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FOREWORD
When I walk into a law firm office and ask how they track their accounting 
information, I will often get a glazed look or be told to talk to the bookkeeper 
or accountant. While there are some exceptions, most lawyers don’t understand 
accounting; after all, they went to law school and not business school, and 
most law schools don’t teach business or accounting. Accounting has become 
a scary word for lawyers, but it doesn’t have to be.

In order to be able to provide the information to file your taxes, borrow 
money, or understand how your business is doing, you need accounting. Law 
firms have extra requirements for properly tracking client money (IOLTA) 
and may have additional government requirements. While a law firm may 
have an accountant and/or bookkeeper to do the work, it is important for the 
owner to understand the basics since they must make wise decisions.

After writing QuickBooks for Law Firms, I have often been asked basic legal 
accounting questions since that book is focused on implementation within a 
single program. With this book, you go back a step and get an understanding 
of the fundamentals before you choose a software solution.

Rick and Pam have many years of experience working with law firms and im-
plementing systems to help with the accounting. With this book, they have 
simplified the concepts of law firm accounting and identified the challenges 
for law firms. No matter who in the firm does the accounting, this book will 
help those at the top better understand what is happening. More information 
and understanding can only lead to better decisions. 

Knowledge is power and understanding accounting gives you the power to 
move the firm forward.

Caren Schwartz 
Time & Cents Consultants 
35*45 Consulting Team Member 
November  2017
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PREFACE
Mention the word “accounting” in front 
of lawyers, then take a step back and 
appreciate the look of terror that comes 
across their faces. You can trust me or 
try it for yourself, but just mentioning 
the word almost always strikes fear 
in attorneys’ hearts everywhere. The 

reason why is simple. Attorneys are 
not accountants, but when it comes to 
running a law firm, especially a small 
law firm, legal accounting is extremely 
important. The problem is that as 
important as accounting is to a law firm, 
it can be equally as challenging.

First, it’s crucial to understand why 
accounting is of such importance 
to law firms. First and foremost — 
COMPLIANCE! In the legal world, 
compliance is key, and a law firm’s 
accounting is no different. Failure to 
remain compliant could result in stiff 
penalties for law firms, even disbarment.

Second, is a firm’s income. If your firm’s 
accounting isn’t up to snuff, you could fall 
victim to leakage. This means money that 
should end up in your pockets could very 
well remain in the pockets of your client 
or other service providers based on poor 
accounting practices.

Third, is the continued success of a 
law firm. If a firm effectively manages 
their accounting, they develop 
extremely valuable business intelli-
gence surrounding some of their more 
successful practice areas and allocate 
the appropriate resources to ensure the 
greatest levels of success for the firm.

When we sat down to begin writing 
this book, we decided that we wanted to 
create the go-to resource for small firms 
looking to increase their ability to suc-
cessfully manage the business of running 
a law firm. All too often smaller firms 
think because they don’t have all of the 
same assets and staff that larger firms do, 
they have no choice but to fall behind 
and take risks in how they manage their 
accounting. Not only is this not true, but 
it’s also dangerous! 

In this book, we hope to demystify legal 
accounting, and make it both easy to 
understand and manage. Just because 
you’re not an accountant or don’t have a 
high-priced accountant on staff, doesn’t 
mean that you can’t run a successful 
law firm.

Legal accounting 
is extremely  
important. 
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“A lawyer’s time and advice are his stock in trade.”  
Abraham Lincoln

Law firms are in the business of practicing law. There are 
income and expenses, assets and liabilities, and equity in the 
financial statements of all law firms, just as with any other 
business. It is true that most attorneys prefer to practice 
law rather than manage a business, but it is still a business. 
Accounting is the backbone of understanding the financial 
activities and health of a business. And the accounting re-
quirements used to understand the financials of a law firm 
are unique — time billing, advanced client costs, retainers, 
and trust activities. Attorneys must be diligent when they 
track time, enter expenses, and most importantly — when 
they manage funds on behalf of their clients.

There are three essential components of a successful 
law firm accounting system — legal accounting, trust 
accounting, and business accounting. 

OVERVIEW
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Revenue/income: Monies received 
for doing work. In a law firm, revenue 
is generated from working on client 
matters. Law firms typically report on a 
“cash” basis, i.e. the revenue is recognized 
when it’s received.

Expenses:Money spent or costs incurred 
in efforts to generate revenue. A law firm 
recognizes two types of expenses:

•  Generated on behalf of a client, e.g. 
filing fees, medical records. Note: these 
expenses are booked on the balance sheet 
as Advanced Client Costs or on the Profit 
and Loss as Reimbursable Client Costs, 
see Chapter on “Matter Expenses.”

•  Generated in the normal course of 
business, e.g. rent, payroll.

Assets: Something owned by the 
firm that can provide future economic 
benefit, e.g. cash, advanced client costs, 
buildings.

Liabilities: Obligation of the firm, either 
money that must be paid or services that 
must be performed, e.g. loans, retainers, 
trust activities.

Common Terms

Equity: The owner(s) value in the assets 
of the firm. This can be from contribu-
tions and/or a function of net profits.

Cash basis accounting: Revenue is 
recognized when received; expenses 
when paid, i.e. the financial statements 
are not impacted until an invoice is 
paid (revenue) or a check is disbursed 
(expenses). Only the Profit & Loss 
(income statement) is impacted, not the 
balance sheet. Law firms are generally on 
cash basis accounting.

Modified cash accounting: Revenue 
and expenses are treated on the cash 
basis with accruals for long-term balance 
sheet elements, such as Advanced 
Client Costs. Firms use a modified cash 
method to develop what it feels is a more 
accurate picture of its finances. 

Accrual basis accounting: Revenue is 
recognized on the income statement 
when the transaction occurs, i.e. the 
invoice is created, the bill is created. 
The balance sheet is also impacted by an 
increase to accounts receivable/accounts 
payable. 



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 12

Legal Accounting Components

Time & Expenses 
The time and advice relevant to matters 
is the foundation of the law practice 
business model. While there are many 
practice areas that bill according to a fixed 
fee or on contingency, most attorneys 
still track and bill for time spent on a 
matter. Even fixed fee and contingency 

This linked timecard automatically   
tracks the time with the matter for billing 
purposes. 

Expenses advanced on behalf of the 
client require due diligence to ensure 
they are correctly appropriated to 
and reimbursed by the client. This is a 
significant area of revenue “leakage” in 

With the 
advent of 
technology, 
tracking time 
has become  
easier

Figure 1-1: Matter linked timecard (Source - CosmoLex)

work may require time to be tracked, 
but not directly billed. With the advent 
of technology, tracking time has become 
easier — no more lost slips of paper — 
reducing lost revenue. Some applications 
have built-in timers linked to the matter. 

many firms. That FedEx mailing or fee 
for medical records can often be missed. 
To ensure that the expense is correctly 
posted, expenses should be linked to 
the matter. A system that provides the 
option to link a bill or check payment to 
the matter for invoicing when the bill or 
check is entered is most effective. 
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Figure 1-1: Matter linked timecard (Source - CosmoLex)

Retainers 
Many businesses require a customer 
deposit before work is commenced, 
so what’s the big deal for law firms? 
Retainer management is more significant 
than deposits. Retainers remain the 
property of the client until earned. In 
other words, while a customer can give 
the contractor a deposit to order garage 
doors, that money no longer belongs 
to the customer and, in most cases, it is 
non-refundable and is booked as income. 
In a law firm, the retainer remains a client 
advance and is a liability of the firm until 

it has been earned by the attorney for work 
performed. This is significant. Whether an  
operating or trust retainer, client advances 
must be segregated and easily identifiable in 
the accounting software. Most states do not 
even allow attorneys to hold client advances 
in an operating or business account, i.e. 
operating retainer. Please check with your 
jurisdiction.

Please see chapter “retainer management” 
for an explanation of the difference 
between operating and trust retainers.

Figure 1-2a: Matter linked soft cost  
(Source - CosmoLex) 

Figure 1-2b: Matter linked hard cost  
(Source - CosmoLex)

Figure 1-3: Operating advances & trust funds individually listed for each matter (Source - CosmoLex)
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Trust Activities
The words “IOLTA audit” will strike fear in even the most careful attorney. Trust 
transactions require attention to detail, compliance, and thorough reconciliation. 
There must be no evidence of commingling of client funds, or commingling of client 
and firm funds. Trust transactions must be separate and distinct. 

Business Accounting
All businesses track revenue/income, expenses, liabilities, assets, and equity. Law firms 
are in the business of practicing law. In addition to the legal accounting, the law firm 
has to manage the “back office,” or general accounting that is required of all businesses. 
What is the relationship between these categories? How do they affect the business 
of a law firm?

The interdependence of revenue and expenses, assets, and liabilities, cannot be 
understated in terms of managing a law firm. When revenue exceeds expenses, the 
firm realizes a profit. When expenses exceed revenue, there is a loss. Cash flow, often 
overlooked, is a significant variable in the financial health of a law firm. Advanced 
Client Costs — expenses advanced on behalf of a client — are not calculated on 
the profit and loss (income statement) but are an asset (monies owed to the firm) on 
the balance sheet. A firm could have significant funds in trust retainers, a liability of 
the firm, but until the work is performed, billed, and paid, the cash is not available 
to the firm. 

Figure 1-4: Client ledger for trust transactions (Source - CosmoLex)
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Reports 
Financial management of any business 
requires generating relevant reports. 
Common business reports include a 
Profit & Loss (a.k.a. Income Statement), 
Balance Sheet, Cash Flow Analysis, 
Accounts Receivable, and General 

Before technology provided the ease of 
electronic timekeeping and facilitated 
more accurate record-keeping, attorneys 
tracked time on paper — legal pads, 
index cards, slips of paper, the front of 
the file folder — and, more typically than 
not, under-billed most of their clients. 
Expense receipts were typically thrown 
into an envelope within the “Redweld” of 
the matter file. Sometimes these receipts 
slipped into other sections or didn’t get 
into the Redweld at all. Trust activity 
was tracked using a ledger book or cards. 
Remember those green, hardbound, 11 x 
14-inch ledgers with the green or pink 
columns for double entry? Typically, each 
client was designated a page or two. Or, 
firms used card stock ledger cards that 

System

Ledger. Law firms also need Work in 
Progress (pre-bill), Trust three-way rec-
onciliation, Billing (by timekeeper and 
matter owner), Collection (by timekeeper 
and matter owner), and Compensa-
tion Reports (by timekeeper and matter 
owner). 

were stapled together to maintain all the 
transactions with the file. Transactions 
were noted in pencil, and the potential 
for errors was great. 

With the digital age came less 
cumbersome record-keeping, but 
diligence is still required. With more 
sophisticated computer software, time 
tracking is easily transferred to client 
time cards, expenses can be linked to 
matters, and trust accounting is more 
systematic. The “system” is established 
by the application, with a prescribed 
process to facilitate the various functions. 
In the next chapter, we’ll review what an 
accounting system is.
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WHAT IS AN  
ACCOUNTING  
SYSTEM?
An accounting system provides all of the components 
to track, monitor, and report on the financial status of 
a law firm. It isn’t impossible for a law firm to build 
an accounting system based on paper, pencils, and 
spreadsheets. In fact, it’s impressive if they can build 
that accounting system and remain compliant and 
successful. Most successful small businesses inside 
and out of the legal industry depend on a computer-
ized system to manage the financials of their business. 
Law firms may have some very specific needs when it 
comes to accounting, but they also need many of the 
same components that other small businesses do.
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These are the General Ledger accounts to which all transactions are posted. For law 
firms, there are certain “accounts” that set it apart from more generic business chart 
of accounts. The list below contains accounts that are specific to law firm accounting. 
Note that a particular firm may not need all of these accounts.

• Client Trust Funds (Liability)
• Client General Retainer – Trust (Liability)
• Client General Retainer – Operating (Liability)
• Advanced Client Costs (Asset)
• Reimbursed Client Expenses (Direct) (Income)
•  Inhouse Reimbursed Expenses (Indirect)  

(Income)
• Fee Income (Income)
• Discount (Income)
• Reimbursable Client Costs (Expense)
• Non-Reimbursable Client Costs (Expense)
• Unrecovered Client Expenses (Expense) 

Accounts fall into five categories (with subcategories that act the same as the parent), 
and in two different types of GL accounts:

Balance Sheet Income Statement  
(Profit & Loss)

Assets  
(what business owns)

Income  
(Revenues from activities)

Liabilities  
(what business owes to others)

Expense  
(costs from activities  

& losses)

Equity  
(the difference between assets  

& liabilities)

Chart of Accounts

More on the effect of different accounts on activities, and reporting is described in reports sections.
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Double-entry Bookkeeping

All financial activities are posted by crediting one account and debiting another. This is 
not synonymous with increasing and decreasing the account. A few simple examples, 
in the accounting world: 

•  Operating (Firm) funds: Revenue received will post to both the bank account 
(debiting cash) and income account (crediting income) as increases in those 
accounts.

•  Trust: Revenue received will post to both the bank account (debiting cash) and to 
the trust liability account (crediting trust liability) as increases in those accounts.

•  Paying an expense will decrease (credit) the bank account and increase (debit) the 
expense account.

 
The benefit of financial software is that all of this activity goes on behind the scenes. 
Therefore, if you have legal-specific accounting software, you don’t have to worry about 
it. In situations where law firms are using generic or manual accounting systems, data 
may be required to be entered more than once. Financial software can link numerous 
accounts so that data only needs to be entered one time, reducing errors that come 
along with duplicate data entry. For law firms, this is a major win, because when data 
in one account doesn’t match another, it can lead to mistakes, and in the case of smaller 
firms, many times they don’t have the resources to fix these mistakes. By reducing the 
time spent on data entry these firms can spend more time with their clients and know 
that their books are clean and audit-ready.
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General Ledger

The foundation of double-entry bookkeeping is the General Ledger (GL). The 
compilation of all the transactions and activities that occur in accounting is in the GL. 
Each account from the Chart of Accounts (COA) is listed with all activities within 
the time period requested. This essential component of good financial software allows 
the user to track and easily find transactions. The interrelationship between the firm’s 
COA and the GL is straightforward. Every single transaction done in the system is 
posted twice in the GL, with a debit to a COA account and corresponding credit to 
another COA account using journal entries.
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Journal Entry

While the General Ledger is the 
foundation, built with the chart of accounts, 
journal entries are how the financial data 
is entered. Every entry, without exception, 
is promulgated using debits and credits. 
In order to perform this correctly, one 
must understand how debits and credits 
affect each type of account. This can be 
very confusing because, in some cases, our 
colloquial descriptions are different from 
accounting definitions.

To increase an asset one posts a debit to 
the account. This seems counter-intuitive. 
When depositing money in the bank, 
the system debits cash and credits either 
income or accounts receivable. For this 
explanation, we’re assuming cash basis 
reporting. Looking at the work behind the 
scenes, and consider the actions. You’ve 
billed your client for time. The client pays 
the invoice. In the system, you increase 
revenue with a credit to “income” on the 
income statement, but you also need to 
post the cash to the bank. The correspond-
ing entry is a debit to cash. An accrual 
system simply adds one additional step. 
When the invoice is created, the income 
is immediately recognized by crediting 
income and debiting accounts receivable 
(the debit side of the entry). When the 
invoice is paid, accounts receivable is 
credited, and cash is debited. 

Account Type Debit Credit
Asset Increase Decrease

Liability Decrease Increase
Equity Decrease Increase
Income Decrease Increase
Expense Increase Decrease

In sum, the following accounts are 
increased with a debit: Bank (cash), 
Assets, Expenses, and Cost of Goods 
Sold. Consequently, these accounts are 
decreased by a credit.

The following accounts are increased 
with a credit: Equity, Liability, and 
Income. Consequently, these accounts are 
decreased by a debit.

Imagine having to enter every transaction 
for your law firm using journal entries, 
posting debits and credits. For those 
of you old enough to remember paper 
ledger books, there were two essential 
columns (plus columns for the account 
name / number, description, and 
additional information). The advent of 
electronic accounting software allowed 
non-accounting users to handle their 
bookkeeping because it makes the journal 
entry for transactions, such as writing 
a check or receiving a payment on an 
invoice, behind the scenes.

Sometimes a manual journal entry 
is needed to input financial data. For 
example, payroll liabilities are an expense 
as well as a liability. The expense must 
be entered properly to be included on 
the income statement, but also entered 
in the liability account until paid. In 
many systems, a manual journal entry is 
required. We encourage a full understand-
ing of journal entry functionality before 
taking on this type of transaction.
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The advent of electronic  
accounting software allowed 
non-accounting users to 
handle their bookkeeping 
because it makes the journal 
entry for transactions behind 
the scenes.

Figure 2-1: Journal entries showing debits & credits (Source - CosmoLex)
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Challenges of Legal Accounting

#1: Client Trust Fund Accounting

Using retainers to secure payment from 
clients is common practice for law firms. 
This means that funds may be in the 
firm’s possession, but they do not belong 
to the firm until they have been earned.

Complications for law firms arise, as they 
need to track client ledgers individually 
while still keeping all trust funds pooled 
in one bank trust/IOLTA account. Law 
firms need to ensure that one client’s 
funds are not used on behalf of another 
client or used with the funds of the firm. 
Law firms generally don’t receive a save 
the date months in advance when they 
will be subject to an audit. For law firms 
looking to survive those accounting 
audits, it is imperative that they have 
various reports at the ready at all times.

Providing an auditor with a series of 
three to four highly specialized reports 
will quickly show them that a firm’s trust 
accounts are in order. These reports can 
include bank reconciliation reports, bank 
ledgers, receipt journals, disbursement 
books, and client ledgers.

#2: Proper Accounting of  
Matter Costs

When practicing law, often costs are 
incurred from the outset of the matter. 
Depending upon the nature of the matter, 
these costs are either billed to the client 
or collected at settlement (if there is a 
settlement). It is required that all costs 
are accounted for properly. This sounds 
simple enough until you understand that 
not all costs can be treated the same. 

#3: Differentiating Income  
& Revenue

When an invoice is paid, a portion of the 
revenue must first be allocated to incurred 
costs. This portion must be recorded 
separately and not considered income. 
Firms who have difficulty in separating 
revenue that covers incurred costs from 
their actual income will have inaccurate 
books, battle compliance issues, and 
experience difficulty recognizing which 
cases have become more valuable to 
the firm. 

For so many solo and small law firms, legal accounting is a major challenge. Lawyers 
certainly aren’t accountants and accountants rarely have the particular expertise needed 
to successfully navigate the legal accounting landscape. Unfortunately, this creates the 
perfect storm for legal accounting errors to occur at many solo and small and law firms. In 
a nutshell, the following are five major challenges law firms encounter when it comes to 
legal accounting:
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Chapter Tips :

1. Have a legal-specific Chart of Accounts

2.  An understanding of the segregation of matter-related transactions and business 
related transactions is essential

3.  Only use manual journal entries if you understand the relationship between debits 
and credits and account types

#4: Duplicated Data Entry &  
Resulting Errors

It is crucial that a law firm’s billing and 
accounting systems use matching sets 
of data. The problem is that more often 
than not law firms use two separate 
systems for their accounting and billing. 
This means that all financial data must be 
entered twice and must be done correctly 
across both systems. Failure to accurately 
keep these two systems in sync may 
create bookkeeping issues, resulting in 
billing complications, missed revenue, or 
ethics violations.

#5: Understanding Where The 
Money Came From

Nobody has ever said being a lawyer is 
easy, it becomes that much more difficult 
when a lawyer decides to manage a firm. 
There’s much more to think about than 
just a caseload. The lawyer needs to make 
a transition from attorney, to attorney/
businessman or woman.

The following chapters cover all of these 
challenges in more detail while sys-
tematically explaining many other legal 
accounting topics.
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Managing retainers should be a straightforward process, 
but it is one that frequently causes compliance problems 
for law firms. Retainers are client monies held “on 
account” to be used toward legal services and expenses. 
They may only be applied to matter expenses when 
incurred and legal services when earned. There are rules 
that govern how retainers are held (trust or operating 
accounts) and disbursed.

Operating vs. Trust Retainers

An operating retainer (only allowed in few jurisdictions; please check your local 
rules) is held in the firm’s operating account. Other than the account in which it is 
held, the rules governing use of the retainer are the same. This creates very complex 
accounting in order to segregate funds not only from other client funds but also from 
firm funds. Trust retainers are monies held in a dedicated bank account exclusively for 
holding client funds and properly titled at the bank as “Attorney Trust Account” or  
“IOLTA Account.” 

RETAINER  
MANAGEMENT
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RETAINER  
MANAGEMENT

Segregation of Retainers

Figure 3-1: Client ledger balances for all matters (Source - CosmoLex)

Each client’s funds must be identified and segregated from other client funds and 
must be used exclusively for that client. This can cause confusion and bookkeeping 
errors (and nightmares) since the funds are deposited to a single trust bank account. 

In light of this, the accounting system must be capable of maintaining pristine client 
ledgers that clearly identify transaction and balances for each client.
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Many ongoing matters require the re-
plenishment of retainer balances as 
legal services and expenses are paid. 
This is commonly known as “evergreen.” 
Attempting to track this manually rarely 

Many  
ongoing 
matters 
require the 
replenishment 
of retainer 
balances as 
legal services 
and expenses 
are paid.

Figure 3-2: Matter setting for a minimum retainer balance (Source - 
CosmoLex)

Figure 3-3: Client invoice showing retainer replenishment and remaining 
retainer (Source - CosmoLex)

produces successful results in most firms. 
The billing system should have a feature 
that provides automatic notifications and 
is able to bill the client when the retainer 
dips below a specified minimum. 

“Evergreen” Retainers



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 28

Key Trust Accounting Concepts

TRUST  
ACCOUNTING
Trust accounting is something most attorneys are familiar 
with as a requirement of practicing law. Many attorneys 
are also aware of how essential it is to properly manage 
their trust accounts to remain compliant with the strict 
trust accounting requirements in their respective state. 
It is crucial that attorneys understand what makes trust 
accounting different from general business accounting, the 
strict guidelines attached to trust accounting, and the reports 
that are necessary to successfully manage a firm’s trusts.  

Virtually every law firm must observe the 
rules governing trust accounting. The Rules 
of Professional Conduct for each state bar 
are typically based on the American Bar 
Association model rules, and regulations 
for trust fund management will be found 
under Rule 1.15 (Safekeeping Property). 
Each state may have other rules that add 
to or supersede bar association guidelines. 

Client trust account management can be 
dull, so it’s tempting to assign the clerical 
work to somebody else in the office. 
While it’s easy to entertain that thought, 
it’s important to remember that office 
staff doesn’t get disciplined, lawyers do! A 
large number of disciplinary actions and 
disbarments arise out of the mishandling 
of client trust funds. 

In this section, we will cover key concepts 
of trust accounting and what makes it so 
unique.
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Know Which Funds Belong in Client Trust Accounts 
In general, the only funds that can be deposited to a trust account are client funds 
such as:

• Real estate transaction funds
• Personal injury settlements
• Other settlements or judgments
• Collections
•  Retainers and advances for fees until actually earned 

Funds held in a fiduciary capacity should be deposited to a separate properly entitled 
account. 

 The following types of funds cannot be kept in a trust account.

• Personal funds
• Earned income
• Payroll
• When attorney is not Fiduciary Trustee

All Client Funds Must Be Kept Separately 
“Client A’s” money has nothing to do with “Client B’s” money. Even though all client 
funds are kept in the same bank trust account at an approved institution, each client’s 
funds are completely separate entities. At any given time, you should know each 
client’s balance held in your trust account and generate a required client transaction 
report, which shows all activity for that client and the remaining balance.

Client Ledger Must Never Have a Negative Balance 
Each client has only his or her own funds available to cover their matters, regardless 
of how much money is in your pooled client trust bank account. If there is an instance 
where you unintentionally spend more than a client has on deposit, the over-drafted 
amount will have to be paid back from the firm’s funds and is likely to result in a dis-
ciplinary action upon audit.

All Funds In and Out Must Balance  
The goal in client trust accounting is to make sure that every dollar you receive on 
behalf of a client is ultimately paid out. What “comes in” for each client must equal 
what “goes out” for that client — no more, no less. 
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Trust account is a Liability Account (on Balance 
Sheet) 
Trust funds belong to the client and not to the attorney — not ever. Yes, some of the 
funds will eventually benefit the attorney in the way of fees earned, either by being 
directly billed and paid (retainer monies), reimbursed costs, or through fees earned 
at settlement. But until earned, the funds belong to the client. Any unearned funds 
must be returned to the client. Therefore, trust funds are a liability of the firm and are 
included on the balance sheet as such. 

Trust accounting itself is not difficult and 
most compliance challenges arise from 
the firm’s inability to understand unique 
bookkeeping requirements and deploying 
proper systems and processes to maintain 
strict compliance. Challenges associated 
with business bank accounts that are 
not normally associated with trust bank 
accounts may include:

•  Trust funds are not part of Income 
Statement (aka Profit and Loss)

•  Trust balances do not need any  
depreciation or amortization

•  Trust balances do not accumulate 
interest — for most IOLTA accounts, 
interest is deposited and withdrawn 
on the same date and credited to 
designated state agencies by the bank

•  Trust funds do not affect firm’s tax  
liabilities

•  A properly configured trust bank 
account should not incur any 
management fees or bank fees 

Trust Account Management 
Guidelines

These attributes make handling trust 
funds simpler than business funds. 
However, as we saw in an earlier section, 
trust accounting guidelines have some 
unique characteristics and require 
specialized solutions. This section 
provides guidelines on how to administer 
trust funds correctly.
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Avoid Manual Record 
Keeping 
Review your firm’s trust bookkeeping 
procedures and identify which ones are 
being managed manually. Often, law 
firms are entering each client’s transac-
tions separately and issuing hand-writ-
ten trust checks. Manual bookkeeping 
takes an enormous amount of time, 
mistakes are hard to detect, hand-writ-
ten checks are more subject to fraud and 
can easily be misread, and reports are 
next to impossible to prepare. 

A good trust accounting program can 
easily replace ALL of your manual 
books and provide you with total control 
of your trust accounting. Transaction 
entries, trust check printing, bank rec-
onciliations, report generating, error 
detection and corrections become 
simple, and you will be able to maintain 
an audit trail for any changes made in 
your trust books. Your accountant can 
easily review your trust data and make 
the appropriate corrections rather than 
shuffling through stacks of papers.

Manual bookkeeping takes an 
enormous amount of time, mistakes 
are hard to detect, hand-written 
checks are more subject to fraud and 
can easily be misread, and reports are 
next to impossible to prepare. 

Verify Funds Before 
Disbursement  
Don’t make any disbursements until the 
deposited funds have cleared. Knowing 
your local jurisdiction rules on how long 
to wait before considering funds cleared 
is an important safeguard. Be diligent, 
but don’t let a client rush you. After you 
have written the trust check(s), take a 
moment to add them up and compare 
them against the client’s balance in the 
trust account. Make sure there are funds 
available to cover the checks. 
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Match your Books 
with Bank Statements 
(Reconciliation) 
You must keep a record showing that 
you “reconciled” or “balanced” each trust 
bank account every month. The balance 
in the bank must agree with the total of 
the client balances listed on your books. 
Firms that do not reconcile monthly are 
waiting for disaster to strike, as most trust 
account mistakes are identified at the time 
of reconciliation. Monthly bank reconcili-
ation is one of the most critical aspects of 
trust bookkeeping. 

Lawyers looking to enhance the integrity 
of their reconciliation process can do so by 
taking the following steps:

•  Many attorneys attempt to perform 
reconciliations by downloading an 
electronic bank statement. This simply 
isn’t advisable, as all entries should be 
manually checked against the bank 
statement. 

•  Reconciling a firm’s accounts is serious 
business. If the reconciliation is 
being performed by a third party, it is 
imperative that it all work is checked 
over by a senior member of the firm. 

•  A senior member of the firm should 
open and review the bank statement to 
help protect against fraud.

 
Once bank reconciliation is successfully 
completed, the following tasks should be 
performed:

•  Review uncleared disbursements 
which are 30-days or older. Why are 
these funds not cleared? Until funds 
are cleared, you are still maintaining 
fiduciary responsibility. Follow up with 

payees to see why funds were not cashed. 
Perhaps the check was lost in the mail, 
in which case you need to void and 
reissue the disbursement. If you cannot 
locate payees or clients, follow your 
state’s rules to handle unclaimed trust 
funds, which often requires sending it 
to your state’s designated agency.

•  Check to ensure there are no deposit 
transactions in uncleared status. 

•  Eyeball client balances. Do they make 
sense? If a matter is no longer active, 
consider returning ledger balances 
to the client. Otherwise, you are still 
maintaining fiduciary responsibility. 
Most states have rules on how long the 
firm can hold the client funds after the 
case is settled. Failure to return funds 
in a timely manner can subject the 
attorney to disciplinary action.

•  Close your trust accounting books for 
each reconciliation period to prevent 
accidental edits. This is a critical 
step and should be offered by your 
bookkeeping system. 



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 33

Keep Paper or Electronic 
Images in Addition to 
Bank Statements
Have a good audit (paper) trail. In 
addition to the bank account statement 
and any canceled checks, keep a monthly 
folder with the following: copies/stubs of 
all checks deposited to or written on the 
account; copies of all deposit slips (copies 
made by you — don’t rely on the bank); 
as well as a copy of your receipts and 
disbursements journal (or reports from 
your trust software) showing the account 
transactions for that month. 

Each deposit and disbursement 
instrument (i.e. canceled checks, deposit 
slips) should describe the client and the 
matter to which it relates. This is a critical 
requirement and will help you identify 
the source of each and every transaction. 

Archive Closed Client 
Accounts
When a client matter has been 
completed, the balance on the client’s 
ledger is zero, and all transactions 
have been reconciled with the bank 
statement, you should “close” or archive 
that client ledger. Otherwise, over a 
period of time, you will be dealing with 
hundreds or even thousands of “open” 
client ledgers in your manual books or 
software program.

Maintain Strict Access 
Controls
Bookkeeping data, access to trust 
records, bank statements, bank logins, 
unprinted checks, etc., must all be under 
strict controls. Your trust bookkeeping 
software should allow you to limit 
viewing or editing capabilities by users, 
thus providing you with an effective 
mechanism to regulate staff access.

Maintain an Audit Trail
Maintain an audit trail for any changes 
made in your trust books. Your trust 
bookkeeping software should be able 
to keep track of your staff activities — 
which ledgers are being worked on, what 
activities are performed, etc. This would 
be immensely helpful in the event you 
run into serious trust bookkeeping issues 
and need to locate which staff member 
made those entries/changes.

Know Your State’s Trust 
Account Requirements
Each state has its own set of rules 
and regulations related to client trust 
accounts, which are periodically updated. 
General descriptions provided in this 
book may or may not be applicable in 
your state. Always refer to the rules as 
maintained in your state by bookmarking 
the website and consulting it as your first 
source of information.
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Key Trust Account Management 
Reports

Bank Ledger 
The bank ledger is a summary of all 
activity for the trust bank. It includes 
all receipts, disbursements, voided 
entries. Each listing must show Date, 
Payee/Payer, Amounts, Purpose, running 
balance and most importantly identify its 
client-matter. 

To ensure law firms are managing client 
funds as per requirements, each jurisdic-
tion specifies certain sets of reports, which 
are required to be maintained to show 
proper administration of trust accounts. 
Note, these reports are produced from a 
law firm’s bookkeeping system and cannot 
be provided by the bank. This section 

provides examples of these required 
reports as well as its purpose.

Apart from these reports, physical copies 
or electronic/scanned images of the actual 
instruments (deposit slips, canceled 
checks, paper statements) are also required 
to be maintained.

Figure 4-1: Bank activity report (Source - CosmoLex)

Key information found in the Bank 
Ledger:

•  Running balance will identify if law 
firm is overdrafting

•  If disbursements are being issued prior 
to deposits

• Purpose of each transaction
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Receipts Journal
A cash receipts journal shows the cash 
received from each client. This report 
is basically the deposit portion of your 
bank ledger. 

Figure 4-2: Cash receipts journal report (Source - CosmoLex)

Key information found in the Cash  
Receipts Ledger:

•  Identification of each source of 
deposits.
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Figure 4-3: Cash disbursement journal report (Source - CosmoLex)

Disbursements Ledger
A cash disbursement journal shows the disbursements made on behalf of each client. 
This report is basically the withdrawal portion of your bank ledger.

Key information found in the Cash Disbursements Ledger:

•  Identification of each payee. Special interest for auditors are payments being issued 
back to the law firm.

•  Are disbursements happening sequentially by both date and check numbers, e.g. 
why was check number 4074 printed after check number 4075? Was check number 
4074 post-dated? Was it a simple collation error?
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Client Ledger Balances
The Client Ledger Balance Report is a 
critical report and is an essential part of 
trust bookkeeping. It provides balances 
for each of the clients in your books. 
Each client balance can be broken down 
into what has cleared the bank and 
what remains uncleared. Until funds 
are cleared from the bank, you are still 
in possession and maintain fiduciary 
responsibility. For example, you wrote 
a check of $100 seven months ago and 
perhaps the check was lost in the mail. 
Your books may show the client balance 
to be $0, as you have issued the check 
and closed the file. But as the funds 
never cleared the bank, you still need to 
account for these balances.

The Client Ledger Balance Report is a  
critical report and is an essential part of 
trust bookkeeping. 

Figure 4-4: Ledger card balance report (Source - CosmoLex)

Key information learned the Client  
Ledger Balances:

•  Any negative balance for any client. 
Remember, there is no such thing 
called “negative balance” in trust 
accounting.

•  The amount of “uncleared” balances. 
Why are the funds uncleared? 
Are monthly reconciliations being 
performed?

•  Inactive client matters with balances. 
Why are funds not disbursed?
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Individual Client Trust 
Ledger
The Individual Client Ledger Report is 
another crucial report and is an essential 
part of trust bookkeeping. It is basically 
a mini-bank account, one for each cli-
ent-matter. It provides a chronologi-
cal listing of transactions and running 
balances for each of the clients in your 
books. No running balance should ever 
show a negative balance, as that would 
indicate disbursements are being made 
prior to receipts.

Figure 4-5: Ledger card details report (Source - CosmoLex)

Key information learned from the 
Client Trust Ledger:

•  Any transaction that causes a negative 
balance.

•  Are transactions being periodically  
reconciled? 

•  Are disbursements happening in 
sequential numbers? i.e. is check number 
1007 being printed before 922?
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The key purpose of bank reconciliation 
is to ensure your books are in sync 
with bank activities.

Bank Reconciliations
One of the most critical aspects of proper 
bookkeeping is performing bank recon-
ciliations. It’s an activity that is normally 
performed once a month where all bank 
statement transactions are tallied with 
the book transaction. Bank reconcili-
ations compare two balances: the book 
balance and the adjusted bank balance. 
The book balance is the balance your 
records show for an account — basically, 
this is your check register. The adjusted 
bank balance reflects the balance shown 
by the bank, adjusted for checks and 
deposits that haven’t cleared. Performing 
bank reconciliation, especially for trust 
accounts, is a mandatory requirement for 
most jurisdictions.

The key purpose of bank reconciliation 
is to ensure your books are in sync with 
bank activities. It helps you in locating 
any bookkeeping mistakes made on your 
side, as well as locating any mistakes the 
bank may have made in your account. 
The bank may have credited or debited 
a wrong amount or posted a check 
or deposit to your account that does 
not belong to you. These errors are 
often detected only at the time of the 
bank reconciliation. It is imperative to 
perform bank reconciliation in a timely 
manner as the bank is only obligated to 
fix mistakes if they are reported within a 
certain time-frame. 

Bank Reconciliation Tips:

Close books as of the date reconcilia-
tion is complete. You must prevent any 
accidental edits in the closed periods. 
Many software programs provide this 
feature where once the trust books are 
reconciled, no edits in prior periods 
are allowed, ensuring reliability of your 
reconciled reports.

•  If your program does not allow 
printing of prior reports, ensure to 
save a PDF copy of the reconciled 
statement.

•  Keep each reconciled report 
separately. Ideally, just as you have a 
monthly bank statement, you should 
have a corresponding monthly recon-
ciliation statement.

 
Key information learned from the 
Bank Reconciliation Report:

•  List of “Uncleared Deposits.” Why 
are these deposits in your books not 
showing at the bank?

•  List of “Uncleared Checks.” If 
sufficient time has passed, why do 
these checks remain uncleared?
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Figure 4-6: Bank reconciliation report (Source - CosmoLex)
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Three-Way Reconciliation
Three-way reconciliation is a process of safeguarding trust account bookkeeping and 
is unique to law firms. When you have a trust account or IOLTA account, then you 
must have separate client ledgers for each matter, plus a ledger for bank charges. The 
sum of these individual ledgers must be the same as the book balance and the adjusted 
bank balance.

Three-way reconciliation reports ensure that a trust administrator is correctly accounting 
for all monies entrusted, and that a client’s funds aren’t being used to pay bank fees, firm 
expenses, or another client’s charges. These reports are, if nothing else, a function of 
good accounting practices. However, they serve another purpose — compliance with 
state trust regulations. Most states require three-way reconciliation reports at specified 
intervals, such as 30 or 60 days, or on demand at the time of an audit.

Figure 4-7: Three-way reconciliation report (Source - CosmoLex)
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Despite the uniqueness of trust 
accounting and the danger of non-com-
pliance, too many law firms depend 
on clumsy manual methods, generic 
spreadsheets, or general use accounting 
software. Use of such methods for 
trust accounting is inefficient, time 
consuming, and error prone. Most trust 
violations are not deliberate fraud, but 
rather simple bookkeeping mistakes that 
could be avoided with the right software. 
The following checklist can be used as a 
guide in evaluating or selecting a solution 
for your trust account bookkeeping:

•  Each trust transaction must be 
associated with client-matter details 
including source/payee, amount, date, 
matter and its purpose (memo field). 

•  A trust transaction entry must not be 
allowed without its associated client 
matter specified.

•  All funds are identified and 
maintained by individual client 
matters in the books even though 
they all may be in a single bank trust 
account.

•  Automatically prevent key trust 
management errors such as 
overdrafts, duplicate check numbers, 
or editing of closed transactions.

•  Transactions can be voided (i.e. 
human error, lost checks, etc.) but 
should remain in the ledger for an 
accurate audit trail.

•  Monthly reconciliation statements 
are archived and kept separate from 
one another so you can view/print 
prior reconciliations during an audit.

•  Cleared and outstanding transactions 
are sequentially numbered.

•  After monthly reconciliation, it’s easy 
to produce a three-way reconciliation 
statement that links bank balance, 
book balance, and individual ledger 
balances.

•  Trust account control reports show 
receipts, disbursements, and running 
balance for each month.

•  Ledger balance reports show cleared 
and uncleared portions of each client 
trust fund.

•  Disbursements checks can be printed 
for easy mailing by the firm.

Fully reconciled ledgers with zero 
balance can be closed out to prevent 
accidental data entry. 

Trust Account System Checklist
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Different practice areas may be billed under different 
models, i.e. hourly, fixed fee, value billing, and contingency 
(including any percentage-based billing). In most cases, 
time tracking is a key component to the generation of 
fees. For example, while fees for an estate administration 
are generally billed as a percentage of the estate, attorneys 
must track the time spent in case issues arise regarding the 
fee charged. 

MATTER  
BILLING 
TYPES
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A common practice, hourly billing requires time 
tracking by the attorney at specified rates. The 
typical fraction of an hour is 1/10th (.1 or 6 
minutes) with a minimum for any particular task. 
For example, a firm might establish that emails 
have a minimum time of 3/10 (.3) hour. 

Rates can vary by practice area, by the person doing 
the work, and type of work being done. Partners, 
senior associates, associates, paralegals, and even 
clerical staff can all bill for time. It’s vital to have 
a system that can easily manage these various rate 
scenarios. For example, the partner rate is $425 per 
hour for transactional work but provides a prefer-
ential rate of $350 for a particular client. Or, for 
the same person, travel rate could be $200 per hour. 

 Figure 5-1: Timekeeper’s multiple rate chart with default rates (Source - CosmoLex)

Hourly Billing

Having a system that enters correct rates when 
logging time prevents confusion and errors at the 
time the invoice is created. 

It should also be noted that many firms bill for 
“tasks” associated with a matter in conjunction 
with hourly or fixed fee (see below) billing. For 
example, in estate planning, the attorney has set 
task rates for wills, power of attorney, and living 
will. These “tasks” can be part of an hourly matter 
or fixed fee matter.
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Hourly Billing Workflow
When it comes to billing & accounting, a normal hourly billing matter 
encompasses the following workflow:

Figure 5-2: Example of a task rate chart (Source - CosmoLex)

•  Set up the matter as an hourly fee 
— input matter or attorney-specific 
rates if rates are different from global 
defaults.

•  Initial fee retainer, if any, is deposited 
into the trust or operating account.

•  All work is tracked with an associated 
time entry. Work that is not to be 
billed can be entered as no-charge or 
non-billable depending on whether 
it should be shown to the client. 
Wherever possible, associate time 
entry with its activity i.e. with an 
event, task, document, or an email.

•  All direct* costs are posted to  
matter as a hard-cost expense for 
future billing. 

•  All indirect* costs are posted to 
matter as a soft-cost expense for future 
billing.

•  Periodic bills, e.g. monthly, task 
completion, are generated and first 
paid with trust funds, if any.

•  All payments, from trust or new 
funds from clients, are segregated into 
payments for cost and fee.

•  When retainer balances fall low, a 
new retainer replenishment demand is 
made.

*See chapter on “Matter Expenses” for an 
explanation of direct and indirect costs.



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 47

Figure 5-2: Example of a task rate chart (Source - CosmoLex)

Figure 5-3: Example of an hourly fee timecard (Source - CosmoLex) 

Figure 5-4: An example of a hard cost transaction which is being posted to matter (Source - CosmoLex)
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Fixed Fee

There are many practice areas where 
setting a fixed fee is appropriate. These 
are usually task-oriented matters where 
the amount of time the task requires is 
generally “fixed” so the attorney can gauge 
a profitable fee based on the work. An 
example, as above, is the drafting of simple 

Figure 5-5: An example of fixed fee matter’s unbillable timecard (Source - CosmoLex)

wills and estate planning paperwork. In 
this instance, tracking non-billable time 
helps the attorney monitor the activities 
required to generate the fee and make 
necessary adjustments to the fee schedule 
for future matters.
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Fixed Fee Workflow
When it comes to billing & accounting, a normal fixed fee billing matter 
encompass following workflow:

• Set up the matter as fixed fee.

•  Initial fee retainer, if any, is deposited 
into trust or operating account.

•  All work is tracked with an associated 
time entry but marked as “non-bill-
able.” This is to track productivity. 

•  All direct costs are posted to matter 
as a hard-cost expense for future 
billing unless included as part of the 
fixed fee.

•  All indirect costs are posted to matter 
as a soft-cost expense for future 
billing unless included as part of the 
fixed fee.

•  Periodic bills, e.g. monthly or task 
completion, are generated that 
include fixed fee amount and all 
costs. These bills are first paid with 
trust funds, if any.

•  All payments, from trust or new funds 
from clients, are segregated into 
payments for cost and fee.
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When a matter is taken “on contingency,” 
the fee is based upon a percentage of the 
total, e.g. settlement, judgment, estate 
administration. Tracking non-billable 
time may be significant in this type of 
billing in order to successfully defend 
the amount charged. Calculation of fees 
are customarily completed before any 

Total gross settlement amount $75,000.00

Law firm compensation (33.33% of gross settlement) $25,000.00

Subtotal $50,000.00

Attorney costs (See attached breakdown of direct and indirect 
cost) -$2500.00

Subtotal $47,500.00

Payment of outstanding 3rd party bills (see attached 
breakdown) -$4,800.00

Net payment to client $42,700.00

An example of contingency fee settlement statement summary

As cost tracking plays an important part of contingency matters, it is also important to 
have a system that easily tracks and associates advanced client costs to matters.

Contingency 

costs advanced on behalf of the client 
(for explanation, see section Posting 
of Direct Cost). Additionally, any 3rd 
party lien claims are satisfied first — 
prior to final distribution to the client. 
A final 33.33% of settlement statement 
summary may look like this:
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Contingency Workflow
When it comes to billing and accounting, a normal contingent billing matter may 
use the following workflow:

• Set up the matter as contingency fee.

•  All work is tracked with an associated 
time entry but marked as “non-bill-
able.” This is to track productivity.

•  All direct costs are posted to matter as 
a hard-cost expense for future reim-
bursements upon settlement.

•  All indirect costs are posted to matter 
as a soft-cost expense for future reim-
bursements upon settlement.

•  All third party lien claims are tracked 
and tallied.

•  Upon settlement, deposit funds 
in trust account.

•  Generate your settlement statement 
with supporting details that itemizes 
costs and contingent fee for approval 
for payment.

•  Upon approval, and after the required 
period of time for the settlement 
check to clear, pay the invoice and 
move funds from trust to business 
account.

•  Prepare an itemized list of third 
party lien claims and upon approval, 
disburse from trust account.

•  All remaining funds in trust accounts 
are settlement funds for the client 
and disbursed directly from the trust 
account.
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Direct Cost vs. 
Indirect Cost

A “Direct Cost” (aka Hard Cost) can be 
identified as any disbursement a firm pays 
directly to a vendor on behalf of their client. 
These expenses can include filing fees, costs 
paid to expert witnesses, the cost of court 
reporters, and various other direct expenses 
paid to vendors for a firm’s clients. At the 
time of disbursement, these costs should be 
linked to the matter for future billing and 
reimbursement. The Direct/Hard cost is a 
new expense being incurred and should be 
posted to the appropriate chart of accounts.

An “Indirect Cost” (Soft Cost) is identified 
as an “in-house” expense associated with 
a client matter. These costs can include 
postage, phone service costs, facsimiles, and 
even photocopies. Essentially, these indirect 
costs are associated with the general business 
activity of a law firm wherein a specific 
amount or percentage can be charged to a 
client, but isn’t paid directly on behalf of the 
client. These should be linked to the matter 
for future billing and reimbursements.

Expense 
Accounting

In the area of expense accounting, an 
expense such as photocopies has already 
been applied to a law firm’s profit and 
loss as an office expense. While it is 
legitimate to bill the client for part of 
this cost, it cannot be booked as a new 
expense on the profit and loss statement, 
as it has already been expensed during 
the course of general business. 

On the other hand, a direct cost is a new 
expense and will have an effect on either 
the firm’s profit and loss or its balance 
sheet. Direct costs, like filing fees, can be 
posted as either “Advanced Client Cost 
(Asset)” or “Reimbursable Client Costs 
(Expense),” a decision that only you and 
your accountant can make. The decision 
is usually based on the practice area, firm 
priorities, and the volume and timing of 
expenses and collections. The IRS has 
rules regarding the handling of direct 
costs.

One of the most notorious areas for revenue “leakage” are 
unbilled expenses incurred by the firm on behalf of the 
client. To ensure the expense is billed it must be linked/
applied to the matter. There are two types of expenses—
direct or hard costs and indirect or soft costs.

MATTER  
EXPENSES
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Posting of Direct Cost

Matter Costs Cost Posted to Expense

Filing Fees: $57 Reimbursable Client Costs (Expense)

Transcription Fees: $1,125 Reimbursable Client Costs (Expense)

Internal Photocopying: $23 None (Indirect Cost)

Auto Mileage: $65 Non-Reimbursable Client Cost (Expense)

Example: Hourly matter where direct cost is being posted as reimbursable client costs

Matter Costs Cost Posted to Expense

Filing Fees: $57 Advanced Client Costs (Asset)

Transcription Fees: $1,125 Advanced Client Costs (Asset)

Internal Photocopying: $23 None (Indirect Cost)

Auto Mileage: $65 Non-Reimbursable Client Cost (Expense)

Example: Contingency matter where direct cost is being posted as advanced client costs

The accounting for each type of expense 
requires attention to detail and consistency 
in application. After consulting with 
an accountant, direct/hard costs may 
either be carried as advanced client costs 
(ACC, an asset item) or as reimbursable 
client costs (RCC, an expense item), or a 
hybrid of both, i.e. a firm’s transaction-
al matters book expenses to RCC and 
its contingent matters book expenses 
to ACC. It is a decision you must make 
very carefully with your accountant as 
the posting of an expense as ACC will 
impact your balance sheet while posting 
it as RCC will impact your profit and 
loss (P&L). In the latter, there must 
also be a corresponding income account 
to which reimbursements are applied. 

ACC is commonly used for contingency 
matters and, while there is impact on 
the firm’s cash flow, there is no impact 
to the P&L, except if the expense is not 
recovered. The RCC is carried on the 
P&L as an expense. This is very common 
for expenses that are invoiced contem-
poraneously. The effect on the P&L 
flows over time, with reimbursements 
posting to a designated income account, 
segregated from fee income. Indirect/
soft costs are already expensed on the 
P&L since they are part of the firm’s 
expenses, with reimbursement posting to 
a designated income account, segregated 
from fee income and, ideally, from the 
direct/hard cost income account. 
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It is the consistency of tracking expenses 
and the associated reimbursements that 
is crucial to the firm’s financial statements 
and position. When using RCC, inaccu-
rately tracking direct costs and posting 
associated reimbursements can increase 
or reduce the net income of a firm in a 
given tax year, impacting the firm’s tax 
liability. When using ACC, inaccurate-

Why is this Accounting  
Configuration Important? 

Disbursements on behalf of clients affect 
the cash position of the firm. As an asset, 
the firm may be able to get a secured 
bank line of credit to reduce the impact 
on cash flow. Carried as an expense, dis-
bursements on behalf of clients impact 
the profit and loss and, as a result, the tax 
liability of the firm. Get guidance from 
your accountant/tax professional in order 
to select what is appropriate for your firm 
and to comply with IRS regulations.

The Cost of Not Tracking Direct 
and Indirect Costs Separately

Whether a firm is posting direct costs as 
“Reimbursable Client Costs” impacting 
the Profit and Loss of the firm or as 
“Advanced Client Costs” impacting the 
assets on the firm’s balance sheet, doing 
this inaccurately can have severe implica-
tions for the firm’s financial statements. 
The ideal way to handle the differen-
tiation of costs is to utilize a software 
system that pre-defines and globally sets 
to which accounts the costs are posted. 
This will ensure that all expenses are 
posted to the appropriate account.

Figure 6-1: Firm level settings for client cost accounts based on matter type (Source - CosmoLex)

ly tracking direct costs and associated 
payments will impact cash flow and 
potentially have tax implications. A 
common bookkeeping error posts client 
costs to ACC and the reimbursement to 
income. Both the asset on the Balance 
Sheet and the income on the Profit and 
Loss are inflated. 
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When it comes to personal injury 
contingent cases, there is another type of 
expense attorneys may have to deal with, 
called “lien claims.” These are liens and 
third party claims for reimbursement 
(e.g. unpaid medical providers). There 
are many legal and ethical requirements 
for attorneys on how to deal with lien 
claims, which are beyond the scope of 
this book. However, from an accounting 

1.  Take some time to price your indirect 
costs, e.g. photocopies — calculate the 
monthly cost of the lease, maintenance 
costs, paper, staff time per copy, 
and determine a price per page or a 
minimum fee plus price per copy for 
this service.

Third-Party Accounts Payable

perspective, post settlement, these dis-
bursements are made directly from trust 
accounts and thus do not impact the 
firm’s profit and loss or balance sheets. 
However, as a practice, law firms are 
advised to keep track of all such lien 
claims and keep the client informed 
about these accumulated obligations, 
which are to be satisfied prior to any 
funds being disbursed to the client.

Chapter Tips:
2.  Review your P&L with your 

accountant. Are there long-term 
client costs in Reimbursable Client 
Costs that might be better booked 
as Advanced Client Costs? How will 
that impact your tax liability?
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Billing clients and receiving payments is an essential 
component of running a law firm. There are a number of 
different billing and payment methods that can be used. No 
matter what method a firm chooses to utilize, it’s necessary 
to understand both the advantages and potential issues that 
could be associated.

BILLING & 
PAYMENTS
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Billing Methods

Whether hourly, flat fee, value, or 
contingency, firms bill clients using an 
invoice. Certain practice areas or clients 
require detailed statements of work 
(logged hours, tasks) and disbursements, 

and some may require court approval 
prior to releasing funds to satisfy the 
invoices. A strong legal accounting 
software has statements and reports that 
readily meet this requirement. 

In other practice areas, such as insurance 
defense work, electronic billing (LEDES 
98B/UTBMS) is mandated by the client. 
This billing method codes tasks and 
fees in a uniform format for electronic 
submission that facilitates client review 

and expedites payment. Frequently the 
client batch processes LEDES 98B bills 
for multiple matters. (Note: LEDES 
98 is one format. There are others that 
may be required by certain firms, but the 
concepts are the same.)

Whether 
hourly, flat 
fee, value, or 
contingency, 
firms bill 
clients using 
an invoice. 

Figure 7-1: Hourly invoice which shows time and expense 
charges (Source - CosmoLex)



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 58

Once you’ve done the work, advanced 
costs, and created the invoice, there are 
many mechanisms by which you can 
receive payment. These include cash, 
check, ACH, credit card, and trust funds.

Payment by Check/Cash/
ACH
Most accounting systems easily handle 
receiving payment by cash or check. 
As with any business, the payment 
is applied against the invoice and 
deposited to the bank. The payment can 
come from the client or a third party.

Client Payment Options
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Payment using trust funds is not a 
functionality easily handled by generic 
accounting software. As we learned in 
the chapter on Trust Accounting, there 
must be defined safeguards to avoid the 
pitfalls of overdrawing a client’s trust 
account, using one client’s funds for 
another client, etc. Generic accounting 

When there are enough funds, the 
firm will move the funds from the trust 
account to the operating account, where 
all legal fees are deposited. Typically, 
the bookkeeper or person handling 
these transactions tracks the amount 
of payments, and either cuts individual 
checks or batches them and cuts a single 
check to the operating account. While 
individual checks can be time-consum-
ing, they provide many key advantages:

Figure 7-2: An error message screen when payment is higher than trust balance

software does not have these safeguards 
in place. The user must manually check 
to see if there are enough funds available 
prior to paying the invoice. A legal-spe-
cific accounting software will prohibit 
overdrafts and not allow withdrawals 
over the available client balance. 

•  Each withdrawal instrument is tied to 
its matter and will reflect properly on 
client ledgers.

•  An error on one payment does not 
corrupt the entire batch.

If you batch payments into a single check, 
as long as the transactions accurately 
appear on the client ledger cards and 
the batch matches the total, the system 
will be compliant. However, this can be a 
multi-step process, and errors may occur. 
It is imperative to have the batch verified 
before processing.

Payment from Trust Funds
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Apply Operating Retainers
The same pitfalls are prevalent in 
applying operating retainers to matter 
invoices. Remember, there can be no 
commingling of client and firm funds. 
If the system does not provide an alert 
that funds are not available specific to the 
client matter, other client funds or firm 
funds may be used to pay the invoice. 

As Operating Retainers are already 
within the firm’s business accounts, 
no funds are transferred between 
accounts. Upon payment of an invoice 
using existing operating retainers, the 
invoice balance is updated as well as the 
client retainer balance record. The bank 
balance does not change.

Discounts & Fee Waivers
Firms may offer discounts. Discounts 
should only apply to fee income and 
not expenses. Discounts are courtesies 
extended by the attorney to the client. 
In order to track discounts on the P&L 
when accounting is done on a cash basis, 
the system should post the revenue in full 
with the discount as a negative income 
item. This accurately records actual cash 
received.

Fee waivers — waivers in general — 
occur when the attorney is willing to 
“write-off ” the entire balance due on 
the client’s invoice (use discount when 
for a partial amount). Since no revenue 
is posted to the income account, the 
waiver merely removes the invoice and 
its amount, but does not void it. No 
amount appears as a discount. Financial 
software should provide the data on 
these waivers since the amounts do 
not appear on the financial statements. 
When the waiver is for hard costs, i.e. 
the hard cost will not be recovered; the 
amount can be moved from the client 
cost account to a bad debt expense 
account through a journal entry.

Figure 7-3: Profit & Loss statement with discount(s) 
as separate line item (Source - CosmoLex)
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Online Payments via Credit Cards
In this electronic world, many clients prefer to use electronic/online payments for 
all of their expenses. Nowadays, most law firms accept credit card payments. In most 
cases the merchant services fees are expensed to the firm. Refer to your merchant 
services agreement and your state’s regulations before passing along merchant services 
fees to your clients. No fees can be charged to the trust bank account. Fees for credit 
card transactions for trust retainer payments must be posted to the operating account.

Figure 7-4: A credit card payment showing fee posting (Source - CosmoLex)
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On the surface, law firms accepting credit 
cards seems like an open and shut case. 
Law firms who accept credit cards see 
a significant improvement in their cash 
flow. Clients enjoy the ease with which 
they can submit payments. With rewards 
available through different credit card 
companies, many clients prefer to use 
credit cards.

With multiple benefits, you may find 
yourself scratching your head trying to 
figure out why more law firms aren’t 
accepting credit card payments already. 
The truth is that while there are many 
benefits associated with credit card 
acceptance for law firms, there are also 
real concerns, ones that could result in 
bookkeeping and compliance conse-
quences in your firm. 

Challenges of Accepting Credit  
Card Payments

The truth is that while there are many benefits 
associated with credit card acceptance for law 
firms, there are also real concerns.

Areas of Concern around Credit 
Card Acceptance for Law Firms

When considering the acceptance of 
credit cards for your law firm, there are 
three major areas of concern. First is 
the cost, which varies by the merchant 
services provider you choose and is a 
business choice not covered by this 
book. The second area of major concern 
is external, and it pertains to how credit 
card merchant service providers operate. 
The final area is internal and has more to 
do with how your firm is set up to receive 
funds via credit card.
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A major issue behind accepting credit 
cards as a law firm is that law firms face 
a unique set of requirements associated 
with legal accounting. Many credit card 
merchant services providers are set up to 
cater to restaurants and retail businesses. 
While that is great for restaurants and 
retail businesses, law firms need to 
work with credit card merchant services 
providers who offer services that are 
distinctly for the legal industry.

Law firms rely on collecting initial 
retainers prior to commencing work, and 
these retainers are normally deposited 
into an IOLTA/trust account. A le-
gal-specific merchant services provider 
understands specific legal accounting re-
quirements associated with IOLTA trust 
fund accounting compliance. 

The proper setup of a compliant credit card 
acceptance service allows for law firms:

•  to create separate merchant accounts 
for trust accounts and business or 
operating account – If a law firm allows 
for commingling of activities in trust 
and operating accounts, they run the risk 
of disbarment for noncompliance. There 
must be unique merchant accounts for 
the operating and trust bank accounts.

•  to correctly post fees predeposit 
– There should be no deposit fees 
associated with IOLTA trust account. 
This ensures that when trust credit 
card payments post to an IOLTA 
account the amount received will 
always match the client payment as 
well as the sum of payments when 
credit cards are batched.

•  month-end fee collection – For 
improved accounting management 
a legal credit card merchant service 
provider collects all fees at month end, 
as a separate transaction. This is in 
contrast to those that deduct the fee 
from each credit card batch. Fees must 
only be deducted from the business 
account, not the IOLTA account. 
This improves the efficiency of the 
system, and provides accurate posting 
of payments against invoices as well as 
expense tracking.

•  to isolate chargebacks to operating 
accounts – Chargebacks are a demand 
from providers for funds to make good 
on fraudulent or disputed transactions. 
These funds must be withdrawn from 
operating funds and not trust funds. 

These concerns are very real, and 
shouldn’t be ignored by any law firm. 
The best way to meet them head on is by 
finding a merchant services provider that 
is suited to the legal industry. Merchant 
services providers, like LawPay, provide 
an out-of-the-box solution that is ready 
for any law firm to use.

Credit Card Acceptance Issues Associated with 
Credit Card Merchants
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Internal Concerns Associated with Law Firms 
Accepting Credit Cards
While the concerns previously mentioned all have to do with a merchant services 
provider’s ability to meet the unique requirements of a law firm, there are also 
concerns associated with how your firm handles its bookkeeping. With many firms 
using two separate systems for billing and accounting, multiple challenges can arise. 
Let’s identify what they are:

How will your accounting system 
understand which invoices are 
actually being paid?

When your firm charges a client, it is done 
through your billing system. Alternative-
ly, your client may pay the invoice online. 
Either way, the payment will post to your 
accounting system. Unfortunately, unless 
these systems are integrated with each 
other or manually reconciled constantly, 
there is no way for your accounting system 
to identify to which invoice the payment 
should be attached.

Not being able to identify which client 
matter and invoice has been paid could lead 
to commingling of funds and accounting 
compliance issues for your firm.

How will your firm manage credit 
card “batching”?

Credit card batching allows payments 
from multiple clients to be posted to 
your accounting system as one deposit, 

just as when you use a single deposit slip 
to post check payments from multiple 
clients. In the latter case, the process 
should have applied the payment to 
the invoice prior to creating the deposit 
ticket. The challenge with credit card 
batched payment is the payment posts 
without being applied to the client 
invoice requiring daily manual recon-
ciliation. Without reconciliation, your 
accounting system will not know what 
to do with batch deposits that come into 
your bank.

Example: Your billing system sent 
invoices to clients on the third of the 
November. You received the following 
invoice payments by credit card on two 
separate dates. Note that the single 
payment does not need to be batched. 
However, it is important to batch the 
multiple payments in order to accurately 
match what’s deposited to your bank 
account to avoid significant frustration 
when reconciling your bank account. 

Date Payment  
Processed by  
Credit Card

Date Funds  
Received  
At Bank

Client Amount Batch Bank  
Deposit

11/7/16 Client A $1,200 No

11/8/19 $1,200

11/8/16 Client B $2,750 Yes

11/8/16 Client C $4,250 Yes

11/8/16 Client D $1,500 Yes

11/9/16 $8,500
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How will voids and chargebacks be 
handled? 

Nobody is perfect, and your firm will 
make mistakes. Sometimes your firm will 
need to refund money that was charged to 
a client’s credit card. The issue with void 
refunds is that they take place inside your 
billing system, while the funds need to be 
withdrawn from your accounting system. 
How will your firm reconcile these two 
separate systems? 

These challenges exist, but can be 
addressed. For law firms looking to 
mitigate the challenges associated with 
credit card processing, it is imperative that 
they utilize a legal-specific system that 
integrates their billing and accounting 
systems. In doing this law firms will:

•  Identify and properly post which 
invoices are being paid. As a result 
of the billing and accounting systems 
being able to easily communicate 
with each other, accounting systems 

Figure 7-5: Invoice payments by credit cards and how funds are to be batched (Source - CosmoLex)

will automate the process of tying a 
particular credit card payment to an 
invoice.

•  Voids and refunds posted in the 
billing system will be reflected in the 
accounting system. 

•  Automate the reconciliation process. 
Credit card payment batching requires 
firms to reconcile their accounts on a 
daily basis to understand which client 
invoice payments are part of the daily 
deposit from credit card merchant 
services provider. A legal-specific 
solution will automate the reconcilia-
tion process, allowing the law firm to 
easily identify which invoices are being 
paid. This same automation of the 
reconciliation process will ensure that 
voids and chargebacks appear in both 
the law firm’s billing and accounting 
systems.
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Let’s face it. There isn’t an attorney out 
there who looks forward to a fee dispute 
with one of their clients. Despite the lack 
of interest in fee disputes, they are an 
unfortunate reality in the legal industry. 
It’s important to understand where and 
how these disputes can form, and the 
technology available to attorneys that can 
help them avoid such disputes.

•  Client Fees — Disputes associated 
with client fees are commonplace in 
the legal world. One way attorneys 
can avoid fee disputes is to meet their 
clients’ expectations when it comes to 
billing. It’s necessary to employ a legal 
technology solution that allows firms 
to create clear and concise invoices that 
are easy for clients to understand what 
they are being billed for. In addition to 
this, an effective system will bill clients 
on a regular basis and provide timely 
payment reminders.

•  Breakdown in Communication — 
Communication is key in everything. 
When firms don’t have a constant 
open line of communication with 
clients, problems surface and the firm’s 
reputation and trustworthiness are 
affected. Disputes surrounding poor 
communication can be avoided by es-
tablishing a primary method of com-
municating with each client, consistent 
with the comfort level of the client. 
Documenting all communication will 
ensure that there is a paper trail should 
any issues arise.

Fee Disputes

•  Missed Deadlines — A sure-fire way 
for any attorney to find themselves 
in their clients’ doghouse is to miss 
deadlines. It’s critical that attorneys are 
able to deliver on what they promise 
when they promised it would be done. 
An effective way to stay on top of a 
number of different deadlines with 
many different clients is to utilize 
shared calendars. Firms who do this are 
able to stay aware of critical dates across 
the entire organization. Legal calendar 
solutions are available in the cloud 
across a number of different devices, 
so there is no reason to ever miss a 
deadline again.

•   Time Tracking — It’s crucial that all 
activity related to a particular matter is 
efficiently tracked and time recorded. 
Legal technology that can keep a 
detailed record of time, notes associated 
with time entries, and expenses 
generated on the client’s matter will go 
a long way in avoiding disputes with 
clients over what time was spent on 
activities and what costs were incurred.

•  Mismanagement of Finances — A 
firm’s finances are heavily scrutinized. 
In order to avoid disputes with clients 
firms must account for all client funds 
and report on them to the client, show 
all expenses on invoices, properly batch 
and reconcile all payments including 
credit card payments, and make sure 
that all trust records are kept clean 
and audit ready. An attorney trying to 
handle this manually or without le-
gal-specific accounting technology is 
facing complexity and unnecessary risk. 
Firms looking to avoid problems with 
their clients regarding finances need to 
depend on technology that allows them 
to automate these processes.



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 67

Despite the lack of interest in fee 
disputes they are an unfortunate 
reality in the legal industry. 
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The nature of legal accounting requires that liabilities and out of pocket disbursements 
on behalf of clients be reimbursed prior to earning fees. Therefore, when an invoice is 
paid, the following hierarchy is used:

• Liabilities, including sales tax payables
• ACC
• RCC – hard costs
• RCC – soft costs
• Finance charges and late fees
• Fee Income
 
For obvious reasons, it makes little sense to post income prior to being reimbursed for 
out of pocket disbursements. The attorney is subject to an ethical obligation to pay and 
be reimbursed for costs before taking any income. 

When a client pays the invoice in full, the issue is resolved. However, partial payment 
requires the attorney be astute to assure the hierarchy is followed. To do so in generic 
accounting software, the invoice must be split by the parts being paid.

Hierarchy of Payments

Once a firm receives payment from a client, there is still 
a lot to do when it comes to tracking income. Attorneys 
need to be very precise in how they track their income. It 
isn’t as simple as the money that comes into the firm can 
be realized as income. This chapter analyzes how costs are 
allocated, how income can be realized, and the categoriza-
tion of income to help the firm make the best decisions.

INCOME 
TRACKING
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Generic accounting systems may not 
have the capacity to implement a hier-
archical payment system. When a partial 
payment is received, it may allocate the 
payment by percentage of the billed 
amount across account types. For 
example, on a client invoice of $2,494, 
composed of $394 for cost and $2100 for 
fee. The client makes a partial payment 
of $1000, which is 40% of the invoice 

amount. A generic accounting software 
might allocate $157.98 towards costs 
(40% of total invoice costs of $394) 
and $842.02 towards fee (40% of total 
invoice fee of $2100).

Take a look at this exact same scenario 
with a popular general accounting 
system – QuickBooks Online:

Manual Allocation of Payments

Figure 8-1: A new invoice (Source - QuickBooks™ Online)

Figure 8-2: Invoice after partial payment (Source - QuickBooks™ Online)
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This approach is not compliant with 
the required and desired hierarchical 
allocations. The costs must be satisfied 
prior to taking income. In this scenario, 
and for all partial payments against 
invoices that include a combination 
of liabilities, costs, and fees, the user is 
required to manually break the invoice 
into the different parts in order to pay 
according to the formula. Unless you 
know in advance there will be a partial 
payment, splitting the invoice will happen 
at the time the payment is received. This 
means creating an invoice for costs with 
all pertinent particulars and paying it in 
full, and then applying the remaining 
payment to the invoice with fees. In our 
example, create an invoice for $394 for 

costs (depending on your software, you 
may be able to unlink these costs from 
the existing invoice and create a new one) 
and then apply the payment of $394. 
The remaining funds from the client is 
$606. Second, remove the costs from the 
original invoice, creating an invoice for 
fees $2100. Apply the $606 payment 
from the client, leaving an outstanding 
balance of $1494 of unpaid fee income. 

This process is time-consuming and 
fraught with errors. If the firm fails to 
do this, the financial statements are 
not correct; cost reimbursements are 
understated, and income is overstated. 

Figure 8-3: Payment allocations after partial payments (Source - QuickBooks™Online)
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Legal-specific accounting software 
solutions are built with the allocation 
logic internally. When a payment is 
posted the accounting system automat-
ically follows the allocation hierarchy 

Figure 8-4: Invoice showing partial payment (Source - CosmoLex)

Figure 8-5: Payment allocations after partial payment 
(Source - CosmoLex)

as outlined in section Hierarchy of 
Payments. Using the example above, 
note how the invoice allocations are 
made using a legal-specific software 
such as CosmoLex.

Automatic Allocation of Payments
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Posting of Reimbursed Expenses

In the Matter Expenses chapter, we discussed how direct and indirect costs are posted 
to the chart of accounts and billed to clients. As invoices containing these expenses get 
paid (partially or fully), funds are allocated following the hierarchy as shown previously. 

Indirect costs, upon reimbursement, are posted as “Inhouse Reimbursed Client Costs 
(Income),” and they impact the firm’s profit and loss. The reimbursement increases 
the income and effectively offsets the firm’s office expense, as in our example about 
the maintenance of the copier. This results in an improved bottom line for the firm 
because the revenue generated is for expenses of the firm (not the client), i.e. reducing 
the bearing of overhead/general expenses. 

However, direct costs are handled differently when it comes to a law firm’s income. In 
instances where costs were expensed as a “Reimbursable Client Cost (Expense),” reim-
bursement should post as “Reimbursed Client Costs (Direct) (Income)” in the firm’s 
Profit and Loss, and will offset a specific client expense “Reimbursable Client Cost 
(Expense).” However, in instances where the direct cost was applied as an “Advanced 
Client Cost (Asset),” which is on the balance sheet, reimbursement reduces the client’s 
liability on the firm’s balance sheet.

Tracking direct and indirect costs accurately could give the best law firm a headache. 
We highly recommend you consult a legal accounting expert to determine how your 
firm will handle these costs. 

The Chart of Accounts must include the different accounts you are going to use. In 
generic software, this requires customization of the chart of accounts and, depending 
on the software, the service items used for invoicing and expenses. For example, 
a personal injury firm uses Advanced Client Costs and its accounting software is 
QuickBooks Online™. To do so, it simply sets up Advanced Client Costs (ACC) on 
the Chart of Accounts as a “current asset.” That’s easy. The firm wants to identify the 
types of costs, e.g. filing fees, medical reports, etc. and creates “child” or sub accounts 
under ACC. Using “Products and Services,” the firm creates services mapped to 
each of the sub-accounts on the COA. The other essential function is linking each 
transaction to the client matter, or in QuickBooks™, “job.” Failure to handle ACC in 
this matter results in mis-posted expenses either on the Chart of Accounts or to the 
client’s ledger.
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Figure 8-6: Chart of accounts showing advanced client costs (Source - Quick-
Books™Online)

Figure 8-7: Client expense account entry (Source - QuickBooks™Online. Client data 
is redacted from this example.)

Figure 8-8: Note the transaction is posted to the client matter (Source - Quick-
Books™Online. Client data is redacted from this example.)
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Figure 8-9: Full client ledger car – with all transactions posted 
by ACC sub account (Source - QuickBooks™Online. Client 
data is redacted from this example.)

Using a generic software, such as 
QuickBooks™, for Reimbursable 
Client Costs (both soft and hard) allows 
the use of items since revenue reim-
bursements can be posted to an income 
account, generally labeled “Reimbursed 
Client Costs.” This automatically posts 
the reimbursement from the invoiced 
items to the income account. (Please see 
Hierarchy of Payments and Automatic 
Allocation of Payments above for 
explanation regarding partial payments). 
The same diligence to ensure proper 
matter linking is required in order to 
produce a client ledger card.

In legal-specific accounting software, the 
expense is posted to the correct Client 
Cost account, without risk. Commonly 
the expense card is generated from the 

Your firm can 
alleviate a lot of 
stress associated 
with the accurate 
tracking of 
costs and their 
reimbursements 
by employing a 
legal-specific 
accounting 
program. 

matter (or can be linked at the time the 
check is cut or when a credit card expense 
or statement is entered). The associated 
account — either ACC or RCC — is 
debited. When payment is received, 
the appropriate account is credited. The 
client ledger card always reflects the 
expense and reimbursement accurately. 

It is always best to consult a legal 
accounting expert when determining 
whether to use ACC or RCC, and how 
to post revenue received when soft/
indirect costs are passed through to the 
client. However, your firm can alleviate a 
lot of stress associated with the accurate 
tracking of costs and their reimburse-
ments by employing a legal-specific 
accounting program. 
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Matter Costs Cost Posted to Expense Payment Allocation

Filing Fees: $57 Reimbursable Client 
Costs (Expense)

Reimbursed Client Cost 
(Income)

Transcription Fees: 
$1,125

Reimbursable Client 
Costs (Expense)

Reimbursed Client Cost 
(Income)

Photocopying: $23 None (Indirect Cost)
Inhouse Reimbursed  

Expenses  
(Indirect) (Income)

Auto Mileage: $65 Non-Reimbursable Client 
Cost (Expense) None

Matter Costs Cost Posted to Expense Payment Allocation

Filing Fees: $57 Advanced Client Costs 
(Asset)

Advanced Client Costs 
(Asset)

Transcription Fees: 
$1,125

Advanced Client Costs 
(Asset)

Advanced Client Costs 
(Asset)

Photocopying: $23 None (Indirect Cost)
Inhouse Reimbursed  

Expenses  
(Indirect) (Income)

Auto Mileage: $65 Non-Reimbursable Client 
Cost (Expense) None

Example: Hourly matter where direct cost is being posted as reimbursable client costs

Example: Contingency matter where direct cost is being posted as advanced client costs

Reimbursements to the costs examples shown in the Matter Expenses chapter 
will look as follows:
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Practice Area
Segregating fee income by practice 
area provides the firm with a granular 
perspective on how each practice area 
impacts the firm’s financial well-being, 
including cash flow, overall profitability, 
rainmaking capacity, etc. Look at this 

While generic accounting software can 
accomplish this task, it’s either linked 
to an item/task, e.g. HUD-1 review 
linked to the real estate practice income 
account, or input at the time the invoice 
is created. The former requires planning 
and customization of all tasks, and the 
latter requires diligence to ensure the 

Income Categories

Figure 8-10b: Example of Profit & Loss with 
multiple income accounts (Source - CosmoLex)

Figure 8-10a: Example of Profit & Loss with single 
income accounts (Source - CosmoLex) 

comparison of two P&L’s. One posts all 
income to fee income, which gives the 
firm a good understanding of fee income 
and profitability, but look at how much 
more management information is easily 
obtained in the second P&L.

correct income account is selected. A le-
gal-specific accounting software allows 
the user to choose the practice area 
income account when setting up the 
matter. This one-time selection prevents 
revenues from posting to any other 
income account as matter invoices are 
paid over the course of legal work. 
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Other Business Income
While the primary source of a law 
firm’s income is from fees, many have 
other sources of income. For example, 
some boutique firms rent space to solo 
practitioners or attorneys may receive 
honoraria for their expertise. It is 
important to distinguish this income 
from fee income. Generic accounting 
software easily provides the ability to 

Figure 8-11: Example of posting other business income (Source - CosmoLex)

post other business income. Having 
all income sources, or better yet, all 
financial data that impacts the firm 
within the same accounting software 
is a necessity. A few legal accounting 
software packages provide the same 
functionality, so that all financial data 
is included.
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More and more law firms are using credit 
cards for client costs, not just business 
transactions. Credit cards have become 
an essential tool for businesses. 

Credit cards are customarily listed on the 
chart of accounts as a current liability. 
The transactions are handled exactly like 

Using credit cards for both business and matter-related 
expenses continues to expand. It is important for firms 
to understand how to appropriately track and categorize 
credit card expenses. Utilizing the appropriate technology 
can make the process run much more smoothly and 
eliminate errors.

CREDIT 
CARD 
EXPENSES

Tracking Credit Card Expenses

bank transactions — charges (credits, 
thus the name) increase the balances 
and payments (debits) decrease it. Since 
bank accounts are asset (cash) accounts, 
software that has credit card accounts 
grouped with bank accounts will have a 
negative balance as charges are accrued. 

Figure 9-1: List of credit cards on the chart of accounts (Source - QuickBooks™ Online)



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 79



© 2017 CosmoLex Cloud, LLC. All rights reserved. Distribution by any means is not permitted. 80

With the advent of electronic filing, firms 
are using credit cards for various matter 
costs such as filing fees. Many of these 
fees are not posted to the matter until 
the statement is received, with the risk 
of posting to the wrong matter, or even 
forgetting which matter to post and 
the cost “leaking” as the firm incurs the 
unposted expense. Additionally, delay in 

Figure 9-2: Entry of a credit card charge used for a client cost (Source - CosmoLex)

Matter Expenses

posting the expense will delay billing the 
client and may cause collection issues. The 
most effective way to ensure the expense 
is correctly posted to the matter is to input 
the transaction in the credit card account 
in the accounting software at the time the 
expense is incurred and link it directly 
to the client matter. Be sure to post it 
properly to either ACC or RCC.

With the advent of electronic filing, 
firms are using credit cards for various 
matter costs such as filing fees. 
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If the accounting system provides con-
temporaneous downloading of credit 
card transactions, this type of mishap 
can be reduced or eliminated but be wary 
of credit card company errors. When the 

Figure 9-3: Downloaded transactions linking to client-matter prior to completing import 
(Source - CosmoLex)

expense is imported to the software, the 
transaction should be verified before 
linking it directly to the matter by 
creating an expense card.

Operating Expenses

With an integrated accounting system, the firm can charge operating expenses to a 
credit card. The accounting system should provide a full chart of accounts in order to 
accurately post to operating expenses. Again, both downloading and importing trans-
actions into the software and reconciling the credit card statements are vital features 
to have available in the accounting software. Caution should be exercised to verify 
both the accuracy of the transaction and that it is linked to the correct matter. 

Chapter Tips:

1.  Use separate a credit card for matter transactions, e.g. all filing fees, courier fees, 
etc. on one card, and a separate credit card for business transactions. Reconcile 
the credit card account as you would a bank account. This is worthwhile to ensure 
transactions have been posted to matters and can be billed contemporaneously and 
to discover errors and transactions that may not be matter related.
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General Operations 
of the Firm

Obviously, the general operations of the firm are 
affected by income and expenses. Income from 
fees, as discussed previously, is the primary source 
of income for the firm. The more granular your 
accounting, within limits, the better you will be at 
revenue management. Another source of revenue 
that can impact the P&L is the reimbursement of 
indirect client costs, expenses that the firm incurs 
regularly. These are legitimate, often overlooked, 
sources of revenue. This type of revenue effectively 
reduces firm overhead. Lastly, monitoring firm 
expenses impacts the profitability of the firm. 

To properly manage the financial activities of the 
firm, all functionality — legal accounting and 
business accounting — should be maintained in 
one accounting software. 

A major mistake made by many law firms is that their 
business accounting or bookkeeping requirements are no 
different from any other business. Just as there are many 
requirements associated with trust accounting in the legal 
industry, there are also many legal-specific requirements 
associated with bookkeeping or back office accounting for 
law firms. 

BUSINESS 
ACCOUNTING

To properly 
manage all 
the financial 
activities of 
the firm, all 
functionality — 
legal accounting 
and business 
accounting 
— should be 
maintained in 
one accounting 
software. 
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Assets, Liabilities, Equity from  
Principal(s) Activities

Category Examples

Assets
What the firm owns: Bank Accounts, Accounts 
Receivable, Furniture, Equipment (including computers & 
electronic equipment), Buildings, Land, etc.

Liabilities
What the firm owes: Accounts Payable, Leases, 
Mortgages, Lines of Credit, Credit card expenses, other 
forms of debt.

Equity Owner’s infusion of cash, retained earnings from operations.

Using a single software for both the legal 
and the business accounting enables the 
firm to have a complete picture of all 
aspects of the firm’s finances. Revenue 
management and profit are important; 
equally important in the financial picture 
of the law firm are the balance sheet 
items: Assets, Liabilities, and Equity.

It is called a balance sheet because 
Assets = Liabilities + Equity.

How do these impact the financial 
picture of the firm? We spoke briefly 
about ACC and how some firms obtain 
financing secured by the ACC on the 
balance sheet. The value of hard assets 
enhances the financial strength of the 
firm. Liabilities are not a “negative” in 
the financial assessment of a firm. If a 
line of credit is secured by ACC, that is 
a good cash flow strategy. Mortgages are 
viewed against the asset value. Equity 
is the value the owner(s) have in the 
business. Consult your accountant or 
bank to determine if the ratio of assets 
to liabilities for your firm is strong.
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Accounts Receivable
Law firms in the United States generally 
use cash basis accounting and accounts 
receivable are not tracked on the 
balance sheet. However, a good financial 
system provides a report on outstanding 
invoices, with aging, in order for a law firm 
to manage cash flow. The aging is always 
from the due date of the invoice, not from 

Figure 10-1: Accounts Receivable aging report (Source - CosmoLex)

its inception. In addition, invoices should 
always include outstanding balances. 
This keeps your client informed and is 
an excellent trigger for the attorney in 
managing receivables. For the firm, the 
aging of invoices is necessary since the 
longer you wait the harder it will generally 
be to collect.
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Accounts Payable
When law firms use cash basis 
accounting, accounts payable are not 
tracked on the balance sheet. Expenses 
are not recognized on the Profit & Loss 
when bills are entered, only when the 
payment is made.  This makes it difficult 
to manage cash flow.  While cash basis 
accounting does not post accounts 
payable to the financial statements, it is 
important to have this functionality in 
your accounting software.   This includes 
posting bills when received along with 
their due date, monitoring bill aging, the 
ability to track bills that offer a discount 
if paid early or charge interest for overdue 
payments, and memorizing reoccurring 
transactions for expenses, such as rent, 
that are paid regularly.    It is important 
that the software allow the user to select 
individual bills from a specific vendor for 
payment rather than batch these bills.  

Some unique features are helpful when 
managing payables for client costs.  It is 
common that client costs are charged to 
a single vendor, e.g. courier charges such 
as FedEx.  A good system will allow the 
aggregation of costs from multiple matters 
in a single payment.  An additional feature 

Figure 10-2: Accounts Payable aging report (Source - QuickBooks™Online)

is the ability to “flag” or “hold” a client cost 
for payment so that the firm can invoice 
the client for costs prior to incurring the 
expense.  For example, the firm issues an 
invoice for the retainer and an appraiser 
at the inception of a real estate matter.   
The bill for the appraisal is created, linked 
to the matter, but flagged to hold being 
paid while waiting for the client payment.

Since this is cash basis accounting, it 
is imperative that the system provide 
accounts payable reports for management 
purposes.  There should be an “aging” 
report that provides detail such as the bill 
date, due date, unpaid amount, associated 
matter (if any), and the number of days 
after the due date the bill has not been 
paid.  If the “hold” feature is available, 
this report should identify and be able 
to filter to include or exclude bills being 
held. Future reoccurring transactions 
should not appear on the aging report.  
Some software will provide both an aging 
summary (total amount owed, grouped 
by vendor) and an aging detail (listed 
chronologically by invoice).  Both reports 
are helpful in managing cashflow.
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There are many practice areas that require 
payments to third parties that are not 
advanced by the firm.   These may be liens 
and third party claims for reimbursement 
to be paid during settlement. There are 
many legal and ethical requirements for 
attorneys on how to deal with lien claims, 
which are beyond the scope of this book. 
From an accounting perspective these 
disbursements are paid from settlement 
funds, and the transactions (settlement 
deposit/disbursements) are processed 
through the trust account.  In most cases, 
these third-party payables are not a fiscal 
liability of the law firm and do not impact 
the financial statements.

Law firms are advised to keep track of all 
such lien claims, prepare itemized client 
costs statements, and, depending upon 
the practice area, may have to keep the 
client informed about these accumulated 
obligations, which are to be satisfied prior 
to any funds being disbursed to the client.  

In some practice areas the firm must 
provide an itemized cost statement to 
the Court, which evaluates the costs and 
determines reimbursement.  It is also not 
uncommon for the original third-party 
claim amount to be negotiated during 
settlement. 

Many attorneys utilize a spreadsheet 
application to track, manage, and prepare 
reports for costs associated with a matter.  
This is a cumbersome task with a high 
probability for errors or omissions.  A law 
firm accounting software, with an accounts 
payable module that flags third-party 
payables, should be able to prepare a 
settlement statement that includes client 
costs advanced by the firm and third-party 
payables appropriate for Court review and 
approval or case settlement discussions.  If 
any adjustments are made, the report will 
show the original amount, the negotiated 
amount, and the value difference. 

Third-Party Accounts Payable

Figure 10-3: Matter Cost Statement (Source - CosmoLex)
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Payroll
When a firm has employees there is payroll.  How to process payroll, e.g. calculation of 
gross pay, taxes, FICA, and discretionary deductions, is beyond the scope of this book.  
The processing can be handled in many ways, including outside payroll services, by an 
accountant, or utilizing tax tables promulgated by the IRS.  Entering payroll expenses 
and payroll liabilities into your accounting software at the time they are processed is a 
necessary accounting function required for managing the business of a law firm. 

Payroll expenses are those incurred by the firm.  These include gross payroll, employer 
portion of FICA, employer contributions to employee benefits, such as retirement plans, 
etc.  Payroll liabilities are the monies paid on behalf of the employee(s) and commonly 
include employee taxes to all taxing authorities, employee and employer combined FICA, 
garnishments, payments held by/paid by the employer for benefit of the employee, etc.  

Many payroll processing companies will prepare a payroll download file to be uploaded 
into your accounting software.  If not, the entry should be done using a journal entry.  
This is an example of a simple payroll.

Account Debit Credit

Gross Salaries 24,237.75

Employer Payroll Liabilities 2,060.87

Employee Discretionary withholding 1,899.94

Payroll Liabilities (employee+employer) 7,912.48

Cash account (this is the net payroll) 16,486.20

Total 26,298.62 26,298.62

Account Debit Credit Name*

Payroll Liabilities (employee+employer) 7912.48

Cash Account 7,912.48

Employee Discretionary withholding 1545.64 IRA Fiduciary

Employee Discretionary withholding 354.30 Garnishment

Cash Account 1,899.94

After completing the journal entry, expenses have been posted to the Profit & Loss 
Statement and the payroll liabilities have been posted to the Balance Sheet.  There is 
an additional step that is often overlooked, especially when a payroll service company 
is paying the liabilities directly.  The liabilities still have to be paid from the cash 
account. This can be done either by check, electronic transfer, or, when paid directly 
by the payroll processing company, in a journal entry.  Note: if the liabilities are paid 
on the date of the payroll, the entries can be included in the journal entry above.  An 
example of the journal entry for payroll liabilities:

Figure 10-3: Matter Cost Statement (Source - CosmoLex)
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Purpose of Reconciliation

The process of reconciling bank statements accounting software entered bank transac-
tions is an essential if sometimes tedious activity. While it is a required activity to meet 
compliance standards for trust accounting, it is a vital function for the business bank 
accounts. Through reconciling, the firm can locate mistakes in the books or the bank, 
track problematic transactions, e.g. deposited funds not cleared after an extended time, 
or checks that are not cleared, and ensure the firm’s financial reports are accurate. This is 
vital in managing trust accounting as well as matter transactions. 

While not the exact purpose of reconciling accounts, the process is an opportunity 
for the firm to catch matter expense “leakage,” i.e. expenses that were not posted to a 
matter, as well as auditing transactions to prevent user fraud. To reduce the likelihood 
of fraud, a senior partner should always open and review the bank statement.

Bank reconciliations are a necessary activity for all attorneys. 
At the same time, it can be a difficult task. In an environment 
that requires multiple bank accounts and credit cards both 
inside and outside of a law firm; automating portions of the 
process can go a long way in creating a less tedious process 
while reducing human error.

BANK  RECONCILIATIONS
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When you go to the bank with a 
dozen checks, do you hand each 
check to the teller so that each one 
is deposited separately? Does the 
bank statement show each deposited 
transaction separately? Generally, you 
take the checks and write up a deposit 
slip to group them together, and go 
to the bank. This is important to do 
in your accounting software as well, 
especially to facilitate the bank rec-
onciliation. Generic software, such as 
QuickBooks™ uses an “other current 
assets” account called “undeposited 
funds” to group these transactions. 
When revenue is posted to undeposited 
funds, they are held there until the user 
goes to “Bank Deposit” which brings 
up a screen to select and batch the 
transactions. Legal-specific software, 
such as CosmoLex, uses a deposit slip 

Role of Deposit Slips & Credit Card 
Batching in Reconciliations

Figure 11-1: Batching deposits into a single deposit slip (Source - CosmoLex)

to accomplish the same thing. Credit 
card batching, as described in Internal 
Concerns Associated with Law Firms 
Accepting Credit Cards, should be done 
on a daily basis to ensure that grouped 
client payments are correctly posted to 
client invoices and match the merchant 
services provider’s deposit notification, 
i.e. combining multiple payments from 
multiple clients in one deposit. Note: be 
sure the merchant services agreement 
deducts fees from your operating 
account once per month, not from each 
transaction or daily. This will help avoid 
a major reconciliation headache, as you 
will need to account for the fee portion 
deducted from each deposit. 

Whichever software you are using, make 
it routine to create deposit slips within 
the system. 
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Timeline for Reconciliation of Bank/
Credit Card Accounts

Trust bank accounts must be reconciled 
monthly. For a few practices, such as 
Real Estate Settlements, you might 
need to reconcile daily to meet CFPB 
guidelines. Trust bank reconciliation 
activity is required to remain compliant 
with IOLTA regulations.

Figure 11-2: Operating bank reconciliation (Source - CosmoLex)

Operating bank accounts should be 
reconciled at least monthly. Frequently, 
especially with a high volume of trans-
actions, this activity gets pushed off for 
many months, making reconciliation 
even more labor intensive. Good fiscal 

management includes monthly bank 
reconciliations. If errors are found, they 
must be reported in a timely manner. 
Delays in reconciliation could transfer 
liability for the cost of errors from the 
bank to the firm.

As with bank transactions, credit card 
reconciliation should also occur at least 
on a monthly basis, when the credit card 
statement is received. This provides the 
opportunity to catch matter expenses 
that have not been posted to a matter. 
As mentioned previously, a best practice 
would be to have a separate credit card 
for matter expenses, including electronic 
filings, and a second credit card for 
general business expenses. 
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Figure 11-2: Operating bank reconciliation (Source - CosmoLex)

Downloading Transactions and 
Reconciliation

Downloading bank/credit card trans-
actions throughout the month can 
facilitate the reconciliation process. 
It provides the opportunity to verify 
the transaction, catch errors, and link 
expenses to matters. It also offers 
management an audit tool against 
possible embezzlement or fraud. 
Frequently, especially in larger firms, 
by the time the statement is received 
the quantity of transactions makes 
both discerning matter expenses and 
the reconciliation process difficult and 
time-consuming. A good financial 
management software will provide 
this option.

On the other hand, automatic matching 
of trust transactions is often not 
recommended or allowed for trust account 
reconciliations. Trust activities are closely 
monitored as a liability of the firm. It is a 
prudent practice to manually match each 
trust transaction to ensure that no bank 
mistakes go unnoticed and there are no 
alterations to the checks. To be cautious, 
use this convenient tool of downloading 
transactions for your operating bank 
account and any credit card accounts 
but not for trust accounts, unless it is 
acceptable in your local jurisdiction. 

Always make sure all downloaded transac-
tions are verified against receipts or other 
documents to avoid accepting errors.
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Financial reports are essential to every business. They 
provide great insight as to where the firm has been, where 
it is going, when the firm is — or will be— in need of cash, 
and what changes need to be made to secure success. In 
the legal world, not only are these financial reports helpful, 
but being able to produce them when needed will ensure a 
firm’s compliance in the event of an audit.

FINANCIAL 
REPORTS
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The balance sheet is a “snapshot” of 
the firm’s financial position at a specific 
moment in time, unlike other financial 
reports that provide information over a 
period of time. It provides the data on 
what the firm owns and what it owes, as 
well as net worth. It includes financial 
information from the inception of 
the firm. The balance sheet has three 
components — Assets, Liabilities, 
Equity. The generally accepted formula 
in analyzing the value of the business is 
Assets minus Liabilities equals Equity. 

The balance sheet is of particular 
importance to a law firm in light of 
assets and liabilities it carries on behalf 
of clients. Good financial software 
should be capable of including all 
the financial data of the firm when 
producing report.

Components of the Balance Sheet:

•  Assets, e.g. cash, advanced client 
costs, property (buildings, furniture, 
equipment)

•  Liabilities, e.g. monies in trust, notes 
payable, wages payable, taxes payable

•  Equity, i.e. book value of the firm, e.g. 
paid in capital, retained earnings, net 
income

Balance Sheet

NOTE: Owner’s equity on the balance sheet 
is not an indication of the firm’s market 
value.

Figure 12-1: Balance sheet (Source - CosmoLex)
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The Profit and Loss, a.k.a. Income 
statement, is the statement of revenue 
and expenses incurred during a specific 
period of time. The report provides 
the gross and net profit of activities. 
The resultant formula is Income less 
Expenses = Net Profit. Customarily, 
the Profit and Loss is generated on a 

Figure 12-2: Profit & Loss statement (Source - CosmoLex)

Profit and Loss

periodic basis, i.e. monthly, quarterly, 
yearly. Variations of this report include 
period by period comparisons. 

Management uses this report to gain 
valuable information on areas of 
revenue generation and growth, and 
expense analysis. 
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Profitability and cash flow are not synonymous. 
Cash flow refers to when the business needs 
money, i.e. the cash that is generated and 
used during a certain period of time. The time 
interval can be monthly, quarterly, yearly.

One might ask if the Profit and Loss 
Statement satisfies this need in cash basis 
accounting. While the activities on the Profit 
and Loss show revenue and expenses, the 
need for cash goes beyond this. The Profit 
and Loss does not include changes that 
occur on the balance sheet such as purchases 
of equipment, loan principal payments, 
new loans, advanced client costs, etc. Firm 
management needs to be cognizant of 
how all activities of the firm impact cash. 
For example, the firm has a mortgage with 
principal repayment of $1000 and interest 
of $300. Interest is posted to the profit and 
loss as an expense; the principal repayment 
decreases the loan amount on the balance 
sheet. Both amounts come from operating 
cash, but only the interest expense impacts 
the profit and loss statement. A cash flow 
report captures all cash used by the firm. 

With cash as king, it’s most important that all revenue generators be invested in 
collection of revenue and expenses from clients. To this end, additional reports are 
required, viz.

• Client Balance
•  Unbilled Client Balance (a.k.a. “Work-In-Progress” or “WIP”)
• Balance by Matter
• Billing Balance by Matter
• Aged balances
• Last payment relative to balance
• Invoice Status report
• Matter with Receivable and Retainer Balance

Statement of Cash Flows

Collection Reports

Figure 12-3: Statement of cash flows  
(Source - QuickBooks™Online)
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An essential component in managing 
firm resources is creating and managing 
a budget. Developing projected revenues 
takes considerable time and is often not 
done in solo and small firms. It requires 
analyzing revenues by matters within 
a practice area, detecting trends, and 
applying this logic to open matters. 
Budgeting also allows the firm to control 
business expenses. Reviewing prior 
year/accounting period expenses and 
determining reasonable costs enables 
the firm to recover some of these costs 
by billing the client. Looking at general 
business expenses, especially employee 
expenses, is also important. The decision 
to hire additional staff, for example, may 
be adversely impacted by both cash flow 

Figure 12-4: Budget vs. actual report (Source - QuickBooks™Online)

Budget

and budget considerations, e.g. can the 
firm afford a full-time paralegal or only 
part-time? 

Inputting budgets into financial software 
and employing budget vs. actual reporting 
is helpful in cash flow management.

A note about budgeting for and managing 
advanced client costs. Having analyzed 
other matters in the same practice area, an 
attorney can effectively budget and obtain 
a retainer to cover these costs or bill costs 
immediately, even if apart from fees. 
Another method is to expense them on 
the profit and loss statement, if your tax 
advisor allows. If none of these will work 
in your firm, be aware of their bearing 
on cash. 
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Period-to-Period 
Comparisons

A significant fiscal advisory tool is 
producing all reports with comparisons 
to a prior period, most commonly year 
to year. Good financial software will 
provide this capability for the balance 
sheet, profit and loss, and cash flow, as 
part of its repertoire of reports. 

Figure 12-5: Trial balance report (Source - CosmoLex)

Trial Balance 
Report

This report lists the balances in each of 
the general ledger accounts. The balance 
is either a debit or credit shown in two 
separate columns, and the column totals 
should be identical. A trial balance is 
an internal report used by auditors and 
accountants to show general ledger 
balances prior to any adjustments made. 
Once made, the adjusted trial balance 
will be used in the year-end financial 
statements. The general ledger account 
balances are also used as “opening 
balances” for the new fiscal year.
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Law firms are a unique business. They need to measure 
productivity and design appropriate compensation models, 
while accounting for uncollected revenue and cash flow 
issues. Successful law firms not only need to understand 
what work is being produced, but which work that has been 
produced and creates positive cash flow for the firm.

PRODUCTIVITY & 
COMPENSATION  
REPORTS

Productivity reports provide essential 
information on how the productivity of 
individual timekeepers impact revenue 
and matter expenses. It isn’t abnormal for 
an attorney to work for a fixed fee, but 
even in these situations, it can be helpful 
to track all time. By tracking the time 
spent on fixed fee and contingency cases 
your firm will be able to understand your 

Productivity Reports

Figure 13-1: Timekeepers time report (Source - CosmoLex)

rate of productivity and the ratio of work to 
income gained by your firm on different case 
types.

• Timekeepers’ Time Report
• Timekeepers’ Expense Report
• Timekeepers’ Weekly Summary Report
• Billable time as a % of time
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Collection-Based Compensation 
Report

The compensation of the firm’s attorneys — partners, associates, and “of counsel” — is 
frequently tied to a combination of “rainmaking” and productivity — who brings in 
the client and who works on the matter. Some firms implement allocation formulae 
based upon originating attorney, responsible attorney, and timekeeper. There is no “one 
size fits all” approach as law firms determine what models to use and how to use them. 
We’ve seen firms use simple, straightforward percentages. And we’ve seen formulae 
wherein the percentages appear to total more than 100% of collected fees. While 
innovative, firms frequently lack an understanding of what’s required to collect and 
utilize the data.

Compensation model complexity arises from various factors:

•  Compensation must be based on collected fee, not the billed fee. Expense reim-
bursements should not be included in any distributions.

•  Models must be able to distribute partially collected fee income if invoice is being 
paid in stages.

•  Models must be able to handle fixed fee invoice payments.

•  Law firm accounting systems should be able to segregate collected fees from all 
other invoice components such as reimbursed costs etc.

•  If the firm provided discounts on invoice amounts, model must be able to allocate 
those discounts, either proportionally or to specific individuals.

•  A law firm accounting system should automate the process, or the calculation 
process should not be burdensome.

Being able to generate the reports within an integrated billing and accounting 
software, provides management with the necessary resources to monitor and appro-
priately compensate those who work on a matter as well as associated parties such as 
originating attorney. 
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Compensation Model Setup

Compensation is normally tied to both 
rainmaking and productivity. It should 
be designed to reward those who help 
grow the firm. There may be different 
allocations for bringing in a new client 
and bringing in a new matter from 
an existing client. For example, an 
originating attorney who also works on 
the matter should be compensated for 
both bringing in the client and the work 
done on the matter. Timekeeper’s com-
pensation rates are generally the same 
regardless of which matter is worked on, 

Yet, for a specific matter the allocation for the responsible attorney may differs 
from the global default.

Figure 13-2: Global compensation model setup (Source - CosmoLex)

Figure 13-3: Matter specific compensation model override (Source - CosmoLex)

while those such as originating attorney 
and responsible attorney can be specified 
for each matter along with their com-
pensation rates. A strong compensa-
tion model should provide both global 
(firm-wide) settings and matter-spe-
cific settings. It is vital that compensa-
tion settings be done as part of the new 
matter setup process.

As an example, a firm has elected the 
following default allocations as their 
global settings:
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Many firms use compensation reports as 
part of performance reviews and a bonus 
structure. Others compensate their 
attorneys based upon the results shown 
in the report. Therefore, specifying 
allocations when the matter is set up 
is essential. In addition, while some 
firms handle this function monthly — 
usually disbursing compensation for one 
month prior, e.g. March compensation 
allocation is disbursed in May — others 
choose to do so on a quarterly basis. 
Whichever timeline is chosen, the report 

Compensation Reports

Many firms use compensation reports as 
part of performance reviews and a bonus 
structure.

Figure 13-4: Compensation allocation based on collected fees (Source - CosmoLex)

should be generated after the month is 
closed to ensure no revenue is received 
and appropriated to the month after the 
allocation has been determined. 

As you can see from the report below, the 
first section provides the breakdown of 
collection allocation within each invoice; 
the second section is the total allocated 
for each invoice; the third section will 
show the total allocated by matter; 
and the last section total allocations by 
party. This report is especially useful 
as a management tool when multiple 
matters/invoices are listed. 
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Depreciations & 
Amortizations

Depreciation and amortization are 
methods used to proportionally expense 
an asset’s cost based upon the time period 
over which the asset will be used. Tangible 
(physical) assets are depreciated each 
year according to a depreciation schedule 
specific to the type of asset, e.g. buildings 
will depreciate on a longer schedule than 
equipment. Most law firms take advantage 
of this at year-end.

Less common for law firms, amortization 
is the method used for intangible assets 
such as intellectual property. 

There are certain activities that happen at year-end. These 
activities are usually completed by the firm’s accountant 
after a review of the financial activities and the trial balance. 

YEAR-END  
ACTIVITIES

Bad Debts

Since cash basis accounting does not 
recognize income until it is received, there 
is no accommodation for bad debt for 
unrealized revenue. However, expenses 
incurred on behalf of a client on the balance 
sheet (ACC), may be expensed as bad debt 
if they will not be recovered. 
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YEAR-END  
ACTIVITIES

Posting of Net Income to Retained 
Earnings

The Profit and Loss Statement returns 
back to zero at the beginning of the fiscal 
year. Some financial software automati-
cally moves net income at year-end from 
the P&L to the Balance Sheet as retained 
earnings. In other financial software, 

Figure 14-1: Journal entry for net income to retained earnings (Source - CosmoLex)

a journal entry is required to move net 
income. Based on the type of firm there 
may also be allocations to partner capital 
accounts. You should be advised by your 
accountant regarding posting net income 
at year-end.
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CONCLUSION
Many attorneys are mystified by the 
intertwined requirements for managing 
the accounting practices of their firm. 
This book attempted to unravel some 
of the mystery and provide straightfor-
ward solutions to the daily transactions 
that are an integral part of the practice of 
law. While generic accounting software 
may offer solutions, customizing the 
setup and training attorneys and staff is 
time-consuming and expensive, as well as 
more prone to errors. Reports are limited 

to basic financial reports and are not 
geared to the legal field. Most attorneys 
have not been satisfied using generic 
accounting software. This book may help 
to configure generic accounting software 
to better handle transactions, trust 
accounting, and customizing reports. 
Attorneys may find using a legal-spe-
cific accounting software, integrated 
with its time and billing and practice 
management software, a more viable and 
valuable solution. 





Law Firm Accounting Demystified is a one of a kind 
reference guide for legal professionals looking to 
manage their accounting. We have attempted to 
take a comprehensive look into the many subtleties 
and nuances of legal accounting.

This book takes legal accounting topics that would 
otherwise be easily misunderstood by both lawyers 
and accountants, and simplifies the into a common 
language that can be understood by anyone involved 
with a law firm’s accounting.


