journal  entries  in  some way, even if 
only  to replace  a  simple input code  (such as a  two-digit  alpha  sequence) 
with  a full word  or  phrase that will display in full whenever  an  inquiry 
regarding the  entry is made.  Other  master profiles affect several types of 
journals. The  one  most  often  encountered is the  client master  profile, 
which  can  control: 

rn the  rate  at  which lawyers'  fees are  recorded in  the  time  journal, . the  unit price for photocopies  in  the  disbursement  journal,  and . the  tax rates  applicable to each  client  in  the  billing  journal. 

When  they are  designed and used properly, master profiles are  a 
valuable  foundation for accuracy and efficiency in all areas of bookkeep- 
ing.  When  they  are  poorly designed or not used properly, they cause er- 
rors, dropped  entries,  and  corrupted  electronic files. Whenever  they  are 
part of a  system,  data entry  operators  should be knowledgeable  about 
their  structure  and  application. 

"~w-wwq 

Practical Brad:  Our firm doesn't  use  computers to do  accounting. It's too easy to make a 
Application mistake  and  you  have to reverse it on a computerized  system.  With a 

much  neater,  especially if  you  just  do  the  bookkeeping  once a month. 
Computers  are too expensive for any  benefits  they might provide. 

Chip:  You  have to use a computer to keep  everything upto-date. Computerized 
systems  also  make  sure that everything is entered  properly.  And  you  can't 
back up a manual  system.  Our  backup  disks  are  all in the supply  cabinet, 
right next to the  magnetic  paper-clip  holders. 

Brad  and  Chip both have  inaccurate  ideas  about  their own and  other  systems.  How 
would  you explain  the  benefits  and  disadvantages  of both manual  and  computer- 
ized  accounting  systems? 

2-1 1 manual  system,  you  just  erase it or use white-out. A manual  system is 

TERMS 

master profile A standardized  arrangement of conventions that regulate the 
recording of data. 
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System Controls 
Nonaccounting  support staff, especially those  new to  the law office 

environment, may fear that  the presence of system  controls  indicates 
that  they are not trusted  by management.  While  understandable,  this 
fear is groundless.  Controls  are  simply  part of good  procedure, and 
awareness of  common types of controls  and  their purposes  should reas- 
sure  staff  that  the firm is simply well run,  not suspicious. Examples of 
common system controls are: . Task separatiorz. If several individuals are responsible for various se- 

quential  operations,  they will be  more likely to discover each other’s 
errors and  imprudence. For example, the receptionist opens  the mail 
and lists the client payments received or makes a receipt, and  the list 
is then compared to  the  bank deposits  prepared by a  cash receipts 
clerk. At the  same  time,  employment criteria, especially impeccable 
references and bondability,  are  often  different for accounting staff 
than for other  support staff, and  the level of exposure to cash assets 
must  be carefully considered. . Ntrnzberirzg a d  counting. Check and bill numbers  are used to alert staff 
to missing  items. Physical counts of small,  valuable  items  should  be 
made  frequently  and irregularly. To discourage excessive  staff usage of 
noncash resources, firms use photocopy tracking devices and  other 
systems to  determine levels of staff usage. The firm may not actually 
charge  the staff member, but it is quite  common  to  do so, especially 
for actual  outlays  such as long-distance calls. . Reconcilirzg. Petty  cash and  the bank  accounts  are reconciled at least 
monthly. Supplier statements are checked carefully and  the originals 
of supporting  documents  (packing  slips  and  individual  invoices) 
attached. Most checks that are outstanding on  the  bank reconcili- 
ation for more than two  months are  investigated to protect the rela- 
tionship  with  the payee, in case the check went missing. . Exterm1 checks. Sending  account  statements to clients  encourages 
them  to  contact  the firm if they  have  paid  a bill but  the  payment  has 
not  been recorded. An important  external check is the  ongoing  in- 
volvement of the  external  accounting  firm. . Slziflirzg people regularly. Although staff stability is desirable for the 
most  part, staff changes  often  bring  attention to inefficiencies and 
problems  not addressed by the previous worker.  Firms may be  wary of 
a  payroll clerk who does not  appear  to be ambitious to move  ahead  or 
a  trust clerk who refuses to  schedule  a  vacation for longer than  one 
week. 
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Practical 
Application 

2-1 2 

rn Recording the  same information in more than one way. Standard  account- 
ing  documents are supplemented by  in-house  or  customized  forms, 
usually to  facilitate requests made by  others to  the accounting staff. 
The forms have  a space for the  client  name as well as the file number 
to verify that  the  number was recorded and read properly. 

9 Plausibility checks. Often  comparisons to  the previous  accounting  pe- 
riod  or  a  simple review of the general ledger detail will pinpoint  er- 
rors and system weaknesses. A substantial  and  unsupported  change in 
disbursement recovery rates,  overhead  expenses,  or  payroll  expenses 
should  prompt an investigation. 

rn Obsm'ng behavior. Unfortunately,  many  people  experience stresses in 
their  personal  and career lives that cause them  to use poor  judgment 
or  commit  indiscretions  at work. Sudden  changes  in  behavior  and  in- 
creased absenteeism  may be  the first signs that an employee  should 
be directed to seek professional  help. 

Accurate recording of data  alone  does  not  ensure  quality  informa- 
tion,  and staff should  understand  that  the GIGO (garbage in, garbage 
out)  principle applies to all systems, not  just  computerized  ones.  The  ac- 
counting  department  may  be  able  to  catch  many  data  errors  (such as in- 
correct file numbers  on  a  time  sheet) incidentally, but  the  people 
responsible for providing  the  data  must  understand  that  the value of in- 
formation  depends  upon  their efforts. 

Simon: I don't  think Ms.  Wells trusts me  very  much.  Mr.  Cairns  used to let me  just 
handle  things  on  my  own.  Here,  you've got  to do some things twice,  and 
you  don't  get  the full job to  do-just parts  of it. I know it's a much  bigger 
firm-that  Mr.  Cairns  was  just practicing on his  own-but I miss my 
boss  realizing I know  what I'm doing.  Maybe I should go into restaurant 
management  or  something. 

What might be  some  reasons for Simon's  concern? If  you were  the  administrator 
and  Simon  voiced  his  concerns, what  would  you say to him? 

Case 2-1 1 
(continuation 

Of 2-5) 

Found:  The court  found: mhere were  instances in which deeds  were not re- 
corded  and  pleadings  were not timely  filed; that disbursement was not 
properly made on sums collected for the account of clients, . . . that 
[lawyerl's  escrow  account  showed  negative  balances from  time to  
time; that [lawyer]  never  examined monthly bank  statements; that  at 
the  time [employee]  came to  work for [lawyer] she  was on probation 
in [jurisdiction] as a result of embezzling  funds from a title company 
there; that  in an earller incident she had misappropriated funds from 
yet  another title company, which did  not  bring criminal charges be- 
cause of i t s  desire to avoid  publicity;  that  when  [lawyer]  ultimately  ter- 
minated  the services  of  [employee] as a result  of  his  investigation 



CHAPTER 2 ACCOUNTING WITHIN THE LAW OFFICE 71 

following a fellow employee’s  complaints to him,  undeposited  checks to- 
talling more  than $1 1,000 were  located;  and that among  items  found in 
that  investigation  were  unopened  communications  from  the  Attorney 
Grievance  Commission  of  [jurisdiction]. 
. . . An attorney may not escape  responsibility to his clients by blithely 
saying that any  shortcomings  are  solely  the  fault  of  his  employees.  He  has 
a duty to supervise  the  conduct  of  his  office. A very telling aspect here is 
that  although at one time  the escrow  account  showed  an overdraft  of 
nearly $40,000 (possibly brought  about  by [employeel‘s apparent  tar- 
diness in depositing a check), [lawyer] was unaware of this  because 
he never at any time  took  the simple precaution of running his  eye 
over  bank  statements at  the  end of the  month. 
. . . We understand  the  difficulties  of a busy  sole  practitioner, which is 
what [lawyer]  was during  most of this  time. We  also understand that one 
cannot  watch  every  single thing  which takes  place in his  office. It would 
appear  here,  however, that [lawyer]  just did not adequately  supervise  his 
employee.  He is fortunate,  under  the  circumstances, that there  appears to 
have  been  no  actual loss to his  clients by  virtue of the  negative  balances 
in his  escrow  account. 

Nonetheless, the public  must be  protected. Lawyers  must be  im- 
pressed with  the fact that  at all  times they have a responsibility to 
their clients.  This  responsibility  necessarily  includes adequate supervi- 
sion of their employees. . . . 

Reporting 
Complex  accounting  information is most effectively communicated 

in writing. Reports, interpretive  memoranda,  schedules, and narrative 
descriptions  are used to summarize and clarify the  many transactions 
that comprise the firm’s economic activities. 

Comprehensive  information related to  the overall performance and 
financial  status of the firm is restricted to relatively few people, nor- 
mally  partners  and  the  senior  accounting staff. Authorized access to fi- 
nancial  information  should be clearly articulated  in firm policy,  as 
balancing the need for control over sensitive material and free access to 
other  information  can  become  a source of conflict between  accounting 
and  nonaccounting staff. If there is any  question  about  the legitimacy of 
a  request, the partners or management  committee  should be consulted 
to obtain  their  written  approval to release the material. 

Proper reporting  methods and topics  ensure that  those  who receive 
a  report  understand: 

The sources of the data and  the recording and processing methods 

The reason  they  are  getting the report (that is, the decision  they  are 
used. 

expected to make). 
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. How and  to  whom  questions  about  the  report  should be directed. 
What types of supplementary and supporting  information are available. 

9 The  recommended  retention period and  location for the  report. 

Batches of reports  that are  routinely  distributed  after  the  monthly 
accounting records have  been closed are accompanied by an  explana- 
tory  memo  detailing  highlights of the  period,  any deficiencies in  the 
data  that  may cause interpretation  problems or, at a minimum,  an  invi- 
tation  to ask questions  about  the reports.  Some  reports,  such  as  client 
file  lists,  are produced  and  distributed regularly to  everyone  in  the office 
and  the  old  reports are  destroyed. 

Practical Grace:  We get all of  these  reports  every month, but I honestly  don't  know what 
Application  I'm supposed to  do with  them.  There  are so many  numbers that I can't 

happened  and I can't  change  anything.  I'd  feel  silly  asking  about  this; 
partners  are  supposed to know  these  things. 

What is not happening  that needs to happen?  How  would  you  help  make it hap  
pen? How valuable is the  "information"  in  the  reports? 

2-1 3 tell  good  news  from  bad  news.  Anyway,  all  of the events  have  already 

Cash  Management 

Cash  management is a  joint  effort  in law firms, although  many peo- 
ple  are unaware of how  they  can  contribute  to  or  hamper it. Senior ad- 
ministrators  and  managing  partners  usually  deal  with  the  bank-related 
financing  activities, but everyone in  the firm  helps by: . preparing regular and  timely  client bills, 

contributing to quick bill collection  by  answering  client  inquiries  promptly, . ensuring  that fee advances  are  transferred as soon as possible, 

preparing  interim  disbursement bills, 

bursements  that will be incurred,  and 

will be  sent to  the right  address and  contact  person. 

advising  the  accounting  department of any  unusually large client  dis- 

. keeping  client  information  current so that bills and  collection  letters 

The  accounting staff improve cash management  by circulating aged  ac- 
counts receivable reports, providing sample collection letters approved  by 
the partners, and promptly supplying additional  information as requested. 
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Temporary cash shortages  might  be  handled by the use of supplier 
credit, but if used too  often  and/or for too  long,  this  compromises valu- 
able  relationships  with suppliers. 

General  Bank  Accounts 
Partners frequently ask accounting staff to report general (operating) 

bank balances daily or weekly and assist with cash management, so that 
the firm can use revolving loans or lines of credit to manage cash flow 
fluctuations effectively. 

Access to  the firm’s general bank account must  be  monitored as in 
any business. While others  not directly involved with  accounting  might 
prepare checks, the  accounting supervisor must  ensure  that withdrawals 
are  appropriate  and  approved.  The usual safeguard is that  a  partner of 
the firm must sign each general check, although  other staff may  be 
authorized as secondary  signatories. In large firms, it is common  to re- 
quire  two  signatures on all general checks. Supplies of checks should  be 
kept in  a safe place, preferably under lock and key, with access limited to 
the senior member of the accounting department  and  one or two partners. 

Bank accounts are reconciled at least monthly. Figure 2-6 illustrates 
the steps in  bank  reconciliation.  The  completed reconciliation is illus- 
trated  in Figure 2-7. 

Accounting staff sometimes  perform  banking  and  bookkeeping serv- 
ices  for partners. However, any  funds  that  come  into  the firm’s hands 
should be deposited  to the firm’s bank  accounts,  and  not taken by part- 
ners as an offset to  other  funds  due  to  them. 

Petty Cash 
Office petty cash is  used  for buying small items  such as: . housekeeping supplies, . birthday cards and  other celebration supplies, 

postage for special items  that  must be  taken  to  the post office, and . photocopies  from  a  courthouse or university library. 

TERMS 

general  bank account The firm’s operating bank  account. 
petty cash A small amount of currency and coin kept in  the office to pay  for items 
that can only reasonably be paid in cash. 



74 CLIENT ACCOUNTING 

FIGURE 2-6 
Bank 
Reconciliation 
Steps 

Bank Reconciliation Steps 

1. Determine  the  adjusted  bank  balance.  Reviewing  the  statement will identify 
almost  all  items  that will require  listing  and/or  posting  adjustments. 

a) Verify that  the  bank  statement  dates  match  the  ledger  dates.  Multipage 
bank  statements  require  special  attention. 

b) Verify  the  cleared  (canceled)  checks to the  statement,  watching  for 
clearing  errors  (where  the  check  amount  does not  match  the  amount 
charged to the account), which are quite  common. 

c) Sort the  cleared  checks into numerical  order. 

d)  Obtain a numerical  list  of  checks  outstanding  from  the  previous month 
and  checks  issued in the  current  month. 

e) Verify  the  cleared  checks to the list, again  looking  for  clearing  errors. List 
and total the  outstanding  checks. 

4 Compare the  statement  deposit total to those  recorded in the  current 
month and  outstanding  from  the  previous month.  Note any  differences 
and  list  adjustments  required,  which  may  include  dishonored  deposited 
checks. 

g) List and total any  outstanding  deposits,  investigating  any  older  than 
three  banking  days. 

h) Identify any  bank  statement  items  that are not  verified. These  are  usually 
bank  service  charges  or  unrecorded  items.  Make  any  necessary  adjust- 
ments in the ledgers. 

i) List reconciling  items  and  adjust  the  bank  statement  balance  accordingly 
to obtain  the adjusted  bank  balance. 

2. Compare  the adjusted totals  (bank  records  and  account  ledger).  If  these fig- 
ures  do not reconcile,  investigate  the  following  common  problems: 

a) Verify  the  bank  statement  opening  balance to the  previous  month's  clos- 
ing balance. 

b)  Add  the  previous  month's  outstanding  checks to the  current  month's 
checks  and  subtract  the  bank  statement "total debits"  (less  any  bank  er- 
rors  or  returned  receipts).  These  should total the  outstanding  checks. 

c) Discrepancies  divisible  by  nine  often  indicate that there is a figure  trans- 
position error.  Divide  the  discrepancy  by  nine to determine  the  differ- 
ence in the two transposed  figures. 
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FIGURE 2-7 
Bank 
Reconciliation: 
Illustrated 

General   Bank  Account  Reconci l iat ion 
at  November 30,1998 

State  Eastern  Account #18872-2 

Balance per Bank 

Outstanding  Checks 
1388 
1409 
1412 
1415 
1416 
1418 
1419 

Adjusted  Bank  Balance 

Balance  per  Bank  Synoptic 

Debit  Memo  Not  Posted 
(adjusted  Dec. 15,  1998) 

Adjusted Ledger Balance 

$8,970.42 

179.66 
219.11 
25.00 

288.63 
678.00 
576.00 

3.000.00 
(4,966.40) 

$4.oo4.02 

4,027.17 

(23.75’) 

Approved: Pot Cayjenter Date: Dec. 19. 1998 

T k i d ~ I V & h g d M n c c M c r c t l ” .  

The use of petty cash as a lending  institution  should be discouraged. 
However, as it is often  partners or senior lawyers who request  petty cash 
“loans,”  most  accounting staff find  it difficult to enforce  this policy. 

Sometimes petty  cash  must  be  advanced  to make a purchase, with 
any  change  returned  to  the  petty cash.  Petty  cash  voucher  forms (as il- 
lustrated in Figure 2-8) supply the following  information: . Date petty cash was taken. . Signature or initial of the person  taking  it (not  the person it is for). . Client file identification, if for a disbursement,  with an area indicat- 

ing  whether  the  entry  has  been posted to the client WIP disburse- 
ments ledger. . Nature of the  expenditure. 

rn Amount  removed  (adjusted  later if change is brought back). 
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FIGURE 2-8 
Petty Cash Voucher 

Date: Dec 10,1998 Amount $13.38 Taken By: L.S. 

Client  Disbursements 

File  Number: m 9 . 1  

Disb.Code: 16 

File  Name : j&&d Inv 

Supporting  documents  such as cash register receipts  are  attached to all 
voucher forms. Sometimes staff  will reimburse the firm for such  items as 
photocopies  and  postage. These are noted as credits on  the voucher. 

The  amount held in  petty cash  depends on  the size of the firm,  ex- 
pected  frequency of usage, and types of usage. Firms limit the  petty cash 
“float” to $100 to $200, and if needs  are  expected to be high,  the  petty 
cash is replenished  more  frequently, as opposed to  having a higher  float. 
Supplying  proper  denominations  ensures  that  clients  who  pay in cash 
and need change  can be reimbursed promptly  from  petty  cash. 

Petty cash reconciliations result in  either a check  written for the 
amount depleted or a journal  entry,  depending on  how checks to re- 
plenish  petty  cash are written. If they are  written  when  petty cash is 
needed  but  not  coinciding  with  the reconciliation, a journal  entry is 
used to adjust the  petty cash to  the actual amount  on  hand. If a check is 
written  only  when  the  petty cash is reconciled, then  the debit will be to 
the various expenditure  accounts  and  the  petty cash  general ledger ac- 
count is not affected. A standard  reconciliation  form may be used, as il- 
lustrated in Figure 2-9. 

Firms expect to absorb  small  discrepancies  between  cash on  hand 
plus  total  vouchers  and  the  theoretical  balance.  There  should be some 
policy, however, as to  the limits. Regular, large, or suspicious outages 
should be reported to  the partners.  Often,  stronger  controls will reduce 
or eliminate  these outages. 



CHAPTER 2 ACCOUNTING WITHIN THE  LAW  OFFICE 77 

c q w  t9 cook 
PE"Y CASH RECONCILIATION 

To: a Cash on Hand 

Check#: G4319 Date: Dec. 21,1998 Paid to: L. Steward 

Denominations Required 

Bills - x $20 = Coin 32 x 2.5 = 6.00 

1 x $10 = rl0.W 5 X .10 = -50 

6 x $ 5  =" 20 X .05 = .50 

A X $ l  =1o.oo 4 x Dl = .04 

Received by: a on Dec. 22.2998 

FIGURE 2-9 Petty  Cash  Reconciliation 
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F,-Eym- 

Practical Glen: Heather  seems  upset that  petty cash is out by fwe dollars  and I don’t  under- 
Application stand it. There is actually five dollars  more  than  there is supposed to be.  Even 

short  by  three  dollars  and  she  spent  about  half  an  hour trying to track it 
down. Dot offered to just  give  her  the  three  dollars,  and  Heather got quite ir- 
ritated.  What’s  the big deal? It probably all works out over  time. 

2-1 4 if it were  short five dollars, it doesn’t  seem  like a big deal. Last month it was 

Explain to Glen  why  Heather is concerned  about the outages. Is Heather  over-  react- 
ing? Why  or  why not? If you  were  Heather, what  would  you  do to help  minimize 
outages in the  future? 

Expense  Accounts and Firm Credit  Cards 
In  many fields of practice, it is almost  impossible  for lawyers to work 

without  incurring  the  kind of expenditures  that  cannot practicably be 
paid by firm  check and are too large or  frequent  to reimburse  from  petty 
cash. These are usually: 

taxi, ferry, and  bus fares; . meals  (both  subsistence and  entertainment);  and 

unanticipated  or  emergency  client  disbursements. 

Expense  account forms like the  one  illustrated  in Figure 2 1 0  are 
used to reimburse staff for amounts paid in cash  or on a  personal  credit 
card and for mileage. As with  any  expenditure,  the  appropriate  approv- 
als must be obtained  before  reimbursement. 

Firms often issue credit  cards to  partners,  and  sometimes  to  senior 
lawyers and staff. Considerable  confidence is implicit  in  issuing  these 
cards, as the charges made  on  them are not subject to  the same  advance 
scrutiny as other  expenditures. However, partners  are aware that  when 
they  approve  issuing  these cards, the  holder possesses the  equivalent of 
a  presigned  firm  check. 

Credit  card  statements  are reviewed carefully and approved  before 
being  paid, with special attention given to  due  dates. Late payments  can 
affect the firm’s credit  rating  with  its  bank, as the cards  are  usually is- 
sued  through  the  same  institution. Recently, firms have  been obliged to 
adopt policies  regarding  the  “extras,”  such as frequent-flier points  that 
credit  card  companies offer  as a reward for using  the card. The owner- 
ship of these privileges is determined  in  advance  by  firm  policy  and 
communicated clearly to all cardholders. 

expense account An  approved  reimbursement to personnel who purchase items 
and services on behalf  of the firm from  their own funds. 
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FIGURE 2-10 
Staff Expense 
Report 

EXPENSE  REPORT 

DATE: lkwJl?, 2998 NAME: D k  

CLIENT N A M W  

PAID/POSTED DATE:-  APPROVED-r 

CHECK/JOURNAL #: _xsD 198 OR CREDIT DRAW ACCT.:= 

Budgets 
Many  medium-sized and large firms use budgets to provide  guidance 

to staff and information to management,  most  commonly  in the form 
of comparisons to budget and  to  the previous year to date or previous 
year's month. Budgets are usually incorporated into  an  automated sys- 
tem, as they are  time-consuming to maintain  and report on in manual 
systems. 

Many firms like to work with  budgets to provide both incentives 
and feedback. Budgets are usually prepared and  maintained for: 

m lawyers'  logged and billed time  and billing variances, 

collected and written-off fees, and 

firm overhead expenses. 
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FIGURE 2-1 1 
Budget:  Income 
Statement 

Advanced budgets  also  include  expected levels of WIP and  accounts re- 
ceivable carried by the firm at  any  time. Figure 2-11 illustrates a firm’s 
operating  budget. 

Carpenter tY C o o t  

BUDGET INCOME STATEMENT 
Four Months to December 31, 1998 

Revenue 
Fees 
Other Revenue 

Direct Costs 
Associate Salary 
Associated Counsel Fees 

Expenses 
Staff Salaries 
Rent 
Equipment Rental 
Telephone 
Stationery and Supplies 
General Office Expense 
Library and Subscriptions 
Professional Dues  and Memberships 
Promotion 
Accounting 

Net Income 

120,000 
1.ooo 

20,000 
15.ooo 

40,000 
7,000 
3,500 
3,500 
1,500 
2,500 
2,500 
4,000 
2,500 
_saa 

121,000 

35,000 

67.500 
18.500 

Compensation 

All law firm personnel  are  concerned  with  how  and  when  they will 
be  compensated,  not  only  in base  salary, but  in benefits, perquisites 
(privileges), and bonuses. Federal and state income  tax  reporting laws, 
partnership  and  employment agreements, professional regulations, and 
employment laws  restrict  various  types of compensation for certain 
individuals. 
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Almost  all employees  are subject to source deductions (amounts re- 
mitted by the employer to government  taxation  branches on behalf of 
employees)  from  their paychecks. The  employer is also obliged to  con- 
tribute  to social security and  compensation plans. v p e s  and  amounts of 
deductions vary somewhat by state. 

Some types of benefits and perquisites are taxable in the recipient’s 
hands  and  others are not.  The  composition  and  timing of many law 
firm compensation  plans  are increasingly driven by income and  other 
tax rules. For example, depending  on marital, parental,  and  investment 
situation,  it  may be in  an employee’s best interest  to have a personal re- 
tirement  plan  instead of participating in  the firm’s retirement plan. 

In reality, compensation is a very complex issue in law firms and 
this section is intended simply to introduce a number of basic concepts 
and  common situations, not advocate one legitimate system over an- 
other.  The practice of fee-splitting is addressed in  Chapter 5. 

Partners and Shareholders 
Only lawyers may  participate as partners or voting  shareholders (in 

a law corporation). Aside from bonus  or  profit-sharing plans, partners 
and shareholders  participate in  the equity of the firm, which is the  theo- 
retical  value that is remaining after  liabilities are  paid  and assets are 
liquidated. Because of the going-concern  concept, this  amount is neces- 
sarily an estimate  to a certain extent  but is  used  as a basis  for assigning 
compensation  between owners. 

Partners receive draws (or drawings) on a regular basis (usually 
monthly or semi-monthly) as an advance against the portion of the  net 
income  that  they will be assigned at  the  end of the fiscal  year, which is 
almost always December 31. They  may or may not receive the full 
amount  in cash throughout  the year, but  they  must  nonetheless pay tax 
on it.  The  distribution of net  income  among  partners is subject to  the 
partnership  agreement  and  may  be a set percentage or a complicated 
formula reflecting the partners’ billing and collection  amounts,  new files 
brought to  the firm, and  compensation  to  administrative partners for 
nonbillable  time they are obliged to spend  in  managing  the firm. 

Although all partnerships are limited to a specific set of partners and 
the admission or withdrawal of a partner  technically creates a new 

TERMS 

source deductions Amounts withheld from an employee’s  pay  for remittance by 
the firm to a government agency. 
draw A sum of money advanced to a proprietor or partner in anticipation of 
distribution of related net income. 
fiscal year The  period  for  which net  income is distributed and taxed. 
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partnership,  many large partnerships  admit  and  remove  partners  with 
little  visible affect on  the practice. Small firms tend  to  be  completely dis- 
solved and  the  partners  enter or  form  other  partnerships.  Termination of 
an active  partnership  does  not, however, extinguish  the liabilities of the 
partners  with respect to the  obligations of the partnership.  Written  part- 
nership  agreements  are  essential in  determining  the  rights  and obliga- 
tions of partners  upon  dissolution. 

Case 2-1 2 Found: Absent  a provision in the partnership agreement, aggregate of fees 
collected would be allocated according to percentages  specified in 
the agreement for  the  distribution of profits and losses, rather  than 
on  the basis of  time spent on individual cases after dissolution; serv- 
ices rendered  by  one  partner in winding  up affairs  of  partnership  are not 
recoverable as arm’s-length  services from  the  four  remaining partners. 

Ordered:  Collected  fees  awarded in proportion as business  partners, not as profes- 
sionals  rendering  service to clients. 

Shareholders in a law corporation  are  compensated  with  a salary 
and/or  dividends. Tax laws generally favor the former for a  full-time 
shareholder. Salaries are based on  the capacity of a  shareholder to  in- 
crease the  net  income of the firm through expertise,  working long 
hours,  and/or  by  bringing  new  business  to  the  firm.  Dividends  are  paid 
on  the basis of shares of ownership.  Shareholders who own more  capital 
stock of the firm will be paid more  dividends.  Unlike  partnerships,  the 
legal existence of a  corporation is not  dependent  on  a particular  group 
of owners. When  a  shareholder leaves an  incorporated law practice, that 
portion of the  ownership is either  repurchased  by the  other  partners 
(who  then  have  a larger percentage of the  ownership) or is bought by 
another lawyer joining  the firm. 

Practical  John: I want to join a another  law  firm, but it’s a partnership  and  I‘m  concerned 
Application that they  aren‘t a law  corporation.  Partnerships  seem to be a lot more 

sponsible if another  partner  makes a mistake on a file  or if an  employee 
files a harassment  suit  against  another  partner.  How  much  difference  does 
a corporation  really  make? 

2-1 5 hassle  and it’s easier to get  into  financial  trouble. I don’t  want to be  re- 

Research state, federal,  and case law  and  answer  John’s  question. 
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Associate Lawyers 
Associates usually receive salaries, which  may  be  supplemented  by 

bonuses based on  the  net  income of the firm  or the  individual lawyer’s 
performance (billing and  collecting fees) but  are  at  least based on  some 
minimum expected level of performance. 

Practical 
Applicatior 

2-1 6 

~ ~~ 

Donna: I think this  new  bonus  program will be  very good  for us junior associates. 

The  base  salary is lower  than most other  firms offer, but you can get stuck 
in a rut and  be  undermotivated if  you  aren‘t  challenged  enough. It‘s not 
that tough to work  another  three  or four hours  each  day, is it? 

1’ It means  we  can  earn  more if we  work  harder  and do a really good job. 

What could be  some short-term problems  arising from  the  perception  Donna has  of 
the bonus  program?  What  about  long-term  problems?  What is the effect of the bo- 
nus program  if  there is a fixed  bonus pool where  one  lawyer‘s  extra  bonus is an- 
other‘s lost bonus? 

In firms  with  a  high  ratio of associates to partners,  competition is 
often  keen  among associates to be offered partnership  (to  “make  part- 
ner”) by the  existing  partners. A major  consideration  in  making  partner 
is  bringing  a  substantial  amount of money  into  the firm.  Partners  are 
aware that very successful associates expect to be offered partnership  or 
they will leave to  join  another firm as a  partner. 

Compensation  may also include receiving a percentage of fees  billed by 
the lawyer or by the  whole firm. All compensation  agreements  with associ- 
ates  should be in writing and should  stipulate the disposition of their files 
and  payment for outstanding bonuses if the associate  leaves the firm. 

Case 2-1 3 Found:  Associate  had  agreement with firm to receive 50% of  fees for files she 
brought to the firm and  subsequently brought in a significant  negligence 
contingency case. Associate  resigned from  firm,  taking client‘s contin- 
gency  matter with her to new  firm.  Old firm sued for 50% of total fees  af- 
ter  matter  settled.  Associate  performed  half  of all work  done on  the  file at  
old firm and  half at new  firm. No provision  was made in the employment 
contract  for  associate  leaving  before  file  settled: 

Both parties testified at  the  evidentiary  hearing,  however,  that  because 
of  the  euphoric  atmosphere  that  usually  prevails  when  parties  conclude 
a new  deal  [employment  of  associate],  neither  gave  any  thought to 
what  would  happen if [associate] left the  firm.  This case may  demon- 
strate  more  than  anything  that  we  lawyers,  also  need  lawyers. 

Ordered:  Old firm received 25% (50% of 50%) of  fees,  balance to associate. 

TERMS 

associate  (lawyer) Lawyers who are  employees of the firm and hold no equity. 
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Lawyers of Counsel 
Lawyers who  are  neither  partners, shareholders, nor associates of the 

firm but  who are associated with  the firm for limited  purposes in a spe- 
cial field of expertise  are called lawyers of counsel. These lawyers (asso- 
ciated counsel) are  traditionally semi-retired lawyers and law professors 
associated with  only  one firm. As with  any  compensation  agreement, 
firms should  ensure  that  the  terms are clear and provide for termination 
of the  agreement  other  than  through full performance. 

Case 2-1 4 Found:  Attorney  of  record  associated with  a  two-member law  firm on a  contin- 
gency  case with the  understanding  that  for 50% of  the  fees  recovered, 
senior member of the firm would perform essentially all services under the 
agreement. Senior member was appointed to bench before agreement was 
completed. When agreement  does  not  specify  compensation  for  partial 
performance,  fee is prorated  for  percentage  of  the  services  rendered. 

Ordered:  Two-member  firm  awarded  fee  on  a  prorated  basis. 

Some restrictions on a firm’s options  in associating lawyers of coun- 
sel are discussed in Chapter 5. 

Nonlawyer  Employees 
Nonlawyer employees  include: . Paralegals,  legal assistants, and law students,  whose work  is related to 

Legal secretaries and clerical  staff, who work partly on client  matters 

. Administrative and  accounting staff, who  may assist in client-related 

client files. 

and partly on firm-related tasks and general lawyer support . 

tasks, but  only as they relate to  the firm. 
Most of these  employees  are  paid salaries or wages, although  some 

firms  also  pay  bonuses based on overall f irm profitability. In  most jurisdic- 
tions,  it is not permissible to pay  bonuses to nonlawyers on  the basis of 
the profitability of an individual  client file. 

TERMS 

lawyer of counsel A lawyer who contracts  services to a firm. 

associated counsel Lawyer of counsel. 
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Case 2-1 5 Found:  Lawyer  communicated settlement offer  directly to adverse party knowing 
that party  was  represented,  placed  trust funds belonging to clients in gen- 
eral  account,  engaged in law  practice  under  trade  name,  paid  salary to 
employee  contingent  upon  legal clinic fee receipts,  and  elected  non- 
lawyer as  secretary of legal  clinic. 

Ordered:  Suspension  for three  months  and  one  day,  and  thereafter  pending  pas- 
sage of ethics  portion  of state Bar Examination. 

, , .  ,. 
Practical Guy: It  really  isn't fair about  these  bonuses  lawyers  will  be  getting if they  bring 

Application, in more  money.  We  paralegals  don't get to participate in the program, at 

nonlawyer  staff get,  but we  actually  bill  our  time,  which  they  don't  do.  It's 
not  clear to me  why the "rules"  are that we  can't get  a portion  of  our bill- 
ings.  It  wouldn't  have to be a big  percentage-it's  mostly  symbolic, I 
guess-more  pay  for  harder  work. 

Write a brief  explanation to Guy explaining  why  paralegals  are  not  permitted to par- 
ticipate in bonus  systems that directly  reward  on the basis  of  billings  or  collections. 

2-1 7 least to  the same  extent. We get  the same  types  of  bonuses the rest  of the 

Comprehensive Exercises 

1. Create  a  checklist  of points that should be  addressed  by  a  new  staff 
member joining  a law firm.  Cover  each  of the major  points of this  chapter 
and others  come to mind  (such  as  hours of operation and evening 
telephone service  coverage).  The  checklist should  have at least 50 points 
such  as  fields  of  practice and reporting  structure. Any  reasonable  form  is 
acceptable.  List  basic information  about the firm  and  responsibilities  for 
procedures. 

possible,  ask a  co-worker to review it. Are your  impressions  consistent? If 
not,  why not? If you  have  never  worked in  a law firm,  design an "ideal" 
organization  for  a  mid-sized  firm. 

3. Draft  a  procedures  manual  for  Carpenter & Cook  for opening,  maintaining, 
and closing  files that is  consistent  with  their  current  procedures.  What 
changes  would  you  recommend?  Describe the current and recommended 
procedures in terms of controls. 

2. Draw an organization  chart  for  a  firm in which  you  have  worked. If 
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The  entire  revenue cycle of law firms starts with legal  staff spending 
time  on client  work. In years past, when  the profession was generally 
less competitive  and clients more affluent and less knowledgeable about 
the legal profession, many lawyers were not especially concerned  about 
recording  time  spent on a file.  Today, however, lawyers’  services regu- 
larly come  under review by  clients,  courts, and  other lawyers. 

Case 3-1 Found: Lawyers charged fees of $9,000 for services that were  worth only 
$1,500, and in support  of  which no records were  kept. 

Ordered:  Lawyers  sanctioned. 

Most time recording  systems  used in law firms are automated to 
some  extent because manual systems are so clumsy and expensive to 
maintain  that  they are worse than  having  no system at all. Poorly de- 
signed  systems with  inadequate  controls  can cause lost  revenue,  inaccu- 
rate  performance  measurement,  misunderstandings  with  clients, and 
embarrassing  allegations of professional misconduct. 

Time recording systems vary greatly in  complexity  and usefulness. 
The simplest  systems  produce only bill preparation  documents, and  the 
most  elaborate  have  many  components  and procedures that are used to 
produce  complex reports. While not  included  in all systems, the follow- 
ing  components are common  and may appear in various  combinations: . Original time datu (time  data source documents)  written  or otherwise 

recorded by the lawyer or secretary. . Time  jounzals that organize the hour and dollar  values  by  lawyer and file. 
Client WIP time ledgers that  chronicle  the  hours  spent for each law- 

. Szcpplementary  reports that  support client-related  decisions as well as 

yer on  the file and may include service details. 

management decisions. 

ing or payment. 
. Entries to the general  ledger if the general ledger is affected before bill- 

Time records are  treated very differently  by  different firms. Some 
firms  track only billable time  that is expected to be recovered from cli- 
ents.  Others  track all time,  including  time  spent on professional and cli- 
ent  development  and  on  administrative tasks. In  practice,  recording, 
posting, and  summarizing  methods are  combined  in  many  variations. 

TERMS 

time data Original  records of time spent by  lawyer and other timekeepers. 
WIP time ledgers Subsidiary  ledger  for unbilled (WIP) time on a client file. 
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Objectives of Time  Recording 

Maintaining  a  time recording system  properly involves integrating 
the firm’s information objectives, personnel  structure,  and  support re- 
sources. It is not  enough  to simply  complete  time  data source docu- 
ments properly. They must  be recorded into  the system  in  a way that 
serves the  information needs of the  firm. Generally, law firms keep re- 
cords of lawyers’ time logged (worked) for such purposes as: . Creating  a  diary  of services to a client. This benefits the firm by provid- 

ing detailed evidence of the services provided by individual lawyers, 
which are often  not performed in  the presence of the client. . Providing  clients with  itemized  bills for services rendered. In many fields 
of practice, the  client bill contains  a very detailed description of all 
services the firm has provided. 

Enharlcillgprofitubility. Unrecorded time is unlikely to be  remembered, 
and  thus unlikely to be billed. 

rn Improving  cash  pow. Time records may  be used to  generate reports 
identifying files that  should be billed promptly  and/or files where fee 
advances are available to be transferred from  a  trust  account. 

Promoting  emciency. Time reports  help  identify  client files that  should 
be billed or closed. 

rn ~eas~~rj?lgprod~ctivity. Individual lawyers’  logged hours are compared 
to billed hours  to measure  performance.  Performance  measures are 
often used to  determine  remuneration for associate lawyers or income 
shares for partners. Firms may establish target budgets for recording 
time  and evaluate performance on  that basis. 

rn Determining  realization rates or the effectiveness of time  spent  on 
fixed-fee  and  contingency files or in specific fields of practice. Firms 
need to know whether  further  investment  in research capability and 
specialized staff in  a particular field is worthwhile. 

Providing  other information, such as a record of an  individual lawyer’s 
work experience (in  more  advanced systems), or tracking nonbillable 
time,  such as client  development  and  time off. Advanced systems pro- 
vide a  “work-in-hand”  estimate for budget  planning by subtracting 
billed and  unbilled fees from the estimated  total  fee on each  file. 

Some firms do  not keep the  type of time records discussed here, es- 
pecially where: 

Few files are billed on a fee-for-service  basis and  an itemized bill or serv- 
ice  diary can be created from  a simple review of the file documents. 



CHAPTER 3 TIME RECORDS 89 

. The  practice  does not generally  bill on an  hourly basis (for example, 

. There  are few lawyers, and  performance  measurement is not  an issue. 
It is advisable to keep  time  records in some  form, as records of serv- 

ices performed  for  a  client  may  be  required if the client  disputes  a bill or 
alleges professional  negligence. 

criminal  defense,  conveyancing,  personal  injury). 

Practical 
Application 

3-1 

Randy: In my  firm,  we  do  mostly  personal injury contingency  work,  and  we 
sometimes  do  real property transfers  and  wills  for  established  clients. We 
don’t record time because  there is no  need.  The  contingency  fee is based 
on  the  amount recovered,  and the conveyances  and  wills  are all fixed-fee 
quotes.  The  only hourly rate work we do is estates and the  file is always 
handy, so we  keep  track of time  spent on a piece  of  paper in the front of 
the  file. I have no partners  and  only four associates  and two paralegals, so 
I never  have to justify  my  actions  or  time.  Recording  every six minutes  of 
a workday is a waste  of time and  makes  the  legal staff feel like I don’t trust  
them. I know if my staff aren’t pulling  their  weight. 

Discuss the pros  and  cons  or  Randy’s  viewpoint.  Would you  feel  differently  about  the 
current  system if you  were  one  of  his  associates?  One  of the paralegals? 

Time Data  Source  Documents 

Data documentation  methods  include: 
rn Timesheets that are  completed  by the lawyer or secretary  each  day  or 

at  other fixed  intervals.  Timesheets  provide an  entry  control  total  that 
can be used in  both  manual  and  automated systems and is effective 
for tracking lawyer time. However, timesheets  can  make  preparation 
of an  itemized bill awkward in  manual systems  unless the  description 
of services is kept in a  separate  word-processing  billing document. 
Figure 3-1 illustrates  a  completed  daily  timesheet. 

rn Time slips, which  are similar to timesheets  except that a separate slip is 
completed for each block of time  spent on a file. There may be several 
slips  for a file in one day, and sometimes one slip is used for several  days. 
This is a very popular  method because it allows  flexible input in auto- 
mated systems and easy bill preparation in  manual systems. The major 
drawback is that  the slips tend  to be small and easily misplaced. In me- 
dium-sized firms that specialize in a  certain field of practice, it is  cost-ef- 
fective to have  custom-printed  time slips with  standard  service 
descriptions. Figure 3-2 illustrates  a  completed  and  posted  time slip. 
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Cayenter Cook 

TIME SHEET 

LAWYER (INIT.): l..M. DATE: Nov. 5, 19% 

FIGURE 3-1 Completed  Time Sheet 
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FIGURE 3-2 I ~~ 

Completed 
Time  Slip 

rn In pegboard  systems  separate slips are mounted like shingles on a 
backing sheet,  which  may be used  as a posting  control. As each slip is 
written,  summary  information (date, file identification, lawyer identi- 
fication,  time logged) is duplicated  automatically onto  the backing 
sheet, as illustrated in Figure 3-3. 

rn Other  written records such as photocopies of lawyer’s desk diaries and 
appointment calendars. These have the advantage of being flexible 
and always  available to  the lawyer and  do  not require anyone to 
make a time  entry  in  addition  to  the  appointment  notation. How- 
ever, many diaries do  not have sufficient space to  note  lengthy service 
descriptions. 

Direct  entry  into azrtolnated systems, usually by the lawyer or secretary. 
The  time  entry  may go into a stand-alone  time  recording  routine in 
nonintegrated  accounting systems or directly into  the client’s  ac- 
counting records in integrated systems. The secretary enters  time di- 
rectly either from  written  notes in  the lawyer’s calendar or from 
dictation  tapes. This method has the  advantage of prompt recording 
and accuracy of spelling, as the secretary is more familiar with  the 
lawyer’s handwriting  and  the file and is likely to spell proper  names 
correctly. A major  disadvantage of direct entry is that  the notes and 
tapes are not usually kept, and errors are difficult to investigate. 

As technology  advances,  more user-friendly time-keeping methods 
are  gaining popularity. Large firms may  invest in a bar-code system that 
enters file, date, lawyer, and description  information  by passing a light- 
pen over a printed list of choices. Computer-literate lawyers may keep a 
background  on-line  time log by  entering symbols as they work at their 
desks while the system tracks how  long a task  takes. Such systems may 
also be  integrated  with the  telephone system to record the telephone 
number called, length of call, and  any  long-distance charges. 
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FIGURE 3-3 Pegboard Time Slips 
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Time Entry Details 

Time  records  are  generally  kept only for  time  spent  by lawyers, al- 
though  the secretary may  actually  generate  the  records. Legal assistants 
(paralegals)  also  often record time  spent on client files. In  discussions of 
time  and  billing records in  this book,  paralegals  are  included  with law- 
yers. Time entries  include  the following  information: 

Identification oflawyer performing services (initials  and/or  number). 

Date that services were performed. 
Client and matter identification (number,  name, and description)  or 

. Brief description of services (abbreviations are common),  often called 

. Amount of time spent, usually in  tenths of hours,  but sometimes in 
quarters  or  hundredths of hours. 

rn Special instructions regarding  billing  rates  or fees. Sometimes service 
descriptions  are  added  to  the file records even  though  the  time is not 
added  into  the  total. 

Although  the secretary  may produce  the  entries,  the lawyer should 

identification of a  nonbillable task. 

the narrative. 

at some  point review and  approve  them. 

Practical : Daphne: I'm  the busiest  associate in the  whole  firm.  I'm  always  here  before eight 
Application and  I'm  usually still finishing  up  on  the  computer  when  the six o'clock 

ness on my  timesheets. I'm not a numbers  type  like  he has to be in data 
entry. I always put the name  and matter reference.  Can't  he  just look up 
the  number? Even  when I do put the  file  number down,  he  wants it for 
each  and  every entry for that file. If  there are ten  entries for a file  on  one 
timesheet,  he  expects  me to write in the  number  ten  times!  Something is 
wrong here. 

What is wrong? How would you  go  about trying to fix it if you were  Scot? If you 
were the  administrator? 

3-2 news  comes  on.  Scot is really getting to me about  this  file  number  busi- 

Service  Description  Abbreviations 
Firms adopt  standard  letter  abbreviations  in  time recording  systems 

so that lawyers' time is not wasted writing  commonly used terms  in 
longhand.  They are  usually  tailored to  the field of practice and vary sig- 
nificantly  in  length.  Standard  number codes are used by  some firms, but 
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FIGURE 3-4 
Time  Recording 
Abbreviations 

lawyers find  them awkward to use, as it is hard  to make such codes 
meaningful. Figure 3-4 illustrates a selection of service description ab- 
breviations. 

Some automated systems “read”  the  abbreviation  code  and substi- 
tute  a  standard  phrase  (character  string)  when  the  time is entered,  and 
the phrase  becomes  a permanent  part of the record. Most systems substi- 
tute  the phrase  only  when  the ledger is printed, so if the phrase is 
changed  in  the master profile for the  time code, existing  time  entries us- 
ing  the  code may print  out incorrectly. Therefore, it is usually best to 
add  an  abbreviation if more are needed  rather than  change  one, unless 
it  contains  a spelling or similar error. 

Examples of Time  Recording  Abbreviations 

c ;  CI 
Crt;  Crt  of  App 
cw 
Dft 
Doc;  Docs 
F 
IME 
LT;  LF;  LFC;  LFOC 

MT;  MTF;  MTC 
Mtg;  Mtgc 
NOM 
oc 
ocw 
R;  Rev;  RL;  RF 
SoC;  SoCC;  SOD 

?T,TF;TCW 

wos 
XFD 
A 
n 

Client  (usually  used  with  other  abbreviations) 
Court;  Court of Appeal 
Conference  with 
Draft  (either  vetb,  adjective, or noun, as in  a  document) 
Document;  Documents 
File 
Independent  medical  examination 
Letter  to;  Letter  from;  Letter  from  client;  Letter  from 
opposing  counsel 
Memo  to;  Memo to file;  Memo  to  client 
Meeting;  Mortgage 
Notice  of  motion 
Opposing  counsel 
Office  conference  with 
Review;  Review;  Review  law,  Review  file 
Statement of claim;  Statement of counterclaim; 
Statement of defense 
Telephone  call  to;  Telephone  call  from; 
Telephone  conference  with 
Writ  of  summons 
Examination for Discovery 
DefendanVDefense 
Plaintiff/Claim 
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Revenue  Recognition 

Law firms  earn  revenue  by  providing  clients  with the services of law- 
yers, so technically  speaking,  revenue is earned  at  the  time  the services 
are  rendered,  and billable WIP time  represents an asset. From an ac- 
counting perspective, the  income  patterns of many firms  would  justify 
revenue  recognition  at  the  time  the services are  rendered,  using  the  full 
accrual method of  revenue  accounting. For some  types of legal service fee 
arrangements (discussed in  detail  in  Chapter 5)’ such as contingency 
cases and fixed-fee  agreements,  revenue cannot  be  known  until  the serv- 
ice is complete  and  the  final bill  has been  presented to  the client. Be- 
cause so much of WIP time is adjusted upon billing, recognizing the 
revenue as the  time is posted to  the WIP ledger  may not accurately re- 
flect the firm’s profitability. 

Most firms do  not record unbilled fees as  either assets or  revenue in 
the  general ledger at  the  point  the  time is entered,  even if the  time is 
posted  to  a  client WIP time ledger. Instead, the revenue is recognized as 
illustrated in Figure 3-5. Management  information  requirements, ac- 
counting system configurations,  and (especially) tax rules and  the desire 
to keep only  one set of books combine  to  encourage  most firms to rec- 
ognize  revenue at  the  time it is billed to  the  client. This is the modified 
accrual method for recognizing  revenue. 

A year-end  adjustment  recording  the  estimated  value of unbilled 
fees is sometimes made,  often  for income  distribution  or  tax  purposes, 
but firms rarely have  any record of WIP time  in  the general ledger. 

Practical j Michael: 
Application! 

3-3 
Clair: 

Michael: 

Most  of  the successful information systems  I‘ve  seen  aren’t  dependent on 
the type  of  accounting  method  used.  Really good systems will give  you 
the pertinent  information in some form  or  other. 
But  you  can’t look at  just one thing in isolation. If  the  financial  informa- 
tion doesn‘t  match  your  management  information,  how  do  you  know 
where the differences  are without going to accounting  school  for six 
years? 
You either  get a feel  for it eventually  or ask the  accounting staff to explain 
it to you.  Partners  should not be so concerned with the mechanics  of ac- 
counting-they  need the big pictures to make  sound  decisions. 

Discuss both Michael‘s  and Clair‘s viewpoints. What types  of reports could  they both use? 

TERMS 

modified accrual method A hybrid  accounting  method  that  recognizes  revenue 
when it is  billed,  instead of when  it is worked  (full  accrual)  or collected  (cash  method). 
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FIGURE 3-5 
Accounting 
Methods  and 
Revenue 
Recognition 

Case 3-2 

Full Accrual 

Debit Credit 

Unbilled  Fee 
Fees 

WIP Ledger 
Revenue 

Accounts 

WIP Ledger NR Ledger 
Fees Receivable 

Unbilled 

Bank Accounts 
Account  Receivable 

N R  Ledger 

Boldface  indicates  entries to the  general  ledger. 

Billing Rates 
If WIP time is presented in  the general ledger or supplementary re- 

ports  in dollar amounts, a value is calculated  by  multiplying the number 
of hours  by  a billing rate. Sometimes  a  standard  rate is used for each 
lawyer, and  an  adjustment is made  at  the  time of billing if a  different 
rate is charged to  the client. Billing rates are  governed by: . Seniority of the lawyer (years in practice, expertise in a  certain field of 

practice). . Agreements with  individual  clients to charge  a  certain  rate per hour 

Agreements with  clients to charge  certain lawyers at certain rates. . Special challenges presented by certain types of cases. 
Rate structures  can  be very complicated and are  subject to confusion 

and error in manual  recording systems, especially if more than  one law- 
yer works on a file. Most automated systems can charge the correct 
rates, but  caution is needed when  setting up  the client file if the file in- 
formation  controls  the billing  rate. Figure 3-6 illustrates two types of 
billing  rate criteria used in  combination. Billing rates that are not realis- 
tic for a lawyer or field of practice should be avoided. 

for all lawyers. 

~~ 

Found: Skill required to perform  legal tasks  was not extraordinary. 

Ordered: Less than 50% of  requested fees awarded to firm. 

TERMS 

billing rate A value attached to lawyers’  services, usually an hourly rate. 
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FIGURE 3-6 
Billing  Rates 

!YmW?m?m 

Practical 
Application 

3-4 

Carpenter e~ Cook 
Billing  Rates 

Effective:  November 1,1998 

I 
Init. 

Marty Fisher M.F. 

Kim Gardener K.G. 

LeeMason L.M. 

Terry  Baker T.B. 

Sandy Cook S.C. 

Pat  Carpenter P.C. 

Name Title 

Partner 

Partner 

Associate 

of Counsel 

Paralegal 

Paralegal 

Sometimes WIP time is recorded not according to hours  spent  but 
by  the  nature of the task, as with  court  appointments  or  other assign- 
ments  where  the  total  amount  to  be billed is determined  by  statute. 
Some systems permit task codes to  be set up  and automatically  apply 
the correct fee.  However, this  method is not helpful in  determining 
whether  the work is lucrative at  the lawyer's standard  rate  and is not 
used in systems where  performance  evaluation is a major objective. 

Dan: I always  encourage associates to use a billing rate that is a little on the high 
side. That way, if you  reduce  the bill, you feel good about it and 50 does  the 
client. It gives you what you might call maneuvering room-a bit of slack so 
you can make an equitable  decision  about  billing  without  losing  your shirt. 

What are the pros and cons of  Dan's  philosophy?  How  would  you  react  as an associ- 
ate? As a client, if you  knew about his perspective? 

Entering  Time Data 

There  are  many ways to distribute the  time  recording procedure. 
Whether  the  accounting, clerical, or secretarial staff make the original 
time  entry,  the responsibility for controlling the procedure usually rests 
with  the  accounting  staff,  who  are  ultimately  responsible  for  the 
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completeness  and  quality of the records and  supplementary  reports for 
the  whole firm. Lawyers and secretaries are still responsible for their as- 
signed  duties  and  must  cooperate  with  the  accounting staff to  ensure 
the system  runs smoothly. 

Time records are  entered promptly, as recent  events  are likely to  be 
remembered  by the lawyer if questions arise in  the recording process. 
Whether  using a manual  or  automated system, the procedure requires 
the following controls: 

= When accessing the client ledger, the client  name  and file reference 

= The  total of each  batch of time  entries is compared to an edit  or con- 

Each entered  document is clearly marked,  identifying the individual 
who  entered  it  and  the entry date. 
After entry, the source documents  are filed in a way that permits easy 
retrieval of incorrectly recorded items.  The best method will depend on 
the recording process, the  form of the  document,  and  the  type of WIP 
ledgers used. Timesheets are usually filed chronologically  by lawyer in 
separate binders, or  under  separate lawyer tabs in  monthly binders. 
Time slips allow more flexibility in filing  after input.  They  are filed 
chronologically  and/or  by lawyer,  as timesheets are, or by client. 
However, if they  are filed by client, misfiled or incorrectly  entered 
slips are  harder to trace. 

are  checked to  the  time  data source document. 

trol total. 

>'7~rg?;*;,w<,%~xaxxn 

Practical  Rosemary: I wait until I get all of the  timesheets  for  one day before I enter any of 
Application them.  That way, I know I have  them all. When I go  into  the  computer, I 

always the last to give  me his timesheet,  but  lately he's only  been  about 
two weeks  late.  Some of the  other lawyers are complaining  that  the 
time isn't up to  date, and I tell them to go and talk to Mr. Rook. I'm a 
time  entry  clerk, and I'm not paid to handle  complaints  that  lawyers ba- 
sically  have  about each other.  The  buck  doesn't  stop  here. 

What can the  other lawyers do  to resolve the situation if Mr. Rook is a partner? A 
senior  associate? Of counsel? 

3-5 always work  on the  same  date so that  there is no  confusion. Mr. Rook is  

Time Journals 
Time journals can  be  memorandum journals, used for management 

reporting  and  data  organization, as opposed to journals  recording  finan- 
cial transactions  in  the general and  client ledgers. In  automated systems 
the  journal  may  be simply the list of posted  transactions,  often called 
the  batch  or  edit list. 
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In automated systems, the  time journals  are  created when  the  time 
is entered. However, if the revenue is not recognized until  the WIP time 
is billed, there is no  entry  into  the general ledger. Entries are made  only 
to  the client time ledger and to memo records, which are used to gener- 
ate reports for each lawyer or by other criteria. Many firms that use 
manual  time recording  systems  either do  not require  reports on logged 
time  or require only a total of hours logged per lawyer each  month. 

Client  Time  Ledgers 
Almost  all time recording systems are designed to provide a basic 

chronological record of services the firm  provides to individual  clients. 
There  may be no service description  but  simply a summary of hours 
spent  on  the file each  week. The level of detail in  posting  time  to  the 
client ledger depends  on  the firm’s needs  and  the system’s capabilities. 
In a manual ledger, such as the  one illustrated in Figure 3-7, usually 
only  the  date, lawyer identification,  hours logged, and dollar  value  are 
recorded.  These manual ledgers may be difficult to summarize if many 
lawyers work on  the same file at different  billing rates. If an itemized bill 
is required, the time records are  kept until  the bill  is typed  or the service 
descriptions are entered  into a word-processing document. 

In  automated systems, time  data  are  entered as received, and  the cli- 
ent ledger contains all the details until  the  time is billed. In many  auto- 
mated  systems the  time details  are  purged after billing and are no longer 
available for review. In  these  situations, a copy of the  time details (be- 
fore  purging)  must  be  retained in  the client and/or  accounting records. 

In  the simplest time recording systems, no time journal or formal 
client WIP time ledger is created in  the  accounting sense, and  the source 
time  data  are  not recorded in  any  other  accounting records. Such sys- 
tems  include: . Billing  details it? a word-processing doclrmerzt used to create  itemized 

bills, entered  by  the secretary from  timesheets  or time slips. 
Collections of time slips filed by client file until billing when  they are 

. Client time logs or sheets of paper kept for each  client file in  the  front 
of a client folder. These  are not  submitted  to  the  accounting  staff, al- 
though  they  must  be referred to if itemized bills are to be  produced. 
This  system may be adequate for billing and  diary purposes but is not 
useful in assessing the  performance of individual lawyers or the value 
of the firm’s unbilled  time. Lawyers usually  remember to document 
time if the folder is handy  but may forget to make  entries if it is not, 
As time is billed, the log is ruled off and  the  running  total starts  at  nil. 
Figure 3-8 illustrates such a log. 

summarized as necessary. 
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Carpenter & Cook 

CLIENT WIP TIME LEDGER 

Re:&d Clai-res Best Bet Client  Name: Century Textiles Inc. 

Responsible  Lawyer: 3. C. Notes: use "discount" billing rates 

* I  

I 1/19/98 2,524.50 165.00 15.3 LM 
11 I I  sc 9,819.00 3,066.00 210.00 14.6 

FIGURE 3-7 Client WIP Time Ledger 
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Carpenter & Cook 

CLIENT  TIME  LOG 

Lawyer: T.B. Client Name: Top Dog&&marvc2eaning 

File Number: 2276.4 Re: Corporate (General) P a g e I  

FIGURE 3-8 Client Time Log 
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These  systems  are  obviously  limited in the  management  informa- 
tion  they provide, but  they  are  uncomplicated  and  inexpensive  and are 
popular  in very small practices that  do  not  have  automated  accounting 
systems. 

~~~ 

Practical Randy:  We  have a new associate who  will  be  bringing  in some  insurance  defense 
,Application  work  from  a  large  company,  and  we‘ll  have to start a  time-keeping sys- 

tailed bills.  Yes  sir,  life in six-minute  intervals.  I’m  worried  we’ll  all get  to 
be clock  watchers  and uptight all  the  time. 

What  are  some  ways to ensure that  the  new system  doesn’t  completely  change the 
atmosphere  of the  firm,  and  also that there  are not too  many  different systems? 

3-6 tem. I don’t  like it myself, but this is a good  client  and  they  demand  de- 

Policies  and  Controls 

In firms  using  time  recording to its  full  potential,  time records are 
often  the  most  numerous of all accounting-related records in  the firm. 
Because they  are  generated  internally  and  there  are no outside  checks to  
help  detect  errors  (until  the bill is reviewed by the  client,  when  it is 
often  too  late  to correct  errors  properly) as there  are  with  other  account- 
ing records, internal  controls  must be rigorous, and  overlapping  where 
possible. However, the  volume  and variety of time  entries makes strong 
controls especially difficult to design,  administer, and  implement,  and 
lawyers may  begin to feel that  the  time  recording system is a  master in- 
stead of a  servant.  Although  they recognize the  need for  quality  time re- 
cords, many lawyers find  the process tedious  and have  difficulty 
following  strict  routines. Figure 3-9 illustrates an  example of the  com- 
plete  time  recording  and  reporting  function in a  medium-sized  firm. 

Policies regarding  time  recording  should be established  at  the  man- 
agement or  partnership level, preferably in writing. At  a  minimum, well- 
designed policies specify that  the original  time  data is to be prepared: 

rn Promptly: lawyers may  forget to record  small  segments of time  after 

rn Accurately: time  amounts, file numbers,  and  client  names  must be re- 
corded correctly. 

rn Thoroughly: all of the  required  information is completed so that  oth- 
ers who are less familiar  with the file will not  have  to guess at  incom- 
plete  information. 

several hours. 

D, Legibly: illegible records cannot be accurate  or  complete. 
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I TIMESHEET 
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The lawyer completes the  timesheet and 
forwards it to the accounting department. 

The accounting depaltment enters the 
timesheet  Into  the  time  Journal. 

The entry IS posted to the  client  WIP time 
ledger. 

Supplementary reports are prepared from 
the  Journal  and  supplied to the  partners  and 
lawyers. 

Accounting archlve coples of reports are 
filed. 

If WIP time is recorded In  the general 
ledger,  the  debit IS posted to the  WIP  time 
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FIGURE 3-9 Time Recording Process 
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Because most  people within  the firm are  involved in  some  phase of 
time  recording,  special  care  should be  taken to ensure  that all compo- 
nents  contribute  to a smooth-running system. Concerns  that  all effec- 
tive  time  recording  systems  address are: 

Identifying  missing  and  delinquent  entry  documents. . Potential  for  recording  errors, especially incorrect  client  numbers, 

m Entries out of order  that  cannot  be sorted  or  isolated  from the  other 
amounts,  and lawyers. 

records. . Flexibility of reporting  options,  which is an essential  feature of useful- 
ness in  reporting. 

Practical Fay: I understand that completing  time slips is  not the  most  exciting task in 
Application the world, but it’s important  in our  firm.  We  bill all through  the month 

late with his  slips, and  he  makes a scene  if I nag  him.  He  even  calls  me 
Fuss-budget  Fay  and that annoys  me.  I’m  just  doing  my  job as data  entry 
clerk, why  can’t  he  do  his bit? 

3-7 and  need  to  be up to date at all  times.  But Kirk is  always a t  least a week 

What should  Fay  do? 

WIP Time  Reports  and  Summaries 

The  time  data  that have been  entered into  the system are used to create 
a variety of information reports, which are used for specific purposes such 
as determining  which files are to be  billed.  Some reports identify missing or 
incorrectly recorded time  data, and  frequent review of time reports is essen- 
tial in locating and correcting errors at  the earliest possible opportunity. 

Many WIP time  reports  and  summaries are produced  at regular in- 
tervals, monthly or  annually,  and  form  part of the  standard  accounting 
archives. Reports and summaries,  such as the  budget  summary illus- 
trated in Figure 3-10, are  also  produced to provide  budgetary  control. 
Although  most  productivity  reports  in law firms  are  generated  from bill- 
ing records, WIP time  reports  can  also  be  very useful if they  are  under- 
stood  and  interpreted properly. 

Sometimes a  report that would normally be generated from billing re- 
cords is compiled from the WIP records  because  files are not yet  billable 
(for example, incomplete  matters or those billed on a  contingency basis) 
and  an estimate of  the  ultimate bill amount is required. Also, partners’ 
profit  distribution  ratios  may be calculated  partially on WIP as an esti- 
mate of the realizable value of fees. 
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FIGURE 3-10 
Budget  Report: 
Time  Logged MONTHLY LOGGED TIME SUMMARY BY  LAWYER 

LAWYER 

P.C. 

S.C. 

T.B. 

L.M. 

TOTALS 

MONTH: Nov.  1998 

HOURS DOLLARS BUDGET  (UNDYOVR 

125.6  21,875.00  23,000.00  (1,125.00) 

136.7 24,606.00 25,000.00 (394.00) 
154.4 18,655.50 15,000.00 3,655.50 
147.0 22,785.00 23,250.00 (465.001 
563.7 87,921.50 86,250.00 1,671.50 

Reports are  produced  using  various criteria, often  in  combination. 
Even in advanced  automated systems, some  reports  may  require  extra 
calculations,  either  manually or through a  spreadsheet  program, to pro- 
duce  information  needed  to  support  management decisions  such as hu- 
man resource allocation. Figure 3-11 illustrates examples of both 
common  and  unusual reports  produced  from the WIP records. 

WIP Time  Adjustments 

Adequate internal  controls  limit WIP time  adjustments  due to omis- 
sion,  duplication,  and  misallocation. However, errors do occur and 
should  be corrected  promptly, with a  description of the  nature of the  ad- 
justment. Many firms do  not  adjust  the WIP ledger at all, or  adjust it 
only  at billing  time, especially if the  only error is in  the billing  rate. The 
effect on lawyers’ performance  reports, however, is important, especially 
where  there is a  duplication  or  omission and where logged time is an is- 
sue  in lawyers’ remuneration. 

Errors often  come  to  the lawyer’s attention  through a review of a 
summary  client WIP list, and  the lawyer requests  a  copy of the client’s 
WIP time details.  Adjustments noted on this  copy  are used as the adjust- 
ing  entry  data source, or a  separate entry  document may  be  required. 
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Billing  decision 

rmst  transfer 
and/or 

File  housekeeping 

Inactive  file  report 
and/or 

Marketing  focus 

Responsibility  level 

Supervisory  burden 

Referral  capacity 

Performance 
measurement 
(associates) 

Volume  growth 
(firm or lawyer) 

Partners' profit 
distribution 

Change  in  WIP 
investment 

Recipient(s) 
b 

Responsible 
lawyer 

Secretary 
Lawyer 
Accounting 
staff 

Marketing 
committee 

Management 
committee 

Management 
committee 

C" 

Marketing 
committee 

Each  associate 
Compensation 
committee 

Lawyer 
Management 

Distribution 
Committee 

Partner 

Finance 
committee 

Report/Frequency Criteria Options 
(1) : (2) : (3) 

WIP  time  by (own  files) : (numerically) 

WIP  time  and  trust  by : (alpha) 
filelmonthly (own  files  over  threshold $) 

filelweekly 9 (select  area) : (over 

date  of  last  time 
entrylmonthly 

budgethonthly 

logged  last  period/ ($ value  of hours) 

own  (responsible)  WIP (partner) 
amount + firm WIP 
amountfannually 

WIP  value  this  period (area) : (lawyer) 
vs.  WIP  value  last (lawyer) : (WIP  age) 
period/ monthly 

FIGURE 3-1 1 Time Reports: Uses and Selection  Criteria 
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There  are two types of WIP time  adjustments:  corrections  and  dele- 
tions.  Many  types of corrections  and  deletions  should be made  only  by 
accounting staff who are  familiar  with all of the ramifications of making 
an  adjusting entry.  In  almost  all cases, complete  removal of a transac- 
tion  from  the system should be avoided, especially where  the  original 
entry affected reports that  have already  been  distributed. 

WIP Time Corrections 
Corrections  are  often  made  out of date order. Most automated sys- 

tems will not allow any  entries  to  a closed period, especially if it affects 
client ledgers. In  any system,  back-dating  entries to  a closed period is 
avoided  because it  often creates more  problems  than  it solves. The  date 
the  adjustment was made should be used, with  a  description of the  ad- 
justment  and  a  notation of the original  date. 

If a  time  entry was simply not recorded when it should  have  been, 
the  adjusting  entry will be similar to  what  the correct entry  would  have 
been. If the  time was not  to  have  been recorded  or was recorded twice, 
an  entry is made  to all ledgers originally  affected,  often in  the  form of a 
reverse time  entry. If the  original  entry was recorded in  the  wrong 
amount  (hours  and/or  billing  rate),  then  the  original  should  be reversed 
and  the correct one  entered. Some  firms  with manual ledgers simply 
strike out  the  wrong  entry  and  adjust  the  total,  but  this  method  pro- 
vides  insufficient  information  to  trace  the  reason  and/or  authorization 
for the  change if questions  arise later. 

Time  entries  that are  merely  posted to  the  wrong file can  sometimes 
be corrected  by making  entries  in  both  client WIP time ledgers and 
cross-referencing the file numbers  without  affecting  the  other  journals 
or ledgers. Some automated systems will not allow this,  and so reversing 
and  correcting  entries  must be made.  Automated  systems  that  use  or 
emulate  database-type records may  permit  simply  changing  the  client 
file field, but  this  method  should be avoided  unless an  audit  trail to the 
original entry  can be generated. 

w?++”m”””Vm: 

Practical Sheila: I think it’s always  best to have the  time records as perfect as possible  even 
Application if it means  making lots of  corrections.  You  save time  when  you have to do 

Jade:  That’s not really how I see it. The time records  are  just the basis for pre- 
paring  the  bill;  they  aren‘t  the last word. If you bill on schedule,  you  have 
lots of time to make  any  adjustments  then. 

Sheila: But  you  don‘t  know  if  you’ll  have lots of  time  then.  What if some  emer- 
gency  comes  up,  or the  printer crashes, or. . . ? 

3-8 the client’s bill. 

How  do  people‘s  working  and  personal  styles affect the  efficiency  of a system? Do these 
traits  need to be  considered  when  deciding  about  system  changes? To what  degree? 
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WIP Time Deletions 

term is normally  applied  only to items  that  have  been billed)  when: 
WIP time is usually  deleted  (often called “written  off,”  although  this 

The file was charged  with an  incorrect  time  entry  and  an  ordinary  ad- 
justment  would  be  pointless (if the correct file has  been closed or  can- 
not be billed for the  item). . The firm  has agreed to reduce  or  remove  a  correctly recorded time 
charge. 

= The firm cannot bill the  time because the  client  lost  on  a  contingency 
matter (discussed in Chapter 5). 

Firms develop an in-house  form  for WIP time  deletions, as illus- 
trated  in Figure 3-12, or use a  copy of the client’s WIP time ledger.  Dele- 
tions  from  summary  reports are discouraged because the  “deletion” 
might actually be  a recording error. 

The  proper  authorization  must be provided,  and  the  supporting 
document is filed chronologically,  by file number, or in  another logical 
order  after  the  deletion  has  been  done. Usually, policies of firms require 
that  any WIP deletion be authorized  by  the lawyer responsible for the 
file, the lawyer  whose time is being deleted (if different), and/or  a  partner. 

If the general  ledger is affected, the  debit is posted to  either  a  time 
variance  account  or  directly  against  a fee revenue  account,  with  the 
credit  to  the WIP time asset. Some automated systems  require that  a 
“zero bill” be entered  in order to correct the WIP time ledger or perma- 
nently  remove  entries  that  net to zero. 

~ ~ . ~ ~ , ? ” ~ ” ~ , , ~ ~ ~ , ~ ,  

Practical Simon: I‘ve been  here less than two weeks  and  already I think my  job’s in jeop- 
Application ardy-and I was only trying to help  and  do thorough work  and  show 

ments, so I went through the WIP report we got today.  Some  of the  time 
had  already  been  billed or the  file was  closed  and it obviously  could not 
be billed again, so I sent in some  WIP deletion  forms.  That was part of  my 
job at  Mr.  Cairns’  office-to  keep the WIP report nice  and  clean, with only 
time that could be  expected to be billed so that he  knew  exactly  where 
he  stood with unbilled fees. Not the same  here, though! Ms. Wells  had a 
fit about  what  I’d  done. She  said I was  overstepping the bounds  and do- 
ing things l had  no authority to do.  How  was l to know  things  are so dif- 
ferent in this  office?  Now  the  bookkeeper has put through the  deletions 
and  they  have to be  reversed  and  she’s  mad a t  me, too.  Why  didn’t  she 

3-9 some initiative! Ms. Wells  was in court and I had  no  immediate  assign- 

TERMS 

WIP time deletion The  removal  of a time  record  from a client ledger  before the 
record  is billed. 
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FIGURE 3-12 
WIP  Time 
Deletion  Form 

tell me that she couldn't  put  them  through  on  my  authority? Is she trying 
to get me in trouble? 

What would  you  do if you  were  Simon,  given  the  current  situation?  What  would  you 
have  done  differently if you were  Simon?  What  do  you think Ms. Wells  should do? 
What  should  the  bookkeeper do? 

WIP TIME DELETION FORM 

Date:Nov. 30. 1998 Client:PIeasanruMorruep 

File Number:D9.8 Re:- Inc. 

Cut-off Date:&v. IS. 1998 Auth0rized-k 

LAWYER  HOURS  VALUE 

TB 4.5 495.00 

SC 1.6 240.00 

PC 1.1 192.50 

7.2 I 92 7.50 

Reason: 000 ~ . r e 0  

-re for -111 wdl b m  

. .  

. .  . .  
" 

more work m the new year. 
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Comprehensive  Exercises 

1. Using the procedural  flowchart in Figure 3-9, design  a control system 
integrating  the following  features: 
a.  Assurance that  any missing  timesheets  are  identified  within  three  work- 

b. Review by the lawyer of time  entries  each week. 
c. A monthly  report of how  many billable hours  each lawyer  worked 

ing days. 

each day. 

2. Design  a time  entry  and  reporting checklist  for  a new law office staff 
person  following the example  table.  There  should be  at least thirty  items  to 
complete. 

abbreviations that cover common services.  Describe what criteria you used 
in  designing the abbreviations  (such as a  string  that is not used in English 
or  extra  characters). Is a  numeric  system easier than  an  alphabetic  one? 
Why or why  not? 

4. Discuss the relative  merits of the  three  main  alternatives  of  revenue 
recognition.  What is the  impact of the field of practice? Level of 
automation  in  the  firm? Types of clients? 

3. Choose  a field of practice and design at least twenty service  description 
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In most client matters, the firm not  only provides the legal  services of 
its lawyers but also incurs certain costs incidental to  conducting  the matter, 
called disbzrrsements or advance costs.  In the context of disbursements, “in- 
cidental” does not  mean “insignificant“ or “negligible,” and certainly not 
“free to the firm.” It refers  generally to goods and services  purchased  by the 
firm in its  role  as the client’s qerzt  (or  fiduciary) in  handling  the client’s  af- 
fairs. ABA Model  Rule  l.B(e) enumerates situations where  a lawyer  is  per- 
mitted to advance costs to or on behalf of a client. 

ABA Model Rule 1.8(e) 

nection  with  pending  or  contemplated  litigation,  except  that: 
(e) A lawyer  shall not provide  financial  assistance to a  client  in  con- 

(1) a  lawyer may  advance  court costs and  expenses of litigation, 
the  repayment of which  may  be  contingent  on  the  outcome of the 
matter; and 

(2) a  lawyer  representing an  indigent  client  may pay court costs 
and expenses of litigation on behalf of the client. 

Therefore, lawyers must be careful, especially in  litigation  matters, 
that disbursements relate to  the client-lawyer relationship. It  is not ac- 
ceptable  in  most  jurisdictions for  lawyers to lend  money  to or otherwise 
support clients,  except as required in  the  conduct of the legal  services 
being rendered. 

Case 4-1 Found: Lawyer  advanced money to client for  automobile insurance  premiums 
and  mortgage payments. 

Ordered: Lawyer  disqualified  from representation. 

In fields of practice such as criminal  defense or in fixed-fee billing 
arrangements, firms may choose not  to record or charge any disburse- 
ments. In fields like  real property, anticipated  disbursements  might  be 
billed to clients before they  have  been  entered into  the  accounting sys- 
tem. Because estimating  disbursements  can cause more  problems than 
the increase in  monetary recovery is worth  and because lawyers have 
been disciplined for billing  unsupported  “estimated disbursements,’’ 
many firms prefer quoting  a fixed fee that  includes small, predictable 
disbursements  to avoid both  the costly recording procedure  and the risk 
of overbilling the  client, If the firm will be  applying for court-awarded 
costs on behalf of the client, however, it has  a clear obligation to ensure 
that records of disbursements are complete,  supportable,  and reason- 
able. A properly established and  maintained system not  only reduces the 
need to  estimate disbursements but improves overall recovery. 

Some  disbursements are paid from clients’ funds  in  trust (escrow) 
rather  than  from  the firm’s own  funds. These are discussed in  Chapter 7. 
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Disbursement  Source  Documents 

Internal  disbursements, sometimes referred to as allocated over- 
head costs or noncash  disbursements, occur solely within  the  firm. 
These are also called  service disbursements, implying  that  built  into  the 
charge for an  item is an  element of internal cost recovery to  the firm. 
For example,  photocopying charges may  include costs related to paper 
and  other  consumables  and  the  photocopier lease and service contract. 
Internal  disbursements include: . photocopies  made on  the office photocopier; . fax charges, incoming  and outgoing charges on a per-page  or per-minute 

- postage through  a mail machine; 

on-line  connection fees  for searches or legal research; . file opening fees to recover the firm’s cost of stationery  and file fold- 

basis; 

ers; and . secretarial fees  for special transcriptions  and  nonroutine services. 

If firms intend  to charge the latter  two, the client fee agreement 
makes specific mention of this  type of charge. 

Case 4-2 Found:  Lawyer  charged client  for secretarial  fees in addition to agreed flat  hourly 
fee. This constituted an excessive fee if such  fees were  not  part of the 
agreed compensation. 

Ordered:  (for  this  and  other  issues)  Two-year  suspension. 

Other  disbursements are invoiced to  the firm by the supplier on a 
summary invoice, or  statement,  which  often  includes  some costs that 
the firm itself incurs as overhead  such as: . long-distance  telephone  and fax charges; . courier charges; 

on-line title searches; . taxi fares; 

TERMS 

internal  disbursements Disbursements arising from a combination of goods and 
services that are generated within  the firm on behalf of a client. 
summary  invoice An invoice from a supplier of client disbursements, normally 
listing disbursements for  several files. 



1 14 CLIENT  ACCOUNTING 

. filing fees (on  account  with  court registries); . agents’ fees charged by  agents  in filing, serving, and searching; 
case  law from  a research company;  and . travel-related disbursements  and  other costs charged  to  a firm credit 
card. 

Direct  disbursements are paid  separately  by  check  directly to  the sup- 
plier,  especially where it is not practical to have  a running account with  the 
supplier, such as  for a medical report. Direct disbursements include: . filing fees paid directly to  court registries; . document service; . doctors’ and clinical reports; . expert witness fees; . evidence photography  and  videotaping services; . specific stationery costs such as corporate records books and seals; . documents from government offices and police departments; . printing  and  binding charges for  legal documents  when  a  printing 

. photocopies billed  by other law firms, usually the opposing side in 

Some  suppliers request advance  payment, especially for doctors’ re- 

company is used; and 

litigation  where copies of documents are supplied. 

ports  and  information from government offices. 

Internal  Disbursements 
Internal disbursements are recorded on small all-purpose forms (illus- 

trated in Figure 4-1) or on a  condensed  manual log (see  Figure 4-2). Firms 
also  use recording devices to ensure that  equipment  cannot be  used  unless 
a valid client or nonbillable activity  or department code is entered into  a 
control device. With  some  equipment such as  fax machines, activity print- 
outs are a regular part of the machine’s functions. The device  dispenses a 
printout as a source document  (shown  in Figure 4-3). With  some equip- 
ment such as fax machines, activity printouts are a regular part of the 
machine’s functions. Some  devices can produce electronic records that are 
transferred directly into  the accounting system and  no additional  input 

TERMS 

direct  disbursement Separate  disbursements  paid by individual  check and often in 
advance of receiving  the  item or service. 



CHAPTER 4 DISBURSEMENT  RECORDS 1 15 

labor is required. The  data  input, however, should still be  supported  by  a 
printout kept permanently  in the accounting records. 

FIGURE 4-1 

Multipurpose 

Form 
38.50 16 Postage 2409.1 1 1/12/98 Disbursement 

Date File # Amount  Code Description 

Fax L/D 13 

11/12/98 

22  77.2 1 I/! 2/98 

19.53 19 On-line 2015.6 

36.00 42 Corp Binder 

I I I I 

Posted: M.F. Nov. 14. 1998 94.03 Total 

FIGURE 4-2 
Manual Log:  Long 
Distance  Charges 

Carpenter Y Cook 

LONG DISTANCE PHONE CALL SUMMARY 
Date of Phone Invoice:&aAO. 1998 Journal Number: LD/1198 

TOTALS 
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FIGURE 4-3 
Device-Generated 
Log: Fax Records 

TRANSMISSION  AND  PAGE  COUNT 

DATE REF # 

11/01/98 1073.6 
11/01/98 1073.6 
11/03/98 1087.6 
11/04/98 2479.4 
11/04/98 2479.4 
11/05/98 2479.4 
11/05/98 2479.4 
11/05/98 2409.1 
11/05/98 2409.1 

REC OK = 38 
REC  ERR = 07 
TRAN OK = 34 
TRAN  ERR = 09 

ACTIVlTY = 88 

11/01/98 

TO 

488- 1020 

485-4375 
485-4375 

I 1 /07/98 

FROM 

488-  1020 

487-91 1 1 

485-4375 
485-4375 
488-79  17 
488-7917 

# PGS  MESSAGE 

03  REC OK 
16  TRAN OK 
04  REC OK 
09  TRAN  ERR 
18  TRAN OK 
05  REC  ERR 
17  REC OK 
02  REC  ERR 
14  REC OK 

END  REPORT 

Some disbursements  can  only practicably be paid by cash, either  di- 
rectly from the accounting staff to someone  who comes to  the office 
(such as a delivery person) or by other staff who pay for something  out- 
side of the office. These disbursements are reimbursed from  petty cash, 
using a voucher, and include: . special delivery charges that  must be paid at the post office; . courthouse or university library photocopies and copy cards; and . local bus, rail, and taxi fares. 

The  disbursements  are  entered as they occur or they are  entered  from 
the  petty cash journal  when  petty cash is reconciled (see Chapter 2). 
The  vouchers  are  attached to  the  petty cash reconciliation or kept in  en- 
velopes in  the  accounting  area. 
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Staff members also personally incur larger disbursements  using their 
own cash or a personal credit card. These are  summarized on  an expense 
report (see Chapter 2) and usually relate to travel, such as: 

9 hotel  accommodations; . air,  ferry, taxi, rail, and bus fares; 

meals, accommodation,  and subsistence allowances; and . mileage charges for business use of a personal  automobile. 

The  expenses  are  reimbursed to staff by  check after the disburse- 
ments have  been  approved by the lawyer(s) responsible for the file(s). 
The  expense  reports  are filed in separate  binders  by  individual and  date 
after the reimbursement  check  has  been issued. 

Case 4-3 Found:  Lawyer  charged  client  illegal,  inappropriate,  and excessive fees and ex- 
penses, including  a personal  vacation taken ostensibly to take a  wit- 
ness’s statement  when  the  lawyer  knew  the witness would  be locally 
available soon thereafter. 

Ordered:  (for  this  and  other  issues)  Three-month  suspension. 

Summary  Invoice  Disbursements 
Summary  invoice  disbursements  could  be recorded in  the same 

manner as internal  disbursements (in a log or  using forms) at  the  time 
the  disbursement is incurred. For example,  long-distance “time  and 
charges’’ requested from the operator  are kept in a log by the reception- 
ist and are  entered into  the  accounting system before the telephone bill 
is  received by the firm because the  amount  and file reference are  known 
at  the  time  the disbursement is incurred. 

Some  firms wait until  the  summary invoice is  received before enter- 
ing  these disbursements into  the system, especially if the supplier  pro- 
vides the firm’s own file reference names or numbers on  the invoice 
and/or  attached  supporting  documents, as illustrated in Figure 4-4. 

Direct  Payment  Disbursements 
A check request form,  such as the  one illustrated in Figure 4-5, 

serves both as an  authorization  to make an advance  payment and as a 
source document. It  specifies the details of the  payment, including: . full identificatiolz of the file to which  the disbursement is to be charged; . bank account if the firm draws  disbursement checks on more than  one 

account; 
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FIGURE 4-4 
Summary invoice: 
Agent earch 

ervice 

1700 Eastern  Way 
Sundown, ST 10100 

Carpenter & Cook 
Attorneys a1 Law 
2400 - 555 North Ocean  Street  Statement  Date: . .  

Statement  Total 553.00 

. full and correct m m e   o f t h e  payee; . nature o f the  disbrrrsement and  the  code where one is used; and . total amorrrit o f the  check and  the currency if it is for a foreign supplier 
such as a government  providing  documents. 

Other details that  help  to trace  transactions and improve efficiency 
include: . date the request was prepared; . date  the check is to be  available; . person who prepared the form in case the person  preparing the check 

has  questions; 

mailed directly by the  accounting staff; . any necessary interrlal arcthorizatiorl; and . specific instrrrctions. 

to designated  accounting staff for preparation of the check. 

. person to  whom  the check should  be forwarded for handling if it is not 

These forms  are prepared by the lawyer or secretary and forwarded 
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Carpenter & Cook 

DISBURSEMENT CHECK REQUEST 

Request date gov 26. 1998 Date Required & ? W  

Approved by S . C .  at: 

Forward to C . W .  

File #:  2409J Name: ted I n v e s m  Corr, . 
Re : Q 

Drawee Bank : 

Amount: S678.00 To: D e a n s  fo-t~q 

Description/Code: Val- of rrws Town 

Other instructions 

Check number 
Check date 

Check entered by M. F. 

FIGURE 4-5 Check  Request  Form:  Direct  Disbursement 
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=%TwFYww 

Practical Basil: I always ask the  administrator to approve  my  disbursement  check  re- 
Application quests.  After all, he  knows the  firm's  policy  on  issuing  checks. As a legal 

busy to approve  forms  and  do in-office paperwork.  Requests  sometimes 
sit in his in-tray  for days,  and  some  checks  need to go out right away. 

4-1 secretary, I can't  approve  them,  and  the  lawyer I work  for is usually too 

What  problems might arise from  this  method?  What can Basil do? 

Disbursement Journals 

Technically, a file disbursement is created  when  it is incurred, irre- 
spective of when it is paid,  but  in  practice  different  types of disburse- 
ment journals  affect  how  (or if) it is recorded in the general ledger and 
client WIP disbursement  ledgers  and  how it is treated  upon  billing. 

Automated  systems  organize  many  small  transactions well, but in 
manual  client  accounting  systems,  recording  small  frequent  disburse- 
ments is so time-consuming  and awkward that it is often  considered 
more  an obstacle to efficiency than  an aid to it. 

s~w,wrTm*-;.'>*2 

Practical Shelly:  Each  Monday  morning, I get a tape  from  our  copy-recording  device  and 
Application enter  the  number  of  copies  and  dollar  amount on  the  client ledger. It can 

take up a lot of room  on  the card, but the  immediate  recovery is worth it. 
Mona: Is the  improved  recovery  really worth all that  time? You not only  have to 

record  the  copies  each  week, but you  then have to summarize them 
when  you  prepare  the  bill.  If  you take into consideration  your  hourly  rate 
of  pay, I'd  bet  you  actually lose  money on  the  time it takes, compared to 
making a conservative  estimate  and billing that amount. 

Discuss the merits  of both approaches.  Under  what  conditions  would  Shelly's  method 
work  best?  Which  method  would  you  recommend  for a small firm? For a large  one? 

Most automated systems  provide  a  disbursement  code,  similar to a 
time  recording  code,  that  helps  the  system  group  similar  disburse- 
ments. Even manual systems  are easier to work with if there is some 
standard'  abbreviation  for  each  type of disbursement. Figure 4-6 illus- 
trates  a  disbursement  coding  system. 

TERMS 

client WIP disbursement ledger A subsidiary  ledger listing unbilled disbursements 
on a client file. 
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FIGURE 4-6 
Disbursement 
Codes 

DISBURSEMENT CODES 

11 Photocopies 
12  Long-distance calls 
13 Long-distance faxes 
14  Incoming faxes 
15 Outgoing faxes 
16  Postage 
17  Computer legal research 
18  Computer registry search 
19 On-line fees 
22 Courier 
23  Agent’s  fees & disbursements 
25 Filing  fees 
27  Search  fees 
28 Document service 
31 Police report 
32  Expert report 
33 Doctor’s report 
34 Clinical records 
35  Expert evidence 
36  Video evidence 
40 Case law 
42 Corporate  records book 
52 Conduct  money 
53 Local travel 
54 Long  distance travel 

Wb us  k b w d &  t duwua~ze clisbwd MC 6b &b& awd t 
& Wtllh.3 tk.9. M. 

The  data required to create disbursements  journals are: 
A date, preferably the date incurred for direct disbursements or the last 
day of the summary period  for disbursements posted from internal re- 
cords as a period total. . Descriptiorz of  disbursement that will be printed  on  the  client bill, 
often a  code. 

Client file reference, number  and/or  name of client and matter. 

Posting s o m e  refererzce, either the journal number or the check number. . Amozrrzt of the disbzrrsenzerzt. Some disbursement  data are entered as 
quantities,  such as the number of photocopies, and  the system con- 
verts each quantity  to  an  amount by applying  a  predefined rate. 

After the journals  have  been posted to  the ledgers, they  are filed 
separately  in  disbursement  journal  binders or chronologically  with the 
firm’s other journals. 
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Accounting Methods 
General ledger treatment of WIP disbursements varies considerably 

between  firms  and is determined by the firm’s accounting  method (cash 
or  accrual, as discussed in  Chapter 1) and system and by  its  financial  in- 
formation  requirements. 

The cash method is common in both  manual  and  nonintegrated 
automated systems,  especially where  there are no client WIP ledgers. 
Disbursements  are  directly expensed  when paid to  third parties and 
either  lumped  into  one general ledger expense  account  or  separated into 
several accounts  according  to  type. 

In accrual systems, unbilled  disbursements  are recognized as assets. If 
the total of all  client WIP disbursement ledgers is expected to equal  the 
asset, then  the asset account is a control account. This  configuration is 
common  only  in  integrated  automated systems, where  the software will 
not allow unbalanced  entries  and  the  client ledger is posted  simultane- 
ously  with  the  general ledger. Internal  disbursements  must  also be re- 
corded in  the asset account,  with  the  credit posted to  either  a 
disbursement  revenue  or  an  expense recovery account.  When  the  dis- 
bursements  are billed, the  same asset is credited so that  the  control is al- 
ways in balance  with the client ledgers. If a  controlling asset account  is 
used in  the general ledger, the  sum  of  the  client ledger  balances is com- 
pared to it at least  monthly. 

Sometimes  a WIP disbursement asset account is not a  control ac- 
count because no effort is made  to  ensure  that  the  client WIP disburse- 
ment ledgers total  to  the  net asset. These  accounts  are  common  only in 
nonintegrated  automated  systems  where  the firm does not use the cash 
method.  The WIP asset account is simply  a  convenient place to  post  the 
debit  side of a  disbursement  paid to a  third party, and  no entries are 
made for internal  disbursements. 

X‘ 

Practical Rosemary: I don‘t see how  unbilled  disbursements  can  be assets. They’re a cost  of 
Application doing business on behalf  of  our  clients,  and  those  types  of  costs are ex- 

penses. 
Chester: Yes, but they’re  different  from  the firm’s cost  of doing business,  which 

would be  the  same  whether  or not we  incurred  any  disbursement  costs 
on behalf  of  clients. 

Rosemary:  That  may  be but  until we bill them,  we  may not get  them back from  the 
client. 

Chester: In certain cases, though,  we  are quite  certain to receive  them with the 
fee  award. 

What  are  some  of  the  assumptions that Rosemary  and  Chester  make to support  their 
opinions.  Does  the  validity  of  these  assumptions  vary  between  fields of practice? 
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FIGURE 4-7 
Copier  Tracking 
Tape 

Internal  Disbursement  Journals 
Internal  disbursement logs and  forms are  totaled daily,  weekly, or 

monthly,  with  the  total serving as an  input  control  in systems with a 
controlling WIP asset account. They are entered in batches and identi- 
fied in the journal  by a single reference, as illustrated in Figure 4-7. 

End  Date: 11/30/98 

1073.6  3 
1087.6 20 
1289.8  83 
1489.4  268 
1512.3  12 
1514.9 1 
1673.3 7 
2015.6  22 
2111.3  43 
2143.6  62 
2479.4 39 

560 
Jolrnml # C/l198 
9997.8 14 
9998.6 135 
9999.4  877 

*** - 

.45 
3 .OO 

12.45 
40.20 

1.80 
.15 

1 .05 
3.30 
6.45 
9.30 
5.85 

84.00 

.70 
6.75 

43.85 

In automated accrual systems, the  client ledger entries  are  made 
when  the  batch is posted.  In  manual  cost systems, there is no  entry  to 
the general ledger, only  to client ledgers or other less formal records. Fig- 
ure 4-8 compares the  entries for the  most  common  methods. 

After the disbursements  are  entered, logs for each  type of disburse- 
ment are filed chronologically in binders or bundles. If there are sup- 
porting forms for a log, they are filed  by client in  envelopes or boxes. If  
there is no summary log, however, filing the forms by client may  mean 
that  they  cannot be located if they  have  been  posted to  the wrong  client 
file. 
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FIGURE 4-8 I I 
Recording  Internal 
Disbursements in 
Ledgers 

Boldface indicates  entries  to the general  ledger. 

Summary Invoice Journals 

client ledgers: . A t  the time the disbzlrsemertt  is irmrred, providing  that  the  amount is 
known-for example,  time  and charges received from the operator for 
long-distance calls. . A t  tlze time tlze strmnlary irtvoice is received and  the  supporting  docu- 
ments are compared to  the invoice-for example, when  the tele- 
phone bill is  received and  the  log or individual slips are compared  to 
the charges on  the bill. 

Procedures vary not  only between firms, accounting  methods,  and 
systems, but also between types of disbursements  within  a firm. If the 
firm is not  concerned  about cost recovery or regards elaborate cost-re- 
covery procedures as not  ultimately cost-effective, the disbursements re- 
corded  may never be  compared  with the invoice to ensure  that all 
recoverable disbursements  have  been recorded. Other firms simply  com- 
pare the recovered amounts  to  the invoices over a  period of time  or  per- 
form periodic spot-checks. In these  situations,  the firm regards the 
potential  forfeiture of monetary recovery as  less important  than  the 
time  and effort required to identify and  enter small amounts. Figure 4-9 
shows a  number  of ways that firms record summary invoice disbursements. 

From a  control  and recovery perspective, the best method is to: 
1.  Record the disbursements  in  the  client ledgers as soon as all of the 

information is available. Batch totals posted to  accounts payable im- 
prove control, especially when  internal forms are used. 

2. When  the invoice is received, carefully compare the recorded slips 
or  logs with the invoice to  ensure  that all recoverable disbursements 
have  been recorded. 

There are two ways to record summary invoice disbursements  in  the 
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FIGURE 4-9 
Recording 
Summary  Invoice 
Disbursements  in 
Ledgers 

Event - 

Bill Rld by 
C u m 1  

L=” Debit 

Modified Accrual 

WIP w g u  

Boldface indicates  entries to the general ledger. 

3. Immediately  investigate any discrepancies between the records. 

If logs and  internal  forms are used  as source documents,  they are 
filed like internal  disbursement source documents,  either by disburse- 
ment type or by  client file. If  invoices are used as source  documents, 
they are filed in  the  same  manner as the firm’s general  expense invoices 
or chronologically by supplier name or disbursement  type. 

Direct Payment Checks 
Disbursement  checks must  be carefully prepared, with all elements 

(see Chapter 1) complete  and correct. The check date is usually the  date 
the check is prepared, as there  are few situations  where  it is appropriate 
to postdate  disbursement checks. 

Details including  the check date  and  number are completed on  the 
request  form once  the check  has  been issued. After the check  has  been 
entered,  the check  request  form is completed  with the journal or batch 
number  and  identification of the person  who  made  the entry. Disburse- 
ment check.s are  entered  into  the system  either in a separate  client dis- 
bursements  check  journal or in  the  same  journal as the firm‘s operating 
expenses  and  other checks, using the  check register (or check  stub) 
and/or check  request  form as source data. 

In  automated systems, direct  disbursements  are  posted to  the client 
WIP disbursements ledger when  the check  journal is updated.  In  man- 
ual systems, they are usually posted as they are issued, with a small  mark 
in  the  synoptic  indicating  that  the client ledger has  been updated.  The 
reference in  the  client ledger is the check  number. Figure 4-10 illustrates 
various methods of recording  disbursement checks. 
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FIGURE 4-10 
Recording  Direct 
Disbursements in 
Ledgers 

I I 

Event - Cash I Modified Accrual 

II Boldface indicates entries to the general  ledger. 

Some firms assign a  separate  bank  account or group of checks for di- 
rect disbursements so that  nonaccounting staff can issue routine dis- 
bursement checks without  gaining access to  the firm's general operating 
information. 

Check request forms and  other  supporting  documents  such as origi- 
nal  invoices and copies of letters  enclosing  advance  payments  are filed 
by  either file number or check number. Invoice copies are also often kept 
by the secretary in  the client folders. 

Client  Disbursement  Ledgers 

Disbursements  are  normally  posted to  the client's ledger only if the 
firm intends  to bill them  to  the client. Posting frequency  depends on 
firm policy, the type of source document,  and billing cycles. 

In  addition to  the standard  client  information, the client ledger (see 
Figure 4-1 1) should  provide space to enter: . date of disbursement, preferably the  date incurred for direct disburse- 

ments or the last day of the  summary period for disbursements 
posted from internal records as a period total; . descriptiorl of disbursement, or payee if paid by check; . postirlg s o m e  (journal or check number); 

a m o m t  of disbmement; . billing rlotatiorl area to indicate  whether  the  disbursement  has been 
billed; and 
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total of unbilled  disbursements. 
When  the  disbursements are billed or adjusted, the WIP  ledger  is cred- 
ited for the  net  amount. 

FIGURE 4-1 1 
Client WIP 
Disbursement 
Ledger CLIENT WIP DISBURSEMENT LEDGER Pg. #1 

Client: m r u .  File No.: 2409.1 

Re: Qoss To- Date Opened:= . . .  

If there is no formal  client WIP disbursement ledger, copies of forms 
and invoices or informal logs are kept in  an envelope by file name  or  in 
a special client folder. At the time  the bill  is prepared they are summa- 
rized, then  bundled  by client file  for permanent storage. 



128 CLIENT ACCOUNTING 

Policies and Controls 

When  the firm  directs  a  supplier to provide services, the firm, not the 
client, accepts the  liability for payment  to  the supplier. For this reason, 
firms  may have  strict  limits on the  authority of staff members to incur 
large  client  disbursements.  Client fee agreements  should  address  even 
routine  disbursements  and  make specific mention of large or  unusual 
ones. 

Disbursements that are  recorded only  internally  require special con- 
trols  because, as with  time records, there is no reliable  external  check on 
the accuracy of the original  data  or the  resulting  information. Some 
firms  require  only  minimal  controls,  such as monitoring  the  photocop- 
ier  counter to ensure  that  there is a  minimum  rate of recovery.  Even 
small  disbursements, however, can  add  up over time or on a  major  mat- 
ter  and represent  a  significant loss to  the firm if not recovered. 

: Practical Sheila: Normally I just count  the photocopies that I know  I've  made  when I pre- 
Application, pare  the bill for a file. I know  how  many  copies I sent out of the  office  and 

them up any  more often  than that? It's more  work to tally  them every 
week  or month and it just takes up a lot of space on a ledger  card  or in a 
computer system. 

Sheila  makes  some good points, but  in some  situations  her method may not be 
ideal,  Discuss  her viewpoint with reference to accounting  principles  and  concepts 
and  internal  controls.  Under  what  conditions is her method not appropriate?  When 
might it be  appropriate? 

4-4 how many I made  for the file and other people in the office.  Why  add 

~ _ _ _ _ _ _ ~ ~  ~ 

Relying on verbal  instructions to record  disbursements causes con- 
trol  problems,  especially if the disbursement  could  be  identified  again 
through  another source and  perhaps  entered twice. 

Each stage of the  disbursement  recording process, as illustrated in 
Figure 4-12, is important  in  ensuring  optimal  disbursement recovery. 
Proper  procedures throughout  the  recording process ensure  that dis- 
bursement  data is: . exhaustive, with  all recoverable disbursements  recorded; . complete, with full  identification of the file and  posting reference; and . unique, with  each  disbursement recorded in only one  journal. 
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DISBURSEMENT  CHECK 
REQUISITION INVOICE 

No,, 5. I Y Y X  

I 

r""""""""""- 
I I 

'"""-"""""""! 
I 

1 r""""""""""- 
I I 

\ACCOUNTS PAYABLE/ lml 
100 

TOT 
L""""""""""-I 

INTERNAL 
DISBURSEMENT  SLIP 

Amount: 
Disb Code: 

r"""""""" 

!DISBURSEMENT! 

TOT 
I """"""""_. 

I ;I r""""""""""" 

r"""""""""""""- 
I 

I 

I 

I WIPDISBURSEMENT j 1 DISBURSEMENT j 
I I 

'"""""""""""? 

REPORT I 
I LEDGER I RECOVERY j 

I 

1 
Partners 

L"""""""""_""""l 

FIGURE 4-12 Disbursement  Recording  Process 
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WIP Disbursement  Summaries 

Firms may carry  significant  client  disbursements for considerable  pe- 
riods of time  and be especially concerned  about  the  investment  they 
represent. Billing large disbursements as soon as possible  improves both 
the ultimate  recovery  rate and  the firm’s cash flow. Proper and  timely re- 
porting  helps  to  locate  errors  that, if undetected,  could  result in lost  dis- 
bursement recovery or  problems  with  clients. 

Practical Alma: I never  review the  unbilled  disbursements on a file  ledger  until I’m ready 
Application to bill.  The  amounts  are always  small and  there  are  few  errors. If I find  an 

4-5 error, I phone  down  to  the  accounting  department  and ask them to just 
get rid of it. There  have  never  been  any  problems with doing it that way. 

Comment on Alma’s methods. 

Disbursement  summaries  are usually quite simple. The  most  com- 
mon is a  list of all WIP disbursement ledger balances,  either  for the firm 
or  by  individual  responsible lawyer. Often  the WIP time,  accounts re- 
ceivable, and  trust balances  are on  the  same  report. 

Other  summaries like the  one illustrated  in Figure 4-13 are common 
in firms that  are  anxious  to  monitor recovery rates  for  internal  disburse- 
ments.  These  summaries  are  usually not prepared  by  individual  client 
but  rather by week or month  in  which  the  disbursements were recorded. 
Sometimes  a  list of all WIP disbursement  balances  exceeding  a  threshold 
amount is produced  to  monitor large disbursement  balances or an aging 
list is prepared  to  monitor uncollectible  disbursement  balances that 
should  be  removed  from  the  system. 

WIP Disbursement  Adjustments 

Procedures and  internal  control issues for WIP disbursement  adjust- 
ments are  similar to  those for WIP time except that  the general ledger is 
often affected.  Disbursement  corrections  should be  made by  reversing 
incorrect  entries  and  re-entering  them, especially if recording  errors 
cause an  automated  reconciliation  program  to work  improperly. 

Substantive  errors  are  usually  checks  that  should  never  have  been is- 
sued at all, that  must  be re-issued, or that were issued twice. These cor- 
rections  involve  reversing  and  voiding  the  check  and re-issuing one if 
necessary. All supporting  documents  are  referenced  with  both  the  origi- 
nal check number  and  the  new  one. 
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FIGURE 4 1 3  
Disbursement 
Recovery  Report 

Ca- & Cook 

Disbursement  Recovery  Report 

November 1998 

WIP disbursement  deletions are  similar to WIP time deletions except 
the procedure is more formal if the general ledger is affected. Deletions 
do  not  involve  adjusting  performance  reports  where  disbursements are 
not  attributed  to  separate lawyers. 

Debits are usually posted to  a  disbursements variance account,  with 
the credit to  the WIP asset if one is used. There is no general ledger ad- 
justment  in  the cash method. Unrecovered  disbursements are not eligi- 
ble as a tax-deductible expense in some jurisdictions. 

Case 4-4 Found:  Five-partner  law firm  deducted  from its taxable  income  charges  incidental 
to clients' cases. State bar  rules  assert that  client is responsible for  litiga- 
tion costs,  therefore disbursements paid  constitute  a loan to  the client, 
not a necessary  business  expense of the  firm. 

Ordered:  Firm to pay  assessed late taxes and  interest to Internal Revenue  Service. 

TERMS 

WIP disbursement  deletion Removal of an unbilled disbursement from the client 
disbursement ledger. 
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FIGURE 4-14 
WIP Disbursement 
Deletion Form 

I t  is often necessary to  delete small disbursements  incurred after the 
main work on a file  is concluded  and billed. Although  some firms allow 
secretaries and  accounting staff to  prepare  deletion requests for small 
amounts,  the lawyer should  approve all deletions  when  signing the file 
closing request. Otherwise  a  form  such as the  one illustrated in Figure 
4-14 is used. 

WIP DISBURSEMENT  DELETION FORM 

Date:- 1998 C1ient:PleasantHillsMorruar-v 

File Number1289.8 Re:- Inc. 

Cut-off Date:- 1998 Authorized:S_Cook  IDA^ I DESCRIPTION ," 1 SOURCE 1 ; .   AMOUNT j 
11/30/98 Lon Distance LD/1198  45.65 

11/30/98 Co ies Ul I98 12.45 

TOTAL 58.10 
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Comprehensive  Exercises 

1. Design a  checklist  for the handling of disbursement  records.  Cover  each of 
the three  main  types of source  documents.  The  list  should  have  at  least 
sixty  items. 

2. Describe the control  problems  for  each  type of disbursement  source. Design 
a procedure  consistent  with the firm of Carpenter & Cook.  Recommend 
and  support  changes to current  procedures. 

3. For  each disbursement  source,  discuss the relative  merits of the main  ways 
to record  each  in the general  ledger.  (Use  Figures 4-8, 4-9, and 4-10.) 

4. How  does the  control of disbursement  records  impact on cash 
management? On professional  responsibility? 
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Client  billing  requires  dedicated  teamwork within  the law office 
more  than  any  other  accounting-related  function. Efforts expended to 
produce  high  quality  time and disbursement  information  are  more than 
recouped during  the billing process. 

Significant  financial  and  management  information is generated 
from law firm  billing records, and  the firm’s managers  and creditors  take 
great  interest in  the  monthly “billing figures.”  Billing records that  do 
not accurately reflect the firm’s productivity  obscure  both its problems 
and its opportunities  and are poor  planning guides. Billing  is the central 
function  in  providing  the cash flow necessary to  maintain a law prac- 
tice, and procedures to ensure  prompt  and  complete billing  are essen- 
tial. Billing also requires strict attention  to accuracy and  form, as the bill 
is an  important  document representing the firm to  the client. 

Most states’ regulation of the practice of law include  standards  and 
restrictions on billing practices similar to  those  found  in ABA Model 
Rule 1.5, and all  legal  staff should  be familiar with  the  state rules. The 
critical concept of reasonableness in billing legal clients is explained in 
Model  Rule l.S(a). 

RUIS: 1.5 

(a) A lawyer’s fee shall be reasonable.  The  factors to be  considered  in 
determining  the reasonableness of a fee include the following: 

(1) the  time  and labor  required, the novelty and difficulty of the 
questions  involved,  and  the skill requisite to perform the legal serv- 
ice  properly; 
(2) the likelihood, if apparent  to  the  client,  that  the  acceptance of 
the particular  employment will preclude other  employment by the 
lawyer; 
(3) the fee  customarily  charged  in the locality  for  similar legal serv- 
ices; 
(4) the  amount involved and  the results obtained; 
(5) the  time  limitations  imposed by the client  or by the circum- 
stances; 
(6)  the  nature  and  length of the professional  relationship  with the 
client; 
(7) the experience, reputation,  and  ability of the lawyer or lawyers 
performing the services; and 
(8) whether  the fee is fixed or contingent. 

There  are  many steps in billing  clients, but  there  are  two factors that 
must be considered before a bill can  even  be drafted: . Client bills must  conform to  the fee ogreer?lerlt (basis of billing), which 

establishes and confirms the  expectations of both lawyer and client 
concerning the services to be  performed. 
The type of bill must be consistent  not  only  with  the fee agreement 
but also  with the firm’s systems and  with  changing circumstances. 
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Case 5-1 Found: Lawyer entered  into  contract to represent  client in domestic suit for 
$70 an  hour,  subsequently billed $25,000 for  work involving at most 
38.8 hours, and falsely  represented  to  client that fee  would  be  calculated 
on quantum meruit basis. 

Ordered:  One-year  suspension. 

Fee  Agreements 

ABA Model Rule 1.5(b)  requires that lawyers communicate rates and 
basis of billing to new  clients  promptly. 

(b) When the lawyer  has  not  regularly  represented the  client,  the basis  or 
rate of the fee shall be communicated to  the  client,  preferably in writing, 
before  or within a reasonable  time  after  commencing the representation. 
If the client has  an  ongoing or “master” fee agreement  with  the firm 

(such as insurance  companies  and large corporations), the fee agreement 
is implicit  when  an  individual file  is accepted by  the firm.  Nonetheless, 
many lawyers consider  it prudent  to  obtain a separate  agreement for all 
new files. Arrangements for the  payment of fees are  also discussed with 
the client before the firm accepts the file and are preferably included in 
the written fee agreement.  The  agreement covers: . the scope of services the lawyer expects and is expected to perform, . the basis for charging fees, 

rn whether a fee advance will be required and  how  much, 

rn expected  billing and  payment schedules and  interest to be  charged if 

rn whether  incidental  disbursements will be  charged, . provision for advance  or  immediate  payment of large disbursements, 

. how the agreement can be terminated by either the lawyer or the client. 
The first two are very important  in averting  misunderstandings be- 

tween lawyer and  client, especially if a client has asked for an estimate 
before the start of the work. Lawyers who  find  that  the  client  makes 
escalating  requests for advice and services, perhaps  not  even  directly 
related to  the file, can  then refer to the section of the agreement  dealing 
with  the scope as an explanation of bills in excess of the estimate. 

State rules may also restrict the  payments  that lawyers may receive 
from clients, most commonly with respect to contingency fee agreements. 

in default, 

and 
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Any  fee agreement exceeding  statutory  limits is not likely to be enforced 
by the courts. 

Case 5-2 Found:  Fee agreement waiving state statutory limit  on contingency fee per- 
centage was not enforceable. 

Ordered:  Firm  awarded  statutory limit. 

F; ..I I1.Y,.T,?*f ?-. 

Practical Cowan: In our  firm,  we  don’t  have a set policy  about fee  agreements.  Each  lawyer 
Application decides what to do.  Some  clients  are  scared  away if you  want to talk 

the case before  we  even try to make  an  estimate of fees. If you  make  an 
estimate  before  you  know  much  about  the case, you will tend to give a 
high estimate to cover all your bases.  The  result is that  either  the  client is 
alarmed a t  the  large  amount or you  end up billing to the limit of  the esti- 
mate,  even if it took less time. 

5-1 about  money  first  thing. We try to get  their  confidence  and  get a feel for 

What are Cowan’s  concerns?  What  kinds  of  policies might be  flexible  enough to accom- 
modate  the  peculiarities  of  each file yet  provide  some  guidelines to all legal staff? 

Fixed  Fees 
Many  fee  agreements are for a fixed  fee, where  a specific amount is 

agreed upon before the file work starts. These are common  in: 

rn criminal definse, where fee advances must be obtained  to  ensure  ulti- 
mate  payment of the full contemplated  amount of the fees; 

rn Corporate omce and records, where  a small  corporation is charged a 
fixed amount for the firm to file statutory  corporate  reports  and  act as 
principal  corporate office for the following year; and 

rn routine s h o r t - t m  services, such as incorporations,  conveyancing, will 
preparation,  document  notarization, certificates of independent legal 
advice, and  other services where  competition  between  firms  demands 
that  the  client be assured of the fee in advance. 

Small and  incidental  disbursements  often are not charged,  although 
lawyers take  this  into  account  when  negotiating fee agreements. Com- 
mon problems with these  fee  agreements  are  that  the client’s demands 
may exceed the scope of agreed  services and  that  the lawyer underesti- 
mates  the  time  required  to  properly serve the  client if unforeseen com- 
plications arise. 

TERMS 

fixed fee An agreement for a  client to pay a determined  amount for a specified 
legal  service. 
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Contingency Fees 
Because of the  potential for conflicts between lawyer and  client  in 

contingency (or contingent) fee agreements,  these  agreements  are  sub- 
ject to  more  and stricter  regulation than most  other fee agreements. 
Most states’ regulations are similar to ABA Model  Rule 1.5(c). 

(c) A fee may  be  contingent  on  the  outcome of the  matter for which 
the service is rendered,  except  in a matter  in  which a contingent fee is 
prohibited by paragraph  (d) or other law. A contingent fee  agreement 
shall  be  in  writing  and  shall  state  the  method by which the fee is to be 
determined,  including  the  percentage or percentages that shall  accrue 
to  the lawyer in the even of settlement, trial or appeal,  litigation  and 
other  expenses  to  be  deducted  from  the recovery, and  whether  such ex- 
penses  are to  be  deducted  before  or  after the  contingent fee is calcu- 
lated. Upon conclusion of a contingent fee  matter, the lawyer  shall 
provide the client  with a written  statement  stating  the  outcome of the 
matter and, if there is a recovery, showing the  remittance  to  the  client 
and  the  method of its  determination. 

Contingency fee agreements  are  often used for collections,  personal 
injury, product liability, and medical malpractice  claims.  Although law- 
yers may enter  into  contingency fee agreements for a large variety of 
files, in  most states  certain family matters  and  criminal defense  are  ex- 
pressly excluded, as illustrated in Model Rule l.S(d): 

(d) A lawyer  shall not  enter  into an arrangement for, charge, or col- 

(1) any fee in a domestic  relations  matter, the  payment or amount 
of which is contingent  upon  the  securing of a divorce or upon  the 
amount of alimony or support, or property  settlement  in lieu 
thereof; or 

(2) a contingent fee for representing a defendant  in a criminal 
case. 

Contingency fee agreements describe the basis of calculation for the 
nlnximrnl of the firm’s  fees, often on a  percentage scale that increases as 
the  matter progresses. Where large amounts are recovered, it is not  un- 
usual for the lawyer to reduce the fee or unilaterally  “cap” it. 

Except  as provided for in state rules, there is no limit on  the amowit 
(either percentage or fixed  fee) that  the lawyer  may charge except that, like 
all  legal  fees,  it must be reasonable. If  reasonableness cannot be agreed on 
by  lawyer and client, the courts will determine  what is reasonable. 

lect: 

TERMS 

contingency fee An amount payable (usually but  not necessarily a percentage of 
an award  or settlement) by a clnent subject to a desired outcome of a legal matter. 
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Case 5-3 Found:  Lawyer  representing  client  in  divorce case agreed  to  accept  house  that 
was  subject of representation,  deeded  to  brother-in-law,  in  return  for  rep- 
resentation, Arrangement constituted "illegal  and void" one-hundred- 
percent contingency fee  arrangement in divorce case. 

Ordered: Costs assessed against  lawyer. 

Hourly Rate 
Hourly rate agreements specify that  the  client will be billed for the 

actual  time  spent  at  various lawyers' hourly  billing rates and are often 
found  in: 

contract  litigation (claims and defense), 

tort defense, 
securities and  other  complex long-term  nonlitigation work, 

estate  administration,  and 

most areas of law involving nonroutine litigation  where a contin- 
gency fee agreement is not desirable or not  permitted. 

Large organizations  that  bring  many files to  the firm,  such as insur- 
ance  companies  and  unions,  have a blanket fee agreement specifying 
the rates for various lawyers on all files. The  agreement is updated  peri- 
odically as the firm and client agree. 

Retainer  Fees 
There is often  confusion  between  terms  referring to fee  advances 

and retainer fees. Fee advances (also called fee retaillers or  simply ad- 
vnnces) are basically down  payments  on  future services that  the lawyer 
has agreed to perform or payments for large anticipated file disburse- 
ments.  The fee advance is deposited into  the firm's trust  account  and re- 
mains  there  until  the services are  performed or the disbursements  are 
paid. Chapter 7 discusses the  handling of fee advances. Retainer fees (or 
retainers, advance fees, or gellerol retniners), on  the  other  hand, are  paid  by 
a client for the assurance that a particular lawyer  will be available to per- 
form services during a specific period. While some retainer fee agreements 

TERMS 

fee  advance An amount paid  in advance to the firm and kept in its trust account 
for future expenses of the matter. 
retainer  fees An amount paid  by a client to secure the availability of a lawyer, 
regardless of whether legal  services  are  actually performed. 
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provide  that if services are  performed,  the  retainer fee will be credited 
against the lawyer’s  bill, normally the  retainer belongs to  the lawyer 
whether or not  any legal services are actually  performed. 

Case 5 4  Found:  Lawyer did not violate rule requiring placement of advance  fees in 
trust account, as fee was a “retainer” (paid by client to  secure law- 
yer‘s avaliablllty over  a  given period of time, such a fee being earned 

. when  paid,  since  lawyer is entitled to money  regardless  of  whether  he  ac- 
tually  performs  any  services  for  client),  and not an  “advance  fee  payment.’’ 

Ordered:  Lower  court’s finding  of  violation reversed. 

Retainer agreements  are not  common  but  do occur where: 

a  client of means wishes to deal  only  with one specific lawyer in a 

. the lawyer retained  has specialized knowledge  or  renown  in  a field of 

the lawyer must  be available to travel to  another jurisdiction to assist 

Retainer agreements do  not per se prohibit lawyers from  performing  le- 
gal services for other clients during  the term of the retainer,  although 
they may  make it practically  impossible to set  court  dates  during  the re- 
tainer  period. 

firm, 

practice of particular  sensitivity to  the  client, or 

as advisor to  the responsible lawyer in  the  trial jurisdiction. 

Practical 
Application 

5-2 

Peggy:  I‘m  really  pleased  and flattered that the Dare  Family want to  put me on a 
large monthly retainer. It‘s strange,  because  they own a lot of  rental  apart- 
ment  buildings in town,  and  I‘m  known as being  about  the  only lawyer 
around  who will take on residential  tenancy  problems for tenants.  That 
doesn’t  pay  much, I can tell you,  and  this  new  retainer will help with the 
cash  flow.  Frankly,  I’m flattered to have  landed  such a plum of a client. I 
have to call  them right after  lunch  and  finalize  the  retainer  agreement. 
Hmm . . . I think 1’11 have  the  broccoli  crepe. 

Joy:  Are  you  sure  that’s what  you  want? 

Peggy:  Why not? 1 love  broccoli. . . 
JOY: No, I mean the retainer.  Maybe  they’re trying to make  sure you can‘t take 

on any  of their tenants’  claims.  Conflict  of  interest,  you  know?  Chicken 
pot pie with caesar  salad,  please. 

What  are the real  dilemmas  facing  Peggy? 
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Court Appointments 
Lawyers may be appointed by a court  to represent a client who  can- 

not afford legal counsel. Because court  appointments do  not pay well, 
lawyers may be less  eager to accept them  than  they are to take  private 
paying  clients.  Once an  appointment is made  and accepted, however, 
the lawyer  owes the  client  the  same  duties as for any  other client. ABA 
Model  Rule 6.2 outlines the reasons  why a lawyer may  reasonably  de- 
cline an  appointment. 

Ru1.1: 6.2 

Accepting Appointtnents 
A lawyer  shall not seek to avoid appointment by a tribunal  to represent 
a person  except for good  cause, such as: 

(a) representing the client is likely to result  in  violation of the Rules 
of Professional Conduct  or  other law; 

(b)  representing the client is likely to result  in an unreasonable  finan- 
cial  burden on  the lawyer; or 

(c) the client  or the cause is so repugnant  to  the lawyer as to be likely 
to impair the client-lawyer  relationship  or the lawyer’s ability to repre- 
sent  the  client. 

Not all states  have rules that essentially  require lawyers to accept 
reasonable appointments. It  is generally  accepted, however, that all  law- 
yers should make some  moderate  contribution  to  their  communities 
and  the service of justice through  providing  uncompensated or mini- 
mally compensated legal  services to indigent  clients  and  public causes. 

Case 5-5 Found: Lawyer appointed by court to criminal  cases  where rates  for fees and  limits 
on expenses were so low  that they  failed to  meet constitutional  stand- 
ards.  Involuntary  appointments  exceeding  ten  percent  of  lawyer’s  nor- 
mal  work  year  was  unconstitutional  taking  of  property  from  lawyer. 

Ordered:  Respondent circuit court judge prohibited from  appointing lawyer to 
cases exceeding  ten  percent of normal work  year. 

Pro Bono  Representations 
Pro bono publico representations, as described in ABA Model  Rule 6.1, 

are  undertaken by  lawyers as a public service. Although no fees are paid 
by the client, all other aspects of the client-lawyer relationship  remain. 

RULE 6.1 

Vohrrttclry Pro Borlo Publico Service 
A lawyer should  aspire  to  render at  least (SO) hours of pro  bono publico 
legal  services  per  year.  In  fulfilling this responsibility, the lawyer 
should: 
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(a) provide  a  substantial  majority of the (SO) hours of legal  services 
without fee or  expectation of fee  to: 

(1) persons of limited  means or 
(2) charitable,  religious, civic, community,  governmental  and  edu- 

cational  organizations  in  matters  which are  designed  primarily to 
address the needs of persons of limited  means;  and 

(b)  provide any  additional services through: 
(1) delivery of legal services at  no fee or  substantially  reduced fee to 

individuals, groups or organizations  seeking to secure  or  protect civil 
rights, civil liberties or  public rights, or charitable, religious,  civic, com- 
munity,  governmental and educational  organizations in matters  in fur- 
therance of their  organizational purposes, where the payment of 
standard legal  fees would significantly  deplete the organization’s eco- 
nomic resources or would be otherwise  inappropriate; 

(2) delivery of legal  services at a  substantially  reduced  fee to per- 
sons of limited  means;  or 

(3) participation  in  activities  for  improving the law, the legal sys- 
tem  or  the legal  profession. 

In  addition, a lawyer should  voluntary  contribute  financial  support 

Besides providing legal  services directly to clients, lawyers partici- 
to organizations that provide legal  services to persons  of  limited  means. 

pate in public  education  and legal reform activities. 

Agreements with Third  Parties 
Under  certain circumstances, third  parties-often family (parents 

paying for a minor’s defense) or friends of the client-may agree to pay 
for the client’s representation. Such payments  are like loans or gifts to 
the client, and  the lawyer makes no disclosure to  the  third party regard- 
ing  the representation.  Sometimes, the  third  party agrees to pay for 
other reasons. For example, an employer  may pay for an employee’s de- 
fense  where a finding of any liability would  render the employer also 
(vicariously)  liable. 

Tmes of Bills 

The  type of bill determines  how  and  when the bill  is  prepared by the 
secretary  or accounting staff.  In some areas of  law, only certain  types of 
bills are produced. For example, interim bills  are not  common  in personal 
injury files  because such cases  are  usually taken on a contingency fee  basis. 

The use of standard  formats for different  types of bills makes the 
billing process quicker and simpler for everyone  involved and ensures 
uniform style and  content for the firm’s  bills. 
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Interim  Bills 
Interim bills (progress billings) are  rendered to clients  before the 

conclusion of the file work. They  represent  periodic  charges for fees and 
often  disbursements  where  the firm is not  financing  the client’s matter 
up  to its conclusion.  They are usually for: 
rn contingency fees  where  part of the client’s award or settlement is 

rn ongoing work on  an hourly  rate file. 
The latter is very common,  and  in  such cases the billing process nor- 
mally  starts  when: 

rn it is the  normal billing time for the  whole firm  (usually the  end or 
beginning of the  month), for a group of lawyers,  or for an estab- 
lished  set of client files; 

rn the lawyer, often  through  the secretary, has  requested  that  an  interim 

rn the unbilled  fee amount  has reached  its  billing  threshold, which is 
determined  by firm policy for  all  files or  on  an individual file  basis. 

known  but  the  matter is not  concluded  or is under appeal, or 

bill be produced; or 

The  main  purpose of interim  billing is to provide  cash  flow  during 
the course of the file work. Although  client ledgers should always be as 
up-to-date as possible,  it may be more  important  to  prepare  interim 
bills promptly  or regularly than  to  ensure  that all of the WIP informa- 
tion is complete to a certain  date.  In  some  systems, no WIP entries 
should  be  posted between the  time  the draft is prepared  and  the bill  is 
posted,  as  these  entries  may  be  deleted  in the bill posting  routine. 
Drafts, therefore, should  be reviewed promptly. Figure 5-1 illustrates a 
typical  interim bill format for an  hourly  rate file. 

Sometimes  interim bills are  rendered  when clients  are not expected 
to pay  promptly  but  the firm wishes to remind clients of the cost of the 
ongoing work and  the  eventual  payments  that will be required. 

Partial  Bills 
Partial bills are common  in large matters  where a specific area of 

service has  been  concluded and will be billed as a separate  total, al- 
though  other areas remain  unconcluded  and  unbilled.  Where possible, 
it is better to  open separate file ledgers to avoid  confusion  between  dates 
of service and because some  automated systems cannot  distinguish 
billed from  unbilled  open-item  (individual) WIP records properly. 

TERMS 

interim bill A bill rendered by the firm  before the client’s matter is concluded and 
the file  closed. 
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Carpenter & C o o t  
Attorneys atLaw 

2400 - 55.5 Wfi O m  S m ,  F i e h g ,  ST10001 
Tipholu: 488-1111 

Fq: 488-6666 

Sdy Cook 
Tat Carpenter 

lcrry $&r 
Lee M n m  (%socia& 

December 27,  1998 

United Investment Corp. 

Seaslde. ST 10002 
1798  14th Avenue 

INVOICE ff205 

Re: Cross Town  Towing  (Acquisitlon) 
Our File Number 2409.1 - Interim BI 

DATE LWYR DESCRIPTION 

11/05/98 LM 
12/12/98 SC 

12/15/98 S 

). SC 3 . 8 h r s 8  230.00 
LM Bhrs 8 195.00 1,521,oo 

874.00 

11.6 hrs $2,395.00 

DISBURSEMENTS 
Photocopies 26.00 
Faxes (in) 33.00 
Postage 51.88 
Long distance  119.76 
Business  valuation  678.00 
Filing and service LL99p 

1,027.64 

STATE  TAXES: [on fees only) 3% LZ.Ltz 

THIS IS OUR ACCOUNT: $3,494.49 

Sandy Cook 

E. & O.E. 

HRS 

0.3 
0.7 

1.6 

3.8 
2.3 

1.4 

0.7 
0.8 
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A firm may  finance  the fee portion of a  matter  but require the client 
to pay  disbursements  either periodically or when large direct disburse- 
ments are incurred,  through  a transfer from the  trust  account against a, 
fee advance.  Opposing counsel request copies of pertinent  documents 
from the firm,  and  they are billed  for the  photocopies, or in  the  instance 
of medical reports  in personal injury files,  for the  total cost of the docu- 
ment, as illustrated  in Figure 5-2. As with  partial fee billings, some  auto- 
mated systems do  not allow open-item  disbursement billing. 

Final  Bills 
Final  bills are produced when: 

The file work has been  concluded  and the client is receiving the final 
(and  perhaps  only) bill. 
The  client  or lawyer is terminating  the firm’s services and  a  final 
bill is being  prepared  before  the file is closed or leaves the office. 
Sometimes  the bills are  sent  to  the  new lawyer to be  paid  at the 
conclusion of the file. 

Because the firm generally does not  want  to  present  further charges to  a 
client  who  has already been  “final billed” and because lawyers and sec- 
retaries are often unaware that  posting may not be  up-to-date, extra at- 
tention  should be given by accounting staff to  ensure  that all WIP 
entries for the file are posted before the draft for a final bill is prepared. 

A complicated type of final bill  is a “designated total” bill, where the 
lawyer  specifies the total dollar  value to bill but not  the items.  These  bills 
are common where the file WIP charges and necessary  taxes  exceed an 
amount quoted or the advance fee  balance and  the firm  wishes to conclude 
the matter with its final bill. They are also  used in contingency fee  agree- 
ments  where the client will  agree to  an early settlement offer only  on  the 
condition of receiving a  minimum net amount (which is in excess  of the 
amount stipulated in the agreement) and  the firm is satisfied with receiv- 
ing the balance.  Figure 5-3 illustrates a final bill on a contingency matter. 

Court-Awarded  Fees 
Fee awards (or costs) may be provided to  prevailing parties in litiga- 

tion as a  contribution toward the expense of the  action.  Supporting 
documents filed with the  motion could be thought of  as bills the firm 
prepares for the client  to  present  to  the  opposing  party  in  support of a 
claim for costs. Court-awarded  fees belong to  the client, not  the lawyer. 

TERMS 

court-awarded  fees An amount  awarded  by a court to a prevailing  party  to  be  paid 
by the  defeated party as a contribution toward the  expense of litigation. 
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Carpenter & Cook 
Attorneys at Law 

2400 - 555 qmfi Oceanstreet, !Fii@g, ST10001 
lidepfione: 488-1111 

Ti: 488-6666 

Sdy coot 
Tat Carpenter 

Lce !Muon (.%ocinted) 
%-~y $&er 

December 3.  1998 

Plowman & Planter 
Attorneys at Law 
1000 - 1208 Commerce Street 
Fielding. ST 10003 

Attn: Clav Potter 

v 

Qur File : # 1 

\. ‘Photocoptes of the recovery  diary of Ms. Dalsy Carpenter 

1 17 pages @ $0.1 5/page: 

THIS IS OUR ACCOUNT: $17.66 

C. Weaver 

Secretary to S .  Cook 

E. & O.E. 

FIGURE 5-2 Partial Bill: Disbursements to Opposing Party 



CHAPTER 5 CLIENT BILLS 147 

sandy coot 
!Pat Carpenter 

Lee Muson (%socmt&l 
%my B&er 

December 12. 1998 
A 

Mr. Norman Bishop 
P.O. Box 29 
State Eastern Bank Bullding 
600 North Ocean Street 
Fielding. ST 10004 

TO  OUR FEE 

Filingfees 
Agent‘s  fees 
Courier 
Computer legal research 
On-line connectlon fees 
Copies 

STATE  TAXES (3% of fees only) 

250.00 
79.50 
43.50 
76.00 

123a 
19.53 

%l;.pftone: 488-1 11 1 
Fq: 488-6666 

$2,510.00 

480.83 

75.30 

THIS IS OUR  ACCOUNT. $3.000.13 
Paid  from trust: 13.066.131 

s. Cook Balance owlng: 0.00 

E. & 0. E. 

FIGURE 5-3 Final Bill: Contingency 
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~ ~ ~~ 

Case 5-6 Found: Lower court  fee  award  of $2,000 to client  who successfully challenged 
ordinance banning  nude dancing, who was required to seek lmmedi- 
ate  relief  within a few days, and whose case could be considered  un- 
desirable  was inadequate. 

Ordered:  Reversed  and  remanded. 

Although the  court has a  considerable degree of discretion  in award- 
ing fees, most awards are not equal to  the actual costs of litigation. 

Case 5-7 Found: Notwithstanding  that lawyer  fee  clause in contract  allowing  for  compen- 
sation on  either  hourly  or  contingency  rate  (whichever was  higher) bor- 
dered  on  the  unreasonable, lower court fee  award  of $5,000 was not 
excessive,  regardless of  whether it exceeded amount  of recovery. 

Ordered:  Award  affirmed. 

Fee awards create some problems in dealing with contingency fees. 
When costs  are  received in  a judgment, all of the costs are excluded from 
the calculation base of the contingency fee.  Any disbursements recovered 
are simply included in  the bill to  the client. In calculating contingency fees 
on a settlement amount,  any  amount received for costs must be subtracted 
from the settlement amount  in calculating the fees. The lawyer should al- 
ways be consulted about  the effect of costs in  both judgments and settle- 
ments  when calculating the  amount of contingency fees. 

Billing Procedures 

A firm’s  billing procedures depend on the type of system in place, the 
field of practice, and firm  policies. Because the billing process has a consid- 
erable impact on the profitability of the firm, policy is usually set by the 
partners or management committee. In a  welldesigned system it is  easier 
to produce useful information than it is to circumvent proper methods. 

In small firms where  a bookkeeper attends the office infrequently,  it 
is not unusual for the secretary to prepare the bill and  submit  only  inter- 
nal copies for the  accounting staff. 

Like all other law office accounting processes, efficient billing re- 
quires  well-communicated  procedures. All individuals  including lawyers, 
paralegals, secretaries, and  accounting staff should  be aware of the distri- 
bution of duties, particularly the responsibility for: 

Initiating billing, usually by requesting  draft bills, or  at  the established 
billing  time  such as the  end of the  month, or at  the conclusion of the 
matter. 



CHAPTER 5 CLIENT BILLS 149 

. Producing the draft bill, which includes ensuring  that  the  information is 
up-to-date  and complete.  In  networked  systems, the secretary  may 
produce  a  draft  from  the  accounting system, but especially in  the case 
of a  final bill based on hours  spent,  the  accounting staff should be 
consulted  to  ensure  that all  entries  are  up-to-date. . Reviewing, editing, and adjusting the drap. The lawyer specifies changes 

. Recalculating the draft. If any  amounts  have  changed,  subtotals  and 

. Producing final-form bills, on letterhead  or  other  high  quality paper, 

. Approving  and  signing bills. Usually the lawyer  responsible  for the 
file  does  this, but  some  firms  require  that  all bills be signed  by  a 
partner. . Issuing the bill to  the client, including  making  copies  and  attaching 
relevant  information  required  by  the  accounting  system. . Determining the fee allocation, where  the  allocation is not obvious  or 
determined  by  firm policy. 

in  amounts  or service descriptions. 

taxes will require  adjustment. 

and  often  including  a  standard cover letter. 

The  division of these  responsibilities varies greatly  between firms, and 
even  within firms to  accommodate  certain fields of practice. For exam- 
ple, in  a firm that  handles  both defense and claims in  personal  injury 
actions,  the  accounting staff may be responsible  for  monitoring the 
threshold  amount for billing  defense files, but  the secretary  requests  a 
draft bill at  the  conclusion of a  claim (plaintiff's matter). 

~ ~ J . X " y : * - W ~ ~ ~  

Practlcal Tom: We partners  have to do  somethin5  about  the billing procedures.  This 
Application. morning I had a call from an important client who was, quite  under- 

est  rate  to, but they  somehow got a bill with everyone's  "charity case" 
rate  on it. They're  concerned that they've  been  overcharged for years  and 
want an  answer from me.  What  can I tell them? 

Dick How did this  happen?  Who is responsible for checking  these  things?  Make 
the bookkeeper  explain it to them-it's his error! Send them some flow- 
ers,  tickets to the game. . . . 

Harry: I think it goes a little deeper  than  that,  Dick,  For  example, I don't  even 
know  who is responsible  for  double-checking that  the right rates  have 
been  used.  We  never  had  these  problems  before  we got that  computer 

5-3 standably,  upset  about a bill we  sent  out.  This is a client  we bill our  high- 

. -. . . . . - 
fee allocation The  apportionment of a firm's billed  fees  between  its  lawyers. 
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system. Now our old procedures don't work  any  more  and  we  haven't 
got a decent  new  structure. 

Dick: . . . I think it's the  Blue  Jays. 

If the  partners  asked  you to make general recommendations,  what would be  your 
priorities in the  new  procedures?  How would you  go  about formulating  the  plan? 
Who would you ask to help  and  provide input? Who  would  you ask for approval? 

FIGURE 5-4 
WIP Report 

Initiating Billing 
In  small-  and medium-sized firms where  most files are billed on  an 

hourly basis, the  billing cycle begins with the  monthly review of WIP 
time  and  disbursement summaries.  Automated systems usually produce 
these easily by  lawyer,  field of practice, WIP age and  threshold  amount, 
or  other criteria and  include  trust balances to  remind lawyers to bill up 
to  the  remaining fee advance if possible. These selected reports are use- 
ful for streamlining  the billing process, but  a complete WIP listing should 
be  produced  at least once  a  month  to assist in identifying  incorrect  en- 
tries, forgotten files, and  other  anomalies  that  require  attention. Figure 
5-4 illustrates a WIP report. 

WIP  REPORT 

DATE: NOV 12/98 

CRITERIA: TIME 2 1,000 ANQ DISBURSEMENTS 2 150 
SEQUENCE:  TIME-DESCENDING 

FILE  CLIENT NAME LWYR TIME DISB 

1861.4 SUNRISE/SUNSET PC 5,273.50 723.99 
2162.6 TEAL, W. PC 5,199.00 152.00 
1844.0 CENTURY TEXTILES sc 4,228.50 215.68 
1489.4 CARPENTER, DAISY sc 2,516.50 318.88 
2302.8 PEEL, D. TB 1,562.00 635.73 
227 6.4 TOP DOG  DRYCLEANING TB 1,181.00 481.12 

TOTAL FOR REPORT 19,960.50  2,527.40 
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FIGURE 5-5 
Billing Cycles 

To avoid  overloading  the  accounting system, large firms designate 
certain lawyers' files or  certain file sequences for billing  at regular alter- 
nating intervals during  the  month. Alternatively, secretaries may request 
or produce  draft bills at  the  conclusion of a matter, or the  accounting 
staff may  be  required to  monitor fee advances that are available for 
transfer. Figure 5-5 illustrates staggered billing cycles. 

Drafting Bills 
Bills are  drafted and reviewed before  being  produced in final  form 

on letterhead or other  high  quality paper. The draft bill (or pre-bill, or 
statement  draft) is  reviewed by a lawyer, preferably the  one responsible 
for the file, although  it is not  unusual for secretaries to review the draft, 
make  changes, and  submit  the final  copy to  the lawyer for signature. 

If lists are issued, the lawyer or  secretary reviews the list and either 
produces a draft bill from  the system, or requests that  the  accounting 
staff do so, by  marking on  the list the files for which drafts  are  required. 
In  firms  where there is no set time for billing, lawyers and secretaries re- 
quest  draft bills from the  accounting system as needed,  using a standard 
form, as illustrated in Figure 5-6. Some firms  have the  accounting staff 
briefly review the draft bills for spelling, accuracy, and consistency with 
billing  instructions before forwarding the draft to  the lawyer or secre- 
tary. A copy of the fee agreement or a summary of the terms is useful for 
the  accounting staff who are  preparing  draft bills. The  terms are  often 
included on  the file opening form. 

caQmeruc~ 
Billing Cycles 
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FIGURE 5-6 
Draft Bill Request 
Form 

File  Number: 2M9. J 

Forward to: C. W. 

Bill Type: 

Fee Detail: 

Fee  Summary: 

Fee  Amount: 

Disbursements: 

DRAFT BILL REQUEST 

Client  Name: U-r 

Urgent 

Interim Final Disb.  only 17 
Description  Lawyer 1/1 Date 

Lawyer IJI Hours IJ1 Total TJI 

AsperWIP 1 To (date) ~ ~ L X B X  

Contingency -%of-=$"- 

Quoted Fee $.."-- 

To (date) -Lkcza& 
Selected: - 

Other instructions m a r e ? ?  look uofeeaPreemenr 

Request  Date &e. 27. 1998 Required  Date "28a 

In  many  automated systems,  producing a draft  automatically labels 
WIP items as billed. If a draft is produced and  the lawyer subsequently 
decides not  to issue the bill, the  draft  should  be clearly marked and re- 
turned to  the  accounting staff to restore the WIP items as unbilled. As a 
control, the accounting staff record all of the draft bills that have  been 
produced  and  question  the lawyer or secretary if they  do  not receive a 
copy of the issued bill within a certain  period of time. This also  ensures 
that out-of-date  drafts  are not used to produce bills. 

Service  Descriptions 
The fee portion of the bill usually  provides some  description of the 

services rendered. Firms have  standard  descriptions for routine fixed- 
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fee services, although  many firms give clients  a  detailed  description of 
services, even  though  the fee was agreed upon  at  the  commencement of 
the work, so that clients  are  aware of the  work  done  on  their behalf. 
This  awareness  operates at two levels: 

Clients  are  made aware of the progress of the file, which is often 
slower than they  anticipate. 

B Clients are informed of all of the activities they never see, such as draft- 
ing  documents  and researching law, and  those  that seem  trivial but are 
nonetheless  time-consuming  (telephone calls, reading letters received). 

Most automated systems  allow the services description to be  perma- 
nently  altered  within  the  accounting  program  and/or  permit  the  draft 
bill to be exported  from the accounting  program  into  a word-processing 
document for editing. Special attention  should  be given to abbreviations 
the  client  may  not  understand  and  the  spelling of proper  names, espe- 
cially the client's. 

,,,.. , ,_,~ _,-, ., ,.. ,,.,I, 
~~ 

Practical Carol: Detailed  interim billing is not a good idea.  Instead, the  client  should  just 
Application be  given a bill saying  "For Services Rendered"  and  an  amount. If  you send 

5 - 4  them a list of  everything a lawyer  did,  they will probably ask pointless 
. .  questions.  When  we  used to send out detailed  interim bills,  one client 

called  and  asked  why  she  should  pay  for  legal  research.  She  wanted to 
know  why  she  should  pay  for  research  time  when the lawyer  was sup 
posted to know  the  law  already. 

What  client  relations  issues  does  Carol's  statement  raise?  What  professional  issues? 
Under what circumstances would her  points  be  valid?  Under  what  circumstances 
would  they not be  valid? 

Adjusting  Client WIP Ledgers 
Reviewing draft bills brings  errors in  the WIP ledgers to  the lawyer's 

attention.  Many are  recording  errors  that  should  be corrected  using the 
appropriate  procedure. As they  might affect other WIP ledgers that are 
also  being  billed,  corrections  are  made  promptly. It is best to  produce 
another  draft bill if the WIP ledger has  been  changed extensively. Figure 
5-7 illustrates  a WIP ledger change. 

Some  adjustments do  not require  changing  the WIP ledgers and  the 
adjustment is simply  recorded at  the  time  the bill  is  posted. Such adjust- 
ments are usually: 

= changes in billing rates, 

B deletions of charges for and/or descriptions of correctly recorded time, 
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Carpenter & Cook 

CLIENT WIP TIME  LEDGER 

Re: Fraud Claim: Ladies' Best  Bet Client Name: Centuv Textiles. Inc. 

Responsible Lawyer: 2. C. Notes: use "discount" billinn rates 

I I  I I  

I I I I I 

FIGURE 5-7 Adjusted WIP Ledger 
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H adjustments of fee amounts  to  conform  to a fixed-fee or contingency 
fee agreement, and 

rn adjustments to disbursements,  perhaps adding anticipated  disbursements. 

Approval and Issue to Client 
Even the  most advanced automated systems  are no substitute for 

careful review of the bill before  it is submitted to  the client.  Although 
many firms  state “E. ST O.E.” (errors and  omissions  excepted)  on  the face 
of each  client bill in case errors in  the bill come  to  light later, it is  diffi- 
cult to collect additional  amounts from  clients. 

Some firms  number bills when  they  go  out  to  the  client,  although 
often a number is assigned only  to  internal copies for identification 
purposes  or  because a number is required to record the bill in  an  auto- 
mated  system. 

Bills are  approved  and signed  by the lawyer responsible for the file 
or  by the supervising  partner if the firm’s policy dictates that  only a 
partner may  sign bills. At least two copies of the signed bill are made be- 
fore the bill  is sent  to  the client: one for the client folder and  one for ac- 
counting staff to use as a source document.  The original should  not  be 
copied  before it is signed because if changes  are  made to  the original,  it 
could  be  unclear  which bill actually went  to  the  client. 

Most  firms  send the client a cover letter  and a running  statement of 
the trust ledger and/or  accounts receivable ledger with  the bill. In  the 
interest of client  relations and  to encourage  clients to discuss fee  dis- 
putes as they arise, the cover letters of many firms specifically invite cli- 
ents to bring up  any  questions  they  have regarding bills (see  Figure 5-8). 
It is also standard practice to include a sentence saying  how pleased the 
firm is to provide  its services to  the client. Some firms  send an extra re- 
mittance copy of the bill to  help identify the  payment  when  the copy 
and check for payment are received by the firm. 

Criminal  defense and family law clients  may prefer that bills not  be 
sent to their  homes. A bill is prepared in  any  event  and  the original is 
kept for future reference. 

Bill  Calculation 

There  are  established  guidelines for the calculation and  presentation 
for many types of bills. They must  be calculated  accurately and pre- 
sented in a form the client can  understand. 
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FIGURE 5-8 
Cover Letter Carpenter & Coo(, 

Month #, 1999 

Client  Name 
Street  Address 
city,  st 00000 

Attn:  contact 

Dear  Name: 

Re:  File  Description 
Qur  File 

We  enclose  our acccmt dated  Month #, 1999  in  the  amount  of 
$X,XXX.XX, which  we  trust  you  will  find  to  be  in  order.  Our 
terms  are  net  15  days. 

Paragraph  about  the  progress  of  the  file if the  lawyer 
wants  to  include  one. 

As  always,  we  consider it a  privilege to  serve  your  legal 
needs.  If  you  have  any  questions,  please do not  hesitate  to 
call  me. 

Yours  truly, 

(signed) 
Lawyer 

L W R /  sec 

encl. 

If the  amount of the bill has  been  changed  from the draft, the bill 
must be recalculated by either  the secretary or the  accounting staff. Be- 
cause recalculations  often affect supplementary  reports,  many firms pre- 
fer that relevant WIP ledgers be adjusted before the bill is recorded. 
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Many automated systems can  recalculate  billing  rate  changes  but cannot 
charge the appropriate taxes if many  changes  have  occurred  during  the 
billing  period. 

Fee  Adjustments and Allocations 
When  the firm bills  fees at  any value other  than  that recorded in  the 

WIP time ledger, there will be adjustments,  often referred to as revenue 
variances. If WIP time is not  recorded in  the  general ledger or not  sum- 
marized  in supporting  schedules,  there is no  accounting effect of any 
adjustment. 

A firm’s  policies  often  dictate that  partners  and/or staff  lawyers  bill 
and collect a minimum fee amount  in a period (month or year)  or that 
their  compensation is directly  related  to  their fees. Allocation of the fee 
amount is very important  in  these cases, although it usually  applies  only 
to files that  more  than  one lawyer works on. Subject to  individual  firm 
policy, hourly fee bills are  usually  allocated as follows, unless  otherwise 
specified on  the  accounting copy of the bill: . Where  there is no  adjustment of WIP time  in  the billing, fees allo- 

cated as recorded  to  each lawyer. 
rn Where  there is an  attributable  adjustment, to  the lawyer in  question. . Where  there  has  been  an  unattributable  adjustment or courtesy dis- 

count,  the  adjustment  to  the responsible lawyer and  the WIP amount 
to all other lawyers. 

Variances between  recorded WIP time  and fees  billed are  inevitable 
in fixed-fee and  contingency fee bills, although  the  allocation is usually 
much less obvious.  In  contingency cases where the  client  commenced 
an  action  with  a lawyer outside  the firm and  subsequently  brought  the 
file to  the  firm,  the  other lawyer usually  must be paid first. Adjustments 
are  allocated as follows: 
rn Where  the lawyer responsible is a partner  or  senior lawyer and  the 

only  other lawyers are junior staff lawyers, to  the responsible lawyer. 

Where  the lawyers are  about  the same  seniority,  proportionately  ac- 

. Where  the  conduct of the file has  been  sequential,  according  to 

cording  to  the  dollar value of the WIP time. 

instructions. 
The  responsible lawyer  is consulted  before  the bill is recorded if 

there is any  question  regarding  the  allocation of fees. 
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I 
Practlcal 

lpplication 
5-5 

Penny: I'm sure  that  George  makes  more  on  bonuses  than I do. My hourly  billing 
rate  might  be  higher,  but my hours  are  always  cut  by Mr. Fell,  who is the 
senior  partner  on  most of the files I work  on. I'm sure  that  even  though I 
work  just as hard as George, my total annual billings are  lower, and so is 

' my bonus. Of course, I have  no say on  what  time  gets  cut  on the bill to 
the  client,  but  it sort of comes out of my pocket  when  it is my time  that 
gets  cut,  doesn't  it? 

What  are  some human resource  issues  surrounding  fee  adjustments?  What  would 
you  advise  Penny  to do? What  are  some  other  options  for  calculating  bonuses? 

Fee-Splitting 
Complex  client  matters  may require specialized legal expertise that 

is not available through  the firm and  must  be  obtained  through  another 
firm. Compensation to the subcontracting lawyer or  firm is referred to 
as fee-splitting, or fee-sharing, as explained in ABA Model Rule l.S(e). 

(e) A division of a fee  between  lawyers  who  are not in the same  firm 

(1) the division  is in proportion to the services  performed by each 
lawyer  or,  by  written  agreement with the client,  each  lawyer  assumes 
joint  responsibility  for the representation; 

(2) the client is advised of and  does not object  to the participation 
of all the lawyers  involved; and 

(3) the total fee is reasonable. 

may  be  made  only if: 

The fiduciary nature of the client-lawyer relationship  dictates that 
clients  must  be  informed if their lawyers intend  to  share fees with a law- 
yer from  another firm. In  any fee-splitting arrangement, all lawyers 
must  assume  some level of professional responsibility, not merely giving 
advice to  the client's primary counsel. 

Case 5-8 Found:  Referral agreement  between  unassoclated  lawyers is  unenforceable  as 
being  against public  policy where  client  was  never  informed  of  and 
never  agreed to fee-splitting  agreement. 

Ordered:  Referring  lawyer  to  receive  no  fees. 

Disbursements 
Disbursements  are usually not adjusted  upon billing, although  some 

are  not  charged  to  the  client  at all. Estimates of disbursements  should  be 
avoided,  but if an  estimate is required,  it  should  be clearly identified as 
such  to  the client. 
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Some automated systems  automatically  purge billed disbursements, 
so if records are  needed for an  application for a fee award, they  should 
be  printed before the bill  is posted and kept in a separate  client “Ac- 
counting” folder. 

Disbursements  are  itemized and subtotaled separately from fees. 

Taxes on Bills 
In the few jurisdictions that impose sales taxes on lawyers’  fees 

and/or  disbursements, accurate  tax  calculation is an  important  step  in 
determining  the  total bill because the  tax  due is paid  by the firm, regard- 
less of whether  it has  properly  charged the client. 

Business and  institutional clients who  can recover taxes or  at least 
record them as expenses  against  revenue for income  tax purposes  may 
be  somewhat  indifferent to  the taxes they  pay on lawyers’  bills. Personal 
clients, on the  other  hand, are often  unable to recover any  portion of 
taxes, so all taxes collected by the firm  are  true  financial  burdens. Spe- 
cial care must be exercised in calculating any  tax-exempt  portion of the 
fees. 

Some clients,  including  governments of various levels and govern- 
ment-related agencies, may be  exempt  from taxes and usually must  pro- 
vide the firm with an  exemption  number for audit purposes. 

WIP Adjustments 

In  some firms and fields of practice, the WIP time  and disburse- 
ments are billed exactly as recorded. However, adjustments are common 
even  when  the WIP has  been recorded properly. 

Bills are reviewed by  accounting staff before they are recorded be- 
cause if the WIP ledgers require adjustment before the billing  journal is 
created, a separate WIP adjustments  journal  must  be created and posted 
first. In systems  where the WIP ledgers are  adjusted  at  the  same  time as 
the journal is created, an initial review of the WIP identifying  the 
changes will expedite the  data  entry process. 

Certain WIP adjustments are easier to make  after the bill has  been 
recorded.  These  may be “zero bills” required  by a system to remove in- 
correct and/or reversing entries, or they may be  simple  deletions. 

Staff must  consider  the possibility that  additional WIP entries  have 
been  made since the draft bill  was produced  unless the firm  suspends 
posting of new WIP entries  during  the bill preparation process. Adjust- 
ments may  have  already  been  made if the draft bill required  extensive 
revision of the WIP before the final bill was produced.  In  systems  that 
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do  not sort WIP transactions  by  date order, adjustments  may  appear af- 
ter  new  entries and  must therefore be credited out of order. 

Most fee adjustments  made  when  recording bills are to correct bill- 
ing rates  for  hourly  rate bills or  to allocate  over-  or  under-realizations on 
the WIP time for contingency  or fixed-fee bills. Figure 5-9 illustrates ef- 
fects of WIP adjustments. 

If the WIP amount is adjusted  substantially  or  the fee allocation  is 
not obvious,  a  copy of the WIP details used to  produce  the  draft is at- 
tached  to  the  accounting  copy or the  allocation  and  adjustments are 
noted on the face of it.  Many  firms  require  that fee adjustments  exceed- 
ing  a  certain  value be approved  by  a  partner  or the responsible lawyer. 

Practical  George:  Penny's billing rate is higher  than  mine  even though I was a qualified  law- 
Amllcation yer two years  before  she  was.  The  administrator  says it's because in her 

field  of estates, acceptable  rates  are  higher  than what  our  major  insurance 
client,  International  Casualty, will accept as my hourly rate.  My  salary is a 
bit bigger  than hers, but we get substantial  bonuses  based on  what we 
bill, so I'm  sure I end up making less, even if I bill up to ten percent  more 
hours than she  does.  The  administrator is sympathetic but says  there's 
nothing I can do about it except  change  fields.  Mr.  Gault  thinks  I'm  pretty 
good at what I do. He says that  the reason  he  can bill International  Casu- 
alty  more than his  usual  rate is that I keep  the client very  happy with my 
reporting  letters to them. I like working  for Mr.  Gault  and I like insurance 
defense.  What  can I do? 

What  are  some of the possible  positive  and  negative  effects of the firm's  remunera- 
tion policy? What  advice would  you  give  George? 

FIGURE 5-9 
Recording  WIP 
Adjustments in 
Ledgers 
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Billing  Journals 

Bills are  entered into  the billing  journal  from  a copy provided to  the 
accounting staff  by the secretary. Each  bill is actually a separate journal, 
but most firms use some  sort of special journal (see  Figure 5-10) or post- 
ing  batch. 

Billing journals are often complex where the lawyers’  fee allocations 
are tracked for performance reports. A separate billing journal may be  kept 
for each lawyer each month, although  this is awkward in a  manual system 
if more than  one lawyer  works on a file. Many automated systems, how- 
ever, deal with this easily  by producing supplementary reports each month. 

General  Ledger  Entries 
There  are no entries to  the general ledger from the billing  journal if 

the cash method is used. If the modified accrual method is used and  the 
firm records neither WIP time nor disbursements assets in the general 
ledger, the entire  amount of the bill  is debited to accounts receivable 
(and recorded in  the client  accounts receivable subledger), with credits: 

for fees, to fees revenue (small firms may have  separate general ledger 
fee revenue  accounts for each lawyer); 

for disbursements, to disbursements  revenue (usually not separated 
by lawyer, but  often by type of disbursement) or to  the original ex- 
pense (cost recovery); and 

= for taxes, to  the appropriate  tax liability accounts. 

If either WIP time or disbursements are  recorded in the general  ledger, 
the assets must be adjusted to reflect the bill.  Small  firms using manual sys- 
tems may also maintain separate WIP and/or accounts receivable  assets  by 
lawyer in  the general ledgm, and extra care is needed to ensure that  the 
proper asset account is credited and  that it is credited for the correct 
amount. Figure 5-11 illustrates the most common combinations of entries. 
Any differences between the WIP asset amount recorded and  the corre- 
sponding  amount billed must also appear in the general ledger,  usually in  a 
variance or billing adjustment account in  the revenue section. 

Client WIP Ledger  Entries 
If the time  and disbursements  being billed were previously recorded 

in  the  client WIP ledger, these  amounts  must be relieved from (credited 
to)  the ledger. If there is no controlling asset account  in  the general 
ledger, the WIP ledger is simply ruled off and  the WIP balances  begin 
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Debit 

Time Billed 

................. 
Disbursements 
Billed 

Modified  Accrual Full Accrual 
I 

Credit Debit Credit Debit 

WIP Ledger Fee Revenue 
WIP Ledger 

............................ I 

Accounts 
Receivable 

............... " .................. - ..... 

Revenue  OR 
I I Cost Recovery I 

Disbursements 

Time (fees) and  disbursements are normally  consolidated  in the accounts 
receivable. 

FIGURE 5-1 1 Recording  Client  Bills in Ledgers 

again  at zero. If WIP items are not billed in  sequence, as in  partial fee or 
disbursements-only bills, then  the billed items are flagged (marked), 
with  the  new balance totaling all unmarked items. 

Client Accounts Receivable  Ledger Entries 
The client  accounts  receivable  ledger is set up like other  client 

ledgers except  that it is often  combined  with the trust ledger in simple 
manual systems and  may  show  only  the totd of each bill and  the offset- 
ting  payments. A more  complete ledger showing  a  breakdown of fees 
and  disbursements for each bill is helpful  in recording receipts if the full 
amount of each bill is not  paid. The complete bill recording process  is il- 
lustrated in Figure 5-12. 

client  accounts receivable  ledger A subsidiary ledger listing bills and payments on 
a client file. 
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Figure 5-12 Complete Billing Process 
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Comprehensive  Exercises 

1. Design a  billing  procedure  checklist  for  a new  person  entering  a law firm. 
The list should be consistent  with former  lists and all steps  exhaustive  and 
mutually  exclusive (i.e., no overlaps and  no gaps).  There should be at least 
fifty  items. 

2. Describe the special  challenges in designing  controls  for  billing  procedures. 
In particular,  address the positivc and negative  personnel and motivational 
impact of controls. 

3. Billing procedures  are often necessarily a compromise  between  promptness 
and accuracy. Draft a  set of policies that would  serve as  billing  guidelines 
for  Carpenter & Cook. 
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Law firms generate virtually all revenue  by receiving money  in ex- 
change for providing legal  services, a process comprising  three  major 
steps: . determining  the fees to be charged, . billing clients, and . collecting bills. 

In  other words, if a  client bill is never collected, there is ultimately no 
revenue for the related work. Although not desirable from the firm’s 
point of view, it is not  unusual for a  client to successfully dispute bills, 
even after having  voluntarily  entered  into  a fee agreement accurately 
used to calculate the bill. 

Case 6-1 Found: Contingent fee agreement for defense of defamation suit based on  a per- 
centage of the  difference  between  the  prayer  in  the  petition  and  the 
amount  awarded was against  public  policy and void. 

Ordered: Lower court  award of contingency fees reversed and  remanded for law 
firm to seek fees on quantum merit basis. 

Client  Payments 

Money received  by the firm for deposit  into its general bank  account 
(the firm!s operating checking account) is mostly  from  clients  paying 
bills already sent  to  them,  although  other  monies  such as supplier reim- 
bursements are also deposited  into  the general account. For some cli- 
ents,  the firm transfers fee advances  from  funds  held  in trust into its 
general account  to pay these bills,  as  discussed in  Chapter 7. 

Client  payments (general receipts) received in  the mail are for- 
warded to  the secretary for the lawyer responsible for the file or to  the 
accounting staff  by the receptionist or mail-room clerk. If clients give 
checks and cash directly to lawyers during  an  appointment,  the lawyer 
gives the  payment  to  the secretary to  produce  the  proper  documenta- 
tion.  Clients are given receipts for cash payments,  and  many firms issue 
numbered receipts for  all payments as an  added  internal  control. If the 
firm does not issue a bill  for  services such as notarial fees, a receipt like 
the  one illustrated in Figure 6-1 must be issued. 

TERMS 

general receipt Payment  for deposit into the firm’s general account, usually 
payment for a client bill. 



168 CLIENT ACCOUNTING 

FIGURE 6-1 
Receipt for Cash 
Payment 

I I 

Cash  receipts  present  particular  concerns,  especially when  the 
amounts  are large and  nonaccounting staff are  nervous  about  handling 
them, Specific written  procedures  are followed, including: 

verification by the lawyer of the cash amount  and denominations, and 
delivery of the cash  by the lawyer to the person responsible for banking; 

m immediate signed  verification of the receipt and  immediate delivery 
to the bank; and 

= verification  directly to  the lawyer that  the  funds were deposited,  with 
a  copy of the  bank  deposit slip. 

*x+~*w."\?pv"~m?w 

Practical Simon: I think I might be in trouble  this  time. Ms. Wells  asked  me to take a large 
Application cash  deposit to the bank  instead  of  asking the accounting  clerk to do it. 

spare  time.  Anyway,  she  prepared  the  deposit  slip  and put it in an  enve- 
lope  and told me to take it to the bank.  When I got to the bank, I took 
the  deposit  out, threw away the envelope,  and  gave the deposit to the 
teller.  There  were all these  thousand  dollar  bills! I've never  seen so much 
cash in my  life.  The  teller  said  the  deposit  was a thousand  dollars  short, 
and I counted  the  bills  and  sure  enough it was. I was  very  shaken  because 
I didn't know  how  much cash I'd  been  carrying, so I didn't  know if  I'd 
been  given the right amount.  The only thing I could  think of  was that it 
might be in the envelope, so the bank  manager  came  and  unlocked  the 
waste  paper  container.  There  was  the  thousand  dollars still in the enve- 
lope!  What a relief. I just  hope the bank  manager  doesn't call Ms. Wells 
and  complain  about the  trouble  the  bank  went through because  of  me. 

How could  this  problem have  been  prevented?  Draft a brief list of  procedures that 
Ms. Wells  should  have  followed. 

6-1 I'm not sure if she  doesn't trust  the  clerk  or  whether she thought I had the 
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Documenting Payments 
Before preparing the  documentation for the  payment,  the secretary 

or  accounting staff member  must  ensure  that  the  funds are to  be depos- 
ited  to  the firm’s general  account by verifymg that  the funds  are  due to 
the firm. A n  accounts receivable listing  or  other reliable document is 
consulted to verify the  amount  and  client  to  whom  the  payment  should 
be  credited. Funds not belonging  to  the firm  should not be deposited  in 
the general  account, as discussed in  Chapter 7. 

Practlcal Ruby: We  use the cash method, so we  don’t  have  a  billing  journal. All of the  un- 
Application paid  client  bills  are  kept  in a binder in alphabetical  order.  We  always  know 

6-2 who owes what by  just  looking in the  binder. We don’t  need  client  ledg- 
ers  either.  The  system  is  very  simple,  effective,  and  accurate. 

What types  of  potentially  valuable  information  cannot  be  produced  using Ruby’s 
system? 

Each check is proofed (see Chapter 1) before  depositing  it,  and  po- 
tential  problems are brought  to  the  attention of the responsible lawyer 
before the deposit is made. Special attention  should  be given to checks 
that may be for payment  on  more  than  one file. 

To ensure  that  payments  are  credited properly,  firms use a  general 
receipt  form  such as the  one  illustrated in Figure 6-2. It provides  space 
to  photocopy  the check and  form  together for the  client folder and 
should specify at  a  minimum: 

identification ofthe client file(s) to be  credited (sometimes  one check is 

date the  payment was  received  by the firm; 

= amount of the  payment; . form ofthe  payment (cash, check, money  order); . whether the payment is on account or  for  a specific bill,  including  identi- 

. the identiv  ofthe payer, who may not  be  the  client;  and 

= the starmember who prepared the form. 

Forms  can  also  provide  space  for  recording  details of nonstandard 
allocations or payments  for several  bills for one  client as  illustrated in 
Figure 6-3. 

received to  pay  on several files); 

fication of the bill by bill number  or date; 
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FIGURE 6-2 
General  Receipt 
Form with Check 
COPY 

Carpenter CY Cook 
GENERAL RECEIPT 

Prepared by A . S .  

F i l e  1844.0 es 

Date 11/10/98 

Amount s840.34 B i l l  number 1 4 1  

r 

I 

Banking Procedures 
Checks  are  photocopied before they are  deposited  into  the general 

account,  and a photocopy is filed with  the receipt  form in  the  account- 
ing records and/or  in  the  client folder. If a problem arises later and  the 
check  has  been  negotiated, the firm must  have access to  the  pertinent 
information  on  the  check. 

Although  firms  might  hesitate  to  write  the  client's  name on the 
bank  deposit slip, some  identification  (such as the  number) of the file to 
be credited  must be  clear on  the slip, as illustrated  in Figure 6-4. 
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FIGURE 6-3 
Client  Payment 
Form: Multiple 
Files 

Carpenter cw Cook 

CLIENT PAYMENT FORM 

Date: JQLU 199R Cash 

Received from: Check $5.422.59 

Receivcd by: C.W. ___ $ 

Photocopy Check Here 

Recording  Receipts 

General receipts are entered  in  the general receipts special journal, 
using  the  supporting  documentation.  In pegboard systems, combination 
journals are used. 

The general receipt form  and/or check photocopy  and/or validated 
deposit slip are used make the  entry  to  the receipts journal. A unique 
reference number for each  deposit helps to trace the  entry if necessary. 
Many firms make only  one general deposit per day, in  which case the 
date is sufficient. The  client ledger entries are posted from the journal, 
often  with  the  added  description of the form of the  funds received (cash 
or check) and  the reference number of the bill being paid. This will be 
simultaneous  in  pegboard systems and  many  automated systems. 
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FIGURE 6 4  
Bank Deposit Slip Account Number: 

18872-2 
Account Name: 
Carpenter & Cook - 

General 
Checks Cash (1 087.61 

To facilitate bank reconciliations, entries  to  the  bank ledger show 
the total of the deposit, regardless of the  number of client  entries the de- 
posit slip represents. 

Entering Receipts 
In  the cash method, fee revenue for a  client bill is recorded in  the 

general ledger only after the  payment  has been received. The credits in 
the journal are for the fee revenue, disbursement revenue, and/or sales 
tax liability accounts. Debits are to  the general bank. 

Accrual method receipt journals may be even simpler-the credit is 
to  accounts receivable and  the  debit is to  the  bank. 

Both the cash and accrual methods  often  have  supporting schedules 
indicating  the  receipt  allocation  between lawyers whose fees are being 
collected.  In  automated systems, entries to these schedules are created 
when  the  journal is posted. Figure 6-5 shows  a  journal with  supplemen- 
tary  information  columns. 

TERMS 

receipt  allocation The apportionment of a firm’s  collected  fees  between its lawyers. 



CHAPTER 6 
ACCO

UNTS  
RECEIVABLE 

1 73 1 

4
 

i? 
? 

I1 
11 

FIG
U

R
E 6-5 

R
eceipt Journal w

ith Fee  A
llocation 



174 CLIENT ACCOUNTING 

FIGURE 6-6 
Accounts 
Receivable Ledger 

When  the  journal is posted to a manual client  accounts receivable 
ledger, only  the  total received  is entered,  and  the  running balance is up- 
dated.  In  automated systems, the  entry  often  shows separate amounts 
for the fees, disbursements,  and taxes  collected, as illustrated in Figure 
6-6. 

Carpenter & Cook 

ACCOUNTS  RECEIVABLE  LEDGER 

Client: Top Dog Dpc- File #: 2276.4 

Lawyer: T.B. Opened: Ocr. 6, 1998 

10/31/98 

11/24/98 

12/21/98 

Lwyr Taxes Disb. Fees Bill# 

TO 

(220.00) KG 
(20.55)  (269.50) (465.00) 164 TB 

220.00 KG 
20.55  269.50  465.00 164 

TB 

(12.XJ) (59.20) (427.96) 203 KG 

680.00 KG 
57.90 559.20 1,250.00 203 

(975.05) 

2,547.10 

After the receipts are entered,  the receipt forms  are filed chronologi- 
cally, alphabetically  by  client name, or numerically  by bill number in 
binders or folders. The validated  deposit slips are  kept in a temporary 
file until  the  bank  account is reconciled, and  then filed permanently 
with the bank records. Figure 6-7 illustrates the receipt entry process. 

Receipt  Allocation 
Firms hope  that clients will pay  their bills in  total as they are  ren- 

dered,  which  creates no problem  in  preparing lawyers’ fee collection re- 
ports because the allocation is the  same as for the bill.  However, a client 
who  cannot  pay  the full amount of a bill renders payments 011 account, 
where  the  money received is to  be  applied  to  that client’s  accounts 
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FIGURE 6-7 General  Receipts  Process 

receivable  generally as opposed  to  an  individual bill. These situations 
lead to  questions  about  the  allocation of receipts because it is not 
known  when or if the  balance will be paid. Policies  for allocating  pay- 
ments  on  account  include: . allocating  the  payment first to disbursements  and taxes thereon,  then 

to fees and taxes thereon; . allocating fee payments first to  the  most  junior lawyers, then  to  the 
senior or responsible lawyers, or allocating all fees proportionally;  and . allocating  payments to  the  oldest bills first. 

Some automated systems handle  the  allocation of partial receipts 
quite well, either by  allowing specific bills to be credited  exactly as 
posted  or by automatically  applying  payments  on  account  to taxes and 
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disbursements  first,  and the balance  proportionally  to  the fees for  each 
lawyer. Sometimes, however, this  allocation is not appropriate,  and  sup- 
plementary  reports  require  manual  adjustment. 

Practical 
Application 

6-3 

Pearl: My client Western Steel is not very  happy  about  some of  the  bills they've 
received.  I'm  senior  counsel on  the file, and  they  don't  mind  paying  for 
my  time, but they  don't  want to pay for Dirk's  time, who was  junior  coun- 
sel and did an  excellent  job.  Dirk's  well-publicized  defense of an  alleged 
brutally  violent  criminal has  many  local  citizens  questioning  the  firm's 
judgment in representing  such a person.  Of  course,  this  should not be  an 
issue with Western Steel, but I'm in a very difficult  position. Western's  case 
could also get a lot of  media  attention,  and quite soon.  They  don't  want 
to be tainted  by associated as having  anything to  do  with someone who 
would  defend a "nefarious  criminal." It's not fair  for  Dirk not  to get  credit 
for  the  time, but I don't  think I can collect  for it, and I don't see that I 
should  absorb it. The  partners  have  asked for  my suggestions on  handling 
the  receipt  allocation. 

What  should  Pearl  suggest to the  partners?  What is the  practical  effect  on  the  firm of 
public  reaction? 

Dishonored Checks 
Although  most  people  are  familiar  with  checks  being  dishonored  be- 

cause of nonsufficient  funds (NSF), many  do  not realize that there  are 
several other reasons  why drawees do  not accept checks for payment, 
some of which are not  the  fault of the drawer. From a  public  relations 
perspective,  therefore, some  caution is advisable when  approaching cli- 
ents  about  dishonored checks. 

Because records of client  payments are  often used to compile  man- 
agement  reports in  automated systems, the  method for recording  dis- 
honored  client  payments  depends  on  how  the system  handles  entry 
reversals. Examples are: 

rn entering  a reverse bill using  the  same  allocation used to record the re- 
ceipt,  and  a reverse deposit to correct the  bank ledger; 

rn enterhg a reverse bill  using  a  standard  allocation policy, such as re- 
versing the  total  deposit  against  the  responsible lawyer's  fees, and  en- 
tering  a reverse bank deposit; and 

rn charging  the reverse bank  deposit to  the general  ledger  account  for 
bad debts and using  a separate entry  to correct the accounts receivable. 

Unfortunately,  even  advanced  automated systems seldom  handle  client 
payment reversals well. 
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Collection  Activity 

Bill collection is a  complicated issue in law firms and  a source  of  dis- 
comfort that  many professionals prefer to avoid. Lawyers recognize that 
an  unpaid bill is revenue  uncollected and  a  potential bad debt.  Despite 
this awareness,  many  are  hesitant to  approach  clients  about  overdue ac- 
counts for  fear of alienating  them,  particularly  when: 

The  file is ongoing  and  there are  more bills to be  rendered in  the fu- 
ture-although if these,  too,  are  uncollectible, the firm will have  lost 
even  more  revenue. 
The client  has other matters in  the firm. If one file is not  being paid 
but all others  are,  there  may be a  good  reason,  such as the client  wait- 
ing for a  particular  event before paying. 

The  client is expected to  introduce  more  and  better files in  the  future. 
However, a  client  with  old  outstanding bills may  be too embarrassed 
to  approach  the firm  again. 

Consideration is given to  the field of practice and difficulties  certain 
clients face. For example,  it is not unusual for bills in family  matters to 
be  long  outstanding, especially if family assets can be sold only  pursuant 
to  a court  order. 

There  are  also  professional  responsibility issues in collections. Some 
collection methods necessarily expose  confidential  material  regarding 
either  the legal matter  or  the client’s personal  circumstances.  Certain 
methods simply are not  permitted, such as any  that prejudice  a client’s 
matter  in progress, and  under no circumstances  should  a  nonlawyer do 
or say anything  to  anyone  that  might be construed as the firm’s aban- 
donment of the client for nonpayment of a bill. 

Case 6-2 Found:  Subsequent to fee dispute with clients, lawyer  intentionally  and unjusti- 
fiably attempted  to  injure clients  (prospective adoptive parents) in 
adoption case by suggesting to social worker  that clients might  be  in 
flnancial  difficulty. 

Ordered:  Three-month  suspension. 

Firms benefit  from  proper  written  policies and procedures for collec- 
tions,  including: 

All collection  activity is approved first by the responsible lawyer. This 
ensures that  the lawyer has fully considered the client’s ability to pay, 
which  may be confidential  knowledge  not  shared  with  support staff, 
and  the effects on future  relationships. However, contention may 
arise between lawyers when collection performance is a major element 
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of their  remuneration formulas. Lawyers who work on  another law- 
yer’s file may not be permitted  to  contact  the client and could 
thereby lose income if collection is delayed. 

Collection  activity is undertaken by one  particular lawyer or  senior 
staff person  who  has  a special aptitude for or  training  in collections. 
Lawyers may prefer not  to be involved with  collecting  from  their cli- 
ents,  but  many  clients prefer that  their  own lawyers contact  them  to 
maintain  confidentiality. 

4 The  accounting  and/or secretarial staff maintains records of all collec- 
tion  activity by  file, possibly on a special form or  in  a word processing 
document. Lawyers are notified immediately  when  a  payment  on  an 
overdue  account is received. . The firm maintains  standard letters approved by the  partners  to  en- 
sure  that  the  presentation is consistent  and  courteous. Alternatively, a 
set of approved paragraphs or phrases is available to lawyers so they 
can  adapt  correspondence  to  the  individual  situation. . The firm requires fee advances before continuing work for clients 
with  a  poor  payment history. 

rn Secretaries prepare  collection letters and records and  obtain copies of 
bills and  other materials to assist lawyers and  minimize lawyer time 
spent  on collections. 

= The  partners  monitor all collection activity  and require that certain 
conditions be  met before dealing  with the clients themselves. . Monthly  standard  computerized  statements  that  do  not  appear  to tar- 
get the  client  but appear to simply “come  out of the  computer” are 
sent  only  to  overdue clients. 

rn Individual lawyers are permitted,  under clear guidelines, to  negotiate 
reasonable payment schedules with  their clients. 

Firms that charge interest on client  accounts receivable must  ensure 
that  the fee agreement  makes specific provision for interest charges. 
Many automated systems produce  reminders  each month  and calculate 
interest  at  the  same time, usually without  posting it to  the client’s ac- 
counts receivable ledger. In some systems, however, this is not  an  op- 
tion,  and  the  interest becomes  part of the receivable in  the general 
ledger. 

Collection  time is usually reduced by sending self-addressed enve- 
lopes and  remittance copies with client bills or bill reminders. For corpo- 
rate  and  institutional clients, timing  the bills to  coincide  with  the 
client’s accounts payable cycle can also reduce payment  time. 
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"q 

Practical  Herb:  The  partners  have  decided  to  do  something about the huge  number of 
Application overdue  accounts we  are  carrying  for  our  clients. It's a step in the right di- 

of it. I guess  as  junior  associate,  they  feel I'm the  best  person  because my 
time is less valuable in billing. I really do have  enough real work  to  do, 
and I don't  hold out much hope for many of these collections. I want to 
maximize my time  but still do a thorough  job. Frankly, I'm not  sure of the 
best  place  to  start. 

6-4 rection, I'm sure,  but I kind of wish they hadn't picked  me to  be in charge 

Can you help Herb?  What  general  guidelines and preliminary procedures  would  you 
recommend? 

Accounts  Receivable  Adjustments 

There  are two types of adjustments  to  the  accounts receivable re- 
cords: billing  amendments,  which  are  sent  to clients, and  internal  ad- 
justments,  which affect only  the firm's accounts. 

Proper documentation of both types of adjustments is required to 
support  tax  remittances  and  income  tax calculations. Proper authoriza- 
tion  ensures  the firm's profitability is not adversely affected by  inappro- 
priate  modifications to client  billing records. 

Billing  Amendments 
Billing  amendments are made to: 

rn Correct WIP recording  errors. Firms correct the error in  the WIP ledger 
and  then  generate a modified bill. . Correct  the calculation of an  amount. If contingency fees, hourly rates, 
internal  disbursements,  or  other charges subject to a fee agreement 
are calculated incorrectly, the bill must  be modified. 

rn Restore  deleted (relieved) WIP items. Sometimes an  entire bill that  has 
already  been recorded is canceled (not  written off). The relieved WIP 
must  be restored to  be billed either  at a later date or under a separate 
file number. . Discount correct items pemanently. In  the  interest of goodwill or  to 
maintain  client  relationships, firms often  reduce bills when a client 

TERMS 

billing amendment A change or addition to a bill that has been issued. 
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disagrees with a specific charge  or  the  total bill. Bills are  sometimes 
reduced if the client is a friend  or relative of someone  in  the firm. 

Billing amendments, except  perhaps small calculation errors, are  ap- 
proved in the  same  manner as the original bill and  supported by  docu- 
mentation  detailing  the  purpose of the  amendment  and  any reports 
that  must  be revised. Figure 6-8 illustrates a billing amendment  that af- 
fects partners’  productivity  reports. 

Authorizing amendments usually  does not require a special form, al- 
though  information similar to  that  attached  to a regular bill is required 
to enter  amendments  into  the journal. Amendments are recorded in a 
separate  billing  amendments  journal or are  included in  the regular bill- 
ing  journal. Taxes are  treated  consistently with  the original  calculation 
method,  assuming  it was correct. Billing amendments are documented 
to clients as follows: 

rn Modified bills are used when  the firm  has billed an  item  in error, du- 
plicated  or omitted a charge,  or made  an  incorrect calculation. The 
original bill is reversed and  the modified bill entered if it is  issued in 
the same month as the original. If the system  does not allow the bill- 
ing details to  be corrected and generated  again, the bill  is simply re- 
typed. Modified bills usually must  be used if the  items were correctly 
recorded in  the WIP but are  being restored. 

Additiorzal bills are  simpler than modified bills, especially if the client 
was merely not charged for an item.  These  may  be given a number 
that  shows  they are  related to  the original bill if this reference is im- 
portant,  but usually it is not. Clients who will not accept  additional 
bills require a modified one instead. . Credit notes are used to reverse only  those charges that are  removed or 
reduced with  the firm’s agreement  when  the original  charge was not 
made  in error. If the charge was made  in error, a modified bill  is pre- 
ferred.  Credit notes issued in firms that use WIP asset accounts  in  the 
general ledger are recorded in a separate  journal, not simply as a re- 
verse bill, because this  would cause the  debit  to go back into  the WIP 
account. Some software manuals advocate that credit  notes be  en- 
tered into  the general receipts journal, but  this  method  should  be 
avoided if it will cause inconsistencies in performance  reports. A bet- 
ter method is to  enter a negative  total bill amount  to  the accounts re- 
ceivable, with  the  debit  to  the  revenue or recovery or  variance 
accounts,  with no effect on the WIP  ledger. A credit note allocation 
calculation is illustrated in Figure 6-9. 
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FIGURE 6-8 
Credit Note Carpenter e~ Cook 

Attorneys atLaw 
2400 - 555 Noiortti Ocean Street, Fk&fiy, ST10001 

lilipfww: 
!h: 

Snndy Cook 
!&'at Cnrpenter 

l imy B&er 
Lee 3fa.ro1t (A.uociatpd) 

January 3, 1999 

Unlted Investment Corp. 
1798 14th Avenue 
Seaslde. ST 10002 

DATE 

12/23/98 LM , 
12/24/98 L M C  ~ . 
FEE S U M M A R L  

234.00 

($234.00) 

488-1111 
488-6666 

HRS 

0.3 
0.2 
0.7 

DISBURS ~ N T S :  t Faxes (50% discount) (16.50) 

STATE  TAXES: (on fees only) 3%  (7.02) 

TOTAL  CREDIT NOTE ($257.52) 
Previous bill 3.494.49 
Owing for BUl # 205 3,238.97 

Sandy Cook 

E. & O.E. 
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C q e n t e r  & Cook 

BILLING JOURNAL Month llecenrber 1998 

Th o i% way G p d m  &A t& Si& #205 k i% b @ J d .  b?. 

FIGURE 6-9 Billing  Amendment  Allocations 

37“sy 

Practical Liz: I‘ve  had a lot of trouble  with  Atlantic  Produce  about  some  February  time 
Application that we  had  entered  incorrectly and finally billed  on  their July bill.  We‘ve 

want  to  issue a credit  note  dated  at  the  end of last  month,  September. 
They  want an  amended bill back-dated  to July, so that it will look better 
on  their books, which  they  closed at  the  end of  August.  Because of the 
seasonal  cycles of my billings, my performance will look  better if I send 
the  credit  note  dated  September. 

6-5 agreed  on  the  amount of the  reduction,  but  not  on  how  to  present  it. I 

What  should Liz do?  What  are the  effects  on  the  client? On Liz? 

Bad Debts 
Nonaccounting staff are  often confused about “write-offs.” Theoreti- 

cally, the term relates only to bad debts-amounts that are owed to  the 
firm  but  that  it accepts as basically uncollectible. If the firm sued the cli- 
ent on the bill, it  would receive a favorable judgment  but would prob- 
ably not  be able to collect on it. In some firms, write-offs include all 
accounts receivable adjustments  that result in a nil balance, even if the 
write-off is “negative.” Some of these write-offs are actually  billing 
amendments  made  by  agreement  with  the  client or unilaterally  by the 
firm. 

TERMS 

bad  debts  Amounts  billed  that are considered to be uncollectible and are removed 
permanently  from  the  accounts receivable balance. 
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Bad debts  are  identified  by lawyers on a file-by-file basis where col- 
lection is considered to be virtually hopeless and  often require the ap- 
proval of a  partner before they are officially recorded. Lawyers should be 
aware that bad  debts will no longer  appear on accounts receivable re- 
ports. If a lawyer wishes to  continue collection  action, however, a re- 
minder  can be incorporated into  the bring-forward or calendaring 
system. 

Recording bad debts  involves  eliminating  unpaid bills permanently 
from the firm’s accounts  where the firm will not be  pursuing  active col- 
lection measures. Revenues and recoveries previously recognized are re- 
versed because the  client is unwilling or unable to pay. Bad debts  can be 
recorded at  any  time  during  the year, although  most smaller  firms  with 
few bad debts record them  only  at year-end to ensure  that  income  tax is 
not paid on uncollectible  revenue. Bad debt write-offs during  the year 
are  more  common  in: . firms  with  automated systems, where  a file cannot be closed in  the 

accounting  system if any  client balances remain, and holding  the file 
open  until year-end would mean excessive system storage; . firms with limited  filing space in  the office, where the file must be 
closed to be removed to  an off-site storage facility; and . firms that require precise interim reports on  the collectability of bills 
(cash flow planning),  the collection  performance of lawyers (remu- 
neration  and staff planning),  and realizable income  (partners’  tax 
planning). 

As with WIP deletions, bad debts  must  be  authorized by the appro- 
priate lawyer and  must  include  adequate  allocation  instructions. In large 
firms or in firms that record bad debts throughout  the year, a  standard 
form  such as that illustrated in Figure 6-10 is used. 

Full documentation relating to each  bad  debt bill is kept in a  perma- 
nent file in  the  accounting records in  the  event  the bill is eventually re- 
covered or if it is needed for tax purposes. If an entire bill is unpaid, it is 
simply  credited to  the accounts receivable and debited to  the bad debt 
expense  account and  the  tax liabilities. Some firms debit  the fee revenue 
and disbursements recovery accounts  instead of bad debts. 

Bills that have been partially paid may require adjustments to allocate 
the payment correctly. The usual allocation policy is to apply the payment: . First to disbzrrsenlents und  the  tuxes 011 disblrrsernents. If the  payment 

does not cover all disbursements, the  tax is prorated to  the disburse- 
ments paid. . Second to  pes,  with  the  tux prorated, using the  appropriate fee allocation, 
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Carpenter & Cook 

ACCOUNTS RECEIVABLE WRITE-OFF AUTHORIZATION 

Date: Dec. 31. 1998 File: 1783.0 

Bill Number: 103 Client:- 

Bill Date: Sept. 10. 1998 Re: Crusty's B a k e 0  

EES 

LAWYER 

20.95 698.2 1 TB 

TAX VALUE 

J 

TOTAL 20.95 698.2 1 

DISBURSEMENTS 

Authorized: T. B. P. C. Total W/O: 743.31 

Reason: C O ~ U D t  - c a n n o t c t .  

FIGURE 6-10 Bad Debt Write-off Form 
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Firms keep a  list  of  their  bad-debt  clients, so that work will not inad- 
vertently  be  taken on by another lawyer in  the firm. One way to  do this 
is to build  a notation  into  the conflict  system. 

Recovery on bills previously recorded as bad  debts  does occur. In law 
firms it is important  to  allocate taxes  correctly to recovered amounts, 
and  depending  on  the level of detail of the firm’s records, it may be best 
to record the bill again as an  account receivable and record the receipt 
as a  regular payment  to avoid problems  with  the ancillary records and 
collection  reports. 

Practical  Herb: My collection  efforts  are  going  surprisingly  well!  I’ve  managed to  get pay- 
Application ment  on some  really  old  bills-some so old  they  had  been  written off as 

ceipts to someone  in the  firm,  and some of  the  original  lawyers  have  left. I 
think I should get  the  credit  for  their  time, since the  time I spend on col- 
lections  necessarily  reduces my other  billings. 

What are  some  options  for  Herb’s  firm? What fee  receipt  allocation  makes  the  most 
sense? Why? 

6-6 bad  debts. In order  to  make  everything  tie  in,  we  need  to  allocate  the  re- 

Accounts  Receivable  Allowances 
There is also some  confusion  about  the differences  between  a  bad 

debt  and  an allowance for doubtful  accounts (or  allowance  for  bad 
debts).  The  income  tax effects are  approximately  equivalent,  but  the ac- 
counting  and  reporting  treatments are  quite  different.  Although  nonac- 
counting staff are not generally  involved in  determining  or  recording 
allowances, they  must  understand  the  concept if they deal with any 
doubtful  client  accounts receivable and  subsequent  client  payments. 
There  are no allowances  for  doubtful  accounts in cash method systems. 

Firms often  prefer that  amounts  that  are  “borderline”  bad debts, 
where  collection is doubtful  but not hopeless, be included in  the allow- 
ance  instead of recorded as bad debts. Allowances are recorded only at 
year-end (for income  tax purposes)  except where  more precise interim 
financial  information is required. For example, if the firm is negotiating 
a  loan or admitting or removing  partners,  interim  financial  statements 
are  prepared  by the  accounting firm. The  accounting  firm  may  recom- 
mend  that  a  standard  limit  be used to  determine  the allowance 

TERMS 

accounts receivable allowances Amounts  recorded  as being  possibly  uncollectible, 
which are  recorded only as a temporary  amount  and  are not permanently  removed 
from the  accounts  receivable  balance. 
allowance for doubtful  accounts The  accepted  account  title for an  accounts 
receivable  allowance. 
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amounts.  One of the simplest  standards is to record all receivables over a 
certain age, often 120 but  sometimes 90 days, depending on the field of 
practice and  the firm’s collection history. 

Doubtful  accounts  amounts  remain on the clients’ ledgers so that 
they  are  not  ignored  in  the  accounts receivable reports  and  to  ensure 
that lawyers are  consistently  reminded  through the reports to  attempt 
collection  or  monitor the client’s financial status. 

Practical 
Application 

6-7 

Lira: We all do  our  best  to  minimize bad debts, but they  still  happen  some- 
times.  The  best thing to  do is get  them off the books and concentrate  on 
better  prospects. No one needs old papers lying around, and besides, old 
receivables  look bad to  the bank and reduce office morale. 

Wade: I think  you‘ve got  that backwards. We need to keep  questionable  ac- 
counts  on the books as a constant reminder to keep up collection  efforts. 
If we  just  sweep  them  under  the rug, people will not  think  carefully  about 
making efforts to minimize bad debts. Morale is reduced when you admit 
failure, not  when  you keep trying. 

Discuss Lira’s and Wade‘s  viewpoints.  What  are  some  governing  principles that  they 
may be  able  to  agree  on and adopt? 

If the allowance  appears  only in  the general ledger, it is supported 
by a schedule referencing the files. The  credit is posted to a contra ac- 
count  (to avoid problems  with  the  control  account) titled  “Allowance 
for  Doubtful  Accounts” directly following accounts receivable in  the 
general ledger. The  debits  are usually posted to  the bad debt  expense  or 
to  the respective fee revenue and  disbursement recovery accounts. 
Taxes, however, are not debited to  the  tax liability accounts; they  are 
either charged to bad debt  expense  or  are  excluded  from the allowance 
total. Allowances are not posted to  any client ledgers, although  some 
notation is usually made on ledger cards in a manual system. 

Billing  and  Productivity 

The  most reliable and  significant  performance  information is gener- 
ated  from the firm’s billing and collection records. Although  some use- 
ful information is generated  from  time records, the more  important 
productivity  information is accessible only  from  the  billing  and cash re- 
ceipt  summaries, which  identify  what  time is spent profitably, by whom, 
and in what field of practice. All of this  information  helps  the firm’s 
management  to  plan  and  make decisions. 
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The  primary  purpose of billing is to provide money  to  the firm in re- 
turn  for its having  provided services to clients. The  following  tenets 
guide the billing process: 

The  sooner the firm receives the  money for the services provided, the 
stronger its cash position and  the higher its profitability generally. 

The longer bills are  unpaid,  the less  likely they will  ever  be paid. 

Any method or control  that necessarily complicates or delays billing 
will negatively affect  efficiency and profitability. 

Managing the Billing Process 
In firms where lawyers are responsible for few  files, the billing cycle 

is initiated by the secretary and responsible lawyer. In firms where law- 
yers are responsible for many files and lawyers work on each other’s 
files, the billing process is initiated  by  accounting staff  because the vol- 
ume of files  is too large for the lawyers’  secretaries to  monitor file 
amounts regularly.  Proper management of the billing process: 

Pronlotes prompt  billing by providing as much  support as  possible. Ac- 
counting staff routinely  produce  drafts that require  minimal  involve- 
ment from the lawyer and secretary. 
Clearly  indicates  the  other uses of  billing  informatioll so that lawyers who 
alter billing data do  not inadvertently  compromise report integrity in 
the process. 

Incorporates  reasonable  deadlines for billing decisions. The  importance 
of these  deadlines is communicated clearly by the partners and/or 
management  committee. 

Conforms  to accepted co~~ventior~s in various fields of practice and  the 
requirements of particular clients. 

Emorrrages reliance upon  the system’s strengths  while recognizing its 
weaknesses. No system is perfect, but  any weaknesses should  not be 
obscure. They should  be  identified and  communicated so that lawyers 
understand  the items that  must be reviewed in  the greatest depth. For 
example,  advanced automated systems allow editing of the services 
description  within  the  accounting program.  Others require that  the 
details be transferred into a word processing system and edited  there. 
This  can  create  problems if staff not familiar with the  accounting soft- 
ware think  that changes made  in  the word processing system some- 
how find  their way back into  the  accounting system. 
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Manual systems do  not easily create lists and reports to  help  control 
the billing process. Any reliable automated system that records WIP 
time  and  disbursements provides more accurate, efficient, and timely 
billing when used properly. 

Information Reporting 
Reports related to billing and collections carry much  more weight 

than WIP reports in  the  evaluation of the  performance of both  individ- 
ual lawyers and  the firm as a whole. Common  monthly billing and re- 
ceivables reports include: 

Realization  rates. These are usually expressed as percentages of the 
time recorded or billed. Rates are commonly calculated for: 

- billing realization: the billed amount divided by the associated WIP 
amount originally  recorded.  Alternatively, the billed amount is di- 
vided  by the associated number of hours at the standard billing  rate. 

- collection realization: the percentage of billed  fees collected within 
a reasonable period. 

- overall realization: fees  collected within  a reasonable  period of time 
from when the time was originally recorded, usually at  a standard 
rate.  This  figure is useful only in certain fields of practice. 

Total of billed fees by lawyer, often  including  the  amount of  WIP re- 
lieved and  the billing variance.  Credit  notes  and  adjustments  may  be 
presented separately; sometimes  the value of disbursements billed is 
included. 

rn Fees collected and written or The allocated fees collected for the  month 
is an  important  report  where  there are concerns that  some lawyers do 
not  provide  adequate cash flow from  their file work. Write-offs may 
be on a separate schedule. 

m Outstanding  accounts receivable by client, produced  from the client ac- 
counts receivable ledgers. This is also often aged, meaning  that  the 
amounts are presented by the  length of time  they  have been out- 
standing,  which is important  in  determining if individual lawyers are 
following collection policies or are reluctant to write off bad  debts for 
fear of adverse performance reports. 

Total accotuzts receivable by lawyer, often  presented as percentages of 
the firm’s total  accounts receivable. 

TERMS 

realization rate The percentage of time logged or billed in relation to the 
corresponding amount collected. 
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Turnover ratios, either of' WIP or  accounts receivable. These  are  ex- 
pressed in  the  number of days  (or  times  per  year) that  the  total reve- 
nue of a lawyer or  the firm  is billed or  collected. 

Automated  systems  are  capable of producing  many  reports  for  per- 
formance  evaluation  purposes. Systems with  advanced  report  generators 
allow  firms to select  a combination of report  criteria and frequencies to 
suit  their  needs  and  make it especially easy to accumulate  comparative 
information  in  formats  that  would be very time-consuming even  with 
the aid of a  spreadsheet.  Popular  reporting options  include: 

m current  month  and year-to-date; 
current month compared to  the same month  in  the previous year; . current  year-to-date and previous  year-to-date; and 

current year or month  to budget,  including  variances  by  percentage. 

Figure 6-1 1 illustrates  types of productivity  and  realization  reports. 

Practical : Steven: For  some  reason,  these  accounts  receivable  reports  don't  seem  consistent. 
Application' We  have  very good  realization rates-over 100% in fact!  But  our  aged  re- 

days,  even though our  average  turnover is only 60 days.  The  average for 
our  field  of  practice is about 90 days, so we  must  be doing something 
right, but why all the  over 120 days  bills?  Why  don't  the  reports  support 
each  other? 

Give  some  reasons for the  apparent  inconsistency.  What  does  this  illustrate  about 
reports in general?  About  the  supplementary  information to be  provided?  About  the 
number  and  variety  of  reports  that  provide  the  most  valuable  information? 

68 ceivables  listing  shows that there  are a lot of  bills  outstanding  for  over 120 
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BILLING AND ACCOUNTS RECEIVABLE BY LAWYER 

REPORT RANGE: 10/01/98 - 10/31/98 
PRINTED:  11/06/98 

FEES  BILLED / WIP VARIANCE / REALIZATION 
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KG 
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2 

FIGURE 6-1 1 Productivity and Realization  Reports 
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Comprehensive  Exercises 

1. Design a checklist for payment  procedures for a  person  new to a law firm. 

2. Design a  comprehensive set of collection  procedures for each lawyer in  the 

It should  have  at least forty items. 

firm of Carpenter & Cook. 
a. Incorporate  some  sample  collection letters: 

i.  a  “friendly reminder’’ at 30 days, 
ii. a follow-up to  the above  letter at 60 days, and 
iii. a strong  but professional “request for immediate  payment”  at 90 

b. Summarize the control,  client  relations, and  motivational issues your 
days. 

procedures address. 

3. Draft a  sample  letter to Norman Bishop describing the following problem 
with the bill in Figure 5-3: 

Due to a  calculation error and  misunderstanding, the firm un- 
der-billed the client.  The agreed costs should  have  been  only 
$1,460. 

Recalculate the bill. What  steps  would  you follow from the point  you 
were asked to draft the letter to  the time  it is issued? 
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A trust is a legally  binding  arrangement  in  which a trustee holds le- 
gal  title to property  for  the  benefit of the  trust’s  beneficiaries who  have  
the equitable title in  the  property.  The  trust is established  by the settlor 
(also  called the donor,  trustor,  or  grantor)  through a trust  instrument, 
such  as a  will or deed of trust. 

In the context of the client-lawyer  relationship,  trust  accounting  is 
the  management  and  record-keeping of property  that   the lawyer,  as 
trustee,  holds  for a beneficiary  in the role of the client’s  fiduciary.  The 
beneficiary of the trust  may  be  the  client  and/or  other  parties.  This  type 
of trust  accounting  is  different  from  accounting  for a trust  for  which the 
lawyer is not the  sole  trustee,  as  addressed in Chapter 8. 

There  are  situations  where the lawyer  will  be  deemed  to be a trustee 
even  when not acting  as a lawyer  per  se. 

Case 7-1 Found: Lawyer who accepts position as fiduciary is  held to the high standards 
of  the legal profession, whether or not he acts in his  capacity of law- 
yer, and must  maintain proper books of account and records of transac- 
tions and may not commingle client funds or  use them for  personal 
purposes. 

Ordered: (for  this and other breach of fiduciary duty) Three-year  suspension on 
condition of probation, including one-year actual suspension. 

The  duties of a trustee  are  demanding  and  complex  and  are  ult i-  
mately  governed  by  statute  and  common law. 

Trustees have a fiduciary relationship with their beneficiaries.  This is a rela- 
tionship of trust and confidence requiring the exercise of a high degree of 
honesty  and good faith. Trustees must be  loyal to their trust at all  times: 
they  cannot profit personally from the trust property; they  cannot com- 
mingle trust property with their own property; they  must treat their bene- 
ficiaries  fairly; they  cannot delegate the management of the trust to others. 
Trustees must also  keep accurate accounts, showing receipts and disburse- 
ments of principal and  income. In addition, trustees must exercise  reason- 
able care and prudence in  the management of the trust property. 
Source: Brown, Administrutiorz of Wills, Trusts ami Estates (Delmar LCP). 

TERMS 

trust? A fiduciary relationship involving a trustee who holds trust property for the 
benefit or use of a beneficiary. 
trustee? The  person who holds the legal title to trust property for the benefit of the 
beneficiary of the trust, with such powers and subject to such duties as are  imposed 
by the terms of the trust and the law. 
equitable title? Title recognized as ownership in equity,  even though it is not legal 
title or marketable title. 

settlor? The creator of a trust; the person who conveys or transfers property to 
another (the trustee) to hold in trust for a third person (the beneficiary). 
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Basic Rules and Concepts 

Lawyers receive property for safekeeping in trust, meaning  that  the 
property,  while  managed  by the law firm and  in its  title, cannot benefit 
the firm in either  principal or income. 

Trust property is held on a lawyer’s undertaking,  which  may be ex- 
plicit but is always at least implicit,  pending  some  event  that  permits 
the release of the property. Any property to which  a lawyer obtains title 
as a  result of such  an  undertaking is automatically  subject to a  trust, re- 
gardless of where the property is situated or how  portable or liquid  it is. 

Client-lawyer trust  relationships  are  subject to  state regulations, 
which basically follow ABA Model Rule 1.15. 

RULE 1.15 
Safekeeping Property 
(a) A lawyer shall  hold  property of clients or third persons that is in a 
lawyer’s possession in  connection  with a representation  separate  from 
the lawyer’s own  property. Funds shall be kept in a separate  account 
maintained  in  the  state where the lawyer’s office is situated,  or else- 
where  with the consent of the client  or third person.  Other  property 
shall be identified as such  and appropriately safeguarded. Complete re- 
cords of such  account  funds  and  other  property  shall be kept by the 
lawyer and shall be preserved for a period of (five years) after termina- 
tion of the representation. 

(b)  Upon receiving funds or other  property in  which a client  or third 
person  has an interest,  a lawyer shall  promptly  notify the client or third 
person. Except as stated  in  this rule or otherwise  permitted by  law or by 
agreement  with the client, a lawyer shall  promptly deliver to  the client 
or third  person any  funds  or  other  property  that  the client  or  third per- 
son is entitled  to receive and,  upon request by the client or third per- 
son, shall promptly render a full accounting regarding such property. 

(c) When  in  the course of representation a lawyer is in possessio of 
property  in  which  both the lawyer and  another person claim interests, 
the property shall be kept separate by the lawyer until  there is an ac- 
counting  and severance of their  interests. I f  a dispute arises concerning 
their respective interests, the portion  in  dispute shall be kept  separate 
by the lawyer until  the dispute is resolved. 

This  rule is really a  codification of sound fiduciary conduct. It clari- 
fies  certain  obligations  but  does not  alone  provide  guidelines for the 
day-to-day  handling of trust property. Firms must  institute procedures 
and controls  to  ensure  that  trust  property is protected  from risk to  both 
lawyer and  client. Even if no loss befalls the beneficiary, a lawyer can 
still be held  responsible for failing to act  properly as a  trustee. 
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Case 7-2 Found: lawyer knowingly misappropriated clients’ trust funds, notwithstand- 
ing absence of subjective intent  to steal and absence of client losses 
as a  result of conduct (as illustrated in lawyer‘s own statement): 

I was  aware that  what I was doing was  wrong,  and I was  also  aware that 
no  one  was being  hurt  by  what I was doing. And what I was  doing,  espe- 
cially by keeping  lists  [of  “borrowings”  from  and  repayments to trust ac- 
count],  was  making  sure that  nobody  would  get  hurt  by  what I was 
doing. 

Ordered:  Disbarred. 

The  types of trusts common in  the client-lawyer relationship are: . Express trusts that arise  from  verbal  or written agreements between 
the trustee (lawyer) and the settlor (client or other party). Most client- 
lawyer trusts are  express  trusts. . Resulting t r u s t s  that are implied trusts created  by operation of law 
where there has been no stated intention  to form a trust, but it is 
only equitable to assert that a trust has been formed. For example, a 
firm that receives a check  for a client that should have gone directly 
to the client deposits it innocently into its trust account before the er- 
ror  is  discovered. 
Constructive  trusts that arise only to remedy a fraud or other wrong- 
doing, or unjust enrichment. For example, a client offers a large  fee 
advance to  the lawyer, knowing that  the  amount is  excessive, to con- 
ceal  assets  from judgment creditors.  This  creates a constructive trust 
between the lawyer (trustee) and the client’s  creditor  (beneficiary). 
Fortunately, constructive trusts are  rare in most law  firms. 

Practical 
Applicatiol 

7-1 

Kirk:  This client has  me a little concerned. She‘s  very  high-powered in the  busi- 

ness,  even though she’s quite  tough.  Now  we’re getting involved with 
some  of  her  divorce  matters,  especially regarding assets. Right  now, I have 
some  bonds in the  office  vault  that I see she  hasn‘t  claimed on the state- 
ment of assets in her  divorce  matter.  These  are  “bearer  bonds,”  meaning 

n ness community  and is known for her  very  scrupulous  dealings in busi- 

express trust$ A trust created  by a direct or positive declaration of trust. 
resulting trust$ A trust  created by operation of law in circumstances  where  one 
person becomes  vested with legal title  but is obligated, as a matter of equity, to hold 
the  title for the benefit of another  person,  even though  there is no  fraud and no  
declared intention  to hold the property in trust. 
constructive t r u s Y .  A trust, created  by  operation of law, that is  declared agrinst a 
person  who, by fraud, duress, or abuse of confidence,  has  obtained  or  holds legal title 
to property to which he  or  she has no moral  or  equitable right. 
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that,  technically,  whoever has possession  of  them can cash them in and 
get the money. She‘s  told me, rather informally from my perspective, that 
they will serve as security to the firm against her  divorce matter bills. I’m 
not really sure if this is a fee  advance or if she is trying to hide these assets 
from her husband. 

What are the types of trusts that the bonds  might be the  property  for? Who are  the 
beneficiaries? 

Noncash Trust Property 
A firm may  hold  noncash  monetary assets, such as securities that 

cannot be deposited into a trust  bank  account  and  other valuable per- 
sonal  property  such as rare coins and jewelry. These must  be kept in a 
secure location, usually a bank safe deposit  box  or fireproof safe in  the 
office. Such  property is not listed in  the firm’s books but  should always 
be listed in full in a comprehensive  separate document in the account- 
ing records and  the client folder with a separate list for each file or trust. 
Lawyers also hold  title to large items that  cannot be kept physically 
within their reach, such as real property, and even  intangible assets like 
patents. 

Practical .. . . 
7-2 

” , .  

Blanche: I‘m not  sure what to  do  with all of the  items of  personal  property  we‘re 
Appltcatlon keeping in this very  acrimonious  divorce  case.  Would you believe that the 

final item the  couple is fighting over is a blender? It’s a very nice one, but 
I don’t like having it around. It won’t fit in the office safe, and if I leave it 
in the file room,  someone might think it’s there  for the  taking. 

What  should  Blanche  do  to  secure the blender?  What  records should be  kept?  How 
often  should the  blender and other  property  be  brought  to  Blanche‘s  attention by 
her  secretary? 

Lawyers  pass along cash and endorse over checks made payable to 
the firm without processing the transaction  through a bank  account, 
but keeping  written records of such  transactions  with the client file in- 
formation. These transactions  are usually avoided but  may  be the  only 
practical way to transfer  funds  promptly to the ultimate recipient. For 
example,  conduct money, which is provided to people who are required 
to attend  examinations for discovery, trials, and  other proceedings, 
often  must be supplied in cash as a contribution  toward  traveling ex- 
penses. Although the firm must keep a written record of such transac- 
tions,  this  may be simply a note  in  the folder instead of a transaction in 
the accounting records. 
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Money Held in Trust 

firms is: 
Most trust property dealt with by  nonlawyer  staff in American  law 

money, denominated in United  States  dollars, 
received by the firm in  the form of cash (coin and currency)  or  check 
(including drafts, money orders, and confirmed  wire transfers), and 
deposited into a bank account, as opposed to being held by the firm 
in its  original  form. 

Except where specifically noted, this is the type of trust money discussed 
in this chapter. 

Possession of trust money creates obligations of the firm to  the 
beneficiary.  Trust settlors (the client and/or  other parties) often antici- 
pate that  the ultimate beneficiary will be a party other than  the lawyer’s 
client, In  fact, the express purpose of providing trust money may  be to 
effect a transfer of money from the client to others. 

The most commonly encountered client-lawyer trust arrangements 
in law  firms,  summarized in Figure 7-1, are: 

Fee advances, held by the firm until a bill is rendered to  the client. Ad- 
vances may be the full contemplated sum of the final bill or  simply a 
“down payment” on future fees.  Some  firms  ask that a client pay an 
advance as an indication of the client’s commitment to a potentially 
problematic case  or to provide  for  significant  disbursements. 
Award or settlement funds in favor of the client, where the client is the 
prevailing  party.  These  are  paid to  the firm  by the unsuccessful party 
or its counsel and distributed to  the client, usually net of any unpaid 
bills from the firm. 
Award or settlement funds contributed by the client, where the client is 
the unsuccessful  party. The client provides trust funds to  the firm  for 
payment to  the successful party, usually through its lawyer’s trust ac- 
count. 
Conveyance monies or other purchase-related proceeds, which are  paid by 
the purchaser to effect a property or other major purchase. 
Estate proceeds of a deceased, bankrupt, or family, held by the firm 
pending settlement of the estate. 

9 Business and personal transaction funds provided for the lawyer to con- 
duct transactions on behalf of the client. These are common for out- 
of-town clients. 
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-client -glccsofulpartyarits 

Events 

-end of file - tim rend- bill 

- release execued - awardlsettlement paid to firm 

- client ordered to pay award 
-client mays satlemem 

- ~0111~1etirn d m  

- film nndus bill - aplwoval of cow to pay bmcficiaries 

- specific client instructions - thud pany rcndea mvolce 
4 

Figure 7-1 Client-Lawyer  Trusts 

Practical Curt: We received a large  fee  advance from Peter's  Fish  Shop  and  deposited it 
Application to the  trust  account.  Now  Peter  wants  us to use it to pay  some  creditors 

standing  was that  the  money in trust was for fees, but the late Mr.  Plant 
handled  the  file  before I got it and I can't find a fee  or  trust  agreement. 
Now  what  can I do? 

7-3 who will block  the sale of  the  business if their  bills  aren't  paid.  My  under- 

What will Curt take into account  when  considering Peter's instructions?  What  could 
have  prevented  this  dilemma? 

Trust  Bank Accounts 

Law  firms need banks to secure  trust money and  ensure  that  it  can 
be  delivered  when  necessary. Law firms  operate two main  types  of  trust 
bank  accounts: . Pooled trust accounts contain  the  funds of more  than one client. 

Some  states'  regulations  require  that these accounts  contribute to 

TERMS 

pooled trust account A bank account designed to hold the funds of more than one 
client. 
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Interest on  Lawyers’ Trust Accounts (IOLTA) programs,  which  finan- 
cially support legal services to  the  disadvantaged. In other states,  par- 
ticipation  in IOLTA programs is optional. . Separate  trust accounts contain  the  funds of only  one  client.  These 
accounts  often bear interest  that  becomes  part of the  trust  property. 
They  may  also  be  subject  to service  charges. 

The American Bar Association  encourages  firms to participate in 
IOLTA programs  where the  trust  money is a  relatively  small amount or 
will be  held for a short period of time. IOLTA accounts  benefit  the firm 
by  eliminating  the  time-consuming  responsibility  to  account for and 
distribute  small  amounts of interest  to  individual  clients. Regardless of 
whether  the  funds are placed in a  pooled IOLTA or separate  account, the 
firm may  not receive any  benefit of interest  received. 

Case 7-3 Found: Lawyer deposited client  funds in money market account in lawyer‘s 
name and sought to retain interest for personal  gain, telling  client that 
money had been deposited in noninterest  account. 

Ordered: Six-month suspension, with proof  of rehabilitation and passage  of  ethics 
portion of bar  examination  prior to reinstatement. 

Firms whose practices  consist mostly of real property  transactions 
tend  to  have a number of pooled  trust  accounts  in  banks  whose  business 
they  would like to  obtain. Small,  new  banks may aggressively pursue 
lawyers  by pledging referral work in  exchange for maintaining a  pooled 
account.  The lawyer as  trustee,  however,  has  a clear and prevailing  obli- 
gation  to  ensure  that  trust  monies  are secure. 

Aside from concerns  about  bank stability, firms with  substantial num- 
bers of trust  transactions  consider the following when choosing  a  bank: . Hours ofoperotion. In  urban  centers,  most  banks keep hours  consistent 

with regular  businesses. In  suburban areas,  however, many are  closed 
on  Mondays to  accommodate  Saturday  openings. . Service to the firm. Larger branches  often  have difficulty accommodat- 
ing  the special needs of some firms, such as immediate  notification of 
any dishonored checks or other  problems  with the account.  Promptness 
in issuing  statements, access to key bank  personnel,  and  clearing 
speed  are  also important. 

TERMS 

IOLTA Interest on Lawyers’  Trust Account; a  program  run by a  state agency for 
collecting the interest from pooled trust  accounts  and  directing  the  income toward 
publicly supported legal services. 

separate  trust account A trust  bank  account designed to  hold  the  funds of only 
one client, usually bearing  interest that becomes part of the trust property. 
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. Error incidence. Internal  controls  and systems vary greatly between 
banks, and  some experience a greater incidence of errors than others. 
While the firm  may not be  held strictly responsible for bank errors, 
they cause embarrassment and inconvenience. 

Banks encourage lawyers’ pooled trust  accounts for a number of rea- 
sons,  including the exposure within the business community  that law- 
yers often provide. Pooled trust  accounts are also an inexpensive source 
of reserves (minimum percentages of deposits that banks are required to 
reserve from  lending). Because  law firms do  not themselves receive in- 
terest on pooled  accounts, they  may be somewhat  indifferent  about 
whether  terms  are competitive. 

”* . . .  
Practical Ms. Moss: I would like us to start using the First Green Bank (FCB), which is guided 

Application by environment-friendly  policies, such as being  open only during daylight 
hours to reduce electricity usage. But here in Alaska, the days can be very 
short in the  winter, and we might need  access to the bank when it‘s dark. 
FCB has a Twenty-first  Century account, accessible by bank machine, and 
we  could use electronic banking, but I‘m not sure whether the records 
produced  would  be sufficient. 

What are  some  considerations Ms. Moss needs  to  take  into  account before using FCB’s 
facilities? If they were used, what additional controls within the firm would  be advisable? 

Pooled Trust Bank Accounts 
Practically  all  firms operate at least one pooled trust bank account. This 

is sometimes called the “regular trust account” or the “general trust ac- 
count,”  but these terms are  discouraged  because of the potential confusion 
with the firm’s general operating  bank account. To further avoid confusion 
between trust and general bank transactions, most firms’ trust checks are 
printed in a different  color  from the general checks and are kept in a sepa- 
rate place, and deposit books are clearly identified on the cover  as being for 
either the trust or general bank account. Firms that operate more than  one 
trust  bank  account  maintain separate records (journals and ledgers)  for 
each bank  account as  well  as separate client ledgers where an individual cli- 
ent’s money is on deposit in more than  one bank account. 

Trust bank  accounts  should be clearly identified as such  in  the 
bank’s records. When a firm establishes any trust  bank  account, it 
should  inform the bank of the  nature of the account, by letter in a 
standard form, as illustrated in Figure 7-2, which  ensures that  the bank 
is aware that  the  funds  do  not belong to  the firm and are not attachable 
by  the firm’s creditors. Copies of bank correspondence, banking agree- 
ments,  and  current lists of signatories are  kept in  permanent files  with 
the  accounting records. 
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FIGURE 7-2 
Letter to Bank to 
Establish IOLTA 
Account 

Carpenter & Cook 
Attorney5 at Law 

2400 - 555 %rth Ocean Strezt, Fieuing, ST10001 
l eG@h~:  488-1111 

!Tii: 488-6666 
Pat Carpenter 

%rry Bker 
Lee Mason (*<ociateg 

August 20, 1998 
State Eastern Bank 
600 North Ocean Street 
Fielding, ST 10004 
Attn: Branch Manager 
Dear Sirs: 
Re:  Lawyer’s Pooled Trust Account Number 7410-86 

We have established the captioned account  in preparation for commencing practice 
under  the  name of Carpenter & Cook, Attorneys at Law, commencing September 1, 
1998. We write to  inform you that  the captioned bank account is a lawyers’ pooled 
trust account  and is subject to  the  state legislation governing such accounts, specifi- 
cally: 
1 .  This account is to  be identified in your records and on all checks and  statements 

2. Interest on  this  account is to be remitted according to  state law to  an Interest on 

3. No service charges are to  be charged to  the  account, as such charges  would render 

4. Statements must be produced at least monthly regardless of whether  there are any 
transactions on  the  account  during  the  month  and all canceled checks returned 
with  the  statement. 

5. The firm  must  be notified immediately of any  dishonored checks returned againsl 
the  account. Similarly, any deposits to  the  account  not  made  by  our staff that  ma) 
give rise to  an obligation of the firm without its  knowledge must be identified b) 
telephone  to us at  the earliest opportunity. 

6.  Any concerns  with respect to  the  account  should be directed to Pat Carpenter 01 
Sandy Cook, partners. Our  administrator,  Marty Fisher, will be available in thc 
event we are both unavailable. 

7. Only Pat Carpenter and Sandy Cook are permitted signatories on  the  account, anc 
checks, instructions,  and  transactions (except for deposits) are to be  authorized  b) 
one of us. 

SMdj Cook 

issued by you  as a trust  account. 

Lawyers’ Trust Accounts (IOLTA) program. 

the  account deficient. 

Thank you for your  cooperation  and  attention. We look  forward to a mutually re- 
warding  relationship with your institution. 
Yours truly, 
Carpenter & Cook 

P. Cnrperlter 
Pat Carpenter,  Partner 

S. Cook 
Sandy Cook,  Partner 
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Separate  Trust  Bank  Accounts 
Separate trust bank accounts are investments in which the interest 

accrues to  the trust instead of being paid to  an IOLTA. If the firm antici- 
pates holding large  sums of trust money for  a substantial period of time, 
the lawyer  may  decide to (or must, under certain circumstances) deposit 
the funds into a separate account. If the account is subject to bank serv- 
ice  charges, the client should be  notified. 

Staff who are  asked to survey  appropriate  banks to obtain a high inter- 
est  rate and suitably  flexible investment instruments should be familiar 
with the most common investment  accounts  available through the firm's 
established  banks.  Fixed-term  investments  usually  specify that  the principal 
and interest will be  deposited into a  certain account upon maturity. This 
account should be either  a  savings  account  operated  for the same  benefici- 
ary  or  a  pooled  trust  account.  Automatic  "roll-overs" into another invest- 
ment period  should be avoided  unless the client  specifically  requests  it. 
Investment  maturities  are  diarized  by the accounting staff and by the secre- 
tary and lawyer  responsible  for the file so that reinvestment is  discussed be- 
fore the due date to minimize loss of interest  or  inappropriate 
reinvestments that may  have  negative tax consequences  for the client. 
Automated  systems  often  provide duedate reminder  programs. 

Practical .. . 
. .  

7-5 

I"*,?p.'.?.".i >.~)." 

Jade: Mr. Cold isn't  here and his  client's term  deposit is due today.  We  are  cur- 
Application rently  negotiating for  an  early settlement on this  file, but the opposing 

party needs Mr. Cold's undertaking  before  they  will  agree to any  settle- 
ment. Ms. Silver  thinks that the funds  should not be reinvested  for  an- 
other  thirty days, but she is not the  lawyer responsible  for  this  file, and  no 
lawyers  senior to Ms. Silver  will be available  before  a  reinvestment  deci- 
sion  will  have to be  made. 

What should Jade do about  the  reinvestment? What controls  need to be in place in 
order  for Ms. Silver to make the  reinvestment  decisions? 

Separate accounts are  set up using either a letter to the bank or  a 
form acceptable to  the bank.  Often the bank will require that its own in- 
ternal forms  be completed, especially if the signatories are not  the same 
as those for the pooled account. Firms that routinely set up certain types 
of separate accounts, such as  daily interest accounts, for which special 
terms are not negotiated may have a blanket agreement with the bank 
that accelerates the process. If the account is not of a conventional type 
or the terms have been  specially negotiated, however,  a letter has the ad- 
vantage of confirming all the terms with the bank. 

In  some  situations, there may  be  a  question about whether monies that 
are to go  immediately into a  separate  account  should  first be placed in  the 
pooled  account. If the funds  are  cash,  a lawyer's trust  check,  certified  check, 
or  money order, they  may be placed into the pooled  account  first, although 
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there  may be no particular reason for doing this.  Sometimes  trust 
money  must  earn interest  from the  date  it is received into trust,  even if 
it is uncertain that a  check will clear the drawee  bank. If the check were 
deposited directly into  the pooled  account,  transferred to  a  separate ac- 
count,  and  subsequently  dishonored,  the  bank would  charge the re- 
turned check to the pooled nccount. This  would cause the pooled bank 
account  to  become deficient  at  a minimum,  and because funds  in separate 
accounts  are  often large, the pooled  account  could  become  overdrawn. For 
this reason, many firms place all separate  trust  monies directly into  the 
separate  account. 

When  trust  monies are  withdrawn  from a separate  account for 
which  canceled  checks are not received, they  should always be trans- 
ferred into  the pooled  trust  account, and a  check  should  be  issued  from 
the pooled  account  to  the  final  recipient. This  ensures that  the firm  al- 
ways has access to  the check  endorsement  in  the  event of a dispute  over 
receipt of the  funds  and  that  the firm's normal  procedural  controls  are 
not bypassed. Transfer instructions  to  the  bank are commonly  made  by 
letter of authorization or another  form  acceptable to  the bank,  and  the 
firm's  copies of these  letters and  forms serve as the source  document for 
recording  the transfer. When a  separate  account is closed, the passbooks 
or statements  must  be  kept for the  minimum five-year period. 

Internal Trust Records 

Aside from records it receives from  its  banks,  a  firm  must  retain  its 
own  trust records, including  letters,  instructions,  and  communications 
with  the client and  other settlors and beneficiaries. 

The firm's internal  trust  accounting  records  show all of the financial 
activities  related to  receiving and  disbursing  trust  monies.  Other  sup- 
porting  information  in  the  client folders is copied to  accounting staff 
when giving them  instructions. 

Trust  Bank Account Ledgers 
Trust bank account ledgers are running registers of deposits, 

checks, and  adjustments  on  an  individual  bank  account. If the firm 
operates  more  than  one  trust  bank  account,  each  account  has a ledger. 
Debits and credits  in  trust  bank ledgers  are consistent  with  other  bank 
ledgers: deposits  are  debits and checks  are  credits. 

.-I .I." 

trust bank account ledgers A ledger for an individual bank account. 
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In  manual systems, the ledger is often  combined  with  the  journals 
in a  synoptic, as illustrated in Figure 7-3. Each individual  transaction is 
recorded on  a  separate  line  in  the  synoptic,  with  the  running  balance 
updated after each  entry. 

In  pegboard and  other  manual systems, the  trust receipt and  trust 
check  journals  are on separate  pages, and  only  the  totals of the journals 
are  posted in  the ledger. 

Accounting  software  usually  emulates  this  presentation. Firms often 
keep the  trust  synoptic  on  a  computerized  spreadsheet,  which  has  the 
advantage of eliminating  time  and errors inherent  in  manual  computation 

POOLED TRUST BANK  ACCOUNT SYNOPTIC 

Bank Account: 

- 
Receipts 
DR - 
250.00 

1.OOO.00 

Month: - 

Checks 
CR 

( I  00.00) 

1,OOO.OO 

1.346.77 

500.00 

76.00 

Balance 

33.IOO.M 

33,350.05 

32,450.05 

30,52 7.28 

31.527.28 

FIGURE 7-3 Pooled Trust Bank Account  Synoptic 
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and is not affected  by the restrictions  in  some  accounting  programs (for 
example,  where  the  accounting  program  cannot  be accessed because the 
previous month  has  not been  closed). 

General  Ledger  Treatment 
Most  firms  with  manual  and  nonintegrated  automated  accounting 

systems  have no trust  amounts  in  the  general ledger. Presenting the 
trust  bank  and liability  balances  interferes with  the  interpretation of the 
firm’s balance  sheet  from  a  business  perspective  because  trust  transac- 
tions  are  not  economic  transactions;  they do  not affect the  economic 
position of the firm in  any way  unless the  trust is breached. 

Trust obligations  become genuine liabilities if the firm cannot or does 
not deliver trust  property as required under a trustee’s duty. If the firm’s  ac- 
tions or  omissions  compromise the value of property  with  which  it  has 
been  entrusted, the firm is responsible for restoring  it.  While  there  may be 
practical limits on the firm’s liability if it  has not acted  imprudently, record- 
ing a liability arising from a breach is justifiable  because the firm’s economic 
activity is, in part, receiving payment  to act  as a professional fiduciary. 

While  a lawyer’s position as a  trustee  clearly  creates an obligation, 
trust  money  cannot be  considered  assets of the  firm.  In  financial ac- 
counting, assets of the firm  must: . be under  the firm’s control, . be  expected to provide the firm with  future ecorzomic benefits, and . arise from  a  previous ecotzomic transaction. 

Strictly speaking, not even the first criterion applies to trust money be- 
cause the control the firm exercises over the  money is in its role of trustee, 
not as an economic  entity,  and an event  beyond the firm’s direct control 
will oblige it to  handle  the  funds according to  the trust  arrangements. 

The  latter  two criteria may  appear to  apply  to  trust  money  when a 
firm  anticipates  making a trust transfer to  pay itself for a  client’s bill. 
However, this  transaction  extinguishes  the client’s liability to  the firm, 
and  the  money is not a true asset of the firm  until  it is earned and de- 
posited to  the firm’s general account. 

Despite the reasons for excluding  trust  money  and  obligations  from 
the firm’s financial  records,  accountants  sometimes  add  the  trust “as- 
sets” and “liabilities” to  the balance  sheet at year end.  The specifications 
of many  integrated  automated systems dictate  that  the  trust  bank  be 
shown  in  the  current assets section and  the  trust liabilities in  the  current 
liabilities  section or as  a contra  account  immediately  following  the asset. 

The  only  other logical presentations are to show  both  in  a totally sepa- 
rate section of the balance sheet (possibly between assets and liabilities) or 
under  current liabilities, with the funds on deposit offsetting the obligation. 
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Trust  money  transactions  never  appear in revenue  or  expense  accounts, 
only as  assets and corresponding  liabilities. Even when the trust transac- 
tions are  kept  completely  separate  from the firm’s  financial  information 
and do  not appear in the firm’s  general  ledger,  debits and credits  are  treated 
consistently with regular  financial  information.  Debits  increase  assets and 
decrease  liabilities,  while  credits  decrease  assets and increase  liabilities. 

Practical 
Application 

7-6 

Grant: I don’t  care  what  the  accountants  say-monies  under  the  firm’s control 
are assets, and  our  obligations to pay  those  monies  are  liabilities. It‘s no 
different  than with a property  development  company.  They  may  have 
pending  contracts  for  the sale of  property, but until the sale is complete, 
the  property is listed as an asset. Law  firms  are  no  different. 

Discuss  the  points  that  Grant  has  raised. Are law  firms  really  different?  Why  or  why  not? 

~ ~~ 

cmpenterC!fsquire 

CLIENT TRUST LEDGER CARD 

Lawyer: S.C. Name:JWwp. Norlnen File:2015.6 

Opened:- Re:&& Treat ILetiup Service Page  NO.:^ 

I I I I 

FIGURE 7-4 Manual  Trust  Ledger 
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Client Trust  Ledgers 
The client trust  ledger is a chronological record of all trust  transac- 

tions for a  particular  trust. If a  client  has  trust  transactions for more 
than  one file (matter), a  separate  ledger is kept for each. Figure 7-4 illus- 
trates  a  client  trust  ledger  card in a manual  system. 

Transactions  are  posted to  the client  trust ledger as they occur, using 
trust  check and receipt journals  or the  bank synoptic. On  the client ledger, 
receipts are credits and checks are debits. After each  transaction, the client 
ledger running balance is updated. A client’s file must never  be closed or 
the folders permanently removed from the office if a  trust  balance exists. 

A client  trust  statement  may  be  required  by a  lawyer or secretary or 
at  the  request of the client  or  beneficiary. Many  firms  automatically  pro- 
duce  such  statements  at  the  conclusion of a client’s file. The  statement is 
basically another  version of the  trust ledger, reproduced  in a more read- 
able  format, as  illustrated  in Figure 7-5. 

Trust Journal  Entries 
A trust  journal entry is used to record  transfers  from one  client 

trust ledger to another  in  the  same  bank  account,  without  any  transac- 
tions  being processed through  the  bank  account. These  entries  are 
authorized  in  writing  by  the lawyer, specifying the  purpose of the  trans- 
fer. Because they  are relatively  rare in all but real property  matters,  in- 
structions  to  make  them  are  usually  given by individual  memo. Firms 
that  routinely assign several file (matter)  numbers  to  the  same  client, 
where  other firms  would combine  them, also  use this  type of entry. 

The  entries  are  typically  between  different files for the  same  client  or 
files for other family  members,  or  between  a  corporate  client and its 
principals or a  related corporation.  They facilitate: . closing one file while another  remains active, with  the  funds as an ad- 

. transferring  advanced  funds  from an  open file with  no  outstanding 
bills to  another file with  outstanding bills, to  make a subsequent  trust 
transfer; and 

vance; 

. providing  funds  more  immediately  required  on  another file, such as 
the sale of one  property  and  purchase of another  by  the  same  client. 

client  trust ledger A subsidiary ledger listing all trust transactions for a client’s 
funds  in a bank account. 
trust  journal  entry A reassignment of trust property between  two or more  clients 
without a bank transaction. 



208 CLIENT ACCOUNTING 

FIGURE 7-5 
Statement of Trust 
Sent to Client 

Ca enter e%+ Cook 
X t a e y s  at Law 

2400 - 555 A@-th Ocean Street, FieMiy, ST10001 
lekpliae: 488-1111 

yq: 488-6666 
Tat Carpenter 

%y g&er 
Lee Mason (Asscciatcd) 

December 12,  1998 
Mr. Norman Bishop 
P.O. Box 29 
State Eastern Bank Huilding 
600  North Ocean Street 
Fielding, ST 10004 
Dear Mr. Bishop: 
Re: Dutch Treat Dating Service (Libel) 

I am pleased to enclose our trust check in  the  amount of $9,933.87,  representing 
the  net proceeds of the  settlement  in  the referenced action. I also enclose our ac- 
count  which, as per our fee agreement,  has  been paid from the  settlement proceeds. 
Our trust statement is as follows: 

Slut4 coot 

Our File Number 2015.6 - Final Bill 

411 7/98 From client: 
Fee advance 500.00 

Settlement 12,500.00 

Account 3,066.13 

Net proceeds 9.933.87 
$13,000.00  $13,000.00 

12/6/98 From defendant: 

12/12/98 To Carpenter & Cook: 

12/12/98 To client: 

It has  been a  pleasure to assist you in this matter. Should you require legal SeNiCCS 
in the  future, we would  appreciate  your  consideration. 
Yours truly, 
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The  posting of these  entries  does  not affect the pooled  trust  account re- 
cords,  since no money is being received into or  distributed by the firm. The 
only ledger entries are to  the client ledgers, as  illustrated in Figure 7-6. In 
practice, many firms prefer that such transfers within the pooled  account 
be  made  by issuing  a  check  from the  trust  account  and redepositing it. 
While  apparently  a  redundant activity, this  procedure  provides a clearer 
audit trail and secures the required  approval documentation. An entry  not 
affecting the  bank  account, however, is necessary where the withdrawal of 
funds  from an investment  would cause a loss of interest. 

FIGURE 7-6 1 
Trust Journal Entry 
Recording  Process I I i TRUST  JOURNAL  ENTRY I 

1 REGISTER/hlEhlO I 
r""""""""""""" 

! TRUST  HANK LEDGER j 

100 

""""""""_"""""~ 
L""""""""_"~""", 

r""""""""""""" 1 1  
! CLIENT TRUST LEDGER 1 1 CLIENT  TRUST LEDGER 1 

, r""""""""""""" 

I 
L""""""""~""""" L"""""""~"""""~, 

Because there  are  no  external  documents  supporting  the transfer, 
written  instructions for the  entry  should  include: . F u l l  file idelztificatiolz of the  contributing  and recipient files: client 

. The bar& accozazt wherein  the transfer is made. . The  effective  date  of  the trallsfer, This is the  date  that  the  entry is verified 
nrzd approved Back-dating or postdating  may  cause  date-sensitive re- 
ports  in  automated  systems to  show a debit  balance at a  prior  date. 

names,  numbers,  and  matter  descriptions. 

. Purpose of the  transfer, . A descriptio11 that will appear  in  each ledger  referencing the  other 
ledger. In  automated  systems  it will appear  in  both. 
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FIGURE 7-7 
Trust Journal Entry 
Form 

m Anlozrnt oftlze tramfir. In many cases, it is simply the balance that should 
be  transferred, but if only  “balance” is specified, there is no assurance 
that  anyone knowledgeable about either file has  confirmed that  the bal- 
ance  appears to be correct. Some firms simply  request an estimate of the 
balance and inform the lawyer if it is not close to  the actual balance. 

Approvd of a lawyer. 
Figure 7-7 illustrates  a  trust  journal entry  authorization  form  that 

would  be used in a  real property practice that creates  a file for both  pur- 
chases and sales for the  same  client.  Chapter 8 further discusses transfers 
of funds  in real property  transactions. 

TRUST JOURNAL ENTRlES 

Date: Dec. Za 1998 Approved: L 

Trust  Adjustments 
There  are  three  types of accounting  adjustments  (as  opposed  to error 

corrections)  made on  trust  accounts: 

Forc ip  exclznrzye trnmactiom record  differences  between the  amount 
presented on  the ledger in  the foreign currency  and  the  United States 
dollar amount  on conversion. 

I/zterest payrmwts on separate  accounts and  investments are  recorded 
when  the  interest  has been received into  the firm’s control. Normally, 
there is a  separate  journal for interest  payments,  and if the firm has 
several  savings accounts receiving monthly  interest,  they  are all up- 
dated  at  once. 
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. Service charges are often levied on separate  savings  accounts.  These 
should be  recorded  separately  from the  interest  payments,  not  netted 
against them. Occasionally,  service  charges  are higher  than  the  inter- 
est payments, especially during  times  when  interest rates  are  gener- 
ally low. These cases should  be  reported to the lawyers  responsible, 
who will consider  alternate  placement of the  funds.  The client’s wel- 
fare may be better served by returning the  money  to  the pooled  account. 

Interest payment  and service charge amounts  often are not available 
before the  monthly records have to be closed. When separate  accounts are 
reconciled, interest and legitimate service charges may be outstanding. 

Trust Accounting  Controls 
Research into rules, opinions,  and case law  findings  provide a start- 

ing place  for  designing and  maintaining  trust  accounting  controls  but 
clearly  reflect minimum  standards  that  do  not address the peculiarities 
of any particular  system  or  firm.  Well-managed  firms  ensure that all as- 
pects of trust  accounting,  including  training  and reference  materials, 
task  separation,  paper flow, recording and  reporting systems, and filing 
routines,  contribute  to a strong  system  with reliable internal  controls. 

Because trust  monies  are  subject  to  the  client-lawyer  relationship, 
instructions  to  the  accounting staff for handling  trust  funds  are  author- 
ized by a lawyer, either  directly to  the secretary or to  accounting staff via 
the secretary. Lawyers‘ instructions  must always  be  followed exactly, and 
clarification  should be sought if there  are  any  questions. A strict  policy 
of obtaining  signatures  approving all trust  transactions  reduces  misun- 
derstandings  and  mistakes so that  appropriate  documentation  to  sup- 
port  trust  transactions is readily  available when  questions arise. 

Case 7-4 Found:  Lawyer  failed to reconcile trust account,  had  shortage in trust account, 
failed to comply with promise to use a new  trust account, commingled 
cost  deposits,  presented overdraft checks for  payment,  and al!owed non- 
lawyer to manage  trust and general accounts without adequate su- 
pervision. 

Ordered:  Three-year  suspension. 

Trust  Bank  Account  Access 
The  operation of trust  bank  accounts is subject  first to regulations 

governing professional conduct  and  then  to  the  requirements of a  par- 
ticular  bank  and  the firm’s desired  banking  arrangements.  Certain in- 
structions  must  be  given  to  the  bank  by a lawyer, who  must  in  turn  be 
authorized  by  the  firm  to effect the  transaction  with  the  bank. 
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Controlling access to  the trust bank accounts is  very important in 
law  firms.  Clearly,  access to checks  is  restricted, but even  access to de- 
posit books should be supervised to prevent  improper  and  erroneous 
deposits. 

Appropriate combinations of trust check signatories should be con- 
sidered when designing trust accounting controls so that while access 
levels  preserve the trustee's authority, they do  not paralyze the firm if a 
check or authorization is  needed  immediately.  Firms with few  lawyers 
may find it awkward to require more than  one signature on trust checks, 
and  the reasons behind such a requirement should be carefully consid- 
ered. If the partners want access to be highly restricted, they might con- 
sider approving the signature of either one partner alone or two staff 
lawyers together. Most important of all considerations is that the combi- 
nation of signatories should  preclude the necessity for any lawyer to ever sign a 
blank trust check. Lawyers' signatures are  required  for  very  good  reasons, 
which are  defeated if blank checks  are  signed. 

cF..,m,"r ..,-,- ..< ,_ 

Practical Newton: I'm  afraid I find this  situation  terribly  frustrating! I need to get some  funds 
Application transferred into our  pooled  account to cover a check that we  issued last 

been  dated until tomorrow.  There  are no  signatories  on  the  separate ac- 
count here  today,  and by  tomorrow,  our  pooled  account  may  be  over- 
drawn.  I'm a senior  associate,  and I should  be  able to make  these 
transfers.  The  partners  are  always in court  when  these  things  need to be 
signed. I know  that  our  administrator  has  the  authority to make the  trans- 
fer  over  the  phone, but he  won't  do it without a partner's  signature.  Why 
are  people trying  to make  things difficult for  me? 

What  needs to happen in this firm? Write a brief  memo to the appropriate  person($ 
about  advisable  changes in the  authorized  signatories. 

7-7  week in error.  The  check  really  isn't  wrong,  except that it should not have 

Other types of access that require control include: . On-line access to transactions via  modem. Many major banks now allow 
their customers access to account information and transactions 
through use  of a password.  While the firm  may want staff to be  able 
to view trust account information, it typically cannot simultaneously 
restrict the ability to execute transactions. . Authorizing transfers between pooled and separate accounts. Some firms 
establish procedures with their banks to allow  transfers  between 
pooled and separate accounts by telephone, later confirmed in writ- 
ing. This  is intended to let the bank prepare the documentation for 
proper signature and set up  the necessary accounts, but  it invariably 
leads to errors and usually  saves little time or interest. A sound inter- 
nal procedure, with everyone understanding the need for  prompt- 
ness,  produces better results. 
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Many larger firms  operate several pooled  accounts for different  pur- 
poses and  find it easier to  manage a large number of trust  contributions 
if they are  segregated  by purpose  when  deposited. Trust reports for par- 
ticular  banks  can  then be  reviewed,  keeping in  mind  the  purpose of the 
funds. For example, all  client  advances  for fees are  placed  in an  account 
that is reviewed weekly by the  trust  accounting  supervisor to  see if there 
are  trust  transfers to  be  made.  The  account  might  also  require  the  signa- 
tures of one lawyer  plus the  accounting supervisor, while  conveyance 
monies  are placed in a bank  account  that is reviewed  daily and requires 
only  one partner’s  signature. 

Trust Errors 
The best  cure for trust errors is prevention,  which is why  such  great 

attention is paid to  trust  procedures  and  controls. However, despite  eve- 
ryone’s  best  efforts,  errors  occur, and it is always best to  deal  with  them 
in a  direct manner focused on resolving the  current  problem  and pre- 
venting  its  recurrence.  Attempts to  hide errors  are not  only unsuccessful 
in  most cases, but  compromise  the  integrity of the firm if discovered by 
the  client,  accountant, bar, or other authority.  Many  problems can  be 
rectified  quickly when  the  trustee lawyer is made  fully  aware of the cir- 
cumstances. Notes and  correspondence related to  the occurrence and 
correction of trust  errors  are  kept  with the reconciliation for the 
month(s) affected  or in a  separate folder. 

Most trust  transactions are quite simple:  deposits to  the trust  bank ac- 
counts  and checks distributing  funds to  the appropriate parties. Yet it is in 
processing simple  transactions that most errors occur and where  recording 
errors are  most likely to cause troublesome  substantive errors. Errors in 
processing routine  transactions  tend  to arise from inattention  and lack of 
clarity about responsibilities within the office. Problems with  nonroutine 
transactions usually arise from  a weak grasp of trust  concepts and banking 
procedures rather than from  inadequate  internal processes. 

Most  recording  errors  are  discovered  soon  after they occur  while the 
month’s  records  are still open  and  can be  corrected. Types of recording 
errors that  must be  corrected are: . incorrect  dates,  amounts,  names,  and reference numbers  (check  num- 

bers  especially) . entries to  the  wrong client  ledger . entries to  the  wrong  bank  account ledger . entries that were omitted . entries  that  should  not  have  been  recorded  (either  duplicate  entries or 
entries that  should  have  been  canceled) 
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The  only  trust recording  error that is usually not corrected is a  simple 
and obvious  spelling error. Figure 7-8 illustrates a  trust  entry  correction. 

FIGURE 7-8 
Trust  Ledger:  Error 
Correction 

Calpenta & coot 

CLIENT TRUST LEDGER CARD 

Lawyer:S.C. Name:- File:2417,4 

Opened Ocr. 17. I998 Re:- Page N o . : L  

Some  automated systems will not allow an  entry  that will create  a 
debit  balance  in a client  trust ledger, which  may  be necessary when re- 
versing  a  deposit and  entering  it  correctly if the  funds have  been  dis- 
bursed  before the correcting  entries  are  made.  In  this case, the 
correction  must  be  posted before the reversal. 

Substantive errors that result in deficiencies or misallocations  are the 
most serious  trust errors and must  be rectified immediately. A firm must 
maintain sufficient resources to  cover trust  obligations, and if an account 
becomes  deficient, the firm must  eliminate  any  shortage  in either total  trust 
resources or in a particular trust  bank  account. Lawyers are aware that  the 
firm’s operating  funds are not  to be  deposited or  withdrawn  from  trust 
bank  accounts, as this  constitutes  commingling and/or misappropriation. 

Case 7-5 Found: Lawyers  used  clients’  funds in trust  account to pay operating expenses, 
causing  clients’  checks to be returned  for  nonsufficient  funds. All (three)  law- 
yers  culpable if each  lawyer  individually  continues  practice  of  commingling; 
culpability not mitigated  by  “poor  accounting  procedures.” 

Ordered: All disbarred. 
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A client’s trust ledger must never be allowed to fall into a  debit  bal- 
ance. If it  does, the firm must  eliminate  the deficiency  immediately,  be- 
cause  a  failure to  do so would mean  that  there  are insufficient funds on 
deposit to cover the firm’s obligations in respect of other clients’ matters. 

Wherever possible, the firm issues its own checks to correct its own 
errors. To make  subsequent reconciliations easier, deposits to correct  er- 
rors  are made as separate  bank  transactions  (deposit slips), and  not  in- 
cluded  with  other  trust  deposits. 

The  most common substantive  trust  errors are: 

Bank errors including  erroneous service charges, posting deposits to  the 
wrong  bank  account (usually the firm’s general account), incorrect 
amounts, omissions, and duplications. Bank errors should be corrected 
by  the  bank so that  they clear the  bank side of the trust reconciliation. A 
letter describing the error, copies of pertinent  documents (checks or de- 
posit slips recorded incorrectly by  the bank), and a  copy of the related 
bank  statement  should be delivered to  the bank  at  the earliest opportu- 
nity after the error is identified. These letters are signed by required sig- 
natories of the subject bank  account to avoid delays in correction. 

Deposits made to  the  trust  account  that belong in tlle gerleral accolrnt, as 
when a  client  pays  a bill already  rendered.  This is corrected  by imme- 
diately  issuing  a  check for the  amount  and depositing  it into  the gen- 
eral account, as with a trust transfer. Where  the  deposit is a  check that 
may  not clear, the check must be allowed time  to clear before the 
money is transferred into  the general account  to  prevent a  trust ac- 
count deficiency. . Deposits made to  the general accolrnt that belong ill the  trust account. This 
is more serious than  the opposite  error  because  it  creates  a  trust  short- 
age, and  the  funds  must  be transferred  from the general account  to 
the proper  trust  account  without delay. However, if the check is not 
honored  and  the firm’s legitimate  general  funds  are  insufficient to 
cover the  amount,  the general  account  would  become  overdrawn. 
The  funds  would be transferred back into  the general account because 
the firm no longer  needs to safeguard funds  it never really received. 

Transactions that place tlle client’s trust ledger balance  into a debit  bal- 
ance, or  when  the  deposit  has  not yet been  made but a  check  against 
it has  been  drawn. Usually making  a  deposit and  documenting  the 
occurrence  are the  only  steps necessary. The lawyer reports the defi- 
ciency if required  by law or the trust  agreement. . Deposits or witlzdrawals of firnds lrsirg the wrollg trust  bank accoztrlt in 
firms that operate several trust  bank  accounts.  These  errors do  not 
cause  a  shortage of total money to total  obligations, but  must be recti- 
fied immediately and reported if necessary. 



21 6 CLIENT ACCOUNTING 

All three levels of internal  control  are  important in performing basic 
trust  transactions because of the acute  need to minimize  error  incidence 
and to locate and correct errors at  the earliest possible moment. A critical 
primary control for trust transactions is  effective communication between 
lawyer and secretary and accounting staff have little control over this. 

Another essential control, the plausibility assessment, relies on the 
conscientiousness and experience of everyone involved in  trust transac- 
tions. All proposed  transactions  should  make sense to informed  people 
who authorize and  handle  them. 

Foreign  Currency  Transactions 
Firms may receive funds  denominated  in a foreign  currency that are 

to either  be  held in  that currency  or  converted to American funds. 
Where  the  funds are to be held in a trust  bank  account, as opposed to 
safekeeping in their  original form, there are very real risks to both  the 
client and  the firm of exchange  rate  fluctuations. Trust accounts  de- 
nominated  in foreign currencies may  be  subject to significant loss of 
value. If the funds  are  intended to cover a client’s obligation to a third 
party, the client’s ability to  meet  the obligation  could  be  compromised. 
If the firm has  undertakings to  third parties with respect to the  trust 
funds, the firm’s ability to meet  its  undertakings  could  be  compromised. 
Although  state  regulations may be  silent on foreign  currency  transac- 
tions, firms must use judgment to prevent deficiencies arising even 
though the funds have not been distributed. 

. . . . r . .  

Practical  Jasmine: We  have an  unusual client  matter  where  we  hold  trust  money  only in lire 
Application and sterling,  because  our  client’s British subsidiary is involved in purchas- 

the firm tries  to  time  the  transactions  to  get the best  rates. Mr. Cross, the 
partner  responsible  for  the  file,  thinks that we  should adjust the trust  ledg- 
ers  every month, converting all funds to  American  dollars,  because that is 
the principal currency of the client conglomerate. His partner Ms. Moody 
thinks that we should not make any adjustment but is concerned  because 
the  client has pledged a “down payment” in lire on the purchase  that, in 
the event the sale is not  completed, will represent  liquidated  damages 
against our client. At various times, the lire balance is insufficient to cover 
the  pledge.  Because I’m the  trust  supervisor, Mr. Cross and Ms. Moody 
think I should  know what to  do. No one in the firm wants us to have 
trouble with this client because they are very  influential in our  local  com- 
munity. 

How should Jasmine go about  getting  adequate  instructions on handling  these 
funds? What advice can she give the  partners  about the funds? What should  she 
provide as simple information? 

7-8 ing an Italian  company.  The  exchange  rates  are  always  fluctuating,  and 
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Even if a check  drawn  on a  foreign bank is denominated  in  United 
States  dollars, the clearing  process will often result in  an  amount  not 
equal  to  the figure amount if the check is not  drawn  on an accourzt de- 
nominated in  United  States dollnrs. Checks  drawn on foreign banks  take a 
long  time  to clear so extra  consideration  should  be  given  to  the  holding 
period  before the  funds are  distributed  by the firm. 

Unfamiliarity of foreign  checks  (language,  alphabet,  stability of the 
drawee)  may cause banks  to refuse to  credit the  trust  account  until  the 
check  has  been  accepted by the drawee. The  bank will send  the  check 
“on collection” and credit the  trust  account  when  it receives the assured 
United States  dollar amount. Because it  usually  takes at least two weeks 
for  collection  items to be settled (credited to  the firm’s trust  account),  the 
responsible  lawyer  always  approves  collection of trust receipt items be- 
fore they are  surrendered  to  the  bank.  Collection  items are  easily  forgot- 
ten so the secretary  should  diarize the expected  settlement  date.  In  most 
cases, it is not  appropriate  to  make  an  accounting  entry  until  the  funds 
are  settled. 

Separate  foreign  currency  trust  accounts  may be in  the form of a 
pooled  trust  account  but  contain  the  funds of only  one client.  This is 
common  where a  firm  maintains a trust  checking  account  denominated 
in foreign  currency to effect business transactions for foreign  clients. 
Trust accounts  denominated  in foreign currency  may  not  have  the  same 
deposit  insurance as those  denominated  in  United States  dollars, so the 
bank  should  be  consulted if the lawyer  considers  deposit  insurance an 
important issue. 

Unclaimed Trust Funds 
Unclaimed  trust  funds  are  those  held for clients  the firm has  been 

unable  to locate for two years. Often,  the file work has  been  concluded 
and  the client is no longer  in regular contact  with  the  firm.  Until  the 
funds  are  disbursed  properly to  the correct  party, the firm  still has re- 
sponsibility for them. 

Case 7-6 Found: Lawyer failed for  three years, despite repeated inquiries from benefi- 
ciaries’  counsel, to  remit proceeds of sale of residence of deceased; 
also failed to cooperate with  censor  [sic] committee investigation to de- 
termine if funds were  improperly  handled. 

Ordered: Suspended  for six months  or until audit completed. Further  disciplinary 
action  considered  when  results of audit known. 

Firms with weak internal  controls  often  have  records of unclaimed 
trust  funds  only as outstanding  trust  checks on  the  bank reconciliation. 
If the check was for the final  distribution of trust  funds,  the  balance 
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shown  in the client trust ledger  will  be  zero, and the lawyer  responsible 
for the file may be  unaware that  the firm still has charge of the funds. 
Firms with strong internal controls often set a period of forty-five to 
sixty days  from the check date for investigation of outstanding trust ac- 
count checks. 

Practical Guy: We interview  our  clients  carefully to make  sure they  understand  every- 
Application thing that will happen to the  monies  we hold in trust  for them, but we 

closing,  where  the  vendor  more  or less refused to negotiate [cash]  our 
trust check in the  mistaken  belief that the sale would be  void if she held 
on to the  check!  Our  trust  reconciliation  has  shown a check for over 
$50,000 outstanding for six months!  The  partners are very  concerned. 
The  vendor's  behavior is beyond  the  firm's  influence, but we  now  have a 
stale-dated  check,  and  we  may still be  responsible  for  the  custody  of  the 
funds! 

What  options  are  available in various states for  handling  the  funds?  What  are  the 
firm's  responsibilities?  How  could  this  situation  have  been  avoided? 

7-9 can't control the  other  beneficiaries! Six months ago  we  had a real estate 

Trust  Receipts 

Many procedures for handling trust receipts  are  similar to those for 
handling general  receipts  (discussed in Chapter 6) .  There  are some spe- 
cial considerations, however. 

Most trust funds arriving in  the office  are anticipated by the lawyer 
and/or secretary, who provide instructions for depositing them  and give 
the contributor a trust  receipt if the funds are cash. Usually no receipt is 
issued to other lawyers who forward funds to the firm. 

Trust money should be deposited promptly and never  removed from 
the office  by  staff,  except to be deposited. If money is  received after 
banking hours, it is placed in  the office vault or other designated loca- 
tion  in  the office until  the next banking day. 

All banks should be instructed to inform the firm immediately if a 
check deposited to a trust account is dishonored. Because  lawyers  are 
obliged to cover  deficiencies in trust accounts, firms have holding poli- 
cies  whereby funds received in  the form of an uncertified check  are not 
disbursed until the check has had time to clear.  Some  firms  request  certi- 
fied trust checks if they are  for  large amounts that must be  paid out im- 
mediately,  especially if the contributing firm  is not a familiar one. 

TERMS 

t r u s t  receipt Funds given to the firm for  safekeeping. 
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Case  7-7 

p7wf?vwwm 

Practical 
Application 

7-1 0 

Cash trust receipts,  like general cash receipts, must be handled re- 
sponsibly and preferably under a lawyer’s supervision. Some  firms  allow 
the practice of depositing funds into the trust account when it is uncer- 
tain  whether  they are trust or general funds. This  is commingling and is 
not appropriate. The account the funds belong in is determined before 
the deposit is  made. 

Found: Lawyer  sought to defeat judgment creditors of firm using trust ac- 

Ordered:  Disbarment. 

count for firm‘s operating expenses. 

Belle: We  have a very  specialized  field of practice:  collection  of  overdue  family 
maintenance  payments in circumstances  where  no  government  agency 
can  help.  Our  fee  agreements with clients  invariably state that we  can 
take any  funds  received  and  apply  them to our  outstanding  bills.  The ac- 
counting staff look at  the  outstanding  accounts  for a client  and  deposit 
the  money to our  general  account if there  are  outstanding  bills.  If  there 
are no  outstanding bills,  we  deposit  the  money to  out trust  account.  But 
often  the  payments  are  mixed-part is to go to pay  bills  and  part to the 
client. We put these  payments into trust  first,  and  then  transfer  the  pay- 
ment  for  outstanding  bills to our  general  account.  But  sometimes  we  get 
maintenance  payments  for  disabled  dependents  where  part  of  the  money 
goes to a public  trustee.  Should  we take our  payments  first,  or  pay  the 
trustee first? 

What  questions  does Belle need  answered  before  she  can  determine  where to 
deposit  the  funds?  Whom  should  she ask? At what  point? 

Documenting Receipts 
Ideally, the secretary who  handles the client’s  lawyer’s mail is  re- 

sponsible for documenting  trust receipts because the secretary is  familiar 
with the file, client, and purpose of the funds  and  has closer  access to 
the lawyer if problems or questions arise. 

All checks deposited by the firm are proofed to ensure that  there will 
not be a problem negotiating them (see Chapter 1). The  payee, which 
may include the firm “in Trust”;  drawee bank (especially  for  large 
amounts);  and  any previous endorsements should be examined espe- 
cially  carefully for trust receipts. 
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Practical 
Applicatiol 

7-1 1 

Dan:  We got this check from a client for a fee  advance, but I‘m a little nervous 

know  and has  been  endorsed by that person  and a few  others  before it 
came to us. One of the endorsements  says  “Wishy  Washy.” Is this a weird 
joke, or is  it someone’s  name? I don’t  want to insult anyone, but what can 
I do to make  sure that we will not eventually  be held responsible for a 
fraud or something? 

What  can  and  should  Dan  determine about  the check?  What  are  various rules about 
negotiable  instruments  and  being a “holder in due  course”? 

1 about it. It was  issued by another  law firm to someone  we  don’t  even 

Any problems that become evident in  the proofing process  are immedi- 
ately brought to  the responsible lawyer’s attention. If that lawyer  is not 
available and  the funds must be  disbursed without delay, another lawyer 
or direct  supervisor is consulted before the check is deposited. 

An in-house form  similar to  the general  receipts  form in Figure 6-2 
(illustrated in Figure 7-9) or a carbon copy  or photocopy of the receipt 
issued to  the contributor accompanies the funds when they are  for- 
warded to  the accounting staff, who double-check  all documentation 
and re-proof the check when preparing the deposit. Data  needed to 
complete the trust accounting records  are: . Full identification of the file to which the funds are to be  credited: 

name, matter description, and file number. This  is  especially impor- 
tant where a client may have more than one file. . The bank account the funds are to be deposited to if the firm operates 
more than  one trust bank account. . Date the funds were  received into a lawyer’s trusteeship. Whenever 

9 Form ofthe funds: cash,  check,  lawyer’s trust check, money order. . Nature or purpose ofthe funds: fee  advance, settlement, judgment, sale 
proceeds. . Identity ofthe contributor, often the client or a relative or friend, a re- 
lated corporation, another law firm, an insurance company, a bank, 
or an unsuccessful opposing party. . Amount of the funds. Special attention must be paid to foreign  cur- 
rency amounts. In the case of cash, the contributor may not have the 
correct amount to be deposited and change will be taken from petty 
cash. Only the correct amount of the funds is deposited. . Individual who has prepared the form, usually the secretary who has also 
proofed the check. 

possible, they should be deposited on  the same  day. 
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. Holding period before the funds  can be disbursed. If the drawee bank is lo- 
cal, this is  usually not more than eight  banking days.  For  out-of-town and 
foreign  banks, the firm's policy may be to  hold  the funds for up to one  month. . Special instructions for handling the funds: investment, transfers  for 
the firm's outstanding bills, payment of third-party disbursements. 

A copy of the trust receipt  form and/or check  is made and kept by 
thesecretary before  forwarding the funds for deposit. 

FIGURE 7-9 
Trust  Receipt Form 
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Banking Procedures 
The  accounting staff responsible for completing  the  bank  deposit 

slip use the check and  the receipt  form as source  documents.  Although 
some  firms balk at  writing  the client’s name  on  the  bank  deposit slip, 
some  identification of the file to be credited,  such as the  number,  must 
be  clear on  the bank’s copy of the deposit  slip.  Most  bank  deposit 
books/slips permit  duplicates to be made  at  the  same  time as the origi- 
nal. If the bank’s forms do  not allow  for duplicate copies, one is made  by 
photocopying  the original  slip,  marking  it “COPY,” and  presenting it 
with  the original to be  validated  by the  bank.  The  bank-validated  copies 
are  checked for clarity  before  leaving the bank. 

All checks should be photocopied before they are  deposited into 
trust  accounts,  and a photocopy filed with  the receipt  form  in  the ac- 
counting records. If  a  problem arises and  the check is unavailable, the 
firm  must  have access to  the check  information. 

If the firm does not  have  an  endorsement  stamp for each  trust ac- 
count,  the  accounting staff write the  bank  account  number  on  the back 
of the check so that  the  bank  can  complete  the  endorsement  by  stamp- 
ing  the back with  a “PAYEE” stamp.  Endorsements  are  particularly  im- 
portant  on checks  from insurance  companies  and  certain  government 
agencies.  Unclear endorsements  may cause the check to be returned  by 
the drawee,  requesting  a g ~ ~ r r r r ~ t r e d  er~dorsemozt from the  cashing  bank. 

Validated  copies of deposit slips  are  kept permanently  in  the  deposit 
book or removed and filed chronologically  or  with the  bank  statement 
when received. As deposit books  are  removed  from the office to be taken 
to  the  bank,  some firms  separate  deposit  slips  from the  book  immedi- 
ately  after the  deposit is made to  minimize loss of records  if the books 
are  mislaid. 

Recording Trust  Receipts 
Trust receipts  are entered  to  the  trust receipts journal  using  the  sup- 

porting  documentation. Usually the  journal is for trust receipts  only, but 
sometimes, especially in  pegboard systems, combination  journals  are 
used. 

Trust receipts  are not  entered  into  the  journal  until  the  validated 
copy of the  deposit slip is returned  to  the office. The  validated  copy  con- 
firms that  the  deposit  has  been  made  by  the firm and accepted  by the 
bank  and  that  the  funds were not misplaced or misappropriated  in  tran- 
sit.  In some cases, urgency  requires that  the receipt  be  posted  before the 
copy is returned so that a  check  can be issued and signed.  The  signing 
lawyer must be told  that  the receipt  has not been  returned,  and  the 
check  must not leave the office until  the deposit  has  been verified. 
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FIGURE 7-10 
Trust  Receipt 
Recording  Process 

The  trust  receipt  form  and/or  check  photocopy  and/or the validated 
deposit slip are used to make the  entry  to  the  trust receipts journal. A 
unique reference number is assigned to each  deposit to  help trace the 
entry if necessary. If  the firm makes only  one  trust  deposit per bank  ac- 
count per day, however, the  date is a sufficient reference. The  client 
ledger entries  are  posted  from the journal, often  with  the  added descrip- 
tion of the form of the funds received (cash or  check)  and  the  purpose 
(fee advance,  settlement proceeds). This will  be simultaneous in peg- 
board  systems and  many  automated systems. Figure 7-10 illustrates 
typical  trust receipt procedures. 

" I i ~ l  """_""""""" """"""""""- 

Dishonored Checks 
Most people  are  familiar  with  checks  being  dishonored for the rea- 

son of nonsufficient  funds (NSF), but  many  do  not realize that  there are 
other reasons why drawees do  not accept  checks for payment,  some of 
which  are not  the fault of the drawer. From a conduct perspective, there- 
fore,  some caution is warranted  when  approaching  contributors  about 
dishonored checks. 

When checks deposited to  the trust  bank  account  are  returned un- 
paid by the drawee, the  firm  must be notified  immediately by the bank. 
An entry recording the returned  item  (dishonored  check) is made  in  the 
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trust journals as  well  as in  the client trust ledger.  These entries may be 
made as “negative” entries in  the trust receipts journal, but certain sys- 
tems require that they be made by separate journal entry or through the 
trust check  journal. 

Returned items must always immediately be brought to  the lawyer’s 
attention. If the funds have been disbursed, there may be a trust short- 
age, which must be eliminated and if necessary reported. 

F~%?yWw?y 

Practical Rowan:  We  have a real problem with this  dishonored  check.  The  client did  not com- 
Application plete  the  body  amount, but I know it should  be  for SI 000. The  drawee  bank 

client was good  for  the  check  and  paid out of  trust  for it. I’ve been told  to call 
the  client  like  I‘m ”just” the  trust  clerk  and  can  we  have  another  check, 
please? In  the  meantime, I have to keep track of  deposits to trust to make up 
the  “deficiency,”  and  the  payments  back to general  when  the  correct 
amount is received,  and . . . I don’t  think I like this. 

7-1 2 has returned it because  they  read  the  figure as being $1 0.00. We knew  the 

What  should  Rowan do before  calling  the  client? 

Trust Checks 

Much importance is  placed on  the custody and policy surrounding 
trust checks  because they are  widely  accepted  as being “as good  as cash,” 
and in some ways issuing trust checks  is  similar to issuing disbursement 
checks  (discussed in Chapter 4). It is  especially important that access to 
supplies of blank trust checks be confined to those whose  job it is to is- 
sue them. Special  care must be taken when issuing trust checks  for funds 
that may not have cleared the drawee bank, as the firm  is  responsible if 
it disburses funds that have not yet  cleared and  there are subsequent 
trust bank deficiencies. 

Many  firms  prefer that whenever  possible,  client  file  disbursements  be 
paid  from the general  account, and not from the trust  account, because: . Trust  checks  require  greater attention than general  checks. An uncleared 

general  check  poses  fewer  problems than does an uncleared trust check. 
More trust checks  mean  more potential problems.  Many  firms  require 
two signatures  for a trust  check but only one for a general  check. 
The  firm  wishes to avoid the added  complexity of having two filing sys- 
tems, one for supporting documents for  client  file  disbursements  paid 
from the general  account and one for  those  paid  from the trust  account. 

9 In automated systems  especially, it may be easier to prepare an accu- 
rate application for court-awarded  costs if all disbursements are  re- 
corded in  one place. 
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Firms in highly competitive areas of practice such as residential real 
property may prefer to pay  all direct disbursements from trust and ab- 
sorb all incidental disbursements in  the quoted fee. Conveyancing firms 
also tend to have highly standardized trust accounting procedures and 
controls that alleviate most of the foregoing concerns. 

Practical Candy: I'm not sure about  the  way  we  do  our  conveyance  billings. I came  across 
Application, a copy  of a bill from another firm  that showed only  photocopies  and 

they  absorb all of the filing and other disbursements into  their 
fees-they'd  lose  money  every month!  What is going  on? 

Rich: I think I know  the firm you're  talking  about. To appear "competitive"  they 
quote a low fee  and  say that disbursements will not exceed ten  percent of 
the fee.  But you and I both know that  the filing and  other  large  direct  dis- 
bursements  are bigger  than that fee.  Don't the  clients see that the  file dis- 
bursements  are being  paid  from  trust?  They  must see that  on  the 
Statement  of  Adjustments. 

Candy: Do they? These  are  mostly  residential  conveyances that clients  are in- 
volved with perhaps  once in five years.  They  don't  know the  difference. Is 
the  other  law firm treating them  properly?  Should  our firm do  the same 
thing and  get  more  clients? 

Candy  and  Rich  are  concerned about  the  clients'  understanding  of  the  payment  of 
disbursements.  What  documents would serve to inform clients  of  what  they  are 
really  paying "to the  firm"  and  what is absorbed into the  Statement  of  Adjustments? 

7-1 3 faxes for disbursements,  and quite a low fee. It's simply not possible that 

Check Requests 
Most trust checks are requested by the lawyer, often through the sec- 

retary, from the accounting staff using a form  similar to the  one illus- 
trated in Figure 7-11 that specifies: 

date ofthe request (when it was forwarded to  the accounting staff); . date  and  time the check is to be available (often the same day, or as soon 
as  possible); . where the check is to be forwarded (sometimes the accounting staff  will 
forward it, but usually the secretary  will include it with other corre- 
spondence); . full identification ofthe file to which the check is charged (name, mat- 
ter description, and file number); . the bank account on which the check is to be drawn (in some cases 
this will  be obvious, as the file shows funds in only  one bank, but  this 
should still  be double-checked); 
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FIGURE 7-1 1 
Trust Check 
Request Form 

. f i t l l  and correct payee  ~?anze(s) (often  the  client,  another law  firm,  a 
bank, a  successful opposing party, or  the law firm itself for payment 
of a bill already  rendered to  the client); 

nature of the payrnerlt (trust  transfer,  settlement,  judgment,  fee  award, 
sale  proceeds, file disbursement,  refund of fee advance); 

arnolalt o f the clzeck (before issuing the check, the client ledger must  be 
consulted to ensure that adequate  funds  are on deposit,  which is another 
reason for not recording trust receipts until the deposit has been made); 

approval from the  appropriate  person, usually the lawyer; and 

9 specific irlstrzrctiom (sometimes  payments  must  be  made  by  money 
order or bank  draft  in a  foreign  currency; the payee is usually the 
bank  issuing  the  money  order). 

Other  information  such as  check number  and check  date is com- 
pleted  by the  accounting staff after the  check  has  been issued. 

CmpmUr&C& 

TRUST CHECK REQUEST 

Client 2417.4 

P u b / v n I s  

Amount sI.wo.w Bank Store E a u m A b a l e d  

New P- 

PUP= 

Olher instructions 

1I.W 
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Issuing Trust Checks 
Trust checks  are  issued  in  numerical  order on checks  marked  “Trust” 

or “Trust Account.” If  for some  reason  the  checks  are  not  numbered al- 
ready, such as a counter check, one is assigned and  written  on  the face 
of  the  check  and all supporting  documents  even if it is subsequently 
voided and a new  check is issued. 

Because they are  usually for large amounts  and are  drawn  against 
money  that does not  belong  to  the  firm,  trust  checks  should  be  prepared 
with  extra  care.  Chapter 1 introduces  the  preparation of checks, and  the 
following  items  are of additional  concern for trust checks: . The payee must be specific, not  “cash”  or “bearer.” Particular care is 

needed  here because when  two or more payees are  stated as “and”  in- 
stead of “or,” the  endorsements of all payees will be required to negoti- 
ate the check. . The reference line should be completed  with care.  While  it is practical 
to  disclose some explicit  reference on  the face of a check  when for- 
warding  funds  to  another law firm,  some  payees  may  not  want  oth- 
ers, even  their  bankers,  to  know  the  nature of the  payment.  The file 
number is usually  sufficient. . The signature  by  a lawyer. Some firms require the accounting staff per- 
son responsible for trust  accounting to sign the check before it is pre- 
sented to a lawyer  for signature. This procedure is intended to assure lawyers 
that  the  other signatory  has verified that  adequate  funds are on  deposit. 

Technically, a trust check is “issued” when  it leaves the firm’s custody. 
The lawyer and secretary ensure  that  the  check is forwarded to  the cor- 
rect place  by  suitable means.  Many checks  are  forwarded by regular mail, 
but large checks  are often delivered by courier, registered mail, special de- 
livery, or other  expedited  method,  some of which  provide  verification of 
receipt.  Such  verification  may not be necessary to  show  proper diligence 
in  the  event of a dispute over delivery, but it is a cost-effective way of re- 
ducing  misunderstandings  and friction  with  clients. 

Case 7-8 Found: Lawyer  was not negligent in sending large cashier‘s  check to client  by 
ordinary first-class mail. Check  was not received by client who refused 
to post bond in order to receive  replacement  check. 

Ordered: No award to client  for  lost  interest. 

Particular attention is needed  when  giving a client a full or  partial 
refund of a fee advance.  The  responsible lawyer must be satisfied that 
there  are  no  legitimate  outstanding  amounts  to be  paid to  the firm  from 
the  advance.  The  refund of an advance,  however,  does not necessarily 
end  the firm’s responsibility to  the client. 
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Case 7-9 Found: Lawyer attempted to limit malpractice liability to clients  by  placing 
restrictive  endorsement on trust check refunding fee advance. 

Ordered:  Indefinite  suspension,  reinstatement  after two years  subject to review. 

FIGURE 7-12 
Trust  Check 
Recording  Process 

Recording Trust Checks 
The check  stub  and/or  trust  check  request  form  are used as  source 

documents  in  preparing  the  trust check  journal. Pegboard systems create 
the trust  check  journal and post to  the client ledger at  the same time  the 
check is written. Advanced automated systems may  print the actual check 
on a special form and  enter  the check  simultaneously. As an additional 
control,  such systems either will not  print a check or will require an over- 
ride  code to  print one if adequate  funds are not recorded as being on de- 
posit. A typical trust  check  procedure is illustrated in Figure 7-12. 

Trust checks should be recorded  as  soon as they  are  written,  and al- 
ways before they leave the firm's hands. 
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Practical Virginia:  I‘m  really  steamed  and I don’t  know  whom to blame! My secretary  re- 
Application quested a trust check for a third party-that  was  fine.  Then Dirk asked for 

the same  check,  and  Willy  the  trust  clerk  issued it. The first check (the one 
I’d  signed  the  authorization  for)  was  issued by Joy,  the trust supervisor. 
Problem is, she  gives  all  of  her  posting to Willy, who  didn’t  look in his in- 
tray to see that the  check  had  been  issued,  and now it’s been  issued 
twice. As the  lawyer  responsible for  the file, what  do I do?  What is the 
management  committee going to do  about  this  type  of  thing? 

What  has  happened that shouldn’t  have?  How  should it be fixed  and  who  should  be 
responsible for seeing that it is fixed? 

Procedures  for voiding checks and recording void  checks  are  ex- 
plained in Chapter 1. 

P 
Practical 
rpplication 

7-1 5 

Tip: We  issued  this trust check  over a year  ago,  and I would  like to clean up 
the  reconciliation and  record it as void. Ms. Hail says not to worry-the 
client will cash it eventually, but I know  that  our  bank  won’t  accept it. The 
check is for  about $3,000, and  the  bank  verifies  dates on all checks  over 
$1,000. 

What  can  Tip, as the  accounting supervisor, do to convince Ms. Hail that the  matter 
requires  investigation? 

Trust Transfers 
Trust transfers are  basically a simple way  for the firm to pay its bills 

from funds held in trust on a file, instead of issuing the bill to  the client 
and receiving payment from the client. All trust transfers,  however, 
must conform to  the fee agreement or  be  specifically authorized by the 
client. 

Case 7-10 Found:  Lawyer billed expenses  of  law  clerks,  secretarial  assistance, a sumptuous 
meal  and other exorbitant charges to client trust account in absence 
of agreement with respect to the expenses. 

Ordered:  Public  censure. 

Trust transfers for  several  files  may  be included in  one trust check, 
but the component  amounts must be separately attributable to  the indi- 
vidual files, and the total not a mere lump-sum estimate. 

t rust  transfers Amounts  transferred by the firm from a t rus t  account to the firm’s 
general account to pay a client’s bill. 
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FIGURE 7-13 
Trust Transfer Form 

A trust  transfer  request  form is completed  by  the secretary and bears 
the lawyer’s approval.  Requests  are made using: . The  same  form used for a trust  check,  with a  special  space  for denot- 

ing a trust transfer, or submitted  together  with a  general  receipt  form. . A written  memorandum  dealing  with  one or more files. 

9 A form  or  memorandum  produced  by  accounting staff and  then  ap- 
proved  by the lawyer. 

A special trust  transfer  form that is used as both a trust  transfer re- 
quest  and general  receipt  form  for  recording,  as  illustrated in Fig- 
ure 7-13. These will require  either  a  special  binder or a duplicate  copy 
filed with both  trust  check  and  general receipt  records. 

Carpenter & Cook 

TRUST TRANSFERS 

Bank Account Total m. 77 

Check Date 1998 Check Number T-225 

Date Prepared By D.M. Approved- 

In  some firms, the secretaries and/or  accounting staff monitor  trust 
and  accounts receivable  balances and  complete  the  authorization  forms 
for the lawyer’s approval to  transfer funds  from  the  trust  account  to  the 
firm’s general  account. Also, a  copy of the signed bill to  the client  show- 
ing  the  trust  transfer  may be used as authorization. 
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Trust Reports 

The monthly  trust reconciliation is  reviewed  by a partner to confirm 
that  the reconciliations are being prepared  as and when required. In any 
firm of appreciable size,  however, this does not help individual lawyers 
identify files that should be reviewed.  Small trust amounts often cause 
large problems, and lawyers may not be  aware that potentially trouble- 
some amounts remain in the firm’s  custody. 

Types of useful trust reports include: . Trust  balance  listings by last  trust  transaction  dare. These reports help to 
identify dormant files.  Like client folders for closed  files, they create 
more problems as they get  older. . Trust  balances under a threshold amount. Balances of less than $100, es- 
pecially if they are  relatively old, should be  reviewed. . Trust  and accounts receivable balances by client. Often trust transfers can 
be  ‘made from fee advances on deposit. . Trust  and WZP balances by file. Billing WIP and making a trust transfer 
can clear the ledgers in preparation for closing the file. 
Schedules of separate accounts, due dates of term deposits, and  the 
status of all trust investments. These remind lawyers that  there are 
substantial sums still under their control. . Periodic listing of any items  in safekeeping. Lawyers may need to be  re- 
minded that property items are still with the firm.  Many  are personal 
items that should be returned to clients. 

At least monthly, all  lawyers  receive a list of trust balances remain- 
ing in their files.  Dealing with small, old trust balances can be  weari- 
some, but these balances should be  addressed while the lawyer’s 
memory is  fresh and  the client can be located easily. 

*!.vprn r..”sTm:y 

Practical Ms. Snow:  This client refuses to return  my calls, and I know that he is in town most 
Application of the  time. His  secretary is screening his calls  and lets on that he is “un- 

want to do is have him execute  this  release so that we  can  give him a 
few  hundred  dollars that has  been sitting in trust  for  three  years  because 
Ms. Carver did not have the  time to clean up her  files  before  she  became 
so ill. It’s just a formality, but I can’t  release  the  funds until he‘s  signed. 
There  are  no  legal issues4 just  need a signature. 

7-1 6 available.” I send letters that are  never  answered.  The  silly thing is, all I 

How  does  this outstanding  amount affect the  accounting  efficiency  of  the  firm? 
What  are  some  options in your state for dealing with these  funds? 
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Trust  Account Reconciliations 
A reconciliation of each and every  trust  bank  account is prepared  as 

of the last banking  day or  calendar  day of each month, bearing the  date 
it was prepared and  the  signature of at least one  partner  to  confirm  that 
the reconciliation  has  been  reviewed. 

Ideally, the bank’s records  should  mirror the firm’s trust records and, 
with  the  exception of uncleared  checks,  balance to  the firm’s ledgers. 
The  four  items  to reconcile to  one total for each barzk account are: . the bank’s records (statements); . total  client  trust ledger bolarlces for the  bank  account; 

tlze trust  bank general  ledger accotrrzt or other  supplementary ledger (or sy- 
noptic)  where the trust assets do  not appear in  the general ledger; and 

the general ledger liability  (control) accolrrzt corresponding to  the  bank 
asset, if one exists. 

In  most  automated systems, the  input protocols  make  it  theoreti- 
cally  impossible  for the last three  not  to  show  the  same  total if only  one 
pooled  trust  account is operated. If any client  trust  ledgers  are  incorrect, 
however, the correct balance is stated on  the reconciliation. 

Reconciling (outstanding)  items  should  show  only as adjustments  to 
the bank’s reported  balance.  Many firms’ systems do  not allow addi- 
tional  entries after the  month-end closing, and  the  bank  statements may 
not be received before the  date  the  month  must be closed to avoid back- 
logs. Any required  adjusting  entries  are  made  at  the  earliest possible op- 
portunity  in  the  following  month,  with a  reference to  the  date  the 
actual  transaction  occurred.  Automated  systems  may  provide useful re- 
ports  such as outstanding  check lists and deposit  summaries,  which  help 
in  reconciling very  active  bank  accounts. 

In  pooled  accounts, the most  common reconciling  items  are outstand- 
ing checks, erroneous  bank  charges and  other  bank errors, and  outstanding 
deposits.  The last of these  should always appear in  the bank’s records on 
the first banking  day of the following month. Auditors are very aware that 
“outstanding deposits”  are often recorded to  hide  actual deficiencies in  the 
trust  bank  account detected by the firm during  the reconciliation process 
after an  inappropriate  distribution  has  been  made.  Outstanding checks 
older than two  months should be investigated. 

All reconciling  items  appear  where the  item will ultimately  be 
cleared.  Outstanding  checks will eventually  show on  the bank’s records 
and are  listed there. Similarly, any  bank  errors  to  be  corrected  show  with 
the  bank  adjustments. Recording  errors or  omissions  appear  in  the firm’s 
ledger adjustments, as illustrated in Figure 7-14. One-step reconcili- 
ations,  which list all outstanding  items  in  one  section, are not used be- 
cause they  do  not  show  how  items will clear. 
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FIGURE 7-14 
Trust Bank 
Account 
Reconciliation 

Trust Reconciliation at October 31,1998 

POOLED  ACCOUNT - State Eastern  Account ## 7410 - 86 

Balance  per  bank $41,036.17 

Outstanding checks 

187 1,106.84 
189 74.22 
190 7.680.56 

(8,861.62) 

Bank service charge October 31, 1998 
(to be  reversed by State Eastern) 25511 
Adjusted Bank Balance 

Balance  per  bank synoptic 33,100.05 

Posting error # 188 m 
Adjusted Ledger Balance 

Client Trust Balances 

1512.3 1,000.00 
1513.1 1,000.00 
1514.9 1,000.00 
1717.8 22,864.48 
1861.4 500.00 
2015.6 500.00 
2302.8 1,802.80 
2417.4 3,532.17 

Total Client Trust 

32.2oo.05 

32.2oo.05 

32.2oo.05 

External  Trust Reports and Reviews 
Most  states  have  some  form of reporting  requirement for lawyers’ 

trust  accounts.  Sometimes all that is required is a  periodic  declaration 
that  accounts  are  properly reviewed and  maintained.  Some  jurisdictions 
have  much  more  stringent  requirements  than  others. 
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Case 7-1 1 Found: Lawyer maintained inadequate client trust  account records,  was out 
of trust (deficient in trust  account), and failed to disclose that fact in 
trust  accounting  compliance  certificate,  falsely representing to pro- 
fessional conduct committee that trust fund shortages had been cor- 
rected; failed to inform committee of  certain arrest;  and  falsely 
represented to committee  that  property sale proceeds would meet obli- 
gations to client. 

Ordered:  Disbarment. 

Preparation of trust  reports is generally  assigned to  a  senior  member 
of the  accounting staff, who presents them  to a partner for approval. 

Although  audits  or reviews by an external  accountant are not re- 
quired  in all jurisdictions, an examination  or  spot-check of the  trust ac- 
counting records is performed  by the  accountant, usually when  the 
year-end  financial  statements  are  being  prepared. These reviews serve 
several  critical  functions: . Assuring the  partners  that  the firm’s accounting staff are  performing 

record-keeping  duties  competently and honestly. 

Reminding  everyone  involved in  the  trust  accounting  function  that 
the records will be reviewed and errors will be  investigated,  especially 
those  errors  that were concealed  by staff responsible for them  and  not 
properly revealed to  the partners. 

Identifying  inefficiencies and  proposing  recommendations for im- 
provements  to  the  system. 

Under no  circumstances  should the firm’s employees  be  permitted  or re- 
quested to conceal  information  during  any  legitimate review. 

Case 7-12 Found:  Lawyer  failed to diligently pursue  legal  matters  entrusted to his  care, mis- 
appropriated client  trust funds, failed to keep adequate client  trust 
account  records, and experienced $140,000 shortage in client trust 
account. 

Ordered:  Disbarment. 

Laundering 
Laundering is the  crime of processing illegally obtained  funds 

through a  legitimate  vehicle for the  purpose of concealing  its  source. 

TERMS 

laundering The unlawful concealment of the source of illegally obtained funds  to 
give an appearance of legitmacy. 
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Any  lawyer that knowingly participates in  this activity through  a  trust 
account,  or in  any  other way, participates in  laundering.  In  some cases, 
lawyers are deemed to be wilfully ignorant of laundering. They are pre- 
sented  with  a suspect transaction, for example, but ask no questions 
about it. 

The  Internal Revenue  Service (IRS) requires that lawyers who receive 
more than $10,000 in cash report the transaction on IRS Form 8300 il- 
lustrated in Appendix B. 

Comprehensive  Exercises 

1. Design a checklist for the complete  trust  accounting procedures for a  firm 
with  two  pooled  trust  accounts. The list should  have  at least fifty items. 

2. Design a checklist for the complete trust accounting procedures for a firm’s 
separate  trust  accounts.  The list should  have  at least thirty items. 

3. Draft a  manual of procedures for the firm of Carpenter ST Cook for the 
pooled and separate  trust  accounts. Do not restate the reconciliation 
process in detail. Address in particular the approvals and  bank signatories. 
Describe how  your system addresses the requirements of the ABA Model 
Rules  (Rule 1.15 in particular). 

4. In the following example, explain  what  steps the firm  should  have  taken  to 
avoid the problem. 

A check for 100,000 British pounds (€) drawn on a British bank, is 
converted to American funds ($) at  the time of deposit at a  rate of 
€ 1.00 = $1.80, and  the trust  account is credited with $180,000. The 
check is subsequently  dishonored when  the rate is € 1.00 = $1.85, 
and  the trust  account is charged $185,000. A deficiency of $5,000 
has occurred even though  the firm has done  nothing  but deposit 
the check. Banks have no obligation to charge back only  the 
amount originally deposited  when an exchange  rate  changes be- 
tween the time of deposit and  the receipt of the dishonored check. 

5.  Describe some  concerns that  trust transfers aggravate in a large firm where 
many people do trust  accounting. 
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As part of performing legal services for clients,  firms  are  often re- 
quired  to  prepare  documents  using  the client’s accounting  information. 
Lawyers also use the  accounting  information of opposing  and  other par- 
ties for such  purposes as analyzing the quantum (dollar  value) of a cli- 
ent’s litigation  claim. 

Although  many  calculations  and  presentations  are specified in  stat- 
utes and regulations,  basic  accounting  information is the  foundation for 
many of these  documents. This chapter  provides  a brief overview of the 
types of transactions  and  terminology  encountered  in  client  accounting 
documents. 

Case 8-1 Found: Lawyer  incorrectly prepared real estate closing  statements,  resulting 
in overpayments from trust  account. 

Ordered:  (for this and other issues)  Three-year  suspension. 

Time Value of Money 

People in industrialized  societies  understand  the basic concept of in- 
terest, which is essentially  payment to  one party  (the  lender)  by  another 
party  (the  borrower) as consideration for forfeiting  current  use of the 
money  lent (principal). People must be  paid to forego the benefits of 
spending  money (deferral of consumption)  until a  later  date. Interest 
rates are  expressed  as annual percentages of the principal amount  and 
are  adjusted for part-years  as either  one-twelfth (for monthly periods) or 
as a  fraction of 365 for more precise  calculations. 

The nominal interest rate is the  stated  rate of interest for  a loan 
such as  a  mortgage, an  unpaid credit  card  balance, or a government 
bond.  Nominal  interest rates, determined  either  by  statute or  regulation 
or agreed on by the parties,  have three  components: 

quantum  The  amount of monetary  compensation  sought or awarded. 

interest Amount charged by a lender to a borrower for the use of money. 

principal Initial or capital sum. 

interest  rate  The percentage of the principal to be charged as interest, usually 
expressed on  an  annual basis. 

nominal  interest  rate Stated rate of interest for a lending  arrangement.  The 
nominal rate may or may not reflect the effective rate of borrowing. 



238 CLIENT ACCOUNTING 

. Real interest is the cost of deferred consumption  the borrower must 
pay  the lender.  Many  financial  analysts  believe that in the past  cen- 
tury, it  has  been fairly consistent  at  around  three  percent. . Anticipated inflation causes an increase in  the  nominal rate when 
lenders  anticipate  that  money will lose purchasing  power over time 
and/or  the  money  supply will be  restricted.  Negative  inflation  (defla- 
tion) causes  a reduction in  the  nominal  interest  rate.  Inflation reflects 
general  economic  trends  in an  economy  and affects concurrent  lend- 
ing  transactions  within  an  economy  more  or less equally  without re- 
gard to  the  individual borrowers  involved. . Risk premium is additional  interest  charged  by  lenders  to  compen- 
sate for the risk that a  particular  borrower  may not  be  able or willing 
to  pay back the  loan. Risk premiums  are  a  reflection of a  specific bor- 
rower’s creditworthiness, not general  economic  trends. 

Calculations of interest  amounts  also  depend  on  other lending 
terms in  the agreement,  including the  method of interest  calculation 
and  the  amounts  and  frequency of repayments.  There  are  two basic 
methods of interest  calculation: 

rn Simple interest is a  fixed  percentage of the principal that will be 
paid,  usually in a lump  sum  when  the  principal is completely  repaid. 
Simple  interest is not  common  in business  arrangements  except for 
short  time  periods,  low  nominal  interest  rates,  or  very  small 
amounts. It is more  common  in  lending  arrangements  between 
family  members  and  friends. Figure 8-1 illustrates  a  simple-interest 
lending  arrangement. 

rn Compound interest recognizes “interest on  the  interest,”  which is 
important  to  the lender when  nominal  interest rates  are high,  the 
time  period is longer than  one year, or the  principal  amount is  large. 

real  interest Basic cost of deferral of consumption. 

anticipated  inflation  The expected  rate of decrease in  the value of money  in  the 
figure, usually expressed as an  annual percentage. 

risk  premium Additional compensation required for a lender to advance funds  to a 
particular borrower. 

lending  terms  Conditions of the  lending  arrangement,  including interest rate, basis 
of interest  calculation, timing,  and  amount of payments. 

simple  interest Interest  calculated as: principal x annual rate, x years (or fractions 
of years) 

compound  interest Interest calculated on  the  assumption  that  unpaid interest 
becomes  part of the principal for the next compounding period. 
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FIGURE 8-1 
Simple  Interest 
Calculation 

Conlputer Loan Schedule 

TERMS: 

Principal  Amount $10,000.00 
Nominal  Interest  Rate: 9% 
Basis of Calculation: Simple Interest 
Lending  Period:  September IO, 1998 to December 3 1, 1998 (1 12 days) 

$1 0,000.00 x 9% x 1 12/365 = $276.16 total interest 

Total  due  December 3 1, 1998 = $10,276.1 6 

With  compound  interest,  the  nominal  interest  rate is not  the  same as 
the  effective  interest  rate,  true  annual  interest  rate  paid  by  the  bor- 
rower. Figure 8-2 illustrates  a compound  interest  calculation. 

The amount  and frequency of payments are important factors in calcu- 
lating  the  total interest to be paid. Some lending  arrangements require only 
that  accrued  interest be paid each month, quarter, half-year, or year  (as 
with  bonds), and  the principal is repaid all at  once  at  the  end of the  lend- 
ing  period.  Others allow flexibility for the borrower to repay interest and 
principal as cash flow permits,  providing that all payments are credited first 
to interest and  then  to principal. Revolving arrangements  such as credit 
cards and lines of credit allow borrowers to draw on credit and repay as 
they choose, provided they do not exceed a  certain credit limit. Often the 
interest rate is subject to fluctuations reflected in  the  prime  rate. 

There  are  four variables in a loan  payment  calculation: 
the principal, or original amount; 
the  nominal interest  rate  per period (if the  compounding  frequency is 

the mrmber  ofpayments or interest  periods if payments are not  made 

the a m o m t  of each payment. 

monthly,  the  annual  rate is divided by twelve); 

each  period; and 

Any three of the four  are  sufficient to calculate the  other variable. 

effective  interest  rate The  true  interest  rate in a compound interest  calculation. 
accrued  interest Interest incurred but not yet paid at  the effective date of the accrual. 

prime  rate  The rate charged by major financial institutions to their most creditworthy 
borrowers; the “risk-free” rate. 
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FIGURE 8-2 
Compound  Interest 
Calculation 

Computer Loan Schedule 

TERMS: 

Principal  Amount: $lO,O00.00 
Nominal  Interest  Rate: 9% 
Basis of Calculation: Interest Compounded Monthly 
Lending  Period:  September I O ,  1998 to December 3 I ,  1998 ( 1 12 days) 

Period Principal Rate Interest 
for Period 

Sept. IC30 10,000.00 *.53% 52.50 

OCt. 1-31 10,052.50 .75% 75.39 

NOV. 1-30 10,127.89 .75% 75.96 

Dec. 1-31 10,203.85 .75% 76.53 

Total Interest 280.38 

* .75% x 21/30 

Total  payable  December 3 I ,  1998 = 10,280.38 

Effective  Interest  Rate: 280.38 x 365/112 = 9.14% 
10,000.00 

The most common  arrangement for the purchase of capital  (durable) 
property is the term loan, in  which  the  amount, frequency, and 
number of periodic  payments as  well  as the  interest rate  are all agreed 
on in  advance and may not be changed  except by mutual  agreement. 
Figure 8-3 illustrates  a  term  loan  arrangement  corresponding to the 
loans  depicted in Figures 8-1 and 8-2. 

Bonds issued by governments, utilities, and  corporations are loans 
involving one borrower and  many lenders. They are  often secured, but 
debentures (unsecured  bonds)  are common  in  some industries. 

term loan A loan for a definite period, often specifying the  frequency  and  amount 
of payments. 

bonds A written promise, secured by specific property, to pay a specified amount on 
a certain date, with or without interest payments before the  due  date. 

debentures Unsecured bonds. 
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FIGURE 8-3 
Term Loan 
Calculation 

Bank  Loan Schedule 

TERMS: 

Principal  Amount: $10,000.00 
Nominal  Interest  Rate: 9% 
Basis of Calculation: Interest  Compounded Monthly 
Lending  Period:  September 10,  1998 to  December 31,  1998 
Payments: 4 equal  installments of $2,541.41 to be  paid at the  end of each  month 

Period  Amount  Days Interest Principal 
owing owing paid  paid 

Sept. 1630  10,000.00  211365 5 1.78  2,489.63 

Oct. 1-31  7,510.37  311365 57.41 2,484.00 

Nov. 1-30  5,026.37  301365 37.18  2,504.23 

Dec. 1-31  2,522.14  311365 19.27 2,522.14 

Totals 165.64 10,000.00 

Aside from  express  lending  arrangements, the  time value of money 
is calculated for such  amounts as  court-ordered or equitable  interest, the 
present value of long-term  damages  such as lost wages, and  the  funding 
of annuities in  structured  settlements. If the  amounts  and frequency of 
the  payments are  constant,  financial  calculators  or  books of tables  are 
used to  determine  the values. Complex  calculations  are best done  on  an 
electronic  spreadsheet. 

Present Value 

In  calculating the  payments for term  loans, the principal is known 
at  the  beginning of the  agreement. In situations  where  a  value  must  be 
determined  that replaces a flow of income (or payments),  only the  nominal 

TERMS 

present  value  The dollar value of some amount(s)  to be received in the future, as 
though  the  amounts were received today. 

annuity A series of equal periodic payments. In an ordinary annuity, payments  are 
received at the  end of the period; in an  annuity due, the  payments are received at the 
beginning of the period. 
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FIGURE 8-4 
Present Value 
Calculation:  Series 
of Payments 

interest  rate  and  frequency  and  amount of payments  are  known.  The 
"principal" in  this  type of calculation is called the present value. Figure 
8-4 illustrates a  present value calculation. 

Another  type of present value calculation involves not a series of 
payments,  but  a lump sum  to be received at  some  point  in  the  future af- 
ter  a number of compounding periods have  elapsed,  such as an agree- 
ment  to pay for a  franchise in five years even though it  is used from  the 
present day. Alternatively, the same  type of calculation of the future 
value of an  amount agreed on today  can be calculated. 

Sometimes a  present value calculation  combines both a series of 
payments  and  a  lump sum payment,  such as an  equipment lease with  a 
purchase option  at  the  end of the lease term. A calculation  found  more 
frequently  in  finance than in law firms is one  that  determines  not dollar 
values but  the imputed interest  rate, the  nominal rate that is implicit if 
all other variables are known. This calculation is often used to compare 
leasing  a piece of equipment  through a leasing company  to paying  a 
known  interest  rate to a  bank. 

Daisy L. Carpenter 
Present Value of Future Care Costs 

to Age 90 ( 1  5 years) 
From January I ,  1999 

Interest  Rate: 9% pa .  

Homemaker: $I2,000/year ($12,000 X 8.06069*) $96,728.28 

Special Bed Needed in Ten Years ($3,000 X ,42241 *) 1,267.23 

Special  Therapy  Required  after  Age 80: $6,000/year 
[$6,000 X (8.06069 - 3.88965)*] 25.026.24 

Present  Value $123,021.75 

* used present value tables 

future value The  nominal value to  which a series of payments will grow at a given 
interest rate. 

imputed interest rate The rate of interest  implicit in a calculation if all other 
variables are known. 
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Practical Bob: These  present  value  calculations  are quite  complicated,  especially when 
Application the cash  flows  are not consistent.  Can’t we just  average them over the 

8-1 whole  time  period? 

Answer Bob‘s question.  Use  an  illustration of very  uneven  flows to compare the 
calculation  methods. 

FIGURE 8-5 
Annuity 

Annuities 
Annuity calculations are  used to determine the  amount of money 

required at present to secure a series of payments for a number of peri- 
ods into  the future. 

Annuity calculations correspond to present value calculations,  ex- 
cept in cases where the payments are  assumed to happen  at the begin- 
ning of each time period (an  annuity due). The present value of an 
annuity represents the amount of principal required to fund a series of 
payments, as illustrated in Figure &5. 

Peter  Hall 
Annuity to Age 18 

Funding  and  Payment  Schedule 

Interest  Rate: 9% p.a. 
Annual  Payment: $15,000 
Years to Age 18: 5 
Payment  Date:  December 3 1,  1999 to 2003 
Funding  Date: January 1 ,  1999 
Principal: 15,000 x 3.88965 = $58,344.75 

Year  Balance at Interest  earned  Payment  made 
January 1 for Year December 31 

1999  58,344.75 5,25  1.03 15,000.00 

2000 48,595.78 4,373.62 15,000.00 

2001 37,969.40 3,417.25 15,000.00 

2002  26,386.65 2,374.80 15,000.00 

2003  13,761.45 1,238.55 15,000.00 
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Business  Accounting 

Transactions  such  as  loans  are  not  peculiar  to businesses. Many  indi- 
viduals and  nonbusiness  organizations  deal  with  them  routinely.  Some 
types of transactions  apply  only  to businesses, and  some  only  to  certain 
types of businesses.  In fields of practice such as incorporations  and secu- 
rities, business structure is of primary  importance  in  ensuring  that  the 
organization  functions  as  its  owners intend. 

Capital  Structure and Securities 
There are three types of profit-seeking  businesses, and  to outsiders, 

their  daily  operations  may  appear to  be similar. Their  true differences lie 
in their  capital  structures  and  the  relationship of management  to  owner- 
ship. Proprietorships have  one  owner,  who  owns all of the  equity  in  the 
business and  has  the  authority  to  make all  business  decisions.  There is 
n o  stock or retained  earnings,  only “owner’s  capital.”  The  owner is per- 
sonally liable for the obligations of the business. 

Partnerships are  owned  by  two or more  natural or corporate  persons, 
with  capital  accounts  showing  their respective equity  portions. Both de- 
cision-making  authority  and  percentages of ownership  interest  are  sub- 
ject to  a partnership  agreement  that, if not explicit in  an oral or written 
agreement, is at least  implicit  in common law and is generally  subject to 
statutory  rights.  Partners  have  obligations  to  each  other  in  the form of 
mutual agency, the capacity of any  partner  to  commit  the  partnership 
to a  contractual liability, coupled  with the obligation of each  partner  to 
act  in the partnership’s best interests. 

Case 8-2 Found: It is a  (law  practice)  partner‘s  duty to see to the completion  of the part- 
nership‘s  contractual,  professional  obligations  and, in performance 
thereof, the fiduciary  character  of their  relationship as partner continues. 

Ordered: No compensation  for  departing  partner’s  work in administering  files 
through dissolution  of  the  partnership. 

In general partnerships, all partners  are  jointly  and severally re- 
sponsible for the  obligations of the business to  the  extent of their assets 

TERMS 

securities? Certificates that represent a right to share in the profits of a  company  or 
in  the  distribution of its assets, or in a debt owed by a  company or by the 
government. 

mutual  agency The responsibilities and duties owed between partners. 

general  partnership A normal partnership. 
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held  outside of the business, and all partners are empowered to commit 
the resources of the partnership. In limited partnerships, only general 
partners are responsible for partnership liabilities that  cannot be met 
with the partnership assets. Limited partners usually have  little  control 
over the operation and  cannot be held liable for business obligations ex- 
cept to  the  extent of the  contribution of their assets. Notwithstanding 
the restrictions on their liability and control, limited partners are enti- 
tled to full disclosure of the material details of the enterprise. 

Case 8-3 Found: Failure to provide limited partner (of  client) with instrument describ- 
ing  the parties’  rights is breach  of  fiduciary  duty. 

Ordered: (for  this and other issues) Three-year suspension. 

Joint ventures between companies are like limited  partnerships 
with  no general partner, except that  they are usually only formed for a 
specific project and/or definite period of time. 

Corporations (companies) may have one or more owners who  own 
common stock and  hold  voting power in  relation to their common 
stock ownership. Voting power is not necessarily the  authority  to make 
day-to-day business decisions. It  is the  authority  to vote for members of 
the Board of Directors, who  in  turn  appoint  the corporate officers who 
manage the business. In  large widely held corporations, most stock- 
holders have limited influence in daily  business operations. Corporations 
have many advantages over proprietorships and partnerships, including 
limitation of the business  liabilities of the owners. In corporations, owners 

TERMS 

limited  partnership A limited partnership  with (usually) one general partner  who is 
responsible for the  management of the enterprise and whose liability is not limited 
to its investment in the  partnership. Limited partners usually do  not become 
involved in  management of the enterprise, and  their liability is limited to  the 
amount of their  investments. 

joint  venture? Sometimes referred to as a joint  adventure; the relationship created 
when two or more  persons combine jointly in a business  enterprise with  the 
understanding  that they will share in  the profits or losses and  that each will have a 
voice in  its management. 

corporation? An artificial person, existing only in  the eyes of the law, to  whom a 
state or the federal government has granted a charter to become a legal entity, 
separate  from its shareholders, with a name of its own,  under  which its  shareholders 
can act and contract and sue and be sued. 

common  stock? Ordinary capital stock in a corporation, the market value of which 
is based upon  the  worth of the corporation. 

widely  held  corporation A corporation with no clear majority or influential 
stockholders. 
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are not obliged to meet  corporate liabilities from  their  own resources. 
The  most  they  can lose  is what  they  have  invested. 

Investments in a corporation’s stock are made to achieve two types 
of returns: 

rn Capital  gains are increases in  the value of the stock price, which may 
be the result of a merger or acquisition of the company. Short-term 
investors and  those  who  have  a certain tax  status prefer these  returns. 

rn Dividends are periodic payments  to stockholders on  the basis of 
earnings. Long-term investors and  those  with  a certain tax  status pre- 
fer these  returns. 

Private  corporations are usually small and closely held, with less 
than fifty stockholders. Stockholder agreements  often specify restrictive 
terms of transfer, and transfers of stock between existing stockholders 
are usually less restricted than transfers to new stockholders. 

Public  corporations offer common stock for sale to  the investing 
public  through  a primary  offering of common stock, which increases 
the capital available to  the corporation. An initial primary offering is 
made  when  a  company “goes public.” 

After the stock has been sold in a  primary offering, it can be traded 
on  one or more stock exchanges (the secondary or stock  market). Hold- 
ers of prepublic (seed) stock believe that going  public will increase the 
value of their stock and  the status of the corporation. Public companies, 
however, are subject to  many regulations and filing requirements that 
private  companies are not.  The Securities and Exchange Commission 
(SEC) monitors and regulates corporate public financing activities. 

There are many  combinations of classes of stock and  other securi- 
ties. Corporations may have  numerous classes of common stock that 
confer different terms  and benefits on owners. Different classes may be 

TERMS 

capital  gain? Financial gain resulting from the sale or exchange of capital assets. 
dividend? A payment  made by a corporation  to its stockholders, either  in cash (a 
cash dividend),  in stock (a stock dividend), or out of surplus  earnings. 
private  corporation? A close corporation or other privately  held corporation, as 
distinguished from a  corporation whose stock is traded on a stock exchange. 
public  corporation? A corporation whose stock is traded on a stock exchange, as 
opposed to a closely held corporation. 
primary  offering  The first presentation of a stock issue to  the public. 
initial  primary  offering The first primary offering of a public corporation. 
stock  market? A market where securities are bought  and sold. 
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used to provide warrants (opportunities to purchase additional stock at a 
future  date at a specified  price) to stockholders. There is  also preferred 
stock,  which in some ways  is  like a bond  and in others like common stock. 

The stock structure of a corporation is defined in its articles of incor- 
poration, a document  forming  the  corporation  that is filed with  the ap- 
propriate  state agency. The articles define the maximum  number of 
shares (units) of each  type of stock that  may  be issued by the company. 

~~ .,, I < 

Practical Jan: I think  corporations  are  better than proprietorships and partnerships. 
Application These days you  have to make  sure  you  can't  be  sued  personally  for dam- 

8-2 ages arising from business  transactions. 

Tad: But on  the  other hand, corporations  are  more  work to administer, and it 
costs a lot  to  incorporate if you just have a small business. If you're  wor- 
ried about  being  sued,  just buy business insurance. 

Discuss Jan's and Tad's opinions.  Research the relative  costs in your  jurisdiction. 

Standard  Financial  Statements 
The  balance  sheet and  income  statement  introduced  in  Chapter 1 

are the most widely used financial  statements  and  are often produced 
monthly  in a law office on  an informal basis by  internal  accounting 
staff.  Formal financial  statements also include  two  other  statements: 
rn The  statement of cash flows is usually produced  only  when  formal 

financial  statements  are issued. It illustrates businesses' sources and 
uses of cash during the year.  Figure 8-6 illustrates such a statement. 

9 The statement of retained  earnings (or proprietor's or partners' capi- 
tal)  shows the beginning balance, changes  resulting  from the year's 
operations, and  the  ending balance of the capital  accounts  arising 
from  earnings.  In  corporations,  dividend  allotments  are also included. 
Figure 8-7 illustrates partners' capital. 

warrant? A certificate  issued  by  a  corporation evidencing the right of its  holder to 
receive  a  specified  number of  shares  of  stock in the corporation; i.e., a  stock  warrant 
or share  warrant. 
preferred stock? Corporate  stock that  is entitled to a priority  over  other  classes  of 
stock, usually common stock, in distribution of the profits of the corporation  (Le., 
dividends) and in distribution of the assets of the corporation in the event of 
dissolution or liquidation. 
statement of cash flows A financial statement showing the flow of  cash within a 
business. 
statement of retained earnings A financial statement showing the activity of 
capital  and  retained  earnings  during  a  period. 
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FIGURE 8-6 
Statement of Cash 
Flows 

FIGURE 8-7 
Statement of 
Partner's Capital 

Carpenter e~ Cook 
STATEMENT OF CASH FLOWS 

Four Months to December 3 1, 1998 

Opening Cash Balance 

Cash Flow from Operations 

Cash Flow from Financing 
P Carpenter (net) 
S Cook (net) 

Cash Flow from Investing 
Computer Purchase 

Cash at End of Period 
Petty Cash 
Operating Account 

0 

( 1  4,054) 

17,000 
17.000 

100 
9.746 

34,000 

(10.100) 

Carpenter e~ C o o t  
STATEMENT OF PARTNERS' CAPITAL 

December 31, 1998 

P CarDenter S Cook Total 
Opening Capital 

(September 1, 1998) 0 0 0 

Contributions 29,000 29,000 58,000 

Income (Loss) from Period (7,027) (7.027) (14,054) 

Drawings for Period ( 12.0001 ( 12.000) (24,000) 

Ending Capital 9,973 9,973 19,946 
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At least once per  year corporations  produce  formal  financial  state- 
ments for income  tax  purposes. Public corporations  and larger private 
corporations  also  produce an  annual  report for their  stockholders,  credi- 
tors, and  potential investors,  presenting the  financial  statements  and 
other  supplementary  accounting  information as well as a narrative  sum- 
mary of the year’s operations  and  future  outlook. 

Statements for corporations  that  have  non-arm’s-length  sharehold- 
ers  are  usually  prepared  by  a  designated  accountant  who is familiar  with 
the  standards for preparing  financial  reports  for  evaluation  by  external 
parties who are  entitled  to rely on the reports to make  decisions about 
their  relationship  to  and risk involving  the  business. 

Case 8 4  Found: Lawyer delivered a signed financial statement (of client) to bank, 
false and fraudulent in material respects, with the  intent  that  the 
bank  rely on the financial statement in extending credit. 

Ordered:  (for  this and other issues)  Disbarment. 

Real Property 

Transfers of real property  require  accounting for the  transaction for 
both  vendor  and purchaser.  Some  items  such as the sale  price  are  used in 
calculations for both parties.  Other  items  such as the agent’s commis- 
sion affect only  one party. 

A number of mortgages are  usually  involved,  especially  in  residen- 
tial  transfers  where both  the  vendor  and  the  purchaser  are  involved  in 
other essentially simultaneous  transfers.  The  vendor is purchasing a new 
residence, and  the purchaser is selling  a  former  residence. 

Because most  transfer  dates  do  not  coincide  with a  mortgage  pay- 
ment  date,  the  interest  owing for the partial  period  must be calculated. 
Normally, the mortgagee financial  institution  holding  the  (current) 
vendor‘s  mortgage  provides an interest  payout  figure effective on the 
proposed  date of the transfer. However, payouts  are  sometimes a  day or 
two  later  than  expected,  and a per diem amount is either  provided  by the 
mortgagee or calculated  by the vendor’s lawyer. In calculating per d i m  
interest, a  mortgage is treated like other loans. The principal is multi- 
plied by  the  annual  interest rate and by the  number of days  outstand- 
ing, and  then divided by 365. 

TERMS 

mortgage? A pledge of real property to secure a debt. 
mortgagee? The person to whom a mortgage is made; the lender. 
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The  other  components of transfer  calculations  depend on  the juris- 
diction  and  other factors  specific to  the property,  such as the  proration 
of taxes and  provision of insurance  coverage. Figure 8-8 illustrates  a 
typical  closing  worksheet  showing  the  calculations for both  the  vendor 
and purchaser. 

Personal  Income 

Lawyers in fields of practice like personal  injury,  labor, and family 
law  need  information  about  their clients’ and  others’  personal  income. 

CLOSING WORKSHEET 

Whose  Item  (RESPA  Number) Buyer Seller 
Entrv ( B E )  Debit Credit  Debit  Credit 
B&S Sales Price (101/401) 350,000 350,000 
B Earn.  Money (201) 52,500 
S Rltr’s  Comm. (700/703) 2 I ,000 
B Mortgate  Loan (202) 245,00 
B Loan  Fee (802) 3,675 
B&S Transfer Tax (1 203) 2,625 4,375 
B&S  Fuel ( 1  303) 1,500 
B Survey (1 301) 375 
B Appraisal (803) 250 
B Credit  Report (804) 90 
B Interest  Deposit (901) 855.82 
B Tax Deposit (1 004) 2,100 
B Title  Insur. (1 108-10) 1,500 
B&S Legal  Fees (1 107) 750 800 
B&S Recording (1201) 90 30 
B&S Fire&Haz. Ins. (1 11/41 1) 1,272.33 1,272.33 
S Mechanic’s  Lien (5  15) 2.250 
S Termite  Inspection (1302) 850 
S Mortgage  Payoff (504) 215.00 
B&S R.E.  Taxes (107/407) 4.579.73 4,579.73 

Totals $369,662.88 297,500 244,305 357,352.06 

Needed  to Close 72,162.88 
Due 10 Seller I 1  3.047.06 
Balances $369,662.88 369,662.88 357,352.06 357,352.06 

Source: Kearns, The Law of Real Property (Lawyers Cooperative Publishing), p. 25 

FIGURE 8-8 Real Property Transfer  Worksheet. 
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If the client is the plaintiff  (for  example, in a tort action to recover  loss 
of future income), it is important to schedule not only the normal in- 
come arising from employment as reported in  an income tax return, but 
other monetary and nonmonetary benefits lost by deprivation of em- 
ployment. For example, a store manager might receive discounts on pur- 
chases that  do  not appear in  any official income records.  Forfeiture of 
the use of a company vehicle,  reduced  professional development oppor- 
tunities, and a decline in  the social contacts consequent upon an ele- 
vated socioeconomic status are  all  real  losses, whether or not they are 
easy to quantify. 

Calculation of personal income often starts with a perusal of the cli- 
ent’s  previous two to five  years’ income tax returns. Passive income such 
as interest and dividends is  usually not affected by the event related to 
the damages. Income derived from rental property and copyrights,  how- 
ever,  is  affected if the client can no longer perform the functions re- 
quired  or must hire someone else to perform them. 

‘I A ,  
, ,  

Practical  Mary:  Our  new  client, the rock  star  Red  Rocket,  was injured in a car accident 
Application. and can’t  make  appearances for a year.  She’ll  still  have income  from 

the fans  happy.  Should we claim  her  lost  royalties?  How might we cal- 
culate them? 

8-3 her  recordings, but everyone  knows  you  need to do concerts to keep 

Answer  Mary’s  questions. 

Income calculations include: 
income from an employment or  office, including directorships and 

= perquisites of monetary value, such as a company vehicle  or annual 

opportunities for marketing a product, or intellectual or intangible 

. accumulation of time and employer’s contributions toward a pension 

self-employment 

conferences 

property owned  by the client 

or retirement plan 

Case 8-5 Found: Lawyer failed to assert claim of  wife (client)  against husband‘s mill- 
tary pension. 

Ordered:  Lawyer  negligent. 

These amounts are  usually determinable but may  occur unevenly 
over the time period in question. 
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In certain situations, income loss  is expanded to include: 
loss of professional status and advancement; 
lost opportunities for  travel,  sabbatical time, or other educational op- 
portunities inherent  in the position; and 
loss of social benefits and status resulting from an inability to contrib- 
ute to political, community, and volunteer activities. 
These amounts are more difficult to determine and usually must be 

estimated. Law firms hire economic consultants to perform complex cal- 
culations for income loss and  other damages that require a significant 
amount of research. 

Quantum in Torts 
Damages resulting from torts include not only income loss but  other 

personal losses  as  well.  Pain and suffering damages are generally subject 
to precedent, but others such as  loss of childcare or homemaker benefits 
are determinable and often must be  calculated on  an individual basis. 

There  are  also  direct  expenses incurred as a result of injury, includ- 
ing prescriptions and medical treatment, in-home care, and transporta- 
tion  to medical appointments. Lawyers  ask clients to record these 
expenses,  as they are often completely recoverable in  the action. Figure 
8-9 illustrates a form that law  firms can provide to clients in a motor ve- 
hicle  personal injury action. 

@%~- 

Practical  Andrew: I got this  statement  of  lost  earnings  from the plaintiff’s  counsel in the Twin 
Application Mountain case, but something is wrong.  The  plaintiff  will not have to pay 

8-4 income tax on the damages, so I think  they  should  be  subtracted  from 
the loss. 

Do you  agree with Andrew?  Why  or why  not? 

Labor Law 
Clients who experience  loss of income and/or status as a result of a 

dispute with their employers often seek compensation through adminis- 
trative channels. Many  states’ enactments are intended to ensure that 
an employee can act pro se with the assistance of a state board. Some 
employees’ situations, however, indicate that they should be repre- 
sented by a lawyer, often because a particular government agency  is not 
equipped to recognize and assert  all of the client’s  claims  or the claims 
are conflicting between  jurisdictions. 
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I rl 

CLUpenter CY coot 
CLIENT THERAPY REPORT 

Please help us to help you1 
It  is ye important that you make a note  of  all of your therapy  and 
m e d d  appointments  and expenses, so that we can  help you to 
recover  these costs. 

Please also  keep a diar&ln  the  separate  notebook  that  we  have 'ven 
to you. You should m e at  least one en%for each  day,  even #you 
do not feel chat your condition  changed at day. 

APPOINTMENTS: Please make a note of all  of your  medical  and therapy appointments. 

HOME CARE AND HELPER LIST Please note your home care and  other  assistance you require 
because of your  accident or illness. 

Date Helper Agency Cost ServiceDescription 
I I I I 

PRESCRIPnON AND OTHER EXPENSES: Please list all of your prescription and ocher 
expenses that you have  pald  because of your accldent or Illness. 

FIGURE 8-9 Personal Injury  Client Expenses Form 
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Case 8-6 Found:  Lawyer falled to take  action on client‘s tort claim and falled to Rle work- 
ers’ compensation  claim for several  months, constituting  neglect, 

Ordered: (for  this  and  other  issues)  Disbarment. 

In labor  law  cases, often there is only a loss of income and some 
type of nonpecuniary damages such as mental anguish. Labor  issues in 
an organized (unionized) work environment are  generally undertaken 
by the union’s  lawyers. 

Family  Law 
Full disclosure of income is important in family law because the 

futures of children  and  other  dependents are involved. However, 
spouses tend to minimize  their  own  incomes and maximize each 
other’s, creating disagreements surrounding  equity issues in spousal 
and child  support. 

Permanent spousal support (alimony) is becoming less common, al- 
though  many courts award rehabilitative alimony to a spouse who has 
foregone career advancement to be the family’s primary homemaker 
and childcare provider. As divorce and remarriage  create more step- and 
half-relationships within families, courts and even well-intentioned par- 
ents  and their new  spouses have trouble establishing and  maintaining 
equitable support agreements. 

Practical 
2pplication 

8-5 

t%@p%?%%$?3E% 

Judith:  Our latest family  law case is very  complicated,  because  every child  of  the 

going to have a fight about  support  payments, I know  that, but I‘m not 
sure  which  children  get priority for  support. Is it natural  children,  then 
step-children?  Or  are  they all treated  the  same? 

I couple  has a different  relationship to the  parents  and  each  other. We  are 

Research  your state laws on  the  priorities  for  support  payments. 

Attachment and Garnishment 
Attachment (postjudgment) and garnishment (prejudgment) orders 

provide a litigation creditor with access to  the financial resources, both 
assets and income, of the debtor.  Creditors naturally prefer to obtain as- 
sets in satisfaction of the judgment as quickly  as  possible, but assets  are 
often either insufficient or cannot be  located or properly  garnished or 
attached. 

Where the available  assets  are insufficient to satisfy the order,  credi- 
tors attach the income of an individual or corporation. If an individual’s 
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employment  income is attached, the order is served on  the employer, 
who  withholds  the  amount stipulated in the order. Orders attaching  em- 
ployment  income  are  limited to ensure  that  the employee receives a rea- 
sonable  subsistence amount. If the  debtor is self-employed or a 
corporation,  customers  or  clients  who owe the  debtor  money are served 
with  the order(s). 

Personal Assets 

Like personal  income,  personal assets  may  be  subject to  attach- 
ment or  garnishment  in a  litigation  matter.  Examples of personal  as- 
sets are: 

money  in currency or deposited  with  a  financial  institution; 

= income-generating assets of self-employed people,  including  some  in- 
tellectual property; 

ownership  equity in some  kinds of businesses; . the  equity  in real property, owned solely or jointly; . personal  property  (chattels) that  can readily be sold,  such as vehicles, 
jewelry, coin and  stamp collections, works of art, and valuable ani- 
mals; and . personal and household effects that are required to maintain a reason- 
able standard of living (clothes, furniture, and household pets). These 
are  usually not attachable if they are considered basic  necessities. 

In  most professional businesses, including  corporations, the  portion 
of the  equity  owned by an individual that is attachable to satisfy a judg- 
ment is restricted to  the  amount of capital that  can be paid out. It is not 
appropriate for lay or professional outsiders to own  any  voting  equity or 
other  controlling  interest  in  a professional practice. 

Case 8-7 Found: Lawyer-partner's widow sought to claim goodwill of deceased  hus- 
band's  share of partnership through fee-splitting arrangement with 
surviving  partners. 

Ordered:  Contract  illegal  and  against  public  policy  and  therefore not enforceable. 

A creditor  may  obtain  an  order  requiring  that all distributions of 
capital  in a partnership  be  surrendered,  but  the  creditor  cannot take 
control of the  voting  interest.  Certain  types of partnerships  and  non- 
professional  corporations,  where  ownership  agreements  stipulate  that 
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transfers of ownership be approved  by the other owners,  may  also  be 
protected from an arm’s-length creditor exercising control over the 
business. 

In family law, it is becoming common for  assets such as a company 
pension to be  claimed in part by the nonbeneficiary spouse.  Likewise, 
the value of one spouse’s education may  be  claimed when the other ac- 
tually paid  for the education or at least supported the spouse during 
educational years.  Increasingly,  estimates of the monetary value of each 
spouse’s contribution to  the family unit, whether or not  the contribu- 
tion is  recognized outside the family unit, are  recognized  as being assets. 

~ ~ ~ ~ , ~ ~ ~ ~ ~ ~ ~ . ~ ~ ~ , ~ ~ , ~ ~ .  

Practical ’ Peter: Certain  types  of assets are  only  valuable in one  person’s  hands.  Another 
Application person would not be  able to use  them.  An  example is goodwill in a pro- 

8-6 fessional  practice like law. No one else can  use it. 

Paul: Not necessarily. A lawyer  who  purchased  the  practice might receive  some 

Peter:  Maybe, but goodwill is very  hard to quantify,  and  when it’s transferred, it 

What  good  points  do  Peter  and  Paul  make?  What  are  the  weaknesses of  their 
positions? 

value from  the established  client  base. 

would  be  even  harder to determine a dollar  value. 

Asset  Inventory 
Producing complete asset inventories for the client is important in 

all fields of practice, even if some assets  are not attachable. The  lawyer 
must review  all items in  the context of the case and precedent law to 
prepare  for the opposing party’s  assertions about them. 

Case 8-8 Found:  Lawyer engaged in pattern of deception and misrepresentation in di- 
vorce action  concerning client‘s assets and liabilities, including coun- 
sel  fees, to obtain a more favorable  settlement. 

Ordered: (for  this  and  other  issues)  Two-year  suspension. 
~~~~ ~ ~~ 

Many clients forget to mention resources that they have never con- 
sidered to be  assets  or provisions such as  disability and  other insurance 
that confer a benefit only under certain circumstances. 

Lawyers may find themselves in a difficult position if property they 
hold  in trust related to a client’s matter becomes  subject to creditors’ 
claims.  Although  lawyers must act in their clients’  best interests, they 
also must abide by the law, both letter and  intent. 



CHAPTER E ACCOUNTING IN CLIENT DOCUMENTS 257 

Practical  Mr.  Bush:  I‘m a little bit worried  about  my  new  bankruptcy  client.  She  gave  me a 
Application fee  advance,  which I deposited to the trust account, but I‘m not sure 

8-7 whether  another  creditor  can  attach  our  trust  account  and  get  the 
money. It‘s quite a large  sum,  intended to cover ail of our  legal  fees. 

Should  Mr.  Bush  be  worried?  Why  or  why not? 

Insolvency 

The law of equity provides that a person unable to meet financial 
obligations may be forgiven debts under certain circumstances and al- 
lowed, during the period between petition and discharge, to maintain a 
reasonable though  not extravagant, existence. 

~~ 

Case 8-9 Found:  lawyer‘s  acknowledged  inexperience in bankruptcy  and  failure to file 
petition (on  behalf of client) for one  year, during  which client‘s  wages 
continued to be  garnished, constitutes  neglect  and  failure to seek the 
lawful objectives of the client. 

Ordered:  Reprimand. 

Creditors’  claims, including claims  secured by property, must be sat- 
isfied to  the extent possible while allowing the debtor sufficient  re- 
sources to start afresh and become  self-supporting.  Most bankruptcies 
are voluntary; the debtor files a petition to seek  relief from harassment 
by  creditors. Involuntary bankruptcy is commenced by  unsecured  credi- 
tors, acting alone or together, who hold in aggregate a statutory mini- 
mum claim.  Technically, a petition might be filed in which the assets at 
liquidated value  are  sufficient to satisfy the creditors’  claims, but this is 
not usually the case.  Most petitioners in bankruptcy have debts far in 
excess of the most optimistic liquidation value of their assets. 

In  reviewing the financial situation of debtors, lawyers need com- 
plete knowledge of their income and assets and the priorities of credi- 
tors’ claims.  In some cases, a declaration of bankruptcy that seems 
inevitable can be handled as a reorganization of debts that provides  sub- 
stantial satisfaction of creditors’  claims. 

Grounds for  refusing to grant a discharge from bankruptcy include 
failure to keep accurate records of transactions. If the law  firm  keeps 
these records, they must be accurate and current. The number of forms 
and schedules required to summarize the records depends on  the nature 
of the debtor’s  assets and liabilities.  ?).pically,  however, the schedules in 
Form 6 illustrated in Figure 8-10 must be completed. 
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Official Form No. 6 Schedules of Assets and Liabilities 
[Caption as i n  Fonn No. I] 

Schedule A,-Statement  of All Liabilities of Debtor. 
Schedules A-1, A-2 and A-3 must include all the claims against the debtor or the debtor’s 
property as of the date of the filing ofthe petition by or against the debtor. 

Schedule A-1.-Creditors having priority. 

a. Wages, salary, and commissions, including vacation, severance and sick leave 
pay owing to employees not exceeding $2,000 to each, earned within 90 days 
before filing of petition or cessation of business (if earlier specify dale). 

b. Contributions to  cnnployee benefit plans for services rendered within 180 days 
before filing of petition or cessation of business (if earlier specify date) 

c. Claims of fanners, not excccding $2,000 for each individual, pursuant to 11 
U.S.C. Q 507(a)(5)(A). 

d. Claims of United Slates fishemlcn, not exceeding $2,000 for each individual, 
pursuant to 11 U.S.C. 0 507(a)(5)(B). 

e. Deposits by individuals, not exceeding $900 for each for purchase, lease, or rental 
of property or services for personal, family, or household use that were not 
delivered or provided. 

f. Taxes owing [itemize by type of  tax  and  [‘wing authority] 
(1) To the United States 
(2) To  any state 
(3) To any other taxing authority 

Total 

$ . . . . . . .  

$ . . . . . . .  

$ . . . . . . .  

$ . . . . . . .  

$ . . . . . . .  

$ . . . . . . .  
$ . . . . . . .  
$ . . . . . . .  
$ . . . . . . .  

FIGURE 8-10 Form 6 
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Schedule A-2.--Creditors holding security 

(1) (2)  
Name of Description of 
creditor and security rind 

nlailing obtained by 
address creditor 
including 
zip code 

col?lplete date when 

( 3 )  (4) 
Spec$)) when clainl was Indicate if 
inclrrred ond the C l ~ l i l l l  is 
consideration therefor; contingent, 
when claim is subject wtliq-lridated, 
to setofi evidenced or disputed 
by a jlrdgnlent, negotiable 
instrument, or other writing, 
or incurred as partner or 
joint con/racto~; so indicate; 
specify n m e  of any  partner 
or  joint conrractor on any debt 

Total 

( 5 )  ( 6 )  
Market AIIIOIIIII  
Wrre of clairn 

WitllOltt 
dedltction 
ofvalue 
of seclrrity 

$. 

Schedule A-3.-Creditors having unsecured claims without priority. 

(1) (2) ( 3 )  (4) 
Name of creditor Specify when claim was Indicate ifclairn Antorrnt ofcloinl 
[including last known incurred and the is contingent, 
holder of any negotiable  considerotion rherefor; wdiquidated, or 
itutr~tn~ent] and corn- when claim is contingent, disputed 
plete mailing address ~tnliqrcidoted, disputed, 
including zip code subject to  setofi evidenced 6y 

a judgnleut,  negotiable 
instrunlent, or  other writing, or 
incurred as portner or joint 
contractof; so indiccrte; specify 
name of any parrner or joint 
contractor on any debt 

Total $ . . . . .  

Schedule B-Statement of All Property of Debtor 
Schedules B-1, B-2, B-3, and B-4 must include all property of the debtor as of the date of the 
filing of the petition by or against the debtor. 

Schedule B-l .-Real Property 

Description and location of all Nature of interest [specfi all Market wl t re  ofdebtor's inreresr 
real property in which debtor deeds and written instruments withortr  dedrrction for secltrerl 
has an interest [inchrdirlg relating thereto] cklints listed in Schetlrtle A-2 
equitable and future interests, or exemptions claimed in 
interests in estates by the Srhed1tle 8-4 
entirety, conlrmtnity property, 
life estates,  leaseholdsls, crud 
rights and powers exerrisable 
for the debtor's own benejt] 

Total $ . . . . .  

FIGURE 8-10 Form 6 (Continued) 
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Schedule B-2.-Personal Property 

Dpe of Property Description and Location Market value of debtor's 
interesf without dedtctiorl for 
secured clairns listed 011 
Schedule A-2 or exemptions 
claimed in Sched~tle B-4 
Total $ . . . . . . . .  

a. Cash on hand 
b. Deposits of money with banking institutions, savings and loan associations, 

c. Household goods, supplies and furnishings 
d. Books, pictures, and other art objects; stamp, coin and other collections 
e. Wearing apparel, jewelry, firearms, sports equipment and other personal possessions 
f. Automobiles, trucks, trailers and other vehicles 
g. Boats, motors and their accessories 
h. Livestock, poultry and other animals 
i. Farming equipment, supplies and implements 
j. Office equipment, furnishings and supplies 
k. Machinery, fixtures, equipment and supplies (other than those listed in Items j 

1. Inventory 
m. Tangible personal property of  any other description 
n. Patents, copyrights, licenses, franchises and other general intangibles [specify 

0. Government and corporate bonds and other negotiable and nonnegotiable 

p. Other liquidated debts owing debtor 
q. Contingent and unliquidated claims of every nature, including counterclaims 

of the debtor [give estimated value of each] 
r. Interests in insurance policies [name insurance company of each policy and 

itemize surrender or refund value of each] 
s. Annuities [itemize and  name each issuer] 
t. Stock and interests in incorporated and unincorporated companies [itemize 

u. Interests in partnerships 
v. Equitable and future interests, life estates, and  right or powers exercisable for 

brokerage houses, credit unions, public utility companies, landlords and others 

and I] used in business 

all documents and writings relating thereto] 

instruments 

separately] 

the benefit of the debtor (other than those listed in schedule B-I) [specify all 
written instruments relating thereto] 

Total 

$ . . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

. . . . . .  

$ . . . .  

FIGURE 8-10 Form 6 (Continued) 
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Schedule B-3.-Propcrtv not otherwise  scheduled 

l jpe  of Property Description and Location  Market value of debtork interest 
without  deduction for secured 
ch i tm  listed Sckedde A-2 or 
exemption claitned irl Schedule B-4 

a. Property  transferred under  assignment  for benefit  of creditors, within 120  days 
prior to filing of petition  [specify date of assignment,  name  and  address  of 
assignee,  amount realized therefrom by the  assignee, and  disposition of proceeds 
so far as  known  to  debtor] 

b. Property of  any kind not otherwise  scheduled 
$ . . . . . .  

. . . . . .  

Total $ . . . . . .  

Debtor  selects  the  following property as  exempt pursuant to 1 1  U.S.C. 0 522(d) [or the  laws of 
the State o f .  . . . . . . . .  .] 

Schedule  B-4.-Pro~ertv  claimed  as  exempt 

'Ijpe of Property Location, descri1>tion, and so far as Specdi statute Value clairned 
relevrrnt to the claim of exemption, creating the exempt 
present use of property exemption 

$ . . .  
. . . . . .  

Total $ . . . . . .  

Summarv of debts  and  prowrtv. 
[From the staternertts of the debtor in Scheddes A and B] 

Schedule Total 

Debts 
A- I/a,b Wages, etc. having  priority $ . . . . . .  
A- 1 (c) Deposits of money . . . . . .  
A-lld(1) Taxes owing United States . . . . . .  
A-l/d(2) Taxes owing  states . . . . . .  
A-l/d(3) Taxes owing  other taxing authorities . . . . . .  
A-2  Secured  claims . . . . . .  
A-3 Unsecured claims without  priority . . . . . .  

/I Schedule A total $ . . . . . .  

Property 
B- 1 Real  property  [total value] 
B-2/a Cash on hand 

' B-21b Deposits 
B - ~ / c  Household  goods 
B-21d Books, pictures, and  collections i 

$ . . . . . .  
. . . . . .  
. . . . . .  
. . . . . .  
. . . . . .  
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B-2/e 
B-2/f 
B-2/g 
B-2h 
B-2/i 
B-2/j 
B-2k 
B-2il 
B-Ym 
B-2h 
B-210 
B-21~ 
B-2/q 
B-2h 
B-21~ 
B-2/t 
B-21~ 
B - 2 1 ~  
B-3/a 
B-3h 

Wearing apparel and personal possessions 
Automobiles and other vehicles 
Boats, motors, and accessories 
Livestock and other animals 
Farming supplies and implements 
Oflice equipment and supplies 
Machinery, equipment, and supplies used in  business 
Inventory 
Other tangible personal property 
Patents and other general intangibles 
Bonds and other instruments 
Other liquidated debts 
Contingent and unliquidated claims 
Interests in insurance policies 
Annuities 
Interests in  corporations and unincorporated companies 
Interests in partnerships 
Equitable and future interests, rights, and powers in personalty 
Property assigned for benefit of creditors 
Property not otherwise scheduled 

Schedule B total 

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

. . . . . . .  

.$ . . . . . . .  

Unsworn Declaration under Penalty of Perjury 
of Individual to Schedules A and B 

I,  . . . . . . . . . . .  ., declare under  penalty of perjury that I have read the  foregoing schedules, consist- 
ing o f .  . . .  sheets, and that  they are true and correct to the best of my knowledge, information and belief. 
Executed o n .  . . . . . . . .  

Signature: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Unsworn Declaration under Penalty of Perjury 
on Behalf of Corporation or Partnership 

to Schedules A and B 

I, . . . . . . . . . . .  ., [the president or other oficer or an authorized agent of the corporation] [or a member 
or an authorized agent of the partnership] named as debtor in this case, declare under penalty of perjury 
that I have read the foregoing schedules, consisting of .  . . .  sheets, and that they are true and correct to the 
best  of  my knowledge, information, and belief. 
Executed on . . . . . . . .  

Signature: . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

I1 Source: Schneeman, Paralegals in American law (Delmar  Publishers), pp. 676-80 (5 pages illustrated). 

FIGURE 8-10 Form 6 (Continued) 
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The  intention  to declare  bankruptcy is often  known first to  the  debt- 
or far in  advance of the creditors’  knowledge that  the  individual is un- 
able  to  meet lawful  financial  obligations. At the  time of declaration of 
bankruptcy,  the  most  recent  transactions of the  bankrupt are  subject to  
review because of the  concern  that  debtors  are  tempted  to  confer 
fraudulent preferences or make  fraudulent  conveyances  in  the  period 
immediately  preceding  the  filing of the  petition. Prior to discharge, the 
debtor is permitted  to keep  certain exempt nssets defined  under  state 
and/or federal law.  After filing  a  petition  in  bankruptcy, the  debtor  may 
not dispose of nonexempt assets without  the court’s permission. 

Creditors’ Claims 
After  satisfaction of the secured portion of secured  creditors’  claims 

and  the  liquidation of nonexempt assets, the estate is distributed to 
creditors  according to claim  priorities  under  the Bankruptcy  Code, con- 
trary  to  the  popular belief of both  debtors  and creditors that earlier 
(older)  claims  have  priority  over  newer  ones. Figure 8-11 lists the credi- 
tors’  claims and  bankruptcy  expenses  that  have priority. 

Nondischargeable  claims  survive  a  bankruptcy.  The  debtor is respon- 
sible for them  even after the discharge of the majority of creditors.  Com- 
mon nondischargeable  debts  include  most  debts  incurred  fraudulently 
or  otherwise culpably,  obligations  toward  dependents  (alimony  and 
child  support),  and  some types of taxes. 

Estates 

Some  estate  record-keeping  may  be  performed  by the firm even if 
the lawyer is not a  trustee of any  property  but is simply  counseling  ex- 
ecutors in  the discharge of their  duties. 

Case 8-1 0 Found: Lawyer failed to supervise nonlawyer in record-keeping of estates. 

Ordered:  Three-month  suspension. 

Many lay  executors can  handle  most of the  administration of small 
. uncomplicated  estates  themselves  and  hire lawyers only  to answer  spe- 

cific questions  and review the  final  accounting,  such as the Fiduciary’s 
Account  illustrated in Figure 8-12. 

In  the process of handling  the estate, the executor  must  locate and 
notify all  parties who may  have  an  interest  in  the  estate so that legiti- 
mate claims  against the estate  are  registered. 
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FIGURE 8-1 1 
Priority of Claims 
under the 
Bankruptcy Code Creditors'  Claims and  Bankruptcy 

Expenses  That  Have Priority 

1. Administrative  expenses allowed under 9 503(b) of the Bankruptcy 
Code, and  any fees and charges assessed against the bankruptcy 
estate  under  chapter 123 of title 28. 

2. Unsecured claims allowed under 9 502(f) of the Bankruptcy Code. 
3 .  Certain allowed unsecured claims for wages, salaries, or  commis- 

sions, including  vacation, severance, and sick leave pay. 
4. Certain allowed unsecured claims for contributions  to an em- 

ployee benefit  plan. 
5. Certain allowed unsecured claims of persons engaged in  the pro- 

duction  or  raising grain, against a  debtor  who  owns  or operates  a 
grain  storage facility, or  persons engaged as United States fisher- 
men against  a  debtor who  has acquired fish or fish produce  from  a 
fisherman  through a sale or  conversion, and  who is engaged in 
operating  a fish produce storage or processing  facility. These claims 
have priority to  the extent of $2,000 for each such individual. 

6 .  Allowed unsecured  claims of individuals, to  the  extent of $900 for 
each,  arising  from the deposit, before the  commencement of the 
bankruptcy case, of money  in  connection  with  the purchase, 
lease, or  rental of property, or  the purchase of services, for the per- 
sonal, family, or household use of such  individuals, that were not 
delivered or provided. 

7. Certain allowed unsecured  claims of governmental  units,  to  the 
extent  that  such claims are for: 
a. certain  income taxes; 
b. certain  property taxes; 
c. taxes required to  be collected or withheld  and for which the 

d. employment taxes; 
e. excise taxes; and 
f. customs  duties  arising  out of the  importation of merchandise, 

and penalties  related to claims of a  kind specified in  this para- 
graph  and  in  compensation for actual  pecuniary loss. 

8. Certain allowed unsecured claims based upon  any commitment by 
the debtor to  the Federal  Deposit Insurance Corporation, the Resolu- 
tion Trust Corporation, the Director of the Office of Thrift Supervi- 
sion, the Comptroller of the Currency, or the Board of Governors of 
the Federal  Reserve  System,  or their predecessors or successors to 
maintain the capital of an insured depository institution. 

debtor is liable in whatever capacity; 

Source: Schneeman, Paralegals in  American law (Delmar  Publishers),  p. 681 
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PROBATE COURT  OF COUNTY, OHIO 

ESTATE OF , DECEASED 
Case No.  Docket Page 

FIDUCIARY’S ACCOUNT 

(For Executors and all Administrators) 

The fiduciary offers an  account of his trust, given below and on the attached  itemized 
statement of receipts and disbursements, and  accompanying  vouchers.  The fiduciary says 
that  to his knowledge the account is correct, and asks that it  be  approved and settled. 

[Check one of the following four paragraphs] 

0 This is a partial  account. A statement of the assets remaining  in the fiduciary’s hands 
is attached. 

0 This is a final  account. A statement of the assets remaining in  the fiduciary’s hands 
for distribution to  the beneficiaries is attached. 

0 This is a distributive  account, and  the fiduciary asks to  be discharged from his  trust 
upon its  approval and  settlement. 

0 This is a final and distributive  account, and  the fiduciary asks to  be discharged from 
his  trust upon its  approval and  settlement. 

[Complete if this is a  partial  account,  or if one or more  accounts  have previously been 

The period of this  account is from 
filed in  the estate] 

to 

[Complete if applicable] Accounts previously filed in  this estate, the accounting periods, 
and  the fiduciary and  attorney fees paid for each period, are as follows: 

Date Filed Accounting Period Fiduciary Attorney 
Fees  Paid  Fees Paid 

13.0 FIDUCIARY’S ACCOUNT 

FIGURE 8-12 Fiduciary  Account 
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This account is recaptivated as follows: 

RECEIPTS 

Personal property of decedent (not  sold). . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

Proceeds from sale of personal property. . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Real estate of decedent (not  sold). . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Proceeds from sale of real estate. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Other  receipts. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  

Total receipts . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

DISBURSEMENTS 

Fiduciary  fees [this  accounting  period]. . . . . . . . . . . . . . . . . . . .  $ 

Attorney fees [this  accounting period] . . . . . . . . . . . . . . . . . . . .  
Other  administration costs and expenses . . . . . . . . . . . . . . . . .  
Debts and Claims against estate, . . . . . . . . . . . . . . . . . . . . . . . .  
Ohio  and federal estate taxes . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Personal property  distributed in kind. .................... 
Real property transferred . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  
Other  distribution to beneficiaries. ...................... 

'Total disbursements. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

BALANCE  REMAINING  IN  FIDUCIARY'S  HANDS . . . . . . . . . . . . . . . . . . . . . . . .  $ 

Fiduciary 

I ENTRY SETTING  HEARING  AND ORDERING NOTICE 

The  Court sets at - o'clock - .M. as the date  and  time 
for hearing the above  account,  and orders  notice of the hearing to  be given as provided by 
law and  the Rules of Civil Procedure. 

Date Probate Judge 

Source: Brown, Administration of Wills, Trusts and Estates (Delmar  Publishers),  Figure 12-1 8, pp. 31 2-1  3. 

FIGURE 8-12 Fiduciary Account (Continued) 
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Case 8-1 1 Found: Lawyer failed to determine existence of next of kin  and transferred 
estate assets to spouse. 

Ordered:  Indefinite  suspension from the  practice  of  law. 

The  executor  manages  the  inventory records of the deceased’s estate, 
including  the  description  and  location of all items of property, and dis- 
positions  where the proceeds  go to  the  estate  generally as opposed to  go- 
ing  to a  beneficiary in  the original  condition  and  form. Estates involving 
real property  not  held  in  joint  tenancy  and  other  valuable  property  not 
bequeathed  directly  to a  beneficiary  usually  require an appraisal of all 
valuable  property,  with a supporting  schedule of assets as illustrated in 
Figure 8-1 3. 

Complicated  estates subject to  numerous  and/or  disputed claims re- 
quire a schedule of claims as illustrated  in Figure 8-14. 

In  insolvent  estates,  where  the  claims exceed the value of the  prop- 
erty, claims  are  paid according  to  priorities  defined  in  state  probate 
codes. 

Case 8-12 Found: Lawyer, as executor,  was incompetent in failing to discover estate as- 
sets that would satisfy  county‘s  claim against property for nonpay- 
ment of taxes. 

Ordered:  Lawyer  placed on probation. 

Court-Awarded  Costs 

Courts  award  costs  to successful parties to mitigate the expense of 
litigation.  While  firms  may  have  claims on these  costs through  the cli- 
ent,  the costs  themselves  belong to  the  client.  The firm normally pre- 
pares the cost  statement for the court’s approval, receives the cost 
amount  in trust, and disburses  it to  the client  or  applies  it to  the client’s 
outstanding bills, already  prepared  according to  the fee agreement. 

Although  the  court  may  take  the fee agreement  into  account  in 
awarding  costs,  costs  applied  for  do  not  have  to  relate  to  the  fee 
agreement. 

~~~ ~ 

Case 8-1 3 Found: Although not consistent with the fee agreement, costs claimed were 
not unreasonable  by  accepted  standards. 

Ordered:  Costs  awarded on quantum meruit basis. 
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PROBATE COURT OF COUNTY, OHIO 

ESTATE OF , DECEASED 
Case No. Docket Page 

SCHEDULE OF ASSETS 

[Attach to inventory  and appraisal] 

Page - of pages. 

[Insert a check in  the  column “Appraiser” opposite an item if it was valued by the appraiser. 
Leave blank if the readily ascertainable value was determined by Fiduciary] 

FORM 6.1 SCI 1EDULE OF ASSETS 

FIGURE 8-13 Schedule of Assets 
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Item Appraiser  Value 

$ 

Fiduciary 

Source: Brown, Administration of Wills, Trusts and Estates (Figure 12-1 6, pp. 305-306.) 

FIGURE 8-1 3 Schedule of Assets (Continued) 
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Prob. 48 

PROBATE COURT  OF  COUNTY, OHIO 
ESTATE OF , DECEASED 
Case No. Docket Page 

SCHEDULE OF CLAIMS 
Revised Code Sec. 2117.16 to 2117.17, 2117.25 

[Use extra  sheets if necessary] 

The fiduciary says that  to his knowledge this  schedule lists all claims against  decedent 
or  his  estate. Such claims are  recapitulated as follows: 

Claims allowed . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

Claims rejected, contingent,  or  in  suit . . . . . . . . . . . . . . . . .  $ 

Total . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $ 

[Check if applicable] 0 The surviving  spouse is the sole legatee and devisee under 
decedent’s Will, and has not mainfested an  intention  to take against  it. It  is therefore un- 
necessary to cite the surviving  spouse  to make an election. 

Fiduciary 

[Under  “Footnotes”  opposite  an  item  requiring  explanation, place the  number of the appro- 
priate  footnote. Such notes  should  be  included on the reverse to explain:  any security for 
claims; maturity  dates of claims not due;  contingent claims; claims in suit; and dates of re- 
jection of rejected claims] 

Name and Address Amount Payment Date Date Foot- 
of Claimant Claimed Class Presented Allowed Notes 

1 Form 7.0 SCHEDULE OF CLAIMS 

FIGURE 8-14 Schedule of Claims 
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Name  and  Address Amount Payment Date Date Foot- 
of Claimant Claimed Class Presented Allowed Notes 

FOOTNOTES 

Source: Brown, Administration of Wills, Trusts, and Estates (Figure 12-1 7, pp. 307-308.) 

FIGURE 8-14 Schedule of Claims 
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In a judgment  or award,  costs  are added  to  the  amount  the client re- 
ceives. In  settlements, however, they are  sometimes  included  with  the 
accepted offer. If the firm is billing on  a  fixed fee or  hourly  rate basis, it 
simply collects  its bill, often  through a trust  transfer, and  the balance is 
remitted  to  the  client. In a contingency fee situation, lawyers must  be 
careful not to  charge a  percentage  fee on  amounts specifically agreed 
upon as  costs. 

Comprehensive  Exercises 

1. Using the information  about  the  computer  loan  in  Chapter 1, Exercise 
A(3), calculate the interest  payments, paid at  the  end of each month,  and 
show  that  the interest cost agrees with the  Income  Statement in Figure  1-2. 

2. Design a checklist of personal  income.  Include  unusual  items that would  be 
important  to a  person who derived income  from  them. 

3. Design an assets checklist for a family law client. Separate the family from 
the personal assets. 
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ABA Rules 

CLIENT-LAWYER RELATIONSHIP 

RULE 1.5 

Fees 
(a) A lawyer’s  fee shall be reasonable. 

The factors to be considered in  determining 
the reasonableness of a fee include the fol- 
lowing: 

(1) the time  and labor required, the 
novelty and difficulty of the questions 
involved, and  the skill requisite to per- 
form the legal  service properly; 

(2) the likelihood, if apparent  to 
the client, that  the acceptance of the 
particular  employment will preclude 
other  employment by the lawyer; 

(3) the fee customarily charged in 
the locality for similar legal  services; 

(4) the  amount involved and  the 
results obtained; 

(5) the  time limitations imposed by 
the client or by the circumstances; 

(6 )  the  nature  and length of the 
professional relationship  with the cli- 
ent; 

(7) the experience, reputation, and 
ability of the lawyer or lawyers perform- 
ing  the services; and 

(8) whether  the fee is fixed or  con- 
tingent. 
(b) When  the lawyer has not regularly 

represented the client, the basis or rate of 
the fee shall be communicated  to  the client, 
preferably in writing, before or within  a rea- 

sonable time after commencing the repre- 
sentation. 

(c) A fee may be contingent on  the out- 
come of the  matter for which  the service  is 
rendered, except in  a  matter  in  which  a 
contingent fee  is prohibited by paragraph 
(d) or other law. A contingent fee agreement 
shall be in  writing and shall state the 
method by which  the fee is to be deter- 
mined,  including the percentage or percent- 
ages that shall accrue to  the lawyer in  the 
event of settlement,  trial  or  appeal, litiga- 
tion  and  other  expenses to be  deducted 
from the recovery, and  whether  such ex- 
penses  are to be deducted before  or  after 
the  contingent fee is calculated.  Upon 
conclusion of a contingent fee matter, the 
lawyer shall  provide the client  with  a  writ- 
ten  statement  stating  the  outcome of the 
matter  and, if there is a recovery, showing 
the  remittance  to  the  client  and  the 
method of its  determination. 

(d) A lawyer shall not  enter  into  an ar- 
rangement for, charge, or collect: 

(1) any fee in  a domestic relations 
matter, the payment or amount of which 
is contingent  upon the securing of a di- 
vorce or upon the  amount of alimony or 
support, or property settlement in lieu 
thereof; or 

(2) a  contingent fee  for representing 
a defendant in a criminal case. 
(e) A division of a fee between lawyers 

who are not in the same firm may be made 
only if: 

A- 1 
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(1) the division is in proportion to 
the services performed by each lawyer 
or,  by written agreement with the cli- 
ent, each lawyer  assumes joint responsi- 
bility  for the representation; 

(2) the client is advised of and does 
not object to  the participation of all the 
lawyers involved; and 

(3) the  total fee  is  reasonable. 

RULE 1.7 

Conflict of Interest: General Rule 
(a) A lawyer shall not represent a client 

if the representation of that client will  be 
directly adverse to another client, unless: 

(1) the lawyer  reasonably  believes 
the representation will not adversely  af- 
fect the relationship with the other cli- 
ent;  and 

(2) each client consents after con- 
sultation. 
@) A lawyer shall not represent a client 

if the representation of that client  may  be 
materially  limited  by the lawyer’s responsibili- 
ties to another client  or to  a third person,  or 
by the lawyer’s own  interests,  unless: 

(1) the lawyer  reasonably  believes 
the representation will not be  adversely 
affected; and 

(2) the client consents after con- 
sultation. When representation of mul- 
tiple clients in a single matter is 
undertaken, the consultation shall in- 
clude explanation of the implications 
of the  common representation and the 
advantages and risks involved. 

RULE 1.15 

Safekeeping Property 
(a) A lawyer shall  hold  property of cli- 

ents or third persons that is in a lawyer’s pos- 
session in connection with a representation 

separate from the lawyer’s own property. 
Funds shall be  kept in a separate account 
maintained in  the state where the lawyer‘s 
office  is situated, or elsewhere with the con- 
sent of the client or third person. Other 
property shall be identified as such and ap- 
propriately safeguarded. Complete records 
of such account  funds  and  other property 
shall be  kept  by the lawyer and shall be pre- 
served  for a period of (five  years)  after ter- 
mination of the representation. 

(b) Upon receiving funds or other 
property in which a client or third person 
has an interest, a lawyer shall promptly no- 
tify the client or third person. Except  as 
stated in this rule or otherwise permitted by 
law or by agreement with the client, a law- 
yer shall promptly deliver to  the client or 
third person any  funds or other property 
that  the client or third person is entitled to 
receive and,  upon request by the client or 
third person, shall promptly render a full 
accounting regarding such property. 

(c) When  in the course of repre- 
sentation a lawyer is in possession of prop- 
erty in which both the lawyer and  another 
person claim interests, the property shall be 
kept separate by the lawyer until there is an 
accounting and severance of their interests. 
If a dispute arises concerning their respec- 
tive interests, the portion  in dispute shall be 
kept separate by the lawyer until the dis- 
pute is resolved. 

LAW FIRMS AND ASSOCIATIONS 

RULE 5.1 

Responsibilities  of  a Partner or 
Supervisory Lawyer 

(a) A partner  in a law firm shall make 
reasonable  efforts to  ensure  that  the firm 
has  in effect measures  giving  reasonable 



assurance that all  lawyers in  the firm con- 
form to  the Rules  of Professional Conduct. 

(b) A lawyer having direct supervisory 
authority over another lawyer shall make 
reasonable  efforts to ensure that  the other 
lawyer  conforms to  the Rules  of  Professional 
Conduct. 

(c) A lawyer shall be responsible  for an- 
other lawyer’s violation of the Rules  of  Pro- 
fessional Conduct if: 

(1) the lawyer  orders  or, with 
knowledge of the specific conduct, rati- 
fies the  conduct involved; or 

(2) the lawyer  is a partner in  the 
law  firm in which the other lawyer 
practices,  or  has  direct  supervisory 
authority over the other lawyer, and 
knows of the conduct at a time when its 
consequences can be  avoided  or  miti- 
gated but fails to take  reasonable  remedial 
action. 

RULE 5.3 

Responsibilities Regarding Nonlawyer 
Assistants 

With respect to  a nonlawyer employed or 
retained by  or  associated with a lawyer: 

(a)  a partner in a law  firm shall make 
reasonable efforts to ensure that  the firm 
has in effect  measures  giving  reasonable  as- 
surance that  the person’s conduct is com- 
patible with the professional obligations of 
the lawyer; 

(b) a lawyer having direct supervisory 
authority over the nonlawyer shall make 
reasonable  efforts to ensure that  the per- 
son’s conduct is compatible with the profes- 
sional obligations of the lawyer; and 

(c) a lawyer shall be responsible  for 
conduct of such a person that would  be a 
violation of the Rules  of Professional Con- 
duct if engaged in by a lawyer if: 
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(1) the lawyer orders or, with the 
knowledge of the specific conduct, rati- 
fies the conduct involved; or 

(2) the lawyer  is a  partner  in  the 
law  firm in which the person is em- 
ployed,  or has direct  supervisory 
authority over the person, and knows of 
the conduct at a time when its conse- 
quences can be avoided or mitigated but 
fails to take reasonable  remedial action. 

RULE 5.4 

Professional Independence  of  a  Lawyer 
(a) A lawyer or law  firm shall not share 

(1) an agreement by a lawyer with 
the lawyer’s firm, partner, or  associate 
may provide for the payment of money, 
over a reasonable  period of time after 
the lawyer’s death, to  the lawyer’s estate 
or to  one or more specified  persons; 

(2) a lawyer who purchases the 
practice of a deceased,  disabled  or  disap- 
peared  lawyer  may, pursuant to  the pro- 
visions of  Rule 1.17, pay to  the estate or 
other representative of that lawyer the 
agreed-upon purchase price; and 

(3) a lawyer or law  firm  may in- 
clude nonlawyer  employees in a compen- 
sation or retirement  plan,  even though 
the plan is based in whole  or  in  part on  a 
profit-sharing  arrangement. 
(b) A lawyer shall not form a partner- 

ship with a nonlawyer if any of the activi- 
ties of the partnership consist of the 
practice of law. 

(c) A lawyer shall not permit a person 
who recommends, employs, or pays the 
lawyer to render legal  services  for another 
to direct  or regulate the lawyer’s  profes- 
sional judgment in rendering such  legal 
services. 

legal  fees with a non-lawyer,  except that: 
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(d) A lawyer shall not practice with or 
in the form of a professional corporation or 
association authorized to practice law  for a 
profit,  if: 

(1) a nonlawyer owns any interest 
therein, except that  a fiduciary  repre- 
sentative of the estate of a lawyer  may 
hold the stock or interest of the lawyer 
for a reasonable time during administra- 
tion; 

(2) a nonlawyer is a corporate di- 
rector or officer  thereof; or 

(3) a nonlawyer has the right to di- 
rect  or control the professional  judg- 
ment of a lawyer. 

PUBLIC SERVICE 

RULE 6.1 

Voluntary Pro Bono Publico Service 
A lawyer should aspire to render at least 
(50) hours of pro bono publico legal  services 
per  year. In fulfilling this responsibility, the 
lawyer should: 

(a) provide a substantial majority of the 
(50) hours of legal  services without fee or 
expectation of fee to: 

(1) persons of limited means or 
(2) charitable, religious,  civic, com- 

munity, governmental and educational 
organizations in matters which are de- 
signed  primarily to address the needs of 
persons of limited means; and 
(b) provide any additional services 

(1) delivery of legal  services at no 
fee or substantially reduced  fee to indi- 
viduals,  groups  or organizations seeking 
to secure or protect civil  rights,  civil lib- 
erties or public rights, or charitable, re- 
ligious,  civic, community, governmental 

through: 

and educational  organizations in matters 
in furtherance of their organizational 
purposes, where the payment of stand- 
ard legal  fees would significantly de- 
plete the organization‘s economic 
resources  or  would  be otherwise inap- 
propriate; 

(2) delivery of legal  services at a 
substantially reduced  fee to persons of 
limited means;  or 

(3) participation in activities for 
improving the law, the legal  system or 
the legal  profession. 

In addition, a lawyer should voluntarily 
contribute financial support to 
organizations that provide legal  services to 
persons of limited means. 

INFORMATION ABOUT LEGAL 
SERVICES 

RULE 7.1 

Communications Concerning a Lawyer’s 
Services 

A lawyer  shall not make a false or misleading 
communication about  the lawyer or the 
lawyer’s  services. A communication is  false 
or misleading if it: 

(a) contains  a material misrepresenta- 
tion of fact or law, or omits a fact  necessary 
to make the statement considered  as a 
whole not materially misleading; 

(b) is  likely to create an unjustified ex- 
pectation about results the lawyer can 
achieve,  or states or implies that  the lawyer 
can achieve results by means that violate 
the Rules  of Professional Conduct or other 
law; or 

(c) compares the lawyer’s  services with 
other lawyers’  services,  unless the compari- 
son can be  factually substantiated. 



RULE 7.2 

Advertising 
(a) Subject to  the requirements of  Rules 

7.1 and 7.3, a lawyer may advertise services 
through public media, such as a  telephone 
directory, legal directory, newspaper or 
other periodical, outdoor advertising, radio 
or television, or through written or recorded 
communication. 

(b) A copy or recording of an advertise- 
ment or written  communication  shall be 
kept for two years after its last dissemina- 
tion along  with  a record of when  and where 
it was used. 

(c) A lawyer shall not give anything of 
value to a person for recommending the 
lawyer‘s  services, except that a lawyer may 

(1) pay the reasonable costs of ad- 
vertising or written  communication per- 
mitted by this Rule; 

(2) pay the usual charges of a not- 
for-profit lawyer referral service or legal 
service organization; and 

(3) pay for a law practice in accord- 
ance  with Rule 1.17. 
(d) Any communication  made  pursu- 

ant  to this rule shall include the  name of at 
least one lawyer responsible for its content. 

RULE 7.3 

Direct Contact  with Prospective Clients 

(a) A lawyer shall not by in-person or 
live telephone  contact solicit professional 
employment  from  a prospective client  with 
whom  the lawyer has no family or prior 
professional relationship  when  a significant 
motive for the lawyer’s doing so is the law- 
yer’s pecuniary  gain. 

(b) A lawyer shall not solicit profes- 
sional employment from a prospective client 
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by written  or  recorded  communication  or 
by in-person or telephone  contact even 
when  not  otherwise  prohibited by para- 
graph  (a), if: 

(1) the prospective client  has  made 
known  to  the lawyer a desire not  to be 
solicited by the lawyer; or 

(2) the solicitation involves coer- 
cion, duress or harassment. 
(c) Every written  or recorded communi- 

cation from a lawyer soliciting professional 
employment  from  a prospective client 
known  to be in  need of legal  services in a 
particular  matter, and  with  whom  the law- 
yer has no family or prior professional rela- 
tionship, shall include the words 
“Advertising Material” on  the outside  enve- 
lope and  at  the beginning and  ending of 
any recorded communication. 

(d)  Notwithstanding  the  prohibitions 
in paragraph (a), a lawyer may participate 
with  a prepaid or group legal service plan 
operated by an organization not owned or 
directed by the lawyer which uses in-person 
or telephone  contact  to solicit memberships 
or subscriptions for the plan from persons 
who are not  known  to need legal  services in 
a particular matter covered by the plan. 

RULE 7.4 

Communication of Fields of Practice 
A lawyer may communicate  the fact 

that  the lawyer does or does not practice in 
particular fields of law. A lawyer shall not 
state or imply that  the lawyer  is a specialist 
except as  follows: 

(a)  a lawyer admitted  to engage in pat- 
ent practice before the United States Patent 
and Trademark Office may use the designa- 
tion “Patent  Attorney” or a substantially 
similar designation; 



A-6 ABA RULES 

(b) a lawyer  engaged in Admiralty  prac- 
tice  may  use the designation  “Admiralty,” 
“Proctor in Admiralty”  or a substantially  simi- 
lar designation; and 

(c)  [for jurisdictions where there is a 
regulatory authority granting certification 
or approving organizations that grant certi- 
fication] a lawyer may communicate the 
fact that  the lawyer has been  certified as a 
specialist in a field of  law  by a named or- 
ganization or authority  but only if: 

(1) such certification is granted by 
the appropriate regulatory authority or 
by an organization which has been ap- 
proved by the appropriate regulatory 
authority to grant such certification; or 

(2) such certification is granted by 
an organization that has not yet  been 
approved by, or has been denied the ap- 
proval available from, the appropriate 
regulatory authority, and the absence or 
denial of approval is  clearly stated in 
the  communication,  and  in  any adver- 
tising subject to Rule  7.2, such state- 
ment appears in  the same sentence that 
communicates the certification. 
(c)  [for jurisdictions where there is no 

procedure either for certification of special- 
ties  or  for approval of organizations grant- 
ing certification] a lawyer  may 
communicate the fact that  the lawyer has 
been certified as a specialist in a field of law 
by a  named organization, provided that  the 

communication clearly states that  there is 
no procedure in this jurisdiction for approv- 
ing certifying organizations. 

RULE 7.5 

Firm Names  and Letterheads 
(a) A lawyer shall not use a firm name, 

letterhead or other professional designation 
that violates Rule 7.1 A trade name may be 
used  by a lawyer in private practice if it does 
not imply a  connection with a government 
agency or with a public or charitable legal 
services organization and is not otherwise 
in violation of  Rule 7.1. 

(b) A law  firm with offices in more 
than one jurisdiction may  use the same 
name  in each jurisdiction, but identification 
of the lawyers in  an office of the firm shall 
indicate the jurisdictional limitations on 
those  not licensed to practice in the juris- 
diction where the office  is located. 

(c)  The name of a lawyer holding a 
public  office shall not be  used in  the name 
of a law firm,  or in  communications on its 
behalf, during any substantial period in 
which the lawyer is not actively and regu- 
larly practicing with the firm. 

(d) Lawyers may state or imply that 
they practice in a partnership or other or- 
ganization only when that is the fact. 
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IRS Form 8300 
8300 Report of Cash Payments Over $10,000 

Received in a Trade or Business FDrm 

(Rcy. rugus1 19941 

mwlmnl el t h  T...W 
b Sae Instructions for dsflnltlon of cash. 

OM0 NO 1545.0892 

yllwn* R m n u  SN. PIeaaa Inm or pnnl. 
1 Check  approprtate  boxes il: a 0 amends prlor report: b 0 SUS~ICIOUS transaction. 

2 I I  more  than  one  lndlvldual IS Involved. see instructions and  check here , .. 0 
3 Last name I 4 Flrst  name I 5 M.I. I 6 Social security  number 

Identity of lndivlduai From Whom  the  Cash  Was  Recewed 

I I I I  
7 Address  (number,  street.  and  apt.  or  suite no.) 1 8 Date 01 blrlh (see Instructions) 

I I I 
9 City 

14 Method used to verify  Identity: a Describe ulentification .......................................................................... 

13 Occupation, profession, or  busmess 12 Country  (if not U.S.) 11 ZIP code 10 State 

b Issued by c  Number 

15 If thls  transaction  was conducted on  behalf of more  than  one  person,  see instructions and  check  here 
16 Indlvldual's last name or Organlzallon's name 19 Soclal  security  number 18 M.I. 17 Flrst  name 

Person (See Definitions) on Whose  Behalf  Thts  Transaction  Was  Conducted 
.. 0 

20 Dolng  buslness as  (DBA)  name (see mstructions) 1 . 1  
Employer  ldentilcatlon  number 

21 Alien Identification: a  Describe Identifcation ? ........................................................ 
b Issued by c  Number I 

22 Address  (number,  streat. and apt. or suite no.) 

27 Country  (it not U.S.) 26 ZIP code 25 State 24 City 

23 Occupation.  prolesston,  or  busmess 

" - .  
28 Date cash  recelved 31 Total  prlce if dtflerent from 30 ll cash  was  recetved In 29 Total  cash  recelved 

more  than one payment item 29 

1 . 1 '  s ,m check  here i o  
32 Amount of cash  recelved (In U.S. dollar  equwalent)  (see  mnstructions): 

.oo 

e U.S. currency $ (Amount In $100 bills or  hlgher S .oo ) 
b  Forelgn  currency 
c  Cashter's  check@) 
d Money  order(s) :;; ] ............................................................................................... 
e Bank draft@) ............................................................................................... 
1 Traveler's  check($ 

33 Type of transaction 34 Specillc  descrtption of properly  or  servlce  shown  In 33. 
a 0 personal properly purchased f 0 debt obligations pald 
b 0 real properly purchased  g 0 exchange of cash .................................................. 
c 0 personal  servlces provlded h 0 escrow  or trust funds ..................................................... 
d 0 busmess  servlces provlded i 0 other  (specify) b 
e 0 lntanglble properly purchased 

.OO (Country b ) 

.oo Issuer's  name@)  and  senal  number(s) 01 the  monetary  Instrument(s) W ............ 

.oo 

(Give  serlal  or  reglstration  number, address. etc.) 

..................................................... 
Business  That  Received  Cash 

35 Name of buslness  that  recelved cash 

42 Under  penalties of perjury, I declare that to the b e s t  of my knowledge  the information I have furnished above 1s true, correct, 

41 Nature of your busmess 40 ZIP  code 39 Slate 38 City 

Social security  number 37 Address  (number,  street. and apt.  or  suite no.) 

36 Employer  ldentilicalion  number 

Sign 
Here 0 

I 

1 . 1  ' 

and  complete. 

(Authonzed  slgnatura of busmess  that (Title) (Date signed) (Telephone number 
recevved cash) 01 busmess) 

C.1. NO. 61133s F o r m  8300 (Rev. 8-94) 
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Form 8300 (Rev. 8-94 P q c  2 

(Complete applicable parts below if box 2 or 75 on page 1 IS checked) 
Multiple Parties 

Continued-Complete if box 2 on page 1 is checked 

3 Last  name I 4 First  name I 5 M.I. I 6 Soclal security number 
I . .  1 .  

1 . 1 .  
7 Address  (number,  street,  and  apt. or suite no.) 

13 Occupation,  professlon.  or  busmess 12 Country  (if not US.) 11 ZIP code 9 City 10 State 

8 Date 01 blah (see Instructions) 

1 . 1  I I 
14 Method used to verify  Identity:  a  Describe Identification b ......................................................................... 

3 Last  name 

13 Occupation.  professlon. or busmess 12 Country (if not U.S.) 11 ZIP code 10 State 9 City 

7 Address  (number,  street,  and  apt. or suite  no.) 

6 Soclal security number 5 M.I. 4 First  name 

14 Method used to verify  Identity: a Describe Identification b ......................................................................... 

. . .  . .  . .  
8 Date of blrlh (see Instructions) 

I Z I '  

b Issued by c Number 

Continued-Complete if box 15 on page 1 is checked 

16 Indlvldual's last name  or  Organlzalion's  name 17 First  name 18 M.I. 19 Soclal  security  number 

20 Dolng  busmess  as  (DBA)  name (see Instructions) . .  I .  

b Issued  by c Number I : I .  . . .  
22 Address  (number,  street,  and  apt.  or  suite  no.) 

27 Country  (if not U.S.) 26 ZIP code 25 State 24 City 

23 Occupation.  professlon.  or  busmess 
. .  

16 Indivldual's last name  or  Organlzalion's  name 17 First  name 18 M.I.  19 Social security number 

20 Dong buslness  as  (DBA)  name  (see  Instructions) . .  
Employer  ldentificalion  number 

* . .  

21 Alien  Identification: a Describe 1dW"cation ? 
- 

.................................................................................. 
b Issued by  c  Number . . . . . .  

22 Address  (number,  street.  and  apt. or suite no.) 

27 Country (if not U.S.) 26 ZIP code 25 State 24 City 

23 Occupation.  professton.  or  busmess 



Item You Should Note 
The term "cash" Includes cashler's 
checks, bank drafts. traveler's checks, 
and money orders under certaln 
clrcumstances. See  the Definitions 
sectton 01 these mstructlons and 
Regulatlons sectlon 1.60501-1 for more 
detalls. 

General Instructions 
Who Must File.-Each person engaged 
In a trade or buslness who,  durmg that 
trade or buslness. recelves  more than 
$10,000 In cash In one transactlon or 
two or more related transactlons. must 
Me Form 8300. Any transactlons 
conducted between a payer (or 11s 
agent) and the reclplent In a 24-hour 

Transactlons  are consldered related even 
perlod are related transactlons. 

11 they occur over a perlod of more than 
24 hours 11 lhe reclplent knows, or has 

one of a serles of connected 
reason to know, that each transactlon IS 

transactlons Ths form may be flled 
voluntardy for any SUS~ICIOUS transactlon 
(see Definitions), even If 11 does not 
exceed $10,000. 
Exceptions.-Cash IS not requlred to be 
reported 11 it IS recewed: 
e By a flnanclal Instltutlon requlred to 
flle Form 4789,  Currency  Transactlon 
Report. 
e By a caslno requlred to flle (or  exempt 
from l h g )  Form 8362. Currency 
Transactton Report by Caslnos. (except 
for  cash recelved In nongamlng 
businesses). 
e By  an  agent who recelves  the cash 
lrom a prmclpal. il the  agent uses all of 
the  cash wlthln 15  days  In a second 
transactlon that IS reportable on F,orm 
8300 or on Form 4789.  and discloses all 
the lnformatlon necessary to complete 
Part II 01 Form 8300 or Form 4789 to 
the reclplent of the  cash  In the second 
transactlon. 
e In a transactlon that occurs entwely 
outslde the United States.  See Pub. 
1544. Reportlhg Cash  Payments Over 
$10,000 (Recelved In a Trade  or 
Busmess). regarding transactions 
occurring In Puerto R~co. the  Vlrgm 
Islands.  and territorles and possesslons 
of the Untted States. 
e In a transactlon that IS not in the 
course 01 a person's  trade or busmess. 
When and Where To  File.-Flle Form 
8300 by the 15th day after the date the 
cash was received. If that date falls on a 
Saturday.  Sunday.  or  legal  hohday. you 
may  tlle  the form on the  next busmess 
day.  Flle  the form with (he Internal 
Revenue Sewce. Detrolt Computlng 
Center. P.O. Box  32621, Detrolt. MI 
48232. or hand carry 11 to your local IRS 
ofice. Keep a copy 01 each Form 8300 
for 5 years from the  date you Me 11. 

~~ 

Statement To Be Provided.-You must 
provlde a wrltten statement to each 

on or before January 31 of the  year 
person named In a requlred Form 8300 

following the  calendar year In whch the 
cash IS recelved. The  statement must 
show  the name and address of the 
busmess.  the total amount 01 reportable 
cash recelved, and that the Informallon 
was lurnlshed to the IRS. Keep a copy 
of the statemenl for your records. 
Multiple Payments.-If you recelve 
more than one cash payment on a slngle 
lransactlon or on related transactlons. 
you must report the multlple payments 
any tlme you recelve a total amount In 
cash payments that exceeds  $10,000 
wlthfn any 12-month pernod. Report the 
amount recelved withm  15  days of the 
date you recelve  the  payment that 
causes the total amount to exceed 
$10,000. (It more than  one  report IS 
requlred wlthln 15  days, you may flle a 
combmed report. Flle  the comblned 
report no later than the  date  the  earhest 
report. 11 Inled separately. would be 
requlred to be flled ) 
Taxpayer Identification Number 

correcl TIN of the person or persons 
(TIN).-You  are requlred to furnish the 

from whom you recelve lhe cash and the 
person or persons on  whose behalf the 
transactlon IS bemg conducted. 11 the 
transactlon IS belng conducted on behalf 
of another person or persons You may 
be subject to penaltles tor  an Incorrect 
or mlsslng TIN.  The  TIN for an lndlvldual 
IS the Individual's soclal security number. 

corporatlons. partnershlps. and estates. 
For olher persons, lncludlng 

(See  Pub.  1544  regardmg exceptions for 
11 IS the employer ldentlflcatlon number. 

lurnlshlng TINS of certaln nonresldent 
ahen lndlvlduals and forelgn 
organlzatlons.) 
Penalties-If you are requlred to llle a 
return. you may be subject to penaltles 
11 you fall to flle a correct  and complete 

the fallure was due to reasonable cause. 
return on tlme and you  cannot  show that 

You may  also be Subject to penaltres if 
you fail to lurnlsh a correct  and 
complete statement to each person 
named In a requlred report on tlme. 

$25,000)  may be Imposed 11 the lallure IS 
More severe penaltles (mlnlmum 

due to an lntentlonal dlsregard of the 
cash reporting requlremenls. In addltlon. 
penallles may  be  Imposed for causmg 
(or attemptlng to cause) a trade or 
busmess to fall to file a requlred report. 
for causlng (or attemptlng to cause) a 
trade or buslness to flle a requlred report 
contalnlng a maternal omlsslon or 
mlsstatement of fact. or lor structurmg 
(or attemptmg to structure) transactlons 
to avold the reportlng requlrements. 
These vlolatlons may  also  be subject to 
crmnal prosecutton whlch. upon 
convlctlon. may  result In lmprlsonment 
(up to 5 years) or hnes (up to $250.000 

for lndtvlduals and  $500.000 lor 
corporatlons) or both. 

Definit ions 

Cash.-The term "cash'' means  the 
lollowlng: 
e US. and  torelgn coln and currency 
recelved In any transactlon. 

A cashler's check, bank draft. 
traveler's check, or money order havlng 
a lace amount of not more than $10,000 
recelved In a Deslgnated  Reporting 
Transaction as dellned below,  or 
recelved In any transactlon In whlch the 
reclplent knows that such instrument IS 
belng used In an attempt to avold the 
reportmg of the transactlon under 
section 60501. 
Note: Cash  does not Include a check 
drawn on the payor's own account. such 
as a personal check.  regardless ol the 
amounr. 
Deslgnated  Reporting Transaction.-A 
retall sale (or the recelpl of lunds by a 

connection wlth a retall sale) of a 
broker  or  other lntermedlary In 

consumer durable. a collectible. or a 
travel or enlerlalnment acllvlty. 

Refad  sale.-Any  sale  (whether or not 
the sale IS for resale  or for any other 

or  busmess 11 that trade or busmess 
purpose) made In the course of a trade 

prlnclpally consists of maklng  sales to 
ultlmate consumers. 

Consumer durable -An Item of 
tanglble personal properly of a type 
sultable under  ordmary  usage lor 
personal consumptlon or use that can 
reasonably  be expected to be useful for 
at least 1 year under ordlnary  usage. 
and that has a sales price of more than 
$10.000. 

Collecbb1e.-Any  work of art. rug. 
antlque. metal. gem. stamp. or coln. 

Travel or enrertatnmenr acrwfy-An 
Item of travel or entertalnmenl that 

combmed sales prce of the  I!em and all 
pertalns to a slngle trlp or event 11 the 

other Items relatlng to the  same trlp or 
event  that are sold In the same 

exceeds $10,000. 
transactlon (or related transactlons) 

Excepttons.-A  cashier's check, bank 
draft. traveler's check, or money order IS 
not consldered to be recelved In a 
designated reportmg transactlon 11 11 
Constitutes the proceeds of a bank loan 
or 11 It IS recelved as a payment on 
cenaln promlssory notes. lnstallment 
sales contracts. or down payment plans. 
See Pub.  1544  for more Informatton. 
Person.-Includes  an Indwdual. a 
corporatlon. a partnershlp. a trust. an 
estate. an assoclatlon. or a company. 

cash. Each branch or  other unit 01 a 
Reclplen1.-The person recelvlng the 

a separate  reclplent  unless lhe branch 
person's trade or business IS consldered 
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recelvlng the cash (or a central offlce 
Ilnklng the branches) has  reason to 
know the ldentlty of payers makrng cash 
payments to other branches. 
Transaction.-Includes the purchase of 

debt, the  exchange of a negotiable 
property or servces. the payment of 

mstrumenl for cash, and the recelpt of 
cash to be held In escrow or trust. A 
slngle lransactlon may not be broken 
Into multlple transactions lo avold 

Suspicious Transaction.-The term 
repoillng 

transactlon In whch It appears that a 
'"SUS~ICIOUS transactlon" means a 

8300 not to be (!led.  or a false or 
person IS attemptmg to cause Form 

there IS an mdlcatlon of posslble illegal 
Incomplete form lo be flled. or where 

actlvlty. 

Specific Instructions 
Complete all pails. Sklp Part 11 11 the 
lndlvldual In Part I IS conductlng the 
transactton on hls or her behalf only. 
Item 1 . 4  you are amending a pr~or 

approprlate Items wlth the amended or 
report. check box la.  Complete the 

correct lnformatlon only. Complete all of 
Pail IV. Staple a copy of the orlglnal 
repoil to the amended report. 

transactlon (see Definitions). check box 
To voluntarlly report a SUS~ICIOUS 

may  also  telephone the local IRS 
1 b.  For a SUS~ICIOUS transactlon. you 

Crlmmal lnvestlgatlon Dlvlslon. If you do 
not know  the  number, please call 
toll-free 1-800-800-2877. 

Part I 

conducted the transactlon you are 
Item 2 . 4 1  two or more lndfvlduals 

reportmg. check  the box and complete 
Pail I on any  one of the Indlvlduals. 
Provlde the  same Information on the 
other Indlvldual(s) on the back of the 
form. If more  than  three lndtvlduals are 

on addltlonal sheets of paper and attach 
involved, provlde the same Information 

them lo thrs form. 

number of the lndlvldual named. See 
Item 6.--Enter the soclal securlty 

Taxpayer Identification  Number (TIN) 
above. 
Item &-Enter SIX numerals  for the date 
of blrth of the lndivldual named. For 
example. 11 the Indlvldual's blrth date IS 
July 6. 1960,  enter 07 06 60. 
Item 13.-Use fully descrlptlve terms 
such as plumber or attorney instead of 
nondescrtptlve terms such as merchant, 
busmessman.  or self-employed. 

Item 14.-You must verdy  the  name and 
address of the lndlvldual Idenllfled. 
Verlflcatlon must be made by 
exammatton of a document normally 
accepted as a means of Identhcatlon 
when  cashlng checks (for example. a 
drwer's Ihcense. passporl. or other 
offlclal document). In item 14a.  enter the 
type of document used lo verlfy  the 
Identlllcatlon. In Item 14b, ldentlty the 
tssuer of that document. In item 14c. 

example. 11 the indwdual has a Utah 
enter  the document's number. For 

drwer's Icense. enter "driver's Ihcense" In 
Item 14a. "Utah" In Item 14b.  and 11s 
number m Item 14c. 

Part I1 

conducted on behalf of more than  one 
Item 15-11 the transaction IS bemg 

person (for example. 11 the lndivldual In 
Part I IS buylng a vehlcle on behalf of 
two persons), check the box and 
complete Pail I1 on any  one of the 
persons. Provlde  the  same lnformatlon 
requested In Part I1 on the  other 
person(s) on (he back of the form. If 
more than  three persons are Involved. 

addlllonal sheets of paper  and attach 
provlde the same Information on 

them to th6 form. 
Items 16 Through 19.-lf  the person on 
whose  behalf  the transactlon was 
conducted is an Indwdual. complete 

Soclal  security number (SSN) In Item  19. 
Items 16, 17, and 18.  Enter  hls or her 

has an  employer ldentlflcatlon number 
If the  lndlvldual IS a sole proprietor and 

(€IN). enter both the SSN and EIN In 
Item 19. If the person IS an organnatlon. 

Item 19. 
put lts name In Item 16  and 11s EIN In 

organltatlon named In items 16 through 
Item 20.4 a sole proprietor or other 

18 IS dolng  busmess  under a name other 
than that  entered In Items  16-18.  enter 
the domg  busmess  as (DBA) name  here. 
Item 21.-11 the person IS not requlred 
lo  furnosh a TIN  (see Taxpayer 
Identification  Number (TIN)). complete 

the type of official document Issued to 
thls item.  Enter a general descrrplion of 

that person In Item 21a  (e.g.. 
"PaSSpOrt"). the country that  Issued  the 
document In Item 21b. and  the 
document's  number in Item 21c. 

Part 111 
Item 28.-Enter the date you  recelved 
the cash. If you recelved the  cash In 
more than  one payment, enter  the date 
You  recewed  the  payment  that caused 
the  comblned amount to exceed 
$10,000. Also. see Multiple Payments. 

Item 30.-Check  the box If the amount 

than one payment. e.g.. as tnstallment 
shown In Item 29  was recelved In more 

payments (see Multiple Payments) or 
payments on related transactlons. 
Item 31,"Enter the total puce of the 
properly, services. amount of cash 
exchanged, etc. (e.g , the total cost of a 
vehlcle purchased. cost of catering 

total prlce IS different from the  amount 
servlce. exchange of currency) if the 

shown In Item 29. 
Item 32,"Enter the  dollar  amount of 
each form of cash recelved (see  the 
deftnlhon of Cash). Show  amount of 
forergn  Items In U.S. dollars. (For 
cashlet's check, bank drafl, traveler's 
check, andlor money  order, provlde the 

number of  each Instrument.) The sum of 
name of the  Issuer and the  serlal 

the amounts must equal Item 29. 

that descrlbe the transactlon If the 
Item 33.-Check  the approprlate box(es) 

check box I and brlefly descrlbe 11 (e.g.. 
transactton IS not Speclfled In boxes a-h. 

car  lease,  boat  lease.  house  lease. 
alrcraft rental) 

Part IV 
Item JB.--Enter the  EIN of your 
busmess. Enter your SSN only If your 
busmess  has no EIN. 

busmess. Use descrtptlve terms 
Item 41.-Descrlbe  the  nature of your 

rather than nondescrlptwe terms 
(attorney. auto  dealer,  Jewelry  dealer) 

(busmess. store). 

Paperwork Reduction Act 
Notice 
The requested lnformatlon IS useful In 
crmnat. lax, and  regulatory 
mvestlgatlons, for Instance by dlrectlng 
the Federal  Government's altentlon to 
unusual or quesllonable transactlons. 
Trades  or  busmesses  are  requlred to 
provlde the Informallon under  26 U.S.C. 
60501. 

form wlll vary dependlng on  mdlvldual 
The tlme needed to complete thls 

c~rcumstances. The estimated average 

comments concernmg  the  accuracy of 
tlme IS 21 mlnutes. If you  have 

thls time estlmate or suggestions  for 
makmg thfs  form more smple. you can 
wrlle to both the Internal Revenue 
Servlce, Attention: Reports Clearance 
Offlcer PC:FP.  Washmgton.  DC  20224, 
and the Office of Management and 

(1545-0892). Washmgton.  DC 20503 DO 
Budget, Paperwork Reductlon Prolecl 

NOT send th6 form lo elther of these 
offlces. Instead. see When and Wheie 
To File on page 3. 



GLOSSARY 

ABA Model Rules  Rules governing professional 
conduct promulgated by the American Bar  Asso- 
ciation and  adopted  to some degree in most 
states. 
account An economically significant compo- 
nent of the entity’s operation. 

account ledgers A chronological listing of all 
transactions affecting an account; ledger. 

accounting equation Assets - liabilities = equity. 

accounting principle Rules and guidelines that 
promote accuracy and consistency of financial 
information. 

accounting transaction An economic event af- 
fecting the entity. 
accounts receivable  allowances  Amounts  recorded 
as being possibly uncollectible, which are  re- 
corded only as a temporary amount  and are not 
permanently removed from the accounts receiv- 
able balance. 

accrual method A system of preparing finan- 
cial information that reflects  all identifiable eco- 
nomic transactions as they occur. 
accrued interest Interest incurred but  not yet 
paid at  the effective date of the accrual. 

accumulation account An account reflecting 
only  the totals of special  journals, instead of 
each transaction. 

allowance for doubtful accounts The accepted 
account title for an accounts receivable  allow- 
ance. 

annuity A series of equal  periodic payments. 
In an ordinary annuity, payments are  received at 
the end of the period; in  an  annuity due, the 
payments are  received at  the beginning of the 
period. 

anticipated inflation The expected rate of de- 
crease in the value of money in  the figure,  usu- 
ally  expressed  as an  annual percentage. 

asset  Tangible property and intangible rights 
to resources under  the control of an entity, 
which arise from the economic activity of the 
entity  and provide ultimate future benefits to 
owners. 

associate  (lawyer) Lawyers who are  employees 
of the firm and  hold no equity. 
associated counsel Lawyer  of counsel. 

bad debts Amounts billed that are considered 
to be uncollectible and are removed perma- 
nently from the accounts receivable balance. 
balance sheet A classified  list of assets,  liabili- 
ties, and equity showing the financial situation 
of an organization at a specified point in time. 

balance sheet equation Assets = liabilities + eq- 
uity. 

bill A statement submitted to  a client or other 
party detailing the obligation to  the firm for 
services rendered and/or costs incurred in a legal 
representation. 
billing amendment A change or addition  to  a 
bill that has been issued. 
billing rate A value attached  to lawyers’ serv- 
ices,  usually an hourly rate. 

bonds A written promise,  secured  by  specific 
property, to pay a specified amount on a certain 
date, with or without interest payments before 
the due date. 
bookkeeping The accounting function con- 
cerned with establishing and  maintaining eco- 
nomic records. 

G-1 
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bring-forward Record a  future  date for atten- 
tion  to a specific matter,  usually  a  client-related 
matter; diarize. 

capital gain? Financial gain resulting  from the 
sale or  exchange of capital assets. 

capital  stock An amount of equity an owner is 
required to  maintain  in a  corporation to secure a 
specific portion of ownership. 

cash method A system of preparing  financial 
information  that reflects economic  transactions 
only  when  there is an exchange of money. 

chart of accounts  The complete  listing of gen- 
eral ledger accounts  and  their corresponding 
numbers  or  abbreviations, if any. 

check  digit A single  digit  added  at the  end of a 
numeric  sequence to ensure  that all numeric se- 
quences  are at least two digits different. 

clearing  account A balance  sheet  account  con- 
taining related transactions that regularly clear 
through  another  account. 

client A consumer of legal services provided by 
a law firm, whether or not compensated. 

client  accounts receivable ledger A subsidiary 
ledger listing bills and  payments on a  client file. 

client file A specific matter  undertaken by a 
lawyer on behalf of a  client (not a file folder). 

client  trust ledger A subsidiary ledger listing all 
trust  transactions for a client's funds  in  a  bank 
account. 

client WIP disbursement ledger A subsidiary 
ledger listing  unbilled  disbursements on a  client 
file. 

commingling?  The act of an agent, broker, at- 
torney,  or  trustee in mingling his own  property 
with that of his client,  customer,  or beneficiary. 

common stock?  Ordinary  capital stock in a 
corporation, the market  value of which is based 
upon  the  worth of the corporation. 

compound  interest  Interest calculated on the 
assumption  that  unpaid interest becomes part of 
the principal for the next  compounding  period. 

conflict of interest?  The existence of a vari- 
ance  between the interests of the parties in a fi- 
duciary relationship. 

conflict  search  The  investigation in a law 
firm's records to  ensure  that  the interests of a cli- 
ent will not present  a  conflict of interest for the 
firm. 

conservatism  principle  Where  there is a  ques- 
tion of the true value, the value reflecting the 
lowest reasonable value for assets and income. 

consistency principle  Congruity of accounting 
applications  between  accounting periods. 

constructive  trust? A trust,  created by opera- 
tion of law, that is declared against  a  person 
who, by fraud, duress, or abuse of confidence, 
has  obtained  or  holds legal title to property to 
which he  or  she has no moral  or  equitable  right. 

contingency fee An amount payable (usually 
but  not necessarily a  percentage of an award or 
settlement) by a  client subject to a desired out- 
come of a legal matter. 

control  account A general ledger or  memoran- 
dum  account  that controls  transactions through 
its related subsidiary ledgers. 

corporation? An artificial person,  existing  only 
in  the eyes of the law, to  whom a  state  or the 
federal government  has  granted  a  charter  to be- 
come  a legal entity,  separate  from  its  sharehold- 
ers, with  a  name of its  own,  under  which  its 
shareholders  can  act and  contract  and sue and 
be  sued. 

cost principle The  true value of financial  trans- 
actions is reflected by the actual  number of dol- 
lars exchanged  in the transaction. 

court-awarded fees An amount awarded  by  a 
court to a prevailing party to  be paid by the de- 
feated  party as a  contribution  toward the ex- 
pense of litigation. 

credit An entry  in  double-entry bookkeeping 
that decreases assets and/or expenses, andlor  in- 
creases liabilities, equity, and/or revenue. 

debentures Unsecured bonds. 



debit An entry in double-entry bookkeeping 
that increases  assets and/or expenses, and/or de- 
creases  liabilities,  equity, and/or revenue. 

detail account An account that always con- 
tains a record of each separate transaction affect- 
ing  the account. 

direct disbursement Separate  disbursements  paid 
by individual check and often in advance of re- 
ceiving the item or service. 

disbursement Payment for an item or  service 
by the firm on behalf of the client. 

dividend? A payment made by a corporation 
to its stockholders, either in cash (a cash  divi- 
dend),  in stock (a stock dividend), or out of sur- 
plus earnings. 

double-entry bookkeeping A system of record- 
ing financial transactions in which each transac- 
tion has an equal and opposite effect in two or 
more accounts. 

draw A sum of money advanced to a proprie- 
tor or partner in anticipation of distribution of 
related net income. 

earnings An individual owner‘s share of net in- 
come. 

economic entity A separately identifiable unit 
of material activity and substance. 

effective interest rate The true interest rate in  a 
compound interest calculation. 

endorsement A mark on  the back of a check 
that signifies that  the maker of the mark has re- 
ceived value for the check. 

equitable title? Title  recognized  as ownership 
in equity, even though  it is not legal title or mar- 
ketable title. 

equity The remaining value of an entity’s  as- 
sets after all obligations are met; net worth. 

expense account An approved reimbursement 
to personnel who purchase items and services on 
behalf of the firm  from their own funds. 

expenses Decreases in assets incurred in sup- 
porting or incidental to normal business  activity. 

GLOSSARY c-3 

express trust? A trust created by a direct or 
positive declaration of trust. 

fee advance An amount paid in advance to the 
firm and kept in its trust account for future ex- 
penses of the matter. 

fee allocation The apportionment of a firm’s 
billed fees between its lawyers. 

fiduciary relationship? A relationship between 
two persons in which one is obligated to act 
with the utmost good faith, honesty, and loyalty 
on behalf of the other. 

field of practice A classification of an area of 
legal  service. 

financial information Data  related to  the eco- 
nomic monetary events in  an organization accu- 
mulated and classified to  support decisions. 

financial statement A financial report in ac- 
cepted form; balance sheet, income statement, 
statement of retained earnings, cash statement. 

fiscal  year The period for which net income is 
distributed and taxed. 

fixed  fee An agreement for a client to pay a de- 
termined amount for a specified legal  service. 

future value The nominal value to which a se- 
ries of payments will  grow at  a given interest 
rate. 

gains Nonrecurring and unanticipated value 
received in excess of the recorded value on the 
disposition of assets;  increases in resources unre- 
lated to  the main activity of the firm. 

general bank account The firm’s operating 
bank account. 

general  ledger (G/L) The complete set of ledg- 
ers  for financial accounts. 

general partnership A normal partnership. 

general receipt Payment for deposit into  the 
firm’s  general account, usually payment for a cli- 
ent bill. 

generally  accepted accounting principles (GAAP) 
The set of principles adopted by professional  ac- 
counting bodies, industry, government, and edu- 
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cators providing guidelines for the preparation 
of financial information. 

going-concern concept The assumption that 
an  entity will continue  in  its current enterprise 
into  the indefinite  future. 

imputed  interest  rate  The rate of interest im- 
plicit in a calculation if all other variables are 
known. 

income The excess of total revenues over total 
expenses. 
income  statement A classified list of revenues, 
direct costs against revenues, operating expenses, 
and gains and losses showing the financial activ- 
ity  during  a specified period. 

income  statement  equation Revenue - ex- 
penses = income. 

initial  primary offering The first primary offer- 
ing of a public corporation. 

interest Amount charged by a lender to a bor- 
rower  for the use of money. 

interest rate The percentage of the principal to 
be charged as interest, usually expressed on an 
annual basis. 

interim bill A bill rendered by the firm before 
the client’s matter is concluded and  the file 
closed. 

internal controls A comprehensive set of 
methods, procedures, forms, and approval re- 
quirements  incorporated into  the accounting 
system to safeguard assets, prevent and detect er- 
rors, ensure policies are followed, and ensure the 
accuracy and reliability of accounting  data. 

internal disbursements Disbursements arising 
from a  combination of goods and services that 
are generated within the firm on behalf of a cli- 
ent. 

IOLTA Interest on Lawyers’ Trust  Account; a 
program run by a  state agency for collecting the 
interest from pooled trust accounts and directing 
the income toward publicly supported legal  serv- 
ices. 

joint  venture? Sometimes referred to as a  joint 
adventure; the relationship created when two or 
more persons combine  jointly in a business en- 
terprise with the understanding  that  they will 
share in  the profits or  losses and  that each will 
have a voice in its management. 

journal A complete record of a financial trans- 
action; a collection of related journal entries. 

journal  entry A complete record of a financial 
transaction. 

laundering  The unlawful concealment of the 
source of illegally obtained  funds to give an ap- 
pearance of legitimacy. 

lawyer of counsel A lawyer who contracts serv- 
ices to  a firm. 

legal administrator The senior staff member in 
a law firm who oversees organizational, person- 
nel, accounting,  and  support matters; law  office 
administrator. 

lending terms Conditions of the lending ar- 
rangement,  including interest rate, basis of inter- 
est calculation, timing, and  amount of 
payments. 

liabilities Obligations to pay a specific amount 
to  a person or entity. 

limitation  date A date  that limits or restricts 
when an  action  can  be taken-for example, the 
date by which a lawsuit must be initiated. 

limited partnership A limited  partnership  with 
(usually) one general partner  who is responsible 
for the management of the enterprise and whose 
liability is not limited to its  investment in  the 
partnership. Limited partners usually do  not be- 
come involved in  management of the enterprise, 
and their liability is limited to  the  amount of 
their investments. 

loss Nonrecurring and unanticipated decrease 
in assets. 

malpractice? The failure of a professional per- 
son to act with reasonable care; misconduct by a 
professional person in  the course of engaging in 
his profession. 



management information Data related to all 
economic events in  an organization accumulated 
and classified to support decisions. 

master profile A standardized arrangement of 
conventions that regulate the recording of data. 

matching principle The recording of corre- 
sponding revenues and expenses in  the same ac- 
counting period. 

materiality principle Disregarding  negligible 
differences and transactions as being not worth 
recording. 
memorandum ledger A ledger that is not part 
of regular financial transactions, but provides in- 
formation for anticipated or nonfinancial trans- 
actions; a list or schedule. 
modified accrual method A hybrid accounting 
method  that recognizes revenue when it is 
billed, instead of when  it is worked  (full  accrual) 
or collected  (cash method). 

mortgage? A pledge of real property to secure 
a debt. 
mortgagee? The person to whom a mortgage is 
made; the lender. 

mutual agency The responsibilities and duties 
owed between partners. 

net loss Equivalent to negative net income. 
nominal interest rate Stated rate of interest for 
a  lending arrangement. The nominal rate  may  or 
may not reflect the effective rate of borrowing. 

objectivity principle Dollars exchanged in  a fi- 
nancial transaction is the best measurement of 
the value of the transaction. 

partnership An unincorporated unlimited-li- 
ability business organization whose  purpose is to 
increase the wealth of two  or more professional 
practitioner-owners through  the provision of 
professional  services to the public. 
pegboard  system A manual accounting system 
using pressure-sensitive reproduction methods to 
record journals, ledgers, and subledgers concur- 
rently. 
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periodicity The somewhat arbitrary division of 
accounting information into periods. 

personal service corporation An incorporated 
limited-liability business organization whose 
purpose is to increase the wealth of its share- 
holders through the provision of professional 
services to  the public. 
petty cash A small amount of currency and 
coin kept in  the office to pay  for items that can 
only reasonably be paid in cash. 
pooled trust account A bank account designed 
to hold the funds of more than  one client. 
postdated A date on a check that is some time 
in  the future. 

posting Recording a  line from a journal in  a 
ledger. 
preferred  stock? Corporate stock that is enti- 
tled to a priority over other classes  of stock, usu- 
ally common stock, in distribution of the profits 
of the corporation (i.e., dividends) and  in distri- 
bution of the assets of the corporation in  the 
event of dissolution or liquidation. 

present value The dollar value of some 
amount(s) to be received in  the future, as though 
the amounts were  received  today. 

primary offering The  first presentation of a 
stock  issue to  the public. 

prime rate The rate charged by major financial 
institutions to their most creditworthy borrow- 
ers; the “risk-free”  rate. 

principal Initial or capital sum. 

private corporation? A close corporation or 
other privately held corporation, as distin- 
guished from a corporation whose stock is traded 
on a stock exchange. 
profit The excess of regular business revenues 
over their related  costs. 
proofing Scrutinizing a check to ensure that all 
necessary elements are present and correct. 
proprietorship An unincorporated unlimited- 
liability business organization whose purpose is 
to increase the wealth of a sole  professional  prac- 
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titioner-owner  through  the provision of profes- 
sional services to  the public. 

public  corporation? A corporation  whose 
stock is traded on a stock exchange,  as  opposed 
to  a closely held corporation. 

quantum  The  amount  of  monetary compensa- 
tion  sought or awarded. 

real interest Basic cost of deferral of consump- 
tion. 

realization  rate  The  percentage of time logged 
or billed in relation to  the corresponding 
amount collected. 

receipt allocation The  apportionment of a 
firm’s collected fees between  its lawyers. 

recording errors Errors in  the recording of an 
otherwise correct and timely  event. 

responsible lawyer The lawyer in a law firm 
who has  primary contact  with  the client and pri- 
mary  responsibility  for the conduct of a client’s 
matter. 

resulting  trust? A trust  created by operation of 
law in circumstances where one person becomes 
vested with legal title  but is obligated, as a  mat- 
ter of equity, to  hold  the title for the benefit of 
another person,  even though  there is no fraud 
and no declared intention  to  hold  the property 
in trust. 

retained  earnings  The  balance of income 
earned  in all previous accounting periods that 
has  not  been distributed to owners as dividends. 

retainer fees An amount paid by a  client to se- 
cure the availability of a lawyer, regardless of 
whether legal services are actually performed. 

revenue Increases in  the assets of a business re- 
sulting  from  its  normal  operation  and  certain 
other sources. 

revenue  recognition  principle Revenue is re- 
corded  in the financial data  when  the transac- 
tion is complete, the value is determinable, and 
the related costs can  be  matched. 

risk premium  Additional  compensation re- 
quired for a  lender to advance  funds to a  particu- 
lar borrower. 

securities? Certificates that represent  a  right to 
share in  the profits of a  company  or  in the distri- 
bution of its assets, or in a  debt owed by a  com- 
pany or by  the  government. 

separate  trust  account A trust bank  account 
designed to  hold  the  funds of only  one client, 
usually bearing  interest that becomes  part of the 
trust property. 

settlor?  The  creator of a  trust; the person who 
conveys or transfers property  to  another  (the 
trustee) to  hold  in trust for a  third  person  (the 
beneficiary). 

simple  interest  Interest  calculated as: principal 
x annual rate x years (or fractions of years) 

source deductions  Amounts  withheld  from an 
employee’s pay for remittance by the firm to a 
government agency. 

source document  The first complete record of 
a  transaction. 

special journals A collection of related journal 
entries used to simplify  recording  transactions in 
ledgers. 

stable-dollar  assumption  The  assumption that 
the value of a  dollar is constant over time. 

stale-dated A date on an uncertified  check that 
is older than six months. 

statement of cash flows A financial  state- 
ment  showing  the flow of cash within  a busi- 
ness. 

statement of retained  earnings A financial 
statement  showing  the activity of capital and re- 
tained  earnings  during  a  period. 

stock market? A market  where securities are 
bought  and sold. 

stop  payment An order by a drawer to  the 
drawee  bank to refuse payment of a  check when 
presented. 



subsidiary ledger One ledger in  a set of related 
ledgers, which in aggregate correspond to a con- 
trol account; subledger. 

substantive errors Incorrect or untimely ac- 
counting events. 

summary invoice An invoice from a supplier 
of client disbursements, normally listing dis- 
bursements for  several  files. 

synoptic A combination journal and ledger, 
usually  for a bank or petty cash account. 

term loan A loan for a definite period, often 
specifying the frequency and  amount of pay- 
ments. 

time data Original  records of time spent by 
lawyer and  other timekeepers. 

trial balance A periodic list of the balances of 
all of the general ledger accounts, where the to- 
tal of all debit balances is compared to  the total 
of all credit balances; a list  used in preparing fi- 
nancial statements. 

trust? A fiduciary relationship involving a 
trustee who holds trust property for the benefit 
or  use of a beneficiary. 

trust bank account ledgers A ledger  for an  in- 
dividual trust bank account. 

trustee? The person who holds the legal title 
to trust property for the benefit of the benefici- 
ary of the trust, with such powers and subject to 
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such duties as are imposed by the terms of the 
trust and the law. 

trust journal entry A reassignment of trust 
property between two  or more clients without a 
bank transaction. 

trust receipt  Funds  given to  the firm  for  safe- 
keeping. 

trust transfer Amounts transferred by the firm 
from a trust account to  the firm’s general  ac- 
count  to pay a client’s  bill. 

warrant? A certificate issued by a corporation 
evidencing the right of its holder to receive a 
specified number of shares of stock in the corpo- 
ration; i.e., a stock warrant or share warrant. 

widely  held corporation A corporation with 
no clear majority or influential stockholders. 

WIP disbursement deletion Removal  of an  un- 
billed disbursement from the client disburse- 
ment ledger. 

WIP time deletion The removal of a time re- 
cord  from a client ledger  before the record is 
billed. 

WIP time ledgers  Subsidiary  ledger  for un- 
billed (WIP) time on a client file. 

work-in-process (WIP) Legal services  already 
rendered, and disbursements already incurred by 
the firm, but  not yet  billed to the client. 
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ADDITIONAL MATERIALS AND RESOURCES 

For many readers, this  book will be  the first complete  introduction  to  the 
field of law office accounting,  but  it is far from  the last  word on the subject. Leg- 
islation and case law  are always changing,  and  everyone  working  in a law office 
(lawyers,  paralegals, and  support staff) realizes that  maintaining  current  informa- 
tion is a matter of survival.  Further study  and practical  experience will expand 
the perspective of individual readers in different  directions, and  there is some ex- 
cellent  material  available to them. 

The  following  suggestions  are  by no means  comprehensive,  and  inquisitive 
students of law office accounting will find  many  periodicals  and  reference lists in 
their local courthouse or university law library. The American Bar Association 
(ABA), state bars, and  state  bar  associations  regularly  publish  helpful  material on 
a  range of related  subjects. 

The Legal Profession 
The  legislation, rules, and regulations for all of the  states  in  which a  lawyer 

practices are  essential in  the law office. Most states  promulgate rules that gener- 
ally  follow the  model rules of the ABA, although  many  add  particular  wording  to 
conform  to  other  state legislation. Opinions  published in law reviews and bar 
publications  also clarify specific issues. 

If the  state  bar or bar  association  does not publish  notes  to  the  state rules, the 
ABA publication Annotated  Model  Rules  of Professional Corzduct (ABA, 1992) con- 
tains a wealth of commentary on the practical  usage and  purpose of such rules. 

The ABA distributes  a  wide  variety of useful  publications and  can  be  con- 
tacted  at: 

Service  Center,  American Bar Association 
750 North Lake  Shore  Drive 
Chicago, IL 6061 1 
(312) 988-6062 

Other  authoritative  and  comprehensive sources of practical guidance  include: 

Geoffrey C. Hazard, Jr. and W. William Hodes, The Law  oflawyer- 
ing (Law & Business, Inc., New York, 1990) 
Jonathan  Lynton, Terri Mick Lyndall, Legal Ethics  and Professional 
Responsibility (Delmar/LCP, 1994) 

M-l 



M-2 Additional Materials and Resources 

Accounting 
Junior  accounting staff should  have access to a solid introductory  accounting 

text for reference. Advanced staff with managerial responsibilities will find a 
management or cost accounting  text useful as well. These are available at public 
libraries and college bookstores. 

In  locations  where a user  (sales) tax is imposed on legal  services and disburse- 
ments, copies of the  taxing authority’s bulletins and regulations should be avail- 
able to everyone in  the office. 

Trust rules of state bars often  include  periodic  reporting  standards on trust ac- 
counts.  Sometimes  only the required documents are specified, and  the specific 
procedures must be inferred. All available guidelines should be kept on file for di- 
rection and reference. 

The firm’s CPA should be reminded to provide  relevant  changes and guide- 
lines to  the firm as they are adopted by the  accounting profession. 

Law Office  Management 
The Association of  Legal Administrators (ALA) provides a bimonthly maga- 

zine and  other reference materials to assist law office managers in specific areas 
such as office automation systems, human resources, and finance. Membership in 
the ALA is a benefit for all active firms. The ALA can be contacted  at: 

The Association of Legal  Administrators 
175 East Hawthorne  Parkway, Suite 325 
Vernon  Hills, IL 60061 

A useful guide to general law  office management is: 
(708) 816-1212 

Jonathan Lynton,  Donna  Masinter,  Terri Mick Lyndall, Law Ofice Man- 
agement for Paralegals (Delmar/LCP, 1992) 

Other  Materials from This  Author 
The  author is continually  producing related works in  this area including cus- 

tom course design, workbooks, foreign supplements  and  annual updates, brief 
guides for special areas (such as law firm collections, selecting the best accounting 
software, and  managing a bookkeeping practice for law firms), as well as manage- 
ment tools  including a firm-specific operations  manual.  Contact the  author 
through: 

LexSupport  Publishing  Inc. 
2nd Floor, 827 West Pender  Street 
Vancouver, B.C. V6C 3G8 
(604) 683-2584 
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A 
ABA Model  Rules,  40 
abbreviations 

service descriptions, 93-94 
time recording,  94 

account, 17 
accounting. See also business accounting; 

client-lawyer trust accounting 
accrual method of, 14, 122 
cash method of,  15-16, 122 
conventions of,  10-14 
information elements, 2-10 
internal controls, 33-35 
journals, 22-25 

accounting equation, 5 
accounting principles, 11 
accounting systems,  62-64 

automated systems,  66-68 
manual systems, 64-66 
system control, 69-70 

accounting transaction, 17 
account ledgers,  25-32 
accounts payable journal, 26 
accounts receivable 

adjustments, 179-186 
allowances,  185-186 
billing and productivity,  186-190 
client payments, 167-171 
collection activity,  177-179 
recording receipts, 171-1 76 

accrual journal, 25 

accrual method, 14, 122 
modified, 95 

accrued interest, 239 
accumulation account, 27, 29 
additional bills, 180 
advertising, 50-54 
alimony, 254 
allowance  for doubtful accounts, 185-186 
annuities, 241,  243 
anticipated inflation, 238 
assets, 6 

inventory of,  256 
personal, 255-256 

associated counsel, 84 
associate  (lawyer), 83 
attachment, 254-255 

B 
bad debts, 182-185 
bad debt write-off form, 184 
balance sheet, 3, 16 

elements of, 5-6 
balance sheet equation,  6 
bank deposit slip, 172 
bank reconciliation, 73-75 
bankruptcy,  257-264 
Bankruptcy  Code,  263 

bill, 6. See also client bills 
billing amendment allocations, 182 
billing amendments, 179-181 

priority of claims under, 264 

1-1 
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billing cycles, 15 1 
billing journals, 161-163 
billing rate, 96-97 
bonds, 240 
bookkeeping, 17 

errors in, 35 
bring-forward,  45 
budget report, time logged, 105 
budgets, 79 
business accounting 

capital structure and securities, 244-247 
financial statements, 247-249 

C 
capital gains,  246 
capital stock, 8 
cash management, 72-84 
cash method, 15-16, 122 
cash synoptic, 23-25 
chart of accounts, 27-28 
check  digits, 5 7 
check request form, direct disbursement, 

checks, 18-2 1 
119 

direct disbursement, 125-126 
dishonored, 176, 223-224 
trust, 224-230 

clearing account, 29 
client, 5 
client accounts receivable  ledger, 163 
client bills, 135 

billing journals, 161-163 
billing procedures,  148-155 
calculating, 155-159 
collection of,  177-179 
complete process  of, 164 

fee agreements, 136-142 
types of bills,  142-148 
WIP adjustments, 159-160 

client disbursement ledgers,  126-127 
client file,  54 

closing, 60-62 
maintaining, 59-60 
numbering systems,  56 

check digits in, 57 

client-lawyer relations, 47-54 
client-lawyer trust accounting, 193 

opening, 55-59 

basic  rules and concepts, 194-198 
internal trust records,  203-218 
trust bank accounts, 198-203 
trust checks,  224-230 
trust receipts, 218-224 
trust reports,  231-235 

client payment form, multiple files, 171 
client time ledgers,  99-102 
client time log, 101 
client trust ledger,  206-208 
client WIP 

disbursement ledger,  120, 127 
time ledger, 100 

collections,  177-179 
commingling, 5 
common stock,  245 
compound interest, 238 
confidentiality, 49-50 
conflict of interest, 47 
conflict search,  47 
conservatism principle, 13 
consistency principle, 12 
constructive trust, 195 

adjustments, 153-155 
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contingency fees, 138 
control  account, 27, 122 
copier  tracking  tape, 123 
corporation,  245 
cost principle, 13 
court  appointments,  141 
court-awarded costs, 267, 272 
court-awarded fees, 145, 148 
cover letter, bill, 156 
credit cards, 78 
credit  notes, 180-181 
creditors' claims, 263-264 
credits, 17-18 

D 
debentures,  240 
debits, 17-18 
detail  account, 29 
device-generated log, fax records, 116 
direct  disbursement checks, 125-126 
direct  disbursements,  114 
direct payment disbursements, 11 7-120 
disbursement codes, 121 
disbursement records, 112 

client  disbursement ledgers, 126-127 
disbursement journals, 120-126 
policies and controls, 128-129 
source documents, 113-120 
WIP disbursement  adjustments, 130-132 
WIP disbursement  summaries, 130 

disbursements, 6, 158-159 
dishonored checks, 176,223-224 
dividends, 246 
double-entry bookkeeping, 17 

draft bill request form, 152 
draw, 81 

E 
earnings, 10 
economic  entity, 4-5 
effective interest rate, 239 
endorsement,  19 
equitable title, 193 
equity, 8 
estates, 263, 265-271 
expense  account, 78 
expenses, 10 
express trust,  195 
external  trust  reports and reviews,  233-234 

F 
family law, 254 
fee 

adjustments and allocations, 157-158 
advance,  139 
agreements, 136-142 
allocation,  149 
splitting, 158 

fiduciary  account, 265-266 
fiduciary relationship, 47 
field of practice, 52-53 
final bills, 145, 147 
financial  information,  3 
financial  statements, 3,  247-249 
fiscal  year, 81 
fixed fees, 137 
foreign currency, 216-217 
full client ledger, 32 
future value, 242 
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G 
G M P  (generally accepted accounting 

principles), 13 
gains, 10 
garnishment, 254-255 
general bank account, 73 
general  ledger  (G/L), 27-30 

impacts of firm accounting records on, 65 
treatment of trusts, 205-206 

generally  accepted accounting principles, 13 

interest rate,  237 
interim bills,  143-144 
internal controls, 33-35 
internal disbursement journals, 123 
internal disbursements, 113-1 17 
internal trust records,  203-218 
IOLTA (Interest on Lawyers'  Trust 

Accounts), 199, 201 

J 
general partnership, 244-245 
general  practice,  51-52 
general  receipt  form with check  copy, 170 
general  receipts,  167-171 

allocating, 172, 174-176 
recording, 171-1 76 

joint venture, 245 
journal entry,  22 

journals, 22-25 
disbursement, 120-126 
time, 98-99 

correction of,  36 

going-concern concept, 11 

H 
hourly rate, 139, 144 

I 
imputed interest rate,  242 
income, 10 
income statement, 3,  9, 16 

elements of, 8-10 
income statement  equation, 8 
information reporting, 71-72 

billing and collections,  188-189 
trust reports,  231-235 

initial primary offering,  246 
insolvency, 25  7-264 
interest, 237 

L 
labor law,  252,  254 
laundering, 234-235 
law  office 

accounting systems, 62-72 
cash management, 72-84 
client file  systems, 54-62 
lawyer-client relations, 47-54 
structure of, 4047  

lawyer-client relations, 47-54 
lawyer of counsel, 84 
legal administrator, 42 
lending terms,  238 
liabilities, 6 
limitation date, 45 
limited partnership, 245 
loss, 10 
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M 
malpractice, 5 
management  information,  3 
manual log, long  distance charges, 115 
manual  trust ledger, 206 
master profile, 68 
matching principle, 12 
materiality  principle, 12 
memorandum ledger, 25 
modified accrual method, 95 
modified bills, 180 
mortgage, 249 
mortgagee, 249 
multipurpose  disbursement  form,  115 
mutual agency, 244 

N 
net loss, 10 
nominal interest rate, 237 
noncash  trust  property,  196 
nonlawyer employees, 84 
nonsufficient  funds,  176, 223-224 

0 
objectivity  principle, 13 

P 
partial bills, 143, 145-146 
partners,  8 1-82 
partnership, 4, 244 
pegboard system, 65 
pegboard  time slips, 92 
periodicity, 11 
personal assets, 255-257 

personal  income, 250-255 
personal  injury  client  expenses  form,  253 
personal service corporation,  4 
petty cash, 73,  75-77 

reconciliation, 77 
voucher, 76 

pooled trust  account,  198, 200 
postdated,  19 
posting, 25 
preferred stock, 247 
present value, 241-243 
primary offering, 246 
prime rate, 239 
principal,  237 
private  corporation,  246 
pro bono representations, 141-142 
productivity and realization reports, 190 
profit, 10 
promotion, 50-54 
proofing,  19 
proprietorship, 4, 244 
public  corporation, 246 

Q 
quantum, 237 

in torts, 252-253 

R 
real interest,  238 
realization rates, 188 
real property, 249-250 
real property transfer worksheet, 250 
receipt allocation,  172, 174-176 
receipt for cash payment,  168 
receipt journal with fee allocation, 173 
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reconciliations 
bank, 73-75 
petty cash, 77 
trust account, 232-233 

recording errors, 34-35,  213-214 
responsible  lawyer, 55 
resulting trust, 195 
retained earnings, 8 
retainer fees,  139-140 
revenue recognition, 95-97 
revenue recognition principle, 13 
revenues, 9 
risk premium, 238 

S 
schedule of assets,  268-269 
schedule of assets and liabilities,  258-262 
schedule of claims,  270-271 
securities,  244 
Securities and Exchange  Commission 

separate trust account, 199,  202-203 
service descriptions, 152-153 
settlor, 193 
shareholders, 82 
simple interest, 238 
source deductions, 81 
source document, 21-22 
special journals, 22,  26 
stable-dollar assumption, 11 
staff expense report, 79 
stale-dated, 19 
statement of cash flows, 247-248 
statement of retained earnings, 247 
statement of trust, 208 
stock market, 246 

(SEC), 246 

stop payment, 19 
subsidiary  ledgers,  30, 32 
substantive errors, 34-35, 215 
summary invoice, 11 3-1 14, 118 

disbursements, 11 7 
journals, 124-125 

synoptic, 23-25 

T 
taxes, on bills,  159 
term loan, 240 
third party agreements, 142 
time data, 87 
time journals, 98-99 
time records,  87 

data documentation, 89-92 
data entry, 97-102 
entry details, 93-94 
objectives of keeping,  88-89 
policies and controls, 102-104 
recording process, 103 
revenue recognition, 95-97 
WIP time adjustments, 105,  107-109 
WIP time reports and summaries, 104-106 

time reports, uses and selection criteria, 106 
timesheets, 89-90 
time slips,  89,  91-92 
time value of money,  237-241 
trial  balance, 29-3 1 
trust, 193 

accounting adjustments, 210-211 
accounting controls, 21 1 
bank account access, 2 1 1-2 13 
bank account ledgers,  203-205 
checks,  224-230 
constructive, 195 
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errors,  213-216 
express, 195 
money held in, 197 
noncash, 196 
pooled trust account, 198,200 
receipts,  218-224 
reports,  231-235 
resulting, 195 
separate trust account, 199,  202-203 
unclaimed funds, 217-218 

trust bank account reconciliation, 233 
trust check  request form, 226 
trust checks,  224-225 

check  requests,  225-226 
issuing,  227 
recording,  228-229 

trustee, 193 
trust journal entry, 207,  209-210 
trust receipt form, 221 
trust receipts,  218-219 

banking procedures,  222 
dishonored checks,  223-224 
documenting, 219-221 
recording,  222-223 

trust transfers,  229-230 
turnover ratios, 189 

U 
unclaimed trust funds, 217-218 

w 
warrants, 247 
widely  held corporation, 245 
WIP (work-in-process), 6 

bill adjustments, 159-160 
disbursement, 122 

adjustments, 130-132 
adjustments, deletions, 131-132 
summaries, 130 

report, 150 
time adjustments, 105, 154 

corrections, 107 
deletions, 108-109 

time ledgers, 87 
time reports and summaries, 104-106 



Special TIMESLIPS Offer! 
Order Brand New 

Timeslips"De1uxe  PersonalPlus 
and get Two FREE GIFTS! 

When you  buy new Timeslips Deluxe PersonalPlus, the #1 best- 
selling Time and Billing system, you'll get two free gifts!  You'll receive: 
Timeslips Accounting Link Deluxe (TAL) and a handy  reference  guide 
entitled Getting  the  Most From Timeslips It's a $100 value and it's 
yours  free  when you buy Timeslips Deluxe PersonalPlus. 

Timeslips Deluxe PersonalPlus, is a powerful  time  tracking  system 
which  helps you bill for  your  time quickly and accurately. Use it to 
track  every  second of your day. It's perfect for  anyone who bills for 
their  time. And when you  use the  free Accounting Link gift,  you can 
link it to over 30 popular  accounting  software  packages  for a complete, 
integrated  solution. 

Take advantage of this  special offer and let Timeslips Deluxe 
PersonalPlus help you make the most out of your  time. 
Timeslips turns  time  into money. 

Try Timeslips  Deluxe  PersonalPlus and get two fiee gifts... 

Tiieslips Accounting  Link (TAL) - Getting  the  Most  From Timeslips is 
The  powerful  linking  utility  which an information-packed  book  which 
lets your limeslips Deluxe  software helps you learn  tricks  and  tips  that 
communicate  with  popular  account- ' help you use Timeslips to it's fullest. 
ing  software. An $SO value - FREE! A $20 value - FREE! 

Call  today  and take advantage of this  limited-time  offer! 

Offer only valid if purchased directly fromTimeslips. Offer expires - December 30,1996. 



System  Requirements 

IBM  compatible  with 386 processoror  higher 
Windows 3.1 or  higher  with  DOS 3.3 or  higher 
4 mbytes  RAM 
One hard  disk  drive  with  at  least 12 mbytes  of  disk  space  available (1 5 mbytes  for full program) 
Monitors:  Hercules, EGA,  VGA,  SVGA  or higher 
Mouse  required 

Installation 

Place  disk 1 of  the  working  model in your A  or  B  drive.  From  the  Program  Managerwithin Windows,  select File then Run. 

TYPE: A:INSTALL or B:INSTALL 

CLICK: OK 

Follow  the  on-screen  instructions.  When  the  installation  is  complete,  a  program  group  entitled Timeslips Deluxe Working Modelwill 
be  created  with icons  entitled TSRepod, TSTimerand TSLayout.  Double-click on the icon  entitled TSRepoh 

After  you  complete  the  Guided  Tour  and/or  Tutorial,  you  are  encouraged  to  explore  parts  of  the  program  that  are  not  covered.  You 
can  find  out  more  about  any  feature  by  accessing  the  Help  system  that  is  provided  with Timeslips. The  Help  system  can be 
accessed  by  pressing [Fl], selecting  the Help button,  or  choosing  an  item  from  the Help menu. 

Starting Timeslips 

TSReport, TSTimer, and TSLayout can  be  loaded  from  the  Program  Manager  group  independently. To  begin, load Windows in the 
usual  manner  and  display  the Timeslips Deluxe program  group.  Run TSRepod. When  you  first  run  the Timeslips Deluxe Working 
Model,  the Guided  TourNavigatorwill  be  displayed.  (If  no Navigatoris displayed,  select  Navigatorfrom  the  Helpmenu.) To  begin 
the  Guided  Tour  or  the  Tutorial,  select  the  button  entitled Learn  Timeslips  Deluxe. You  will  be  presented  with five choices, 
described  below. 

DOUBLE CLICK: 

The  Overview 

Select  this  option to take  the  Guided  Tour,  which  will  quickly  show  you  the  many  features Timeslips has  to  offer,  explaining  exactly 
what  each  feature  means to you.  This  process  takes less than  twenty  minutes. 

The Tutorial 

The  Tutorial is  unique  because  it  allows  you  to  leam  the  program  at  your  own  pace,  without  holding  a  manual  at  your  side.  The 
exercises  of  the  Tutorial  will  be  displayed  on  your  screen,  providing  you  with  information  about  each  dialog’s  functions,  and  steps to 
perform to learn  how to use  the  program. 

Explore - Learning on your  own 

Some  software  users  prefer to  explore  a new  program  on  their  own,  without  performing a  set of  Tutorial  instructions. If you  like,  you 
may  blaze  your  own  trail,  exploring  the  functions  of  the  program  using  the  Tutorial  data  we’ve  prepared  for  you.  Each  time  you 
select a  button  on  the  Navigator,  additional  information  about  that  feature will be  displayed  along  with  the  dialog  opened  by  that 
button. 

Whichever  option  you  choose,  you’ll  come  away  with a  better  understanding  of Timeslips. These  procedures  may  be  used  as  often 
as  you  like,  and  are  particularly  useful in training new  staff. 

You  may  exit  out of the  Overviewor  Tutorialat  any  time by  clicking on  the Script Controlicon  located at  the  top  right  of  the  display, 
and  selecting Stop Script(or just  press [Ctrl-Break]). 


