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PART 15

PROFESSIONAL S
CONSULTING

Selling Expertise by the Hour

Utilization rate by level, realization rate and write-off economics, blended
bill rate and leverage model, WIP accounting under ASC 606, T&M vs.
fixed-fee recognition, partner draw structures and K-1 tax treatment,
Section 199A SSTB limitation, state nexus for services and
market-based apportionment, professional liability insurance, and the
complete professional services metrics framework.
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FINANCIAL ARCHITECTURE OF DIFFERENT BUSINESS MODELS

SECTION 1

THE PROFESSIONAL SERVICES MODEL

Professional Services: Selling Expertise by the
Hour

Professional services — consulting, legal, accounting, engineering, architecture, and advisory — is the
purest human-capital business model in commerce. The firm does not manufacture a product, does not
operate a platform, and does not own physical assets of consequence. Its entire economic value is
embodied in the expertise, relationships, and judgment of its people. The financial architecture of a
professional services firm is therefore built around a single scarce resource: billable time. How that time is
priced, how efficiently it is deployed, how well it is collected, and how much of the revenue it generates flows
to the bottom line after paying for the people who produce it — these are the defining financial questions of
the model.

Professional services firms span an enormous range: a two-partner law firm and McKinsey both operate
under the same fundamental financial architecture, even though their scale, leverage ratios, and partner
economics differ enormously. The principles — utilization, realization, blended bill rate, leverage, WIP, and
partner draws — apply with equal force to a boutique strategy consulting firm and a Big Four accounting
practice. This part covers the complete financial architecture, from how revenue is built from time to how
partner distributions are structured and taxed, with every metric and formula a services CFO must own.

1.1 The Professional Services Revenue Engine

Total professional
Headcount staff (partners +
associates)

Hiring; retention;

e Revenue per head; cost per head
utilization

% of available hours Work allocation
r ion;

Utilization Rate actually billed to L Primary efficiency metric
clients pipeline management

. Rate card
. Price per hour .
Bill Rate . management; rate Revenue per billed hour
charged to clients L
realization
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Fees collected /

o Fees billed Billing hygiene; WIP o

Realization Rate i gnyg Revenue quality indicator

(write-offs reduce management

this)

Ratio of associates Staffing model; career L o
Leverage ) Profitability amplifier

to partners pyramid
Average Revenue per client Scope expansion; L

. L Revenue concentration risk

Engagement Size engagement upsell discipline

SECTION 2

UTILIZATION, REALIZATION, AND THE BILL RATE

The Three Rates: Utilization, Realization, and Bill
Rate

The financial performance of a professional services firm can be reduced to three rates: the utilization rate
(how much of available time is billed), the realization rate (how much of billed time is actually collected), and
the bill rate (how much is charged per billed hour). Together these three rates — multiplied against the firm's
professional headcount — determine the firm's revenue. Managing all three simultaneously is the primary
financial discipline of professional services leadership.

2.1 Utilization Rate

Utilization rate is the percentage of a professional's available working hours that are billed to clients. It is the
most-watched operational metric in professional services. A consultant with 2,080 available working hours
per year (52 weeks x 40 hours) who bills 1,500 hours to clients has a 72.1% utilization rate. The unbilled
hours — 580 in this example — represent time spent on business development, firm management, training,
and vacation. These are necessary investments in the firm, but they are the hours for which no client pays.
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UTILIZATION RATE CALCULATION

Uilization Rate = Billable Hours / Avail able Hours

Avai |l abl e Hours = Total Working Days x Hours per Day
St andard: 52 weeks x 5 days x 8 hours = 2,080 hrs/yr
Less: Vacation (15 days): -120 hrs -> 1,960 avail able
Less: Holidays (10 days): -80 hrs -> 1,880 avail able
Net Avail able Billable Hours: 1,880 hrs/yr

Target Uilization by Level:
Seni or Partner: 45%-60% (heavy busi ness devel opnent ti ne)
Manager/ Di rector: 65%-75% (project |eadership + sone BD)
Seni or Associate: 75%-85% (primarily client delivery)
Juni or Associate: 80%-90% (naxi mum bill abl e allocati on)

2.2 Realization Rate

Realization rate is the percentage of billed fees that are actually collected — or more precisely, the
percentage of hours worked that are ultimately billed and collected, after write-offs and write-downs. Even if
a professional bills 1,500 hours at $350 per hour ($525,000 in fees billed), some of those fees may be
written off when the client disputes the bill, the engagement goes over budget on a fixed-fee project, or the
partner makes a courtesy reduction. The realization rate captures this leakage.
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REALIZATION RATE AND NET EFFECTIVE RATE

Real i zation Rate = Net Fees Collected / Goss Fees Billed
Net Effective Bill Rate = Goss Bill Rate x Realization Rate

Exanpl e:
Goss bill rate: $350/hr | Billed hours: 1,500 | Goss fees: $525,000
Wite-offs and wite-downs: ($42,000) (8% wite-off rate)
Net fees collected: $483, 000
Real i zation rate: $483,000 / $525,000 = 92. 0%
Net effective rate: $350 x 92% = $322/ hr effective rate

I ndustry benchnarks:
>95% real i zati on: Excellent billing discipline and client satisfaction
90%-95% Good; manageable wite-off |evel
85%-90% Mbderate concern; investigate wite-off root causes
<85% Significant revenue | eakage; billing process and scope managenent issue

2.3 Blended Bill Rate and Leverage

The blended bill rate — the average fee per hour across all professionals in the firm — is the product of the
rate card (what each level charges) and the staffing mix (the ratio of higher-rate partners to lower-rate
associates). Professional services firms deliberately build leverage into their staffing models: partners bill at
$800 to $1,500 per hour, managers at $400 to $700, associates at $200 to $400, and analysts at $150 to
$250. By staffing engagements with as many lower-cost associates as the work quality will allow, the firm
maximizes the spread between what it costs to deliver the work and what it charges the client — the
foundation of professional services profitability.
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BLENDED BILL RATE AND REVENUE MODEL

Bl ended Bill Rate = Wi ghted Average of Rate x Utilization by Level

Exanpl e: 20- person consulting team
2 Partners x $900/hr x 55%util x 1,880 hrs $1, 861, 200
4 Managers x $500/hr x 70%util x 1,880 hrs = $2,632, 000
8 Senior Assoc x $300/hr x 80%util x 1,880 hrs = $3, 609, 600

6 Anal ysts x $175/hr x 85%util x 1,880 hrs = $1, 680, 600
Total Revenue (before realization): $9, 783, 400
At 92% realization: $9, 000, 728

Revenue per Professional: $9,000,728 / 20 = $450, 036 per person
Leverage Ratio: 18 non-partner staff / 2 partners = 9:1

SECTION 3

WIP ACCOUNTING AND REVENUE RECOGNITION

WIP Accounting: Recognizing Revenue in a
Time-Based Business

Work-in-process (WIP) accounting is the mechanism through which professional services firms recognize
revenue for work performed but not yet billed or collected. Under ASC 606, professional services revenue is
recognized as the service is performed — either at a point in time (for milestone-based engagements where
the client gets the value all at once) or over time (for time-and-materials or retainer engagements where the
client receives value continuously as the work is performed). For most professional services, the over-time
model applies.

3.1 Time-and-Materials vs. Fixed-Fee Engagements

Engagement Type Revenue Recognition WIP Treatment Financial Risk

Time & Materials As hours are worked x WIP = hours worked x rate, not  Low revenue risk; cost overrun
(T&M;) bill rate yet invoiced absorbed by client
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Engagement Type Revenue Recognition WIP Treatment Financial Risk

. . Over time as services WIP based on % completion; .

Fixed Fee (defined . Over-run risk; scope creep
rendered (output over-billing creates deferred .

scope) destroys margin
method) rev

Fixed Fee At each milestone WIP accumulates; recognized Timing risk; delay in milestone =

(milestones) completion at milestone delivery deferred revenue

. Ratably over retainer Prepaid retainer = deferred Scope creep; retainer may not

Retainer (monthly) . y P . P P Y

period revenue until month end cover actual work

) When contingent event . . . .
Contingency / g No WIP until recognition event;  Highly variable; lumpy revenue

occurs (deal close, . . .
Success Fee etc) constraint applied recognition

3.2 The WIP to Cash Cycle

WIP TO CASH CYCLE IN PROFESSIONAL SERVICES

Hours Worked (time recorded in tinmekeepi ng system
-> WP Created: DR WP Asset / CR Revenue (as hours worked at bill rate)

I nvoice Sent to Client:
-> DR Accounts Receivable / CR WP Asset (WP converted to AR)

Cash Col | ect ed:
-> DR Cash / CR Accounts Recei vabl e

Wite-Of (when fees are reduced or not collectible):
-> DR Revenue (contra) or Bad Debt Expense / CR WP or AR

Days WP Qutstanding (DWO) = Average WP Bal ance / (Annual Revenue / 365)

Days Sal es Qutstanding (DSO = Average AR/ (Annual Revenue / 365)
Cash Conversion = DAD + DSO | Target: < 75 days conbi ned
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The WIP balance in a professional services firm is one of the most judgment-intensive assets on the balance
sheet. It represents hours worked that have not yet been billed, and its value depends on the assumption that
clients will pay for those hours at the recorded rate. WIP that is aged beyond 90 days without being billed is a
significant collectability risk. The CFO should age the WIP balance monthly, require manager and partner
sign-off on any WIP older than 60 days, and establish a policy for writing down WIP that cannot be billed
within 90 days of the work date.

SECTION 4

COST STRUCTURE AND PARTNER ECONOMICS

Cost Structure: Labor, Overhead, and Partner
Economics

Professional services cost structure is dominated by people costs. In a well-run firm, 55% to 70% of revenue
is consumed by professional compensation (salaries, bonuses, benefits, payroll taxes). The remaining 30%
to 45% covers overhead (office space, technology, professional liability insurance, business development)
and generates the profit that is distributed to partners. Understanding the economics of this structure — and
how partner draws, profit distributions, and equity arrangements affect both the income statement and the
cash flow statement — is essential for any professional services CFO.

4.1 The Professional Services P&L;

Net Revenue (Fees

After write-offs; realization applied 100%
Collected) PP °
Direct Labor (Professional ) ' .
Staff) ( Salaries, bonuses, benefits of billable staff 50%—-65%
Gross Margin Revenue minus direct professional labor 35%-50%
Overhead — Office & - ]

o Rent, utilities, office management 5%—-10%

Facilities
Overhead — Technology Timekeeping, CRM, research tools, IT 3%—6%
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Overhead — Professional

- E&O; / malpractice coverage 1%—4%
Liability Insurance

Overhead — Business

Proposals, conferences, client entertainment 3%—-8%
Development

Overhead — G&A,; Finance, HR, legal, executive management 4%—-8%

EBITDA (before partner

Pre-partner-draw operating profit 10%—25%
distributions) P P gp ° °
Partner Distributions / o .

Profit distributed to equity partners 8%—-20%
Draws
Net Income (firm level) After all distributions 2%—-8%

4.2 Partner Draw Structures and Tax

In most professional services partnerships and LLCs, partners do not receive a salary — they receive draws
against their expected profit distribution. The partner draw is not an expense on the firm's P&L; it is a
distribution of profit to equity owners. This means the firm's reported EBITDA and net income do not include
the economic cost of the partners' labor — creating a significant difference between the financial statements
of a partnership and those of a corporation where partners are employees.

For tax purposes, partners in a partnership or LLC taxed as a partnership report their share of firm income
on Schedule K-1 and pay self-employment tax on their distributive share of active business income. The
guaranteed payment — a fixed draw paid to a partner regardless of profit, similar to a salary — is deductible
by the partnership and taxable to the partner as ordinary income. Distributions above the guaranteed
payment are allocations of partnership profit, not deductible by the firm and taxed to the partner at their
individual rate.
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PARTNER ECONOMICS EXAMPLE

Firm Net Revenue: $9, 000, 000
Less: Non-partner staff conpensation: ($5,400,000) 60%
Less: Overhead (all categories): (%1, 800, 000) 20%

= Pre-Partner-Draw Operating |Incone: $1, 800, 000 20%

2 Equity Partners —equal split:

Guar ant eed Paynent (each): $200, 000 (deductible by firm W2 equiv.)
Resi dual Profit Split (each): $700, 000 (50% of $1.4M remaining profit)
Total Partner Draw (each): $900, 000

Tax Treatnent (each partner):
Guar anteed Paynent: Subject to SE tax (15.3%on first $160K; 2.9% above)
Profit Distribution: Self-enploynment inconme; ordinary incone rates
Effective total draw tax rate: ~35%-42% conbi ned federal + state

SECTION 5

TAX ISSUES FOR PROFESSIONAL SERVICES

Tax Architecture: Services Firm Complexity

Professional services firms face a tax landscape shaped by their entity structure (most are partnerships,
LLCs, or S corporations rather than C corporations), the nature of their revenue (service income rather than
product sales, raising different nexus and apportionment questions), and the compensation structure of their
principals (partner draws versus salaries create different payroll tax and self-employment tax implications).
The CFO must manage all three dimensions simultaneously.

5.1 State Nexus for Services

State income tax nexus for professional services firms is determined primarily by where services are
performed. A consulting firm based in New York that sends consultants to work on-site at client locations in
Texas, California, and lllinois has income tax nexus in each of those states — because its employees are
physically present there performing services. The apportionment of income to each state follows the state's
apportionment formula, which for services is increasingly based on a market-based sales factor (where the
client receives the benefit of the service) rather than the cost-of-performance factor (where the service is
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physically performed).

State Apportionment
Method

Income Sourced To Impact on Services Firms Examples

Income sourced to client's

Market-Based (customer State where client .
state; many client states = CA, NY, IL, TX, MA

location) receives benefit -
many filing states
. Income often sourced to firm's
State where majority of - Fewer states; largely
Cost-of-Performance . . home state; fewer filing
service cost incurred S phased out
obligations
- Complex; reduces income in
Throwback / Throwout Modifies market-based . . . -
some states; increases in Various; state-specific
Rules for states where no nexus
home state

Eliminates payroll and
property factor; favors service
firms

Many states have
adopted

Only sales (services

Single Sales Factor
revenue) factor used

5.2 Personal Service Corporation vs. Pass-Through

Professional services firms organized as C corporations that meet the definition of a Personal Service
Corporation (PSC) under IRC Section 448 — where the principal activity is the performance of services and
the services are substantially performed by employee-owners — are taxed at a flat 35% federal rate (before
TCJA) or at the standard 21% corporate rate. However, PSCs face specific limitations, including restrictions
on the use of the cash method of accounting and the fiscal year. Most professional services firms avoid PSC
status by organizing as partnerships, LLCs, or S corporations, which pass income through to owners and
avoid the double taxation of C corporation dividends.

The Qualified Business Income (QBI) deduction under Section 199A — which allows pass-through owners
to deduct up to 20% of their qualified business income — is available to many professional services firm
owners but with a critical limitation: Specified Service Trades or Businesses (SSTBs), which include
consulting, law, accounting, and health services among others, are excluded from the QBI deduction when
the owner's taxable income exceeds the threshold amount ($383,900 MFJ in 2024, indexed for inflation).
Above this threshold, professional services firm partners receive no QBI deduction benefit. This is one of the
most financially significant limitations in the partnership tax rules for high-income professionals.

SECTION 6

COMPLETE METRICS FRAMEWORK
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The Professional Services CFO Metrics

Framework

The professional services metrics framework spans four domains: productivity (utilization and bill rates),
quality and realization (billing hygiene and collections), leverage and staffing, and financial health. The CFO
must own all four and present them as an integrated system to firm leadership and — in PE-backed or
publicly traded firms — to investors.

6.1 Productivity Metrics

Utilization Rate (by level)

Blended Utilization Rate

Blended Bill Rate

Revenue per Professional

Revenue per Partner

Backlog (Pipeline)

Billable Hours / Available Hours

Total Billed Hours / Total Available
Hours (all staff)

Total Revenue / Total Billed Hours

Net Revenue / Total Professional
Headcount

Net Revenue / Partner Headcount

Signed engagements not yet started +
in-flight

6.2 Realization and Collections Metrics

Realization Rate

Write-Off Rate

eFuturesCFO

Net Fees Collected / Gross Fees Billed

Write-offs / Gross Fees Billed

The Systems CFO | efuturescfo.com

See Section 2.1 for level-specific
benchmarks

>70% firm-wide target; <65% indicates
pipeline gap

Track trend; declining = pricing pressure or
mix shift

>$350K/person good; >$500K excellent

Track; $1M-$3M+ per partner typical in
healthy firms

Track as multiple of monthly revenue; >3
months healthy

>92% target; <85% requires investigation

<8% healthy; >15% signals systematic
billing problem
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Days WIP Outstanding
(DWO)

Days Sales Outstanding
(DSO)

Cash Conversion Cycle

Aged WIP > 60 Days

Aged AR > 90 Days

Avg WIP Balance / (Revenue / 365)

Avg AR Balance / (Revenue / 365)

DWO + DSO

WIP > 60 days old / Total WIP

AR > 90 days / Total AR

6.3 Leverage and Financial Health

Leverage Ratio

EBITDA Margin (pre-partner
draw)

Partner EBITDA per Partner

Overhead as % of Revenue

Client Concentration

Revenue per Engagement

New Business Win Rate

SECTION 7

Non-partner professionals / Partners

EBITDA / Net Revenue

Pre-draw EBITDA / Partner Count

Total overhead / Net Revenue

Top client revenue / Total revenue

Net Revenue / Active Engagements

Won proposals / Total proposals
submitted

CFO OPERATING CHECKLIST

<30 days target; >60 days is a cash risk

<45 days target; >75 days is a collections
risk

<75 days combined; lower = better cash
generation

<10%; rising % signals billing process
breakdown

<5%,; rising % signals collections
weakness

>5:1 healthy; <3:1 limits profitability

>20% good; >30% excellent

Tracks partner income potential

<35% healthy; rising overhead reduces
partner income

<20% for top client; >30% creates revenue
risk

Track trend; smaller engagements = higher
overhead per $

>35% target; <25% signals pricing or
positioning issue

eFuturesCFO
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The Professional Services CFO Checklist

Revenue, WIP, and Collections
» Timekeeping system operational and disciplined: all professionals record time daily; timesheet
submission rates >95% by the Friday of each week.

» WIP balance aged monthly by engagement and by professional: WIP >60 days requires manager
sign-off; >90 days requires write-down assessment.

* Realization rate calculated monthly by practice area, by professional, and firm-wide; write-offs
reviewed and root-caused; partners with systematic write-off patterns counseled.

» AR aging reviewed weekly: accounts >60 days escalated to partner; accounts >90 days placed on
collections protocol; bad debt reserve calculated monthly.

» ASC 606 revenue recognition policy documented for each engagement type (T&M;, fixed fee,
milestone, retainer, contingency); over-time recognition method documented.

Partner Economics and Tax
« Partner draw schedule maintained: guaranteed payments tracked separately from profit distributions;
K-1s prepared accurately for each partner's share of firm income.

* Quarterly estimated tax reminders sent to all partners: estimated payments calibrated to each partner's
expected annual income; penalty risk managed proactively.

» State nexus assessment updated annually: states where professionals worked on-site during the year
identified; filing obligations confirmed with state tax counsel.

 Section 199A SSTB limitation modeled for each partner annually: partners whose income exceeds
phase-out threshold advised that QBI deduction is unavailable; tax planning alternatives evaluated.

* Professional liability insurance (E&O;) renewal reviewed annually: coverage limits assessed against
largest engagement exposure; deductible levels evaluated against firm cash reserves.

Closing Perspective: The Professional Services
CFO

Professional services finance is the discipline of managing the scarcest resource in any knowledge
economy — expert human time — with financial rigor. Utilization, realization, leverage, and collections are
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not abstract metrics; they are the operational heartbeat of the firm. A professional services CFO who can
walk into any partner meeting and explain exactly which clients, which engagements, and which
professionals are generating — or destroying — economic value has the information foundation to make
every capital allocation decision the firm faces, from hiring to pricing to geographic expansion to exit.

Part 16 examines the Staffing and Employer of Record model — gross margin on spread, workers' comp

experience rating, SUTA/FUTA mechanics, payroll funding float, co-employment liability, and the financial
architecture of the human capital intermediary business.

End of Part 15: Professional Services / Consulting | Financial Architecture of Different Business Models
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