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Abstract

Consulting provides you with the opportunity to spend more time doing what you enjoy and hopefully what you do
best. Unfortunately, you must look at consulting as a business regardless of your area of expertise. Before taking the
plunge into consulting, you should consider how you want to work (alone or in a group), where you want to work
(onsite or offsite), what is required to work (taxes, permits, hardware, software, etc.), who would pay for you to work
(potential clients), and what it takes to make a profit (rates, billable hours, and expenses). Once you have evaluated
all of these details, you can safely decide whether you have the personality and motivation to run a successful con-
sulting business.

I ntroduction

Before reading about my observations or accepting my recommendations, you should understand what my experi-
ence has been and what my biases are. 1n 1990 | started a small software consulting company called Meridian Soft-
ware, Inc., which consisted of one employee. | specialized in SAS software and accepted my first contract as an
onsite hourly consultant for alarge pharmaceutical company. Within the first year, my client permitted me to work
offsite (at home) and | started hiring subcontractors to help with my increasing workload.

Because my niche was SAS software and not specifically pharmaceuticals, | sought additional contractsin other
industries. In January of 1991, | hired two permanent employees and started my first fixed—fee project. We grew
quickly over the next three years, hiring permanent empl oyees rather than relying on subcontractors, but have been
oscillating between 9 and 10 employees since 1994.

Over the past three years, | have been evaluating and experimenting with further growth and building infrastructure
that would support growth. Most importantly, | want to be sure that continued growth will move al members of the
Meridian Software team toward their personal goals, which are sometimes forgotten during fast and furious growth.

To help you decide how and if you want to pursue the life of a consultant, | will discuss the following issues:
e Your current situation

e Typesof consultants

e Reasonsfor using a consultant

e Reasonsfor becoming a consultant

e  Managing the business

Your current situation

Before you jump into the consulting business, you should examine your abilities and personality. A multitude of
books exist on the market that offer self-evaluation questionnaires, but they all distill down to four major issues:

o Areyour skillsin demand?
e Areyou self motivated?
e Do you have any business sense?

e Areyou arisk taker?

Thefirst two characteristics are essential. Most really good consultants possess not only skill, but experiencein the
real world.



Business sense is a rather vague term, but that is because there are multiple combinations of personal attributes that
can lead to success. Business sense can be learned or purchased, but knowing how to run abusiness certainly
increases your chances for success. | include marketing skill within the category of business sense. You may be the
most talented statistician or programmer in the world, but unless you know how to spread the word, you will not suc-
ceed in business.

Risk isarelative term in today’s environment of downsizing and rightsizing and is not as important afactor asit used
to be. But, if you do not enjoy some uncertainty or alittle tension occasionally, you should think twice about operat-
ing your own consultancy.

Types of consultants

First, we can make the distinction between contractor and consultant. The contractor is a specialized form of consult-
ant that basically performs the work of an employee and is managed by the client asif they were an employee. Con-
sultants, however, have historically offered amore advisory service relating their vast experience to the client. Today,
however, these two distinctions have faded, especialy in the data processing field. The two terms are often used
interchangeably. In this discussion, we will use the term consultant.

As a consultant, you may find yourself working
e Onsite— at the client’s place of business

e Offsite—working at your office, but directly for the client on adaily basis. Thismay involve dialing into the cli-
ent’s site viamodem.

e Offsite—working at your office and independently on awell defined project.

e All of the above —mixing all of the methods listed above.

The approach you take to consulting depends on the services you provide and your preferred working situation. Not
all consulting services can be provided remotely, so if you want to work at home, for example, be sure to offer a ser-
vice that can be rendered from home.

Consultants now have many options for working independently or asateam . They can work

e Alone—performing all services and finding all work independently. You are responsible for all services, busi-
ness decisions, and marketing. No clients means no income.

e Alonefor aplacement agency — performing all services alone, but marketed by an agency that finds work for
consultants. Placement agencies usually know very little about the services you provide. If they cannot place
you, you are on your own.

e Aloneand onsite for a consulting firm —working directly for aclient onsite, but placed by a consulting firm that
usually has some knowledge or specialty in your line of service. Generally, you only need to worry about per-
forming your responsibilities. The consulting firm will take care of business details and payroll. Most consult-
ing firms will keep you on the payroll between projects up to a specified time limit.

e |nateam for asmall consulting firm —working primarily with the employees of the consulting firm. Client con-
tact depends on the role the consultant plays on the team. This arrangement offers the variety of independent
consulting with the benefits of permanent employment.

e |nateam for alarge consulting firm —working primarily with the employees of the consulting firm. Client con-
tact depends on the role the consultant plays on theteam. Large firmstend to win bigger contracts, which some-
times makes the work feel less like consulting and more like permanent employment. Individualy, you have
much less control.

The type of consultant you choose to be depends on the level of control you want, the amount of risk you can tolerate,
and the working style you prefer.



Reasonsfor using a consultant

Clients hire consultants for one or more of the following reasons:

e To quickly obtain expertise they do not currently have (or to get fresh new ideas).
o Toreplacelost employees, quickly and temporarily

e Toincrease manpower during an emergency situation or to meet a deadline

e Toobserve you in action before tempting you with a full-time offer of employment

e Tofind skillsthey cannot hire permanently, because everyone who has the skill is either gainfully employed or is
a consultant

® To save money

Hiring good consultantsis usually cheaper than hiring permanent employees, because experienced and qualified con-
sultants can compl ete the projects sooner and do not hang around when the job is done. The client does not need to
pay for benefits or pay for idietime.

Some of the less positive reasons for hiring consultants include

e Thepolitical end run — hiring a consultant to complete a project that a political enemy within the company is
blocking.

e Asasacrificia zinc —hiring a consultant to take the blame for afailing project
e Easier tofire— hiring a consultant because consultants are easier to fire
e Money to spare — hiring a consultant because you have money at the end of the year

e May Day — hiring a consultant as alast ditch effort to avoid bankruptcy

Asaconsultant, you need to recognize these situations. Not all necessitate avoidance, but you do need to be aware of
the possible outcome.

Reasonsfor becoming a consultant

Most people would say that the main reason for becoming a consultant is to become your own boss. The magjority of
consultants (and contractors), however, work for consulting firms. Even many independent consultants work with
one primary client on along—term basis, which gradually simulates permanent employment.

So, although you do achieve more independence even within consulting firms, control may not be the primary issue.
Consulting does usually offer awider variety of projects, which | believeis one of the most rewarding aspects of con-
sulting. Clients rarely want to pay consultants to support production code unless the upgrades are continuous.

If you arereally good, you can probably make more money than in a permanent position, but you do assume slightly
more risk. If you tend to work long hours anyway, charging by the hour can be very rewarding compared to an fixed
annual salary. If monetary elevation isyour only objective, you may want to reconsider leaving the corporate world.

If you thrive on hard work and enjoy satisfying people who need your help, you will be happy as a consultant.

Managing the business: INCOME

Naturally, the first challenge in running the consulting businessis generating income. Ideally, you can pick a reason-
ablerate and work all the hours you want (not more and not less). In thisdiscussion, however, | will touch onincome
issues, but focus on expenses that emerge when you start operating a business.

In aconsulting business, you charge for service rather than aproduct (at least in thisdiscussion). Charges for consult-
ing services fall into two general categories: time and materials or fixed—fee projects. Both approaches have their
pros and cons and obviously you can mix the methods depending upon the situation.



Time and materials

Charging by the hour or day offers a simple risk-free approach to consulting and is usually recommended for begin-
ners. The challengeis setting your rates such that you do not price yourself out of the market, while still making
enough to cover expenses and make a profit. With alittle research and a good contract, you can easily match the sal-
aries you make in the permanent employee world.

Hourly work is enticing because you can see an obvious return on every minute of work you complete. You are
rewarded for hard work and long hours. Unfortunately it is easy to become immersed in the current contract work
and miss the opportunities to secure the next project. Plan to look ahead and make sure you save some of your profits
for the slow times between contracts.

Fixed—fee projects

A fixed—fee project assumes that you will deliver a specified product or service for amutually agreeable priceand, in
most cases, by a specified time. Thistype of project should involve a contract, which identifies all deliverables,
delivery dates, and payment schedules. Be sureto hire an attorney before you sign a contract, especially for a fixed—
feejob. Theterms of these contracts comein al flavors, including those that penalize you for delivering late or with-
hold payment until the client accepts your deliverable.

The fixed—fee project can be rewarding, but to the beginning consultant who does not have experience estimating the
magnitude of a project, it can be deadly. Most companies do not make their employees track the hours they spend on
a specific task, so most people do not realize how much effort they expend on atask. Asaresult, new consultants
tend to severely underestimate the hours it takes to deliver afinal product.

Obvioudly, if you can work faster than everyone else, you can profit by bidding on fixed—fee projects. Be sureto
account for client indecision, by providing avehicle for changing the specifications. Changes and enhancements can
be bid separately or on atime and materials basis.

Managing the business:. EXPENSES

Once you determine how to generate income, you need to learn how to keep it. Expensesarisein al kinds of surpris-
ing places and if you are not prepared, you will be committed to a project for an overall loss. Before you jump into
business, find an experienced accountant or at least a good book and a well-known software package. Do not expect
the average accountant to love your numbers the way you do, but you can expect them to identify the required taxes
you must pay and avoid the expensive penalties and late fees you pay if you miss IRS deadlines.

Expenses can be grouped according to frequency of payment and level of variability. For example, expenses can be:
e Fixed and paid annually
e Fixed and paid monthly
®  Per employee and paid annually
e  Per employee and paid monthly
e  Per employee per hour worked and paid monthly

e Variable or unpredictable

Obvioudly, these can be further reduced during budgeting and forecasting efforts by converting monthly to annual or
annual to monthly. For thisdiscussion, | will convert to annual figures. In addition, variable or unpredictable
expenses will be lumped under fixed annual as budgetary estimates, but you will see that many could be tied to the
number of employees and might therefore be placed under “per employee and paid annually”.

Fixed annual expenses

Fixed annual expensesinclude charges such as permits and property taxes or costs that you need to budget or allocate
with some discretion. Most of the itemslisted in this category can be tied to the number of employees. For example,



officerent is certainly a function of the number of employees you have, but, unless your growth is exponential, the
costs are usually fixed within ayear. Also, asyour employee count rises, so should your gross income and therefore
many of your annual expenses. For this discussion, however, assume that the items listed below are budgeted at fixed
intervals.

Example fixed expenses include:

Office rent — If you work onsite or out of your home, you do not have to worry about this. Commercial rent can be
alimiting factor to any business and is usually paid monthly.

Accounting — We have a fixed—fee contract with our accounting firm, but depending upon your accounting firm and
what you ask them to do, you may choose to pay per hour or per employee.

Corporate insurance — Non—-employee related insurance, such as general liability, automobile liability, employer’s
liability, error and omissions, etc. Many clients will require certain levels of insurance for the company, so plan on
spending some money here.

Property tax — Taxes for business property, such as computers, copiers, fax machines, or commercial property.
These are fairly predictableif you know your business.

Income tax — Taxes on income that is attributed to your company. These are usually passed through to your personal
taxes unless you are a C corporation.

Permits/fees/dues, city and state work permits, annual membership dues, etc. — These are usually not too expensive,
but do increase your paperwork.

Web site hosting charge — If you choose to place your Web site on an Internet provider’s server.

Internet access — Usually a fixed monthly fee, which may change in the near future. We currently pay afixed price
for an ISDN line that provides unlimited access for all employees. |f each employee uses a separate dial-up account,
you must shift this to a per employee expense.

Software — Some software, such as SAS software, must be renewed annually. The cost of SASis split between fixed
annual and per employee expenses. In addition, you should estimate how much you are going to spend on other soft-
ware additions and upgrades. Software for network servers, groupware, FAX servers, back up, and virus protection
can get very expensive. Plan ahead. Again, if you work onsite, your costs here should be minimal.

Hardware — Cost for server hardware should be budgeted annually to keep pace with your growth.

Attorney fees— Use an attorney to write or review all of your contracts. Do not play amateur lawyer. Even if you
find areliable software package that provides a selection of samplelegal documents, ask your attorney to check them
for applicability in your state. Attorneys are expensive, but they might save you money and pain when you get to the
end of a contract.

Marketing — Marketing isthe hardest activity for “techies’ to swallow, not to mention pay for, but be sureto allocate
time and money for marketing as you grow.

M agazine subscriptions — business magazines or technical journals

Books — reference books that you purchase for the company library but not for each employee.

Per employee expenses

Each employee imposes an overhead that is independent of the hours they work. Keep thisin mind before you offer
part-time employees full benefits.

Example per employee expenses include:

Software manuals and books — Technical manuals are necessary but not cheap, especially when you multiply each
by the number of employeesin your company.

Office supplies— Not a big concern unless you use a bunch of paper.

Retirement administration — We have afixed-fee, per—employee contract with our retirement plan administrator, but
you may prefer to pay per hour. Retirement benefits are a complex topic that will take much of your time to decipher,




if you decideto offer them. Save yourself the pain and contact a retirement specialist aswell as an accountant. The
penalties for improper administration are severe.

Medical insurance — Medical benefits deserve a completely separate discussion, so | will not go into detail here.
Health insurance gets very expensive, so look for deals through professional organizations and research each policy
thoroughly. Traditional insurance may soon be out of reach, so most companies are moving toward either a PPO or
HMO type coverage. Watch out for companies that increase their rates dramatically after the first year.

Life insurance — Usually you can get a small policy attached with your medical insurance. If not, just shop around.

Disability insurance— Do not ignore this type of insurance. It can get expensive, but it isanecessary expense. Even
if you do not provide the coverage for your employees, encourage everyoneto get it individually.

Federal unemployment tax (FUTA) — The financial impact of these taxes are not as significant as the other payroll
taxes, but should be considered.

State unemployment tax — Some states require payment of atax similar to FUTA. Check your own state require-
ments.

Telephone charges— If you do not work at the client’s site, the telephone is one of your most important tools. You
will want each employee to have their own voice line and data line, so study your phone companies billing rates and
plan accordingly. ISDN lines offer very enticing speed and quality, but charges vary from state to state and can be
very costly. In addition, it can take monthsto get ISDN linesinstalled.

Education — If you want to keep good employees and provide the latest technology, allocate funds for training for
each employee.

Conferences and travel — Whether it isfor marketing or for education, you will want to send some employeesto con-
ferences. These can get expensive, so pick your conferences wisely.

Membership fees— Optionally, you may want to pay the membership dues for selected professional organizations.

Software — If your employees work at your office or at home, software can be one of your biggest expenses. By the
time you load Microsoft Windows 95, Microsoft Office 97, SAS software, backup software, antivirus software, com-
muni cations software, agraphics package, and aFAX client, you have arather sizableinvestment in software for each
computer you buy.

Hardware — If your employees work at home, hardware per employee includes computers, printers, modems, and

UPS. Many companies provide excellent values on computers now, so get as much power and functionality as you
can. To keep up with technology, you should plan on upgrading or replacing every 2 to 3 years and budget accord-
ingly.

Administration — Asthe number of employees rises, you will find yourself loaded with more and more administra-
tive responsibilities. If you started the company as the primary income generator, you may find this frustrating and
costly. Get help wherever you can find it.

Prospect interactions — As you hire more employees, you will need more work, so you will also need to work with
more prospects by fielding calls and letters that may not lead to real work. Whether you perform thistask or you hire
someone, prospect filtering and marketing become a necessary overhead.

Project estimation — Many potential clientswill ask you to estimate the cost of completing a project, whether hourly
or fixed fee. If you are not careful, you can spend many valuable hours bidding on projects for which you have no
chance. Try to develop aefficient estimation process, so you can react fast and accurately. Estimation costs areinsid-
ious, because they areinvisible but expensive.

Project management — As your company grows, you will need to spend more time on project management. Remem-
ber to incorporate project management into your project estimates, if the timeis reasonable for the number of consult-
ants on theteam. Otherwise, project management becomes another category of overhead.

Per—employee, per—hour expenses

If you pay your employees an annual salary, you can move the items below into the per—empl oyee section, but we pay



per hour so we must calculate payroll appropriately. Payroll is probably the biggest expense you will encounter. So,
before you set your clients' rates and your employees pay rates, be sureto calculate all of the expenses listed above.

In conjunction with the salary, you will be required to pay payroll tax to the federal government and the state. Your
accountant can save you plenty of agony figuring out deposit schedules and filling out quarterly reports. If yourealy
must know more about this stuff, you can read Publication 15: Circular E, Employer’s Tax Guide from the Depart-
ment of the Treasury or connect to http://www.irs.ustreas.gov for accessto all of the available tax formsfrom the IRS.

Example per—employee, per—hour expenses include:

Salary — If you pay by the hour, you simply calculate the salary as number of hours times the pay rate. Remember
that you may encounter times when your employees want to work, but you do not have billable work ready to start.
In this case, you will be paying salaries which are not offset by income.

FICA (Social Security) — Asan employer, you must withhold and deposit 6.2% of your employees’ salary and you
must pay and deposit an additional 6.2% of your employees salary for social security tax. Thistax appliesonly to
the first $65,400 earned per employee per year.

Medicare — As an employer, you must withhold and deposit 1.45% of your employees' salary and you must pay and
deposit an additional 1.45% of your employees’ salary for social security tax. All wages are subject to the tax.

Retirement plans — Retirement plans come in many flavors. We offer a401K profit sharing plan. The company
strives to contribute a minimum of 10% of each employee’s salary each year. In addition, the employee can contrib-
ute additional amounts through payroll deferrals. If you want to contribute to the employees’ plan, be sureto include
this contribution in all of your budgeting efforts.

Bonuses— If you decide to pay your employees bonuses, remember that the IRS views abonus as salary. All payroll
taxes and profit sharing percentages apply to all bonus amounts.

Vacations— If you offer paid vacations, remember that you are not only paying salaries for that time, but your com-
pany is not making any money.

Income tax withholding — Although you do not pay the withholding tax out of your budget, make sure you withhold
it and deposit it on time.

Summary

Asyou can see, running a business can be complicated, especially when you hire employees, offer benefits, and
maintain an office. Although I did not list specific dollar figures for each of the expense items, | hope the list will at
least guide you in your research so you can fill in the blanks for your situation.

Using these factors for income and expenses, you can formulate equations to determine clients rates or employee
rates as a function of hours worked. Or conversely, determine the minimum acceptable number of hours that a spe-
cific employee should work in order to stay profitable.

Working at the client’s site may provide the ssimplest path to starting your own consulting business, but you must
decide what type of lifestyle you want. If you watch your expenses and provide quality service, your consulting busi-
ness can be very successful. It isnot, however, an easy path, so make sure you enjoy the work and the lifestyle before
you commit.
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