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Important Notice

* This report has been produced for the Law Society. The Law Society has set the parameters of the research and
provided input throughout

* The conclusions and analysis have been produced independently by Deloitte

Text in blue indicates a stakeholder quote/opinion. Deloitte does not necessarily endorse or support these quotes
or opinions

* This report, and its associated analysis, has been carried out during May 2013 on the basis of Deloitte’s
understanding of the Ministry of Justice’s proposals for criminal legal aid reform as set out in its Consultation Paper
CP12/2013 Transforming legal aid: delivering a more credible and effiggstemThe analysis contained in this
report may not be applicable to modifications of the proposals

* The focus of this research has been the impact on current and potential market participants. As part of this
research, Deloitte has not held discussions with the Ministry of Justice on these reforms

* Any quantitative and qualitative analysis is based on the available evidence. Deloitte has not undertaken any
validation of the data provided to it from stakeholders and other third parties

* Any discussion on the expected profile of cost savings from different reform proposals are illustrative given the
time available and uncertainties over the timing of savings —and nothing contained in the report is intended to be
relied on by any third parties
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Executive summary

* The Ministry of Justice (MolJ) was given a target of reducing its budget by 15 per cent between 2010 and 2015 in the 2010
Comprehensive Spending Review. Media reports suggest that a further cut of 8-10 per cent is likely to be implemented in 2015

* Around a quarter of the MoJ’s budget is allocated to the Legal Aid Agency (LAA) which is responsible for civil and criminal legal aid. The
annual criminal legal aid budget in 2011 was around £1.1 billion

* The proposed reforms to legal aid by the MoJ seek to make annual savings of £220 million by 2018/19. This is through a number of
changes including amendments to the residency test, income thresholds, prison law and the introduction of price competitive
tendering (PCT) for criminal legal aid

* These reforms take place against a backdrop of the criminal legal aid market declining in volume — the British Crime Survey reports the
crime rate falling by nearly 4 per cent a year in England and Wales since 2007

* The fall in recorded crime and number of offences has reduced the demand for criminal court proceedings from 1.8 million in 2007 to
around 1.5 million in 2012

* Legal aid fees have declined in real terms since 1994, with PCT mandating a further 17.5 per cent reduction

* Taken together, the decline in fees and volume of business have put incumbent providers of criminal legal aid under increasing
pressure

* There are reported to be 1,600 incumbent providers of criminal legal aid operating in the market. Even the largest criminal legal aid
providers report a turnover of less than £10 million p.a. from criminal legal aid, with the majority of providers (around 90 per cent of
the market) classed as ‘micro-firms’ with turnovers of less than £1 million p.a.
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Executive summary

* The proposed reforms to the criminal legal aid market pose a number of challenges to existing business models:

— larger firms face reductions to their market share (due to market caps ranging from 3 to 25 per cent) in some of their existing
geographical markets;

— in order to recover lost volumes, these firms must either expand to serve other geographic areas or diversify; and

— for micro, high street and general practice firms, whilst they may not face a reduction in volumes (as average contract values of
£1.4 million are often higher than their turnover), in many cases they will be required to cover a much larger area (in some
cases moving from an area of 50km? to 10,000km?), not all of which is economically viable on their current business model

* Initial analysis suggests that the only business models that will be economically viable under the proposed reforms are those that are
able to achieve scale in order to win a sufficient number of contracts to drive further efficiencies in their operations

* The analysis suggests that the ability of incumbent legal aid providers to move towards such new business models is constrained, with
transition barriers including

— alack of access to capital to invest in new models and supporting infrastructure;
— insufficient time to conclude new arrangements such as joint ventures; and
— cultural challenges involved in changing business models

* Stakeholders indicate that there remain significant barriers to exit for a number of smaller incumbents suggesting the possibility of
disorderly market exit

* The declining nature of the market suggests that, in the short term, it is unlikely to attract new sources of finance or large numbers of
new entrants

* However, some firms not currently providing legal aid services have indicated an interest in exploring this market opportunity if there is
further clarity on how the new system is expected to operate. In particular, potential entrants note that currently there remains
uncertainty over: how performance will be measured under new contracts; what measures of quality will be used and how good quality
will be rewarded; what the basis of competition will be ; and how challenges around achieving sufficient scale with capped contract sizes

can be overcome
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Executive summary

* The introduction of capped contract sizes introduces new barriers to expansion for legal aid providers and dilutes incentives to improve
service offerings

* Removing client choice and the ability to grow market shares de-couples the link between improving quality and increasing market
share and can create uncertainty over how good performance is rewarded

* Stakeholders report that in areas where there are only a few legal aid contracts available to bid for, the potential for conflicts of
interest between legal aid providers (i.e. by already having represented an associated party) increases and there may be no reserve
capacity in the market to address this

* The introduction of capped contracts and a rota system allocating work can diminish the importance of brand reputation, which can
adversely affect the market valuation of law firms. Stakeholders argued that there will be little long-term benefit (measured by firm
value) in building up relationships and client goodwill reducing firms’ attractiveness as M&A targets

* The PCT model potentially only allows the MoJ an opportunity every three years to exercise choice between providers and
reward/punish good/poor service and influence fee levels

* If there is significant market exit in the first PCT round, stakeholders suggest that the Mol risks facing reduced choice in subsequent
rounds and/or higher fees

— there may be a new challenge to achieving the cost savings if there are only a limited number of viable legal aid providers in
particular areas, who individually become ‘too important to fail’
* Stakeholders have indicated that the unintended consequences of the reforms could change supplier and client behaviour with respect
to guilty pleas. In particular:
— there may be pressure due to the new structure of fees for lawyers to persuade clients to plead guilty; or

— clients may be less likely to plead guilty when they are allocated a lawyer they do not know, leading to more cases going to
trial unnecessarily
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Executive summary

* Across different public service markets, the Coalition Government is introducing more choice and competition
* The current proposals for reforming the criminal legal aid market appear to reduce choice and narrow the parameters of competition

* Policy levers available to reforming public service markets include:

— Enabling greater participation by new providers — reducing barriers to entry, expansion and exit

— Promoting consumer choice — allowing consumers to choose between different providers of public services
— Changing the parameters of competition — introducing elements of price competition and brand awareness
— Influencing the tendering and commissioning process to achieve desired outcomes

* These levers can move public service markets closer to competitive markets where choice and competition can incentivise suppliers to
improve quality and make efficiency savings — placing consumers at the centre of the market

* This report considers how different policy levers around choice, competition and commissioning can be used by government to
achieve its objectives without using a PCT model
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Scope of study

* The Ministry of Justice’s (MoJ) Consultation Paper CP12/2013 Transformindegal aid:
delivering a more credible and efficieyistemis seeking views on the scope and merits of
its proposals

Background

* As part of its submission to the MoJ, the Law Society is keen to submit a response with a
strong evidence base which includes an understanding of the expected market impact and
the ability of current legal aid providers to adapt to the reforms

* The Law Society has commissioned Deloitte to support its submission to the MolJ. In
particular, this research focuses on criminal legal aid and seeks to:

— test a series of hypotheses around the viability and practicability of the Government’s
reforms;

Research

parameters — identify the potential impacts of the reforms across the market and on different types

of legal aid providers;

— generate views on policy designs and principles that would underpin alternative
reforms that also meet the MoJ’s objectives; and

— develop a view on what the future role of the Law Society could be

. * We have not verified any quantitative and qualitative data received from the Law Society,
Limitations .
Otterburn Legal Consulting, or other sources
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A hypothesis-driven approach
Having discussed a series of hypotheses with the Law Society, we have collected

evidence to validate each and then articulated the implication for the reforms

Hypothesis

generation

Literature
review & data
collection

Stakeholder
consultation

Based on:

— Input from the
Law Society and
other
stakeholders

— Reviewing the
Mol objectives;

— Our experience
of other public
sector market
reforms

Sources include:

— Mol and Law
Society

— ONS and other
statistical bodies

— Financial reports

— KeyNote and
other market
data providers

— Media reports

— Survey data
collected by
Otterburn Legal
Consulting

Discussions with:

— Avariety of

current legal aid
providers

— A selection of

potential new
entrants

— Internal Deloitte

experts on other
public services
markets

— Attendees at

Law Society
events

This included:

Delineation of
current and
future business
models

Case study and
scenario analysis

Identification of
drivers of
success and
policy levers

Identification of
refinements /
alternatives to
the reforms

Working through
the implications
on:

— Existing
providers

— Price, choice
and quality

— The short and
long run
evolution of
the market

— The future role
of the Law
Society

Timeframe

11

This research was carried out between 6t May and 315t May 2013
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Hypothesis tree

Overall hypothesis: the reformsto criminal legalaid, as currently draftedcan be effectively

implemented in the specified timeframe and can achieve the required savings and maint

credibility and quality in the criminal justice system in England and Wales

The incumbent supplier base is able to
operate in a financially sustainable
manner (practicality impact9

The proposed tendering arrangements
will lead to ongoing fee reductions and
efficiency savings in the long run
(choice/competition impac}

The proposed reforms do not erode the
quality of legal aid services in England
and Wales (quality impact)

The incumbent supplier base is able to
expand geographically and/or diversify in
order to recover lost volumes and revenues

There will remain sufficient capacity across

the supplier base to ensure that subsequent

PCT rounds do not shift negotiating power
away from buyers towards suppliers

Fixed fees will not incentivise lawyers to
complete the process within a specified
timeframe regardless of case requirements

Partnerships, mergers, or acquisitions
between suppliers are feasible within the
proposed timeframe

The lack of choice/change to competition

parameters will be balanced by other
incentives causing suppliers to make further
efficiency savings

Any increase to costs downstream in the
criminal justice system will be negligible

The economies of scale required to operate
sustainably under the new regime can be
achieved within the proposed timeframe

The reforms will attract new entrants into
the market and/or innovative new delivery
models

* The following sections seek to validate each sub-hypothesis, beginning with a review of the context of the
reforms and the current market for criminal legal aid

* If a large number of the sub-hypotheses are not validated by the evidence, this will suggest there is a risk that
the overall objective of the reforms may not be achieved
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The context of the reforms (1)

MoJ’s planned expenditure over the Spending Review period, 2011-2015

(Em)
10,000 - | (15%)
8,336 8,157
7,754
8,000 - ,
7,388 7,065
6,000 -
4,000 A
2,000 A
0 - . . .
2011 2012 2013 2014 2015
MoJ’s breakdown of spending by category, 2011
(%)
. 8,586 - 2,262
100% 1 Courts & Tribunal 100% 1 5% Admin
14% ‘
Services
80% - 80% -
National Offender Civil legal aid

42%
60% A

40% A
18%

20% A

0% -

Mol
Source: MoJ Business Plan 2011-2015
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Management
Service

Mol HQ

Legal Aid Agency —
(LAA)

L

60% -

40% A

20% -

0% -

Criminal legal aid

Legal Aid Agency (LAA)

The Mol has been given a target of reducing its
budget by 15 per cent in the 2010 Comprehensive
Spending Review (CSR2010)

In responding to the outlined budget cuts in CSR2010,
the Mol launched a number of saving initiatives:

— closure of ‘under-utilised’ courts;
— reducing Mol back-office and administrative costs;

— reforms to stem the ‘unsustainable rise in the UK
prison population’;

— a significant reduction in the MolJ’s capital
spending;

— consolidation of the MoJ’s London estate; and
— reforms and restrictions around legal aid

Legal aid (criminal and civil) currently accounts for
around a quarter of the MolJ’s total spend

Media reports suggest the MoJ may be required to
make further savings of 8-10 per cent from April 2015
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The context of the reforms (2)

* Inlegal aid, savings are expected to be achieved by implementing a programme of reforms comprising reductions
in fees paid to criminal and civil legal aid service providers and through the Legal Aid, Sentencing and Punishment
of Offenders Act 2012 (LASPO), that changed the scope and eligibility for civil legal aid

* The Mol believes there are further savings and efficiencies to be gained in the provision of criminal legal aid
Legal aid reforms estimated savings, 2011-2019

(Em)
3,000 A
£540
2,500 A T @
2,144
2,000 - 320 1,824
220 1,604
1,500 -
1,000 -
500 -
O n T T T T 1
2011 spend Fee reductions and LASPO 2015 estimate Proposed legal 2019

aid reform 2013

* The Consultation Paper CP12/2013 Transforming legal aid: delivering a more credible and efficient sydters
on 4 June 2013 and proposes further reforms to the legal aid sector to achieve further savings, in particular to

criminal legal aid
Source: Mol Consultation Paper CP14/2013
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Summary of the proposed reforms in CP12/2013

Price competition in
the criminal legal aid
market

Household disposable
income threshold

Residency test

Reforms to reduce
weak Judicial Review
claims

Amendments to civil
merits test

Reforms to prison law

Reduce costs in Crown
Court advocacy and
VHCCs

Reduce fees in family
and public law cases by
10%

Reduce fees paid to

experts by 20%

Price Competitive Tendering (PCT) for 400 criminal legal aid contracts in 42 Criminal Justice Service Areas (CISA) to
replace the current administratively set system; fees to be at least 17.5 per cent less than the current rates

Introduction of a financial eligibility threshold, meaning defendants with a household disposable income of more
than £37,500 would not be eligible for legal aid

Requirement for applicants for civil legal aid to satisfy a residency test, restricting eligibility to defendants with at
least 12 months residency

Restrict legal aid payments for judicial reviews to those where permission applications are successful

Abolish the ‘borderline’ prospect of success category in civil cases; only those with at least 50 per cent chance of
success to be eligible

Scope is reduced to only cover issues relating to Articles 6 and 5.4 of the European Convention on Human Rights, the
right to a fair trial and cases involving lengths of detention

Restructure the current Advocacy Graduated Fees Scheme (AGFS) to encourage earlier resolution; harmonise guilty
plea, cracked trial and basic trial fee rates to the cracked trial rate; and reduce fees for Crown Court advocacy and
VHCCs (both litigation and advocacy) — in the case of VHCCs by 30 per cent

Reduce the representation fee paid to solicitors in public family law cases by 10 per cent; barristers' fees for civil
(non-family) proceedings to be remunerated on the same basis as other advocates; remove 35 per cent uplift for
immigration and asylum Upper Tribunal appeal cases

Reduce the current specified standard fees for experts by 20 per cent

Source: Mol Consultation Paper CP14/2013
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Price Competitive Tendering (PCT)

Source:
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Number of
contracts and
providers

Fee profile

Choice

Geographical
issues

Competition

The current situation

There are currently 1,600 contracts for criminal aid across
England & Wales

Currently fees are set administratively: fixed rates for
police station work, standard rates for Magistrate Court
(correlated to time spent on the cases), and a formulated
graduated fee for Crown Court. VHCCs are contracted and
negotiated individually

Defendants are able to choose their legal representative
from those providing legal aid services

There are no limitations to provision of legal aid services
based on geographical location but providers tend to
serve the immediate locality

Practitioners and providers compete for legal aid work
based on access to duty solicitor slots and repeat business
(‘own clients’) based on quality and brand

MoJ Consultation Paper CP14/2013

The proposed reforms

There will be a maximum of 400 contracts in order to
guarantee a certain share of work available in each
procurement area

Fees will be on a unit (case) basis and there will be fixed
fees per provider per area based on the submitted bid
price

Defendants will be allocated a representative from a
provider holding a contract in that area, and will be
expected to stay with that provider for the duration of the
case

Tendering will be based on the Criminal Justice Service
Areas (CJSA). Contracts will be awarded for services
covering the entirety of each area

Providers will compete on price during the tendering
stage. An equal share of work will then be awarded with
minimal competition throughout the contract period
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The proposed procurement process

Pre-Qualification Questionnaire (PQQ)

Applicants are assessed on their suitability to contract with a public body and their experience and capability of delivering services of similar type or volume
(not specifically legal aid services). Applicants would be shortlisted to progress to the next stage based on the evaluation of responses to the PQQ

Invitation to Tender (ITT):

This would be divided into two parts. Part one of this ITT stage would consist of a Delivery Plan, designed to evaluate the quality of the tender and capacity of
applicants to deliver the specific service in the procurement area. Those applicants shortlisted on the basis of this quality and capacity assessment would then
go on to have their price bid evaluated. Those applicants tendering the lowest price bid would be awarded a contract

Apr: Mol publishes
consultation paper PQQ

* Core criteria

* Selection criteria

Jun: Consultation
period ends

Oct-Nov: PQQ
stage

the PQQ which
evaluates their
suitability to be

Feb-Mar: ITT stage

Jun: Contracts
awarded one share of work in

Sep: Service
commences

standard PQQ core
questions around
mandatory rejection

* Applicants respond to

awarded a contract for

any procurement area

* This would include the

ITT
* Competition on
price for

ITT
* Quality and
capacity

shortlisted
providers in each
area

assessment incl.
an assessment of
the delivery plan

* Applicants submit a
price of delivery to
cover the fixed fees
for police station
attendance work,
magistrates’ work and
Crown Court litigation
work

* This stage will evaluate
quality, capacity and
price of shortlisted
providers’ bids

Bidders must provide a
delivery plan around
recruitment, premises
and other aspects of
mobilisation and a
financial plan, which the
LAA would assess to bid and contracts are
ascertain if a provider is offered based on this
capable of delivering the ranking

service

* Applicants are ranked
on their overall price

Source: Mol Consultation Paper CP14/2013
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The current criminal legal aid market



The ‘as is’ situation: crime trends in England and Wales

Crime rate and Recorded Crime in England and Wales, 2007-2012"
(“000)

CAGR?

12,000 A (07-12)
m— Crime -3.9%

Recorded crime -6.3%

10,000 -

8,000

6,000 -

4,000 -

* The crime rate in England and Wales, as measured by the
British Crime Survey, has continued to decline over the
2,000 4 pastfive years

* The number of offences recorded by the police has also
continued to decline, albeit at a faster rate

O T T T T 1
2007 2008 2009 2010 2011 2012
Note: 1. Year ending September 2. Cumulative Annual Growth Rate
Source: Mol
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Court proceedings in England and Wales, 2007-2012

(*000) CAGR
(07-12)
2,500 7 * The decline in crime rates has Crown court 2.4%
led to a decrease in the number Bl wmagistrates’ courts ~ -3.3%
of court proceedings over the Total 3.0%
past five years
2,000 A
1,823
1,744 1776 1,771
1,687
1,563
1,500 +
1,000 -
1,583
500 A
0 N T T
2007 2008 2009 2010 2011 2012
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The ‘as is’ situation: access to legal aid in England and Wales

Eligible for
Legal aid firms receive fee Magistrates
for police sltation work Court fees

Eligible i\( Solicitor available to client. Allocated a duty
for Crown solicitor
* Client able to choose own solicitor to

Cougt fees

1 r

No
prosecution

represent them if they so wish

Not guilty

Crown Court

Charged

Duty

trial (0.1m)

Sentenced by
Crown Court

Suspended
sentence

Guilty (0.1m)

Serve in the
community

Community
sentence

Custody

Sentenced by Prison

solicitors
available Prosecution
if advice (2.6m)
desired _
Tod LR |ncreased use
Arrested and f th
proceed 0 ese
measures
Restorative .
justice drives down
the charge
P
rime rates and thus
recorded - X
Questioned Pen.alty the |Ega| aid Magistrates
by police notices case volumes Court hearing

(3.7m)

(1.5m)

Duty No arrest,
solicitors discontinued
available
if advice
needed
Legal Aid Agency (LAA)
Note: 1. NOMS = National Offender Management Service
Source: Mol
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Magistrates
- n

—E
B

NOMS?

Courts and Tribunal Services

Rehabilitation

* The Legal Aid Agency (LAA) is
the executive agency of the
Mol responsible for
administrating legal aid

* The ‘defendant journey’
through the Criminal Justice
System (CJS) indicates the
interdependencies between
the LAA, Courts and Tribunal
Services, and National
Offender Management
Services (NOMS)

* Mol policies affecting LAA
can potentially have an
impact on other areas of
criminal justice system and
vice versa
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The ‘as is’ situation: the duty solicitor scheme

The current duty solicitor scheme Law firms’ access to
criminal defence work is
often dependent on the
number of duty solicitors
they have in their team

CDS judges the facts of the case.
Client is given choice of solicitor or
duty solicitor

DSCC’ calls CDS?
Direct

Solicitor calls the . )
Interview arranged Further support if

Police Station and
speaks to client

Police call DSCC'

if necessary necessary

Client taken to
police station

DSCC' calls solicitor

Duty solicitors
allocated slots

Current inefficiencies

* The police station advice from a duty solicitor, which often forms the basis of subsequent stages of case work from a client, is currently allocated
through a duty solicitor rota system

* Firms’ share of total calls is dependent on the number of duty solicitors they employ

* This dependency can create an incentive to employ more duty solicitors in order to gain more slots on the rota, even though the total size of the
market is declining

* Stakeholders note that the fee income potential of a duty solicitor slot is, in many cases, lower than the cost of hiring a duty solicitor

» Stakeholders have suggested that some firms have a strategy of employing ‘ghosts’, whereby they have solicitors on their books in order to gain
extra duty solicitor rota slots to gain work and market share, without the solicitors actually engaging in any defence work

6cSome firms have ghost s on their books, purebyheost

* According to a number of stakeholders, this may have led to inefficiencies in the current market players’ cost base as the number of duty
solicitors on payroll, and their average salaries are not reflective of their utilisation and fee earning potential

6dThere are too many firms in the market, with ‘dabbl’ers

Note: 1. Defence Solicitor Call Centre 2. Criminal Defence Service Direct
Source:  Deloitte interviews
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The ‘as is’ situation: criminal legal aid spend in England and Wales

MolJ’s total criminal legal aid spend, 2007-2015
(Em) * Criminal legal aid spend has declined since 2007, partially driven by
fee reductions administered by the Mol

1,600 - , CAGR' CAGR'
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800 - ! . . . _
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1 Criminal -1.5% -2.0%
1
400 1 | * Stakeholders have reported that the option to invest for future
1
200 - ! efficiency savings is not available to most providers due to margins
0 L . . . already being under pressure
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Real growth in MoJ’s total criminal legal aid spend, 2008-2015 Real growth in selected legal aid fees, 1993-2013
(%) (%)
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growth driven by Actual ! Plan 0% . . L . . . . . ,
increase in VAT and riots '
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19
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U
1
1
-10% A ! 3% m=—Police station advice
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1
! == Crown court preperation
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Note: 1. Cumulative Annual Growth Rate 2. CAGR based on data points from 1993, 1998, and 2012
Source:  IMF, MoJ website, MoJ Annual Report, MoJ Consultation Paper CP14/2013, Deloitte interviews
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The ‘as is’ situation: criminal legal aid spend in England and Wales

Court proceedings distribution by type, 2012

(%)

100%

80%

60%

40%

20%

0%

Source:
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Defendants proceeded
against at Magistrates’
Courts

Defendants tried at the

2012

Legal aid spend distribution, 2012
(%)

Others

\ Prison Law

Crime lower - investigations

Crime lower - Magistrates’ Court

Crown Court advocacy (AGFS)

2012

Ministry of Justice (MoJ); MoJ Consultation Paper CP14/2013

Crown Court litigation (non VHCC)

* Criminal legal aid currently covers :
1. Police station advice from a solicitor

2. Free legal advice and representation at
Magistrates’ Court

3. Defence services in certain Magistrates’
and Crown Court proceedings

4. Representation at a court hearing by a
solicitor or barrister

5. Defence services for prisoners facing
disciplinary charges or parole hearings

* Data received from the Law Society shows
that not all arrests lead to a fee claim. For
example, between 2010-11, 75 per cent of
arrests in Northumbria led to no fee claim

* Crown Court trials, comprised c.6 per cent of
total court proceedings in 2012, have a much
higher cost per proceeding than ones at the
Magistrates’ Courts

* As such, the legal aid spend on Crown Court
litigation and advocacy comprised ¢.60 per
cent of total value of legal aid spend in 2012
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The ‘as is’ situation: suppliers of criminal legal aid

Criminal legal aid market concentration compared to overall legal services
market, 2012 .

(%)
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£13,000m

£1,143m

Rest of the market

Top 10 players'

Note:
Source:
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Total UK law market Criminal legal aid market

1. Deloitte estimates based on average legal aid revenues of £8m for the top ten firms

The criminal legal aid market is currently served by
approximately 1,600 legal service providers

Financial data on market leaders were not readily available
during this study, however, indicative estimates suggests the
top 10 players to account for c.7 per cent of the market

There appears to have been little consolidation in the market

The fragmented nature of the market may partially be
attributed to the continuous margin pressure exerted on
criminal defence providers that has meant, when faced with
the choice of reducing their cost base now or investing in
growth to achieve economies of scale in the future, many
firms resorted to the former option and trimmed their
operations

This behaviour may be attributed to a number of factors
including:

— insufficient access to capital required for growth;

the unfavourable economic outlook;
— lack of management capability amongst some players;

— regulatory and logistical challenges around
consolidation; and

— cultural challenges in integration and a stated preference
for independence

Keynote; FT Innovative Lawyers Report 2011; Annual reports and transparency reports; Deloitte analysis
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‘As is’ situation: revenue and profitability analysis

Criminal legal aid provider Revenue trend’
(000s)
70,000 -
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Criminal legal aid provider profitability (PEP?) trend'
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Median fee income generated by criminal legal aid providers in
2012 has declined by c.7 per cent in 2012 to an estimated
£1.0m

Compared to median fee income generated by the top 100 UK
law firms, most of which predominately practice corporate law,
the legal aid providers are of substantially smaller scale

This may be partially attributed to the fee earning potential of
legal aid providers, as Revenue per Fee Earner (RPFE) is c.65 per
cent lower than that of the median top 100 UK law firms

The lower fee earning potential, along with other factors,
translate to a much lower PEP of c.£70k in 2012 when
compared to the top 100 UK law firms where the median PEP
was c.£395k in 2012

Commentary from financial services providers to the criminal
legal services market have noted a number of challenges facing
providers
“ Weee the legal aid sector as being challenging in terms
of cashflow and profitability, compared to several other areas of legal
work. "

A reduction of 17.5 per cent in revenues is said to necessitate to

0 significant restructuring, including a loss of headcount
Median top 100 Mean legal aid Mean legal aid
UK law firms 2012 providers 2010 providers 2012
Note: 1. Indicative only, based on two different surveys of legal aid firms conducted by Otterburn Legal Consulting 2. Profit per Equity Partner (PEP)

Source:  Otterburn Legal Consulting Survey 2011 and 2012, Legal Business, Deloitte interviews
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The ‘as is’ situation: current business models of legal aid providers

* Through our interviews with a cross section of firms currently serving the criminal legal aid market, we have identified four broad
business models (these are not the same as ways of working)

* This segmentation of the current market allows a better understanding of the potential logistical, financial and cultural impacts on
firms arising from the proposed reforms, and how these differ. They also enable identification of potential routes to future business
models that could thrive under the new rules

/ Large, specialised \ High-street law firms (General practice Iaw\ / Micro law firms \

criminal law firms firms
* Revenues of £3-10m * Revenues of £1-3m * Revenues of £1-3m in * Revenues of less than
. criminal department f£lm pa
* Large market share in * Locally focussed P P
their region . * Firms practisin * Often sole
g * May still focus solely . P & L
. . - . various areas of law, practitioners
* High leverage ratios on criminal legal aid .
but with a department .
work * May practise other

dedicated to criminal
law and legal aid work

Senior leadership

solicitors

areas of law

Partnership
Equity and Nonequity Partners

Solicitors

Trainees

Secretary / admin support

* Across the different business models, ways of working will differ. For example, larger specialised criminal law firms are likely to be
better position to exploit digital technologies and ‘virtual working’ which facilitate greater geographic scope and efficiencies. Other
business models may be more focused on having a physical presence in a particular area

Note: Revenues refer only to criminal legal work (private and legal aid). FTE numbers shown are typical — there will be some variance within each category

Source:  Deloitte interviews and analysis
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The ‘as is’ situation: the potential for efficiency savings

* Qur interviews have suggested that the majority
of micro firms have already reduced their
overhead cost base to a minimum and have
minimal scope remaining for further reductions.

lllustrative potential efficiencies for criminal law firms

Potential for “1t I s a |l ean practice
efficiency savings

* For high street and general practice firms, the
potential for efficiencies appears to mainly be
driven by investing in growing the firm. The right
resource structure will allow for Partners to
focus on high value work and associates,
trainees, and paralegals to focus on the types of
work suitable for their experience — the extent
to which this is possible depends on cash flow
and access to capital

Number of criminal legal providers
EEIRIETRITTERTTIEL [k I

* Large specialised firms appear to be operating
with reasonable leverage and can therefore
deliver cases at efficient gross margin levels
(albeit the duty solicitor scheme has kept some
firms from implementing optimal leverage
models). As headcount increases, process

BT Size of criminal _iMProvement and streamlined back office
Ll legal aid providers operations have more potential in driving
efficiencies in the cost base of these law firms

Little to no back-office
or opportunities for
further Ieveraging\

[

Micro High street General practice

Source:  Deloitte interviews and analysis
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Summary of the ‘as is’ situation

*The crime rate in England and Wales, as measured by the British Crime Survey, has continued to decline over the
past five years at a rate of nearly 4 per cent per year on average

*Similarly, the number of offences recorded by the police has also continued to decline, at approximately 6 per cent
a year on average

*The fall in crime and recorded offences has reduced the demand for criminal court proceedings with the number
falling from around 1.8 million in 2007 to just over 1.5 million in 2012

*The current duty solicitor scheme is reported to encourage over-capacity and is widely regarded as in need of
reform

* Legal aid fees have seen a consistent decline in real terms since 1994, with additional fee reductions administered
by the MoJ since 2007

* The result of this fee reduction has been that the size of legal aid providers has shrunk as they search for more
efficiencies; the option to invest to save has been foreclosed to many of them since the financial crisis

* The four main business models currently in operation in the legal aid market are:
— large, specialised criminal law firms
— high street law firms specialising in criminal law
— general practice law firms

— micro law firms

* Even the largest criminal law firms report a turnover from criminal legal as less than £10 million p.a. and the largest
ten providers account for less than 10 per cent of the total legal services market
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The anticipated impact of the proposed reforms —
Issues of practicality



The number and value of contracts is not evenly distributed

Indicative Average contract value by area

(£000s)
$ 5,000 -

Size of the bubble represents
4500 4 total proposed value of
’ hames Valley .
T contracts in the contract area

4,000 -

Average contract val

3,500

3,000 A
London South

2,500 -

London West and Central
2,000 - North Yorkshire

West Midlands
London North and East

1,500 4
Merseyside
1,000 4 Mean contract
Cleveland value: £1,423k
evelan )
500 - Warwickshire and West Mercia* West Yorkshire Greater Manchester
0 T T T T T T T T )
0 5 10 15 20 25 30 35 40 45

Number of Contracts

* While the largest overall markets are in London, Manchester and other urban areas, the estimated average value of individual PCT contracts suggests

that Thames Valley, followed by London South, and Kent are the most attractive areas (prior to taking into account cost to serve considerations — see
subsequent slides). One might expect to see more competition for the seemingly more attractive contracts in the South East.

* Greater Manchester, despite its high total contract value, has one of the lowest average contract values due to the high number of contracts in the
area

* For legal aid providers with a largely urban client base across multiple cities, the move to CJSA and capped contract values may lead to a rebalancing
of client portfolios from one city to another to maintain volumes in the face of reduced market shares in one city

* Other legal aid providers who face a reduction in volume in their ‘home market’ due to the capped contract size and are unable to rebalance their
existing business, will need to decide whether to expand into another CJSA and if so, which one

Source:  MolJ Consultation Paper CP14/2013
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When accounting for the cost to serve, attractiveness changes |

Indicative contract value concentration by area

E 6,000 .

~ Size of the bubble represents

o

3 London South average contract value

2 5,000 -

“

j

S

j

£ 4,000 -

3

&

§ 3000 London North and East - .

[ ’ London West and Central Potentially chaI.Iengmg to
Merseyside serve profitably

2,000 A ’j West Midlands Thames Valley
‘ Nottinghamshire / Avon and Somerset and Gloucestershire*

Kent
y — Devon and Cornwall
1,000{  Cevelnd a\ «
North Yorkshire warwickshire and West Mercia*
() @ (@ o eanm
0 T T T T T T o -1 L L T T T B E—|

0 500 1,000 1,500 2,000 2,500 3,000 3,500 4,000 4,500 5,000 5,500 6,000 6,500 7,000 7,500 8,000 8,500 09,000 9,500 10,000

Coverage space (Sq. km)
* When dividing the average value of the contract by the geographic size of the contract area, the ‘value concentration’ of the contract may be
determined. Taken together with the ‘cost to serve’! a particular CISA (based on transport costs, staff costs, rental costs and other costs of
business), this suggests that urban are CJSA contracts are of the greatest value — Kent and Thames Valley become less attractive CJSAs for
providers despite having a higher average contract value in revenue terms

* This suggests that there may be more intense competition for contracts in urban CJSAs, where potential returns may be higher. It further
suggests that expanding geographically into less urban and rural areas may not be an attractive or viable option for providers given the higher
costs to serve

* Rather than there being economies of scales from expanding into particular areas, there may be diseconomies of scale resulting from winning

large numbers of rural contracts (a ‘winner’s curse’)
Source:  MolJ Consultation Paper CP14/2013, Deloitte research. Note: (1) We have used geographic area as a proxy for cost to serve, we have not examined specific costs in each area
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Focusing on cases rather than contracts

Indicative legal aid spend per reported crime in the area

250 ~

London West and Central

‘ Durham

200 Greater Manchester

London North and East

Aid spend per reported crime

150 -

o,

"’ Avon and Somerset and Gloucestershire*

100 - ‘

Average legal aid spend per
reported crime: £153

Humberside :
Suffolk Warwickshire and West Mercia*
Size of the bubble represents total
proposed value of legal aid in the area
50 T T T T T s
0 50,000 100,000 150,000 200,000 250,000 300,000

Reported crime

* When dividing the total proposed legal aid spend in the area by the reported crime in that area, the spend per reported crime in that area may
be determined. This further illustrates the higher fee earning potential of cases in urban areas (e.g. London and Manchester) compared to more

rural areas (e.g. Suffolk and Humberside)

* It should be noted that there appears to be some inconsistencies across the country (e.g. In Sussex, c.46 per cent of arrests did not resultin a

fee claim from a solicitor in 2010 — 2011 compared to c.76 per cent in Northumbria or c.20 per cent in the West Midlands)

Source: MoJ Consultation Paper CP14/2013, Deloitte research
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Stakeholders highlighted challenges associated with PCT

The proposed areas are said to present challenges and uncertainties for current
providers regardless of their size and business model

* Covering larger areas may be challenging for defence firms, most of which practice locally. Firms may not be able to serve the demand
in the entire CJS area profitably, especially as they will not be entitled to travel expenses under the fixed fee set-up

T “1f you get arrested in Newtown aHuaerfordvest i 'asvyg@oi s@ ntt o t toa
hours to get there and backi t ' s-mige rotn8 Bip "

travel costs . . : . . .
The system is already undergoing a Regionalisati only
understand the cost base. Courts are expected to close or move without us being involved in the process. Ak adipdnith no
travel expenses, it becomes inckt

* Expanding office presence to have on-ground coverage of an entire CJSA is said to require additional cash outlays in office space, IT,
Increased headcount etc. that may not be feasible for many criminal defence firms

overheads We just don’'t have the capital to make the changes ndinwests
in a falling market tha%

* Stakeholders note that the mismatch between the number of contracts in one CJS area and the demand for particular segments of it
may make serving the entire CISA profitably a challenge for many firms

“The I sle of Wight is included in the Hampshire ar aitha
presence on the island, with no demand for more, but the reforms stipulate that a contract holder will have to provide tosbes
whol e area including the island. We cannot even acthee
capital outlay of “s

whi

S S
et t

Case Study — Devon & Cornwall

T

* Firm X serves Exeter and the surrounding area

* With a strong local reputation and knowledge, it provides a well established Devon & Cornwall — almost
service in this region and has been able to adjust to falling demand (there is 10,000km?
often less than a case day)
* Driving from Exeter to St. lves —

* The firm only has a headcount of ¢5 fee earners
2hours

* The area for which Firm X would have to provide services to, if a successful
bidder, would be Devon and Cornwall

* The proposals mean that a successful provider would have to be able to serve ‘*

the whole area and face a cap on its potential market share

Exeter - 50km? to cover

Including wider Devon, this area * Firm X is unlikely to be able to provide satisfactory quality under these
covering Exeter may extend to an area circumstances, with the tip of Cornwall two hours away from Exeter in the
of ¢3,000km? summer months

34 Source: Deloitte interviews and analysis. (1) Partner, Micro-law firm, (2) Managing Partner, High-street criminal law
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firm, (3) Partner, Micro-law firm, and (4) Lead Criminal Law Partner, General Practice law firm



These challenges vary by region

Case Study — Dyfed-Powys

Haverfordwest
)

Haverfordwest - 20km? to cover

Including wider Pembrokeshire, this
may extend to an area of
c2,000km?

* The Dyfed Powys Criminal Justice Area is amongst the largest geographical
areas in England and Wales and is comprised of Ceredigion,
Carmarthenshire, Pembrokeshire and the county of Powys

* Currently criminal defence services in this area are provided by a number
of local high street law firms

* The proposed geographical areas in the PCT would require the entire
Dyfed-Powys area to be covered by four firms. Consequently, a lawyer
based in Haverfordwest would have to drive over 100 miles, in two hours
and forty minutes each way, to attend a police station in Newton

* The average claim value for police station work in Dyfed-Powys is
estimated at £232

Case Study — Greater Manchester

%

Greater Manchester — 1,200km? to
cover

Note: 1. Google Maps estimates
Source:  Deloitte research and analysis
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* The total proposed contract value in Great Manchester is the fourth
largest in England and Wales (after the three London areas)

* However, the work in the area is proposed to be equally divided into
37 contracts

* This brings the average value of each contract to approximately £1.0m

* Greater Manchester is home to some of the largest criminal defence
law firms in England and Wales, with some generating more than £5m
of fee income in their practice

* The proposed structure would force these firms to significantly reduce
their coverage of the Greater Manchester area

The Government’s proposed legal aid reforms: a report for The Law Society

Dyfed-Powys — 6,000km? to cover

Dyfed-Powys will cover Ceredigion,
Carmarthenshire, Pembrokeshire
and the county of Powys, in Wales

112 miles, 2MNewto
hours 39/min’

Haverfordw"

Greater Manchester’s current law firm fee
incomes and proposed contract value

£7m
£5m
v
£1m
Player 1 Player 2 Average

contract value



Impact on existing business models

Legal aid reform opportunities

¢ These firms could benefit from economies of scale

* They potentially have sufficient scale to introduce

Large standardised processes and technological improvements, or
specialised firms offer these to smaller firms who need this to operate under
the proposals (perhaps a common back office or joint venture
or as a virtual network)

* Larger firms that have strong market shares in certain regions

* Larger firms may struggle to find, engage with, and secure

Legal aid reform challenges

will have to consider geographical diversification, as the new
proposals grant successful bidders an equal share of each area

potential acquisition targets or partners in time to be in a
position to make this work for the initial tendering process

* Potentially there is some scope for these firms to find
operational efficiencies through scale, if they have not already

High-street undertaken these processes

firms * Firms of this size could serve as bolt-on acquisition targets of

larger firms looking to gain the size and reach necessary to

win a sufficient amount of contracts

* They lack scale and geographical reach to serve the proposed,
larger areas profitably and would need to adjust their model
accordingly

* Asthese firms already struggle to remain profitable, they may
suffer from financial constraints in developing the operational
capabilities required for the tendering process

* The proposed timeframe makes it very difficult for these firms
to make the required adjustments to succeed under the
reforms

* The multidisciplinary model allows for (continued) cross
General practice subsidisation of a practice area in a challenging market

firms environment in the short term (unlikely to be sustainable in the
medium to long term)

* With the criminal departments often being the least profitable,
making budget allocation for required changes may be
challenging

* M&A/partnership options are more difficult to execute due to
agreements required from other practice areas in the firm

* These are small businesses that could potentially be absorbed
by larger providers who are looking to gain scale or
geographical reach

Micro-firms

* Alone, these firms lack the scale, reach or resources to bid for
contracts under the proposals and would have to find a suitable
way to adapt to stay in this market

* The current cost structure of these firms is typically reduced to
a minimum and without the right organisational structure to
right-source work, it is unlikely that many would be able to
operate profitably at the proposed rate cuts

Source:  Deloitte analysis
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Adapting to the reforms

*The proposed reforms limit legal aid volumes in PCT areas and impose a reduction in fee rates posing significant
challenges to current business models. Stakeholders have suggested that this imposes a choice on incumbent
providers of legal aid to:

— expand geographically to recover lost volumes;
— diversify into other areas of the legal market;
— achieve greater efficiencies; or
— exit the legal aid market altogether
« Stakeholder discussions suggest there is limited scope for diversification — legal aid lawyers are not readily fungible

to other parts of the legal market (e.g. family law) and the private criminal legal market is already highly
competitive and unlikely to sustain a large influx of ex-legal aid lawyers

* There have been media reports of increased numbers of legal aid lawyers applying for the ‘purple lifeboat’ of the
judiciary! as an attempt to diversify away from dependence on legal aid

* This suggests that if a legal aid provider wishes to remain in the market they must expand geographically and
achieve greater efficiencies

— this suggests that unless micro firms are able to enter into joint-ventures or cross-geographic alliances they
face considerable difficulties in remaining in the market

* Achieving efficiency savings and increased scale must be done against a backdrop of falling reported crime

Source: 1. www.guardian.co.uk/law/2013/may/16/lawyers-rush-to-become-judges-legal-aid
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Business models for lead contractors

/ Large law firms \

* Legacy law firms with sufficient
scale to bid for the new
contracts

Potential for developing the
structure required to operate
under the proposed contracts
(e.g. through a virtual firm
structure)

Understanding of criminal law
business and operational
requirements

Partnership
Equity and Nonequiy Partners

e

Project management
capabilities required for fixed
long term contracts may not be
sufficiently developed in time

Often faced with redistribution
of business across other new
geographies due to market
share constraints of proposed

Qumber of contracts j

Law firm consortia

* An association of law firms in a
single or multiple geographic
areas that have agreed to
cooperate and submit joint
bids for the new contracts

Lower up front investment
required — could use ‘virtual
model’!

More flexibility to shape the
appropriate contract provision
base

May add an additional layer of
complexity in allocation of
work that would require
time/investment

Relies on the current cost
structure of law firms which
may not be financially feasible

Proposed timelines may not be
sufficient for negotiating and
establishing the legal
agreements required

[ PE backed \
ABS ventures

* An ABS established through
Private Equity investment into
one or more law firms

* Managerial know-how and
discipline may
increase/accelerate
operational efficiencies

Private Equity funding

Holding company orparent

* Market fundamentals are
unlikely to attract investments
from the PE sector

* The fragmented market make
it a challenge to find an
attractive target of sufficient

scale J

ﬂarge corporate market\

entrants

* Businesses that enter the
criminal law market through
the establishment of an ABS
and bid for contracts through
acquisition/co-operation with
legacy providers

Leveraging current capabilities
and scale may significantly
reduce the cost base

Aggregator’ style models may
also be used that rely on sub-
contractors to deliver services

Large muli-servicefindustry Corporation

£ 3 £a 5

T

Fee earning practioners 4 FTEs.

* ‘Sub-contractor relations
required may not be feasible
with current profitability levels

* Proposed timelines may prove
challenging for new entrants to

develop/acquire capabilities
vquired j

* The following sections consider the ability of incumbents to adapt their current business models to these new

business models

Note: (1) The virtual firm operating model refers to a single HQ, minimal office foot print otherwise, and strong usage of IT. Whether this operating model would be better
implemented by a law firm developing IT capability or an IT company developing legal capability, would mainly depend on how organisational capability (i.e. legal or IT) would
38 evolve to be the core capability of the legal aid provider under PCT The Government’s proposed legal aid reforms: a report for The Law Society



Transition route to the final business models

Description

Merging two firms to share assets and
business functions

One firm purchases another to acquire its
assets and equity

Benefits

Achieve required scale in targeted areas

May generated overhead efficiencies

Challenges

Successful completion of transaction within the
required timeframes may be challenging to
achieve (including SRA approval)

Requires sufficient skills in management team
to implement

Availability of financial resources may also be a
barrier for many firms to consider M&A as a
growth strategy

Organic growth
(lateral hires)

Engaging in growth from within the firm

Hiring new employees, buying/renting new
offices or expanded business functions

Achieve required scale
Control over new hires and assets

Avoids cultural and operational
synchronisation challenges

Time needed to gain the scale organically can
be prohibitive

Required financial resources to fund growth
may not be widely available

Formal
collaborations .

Two or more firms working closely together

but remaining independent entities

Collaborating to win work and sharing
volumes and/or profits per agreement

Allows expansion of operations and
increase in scale/scope

Avoids the capital outlay of M&A or
aggressive growth and can agree a
contractual period, after which
collaboration can be re-considered

Contractual negotiations may take time and will
require SRA approval

Relies on current business models to deliver the
work

Requires an additional layer of administration
that may lead to inefficiencies

Sub-contracting

A firm that has placed a successful bid for a
contract, engaging another firm or other
professionals to undertake the delivery of
part(s) of the contract

Allows a firm to win more work without
needing to gain scale in all areas

Can adjust agreements based on volumes
of work and economic pressures

May prove challenging considering the existing
margin pressures

Contractual negotiations may take time and
may require SRA approval

Ensuring the quality of work delivered by sub-
contractors may be onerous

In addition, there is a transition route towards market exit

Partial or full disposal through sale or
closure, of an asset or department

This can be done over a long or short
period of time

Allows a firm to remove unprofitable
parts of the business

Not all firms are in a position to be able to do
this
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Transition barriers
Regardless of which business model firms adopt, there are common barriers they

must overcome to compete successfully for, and win legal aid contracts

* Firms must have an adequate understanding of their cost base in order to set a feasible and workable price for their bid
and an understanding of the effects of the required rate cut

Bidding capability * Firms must have sufficient processes in place to support bidding processes such as knowing how to correctly price bids,
demonstrating capability and responding to bid requests

* They must understand their capability to serve the whole area and make adjustments to ensure this is the case

* Existing law firms must ensure there is adequate management capability in order to ensure effective running of the
new business models under the proposed contracts. This may require a management tier to be introduced in their
organisational structure

Managing a different type
of business

* New entrants to the market, must ensure deep understanding of the criminal legal aid business model, its operational
requirements, and its conflicts/synergies with other parts of their operations

* Firms need to be in a position to manage relationships with government successfully, who will be their contractual

Managing relationships client

with government and

suppliers * Ifafirm is subcontracting work or acting as a subcontractor, they must be able to effectively manage this contractual

relationship in order to make any bids based on this successful

* Firms must have adequate cash flow to be able to adjust to potential changes in the payment schedule under the new

system
Cash flow
* They must be capable of making any capital investments necessary in the initial stages of the process before they have

won contracts and received payment for work

* Firms must have prepared for increased pressure on profitability after the cut in fees required to successfully win a
Managing the cost base contract
* Firms will need to find all the efficiencies and cut as many costs as possible in order to maintain margins
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Transition routes and barriers to potential models (1)

1. M&A

* Large law firms could engage in M&A activity in order
to gain the extra scale and reach necessary to engage
in the PCT process. This could mean the set-up of a
larger firm or an ABS, potentially backed by PE
investment. They will need to address the challenge
of firm valuation being adversely affected by PCT

This option faces challenges from the tight time
frames as it is unlikely firms would wish to engage in
M&A activity until they are sure they have a contract
and the capital outlay is justified. This only leaves
three months to ready themselves —
totally

unwor kabl e for

Successful mergers can take 1-2 years to complete.
Additionally, anecdotal evidence suggests ABS
applications at Solicitors Regulation Authority (SRA)

take at least six month to be completed —“ We
recently merged, and i
asking firms to?do it

t timeeframe is

2. Organic growth

* Growing organically (e.g. with lateral hires) is another
option. This removes the requirement to identify a
financially and culturally aligned firm

* Challenges here include the ability of a firm to raise
the necessary capital to engage in growth—" We
don’t have the cap?ftal

* Standardised processes and strong IT infrastructure
would be required to enable profitable growth in one
or more new geographies without significant
investment in new office space

j

41 source:

Deloitte interviews and analysis. (1) Lead Criminal Law Partner, General Practice law firm, (2) Managing

Potential models

Existing models Transition options

Large
specialised —0—> M&A  m----- Lar‘ge law
. firms
firms
Organic
g > growth
(:::ZSI Law firr.n
consortia
Formal
3 collaboratio
ns
SRGHSEINE r ge c hanges” PE backed
ABS
Sub- ventures
contracting'
Large
OOl wWo years and they’'re corporates
SR mo nt h s | Divestiture as market

entrants

Note: 1. Sub-contracting to large corporate market entrants may be a potential option for large specialised firms.

However, considering their current scale and capabilities, and the margin pressures in the market, it is
considered an unlikely transition option for them

3. Formal collaborations

d .sAtn alternative approach would be to collaborate with other firms of various sizes. This would
bypas%theéequ{rew%nts %f P{I&A that may.slow the process and add costs, but still allow the firms

o nges
to gain the necessary scope ang scage to successfully engage in the PCT process

* In order to successfully identify appropriate partners, negotiate the modus operandi of the
consortium, and register any consortium with the SRA (if necessary), law firms would face timeline
challenges under the proposals

The Government’s proposed legal aid reforms: a report for The Law Society

Partner, High-street criminal law firm and (3) Partner from High Street criminal law firm



Transition routes and barriers to potential models (2)

1. M&A
Existing models Transition options Potential models
* High Street firms could engage in M&A activity to
gain the extra scale and reach necessary to engage |
in the PCT process. M&A F---d Large law
firms

This poses challenges from the tight timeframes as
it is unlikely firms would wish to engage in M&A

until they are sure they will have a contract, and Cg):gjv::
successful mergers can take 1-2 years to complete High-street (lateral hires) Law firm
* Firms of this size may need to engage in more firms consortia
activity than larger firms to get to the necessary . |
size. They may also have additional issues around —— orma
L . . . . collaborations
streamlining IT and back office functions, if any exist PE backed
and the cost that accompanies this. These firms AchS €
may lack the necessary capital for this approach —
p ; ; ; ; ; oSpbz o ventures
who is going to i'lnvesf HSlmmalNal | ith@—s ec :
contractmg
Large
2. Sub-contracting corporates

Divestiture as market

* High Street firms could gain the extra capacity to
entrants

successfully deliver a contract by sub-contracting
some of the volume to other small firms,
independent professionals or new corporate
entrants. This may also allow them to have an
effective footprint in other areas and bid for 3. Formal collaborations
contracts outside of their current region

* Another approach would be to collaborate with firms of various sizes. This would bypass the
* This option raises contractual issues that would requirements of M&A that may slow the process and add costs, but still allow the firms to gain
need to be thought through carefully, and like other the necessary scope and scale

ti Id be affected by tight time-li
options wol'd be attected by Tight fime-lines as * There would still be challenges to face regarding successfully identifying an appropriate and

firms would likely first want to secure a contract —“ |

: . fea5|ble Partner andt e tlmeframe still poses |SSL1es for thls and the process of reglsterlng any

can’t bid or make arrajngenen |!1 L11 (G . .

conttact?” consortlumW|thteSR |ft |5|snecessary— Deal i ng with the SRA is
I

42 source:  Deloitte interviews and analysis. (1) Lead Criminal Law Partner, General Practice law firm, (2) Managing The Government’s proposed legal aid reforms: a report for The Law Society
Partner, High-street criminal law firm and (3) Criminal Law Partner, General Practice law firm



Transition routes and barriers to potential models (3)

1. Formal collaborations Existing models Transition options Potential models
* General Practice firms could collaborate with
other firms, bypassing M&A requirements that M&A Lar.ge law
may slow the process and add costs firms
* There would still be the challenge of successfully .
identifying an appropriate partner, and Slizzils
registering any consortium with the SRA, which (Iatil::llvl::es) Law firm
the time frame makes difficult .
consortia
* General practice firms would have the additional
challenge of persuading the other departments of coII:s:rnai:ons N
the firm to invest in such measures. Though
winning a contract would continue to provide General PE backed
relatively steady cash flow—“ The ot he Pragtice y ABS
accept our low profitability because of the cash firms 00— Sub- ventures
flow we clan provide” Clude o
Large
2. Sub-contracting corporates
* High-street firms could gain the extra capacity to 3 Divestiture as market
successfully deliver a contract by sub-contracting (AT
some of the volume. This may also allow them to
have an effective footprint in other areas and bid 3. Divesture
for contracts outside of their current region,
gaining new or lostvolume—* Under t hEe * A General Practice firm may feel their criminal department cannot successfully bid for a contract
proposals, | will actually be given less work, for without substantial investment or reorganisation they cannot or are unwilling to provide. Criminal
l ess money” departments could be divested to larger firms, new ABS firms backed by PE, or any new entrants to
the market looking to gain a foothold with an established organisation
* This option raises contractual issues that would
need to be thought through carefully, and like * The challenge here is making this proposal economically viable, because with the removal of choice
other options would be affected by tight time- and competition under the new proposals, the value of a firm due to its trusted client base and
lines as firms are unlikely to agree terms until strong reputation is severely diminished—“ my c¢c| i ent s woul d mean nlot h
they are awarded a contract add no value, and my goodwi || seen® as wort hl
43 Source: Deloitte interviews and analysis. (1) Lead Criminal Law Partner, General Practice law firm, (2) Senior Partner, The Government’s proposed legal aid reforms: a report for The Law Society
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Transition routes and barriers to potential models (4)

1. M&A

* Micro law firms could engage in M&A activity in
order to gain the extra scale and reach necessary
to engage in the PCT process. They could merge
together to form a new, larger firm, or be
acquired by existing larger players in the market

This option faces challenges from the tight time
frames. Successful mergers can take 1-2 years to
complete, but under the proposals, firms
effectively have 3 months to make these changes
-“We could not make t

without some surety that | would actually get a

contract from i t”

Firms being acquired may be unwilling to accept
that their client portfolio and reputation could be
perceived as devalued under the new scheme —
“my firm's good wil/l
woul d ?I sel | 2?7

2. Formal collaborations

* Micro firms could collaborate with other firms of
various sizes, bypassing the requirements of M&A
that may slow the process and add costs, but
enabling them to gain the necessary scope and
scale to successfully engage in the PCT process

* There would still be challenges to face regarding
successfully identifying appropriate partners, and
the timeframe still poses issues for this, and the
process of registering any consortium with the
SRA, if this is necessary

44 source:

Existing models Transition options Potential models

—@—> M&A Large law

firms

Organic
growth
(lateral hires) Law firm
: consortia

]

]

changes npegyled formal by 4 |

collaborations >
PE backed
ABS
Sub- ventures
3 .
contracting
i velly woerthtess, 'why Large
. . corporates
Micro-firm Divestiture as market

entrants

3. Subcontracting

* Micro firms could sub-contract to larger firms in order to gain extra capacity to deliver a
contract successfully. By being part of an ‘aggregator’, may also allow them to have an effective
footprint in other areas and bid for contracts outside of their current region, as this extra work
may be needed for financial viability

* This option raises contractual issues that would need to be thought through carefully, and like
other options would be affected by tight time-lines as firms are unlikely to agree terms until
they are awarded a contract

Deloitte interviews and analysis. (1) Criminal Law Partner, Micro firm and (2) Partner, Micro Firm The Government’s proposed legal aid reforms: a report for The Law Society



M&A case study

A recent merger between two criminal law firms interviewed took approximately
three years from target initial discussions to consultation?

Merger timeline of a recently executed merger in the market

May: Oct-Nov: further Mar: Jul: joint partner Dec: tour of office to Feb: joint Apr: full partners
preliminary detailed meetings recommenced meeting for determine space for partners meeting fully ratifies
talks with with target talks with initial further moves of staff progress decision
target/partner including review of target re full discussions meeting;

on closer IT systems merger of firms Detailed financial internal issues Regular joint progress
working/joint Steering group evaluations and resolved meetings

venture established liaisons of IT teams

Jul: exploratory Dec: draft Feb: final May: informal Oct: exchange of Jan: further Mar: further meeting of May: formal
meeting with a new purchase meeting with meeting of financial and assessment of office partners agreement to merge
target on potential agreement target— partners of both due diligence space
acquisition provided to decision was firms information Agreed target date
target taken not to Partners formally
proceed Further joint agree to go ahead Further partners meeting
partners
meeting Partners of other firm

agree to proceed

S : Stage four: Final negotiations and Stage Formal
Stage two: Strategic discussions and agreements 8 & : B
deal structuring agreement

Stage one: Targjitszi:it:rl]csatlon RICHAIEEE Stage three: Due diligence Stage five: Operational planning

Note: (1) This case study is based on one stakeholder interview — whilee it may not be typical, it highlights the challenges for merging law firms
Source:  Deloitte interviews
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The views of potential lenders
Lenders believe the financial challenges facing most legal aid providers may be a

barrier for their transition towards a viable operating model under PCT

* Firms wishing to make the necessary changes to their operations and business models are likely to require significant capital investment
¢ Currently, profitability of most firms in the market is low and many depend on external sources of finance in order to implement required changes
* Financial backing may also be required for new market entrants

* Lenders have been engaged to provide their thoughts on the market, the changes needed under the reforms, and appetite to finance legal aid providers

“We see the |l egal aid sector as being challenging lepalt ewarsk™of cash

“Firms which invest in and use | T effectively, and who are able to
Current ) ) . .
. . “Most firms wildl struggle to do this work profitably [for 17.5% | e
situation

“This [a 17.5% fee reduction] would be reasonabl y duttdrefwioddinéettofaler @ f i

place and this would involve a |l oss of headcount?”

“I'nvestment in I T and structures will be costly and many will not
Change “l't is unlikely we’ll see many acquisitions; more |ikely mergers”
required “There have been a number of mergers arranged hast i |bjningawodtrugging haps

firms tends to lead to the creation of a larger struggling firm. Debt finance for mergers will be appropriate only ferheaedbe resulting business can
clearly demonstrate the benefits and payback of the merger”

“Lenders wil/l be concerned that they may be asked itaodthaeanyctonmagtai nst |

awarded would be for only three years. This is an insufficient tim

“For firms with strong management teams and a tr ack uestreamsaltsidefof i nv e

criminal work, lenders might be fairly relaxed about lendingtpen der . . . ot her wi se it might be difficult

GG ESSEE “ We may agree ‘in principle’ to allow firms to put trtheawardd acentract or w.
lend In this scenario the three months from notification to delivery| is
“Major investment in systems, processes, hardwar e anndapsriodof war e has

contributing to business performance beyond the repayment period...A minimum period of five years [for the contract]pemld amor e appr op

“Since ABS | iberalisation of ownership, we have s esatar,saveforeshei dence o
institutional capital represented bythe@p er at i ve Group”

Source:  Deloitte and Law Society interviews of financial service providers to the professional services
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Summary of practicality challenges

* The move to new procurement areas poses a number of challenges for incumbent suppliers:
— large specialised law firms face caps on their market share in their existing geographic markets;
— torecover lost volumes they must either expand to serve other geographic areas or diversify;

— analysis suggests that there is little scope to diversify and other procurement areas are either not economically viable or
unlikely to replace the lost revenues; and

— for micro, high street and general practice firms, whilst they may not face a reduction in volumes (as average contract values are
often higher than their turnover), they may now need to cover a much larger area, which may not be economically viable for
some

* The analysis suggests that only business models which achieve sufficient scale to drive efficiencies are likely to be successful under these
reforms. The ability of incumbent legal firms to transition to these is constrained in a number of cases. Barriers highlighted by
stakeholders include:

— lack of management capability;
— alack of access to capital to invest in new models and arrangements;
— insufficient time to conclude new arrangements such as joint ventures or mergers; and

— cultural challenges involved in changing business models

* Stakeholder indicate that there remain significant barriers to exit for a number of smaller incumbents suggesting the possibility of
disorderly market exit

* The reforms do not appear to lower barriers to entry, and in some cases, may increase the cost of participation, especially for micro legal
firms

* The declining nature of the market means that, in the short-term, it is unlikely to attract new sources of finance
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The anticipated impact of the proposed reforms —
Issues of choice and competition



Dynamic and static competition
Stakeholders suggest that, if unsuccessful under PCT, some incumbents may

permanently exit the market, reducing supplier choice in subsequent PCT rounds

* Current providers of criminal legal aid may choose to undergo the required organisational changes to successfully bid for a contract, or
choose not to bid at all

* Should the proposed tendering process be implemented, there are limited alternatives available if a firm is unsuccessful under the PCT
process

Some firms generate a level of private criminal law work, though this often represents a small portion of their overall workload

However, for most criminal law firms, this would still require a large scale-down of operations. A number of the firms interviewed indicated

Reliance on private that they would only need, and be able to maintain, one lawyer to cover private criminal work

criminal law “1 could only afford to maintain one | awyer, mysel flor mirw
Head Criminal Partner, General Practice law firm

Some firms, particularly multi-disciplinary general practice firms, could scale down criminal law operations and refocus on other, more
Exit the criminal law profitable areas of law (i.e. general commercial, family), especially if they already have a presence in those areas

market and diversify This would still require closing or substantially reducing the size of, their criminal departments
into other areas of law “We would have to focus on other areas of the firm, estti
Head Criminal Partner, General Practice law firm

Some firms’ entire service is that of criminal legal aid and so failing to secure a contract would mean a permanent exit from the market

Many providers see their work as a vocation and would not wish to engage with firms who have successfully won contracts if they feel the
quality of service will be insufficient or the best interests of clients will not be served; these practitioners may be forced to cease practising

“We could not survive. This is a vocation, we dndf iinmd foometlei
Partner, Micro firm

Exit the legal services

market completely

However, the requirement to cover professional indemnity insurance premiums may act as a barrier to exit for many firms as this is a
substantial cost and potentially prohibitive (estimated £8,750 for sole practitioners and £14,500 for firms with 2-4 partners)

* In all instances, stakeholders suggest that firms exiting the market will do so permanently, no longer serving the criminal legal aid
market during the first term and therefore would not be able to bid for a contract at a subsequent bidding round

* This reduction in number of players may limit the contractor choice, and consequently, the bargaining power of the Mol in the second
round of tendering

Source: The Law Society, Deloitte interviews
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Changes in the parameters of competition

* The proposed allocation of contracts in CISA requires a re-allocation of market share within those areas — meaning

. successful providers of legal aid face barriers to expansion and would not be rewarded by higher market share or the

Re-allocation opportunity to expand market share. This may lead to lower revenues for market leading providers in their current
of market geographic base

share “Our firm has a 22% share of the market today, undenf t
is absolutelly wu

* The PCT model’s tendering may result in a firm’s costs becoming the sole basis for competition. As brand, reputation, and
quality of service no longer form competitive advantage, the incentive to monitor and improve quality of service may be
significantly reduced if there is no commercial gain

“What we have to recognise is that criminal l aw i
compromi se the?gua

Emphasis on
costs as the

basis for
competition

* The removal of client choice removes repeat business and referrals as sources of work. This may devalue the
Advantage for brand/goodwill current market players have developed over time. Therefore, brand as a natural barrier to entry into new
market markets, may be removed abruptly

entrants “lt is a serious challenge to value my business or ttha

2

relationship and brand str®|ngt

Case study — Work Programme - The Work Programme is a government scheme which aims to progress the long-term
unemployed into employment. Under this programme, this task is outsourced to a range
Department for of public sector, private sector and third sector organisations via the tender of 40 Poor performance carries a risk of non-
DWP Work and Pensions contracts payment. Seven providers have been sent
* The tendering process itself focused both on cost and quality, with contractors being warning letters over their performance,

“ ” d t risk of having thei tract

The Work Programme has 40 rewarded on a “payment by results” framework based on the number of people they ggncaeﬁlz risk ot having their contracts
contracts in total, worth between placed into employment
£3bn and £5bn over five years . . .

* The programme also has the mechanism to reallocate contracts to different providers
It is estimated this will reduce the based on their performance after one year. As such, market share can be redistributed
cost of legacy welfare to work post-tender via competition of quality of service between providers Il Contract under threat

1 0,

schemes by approximately 17% * The inclusion of performance-related competition mechanisms helps to ensure that ™ Contract currently safe

market share is more reflective of the quality of service provided, and not on cost alone

50 Source: (1) Partner, Large Criminal Law Firm, (2) Partner, General Practice Firm and (3) Partner, High-
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A reduction in choice

* Stakeholders have indicated that many stakeholders feel the removal of choice is highly problematic
The princip|e * The choice to choose one’s legal representative is considered a fundamental right by many
of choice * Some have expressed concern that this element of the proposals may contravene Article 6 of the European Convention on Human Rights
“lI't’s wrong in printe

i pl

The removal of client choice, along with fixed market shares provided by the contracts, effectively removes competition between providers for the
Effect on duration of the contract

As such, many stakeholders feel there is the risk that quality will suffer, as the ability of a client to change provider if the service does not meet their
expectations is a key driver for a firm to maintain standards and strive to keep business

“The idea that |l ack of choice wo

and quality

The removal of choice means that clients will no longer necessarily have the trust and confidence in their legal representative that has been built up over
a long period of time, which could lead to a lack of confidence in the advice provided and an increase of the rate of self-representation, leading to further
costs to the justice system that may have been avoided with trusted advice. 60% of police station attendance work is obtained from clients selecting a
Long term provider.

effects “1'f 1 give my <client advice, he takes it because heaehken oswsn en
This removal of choice and constriction of providers for the contract duration may lead to unsuccessful bidders exiting the market, leading to a future
situation of only those already holding contracts being in a position to bid, meaning even less choice and competition

“1 can’t see any of the firms in thi

ee, I

Legal Services Consumer Panel — Consultations summary response to MOJ: Transforming legal aid

* The removal of client choice is unfair in principle, not an effective means to achieve competition benefits, not in line with government policy for
other public services (i.e. Health, social care, and education), undermines quality and puts the most vulnerable at risk of suffering the most

* Confidence in the system could be undermined if the state looking to convict the accused is the one who allocates them their legal representative

LEGAL

CO?IETYIEEE « Consumers value choice and they do exercise choice in the legal aid market, and consider a variety of factors (i.e. quality, reputation and trust)

PANEL

* Maintaining choice helps to safeguard quality as poor providers are punished by the market

* Vulnerable clients are at risk of suffering the most — they benefit from having a pre-existing relationship with their provider, and time and money
The LSCP is firmly is potentially saved by knowing a client has special needs. The Equalities Impact Assessment concedes that the proposals may have a
opposed to the proposal|  disproportionate impact on men and BME people who are overrepresented among criminal legal aid clients

to remove client choice | ¢ Providers could be encouraged to adopt the British Standard on vulnerable consumers as a step towards mitigating this

51 Source: (1) Senior Partner, Large criminal law firm, (2) Criminal Law Partner, General Practice law firm, (3)
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A declining market

Combining the proposed fee reductions with extrapolated crime trends, suggests
the criminal legal aid market would shrink by around a third in the short term

Value of legal aid in scope of PCT model, 2011 versus 2014

(Em)
800 -

Impact of fee cuts

| 24%)
£661m -£92m

Impact of volume decline trends'

600 -

£20m

400 A

200 ~

(%)

-£130m

£30m
£28m

I N

Volume decline 2011-2014
assumptions are based on MoJ
statistics on Crime rates, number
of Magistrates’ Court proceedings
and number of crown court trials.
The three year trend is based on
extrapolation of 2011-2012
growth rates

£440m

As is (2011) Rate cuts impact Proposed (keeping
volumes constant)

Volume impact

To be (2014 estimates)

I Police station M Magistrates’ court[1] [ Crown Court litigation cases with 500 pages of prosecutio [l Crown Court litigation cases with more than 500 PPE

* Stakeholders have suggested they believe there are few realistic options to change current ways of working to accommodate the fee

cuts and declining market

“My bank
Note: 1. The volume impact analysis does not include the scope changes suggested
Source: Mol Consultation Paper CP14/2013, MoJ, Deloitte research and analysis
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The view from potential entrants
Potential entrants have questioned whether the proposed reforms would make

the market more conducive to new entrants and new ways of working

53 Source:

* The 6-8 per cent profit margins currently achieved in the sector, in addition to expectations of further margin pressure in
the sector, may reduce the attractiveness of the market for some potential entrants, unless they have the operational
capability and infrastructure in place to bring substantial cost savings to the current business models
* Some potential entrants identified the challenges around achieving scale and the short length of the contract period as the
Profitability key obstacles to achieving sufficient returns
“The e capemat auirentyy favourable
“heed to be able to grow my
“I'm not really surieswhiatl| ¢ h&I"oa@i
Uncertainty
over how * There is uncertainty of how good performance would be rewarded under the new reforms — potential new entrants have
performance indicated that there needs to be agreed quality metrics to judge performance against
will be * There is a lack of clarity over what the parameters of competition will be
measured / “TMe Jf'isnal tender specification must be clear op h
rewarded
* The potential brand risk of providing criminal legal aid work may deter certain types of firms with the sufficient
Brand ethos infrastructure and scale from entering this market
“We have no intention to bid for crimina
* The on going regulatory reform in this segment of the legal services market may be seen as an additional risk that may be
Regulat.ory challenging to mitigate against
MLl iy “1 can see mos tforgeingmarleteptry i thaifirst rqundfaéndenrg, lettinghe marketsettle undemew
and risk regul ations, and t hlen
* Anecdotal evidence suggests the establishment of non-traditional ABS structures (i.e. not current law firms) is a lengthy
SRA process (estimated 10 months) and may have regulatory requirements that would be challenging to implement
requirements “ T hequirement for all Board members to be vetted for their competency in legal services introduces a high regulato
hurdle (likehe FSAm ppr oved per|sol

Deloitte interviews with various potential new entrants
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Summary of choice and competition impacts

* The introduction of capped contract sizes in CJS areas introduces barriers to expansion for successful legal aid providers reducing their
incentive to improve their service offering

* Stakeholders claimed that a reduction in choice could lead to increased costs for legal aid providers as they have to ‘re-discover’ facts
about a repeat offender

* Stakeholders have reported that in areas where there are only a few contracts, the potential for conflicts of interest (i.e. by already
having represented an associated party) between legal aid providers increases and there is no reserve capacity to address this

* Stakeholders further note that the introduction of capped contracts and a rota system diminishes the importance of brand reputation,
which can adversely affect the valuation of law firms as there would be limited value in building up relationships and client goodwill

* The PCT model potentially only allows the MoJ an opportunity every three years to exercise choice between providers and
reward/punish good/poor service and influence fee levels

— if there is significant market exit in the first PCT round, then the Mol risks facing reduced choice in subsequent rounds and/or
higher fees

— ‘moral hazard’ may be introduced to the market if there are only a limited number of viable legal aid providers, who
individually may become ‘too important to fail’

* Stakeholders have indicated that the unintended consequences of the reforms could change supplier and client behaviour around
guilty pleas. In particular:

— there may be pressure due to the new structure of fees for lawyers to persuade clients to plead guilty; or

— clients may be less likely to plead guilty when they are allocated a lawyer they do not know, leading to more cases going to
trial unnecessarily
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The anticipated impact of the proposed reforms —
potential issues of quality



Changes t

Changes to
incentives

Client’s choice
impact

Margin
pressure

o incentives around quality

* Stakeholders warn that having a fixed-fee per unit (case) policy may create perverse incentives to deal with the case in the most
economically effective way, which may not always be in the interests of the client, or justice. It may be more time and cost efficient to
plead guilty to deal with the case swiftly but for the same fee, or it may be financially rewarding to turn down sensible offers from the
prosecution to achieve court fees, and financial pressure on solicitors may encourage this approach

“My client had an excellent offer from the prosecuwduldmye|t h:
received. I f 1 had been in the world of PCT, | " m

Partner, High-street criminal law firm

* If a firm cannot leverage its reputation to gain business through referrals and strong client relationships, then it may not have any
incentive to maintain a high level of quality in its service as there may not be any adverse consequences from falling standards

“l would have no incentive to grow, no incentive t oercpgsepyVvi
all ocated to me, regardless of how I did on 1 he

Senior Partner, Large criminal law firm

* Stakeholders note that the current margin pressure felt by defence service providers, if further exacerbated, may lead to erosion in
quality of service provided as firms look to make further cuts to their cost base in order to remain solvent

“The only model I can see working is one of a ver yrivendytagets|f i r
in an attempt to save costs where possible; quality will undoubtedly suffer. This is a vocational profession, andvitishtkateps it
afl oat and maintains a | evel of dqual

Partner, Micro-firm

NHS

Case study — GP commissioning reform

* The Health and Social Care Act 2012 laid out plans to reform the NHS, reallocating the responsibility for commissioning for most NHS services
from Primary Care Trusts (PCTs) and Strategic Health Authorities (SHAs) to consortia led by GPs, known as Clinical Commissioning Groups (CCGs)

* Under this legislation, patients are given the choice to choose the provider of elective care, and are free to register with any GP, regardless of

The Health and Social
Care Act is expected
to realise savings of
£4.5 billion that can be
reinvested into patient
care

location. Furthermore, the legislation focuses on improving the availability of performance-related data on the various providers and GPs

* Fixed reimbursement tariffs are in place for providers and GPs — as such, they are incentivised to compete with one another for patients based
on the quality of the service they provide

* The use of fixed tariffs in this example, coupled with consumer choice, is an example of how costs can be minimised without jeopardising
quality of care. Where costs are the sole determinant of commissioning services, as is the case in the legal aid proposals, there is a significant
risk that the quality of the service provided will be reduced

Source:  Deloitte interviews
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Potential risks of costs being displaced across the system

* It was argued by stakeholders that solicitors may be incentivised to prolong proceedings to reach the next level of fee
Creation of eligibility, bringing new inefficiencies to the justice system

Some wi | | unnecessarily take proceedings to the Crjown
need to continue proceed| ng

unwanted

incentives
Partner, General Practice law firm

* With the increased geographical regions that successful bidders would need to service comes potential inefficiencies
relating to the time it will take for solicitors to travel across the regions. This may lead to extra costs for the police stations
and courts involved in having to keep the client until the solicitor arrives

“lt’s going to be difficult to seryve

Increased wait
times for

solicitors
Partner, Micro-firm

* As the proposals remove client choice, stakeholders claim that clients may be less likely to trust the advice of a solicitor
that they are allocated. This trust has often been cultivated by solicitors who have repeatedly represented a client. They
may be less willing to accept plea bargains as a result and this may increase the amount of self representation in court,

Downstream when earlier resolution could be achieved, leading to extra costs

costs “The client trusts my advice because |’ ve helped heé|m &
this before, and wel . Why is he going to truslt

Managing Partner, General Practice law firm

Case study — Residential home care provision

* From the early 1990s, the government has gradually shifted the provision of residential home care places away from the public sector. Instead, such
services are now commissioned from the private sector by local authorities, primary care trusts (PCTs) and end-users. Since 2006, the government has
also tried to promote the ‘personalisation’ of services, whereby end-users are given a budget and allowed to select some of their own care services

* 1 million eligible users receiving
publicly funded care in England

* £1.5 billion allocated for

Despite the reforms aiming to increase consumer choice, in some instances the cost savings targets imposed upon local authorities may have created

personal budgets perverse incentives that has had negative impacts on the wider market

 The estimated size of the UK care | * Specifically, local authorities that remain responsible for the commissioning of adult social care may be incentivised to select domiciliary care rather
sector is £23 billion, including than residential home care places, as it is cheaper. This may not necessarily be in the best interest of the individual, and could also have wider
direct commissioning by local governmental impacts on budgets for housing and complementary benefits. In addition, the lack of certainty around whether consumers will choose
authorities their own services or rely on local authority commissioning of services has resulted in a decline of “block buying” of services by local authorities, which

has increased uncertainty for suppliers in the market

Source:  Deloitte interviews
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Summary of quality impacts

* Quality also means different things to different stakeholders: the MoJ, incumbents, new entrants, defendants,
other criminal justice system stakeholders and the wider public

* There are currently few effective measures of quality in the criminal legal aid market
— stakeholders have mentioned the use of peer review to measure quality, but this is resource intensive
— other potential proxy measures of quality could include measures of defendant satisfaction, the number of

complaints, number of cracked trials, speed of resolution, etc.

* These challenges around measuring quality notwithstanding, stakeholders have expressed scepticism that quality
will be maintained under PCT, which has been described as a ‘race to the bottom’ with competition being solely
focused on price

* As discussed in the previous section, removing client choice, and the ability to grow market shares, de-couples the
link between improving quality and increasing market share

* The fee reductions also put pressure on margins, which, argue some stakeholders, in turn may lead to some
providers being tempted to cut corners

*The change in the behaviour and incentives of criminal legal aid providers may also have downstream impacts
across the criminal justice system
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Design principles



Public service market reforms

* Across a spectrum of policy arenas, the delivery of public services is changing. The 2011 Open Public Servicég¢hite
Paperdemonstrated the Coalition Government's ambition to introduce choice and competition into a greater range
of public services including prisons, schools, health and defence.

* As well as promoting more choice for public service recipients (consumers), the Coalition Government has
encouraged greater participation by private and voluntary organisations in order to bring new, innovative way of
delivering public services in a more cost-effective manner

* The key groups of policy levers available to the Government can be summarised as:
— Enabling greater participation by new providers — reducing barriers to entry, expansion and exit
— Promoting consumer choice — allowing consumers to choose between different providers of public services
— Changing the parameters of competition — introducing elements of price competition and brand awareness
— Influencing the tendering and commissioning process to achieve desired outcomes

* Taken together, these proposals have the potential to re-shape public service markets into competitive markets
where consumers can effectively drive outcomes, the best providers are rewarded by more market share and
overall the system represents better value for money for citizens
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The legal aid reforms must balance different objectives

* Summarised, we understand the MoJ’s objectives are as follows:

— achieving savings of £220million from legal aid, of which £120million is intended to come
from the proposal for PCT; and

Mol objectives

— maintaining credibility and quality in the market
* Summarised, we understand the industry’s objectives are as follows:

— preserving client choice;

Industry — incentive to maintain quality;

objectives — ensuring that incumbent and new providers can achieve sufficient scale to be
economically viable; and

— there is adequate time to adjust to the new reforms and avoid disorderly exit of
providers from the market

* There is over-capacity in the criminal legal aid market
Current * Reported crime levels are falling — this is a declining market

. S
situation: ‘facts I8 Volumes of work across England and Wales are unevenly distributed

on the ground’

* Despite cost pressures over the last decade, the trend has been for more micro-firms to
emerge rather than consolidation into larger firms
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The relationship between price, quality and choice

The ability to choose
different suppliers
places an incentive of
suppliers to make
efficiency savings or
offer innovative pricing
models.
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Price is only one dimension
of competition/choice.
Different price points can
signal different levels of
service / quality. In some
cases, a high price may be an
effective signal of a premium
service/brand.

Consumers can exercise choice when
deciding which supplier to use or can
switch to a different supplier if
dissatisfied with service. Suppliers are
continually incentivised to provide a
service that offers value for money
and the appropriate level of quality.

*In a competitive market, consumers reward
suppliers who offer the best value for money
and quality by purchasing/using their
services

* These suppliers then achieve greater market
shares — but the threat of new entrants and
consumers switching suppliers ensures they
do not abuse their market power

* Where consumers cannot exercise choice or
find it difficult to do so, policymakers can
implement market remedies such as:

— reducing switching costs

- eliminating information asymmetries and
promoting transparency

* Where there is a risk that price competition
may not be effective or there are public
policy reasons for a low price (e.g. universal
service), policymakers can impose a price
ceiling or other forms of regulation

*Similarly, the minimum level of quality can be
set by policymakers
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Public service market reform levers

Design

principles

Address
barriers to
entry,
expansion and
exit

Promote
consumer
choice /
influence
incentives

Influence
competition
parameters

Influencing
commissioning
process

List is not exhaustive
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Policy Lever

Reduce barriers to entry and
expansion

Make it easier to exit the
market

Exercise buyer power and
change purchaser behaviour

More information /
transparency

Make switching easier
Influence price paid
Mandate quality standards

Reduce bidding costs

Favour particular business
models

Change tendering model

What is it?

Make it easier for new entrants to participate, e.g.
by reducing regulatory hurdles, having smaller
contract areas to encourage SMEs, or assistance on
cash-flow management

Reduce sunk costs and legacy liabilities for
incumbents and facilitate mergers to allow rapid
exit market

Use monopsony power to drive supplier efficiencies
and value for money; alter police force incentives to
use particular providers

Empower consumers with tools to better choose
between suppliers

Allow consumers to seamlessly move suppliers
when dissatisfied with performance

Set prices (e.g. RPI-X type formulae) or require
efficiency savings to be passed on

Change the basis of the purchasing decision to focus
on quality rather than price (or in addition to it)

Remove duplication and streamline process

If certain business models are more likely to better
outcomes, reward these

Change process of contract award, procurement
area, contract duration etc.

Expected outcome

Wider supplier base leading to
greater competition and
efficiencies

Avoid inefficient providers
remaining in the market

Create incentives on providers to
be more efficient

Greater choice creates incentives
on providers to improve

As above

Locks in efficiency savings

Competition operating across
multiple dimensions

Removes barriers to entry

Can re-shape market to achieve
better outcomes

As above
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Is it currently
included in the
criminal legal aid
reforms?

No

No

Yes

No

No

Yes

Partially

Unknown

Yes — larger firm size

Yes



Efficacy of policy levers

Whether the outcome of the reforms can be influenced by factors outside the government’s control
— Inthis instance, this might include the behaviour of police and crime trends
How the reforms impact different elements of the defendant journey across related public markets

— Inthis instance, how changes to legal aid have downstream impacts across the wider criminal justice
system

Whether the impacts of the reforms are counter-balanced by impacts elsewhere

— E.g. whether reductions in criminal legal aid fees are outweighed by cost increases elsewhere in the system
The level of industry buy-in

— How much support the reforms command

Whether other market actors (the buyer, end-users and other potential suppliers) can exercise a sufficient
competitive constraint on incumbents to drive efficiencies

Where current and future economies/dis-economies of scale begin to take effect

Whether there is sufficient time to implement reforms and whether they are consistent with procurement and
competition law

The analysis of the previous chapter suggests that there may be challenges in achieving the government’s stated
objectives from legal aid reforms. The next slides consider some potential alternatives/refinements to the current
proposals
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A continuum of options for policymakers

For example, through giving legal aid E.g. more managed market
recipients vouchers to spend with any Status quo: elements of choice, elements such as assistance to
provider of legal aid — multi- but allocated duty solicitor slots market participants and
dimensional competition, incl. price regulated prices

PN

O @ ®
AN A\

a

A 4

E.g. reduce barriers to entry and Proposed reforms: reduction in For example, through
place greater emphasis on choice; price competition; and providing criminal defence
consumers using choice to drive potentially minimum quality services in-house
outcomes — but maintain standards
elements of price regulation

* The different points on the continuum suggest different ways the market can be organised, ranging from a full
free market solution to a state-provided solution — all options across the continuum have the potential to meet
the government’s efficiency savings and credibility objectives

* The continuum is not static: within each option there will be choices around timing, ease of implementation,
procurement areas, contract length etc. — there does not need to be a ‘big bang’ approach to the alternatives
with it being possible to work towards any particular end of the continuum

* Equally, it is conceivable that different solutions may be implemented in different regions by different
institutions. For example, in more rural areas the market may be the case that a managed market solution could
be preferable for reasons of access to justice or market failure whereas in highly urban areas there could be

something closer to a full market solution
65
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A menu of reform options for criminal legal aid

Address barriers to entry, expansion and exit Promote greater choice and influence incentives

* Introduce standardised quality metrics that allow defendants to make
an informed decision on their criminal legal aid provider — make this
more readily available at police stations

*  Dynamically alter contract sizes to reward good performance with
greater market share

* Create an accelerated process for incumbents to conclude M&As
* Reduce switching costs between providers by making it easier to ‘port’
* Create an accelerated process for incumbents to leave the market and client details between legal aid providers

provide support to do so
* Introduce an effective redress system and make it easier to remove
* Adjust the size of contract areas to align with different business models poorly performing legal aid providers

to allow for SME entry
* Exercise central government buyer power to drive further efficiencies

* Make entrant requirements neutral to different business models and — allow it to recover ‘super-normal’ profits from providers in
firm size subsequent bid rounds

* Alter contract lengths to allow for longer cost recovery periods and +  Assist firms in making capital investments, by facilitating access to
adjust payment processes to help firms better manage cashflow finance on more favourable terms

Change the nature of competition Change the commissioning process

* Introduce regulated fee levels — this may differ by region recognising
issues around differing costs to serve and the need to preserve access to
justice

* Do not have a fixed term bid processes; re-focus onus on providers
continually demonstrating fitness

« Reward good providers with the opportunity to win more market share * Have aone stage bidding process only

or expand into other areas * Have alonger commissioning process; increase time between reward

* Change mandated quality standards and delivery

* Require certain providers to partner with particular types of firms, e.g.

* Award contracts on basis of quality, reputation, performance against
SMEs or social enterprises

benchmarks, etc.
* Require urban based providers to also provide services in rural areas

* Alter procurement areas, e.g. move from CJSA to police station areas
(universal service obligation)

* Alter frequency of tenders or move to an open panel of providers
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Summary of design principles

* The Coalition Government is introducing a number of reforms to public service markets. These typically involve
lowering barriers to entry, expansion and exit to encourage new and innovative business models and promoting
consumer choice to drive better outcomes and greater value-for-money for citizens

* Policy levers available to the Government include:

— Enabling greater participation by new providers — reducing barriers to entry, expansion and exit;
— Promoting consumer choice — allowing consumers to choose between different providers of public services;

— Changing the parameters of competition — introducing elements of price competition and brand awareness;
and

— Influencing the tendering and commissioning process to achieve desired outcomes

* These levers can move public service markets closer to competitive markets where choice and competition can
incentivise suppliers to improve quality and make efficiency savings

*The current reforms to criminal legal aid do not, prima facig appear to increase choice or competition

* Refinements to the current reforms could include:
— Greater promotion of choice
— Price controls
— Minimum contract values

— Assistance to incumbents to exit the market
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Appendix 1: stakeholder interview summary



Interview findings
Below is a high level summary of over 10 stakeholder interviews with incumbent

market participants

Quality

Logistics

Choice

The quality of the services provided and the effect the proposals will have on this are at the forefront of everyone’s
thoughts

It is difficult to accept that with such price pressure, quality will not suffer as interviewees would feel incentivised
not visit police stations to give advice, and encourage guilty pleas/push for trials inappropriately

The legal profession has high standards of professional integrity and many feel ill at ease with the ramifications of
the proposals on their ability to uphold standards, with competition being removed and price pressure increasing

This is already an area that has felt the impact of cuts, and has already had to engage in efficiencies and cost savings
—there is not much room to become leaner

This area is already one of the least profitable practice areas for firms, and the suggested reforms on price makes it
more challenging

There is very little scope to make the efficiencies needed to make the economics of these proposals viable even if
the proposed adaptations are feasible — many feel this displays the minister’s lack of understanding of how many
practitioners operate in this area

There is uncertainty about how providers can satisfactorily price potential bids for contracts and as such many will
not engage with the process

Geographical issues are key for some practitioners. While the new provisions will limit contracts won to a certain
area, this areas that must be covered may be much larger than those currently served, which will increase costs, and
a time when prices will have been squeezed further

There is widespread uncertainty as to the volume of work, the prices necessary to win contracts, the necessary
changes needed to support these contracts, and whether that is financially and operationally sustainable. As such,
the changes that have been suggested to be able to win these contracts are not seen as achievable , particularly
under the constraints of such a short timescale

Not only is choice seen as a fundamental right of a defendant and an integral part of the judicial system, it directly
affects the quality of the service provided and the operational undertakings of providers

For many providers, they rely on repeat business and recommendations, which both stem from the right to choose,
and this allows them to gain reward for providing a quality service

The presence of choice drives competition between providers to provide a better service. This is lost under the
proposals
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