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Foreword

n 1999, Warren Buffett spoke wisely, as ever, about “investment
complexity,” and his words are well worth remembering for all fam-
ily investors. He said:

Investors should remember that their scorecard is not com-
puted using Olympic diving methods. Degree-of-difficulty
doesn’t count. If you are right about a business whose value
is largely dependent on a single key factor that is both easy
to understand and enduring, the payoff is the same as if you
had correctly analyzed an investment alternative charac-
terized by many constantly shifting and complex variables.
The truly big investment idea can usually be explained in a
short paragraph.

In the financial services industry, “simplicity” is the enemy, as
complexity is more psychologically intoxicating, and makes it eas-
ier to sell fee-laden financial products to investors—and helps to
keep us glued to the various channels of the ubiquitous financial
media. Sadly, there is far too much that is focused on in the media
and celebrated in the popular domain that distracts investors and
matters little.

As an investor who has focused on working with legacy fami-
lies for many years, I have often reflected on the investment
landscape over the past 30 years (more or less a complete gener-
ation) and ponder what that past portends for the future invest-
ment environment. I believe now that what is needed more than
ever is a strong framework of simplicity for investors, a coherent
approach bolstered by a few key tenets that matter to long-term
financial success.

xi
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A Different Environment

Investors, families, and institutions alike are living in increasingly
complex and bewildering times. Today’s investment environment
seems a world away from that of just one generation ago, in the
early 1980s. New issues such as globalization and the rise of emerg-
ing market power, macroeconomic forces, the Global Financial
Crisis (GFC) of 2008, systemic risks, sovereign debt defaults in major
countries, unprecedented monetary policies, climate change, high-
frequency trading, investment fraud, and other aspects of our finan-
cial life now play important roles in family wealth management.

Additionally, driven by the global information technology
revolution, sparked by the proliferation of the Internet, acceler-
ated by powerful mobile devices, and enabled by the availability
and speed of wireless data, we are living in an “always-on, data-
everywhere” society. Media companies have done absolutely bril-
liant jobs convincing investors that they must stay constantly teth-
ered to their communication devices, for fear of missing the latest
breaking news that may impact their investments, however irrel-
evant, inconsequential, and short term the issues are that they are
communicating.

The combination of the shock and impact of the GFC of 2008,
the very real substantive challenges facing investors, and the high-
velocity and high-volume barrage of information has frozen many
investors into a holding pattern of sorts—unsure of the right invest-
ment strategy to follow to protect and compound wealth. One clear
sign of fear, confusion, and uncertainty is the capital flow over the
past five years into bonds and out of stocks, despite interest rates
lower than those during World War II in America and a strong rally
in many stock markets.

A Brief History of Investing

It’s worth a brief look back to see how we got to this situation.
Following a long period where most investors held a straightfor-
ward portfolio of bonds and public stocks, in the early 1980s a new
era was born. This era can be exemplified by the genesis and rise
of firms like the Blackstone Group, a firm founded with initial seed
capital of $400,000, which has grown into one of the largest private
equity firms in the world over the past 30 years, and now has over
$150 billion under management.
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This early era of alternative investing, characterized by active
engagement with opportunities in private equity, venture capital,
real estate, liquid alternative assets (such as hedge and credit strat-
egies), and even extending into new forms of investing in natural
resources, was a halcyon era of profiting from uncrowded invest-
ment opportunities. The relatively attractive returns of these new
sectors, when compared to traditional asset classes, were enhanced
by a strong private versus public arbitrage, which led to outsized
returns for investors in these new, privately traded asset classes for
most of the 1980-2000 time frame.

Average return profiles for private equity, as the industry
really got buzzing in 1990, were nearly 22 percent annually over
the ensuing decade ending in 2000. These returns complemented
terrific returns in public stocks and bonds. Diversified portfolios
offered high returns and moderate volatility; an increasing num-
ber of families began to follow the so-called diversified endowment
portfolio model.

After the brief—and reasonably isolated—Internet bust in 2000,
the period 2000-2008 was essentially characterized by high and
consistent returns across many asset classes. Everything seemed to
be working in harmony until the pent-up crisis of 2008 took hold in
a deeply flawed system and brought the prices of nearly all financial
assets down sharply and created a very real risk of a collapse of the
global financial system.

Coming out of the 2000-2001 correction, the U.S. Federal
Reserve followed a standard protocol of lowering short-term inter-
est rates in an effort to boost economic growth. This let loose a
global search for income and yield among investors, empowering
the enormous boom in creditrelated instruments and derivatives
that ultimately came unglued in the GFC. Debt became abundantly
available, which led to exceptionally strong capital flows into lever-
aged investments such as private equity and real estate.

Rebalancing, Risk, and Return

However, as more capital flowed into previously uncrowded alterna-
tive asset markets, prices and risk went steadily up and, correspond-
ingly, returns went down. Deal quality deteriorated and many deals
went bankrupt when credit dried up rapidly in late 2008. Investors
who bought into the classic endowment model, which promised
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equity-like returns with less “risk” (measured by volatility) by allo-
cating wealth across a wide range of alternative asset classes, were
shocked to find that nearly all of their investments dropped sharply
in value, regardless of asset class.

Diversification to the underlying risk factors wasn’t as strong as
expected. Only cash and bonds provided ballast to the downside,
and they usually held low weights in most endowment-type port-
folios. Most alternative asset classes require moderate economic,
interest rate, and inflationary conditions to perform well. They
have very high correlations to equity markets so, as many families
found out, to their surprise, their portfolios were less diversified to
key factor risks than they thought and also highly illiquid, opaque,
complex, and expensive.

Meanwhile, a simple 60-40 weighted portfolio model to global
stocks and bonds has out-performed the vast majority of diversi-
fied portfolios since the onset of the financial crisis. Accordingly, in
this increasingly complex and confusing environment, one of the
most popular investment strategies—that of the endowment model
as undertaken by family investors and smaller institutions with less
access to high-performing managers and a less robust stream of
endowment contributions than the big Ivy League players—is being
questioned by families and institutions alike.

A Better Way Forward

Many families are thus looking for a better way forward in the
future than they have found in the recent past. It is in this context
that Mark Daniell and Tom McCullough have written a topical and
insightful book. I believe that this book is an excellent contribution
to the thinking about the topic of family wealth management, and
is an important work for all those in search of an investment strat-
egy well-adapted and refined for the new world order.

With their usual superb grasp of financial history and invest-
ment fundamentals, the authors integrate critical family-related
strategic issues into their thoughts as well. This provides a fresh and
challenging perspective for many who have never thought through
the role the family really plays in family wealth management.

For most families, the overarching objective of their family
investment office is to preserve and compound capital over the long
haul. Families, unlike most institutions, are blessed with the ability to
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be very long term in their investing philosophy; equally important as
an edge is a family’s ability to be flexible in how they chose to invest.

However, setting up and maintaining the right investment phi-
losophy, financial strategy, governance and constitutional model,
decision-making processes, and practical approach to investing to
take advantage of these valuable inherent opportunities is a very
difficult challenge for any legacy family.

In my experience, those families that have had the greatest suc-
cess over time achieve and act on an understanding of the insights
brought to life in this intelligent and thoughtful work by the authors.

I believe that this book will become an important reference
guide and actively used “playbook” for families and investment
managers around the world as we all navigate through the clearly
challenging investment waters ahead.

STEPHEN ]. GEORGE, CFA
FOUNDER AND MANAGING PARTNER
PANORAMA POINT PARTNERS, LTD.






Preface

his book is the product of a truly international effort, bringing
together two coauthors on opposite sides of the world to address a
global topic of great interest to both of us.

Although friends for many years, this book benefited from the
difference of perspective and experience we were able to bring
to our joint effort. Over the period in which we were drafting this
book, our views coalesced around the set of principles and shared
observations underlying their genesis and application.

We hope that the views expressed herein achieve their stated
purpose of helping you to protect, enhance, and benefit from your
own family wealth as best you can.

There is no easy option for any family wealth manager—
and in fact there never has been—but with the benefit of the
examples and insights contained in these pages, we hope that
we can make that journey less onerous, more informed, and, in
the end, as successful as you can possibly be in achieving your
deepest aspirations for both family and family wealth, and for
yourself as well.

Statement of Purpose: The Challenge—and
Value—of Preserving Family Wealth

It is our hope that the ideas and examples contained in these pages
will help family leaders and their advisors to protect the family’s
hard-earned wealth and compound it successfully over time.

The purpose of this book is to help families to make and
implement sound investment decisions, consistent with that unique
family’s philosophy of wealth, long-term vision, and common values.
In so doing, they will create superior, sustainable returns for the
benefit of both living and future members of the family and those
they choose to serve with their wealth.

To achieve this goal, it will be essential to continue a number
of successful past practices, but also to do some things differently

Xvii
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in areas where old models, approaches, and instincts have proven
wanting in a challenging new world order.

Riches to Rags Is Not the Only Option

The well-worn phrase “from rags to riches to rags in three genera-
tions” exists in virtually every country around the world in one form
or another. This phenomenon, while frustratingly common, is not
the only path available for a family with substantial wealth.

In these pages will be found ideas and examples of an approach
that can reduce the risks of catastrophic loss of wealth, and also
some ideas about the ways successfully wealthy families have built
and preserved their fortunes over time and across generations, and
in so doing found alternatives to the erosion of family wealth
and stature suffered by so many others.

A Higher Synthesis of Family and Finance

Throughout this work we will raise the issues of family and financial
fortune as two parts of a whole that are inextricably intertwined.
They are so interrelated that both need to be addressed and con-
sidered in full and proper measure throughout the diagnosis,
design, and implementation phases of a wealth strategy. Family
wealth management is as much about family and its individual
members as it is about finance and individual investments.

The pursuit of the long-term goal of family wealth preservation
requires family leaders to master the management of both family
and finance and to avoid the traps and pitfalls experienced by oth-
ers. This is a balancing act that requires the simultaneous mastery
of both change and continuity in the constantly evolving world of
family wealth management.

The Unique Nature of Family Wealth

There is something unique about the nature of family financial
wealth as compared to other kinds of family assets, business suc-
cesses, or trading positions.

Family wealth does not exist as a kind of transactional substance
in a global zero-sum game. If one family loses a defined sum of
money through excessive spending, family dispute, poor planning,
or a bad investment decision, there is rarely an offsetting gain of
equal or superior proportion for another family. It is just a pure
and simple loss.
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The Fire Metaphor

Money can, at its essence, be thought of as a kind of energy. The
best analogy for the kind of energy represented by family financial
wealth may be that akin to a warm and illuminating fire. If tended
properly and protected from adverse interventions or influences,
those flames can burn for many years. However, if scattered with-
out purpose, left unattended, or exposed to harsh conditions, the
flames can burn lower, or even be extinguished altogether.

If the flames are left to die out, there is almost always no
counterbalancing increase in energy or offsetting benefit arising
elsewhere. The fire simply dies out entirely on its own, vanishing
from sight, perhaps never to be rekindled.

The reduction or extinction of wealth is thus a loss of an
illuminating energy that could have benefited the family and its
individual members, and also contributed to the greater good of the
communities in which that family lives, works, and invests.

Lasting Impact of Loss of Wealth

Research also shows that the loss of family wealth can even have a
negative effect on families for generations as a lingering sense of
regret, festering anger at the loss of what once was and is no more,
and a burning desire to resurrect what was lost can consume the
lives of individuals long after the wealth itself is gone.

However, the preservation and enhancement of family wealth
can have a long and positive effect on the family as a whole and its
individual members. Given the right amount of attention, tending,
and activity, the flames of family wealth can burn long and bright to
the benefit of the family and all those who come into contact with
its members and enterprises.

Addressing the full needs of a family wealth management pro-
gram can be an engaging exercise across branches, generations,
and any other divides in a family of wealth. It can both improve
financial management and strengthen the bonds and sense of com-
mon purpose within the family as well.

The Family Is Always aft the Heart of Family Wealth Management

The financial challenges, which can be daunting, may, however,
be less difficult than the many human issues arising with regard to
the culture, individuals, relationships, generations, transitions, and
challenges within the family itself.
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To be successful, a family wealth plan needs to address both
family and wealth in equal measure. The difficulty inherent in the
human side of family issues was perhaps best captured by a family
and family business leader who stated with no little exasperation, “I
don’t know why they call these people issues the ‘soft’ issues; they
should really should be called the ‘even harder’ issues. . ..”

Although difficult and diffuse, these soft issues may be the most
important factors in determining whether a family retains and
enhances its fortune, or loses financial wealth in an entirely avoid-
able set of conflicts, mistakes, and family errors. While catastrophic
loss of family financial capital may seem like a remote possibility
today for you and your family, a quick review of the list of the once
wealthy—and the many reasons they lost their money—may pro-
vide a sobering view of what can, and often does, happen.

The records of history are humbling indeed.

No Universal Solution

Our views are not meant to provide a one-size-fits-all approach to
every family’s financial needs. Rather, they should be seen to pro-
vide useful input to help families follow their own visions, adhere to
their own values, and determine their own investment philosophies
and practices.

While there is no single playbook that will guarantee consistent,
long-term investment success, we do believe there are some basic
common elements critical to successful investing. We have outlined
them in these chapters.

Adaptation to Change Is the Key to Survival

It may be worth remembering that Darwin did not say, “Only the
strong survive.” Instead, his true words were, “It is not the strongest
of the species that survives, nor the most intelligent, but the one
most responsive to change.”

The great changes in the economic and financial world we
face, from macroeconomic risks to rising fiscal pressures and
government policies to microeconomic opportunities, will have con-
sequences that stretch across an entire generation of family investors.

How we respond to those changes, and the investment chal-
lenges they bring, may well make the difference between sustain-
ing family wealth and stature, or falling prey to the all-too-frequent
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decline from riches to rags potentially accelerated in a modern
interconnected world.

Constant in Purpose, Resilient in Adversity

It must be understood that success in family investing is not merely
about stepping through a mechanical process on an annual basis,
or allocating assets on an informed and forward-thinking basis.

Families who have experienced success over an extended
period know they need to invest time, effort, and thought on a
continual basis in the pursuit of their financial and family goals.
However, even for the insightful and dedicated family, things often
do not go according to plan.

Unforeseen events from within or outside the family can have
a devastating effect on family and fortune, and these crises will
often prove to be the greatest tests of a family and its leaders. Wars,
disasters, deaths, nationalizations, crises, crashes, corruption, and
conflict, to name but a few causes of loss of financial wealth
and family stature, provide challenges through which the most
exemplary family leaders navigate with steadfast attention to, pro-
tection of, and, where necessary, regeneration of family wealth.

An Integrated and Holistic Approach

In all cases, the elements of an approach to successful investing will
need to be considered individually and separately, and also as part
of an integrated whole where one element can affect many more,
and where the results may be substantially driven by the intercon-
nection of factors as much as by any one single factor or event.

It may well be that defining, measuring, reporting, and manag-
ing the integrated whole is one of the highest priorities of all in the
job of a family wealth manager dedicated to the preservation and
enhancement of family wealth.

Investing Differently

The new approach to investing advocated here is all about families
investing in a different way to preserve their own fortunes and to
assure their own family’s future.

Just as family wealth management is as much about family as
financial wealth, investment needs to follow insight, form needs
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to follow substance, and the right amount of resource made avail-
able for investment in the few things that truly matter. Families now
need to invest their limited time, effort, and money very selectively
in a plan that will best ensure their own long-term future. That
future can unfold in the best possible manner only if families invest
their financial wealth wisely, and also invest time and effort (and
money) to address the nonfinancial risks and opportunities that
can have a fundamental effect—catastrophic or positive—on their
family wealth.

The nature of investment in the new world order thus needs to
be different from the past in two very important ways. First, it must
be well and quickly adapted to reflect historical lessons learned
and the realities of the new economic order—a “new normal” that
carries with it both new opportunities and the challenge of invest-
ing successfully in a colder economic climate. Second, the best
approach to family wealth management also needs to reflect the
necessity of addressing both family and finance together, the two
eternal sources of family wealth preservation or loss.

The Elements of Investment and Finance

To begin with the economic and financial challenges of fam-
ily wealth disciplines, the areas for active investment include an
understanding of the broader context and the global investment
opportunities (and risks) available, the development of a family
purpose-led approach to asset allocation, the selection of appro-
priate investments, and the development of an ecosystem custom-
tailored to meet the family’s long-term objectives and worthy of its
trust. These areas for investment are addressed in these pages and
captured in the integrated framework in Chapter 1, and elaborated
on in each section of this book.

We are now in a world in which we need to work harder and invest
more to get less. We need to analyze more deeply, take more risk, allo-
cate more capital, exchange more views, and engage more actively in
managing the costs and quality of our advice to get less in return. We
need, as a result, more skills, more relevant information, and an inte-
grated worldview and model of investment that can get us through
this difficult period, and also those inevitable crises that will emerge in
the future.
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Nothing is forever, but a balanced and enduring approach may
pay far greater dividends in the long run for those investing fami-
lies willing and able to adapt to changes in the environment, to
both think and act differently in different times.

On Family Matters

Investment is also required on the family side, which was the area
most often neglected by families in the past. Specific sums of
money need to be set aside and targeted programs developed to
understand and share family history, culture, values, and vision;
to construct effective systems of family leadership and governance;
and to create and implement programs in the education of each
generation according to its needs, and in the continuing education
of adult family members.

Investment is also possible to address individual development
and family succession plans that are so crucial in keeping the ship
steady in turbulent times and across generations.

If all we invest is money, then our chances of retaining our fam-
ily fortunes and stature are dramatically reduced. Without invest-
ment in both family and finance on a coordinated basis, there may
be no return when we need it most.

Achieving Consistently Superior Resulfs

The combination of these two elements of family and fortune into
a single investment framework for the family, we trust, will not sim-
ply be an academic exercise, as our intention is far more practical.

It is our hope and aspiration that you will find in these pages
some relevant new ideas and useful approaches you can apply
directly to support the achievement of your own family’s long-
term goals, investment objectives, and wealth management
plans—proven ideas and approaches that can inform and guide
real decisions and action in the capital markets and within the
family itself.

In so doing, we hope to have contributed to the preservation,
enhancement, and growth of your own family’s wealth, ensuring
both continuing family prosperity and all the individual benefits and
enduring opportunities that true family wealth can bring over time.
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Overview of Contents

Although the subject matter of family wealth management needs to
be addressed on an integrated and comprehensive basis, we have
divided our observations and examples into seven discrete compo-
nents. These individual elements of strategic thinking can also make
up a step-by-step approach to the development and implementa-
tion of an effective investment strategy for your own wealthy family.
By unbundling the task, we hope that it becomes more manageable,
especially for the new citizens in the land of substantial liquid wealth.

The investing world is a far more complex and difficult world
than in the past. Changes in capital markets, volatility, interest
rates, valuations, capital availability (or not), gross domestic prod-
uct (GDP) growth, and bailouts or deficit funding of banks, cities,
states, counties, companies, countries, and currencies have all con-
tributed to a particularly challenging current environment for fam-
ily wealth management—with a future that looks no less tricky for
some years to come.

In its overall approach, the subject matter presented here
addresses many of the issues relevant for family investors and their
advisors in the new world order. The chapters contain informa-
tion and insights related to the history of family wealth, the current
and future economic environment, investment lessons from the
past, observations on the future, a new approach to portfolio the-
ory, asset allocation and portfolio construction, guidance on active
management, coinvestment, sustainable and principled investment,
aggregate portfolio and risk management, and some of the unique
psychological aspects that distinguish family wealth management
from institutional investing.

The imperatives, set out in the contents and described in sum-
mary below, create order and a useful taxonomy or checklist for
the thoughtful investor looking for a forward pathway that is bet-
ter adapted to the markets of the present and the future than that
provided by old models that may have been found wanting through
recent periods of crisis and recovery. These imperatives, and their
combination, provide the backbone of a goals-based and family-
centered approach to wealth management.

® Introduction and Overview: A Critical Time for Family Investors.
In this first section, we address the current challenging envi-
ronment in which families are making investment decisions.
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In addition, we describe some of the principal differences
between private and institutional investing—and some of the
hard lessons learned by family investors over time. These ini-
tial chapters set out the benefits of a disciplined approach
and the broad context for families to begin to develop their
own integrated approach to the management of both family
and family wealth.

Imperative 1: Establish Family Vision, Values, and Goals. Before
beginning to set out the strategies, tactics, and oversight of
specific financial and real investments, it is essential for fam-
ily investors to determine the philosophy and purposes of
family investment and to align the family’s investment pro-
cess with its overall long-term vision and guiding values.
In this section, we address the setting of high-level family
wealth goals, along with the opportunities to structure assets
to achieve multiple purposes and, if appropriate, to inte-
grate the many aspects of a family business into the family’s
approach to wealth management.

Imperative 2: Set a Practical Framework for Family Investment.
There are many ways to approach family wealth manage-
ment, with the best approach driven by a family’s unique
history, capabilities, and interests. Portfolio theory, goals-
based wealth management, and the most useful models and
approaches to asset allocation and risk management all need
to be thought through and adapted as necessary before set-
ting out a disciplined (and documented) program of family
wealth management.

Imperative 3: Set Long-Term Family Wealth Strategy and Define the
Asset Allocation Model. One of the great advantages families
have over institutional investors is the ability to be more cre-
ative, to take on different types of risk, and to take a longer
time frame for investment strategy. Under this imperative,
the elements of long-term strategy are raised for consider-
ation. The content of a long-term strategy document is pre-
sented, along with an example for your review.

Imperative 4: Refine Investment Tactics and Draft the Annual
Investment Policy Statement. Successful investment is as much
about the timing of investment as it is about strategic asset
selection. Here, the search for alpha and the evolving role
of different asset classes in a family portfolio are discussed.
In addition, an example of an annual IPS is provided to see
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how the disparate assets may all be pulled together into a sin-
gle operating portfolio.

Imperative 5: Monitor Performance and Respond to the Need for
Change. Over recent years we have seen dramatic change in
the investment environment and the performance of differ-
ent assets, both financial and real. Adapting to different envi-
ronments is essential. Keeping a close view and control over
portfolio performance, cost, and risk is essential to investing
successfully in an environment that may require adaptation
to survive and prosper.

Imperative 6: Select and Manage an Ecosystem of Trusted Financial
Advisors. Every family will need a set of advisors to manage
its wealth, from brokers to bankers to custodians, to name
but a few. The definition of the best possible system, along
with the selection and management of the best available par-
ticipants in the family’s network of advisors and influencers,
can make an enormous difference in the final outcome of a
long-term family wealth plan. The role of a family office and
its alternatives are discussed here as a key part of a family’s
support system.

Imperative 7: Engage and Educate the Family. The final impera-
tive addresses some of the “soft” issues necessary for a family
to increase the odds of keeping family wealth intact. Family
culture, distribution policies, and educational programs
can all make an enormous difference in both performance
enhancement and risk reduction. The savviest of families
address these family issues in tandem with the technical
aspects of family wealth planning and execution. Perhaps
most important, family wealth management provides a prac-
tical context, a clear step-by-step approach, and an overall
approach that allows family investors and their advisors to
integrate these broad insights into a coherent and custom-
tailored plan of action.

Conclusion. While it is important to build from the bot-
tom up, it is also essential to take a top-down perspective to
ensure that all aspects of the plan work together as intended,
and that the overall strategy is well adapted for the internal
family dynamic and external environment in which it is to
be deployed. This final section addresses the importance of



Preface xxvii

pulling together all aspects of family wealth management
into a complete, coherent, and fully aligned set of activities.

In the end, it is our hope and aspiration that the content of this
book should enable the reader to develop a successful approach
to family wealth management in the new world order, well-suited
for his or her own unique family and applicable over an extended
time frame and across many economic cycles, both positive and
challenging.

Throughout this book, you will also find short essays on topics
of relevance from subject matter experts from around the globe.
Their contributions all served to add breadth and depth to the dis-
cussion and to “shine a different light” on the important issues fam-
ilies face in the management of our financial and personal affairs.
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CHAPTER

Setting Out a New Approach
to Family Wealth Management

t is dufferent this time.”

These have been described as the five most dangerous words in
investing. Many investors over the centuries have suffered greatly
by ignoring the lessons of the past and the immutable principles of
investing.

Unfortunately, in some ways it actually s different this time in
the world of family wealth management.

Families are beginning to understand that there are enough
changes of sufficient magnitude in the economic landscape today,
and in the full set of pressures of all kinds facing modern families,
to require them to think and act differently in the pursuit of long-
term family wealth goals.

Especially in times of turbulence, adversity, and change, prior
approaches to investing need to be reviewed and, where needed,
changed and adapted for application in a new world order.

Under the new rules of the game, the failure to make needed
change and invest differently may well be the greatest risk of all.

Continuity and Change

Although much has changed and much will need to be changed,
not all of the lessons of the past should be discarded. There is a
good deal to carry forward from the proven principles and
approaches developed and tested over time; the lessons of history
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are not to be forgotten, but the rules of the future also call out for
consideration.

Successful investment in this new world order will require pre-
serving the best of the past while simultaneously managing impor-
tant change to prepare for a difficult and uncertain future. It is all
about adopting the “best practice” of the past and also putting in
place the “next practice” of the future.

Investing differently in the new world order is thus about both
continuity and change, about the concurrent consideration of past
and future, and, as always, about helping a family to articulate and
achieve its broader family aspirations and its specific financial goals.

As in the economic sphere,
changes in the modern family
have also pushed the nonfinan-
cial aspects of the family past
a different kind of tipping
point and into a new world where marriages cannot be counted
on to last, where children are increasingly separate from their par-
ents, and where global families have less time together and, per-
haps, less in common with their siblings and cousins than in past,
less mobile generations. Education and engagement of the fam-
ily across these increasingly disparate generations and other fam-
ily divides may be among the wisest investments a family can make
in risk management, succession planning, and long-term family
wealth preservation.

For well-structured families, governance and leadership roles can
also be important elements in the mix. The bestled families with
experience stretching back over multiple successful generations of
wealth preservation and enhancement will have a fully integrated
approach to family governance, asset structuring, family roles, and
the successful management of family wealth.

These nonfinancial issues are an essential part of family wealth
management and need to be integrated into a holistic approach to
the family and its wealth as a shared, multigenerational enterprise.

The family itself is always at the heart
of family wealth management.

A Unique Time for Family and Finance

What makes this period of time uniquely challenging is the set of
trends and events that have pushed family issues and family invest-
ing past a point of inflection and into a new world where not all
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historic assumptions can be relied on going forward, and not all
lessons applied successfully in the past may continue to work as well
as they once did.

It may be necessary to review basic assumptions about portfo-
lio theory, asset allocation, risk, expected returns and distributions,
and to think afresh about what realistic goals can be achieved and
reset distribution expectations and other actions to realign fam-
ily wealth management with both long-term family visions and the
realities of the new world order.

The principles and practice of old allocation models, for exam-
ple, may be necessary, but no longer sufficient, input for a less
hospitable investment climate. Long-held views on such issues as
correlation, volatility, liquidity, currency exposure, and real after-
fees-and-carry performance in alternative asset classes may need to
be reconsidered. Overall portfolio objectives, dynamics, risk, and
costs will need to be measured and managed along with individual
investment performance.

Most successful investors understand that Modern Portfolio
Theory’s (MPT’s) definition of risk as volatility is only one piece of
an overarching investment strategy. The role of risk, especially sys-
temic, tail, correlation, counterparty, currency, and value risk, has
come under renewed scrutiny as a result of the global financial cri-
sis (GFC) and its aftermath.

Managing well in turbulent times is an essential skill for family
investors pursuing a goal of multigenerational wealth preservation.
In such environments, investors need to take a different approach
to their portfolio strategies and tactics than in more stable and
prosperous times. Being able to switch from one mode to the other
when needed can make all the difference.

Even the basic role of core asset classes, such as cash and fixed
income, may require reconsideration and “repurposing” in an
overall portfolio when markets become more adverse and the eco-
nomic climate turns dark and cold. Many practitioners of endow-
ment models found that they did not hold enough cash and fixed
income when the GFC hit, while unfortunately most “diversifying”
asset classes, structured notes of various kinds, and other products
suffered large decreases in value and provided less liquidity than
expected.

However, cash and fixed income proved to be a source of value
preservation amid declining markets around the world, and also
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provided a reliable source of value and liquidity for capital calls, as
collateral, and as liquidity for liability management as well.

In this new world order, the balance between change and
continuity may have shifted for families, pushing them across a
threshold where they may want to stop, reconsider, recalibrate, and
realign their activities at a very fundamental level before moving
forward again.

A Comprehensive and Balanced Approach

There are many elements to this new model. It is first and fore-
most focused on unique family needs and goals. It is more agnos-
tic toward market fluctuations and more aligned with investor cash
flow needs. It takes into account multiscenario planning; it focuses
on influencing factors investors can control and predict, setting
aside those they cannot; it eschews high fees and product-oriented
sales; and it understands that beta can be had very cheaply and
alpha has value but is not readily available across all asset classes.
It tilts toward direct investment, where possible, to benefit both
family and finance, and its principled approach takes into account
factors beyond just the financial. This new approach increasingly
combines the intelligence and financial capital of multiple families
acting in concert to pursue attractive coinvestment opportunities.

Such an approach is well-suited to maintaining performance
in a more volatile climate characterized by unpredictable swings in
market values, major systemic challenges, low growth, higher risk,
and fewer opportunities for alpha or substantial income generation
in a world awash with cash.

Resetting Expectations

Families must adjust their expectations for capital growth and
income—and hence review distribution assumptions and policies—
to reflect the reality of the markets in which they operate. But they
also must hold fast to their long-term financial goals and over-
arching family aspirations, not losing sight of the long-term vision
regardless of the chattering voices that tell them otherwise or tempt
them toward a pursuit of the investment flavor of the day.

It is this tenuous balance between steadfastness and adaptability
that each family must find to secure and defend its own prosperous
future.
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Investing Differently

The Seven Imperatives of Successful Investing
in the New World Order

The essence of the approach developed and practiced by success-
ful families and their leaders can be captured in seven interrelated
imperatives that, when implemented with discipline and care, can
make a world of difference to a family and the long-term preservation
of its wealth:

Imperative 1: Establish Family Vision, Values, and Goals

Imperative 2: Set a Practical Framework for Family Investment

Imperative 3: Set a Long-Term Family Wealth Strategy and Define
the Asset Allocation Model

Imperative 4: Draft the Annual Investment Policy Statement and
Refine Investment Tactics

Imperative 5: Monitor Performance and Respond fo the Need
for Change

Imperative 6: Select and Manage an Ecosystem of Trusted Advisors

Imperative 7: Engage and Educate the Family

Family-Centric

The approach defined here restores the primacy of the family in
the family wealth process. The process should be family goals-based
from start to finish, addressing both “hard” and “soft” elements of
the family, its members, group culture, and its wealth management
strategies along the way.

As a first step in the process, it will be important to understand
what a family is trying to accomplish, what are the most important
values (as reflected in real belief and action, not just as drafted in a
values statement), and how individual family members wish to par-
ticipate in the process of managing their family wealth. If there is
a current patriarch, strong family leader, or single point of contact
for investment strategy, then the personality, ambitions, capabili-
ties, and limitations of that one person will also be critical to under-
stand and engage in the process.

From the outset, the family’s philosophy of wealth—whether
assets are held for the unrestricted use of the current owners or held
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as stewards for future generations—needs to be clarified up front
and that philosophy needs to be respected throughout the process.
While driven by family objectives and principles, this approach
also takes into account the need to learn the lessons of the past on
how to avoid the many pitfalls of individual investors as revealed in
the work of experts in behavioral finance and investor psychology.

Structured and Managed for Multiple Purposes

Because substantial family wealth both serves more than one pur-
pose within the family and is normally intended to last for far more
than one generation, the structuring and oversight of family wealth
should clearly reflect these different purposes and support the real-
ization of a family’s long-term financial objectives.

Families may choose to allocate their assets into separate group-
ings or legal entities to ensure that specific objectives are met. They
can also engage in planning and structuring, which often includes
trust and corporate structures, multijurisdictional approaches, tax
management, and family law planning. Careful design can help
ensure that family wealth is successfully protected and preserved
across many generations.

The role of tax planning will, in many jurisdictions, increase
in importance. Many governments, saddled with large annual
deficits and debt burdens (and fueled by populist “soak-the-rich”
sentiment) will look to the wealth and income of privileged fami-
lies to raise revenue, bridge deficits, and, eventually, reduce the
mountains of debt built up from the end of the Second World War
onward.

Although tax is a major consideration in structuring assets, it
is not the only one. While many families use structures to manage
income, capital gain, wealth, and inheritance tax, some families
also use these same vehicles for other, more qualitative purposes
such as protecting assets, segregating assets for a particular (e.g.,
philanthropic) purpose, institutionalizing family values, and con-
trolling distributions of income and capital.

Often, structuring and investment policy go hand in hand. A
trust for a young member of the family may have a long-term capi-
tal appreciation bias, while funds for an older member may be
more income sensitive as health care, spending, and philanthropic
needs rise.
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Based on a Different Model and Practical
Framework of Investment

For many families, disappointing financial performance and their
failure to achieve objectives over an extended time frame are signs
that a different approach is needed.

The results for many families coming out of the GFC have pre-
cipitated a rethinking of MPT and its associated passive approach to
asset allocation, investment, and expected asset class correlation in
adverse markets. At the same time, there is also a reevaluation of the
relevance to family portfolios of a purely Swensen-style investment
model that became a catechism for many families, endowments, and
smaller institutional investors over the past pre-GFC decade.

A new approach to family wealth management is required—one
that is founded on identifying and funding client goals, scenario
modeling as a key part of asset allocation, and an integrated and
active approach that considers all components of the family’s hold-
ings and structures.

Warren Buffett: On Modern Porifolio
Theory (an Imperfect Model)

“Investors should be skeptical of history-based models. Constructed
by a nerdy-sounding priesthood using esoteric terms such as beta,
gamma, sigma, and the like, these models tend to look impressive.Too
offen, though, investors forget to examine the assumptions behind the
models. Beware of geeks bearing formulas.”

Source: Berkshire Hathaway, Letter to Shareholders, February 27, 2009.

Considering a Goals-Based Approach
to Wealth Management

One of the lessons learned from the crisis is that a more practi-
cal and human approach to investment may be more suitable for
an investing family than a pure portfolio theory-based approach.
This family-centric orientation is commonly called goals-based
wealth management (GBWM), and it assumes that the true defini-
tion of risk is the potential inability of a family to achieve its goals,
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not only the volatility of its current investments. This approach is
driven by a family’s specific goals (usually multiple in nature); the
mathematics of investment, risk and distribution; and the princi-
ples derived from historical lessons learned.

In the GBWM model, investors set out to achieve multiple
objectives in one coherent approach.

Investors who have a clear perspective on why they are invest-
ing, what the money is for, when they need it, and the level of prior-
ity of each intended use will be better served no matter what asset
allocation approach they ultimately choose to employ to allocate
their funds to specific asset classes and individual investments.

An Integrated, Disciplined, and
Documented Approach

Although the list of individual elements of a family wealth man-
agement plan is long, and the strategies and tactics are not simple,
each plays an important part on its own and as part of the total
picture.

A well-conceived integrated family wealth framework approach
ensures that decisions are not made in isolation, but rather on
an integrated, holistic basis. Figure 1.1 illustrates the multiple
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Figure 1.1 Integrated Family Framework
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components that need to be included in an integrated family
framework. The framework has to be robust enough to hold firm
through various challenges, yet flexible enough to adapt as the
world changes.

One of the salient characteristics of a best practice approach
to family wealth management is wealth plans that capture and
describe all of these integrated components in clear, simple, and
practical written documents. Of these wealth plans, there are two
that stand out in importance:

* Long-term strategy (LTS) document and strategic asset allocation model:
The LTS provides guidance on the family’s philosophy and pur-
poses of wealth, family vision and financial goals, and its guid-
ing investment policies and principles long term. By its nature
it is comprehensive in content (addressing all seven impera-
tives) and is multiyear, and possibly even multigenerational
in point of view and expected application.

The soft issues need to figure prominently in the
LTS, including any issues related to family governance, cul-
ture, family education and engagement, succession, and
leadership.

® Investment policy statement (IPS): The annual IPS is as granular
as the longer-term LTS is strategic, with both entirely aligned
and reflecting the same family vision, values, and investment
objectives.

The IPS will contain a forward view of at least one full
year of the relevant macroeconomic environment and capital
markets, set investment tactics, and reprise the role of each
asset and asset class in the context of that market and over-
all portfolio, and will define the coming year’s specific targets
for return and distribution. That approach will be driven by
a defined asset allocation model, risk parameters, and pre-
established tactical ranges for each class.

Managed by the Horizons, Not the Headlines

Precisely because the churn of events and flow of information seem
to be accelerating with each passing year, it is necessary to impose a
more thoughtful order on a chaotic and endlessly interconnected
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series of world and capital market events. In the past decade,
there have been instances where some of the major stock market
exchanges have been closed for a few days and the frenetic pace
of trading, financial press, and prognostications fell silent. It is
instructive to imagine how an investment environment would dif-
fer from ours where the stock markets opened for trading only two
days per month, allowing investors to exchange shares at the mar-
ket rate, but then were closed for the balance of the month.

It is quite likely in this scenario that investors would spend
more time thinking about the fundamental value of their stock
holdings than the minute-by-minute prices of their holdings.

There has always been more volatility in the perceived “price”
of assets than the drivers of “value” creation themselves. Good
investors consistently reject the belief that successful investment
requires a focus on the day-to-day pricefocused market system
and pay attention to long-term fundamentals rather than the Wall
Street and popular media short-term hype and gloss.

Families, unlike institutional investors whose performance is
scrutinized on a quarterly basis, have the ability to be long term
in their investment horizons. Yet, possibly due to emotions and
the self-interest of the family’s financial ecosystem, families far too
often fail to use this inherent long-term thinking and investing
edge to their own advantage.

Headlines and sound bites have to be over the top to compete
for consumers’ attention and are often nothing but a distraction
for the thoughtful investor.

“This [media barrage] has,” as one large family office chief
investment officer (CIO) summed it up, “absolutely nothing to do
with investing.”

Fully Global in Seeking Opportunity

Not all the news in this new normal and the emerging world order
is bad.

As the world of risk evolves, the world of opportunity increases
as well. Volatility creates opportunities. Unprecedented growth of
middle classes in emerging markets creates opportunities. Markets
and currencies that lurch downward may provide unique buying
opportunities. One person’s environmental concern is another per-
son’s long-term attractive investment opportunity. For instance, the
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negatives for investors associated with environmental degradation
can be offset by investments in clean technology.

Historically, families tended to focus their investments within
their own home country and currency (back in the days when
countries had their own currencies). This now needs to change
as the best opportunities for capital growth and income genera-
tion can arise anywhere, while diversification principles and family
priorities can lead to participation in an expanding world of asset
classes and geographic areas for investment.

Sustainable and Principled Investing

Defining and implementing a principled approach to investing, in
line with the family’s vision and values, is one of the most important
elements of the new paradigm. Going beyond philanthropic contri-
bution and a negative screen on individual investment—for exam-
ple, not investing in tobacco, alcohol, gaming, or firearms—and
undertaking a principled approach will have an impact on each
stage of the family wealth management process.

There is a whole new vocabulary cropping up in the area that
includes such terms as impact investing, venture philanthropy, social cap-
italism, philanthrocapitalism, and other similar labels for an emerging
fusion of “doing well” and “doing good.” In these models, financial
return targets are not lowered to accommodate social returns, but
investors simply integrate wide-angle social issues into their finan-
cial and operating planning in order to drive a balanced approach
that is aligned with both family values and financial aspirations.

Integrating the Family Business into Family
Wealth Plans

A family business is often the largest source of family wealth. The
family business and its ownership, governance, management, and
leadership may also play an important role in a family’s internal
culture, social stature, and economic prosperity.

Many family leaders and family office CIOs make the mistake
of leaving the family business out of their thinking about family
wealth management, when a more thorough approach and a fuller
understanding of a family’s balance sheet would benefit from a view
of the portfolio that looks at the collective asset base both with and
without the operating business.
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The incorporation of a family business into the asset alloca-
tion model can have a fundamental impact on decisions made in
the family’s overall wealth strategy, including issues of capital and
income contributions, cash and debt drawdowns, risk, cash flow,
leverage, currency, sale timing, family role definition, and other
considerations common to all assets in the portfolio.

Defining and Managing Risk

Risk management is one of the central goals of a family wealth
strategy. Managing risk is difficult at the best of times, but there is
now evidence that the nature of risk is evolving. It also seems that
the probability of negative outcomes will increase and the scale of
potential impact will increase. Unfortunately, the set of risk man-
agement tools most used in the past have not done the job as
expected, or as needed, in the recent financial crisis.

Even the definition of risk may need to be revisited to supple-
ment the single variable of volatility with a more nuanced and tai-
lored view. Family investors are searching for a new way to think
about risk and ways to protect themselves and their capital going
forward. There are many different definitions of risk: volatility, per-
manent impairment of capital, underperformance, absolute loss,
loss of purchasing power, and failure to protect capital.

For some families, the best definition of risk may simply be “not
being able to meet your goals” once established on a reasonable basis.

Supported by a Fully Aligned, Effective,
and Efficient Ecosysiem

The family financial “ecosystem” is the combination of family, inter-
nal family resources and external suppliers, and the web of advi-
sors and influencers who make up the interconnected system that
shapes and defines a family’s wealth management strategy.

One of the greatest disappointments with the external advisory
component of the ecosystem relied on by many wealthy families was
the extensive profiteering by their private bankers, along with other
advisors and asset managers, which became abundantly clear dur-
ing the GFC. Rising markets from 2003 to 2008, in particular, made
it relatively easy to mask a disturbing level of financial “producti-
zation,” leverage, and high-fee models adopted by financial institu-
tions and advisors.
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Much, if not all, of investors’ available alpha was eaten up by high
aggregate fees, augmented by generous carry arrangements, high water
marks, commitment and placement fees, commissions and profits
embedded in structured notes, and other in-house vehicles. And they
were often opaque from the family’s perspective and undisclosed by
advisors. These arrangements remained intact despite painfully poor
results in the portfolios under management as values plummeted.

In the run-up to the GFC and in its unfolding, the weaknesses
in many family ecosystems were exposed, triggering a rethinking
about the role, benefit, and cost of external resources and internal
family office staff as well.

If Berkshire Hathaway Were a Hedge Fund

The overlay of expensive investment fund fees can not only reduce
the return on risk capital, but it can also fundamentally alter the eco-
nomics of a fund investment. Berkshire Hathaway illustrates the point.
Warren Buffett has had spectacular investment performance over
almost half a century, averaging over 20 percent per annum, which
would have turned $1,000 since inception into $4.3 million by 2009.

However, if instead of running Berkshire Hathaway as a company
in which he co-invests with you, Buffett had set it up as a hedge
fund and charged 2% . . . as an annual fee, plus 20% of any
gains, of that $4.3 million, $4.0 million would belong to him as
manager and only $300,000 would belong to you, the investor.

This assumes the hedge fund manager had the same performance
as Buffett. Those who did worse would have returned even less (!) to
investors.

Source: Terry Smith, “Straight Talking,” www.terrysmithblog.com.

Monitoring Performance and Cost against
Internal Goals and Exiernal Benchmarks

The performance and progress against the multiyear LTS and the
annual IPS need to be monitored to ensure that high-level decisions


http://www.terrysmithblog.com

16 Family Wealth Management

and policies are turned into effective action on the ground, and that
the family’s overarching vision does not get lost in the daily battles
for capital preservation, growth, and income generation.

Performance should be measured against preselected
benchmarks on an after fees and tax basis. These benchmarks
can serve as the basis for compensation in an aligned family
resource and third party ecosystem. Results should be measured
net of all advisor costs, commissions, and carry. The results must
also be measured against the family’s own internal objectives,
which may, in some cases, conflict with external benchmark
measurements.

Once the plans for the journey are set, navigating along the
way can be substantially aided by the creation and application of
a “strategic dashboard,” which captures all of the relevant per-
formance monitoring measures and proposed corrective actions
in one regular report. This dashboard measures financial per-
formance against plans and benchmarks, looks at costs versus
budget and benchmark, and also tracks nonfinancial metrics
that support the achievement of the family’s long-term ambi-
tions and plans.

This monitoring reflects the old notion that “what gets mea-
sured gets done,” and keeps the full array of issues summarized in
one single report, which will help family leaders and their advisors
to effectively manage the progress and take corrective action.

Family Engagement and Education

One of the salient differences between private and institutional
investing is the need for a program of engagement that includes
education of individual family members, beginning at an early age.
By ensuring that family members are motivated, informed, and
involved at the right age, and armed when and where needed with
the right knowledge and wisdom, families will have a far better
chance of successful wealth management in the current generation,
and of a successful transfer of their wealth, intact and well-prepared,
across many future generations.

Paying attention to this essential set of enabling activities—
part of a program to address the “soft” issues within the family and
the hard skills required to make good investment decisions in the
market—can be of great value in achieving a family’s longer-term
family vision and its associated financial objectives.
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An Integrated and Holistic Approach

A thoughtful wealth management strategy ensures that decisions
are not made in isolation, but rather on an integrated, holistic basis;
it can help families to pursue their overall vision with a sense of cer-
tainty that all of the elements necessary to combine to create that
vision are being addressed on a coherent and forward-looking basis.

Consistent with Family Approach to Governance
and Leadership

The establishment and operation of a system of family governance
and leadership is a hallmark of a successful legacy family. Well-
organized families will often have some combination of a broad
family forum involving all family members, annual family meetings,
a family council, and a foundation board, in addition to the tradi-
tional business and investment boards.

Similarly, a family constitution, compact, or mission statement
can clarify family vision, values, and principles of operation that
need to be aligned with wealth strategy, and may help to orient and
guide its long-term direction.

Business Family Parallel

Business families will understand the concept of integrated
management. They are used to running their companies in an
integrated way with all of the senior managers in each area of cor-
porate responsibility (e.g., manufacturing, sales, accounting, mar-
keting) sitting around the table on a regular basis determining
the strategic direction of the company and operating it on an inte-
grated basis. The role of the CEO is to bring the various disciplines
together to meet the needs of their customers.

In the same way, the management of wealth should be
approached on an integrated basis. The required areas of expertise
(e.g., investment, tax, legal, estate) will be different from a busi-
ness, and the required leadership will be different from that of a
traditional CEO. Figure 1.2 illustrates the principle of integrated
management in business and financial families.

A well-organized family will be able to pull together its gover-
nance structures, individual roles and responsibilities, aspects of
its culture and leadership model, and its investment process into a
seamless whole.
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Business Family Financial Family

Owner | | Owner

Figure 1.2 Structure of Business and Financial Families
Source: Jean Brunel, Brunel Associates, Presentation af Private Wealth Management Summit,
La Quinta, CA, June 2008.

Unchanging Purpose in a Changing World

One of the common characteristics of a point of inflection like the
one we are now facing is a wider-than-normal range of potential
outcomes and an exceptionally strong link between current deci-
sions and long-term consequences. It is thus especially important
now for family leaders and advisors to make the best possible deci-
sions and navigate toward the best possible outcomes in that wide
range of available options.

Although much of this book is about long-term evolution in
the investing environment and the resulting requirement to adapt
a family’s approach to wealth management, the fundamental pur-
pose of the exercise does not change.

Successful family wealth management is now, as it always has
been, all about creating a common pathway forward to help fami-
lies realize their visions, respect their values, and achieve their
investment goals in a disciplined, sustainable, and efficient manner.

Similarly, within the family itself, many core family and finan-
cial objectives will remain constant through all economic and
investment cycles, such as the desire for family unity, harmony, and
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individual happiness, as well as the need for family income, capital
preservation, growth, and control within the investment portfolio.

A positive outcome will be far more likely to come to fruition if
all relevant ideas are considered, a disciplined family-centric pro-
cess is followed, and both continuity and change are embraced in
the right proportion.

This approach will provide the best opportunity for a family to
move forward toward the ultimate goal of continued prosperity,
harmony, and the fulfillment of its full family potential over time,
and even across many generations.

A Tale of Two Families

Two of the greatest family forfunes in history were created in the
nineteenth century. One family thrives and prospers to this day. The
other collapsed. Why? It's all a matter of addressing both family and
finance at the same fime—a pure financial focus is a much higher
risk and has a much lower probability of success than a more bal-
anced approach.

Cornelius Vanderbilt (1794-1877)

Cornelius Vanderbilt created one of the greatest fortunes in world
history, valued at his death (in 2007 dollars) at $167 billion. He left
95 percent of his estate to one son, and divided the rest among his
other children and his wife, leaving a tiny portion to charity. Four
of his children contested the will, one of whom ultimately killed
himself over the escalating feud about the financial inheritance.
Economist John Kenneth Galbraith said that the Vanderbilts
showed “both the talent for acquiring money and the dispens-
ing of it in unmatched volume,” adding that “they dispensed their
wealth for frequent and unparalleled self-gratification and very
often did it with downright stupidity.”

Confirmation of that view came only 48 years affer Cornelius's
death: One of his direct descendants died penniless. And, within 70
years of his passing, the last of the 10 great Vanderbilt Fifth Avenue
mansions in New York City was torn down. So great was the destruc-
fion of the Vanderbilt family and its wealth that for decades through
the mid-1900s, the press referred fo it as "The Fall of the House of
Vanderbilt” The family became known more for its palatial estates,
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lavish parties, and romantic scandals than for its business interests.
William K. Vanderbilt, grandson of Cornelius, said of his inheritance:
‘It has left me with nothing to hope for, with nothing definite fo seek
or strive for. Inherited wealth is a real handicap to happiness. It is as
certain death fo ambition as cocaine is fo morality.”

Cornelius employed a legion of aftorneys and accountants. In
fact, his planning was based completely on the “two-legged stool”
of estate and financial planning that dominates the planning arena
to this day. He did not consciously prepare his children to receive
their inheritances, create a pattern of communication among the
family, or organize them for ongoing success. Simply stated, he did
not prepare his heirs for their inheritance before dropping one of
the world’s great fortunes into their laps. The result: When the
Vanderbilt family held a reunion in 1973, there were no millionaires
left among them.

Sir Nathan Mayer Rothschild, 1st Baron Rothschild (1840-1915)

The rise to prominence of Europe’s Rothschild family is far more
than a tale of banking or politics. It is also an example of how any
family can infentionally prepare and organize their children to be
independent, successful individuals as well as members of a uni-
fied family, no matter their financial status. By the time Sir Nathan
Rothschild came to lead the family’s enterprises at the turn of the
twentieth century, the name Rothschild was synonymous with bank-
ing and finance. So great was their power that on several occasions
the House of Rothschild, as it came to be known, actually bailed
Germany and England out of economic catastrophes that threat-
ened their very existence.

The Rothschild family philosophy on passing inheritances from
one generation to the next is very different than Vanderbilt's. They
actively mentor the children. For example, they establish “family
banks” to lend money to those children who wish fo start businesses
or pursue other careers, and they monitor and advise the ventures
in which the children participate. At the annual family gatherings
(which have been held for over 200 years), the values that have sus-
tained the family for generations are affirmed even as their vision for
the future is sharpened and clarified. (And if a family member fails
tfo attend the annual family gathering. they are locked out of the
family bank!) As part of that vision, the family supports a program of
philanthropy in the arts, medicine, science, and education.
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Vanderbilt did financial planning, which grows and protects
the money, and estate planning, which prepares the money for the
heirs. The Rothschilds added a third “leg” fo that model: They use heri-
tage planning. which prepares the heirs to receive their inheritance.
Building upon that more stable platform has helped to keep them
unified, strong, and prosperous for generations, no matter what is hap-
pening in the world. By putting individual achievement and family
unity ahead of the money, this threedlegged planning model takes
money out of the “requirements for success” equation altogether.The
result: Any family can complete heritage planning for their unique
circumstances.

Source: Rodney C. Zeeb, JD, CEO, and Ryan D.Zeeb, President, The Heritage Institute.
© 2009 Heritage Intellectual Resources. All rights reserved. Used with permission.

21






CHAPTER

Arriving at a Point of Inflection
in the History of Family Wealth

They, looking back, all the eastern side beheld Of Paradise,
so late their happy seat . . .
John Milton, Paradise Lost

hese prophetic words of John Milton, capturing the sad sense
of loss upon the departure of Adam and Eve from the Garden of
Eden, are well-suited to describe the feelings many families
have about the difficult investment climate we are now facing, far
removed from the rosier economic climate that characterized many
prior years.

Although some of the choices we face still seem consistent with
this now-past era, and some of our current investing activities are
nothing out of the ordinary, other aspects of family wealth manage-
ment are undergoing a deep and irreversible evolution that will last
for the remainder of our investing lifetimes—and beyond.

Perhaps no families feel it more acutely than those who live
in countries who are suffering most in the current global invest-
ment environment, and those more positively situated on the
cusp of a growth-driven transition from a developing nation to a
more sophisticated community of wealthy families and investment
opportunities.
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In some critical areas for all families, things have indeed
changed forever. In these areas for family investors there is, as for
Adam and Eve, no going back.

A Point of Inflection

The dictionary definition of a point of inflection is “a point of fun-
damental change, a transition from one state to another.” This
is the perfect way to describe the depth of change we are seeing
as we transition from the old environment to the new, edging
beyond the “tipping point” past which fundamental approaches
need to be reconsidered; new ideas need to be developed, tested,
and implemented; and practices no longer relevant need to be
left behind.

Past this point of inflection, we need to adapt to change and do
some things differently from the way we did them before.

This is not the product of an isolated event, nor even of events
and decisions taken within one short period of time; it is the result
of a number of seemingly independent factors, trends, and pat-
terns, coming together to change the balance and direction of
events for a sustained period.

On the economic front, some economists are predicting a pro-
tracted multiyear period of difficulty in Organisation for Economic
Cooperation and Development (OECD) markets while deep-seated
issues work themselves out; others speak of a lost generation oper-
ating in an adverse environment of even longer duration. Still
others see a speedier return to a more positive economic environ-
ment, but none sees the clock being turned back in a manner that
will make old approaches fully suited to the new future facing the
global community of family investors.

A Century of Dramatic Changes in Family Fortunes

The five decades from the end of the Second World War to the
beginning of the third millennium have been a golden era for
the creation of substantial family wealth around the world. Even
taking into account the problems of 2008 and beyond, the list of
the uber-wealthy grows longer every year. Booming economies in
China, India, and other emerging markets, along with ever acceler-
ating developments in the technology and media worlds, continue
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to generate ever longer lists of new millionaires and billionaires to
join the old, who have proven themselves successful in maintaining
their wealth over time.

A similar creation of great fortunes could be observed during
and after the Industrial Revolution of the second half of the nine-
teenth century. During this period, vast fortunes were built on the
back of industrialization and international expansion, particularly
in America. Many great historic fortunes were forged, just as they
are today, through taking advantage of the evolutionary—and
even revolutionary—change in technology, resource prices, the
rise of the emerging markets (in those days including the United
States), and continued globalization of trade and investment
opportunities.

At the same time, within our own generation, great fortunes
have been lost due to cataclysmic events, market collapse, poor
strategic decision making, inadequate planning, lack of risk man-
agement, and family discord and disputes, which have all wrought
havoc on the unwary and the unprepared.

This past century will be long remembered for its destruction,
as well as its creation, of family fortunes.

Ghosts of a Gilded Era

Forbes magazine, long associated with the definitive “Rich List,”
posts a fascinating list of America’s wealthiest families from 1918.

Perhaps most interesting is that not a single one of the families
cited in 1918 could be found on the Top 20 Rich List nearly 100
years (three or four generations) later (see Figure 2.1). In fact, not
one of these great families even made it to the Top 100 Rich List
of 2012.

This is particularly striking as the family fortunes of the
Rockefellers, Vanderbilts, and others of the Gilded Age on the 1918
list would amount to over $100 billion in today’s dollars—each.

Also interesting is that nearly all members of the 1918 list were
WASPS (White Anglo-Saxon Protestants), nearly all were male, and
their fortunes, in the main, were made and stayed in America.

Not only have these leading families faded over time, but they
have also been replaced by a far more international and diverse
group of modern-day billionaires.
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Still on the
Top 20 Rich List
in 2012

John D. Rockefeller NO
Henry Clay Frick 225 (Coke, Steel) NO
Andrew Carnegie 200 (Steel) NO
George F. Baker 150 (Banking) NO
William Rockefeller 150 (Qil, Railroads) NO
Edward S. Harkness 125 (Qil) NO
J. Ogden Armour 125 (Packing) NO
Henry Ford 100 (Automobiles) NO

William K. Vanderbilt 100 (Railroads) NO
Edward H. R. Green 100 (Banking) NO
Mrs. E. H. Harriman 80 (Railroads) NO
Vincent Astor 75 (Real Estate) NO
James Stillman 70 (Cotton, Banking) NO
Thomas F. Ryan 70 (Traction, Tobacco) NO
Daniel Guggenheim 70 (Mining, Smelting) NO
Charles M. Schwab 70 (Steel) NO
J.P. Morgan 70 (Banking) NO

Mrs. Russell Sage 60 (Banking) NO
Cyrus H. McCormick 60 (Farm Machinery) NO
Joseph Widener 60 (Traction) NO

$0 $200 $400 $600 $800 $1,000 $1,200

Millions

Figure 2.1 Forbes Top 20 U.S.Rich List 1918

Fortunes are in 1918 dollars.
Source: Forbes, www.forbes.com/2002/09/27/0927richest_15.html.
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Losing Family Wealth and Stature

In looking at these families and others who have fallen prey to
the curse of riches to rags in three generations, a small number of
recurring stories and patterns are found time and time again.

The traditional oftrepeated patterns and sources of family
wealth destruction include:

* Time and the inevitable impact of large numbers. Families tend to
expand exponentially in number, while real wealth often grows
only arithmetically. That means that the family wealth per per-
son naturally diminishes over time. In the absence of a family
system that concentrates wealth in a shared legacy portfolio or
dynasty trust, or passes on wealth in a concentrated manner,
such as in the traditional system of primogeniture (where the
eldest child receives the bulk of a family’s estate), many fami-
lies find their wealth dissipated through no great error in
investment or excess in distribution.

* History. As previously pointed out, economic crises or politi-
cal revolutions have substantially reduced or eliminated
many great family fortunes. Whether it is an aristocracy eradi-
cated by political revolution, a religious or ethnic group
whose assets are confiscated by a hostile government, or even
an entire nation’s wealth subsumed by the state (as in Russia
in 1917 or China in 1949), the loss of family wealth to the
forces of history can be tragic. In the past 50 years, we have
been living through a time of exceptionally peaceful relations
between nations, which has allowed a relatively conflictfree
pursuit of economic goals. A longer view of history would
suggest that it is only a matter of time before the forces of dis-
cord “cry havoc and let slip the dogs of war” and the environ-
ment takes a turn for the worse.

The potential for conflict is increasing as geopolitics
enters a more strained period in Asia, the Middle East, and
parts of Africa. Everything from access to energy, water,
and mineral resources to the simmering “war of civilizations”
between radical Islam and the Western powers will create a
real test of family leadership in a crisis context.

® Taxation. One long-established European aristocratic family
recounted an illustrious history of wealth preservation from
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its fourteenth-century roots across more than 30 generations
in an unbroken line. The continuing wealth was, in part,
generated by hiring and renting out soldiers to nations and
chieftains eager to wage war across Europe’s bloody centu-
ries. Despite a history of successful navigation through politi-
cal and economic crises from the Napoleonic wars onward,
the family is now simply “clinging to the dregs of a once
great fortune” due to two generations of high-tax regimes in
Europe and England similar to those shown for the United
States in Figure 2.2.

Family relationships, disputes, and marital discord. In every
jurisdiction, unfortunately, there are examples of family
fortunes destroyed by disputes, legal battles, and expen-
sive divorces. Countless family businesses have also been
brought low through conflict, poor leadership, and the
toxic mixture of bad family dynamics and their intrusion
into a shared family business.

Bad family values and practices. Poor governance structures
and practices, excessive spending, inattention to investment and
business disciplines, drinking, gambling, and other human vices
have brought down many family fortunes. Just as good values
can be the bedrock for the creation of an enduring family

0% T T T T T T |

1913 1927 1941 1955 1969 1983 1997 2011

Figure 2.2 Historical Highest U.S. Marginal Income Tax Rates



Arriving at a Point of Inflection in the History of Family Wealth 29

legacy, a lack of cohering values and a lack of discipline can
contribute to the ultimate decline and demise of a family’s
wealth and stature.

® Poor investment decisions. Poor decisions are an obvious source
of economic loss, and have brought down many families.
While there is no vaccination against bad decision making
and bad decision makers, the approach outlined in this book
is intended to improve the quality of the management of
wealth and mitigate such catastrophic losses where possible.

® Predators in the family ecosystem. The wrong advisors, with poor
skills, bad motivations, or both, are another notable source
of great loss of family wealth.

Vast and Rapid Accumulation of Wealth

While great wealth accumulated by a privileged few has been the
hallmark of civilizations for thousands of years, this recent era has
been notable in its rapid creation of family fortunes from many dif-
ferent areas of endeavor.

With the advent of the technology age, the opening of global
markets, deregulation, the end of empires, the rise of former colo-
nial countries, the end of Communism, the era of easy credit and
property booms, the rapid growth in alternative asset funds, an
exceptional leap upward in CEO and senior executive compensa-
tion, and the rise in oil and gas prices, among other factors, more
billionaires (now totaling more than 2,000") and millionaires
(more than 11 million') were created than ever could have been
expected at the beginning of this long bull run in family fortunes.

However, the ability of even the most celebrated of wealthy fam-
ilies to retain their financial status and resulting social stature has
been severely tested by the flows of history, disruptions in the mar-
kets, and changes in the family.

Over the past century we have also seen a dramatic change
in the stability of the family as a unit; a repetitive history of wars,
depressions, and panics; and a history of substantial dissipation of
family wealth.

Getting rich is rare, but staying wealthy over time is rarer indeed.

“Wealth-X, “World Ultra Wealth Report 2012-13,” 19.
fCapGemini, “World Wealth Report 2012,” 17.
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Profile and Trends of the World’s Wealthy
by Mykolas Rambus

Contrary to popular belief, the majority of ultra-affluent individuals
are self-made, having built their own fortunes and inheriting little
fo no wealth at all. Three out of four individuals with substantial
means are self-made. The remainder (one in four) receive their
weadalth from inheritance.

But, most curiously, half of the inheritors go on fo build far more sub-
stantial fortunes than that with which they started. While in the past this
may have been a small frend, it is likely o increase substantially as the
primary holders of America’s and Europe’s wealth, the so-called Baby
Boomers, embark upon the largest wealth transfer ever recorded, from
parent fo child over the next 20 years.

A family’s geocultural context has been an important, if not
deciding, factor in the circumstances that lead to great financial
wealth. The United States has for some time possessed the world's
most vibrant, diverse, and dynamic economy, providing an ecosys-
fem in which great entrepreneurs flourish.This is why foday the United
States still has more ultra-affluent individuals than anywhere else in
the world, for now. Including the United Kingdom'’s growth, the United
States and progressive Europe are at the end of a 100-year wealth
creation cycle, whereas Asia is just beginning.

By 2025, Asia, as opposed to the United States, will have the
highest concentration of ultra-high-net-worth (UHNW) individuals of
anywhere in the world, driven off the back of business builders who
are able to tap info both global and local markets efficiently.

On balance, and steadily growing over the next 100 years,
inherited wealth will be a larger proportion of the global ultra-affuent
landscape, and by historical observation, nearly half will engage in
business activities that may boost their families” accounts.

Both Latin America and the Middle East, where inherited wealth
makes up more than 50 percent of all family fortunes, provide effec-
five examples and in some cases road maps of how to incorporate
effective planning, education, and advice to acquire, develop, and
benefit from new business activities.

The shift is clear and has already begun. New wealth is being cre-
ated en masse in growth economies, especially Asiac—North, South,
and Southeast. Families are migrating from west to east, from tax
focused to tax advantaged. And perhaps most important, children
are being educated in an ever increasingly global village of ideas,
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fechniques, and relationships, developing entrepreneurial talents,
should they wish to use them.

The world's ultra-affluent today possess $25 trillion in aggregate

net worth, and are likely fo continue fo drive the global economy via
the necessary expansion of their family’s holdings.

Mykolas Ramibus serves as the chief executive officer of Wealth-X, a global authority on
UHNW individuals and worldwide standard for professionals working with the ultra-affluent.
Wealth-X is headquartered in Singapore.

Three Generations of Crisis and Challenge

A brief chronicle of events over just one century shows why many of
these fortunes may have suffered from events beyond the family’s
control.

While the global financial crisis (GFC) and its subsequent
bursting of asset bubbles may have had a negative effect on many
fortunes, this is just one of many notable examples of devastating
economic downturns over recent centuries:

1901: First New York Stock Exchange (NYSE) stock market
crash of more than 50 percent—in the middle of a recession.
1907: Panic and subsequent bailout of the financial system by
J. P. Morgan and a group of wealthy individuals.

1914: World War I (1914-1918) and the end of Ottoman,
Austro-Hungarian, and German empires.

1917: Bolshevik Revolution destroys private wealth in Russia.
1929: Stock market crash and depression (1929-1940).

1939: World War II (1939-1945).

1949: Communist revolutions at the end of World War II
destroy private wealth and capitalism in China and elsewhere
around the world.

1973: Oil crisis followed by stock market crash, inflation,
high unemployment, high taxes, and banking crisis.

1970s: Confiscatory tax regimes in the United Kingdom,
income tax at 83 percent, capital gains at 98 percent.

1981: Socialist election victory in France and nationalization
of banks and other companies.
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e 1982: Global recession and Latin American debt crisis.

* 1989: Japan’s Nikkei Index begins collapse from a high of
42,000 to an eventual low of under 10,000.

* 1992: Black Wednesday and European exchange rate mecha-
nism (ERM) currency crisis.

* 1997: Asian economic crisis and subsequent emerging mar-
kets collapse.

® 2000: Tech Wreck begins and broader stock market collapse
with major indices just recovering to pre-2000 peak levels a
decade later.

e 2007: The GFC begins to unfold.

® 2012: France, already claiming 44 percent of gross domestic
product (GDP) in taxes, announces an increase in personal
income tax to 75 percent tax rate on high earners.

The first lesson that can be taken away from this brief but dra-
matic history is that any family leader or advisor to a wealthy fam-
ily’s portfolio of investments should expect that there will be a
major external economic, political, or military crisis every 10 years
or so, with a lesser event every 3 to 5 years.

Internal family crises are an added “bonus,” which can crop up
at any time to threaten a family’s wealth and well-being.

Past the Point of No Return

In some areas, the “new normal” may well be, for some time
yet to come, a world of risk with less-than-adequate return.
Investing wisely, searching for yield and protecting capital—all
longstanding objectives of many family investors—are no longer
so easy to achieve.

The new investing world has been described as having passed
the point of no return. Both identifying and managing this change,
and retaining the valuable foundational elements of continuity, are
what this book is all about.

One rueful asset manager joked that the “point of no return”
also signaled the start of an era where there was no yield, or no
“return,” on capital. His clients and other investors were facing a
world of continuous risk with little, or even no, real return on the
wealth placed at risk in global capital markets.
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Where We (Thought We) Were

Just over 10 years ago, the investing world was spiraling upward
on a seemingly unending flow of good news, unrelenting global
growth, and the production of a continuous set of attractive invest-
ment opportunities in all asset classes. The property market, stocks,
bonds, private equity, technology-driven venture capital, emerging
markets, and commodities were all in the ascendant. Even poorly
understood collateralized debt obligations (CDOs), collateralized
mortgage obligations (CMOs), derivatives, and structured notes
seemed to be playing a useful role in the portfolios of unschooled
and, as yet, unwary family investors.

Volatility, real interest rates, inflation, and geopolitical risk,
in the wake of the collapse of the Soviet empire, receded into the
investment background as fortunes were made across virtually every
market and financial, geographic, and asset class.

The macroeconomic picture was similarly rosy. Most of the
major economies were growing steadily, albeit at very different
rates, employment was rising, the dollar was strong, and the euro
had recovered from its early postlaunch swoon.

Not surprisingly, stock markets relished this good news. From
1987 to 1995, the Dow Jones Industrial Average rose each year by
about 10 percent (on average). From 1995 to 2000, it tacked on
growth at a solid 15 percent a year.

Never in history have we seen such a positive pair of back-to-back
decades as the 1980s and 1990s. Unfortunately, this good fortune is
neither typical nor likely to recur anytime soon, given past distribu-
tion of returns.

In fact, as hard as it is today to remember the emotional and
analytical climate of those halcyon days, the major concern
expressed was whether the economy was “too hot” and might need
a gentle tapping on the brake to moderate the positive momentum
of the markets. The main challenge was to find a way to manage the
context to a point where things were “just right” for an extended
period of time, in what was being called the “Goldilocks Economy.”

Unfortunately, this period came to an abrupt and painful end-
ing for many family investors.

The extremes in the performance of equity markets, and the
potential for down decades like the one we have just completed,
force long-term investors to think through the implications for their
own family investment models and approaches (see Table 2.1).
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Table 2.1 Dow Jones Industrial
Average—Returns by Decade

Decade Increase/Decrease
2000s -8%
1990s +318%
1980s +228%
1970s +5%
1960s +18%
1950s +239%
1940s +34%
1930s -40%
1920s +132%
1910s +8%
1900s +51%

All Good Things Must Come to an End

Within the first decade of the new millennium the entire world had
turned upside down. Twice.

The collapse of the Internet bubble just after the turn of the
century imploded the Nasdaq index. The NYSE dropped 50 per-
cent from its peak in 2000-2001 and, 10 years later, just made it
back to where it was in December 1999, marking a dead decade for
equity capital returns, as shown in Figure 2.3.

Included in this go-nowhere decade was extreme volatility,
including two massive market downdrafts in which some equity
investors saw their portfolios drop by 35 percent (2000-2003) and
55 percent (2008-2009).

For the emerging markets, just 10 years before the onset of the
GFC, the Asian economic crisis was unleashed. It began on July 2,
1997, with the decoupling of the Thai baht from the U.S. dollar,
and saw some Asian stock markets like Indonesia’s fall by as much
as 85 percent in U.S. dollar terms. The crisis then grew and spread
rapidly to other non-OECD markets in eastern Europe and Latin
America.

These more fragile economies have now worked through
three major global crises, and their local implications, in one short
decade.
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Figure 2.3 A Dead Decade: Dow Jones Industrial Average, 2000-2010

The Great American Wealth Implosion

As the equity market’s relentless rise ended, so also did bubbles in
property, mortgage-backed securities, bank stocks, and other finan-
cial assets. Each of those unsustainable market valuation peaks
either imploded or deflated rapidly, tipping the world’s economies
into a set of difficulties from which they have taken many years to
stabilize and begin a halting recovery.

The impact on many families was abrupt and deep. The aver-
age American household saw its net worth drop by 40 percent at
the bottom of the market, wiping out more than a decade of value
accretion from property, shares, and savings (see Figure 2.4). Not
only did the portfolio of assets decline in value, but the opportu-
nities to generate income or a recovery in capital value were also
challenging.

The property market in the United States alone dropped up to
30 to 40 percent (depending on the region) from its peak in 2006
and 2007, and even more in some hard-hit cities. By mid-2011,
more than 11 million households had plunged into a position of
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Figure 2.4 U.S.Household Net Worth, Percentage Change from

Five Years Earlier
Source: Gluskin Sheff, The Big Picture Conference, October 2012; Bloomberg, Business Insider.
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Figure 2.5 A History of U.S. Home Values, 1890-2011
Source: Case-Shiller, benchmark (1890 = 100), annual data prior to 1953, quarterly thereafter
(through 1Q12).
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negative equity, where the amount due on a mortgage exceeded
the value of the property. In the worst hit areas, the so-called “sand
states” and large “new build cities” in Florida, California, and
Nevada, families investing or living at the epicenter of the damage
saw values decline by up to 70 percent from their precrisis peaks to
postcrisis lows as shown in Figure 2.5.

A Crisis of Confidence in Past Approaches

Modern Portfolio Theory, the core investment hypothesis of
the past 50 years, seemed to suggest that diversification (among
uncorrelated asset classes, regions, and securities) should be suffi-
cient to ward off much of the extreme volatility and potential for
catastrophic loss in a portfolio. But it became clear that, in our
increasingly global and interconnected world, almost everything is
correlated when investors all head for the exit at once.

Across the alternative asset class spectrum, there was little diver-
sification to be had in the GFC, as many strategies had been pro-
ductized and leveraged to the extent that they ended up showing
high correlations to drops in the equity markets with little, if any,
hedging or structured offset in their portfolios.

Investors now understand that risk could not simply be mea-
sured as volatility, but rather as the permanent loss of capital or
exposure to “fat tail” events of substantial, and often unexpected,
consequences.

Indeed, family investors have been dealt some heavy blows in
the past decade. It is no wonder that many are chastened, con-
fused, and fearful and are now acting differently as a result, as
evidenced by a massive shift to safe assets like cash, gold, and high-
quality fixed income, even if they provide little, if any, real yield.

There has been a very understandable loss of faith in the equity
culture and portfolio tenets that underpinned many long-established
approaches to family wealth management.

Many investors also no longer trust alternative investments to
do the job in the creation of portfolio alpha—after fees and carry—
they once did.

“More of the same” was clearly no longer enough.

After so many family portfolios took such a battering during the
crisis, many legacy family chief investment officers (CIO) and fam-
ily principals are now stepping back to determine what the future
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will look like, what will be the new rules of the game, and how they
might move forward in this new world to achieve their investment
objectives and longer-term visions.

By the nature of things, as we pass a significant tipping point,
old plans become obsolete, a new environment needs to be taken
into account, new factors must be considered, and decisions need
to be made from a different point of view.

Differing Perspectives

In many ways, the nature of the investing environment will depend
on where you stand. From the perspectives of family investors
in Greece, Iran, Syria, Sudan, or other, more volatile regions,
things may seem darker than at any time in living memory. From
a Chinese, Indian, Asian, African, Emirati, Turkish, or Burmese
perspective, the world may never have looked so rosy. It clearly is
a “two-speed” world with radically different contexts and conse-
quences for family investors.

Some aspects of the new world are here to stay. The geopoliti-
cal world will never revert to the once stable Pax Americana and
U.S. global economic dominance that prevailed for half a century.
Each continent—the Americas, Europe, Africa, and Asia—is
undergoing fundamental political and economic change that will
reshape the future forever, and increase both risk and opportunity
along the way.

Short-, Medium-, and Long-Term Change

Although some of the environmental changes faced by families are
cyclical and short term in nature, and others are normal parts of a
typical five- to seven-year credit crisis, others are secular in nature,
reflecting tectonic changes, which will be part of the future of fam-
ily investing for many years to come.

Sourcing income for distribution solely from safe government
and other fixed-income investments may need to be augmented by
approaches to income generation with greater creativity, complex-
ity, and inherent risk. Alternative assets may no longer be a reliable
source of alpha without more investor hard work and engagement
than in the past.

Relying on a traditional ecosystem of advisors for unbiased and
cost-effective advice may not be, on deeper understanding, realistic.
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Counting on a mean-reverting positive environment for equity mar-
ket returns and a relatively benign tax environment are likely to fall
away as core tenets of a family investing model.

The overall picture is, as ever, a balance of complex and inter-
related elements of both a positive and negative nature. Permanent
deficits in Western economies, an increasingly intrusive and
demanding fiscal policy, and the more positive macro-themes set
out in Chapter 13 are here to stay.

In addition, due to an increasing crisis in global warming and
other aspects of the environment, and a growing sensitivity to envi-
ronmental issues in families, a more principled and sustainable
approach to investment may be called for.

These secular changes are only a few of the many reasons why
things are different this time from other shallower, and less transi-
tional, crises. These secular trends and patterns will carry through
the eventual recovery and then onward into the inevitable waves of
future economic cycles and crises yet to come.

The more challenging investment climate may also lead to an
approach that is more conservative in expectation and more engaged
in risk management to mirror the nature of the “new normal.”

Some Old Investing Truths Remain Relevant
in the New World Order

Despite any recent shortcomings, not all past approaches should be
discarded; there has been much learned over an extended period
that should be built into an applicable long-term model of family
wealth management for the future.

¢ A wealth management strategy should be firmly rooted in
each family’s own objectives.

* Asset allocation should be based on portfolio objectives, rea-
sonable expected risk and returns, and liquidity considerations.

¢ Portfolio diversification (based on uncorrelated assets) should
be a central part of the investment strategy.

* A combination of top-down and bottom-up perspectives will
add value to asset allocation and fundamental valuation analysis.

¢ Investing should be carried out in the context of an inte-
grated approach, which includes an awareness of tax, nonin-
vestment assets, and unique family issues.
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¢ A focus on risk management provides critical protections to
the investment portfolio.

® Requiring a margin of safety, using conservative forecasts,
and not reaching too aggressively for yield are core princi-
ples that may keep investing families out of trouble.

* A written investment policy and a disciplined process will
yield better results.

¢ Insights from behavioral finance on investment decision
making will continue to help to avoid some of the major pit-
falls of family and individual wealth management.

* A set of solid relationship-driven advisors will be valuable
companions on the journey.

Resetting Best Practice—and “Next Practice” —in a
World of Change

At the same time that these immutable principles of investment
need to be respected, the changing nature of the investment cli-
mate and the uncertainties in many once stable dimensions of the
investment universe suggest that investors pay equal attention to
the elements of change.

Learning and applying the proven lessons of history will be a
necessary, but no longer sufficient, set of guidelines for family
investors.

Far-sighted investors are also looking to understand and apply
family wealth management “next practices” as well as best practices,
extracting and applying the lessons of the future to navigate suc-
cessfully through the coming waves of economic cycles and difficult
investing periods.

Wide Range of Potential Outcomes

Each new generation and each passing crisis carries with it oppor-
tunities for successful investment as well as the risk of catastrophic
loss of wealth; each new fortune carries with it the possibility of
preservation across decades and generations, despite the odds
against such an enduring success.

Capital markets bought at low points, the acquisition of prop-
erty or operating assets at distressed prices, and other opportunities
created by dramatic changes in asset values and supply/demand
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imbalances in investment capital can go a long way to the creation
of major enhancements to family wealth if understood, timed, and
executed properly.

By determining the range of outcomes, developing a deep
understanding of the requirements and consequences of each
outcome, and acting according to these insights with a disciplined
and diversified plan, families will be far better placed to shape the
future to their liking.

Effective insight and action can only increase the odds of a
desired outcome coming to pass. Equally, as Dietrich Bonhoeffer
said so eloquently, “not to act is to act,” and for families failing to
engage with a more demanding approach to investment, “not to
choose is to choose.”

The Future Global Investment Context
by Dr.Thierry Malleret

The future global investment context will mirror the world of tomor-
row: messy and bumpy, changing everywhere, radically, very rapidly
and in multiple intersecting ways that will lend themselves to constant
surprises.

It will be a world lurching from one global crisis to the next, ever
more susceptible to shocks and dominated by sharp discontinuities.

New opportunities will abound for investors, but there will be
no place fo hide from the turbulence, the challenges, and the
uncertainties.

From an investment standpoint, the fundamental problem is this:
We are moving from a world of risks (which are generally well-known,
understood, and measurable—meaning that probabilities can be
assigned to them) to a world of uncertainties (unknown, hence mis-
understood, and to which we cannot assign probabilities).

Investors like risk, but very much dislike uncertainties because,
from a cognitive viewpoint, we are ill equipped to deal with them.
What is not measurable makes us feel uneasy and uncertain about
what decisions to make.

Over the next few decades, six global megatrends will dramati-
cally affect the investment landscape. Their systemic connectivity

(continued)
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(i.e.. the fact that they criss-cross with each other all the time) will
amplify risks and will create yet more uncertainty.They are as follows.

The unfavorable demographic outlook, characterized by
unprecedented growth in population—from 7 billion today

tfo more than 8 billion by 2030—and the time bomb of global
aging, which will exacerbate both the fiscal strains in rich coun-
fries and the burden we impose on our planet.

. The scarcity of resources, which in the decades ahead is bound

fo increase dramatically. It suggests that the provision of our
three most critical resources—water, energy, and food—wiill
come at a considerable cost.

. The evidence of climate change is by now incontrovertible, and

extreme weather events will soon become the norm. This will
entail dramatic economic, financial, societal, and geopolitical
consequences. Extreme voldatility in food prices is almost a given
in the future.

. A geopolitical rebalancing away from the West is happening:

The world will no longer be shaped by the United States and
dominated by those institutions it modeled (such as the G7 and
Bretton-Wood organizations). It may be a good thing not to have
a global hegemon, but the world will be more disorderly and
unstable. It will also probably be more dangerous.

. Indebtfedness and fiscal issues overwhelmingly affect the richest

countries, but their knock-on effect can be felt worldwide. Public
and private deleveraging will take many years of painful struc-
tural reforms that will ultimately entail a complete redefinition of
the social contract.

. Rising inequailities is one of the biggest threats to social stability

around the world. It has also a debilitating effect on economic
growth.

All this suggests that we'll be living in a “fat tail” world—a world in

which “low probability-high impact” events will happen much more
frequently than most investors currently assume. In such a context, it
may be better for investors fo go for subtractive rather than additive
solutions.

The logic for this is quite straightforward: If we are destined to

live in a world dominated by a stream of constant surprises, the best
investment strategy may not be the one that chases the best results
(by essence ephemeral), but rather the one that avoids the bad ones.
The corollary of this simple idea is that successful investors will revert to
simplicity by refusing to engage in anything they do not understand.
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This may sound banal, but in an increasingly complex global
context, sell-side institutions will offen propose products obfuscated
by complexity, the best way for them to benefit from asymmetrical
information. What will the sensible investor do? He or she will only con-
frol the things that can be controlled, and only take the risks that are
understood.

Dr.Thierry Mallleret is the founder of the Monthly Barometer, an expert advisory business
focused on risk and its application to wealthy families. Dr. Malleret is also a former direc-
tor of the Global Risk Network at the World Economic Forum in Davos, Switzerland, a
network that brings together tfop-end opinion and policy makers, CEOs, and academics
to look at how global issues affect business and society in the short and long ferm.






CHAPTER

Addressing the Differences
between Private and
Institutional Investing

he total amount of private wealth is growing quickly around the
world, yet much of the investment industry and most of the finan-
cial models are still oriented toward the institutional investor, pri-
marily pension funds, insurance companies, endowments, mutual
funds, and sovereign wealth funds.

Although there are many similarities between family and insti-
tutional investing when both are done well—good process, thor-
ough review of each individual investment, and balanced asset
allocation—there are some fundamental differences that can
influence how a family works in the management of its financial
wealth.

For many families, it is worthwhile to consider carefully the rel-
evance of an institutional investment model for a wealthy family.
In fact, private investors who are not aware of the important dis-
tinctions between traditional institutional investing and the special
issues facing families, and who do not factor them into their plan-
ning, may be at more risk than they know.

45
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Summary of the Differences

There are at least seven key differences between institutional invest-
ment management and the management of substantial private
wealth:

Private and family investors are normally taxable, whereas insti-
tutions are not.This has a whole range of impacts beyond the
obvious diminution of income.

. Private investors also have very different patterns of fund flows

from institutions, with family wealth often crystallized through a
single, nonrepeatable liquidity event.

. Families and individuals often have multiple goals, complex

stakeholder relationships, and issues that must all factor info
their decision-making processes at the same time.This requires
them fo take a more integrated, holistic approach fo their wealth
planning as opposed fo an institution that normally has a nar-
rowly defined investment mandate that is standardized across
tfime and investor objectives.

. Private investors generally have less sophistication and fewer

resources available to them, including in the areas of asset
allocation, financial modeling, investment analysis, and risk
management, than their institutional counterparts; this may be
particularly true for foreign or other unfamiliar markets.

. Private investors are generally more susceptible fo emotional

biases that can affect wealth planning and investment man-
agement than professional investors.

. Advisor selection and management are usually less objective

and analytical than that carried out by institutions.

. Many families have (or had) a family business as a large, single

component of their wealth. Institutional investing usually focuses
exclusively on financial asset management and does not usually
have an investment in a large operating entity or need operating
business expertise. In addition, the culture of an insfitutional inves-
for tends to remain relatively constant, while that of a family may
need to shift swiftly from a “business family” to an “investing family.”

Private wealth management, then, is a field centered on investment
management, but considers the client’'s complete financial picture in
a well-integrated fashion that incorporates the dynamic nature of the
client’s explicit and implied assets and liabilities, the complexity of his
or her tax profile, and the nuances of behavioral biases.

Source: William W. Jennings, Stephen Horan, and William Reichenstein, *Private Wealth
Management: A Review,” CFA Research Foundation Literature Reviews 5, no.1 (July 2010): 1.
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Family Risk and Opportunity

In addition to this list of issues to understand and manage, one of
the major differences between institutional and family investing
that crosses over into many related areas is the different nature
of the scope and scale of risk faced by the two.

While both face the implicit risks of financial investment com-
mon to all investors, families carry with them a whole series of
other risks that can be separate from or linked to generic invest-
ment risks and can, either on their own or as they compound
through interaction, pose greater threats to the continuing pros-
perity of the family than any pure investing concern.

The sources of catastrophic loss of family wealth, for example,
may be more likely to be the result of fundamental issues and flaws
within the family than errors in finance or investment.

In fact, investing families could face twice the risks faced by
institutional investors, as they need to define and set priorities for
action on family risks as well as those related to the portfolio and
individual investment risks. It is not just catastrophic loss that is at
risk, as all of the potential costs of human and family frailty can
play out in the investment arena.

Such “soft” family risks can include unwarranted arrogance,
inadequate self-knowledge or assessment, lack of education and
preparation, inadequate succession planning or wealth transition,
lack of formal governance or informal leadership, a dysfunctional
culture and resulting conflict, personal and family branch disputes,
competition for leadership positions in the family and in its busi-
ness and investing activities, litigation and marital complexity, in-
laws, and many more similar issues that can depress returns and
interfere with the pure dispassionate pursuit of financial gain.

Similarly, families have a longer list of opportunities as well.
Usually, they can be more patient and long term in orientation, can
invest freely across a broader range of opportunities, can be bolder
in their approach to new funds and investment opportunities, can
be more creative in structuring and participation, can move faster
(which can also be a disadvantage if not carefully managed), and
can tailor investments to suit their own vision, values, and full set of
investment objectives.

Taxation

Taxes obviously have a significant effect on family portfolio returns
and will necessarily influence all of the wealth planning decisions
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of a family, including spending plans, long-term distribution strat-
egy, asset allocation, and expected returns. Taxes also affect the
structures in which assets are held, how wealth is transferred, and
how decisions are made about the wealth. Families in jurisdictions
with estate taxes or deemed distributions on death have an extra
level of planning to do to ensure that wealth passes to the next gen-
erations as unscathed as possible.

There is much planning activity by tax and investment profes-
sionals to minimize taxes payable, which can add significant com-
plexity to the family’s affairs. This can lead to the concern about
the “tax tail wagging the dog” as tax-saving structures trump invest-
ment choices and even override important family objectives.

Taxes can also have a significant effect on portfolio risk and
hence create the need for an after-tax risk analysis across different
investments and investment strategies. Interestingly, taxes can actu-
ally be seen to reduce portfolio risk when fully considered, since
the government may share in an investor’s losses.

Tax regimes and interpretations can also be changed by the
relevant jurisdiction, which means that investors and their advi-
sors must remain diligent so they will not miss any adjustments that
will affect them. In general, taxes add an additional level of family
wealth management complexity that institutions do not face.

Cash Flow Patterns

The patterns of inflows and distributions are usually different between
family and institutional investors as well. Families may receive their
wealth through the sale of a large single operating entity or property,
a one-time liquidity event that creates a need to invest the wealth cre-
ated all at once in one form or another, without a long experience in
investing over time, and without a predictable flow of future income
for reinvestment. Families may be tempted to rush into investment
decisions with the advent of a liquidity event, purchasing what is avail-
able at the time rather than what is right for the portfolio on a more
considered and carefully paced basis.

For example, given that “good vintage” private equity fund per-
formance correlates with fund raising in bad years for the capital
markets and relates primarily to top-decile managers, families who
sell a business well at the top of the market may be looking to invest
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funds at the worst possible time to invest in this asset class, and may
have access to only average, or worse, funds.

The newly liquid family may be coming into a market with
high prices, no availability of investment in the best funds, and,
in the future, facing a relatively tougher environment at the time
of intended sale. If this is the case, newly liquid families should
take extra care not to turn a successful family business sale into an
unsuccessful family investment program.

Institutions, however, may have a flow of premium income
or alumni donations that are far more regular over the years and
more naturally lead to a more optimized portfolio spread over asset
classes and economic cycles.

Although there are occasionally large bequests, often tied to a
special purpose or building program, institutional investing is usu-
ally focused on the conversion of a steady stream of contributions
or donations into funding for short-term operating expenses and
for long-term investment to ensure the continuing viability of the
school, university, or pension fund.

In some cases, notably Harvard, Yale, and Stanford, the alumni
of these fabled academic institutions may include some of the best
money managers and businessmen and women in the world. This
unique global network can also provide a flow of advice, financial
information, and investment opportunities not open to smaller inves-
tors without the institutional affiliations of these investment stars.

The impressive reputation and historical track record of these
institutional investors may also allow them access to otherwise
unavailable investments. Marquee names are always welcome addi-
tions to the list of investors for fund managers.

A family’s cash needs may also vary significantly from those of
their institutional peers year by year as funds are needed to acquire
a substantial property, pay inheritance taxes, or fund a large divorce
settlement.

The process of decision making may also be different. Family
decisions tend to be less well-analyzed than those in an institutional
context, and they are often more anecdotal, emotional, or intuitive
than the data-driven processes of their institutional counterparts.
In part, this is due to the large gap in scale of resource, training,
and technology availability between all but the largest family offices
and institutional asset managers of any reasonable size.
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A multifamily office or set of integrated advisors can provide
families with significant institutional-quality resources, experience,
and professional process which can level the playing field with their
institutional counterparts.

Family Complexity and Influence

A family, unlike an institution, will have an overall vision and objec-
tives that go beyond systematic financial return and which can lead
to different investment outcomes compared to a similarly sized
institution.

These nonfinancial factors include balancing sources and uses
of capital and income, accommodating different personal profiles,
finding roles for key family members, balancing rights and respon-
sibilities between branches and generations, ensuring family unity
and harmony, planning for succession, integrating the contribu-
tions and demands of an operating company, adapting to the indi-
vidual investment philosophies and needs of family members, and
addressing the internal cultural needs of a family-owned and -run
investment office.

The nature of the relationships between the leaders of a fam-
ily and their staff or advisors will always have a more personal ele-
ment to it than the relationship between the chief executive officer
(CEO) or chief investment officer (CIO) of an institutional inves-
tor and their employees, beneficiaries, and shareholders. Because
continuing employment, compensation, and the quality of the work-
ing environment are often determined by one or a small set of indi-
viduals, the family investment vehicle will always take on a personal
and family tone—for better or worse—that is unique to that family
and the key individuals within it.

Personal relationships may matter more in a family investment
organization. It is not uncommon to find difficult relationships,
family schisms, conflicting philosophies of wealth, differing inves-
tor profiles, leadership battles, unresolved conflict, and other prob-
lems in many wealthy families.

Although there are many successful family investors, the selec-
tion mechanism (DNA or marriage) for a family member differs
dramatically from that of an asset management institution, which
is typically run as a meritocracy. Even if the family’s financial affairs
are run in a highly professional manner, there will almost always
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be a flavor of individual choice and family preference in all major
decisions.

Understanding, respecting, and managing these dynamics and
idiosyncrasies of a family system lies at the heart of an effective fam-
ily wealth plan.

Behavioral Biases

Families and individual investors are more subject to behavioral
investing traps than institutional investors. This is true because
there are generally fewer systems, processes, and disciplines in
place than in professional institutional investment organizations.

Also, families are managing their own money, with all the
emotional connections that entails. Although institutional manag-
ers can be among the most professional and dedicated of wealth
managers, they are normally employees and are managing some-
one else’s money. There can be very different attitudes toward risk
and a deeply felt sense of personal and family failure if investments
don’t work out.

Yet, Modern Portfolio Theory assumes that people are rational
and make the best decisions possible, even under pressure. But
the reality of how people actually make investment decisions has
proven to be very different. Behavioral scientists have long known
that human beings can be irrational and can make repetitive errors
in systematic and predictable ways.

An Honest View

There is substantial evidence to suggest that investors don't tell them-
selves the truth and consistently act in irrational ways.

Research indicates that we tend fo examine evidence in a
biased, incomplete fashion, if at all; quickly reach a rushed deci-
sion before we even realize it; and then distort our perception of
reality in order to support, justify, and rationalize that decision, in
which we are over-confident.

Source: Nicholas Sordoni, Decision-Making Processes in Equity Investing: The Case for
Investment Frameworks (New York: Lazard Freres, 2010).
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Recurring patterns of dysfunctional investor behavior have
been described and categorized by behavioral scientists over the
past few decades, a list of which includes:

* Querconfidence and excess optimism. Research has shown that
people think they have better information and expertise than
they actually do, and are generally too optimistic about likely
outcomes. This, in turn, can lead to investors taking bigger
investment bets than they should, resulting in an underdiver-
sified portfolio and greater risk than initially envisioned.

This same overconfidence can also lead to paying too
high a price for an investment relative to its fundamental
value. It also leads to “intuitive investing” (i.e., trusting your
gut), an approach that works well for a small number of bril-
liant individuals, but has led to far more big losses than big
wins over time.

® Representativeness. This is the tendency to evaluate a situation
by using mental shortcuts based on generalities or stereo-
types. This false assumption can cause investors to assume, for
example, that a dividend-paying stock is more conservative just
because it pays a dividend. It can also cause investors to assume,
wrongly, that an investment manager’s excellent recent perfor-
mance is a result of expertise, when a more complete analysis
could reveal that it was more a matter of luck.

* Herding. Herding is when people who regularly communicate
together tend to think similarly. This phenomenon can lead
investors to follow the lead of others (who may have no more
knowledge or skill than they do) or to buy an investment
merely because a friend is doing it. Taken to a broad com-
munity level, this can lead to speculative bubbles well beyond
the point of reasonable risk limits.

A similar bias lies in chasing trends, which is associated with
the fear of being left behind while others profit from what may
appear superficially to be a very convincing proposition.

® Friends. Perhaps even more dangerous than “trend following”
can be “friend following,” in which a social or family relation-
ship allows an idea to bypass the kind of rigorous scrutiny to
which other deals are subject; this can all too often result in
the loss of both funds and friends through the same situation.
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* Endowment effect. The endowment effect reflects the fact that
people overvalue the investments they already own. They
often demand much more to give up an investment than
acquire it, resulting in a temptation for unwary investors to
hold on to an investment longer than they should.

Evidence shows that a well-designed investment plan and prac-
tical decision making framework can help families avoid some of
these more common behavioral errors.

For instance, private investors can mitigate the endowment
effect by having a specific sell discipline for each investment deter-
mined at the time of acquisition. A written investment policy with
specific diversification requirements can also help to mute the over-
optimism bias by ensuring that no single investment can dominate
the portfolio. Similarly, an experienced, professional advisor can
also help to mitigate these biases and bring objectivity and guid-
ance to the management of family wealth.

Professional Advisors Can Mitigate Family Risk

An objective and frusted professional advisor can also help
bring perspective and facts to the table, particularly during
furbulent times—both positive and negative—when emotions
are most likely fo drive decisions better left fo a more rational
process.

Source: Dr. Marcus Schulmerich, "Behavioral Finance in Asset Management: A Primer,”
SSgA Capital Insights, 2011.

Identifying and Managing the Risks
of the Family as a Social Unit
Some risks are similar between institutions and private investors.

Others are very different. Some of the broader family risks not fully
shared by professional institutions would include:

e Culture, vision, and values. Culture counts in families, and
the framework of values, behaviors, and operating styles that



54

Family Wealth Management

make up a family culture can be either a great support or a
dangerous handicap in investing. Culture is defined by the
way we relate, operate, communicate, celebrate, retaliate,
and pursue other aspects of social behavior. Each of these
behaviors can carry with it risk as well as opportunity, and
the elements of culture need to be carefully understood and
managed.

For instance, a family who has had a domineering patri-

arch may have a poorly developed governance and invest-
ment decision-making framework. A family with a sense
of stewardship of wealth for future generations may take a
more conservative capital preservation approach to their
funds regardless of the perceived level of valuation of capital
markets.
Relationship breakdown. It is said about family business that
all problems in the executive suite begin in the sandbox.
The competitive search for maternal affection or paternal
approval can carry forward across entire lifetimes, and even
leave vivid traces in the generations that follow.

Allowing friction or frustration to boil over into familial
conflict can carry with it the risk of great distraction, dys-
functional competition, intrusive disorder, and lingering
resentment. It can also distract from the superior investment
practice, unbiased decision making, or cool-headed logical
analysis of investment decisions required for long-term finan-
cial success.

Interbranch or intergenerational conflict. Often arising in a
situation where formal family governance has yet to be
established, or where the formal mechanisms of family
organization and leadership are ignored, this kind of risk
also arises in long-established families with a multigenera-
tional history of harmonious relations and successful family
investing. No one can take a conflictfree existence for
granted. “People are messy,” as one successful businessman
once summed up as the essential observation of his stellar
business career—an observation that we can all ignore only
at our peril.

Competence risk. This is one of the greatest risks families
face: ensuring that their family members who are active on
the investment side are as competent as their institutional
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colleagues. This is difficult, as the requirements for family
membership are not the same as the requirements for a suc-
cessful career as a professional investor.

In addition, less competent family members are often
kept in their positions despite a history of poor investment
decisions due to a desire to avoid family strife. Having the
courage to go outside for resources to bolster or replace
less competent family leaders—who may be superb at other
aspects of their job—may not come easily to families with a
tradition of family-only leadership.

Succession risk. Although institutions and families both face
succession issues, the role of family leader or patriarch car-
ries with it greater weight in many ways than an institutional
investor CEO. Both the quality of the candidate and his or
her preparation for the role may differ between the two
investing entities. For instance, there is often a far narrower
range of candidates available for leadership of a family entity,
and few, if any, would have had experience as a successful
leader of an independent investment business.

Process risk. Because family decision makers are kings of the
world they inhabit, it can be easier for them to override disci-
plines, skip essential steps in the process, and assert the value
of “hunches” and “gut feelings” in the investment process.
Partly because many institutional investors themselves are
risk averse from a career perspective, thorough analysis and
calculated assessment may come more easily to them than to
investing family members who have fewer approvals to seek
and lower due diligence requirements.

Resource risk. Families can also be at risk of deploying too lim-
ited a set of resources, accessing too little information, or
spreading limited resources too thinly, which can result in
poor decision making. Families will often need to outsource
part or all of the investment function to access a greater pool
of ideas, information, and opportunities than a stand-alone
operation might be able to mount.

Ecosystem risk. Having the wrong advisors, or accepting the
wrong advice, can be more of a risk for a family than an insti-
tution, especially if the family is relatively inexperienced.
Selecting, assessing, and managing advisors require expertise
and an objective view of performance. Sometimes advisors,
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even those who have become friends, need to be fired. This
can be difficult for many families, but it is essential that
family members remember that their primary job as family
wealth managers is to earn an acceptable rate of return and
provide sufficient income to meet the family’s objectives.

The Challenge and the Opportunity

Private investors and institutional investors each face the same
capital markets, the same challenges of returns and volatility, and
many of the same investing dilemmas. But private families shoulder
added challenges that they should not underestimate, from taxa-
tion to relationship challenges to a unique set of risks.

An awareness of these issues is a good place to start, and the
combination of a thoughtful wealth plan and a competent set of
advisors will provide ample opportunities for increasing the odds
of success.



CHAPTER

Reinforcing the Importance of a
Disciplined Investment Process

ar too often, a family’s investment decisions are made on a
loosely defined, ad hoc basis, with heavy influence from sell-side
investment brokers and banks, personal relationships, and a high
degree of investor subjectivity. Over time, a well-defined and well-
disciplined investment process is far more likely to lead to a good
result than a random, intuitive, or relationship-driven approach.

There are four aspects of a wealth management plan that will
help ensure its success: clear goals; a sound framework; an inte-
grated approach; and a resilient, adaptable, and disciplined process.

Any well-conceived investment process should include excellent
strategy; high-quality investment oversight; fully informed decision
making; and rigorous attention to results, costs, risks, and the need
for specific decision-making on the buy, hold, trim, manage, or sell
tactics for each investment.

The result should be an investment process that is fully aligned
with the family and also transparent, phased, analytical, systematically
skeptical, and, importantly, subject to the discipline of documentation.

Each step needs to be subjected to an ultimate decision test:
What is best for the portfolio, given the family objectives and the
strategic framework?

Answers will be subject to comprehensive analysis, a determi-
nation of fit with the portfolio strategy, and careful monitoring
through postinvestment reporting tools.
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Given the significant impact of different outcomes to a family, it
is often wise to find a qualified, objective, and experienced guide to
help a family along the way, and also improve the odds of arriving
at the selected destination with both family and fortune intact.

Start with the End in Mind

An effective family wealth planning process starts with the end in mind.

It states clearly the objectives of the family and sets out to
achieve those goals with the highest possible probability of suc-
cess and the least amount of risk. Most investors, prodded by the
media and financial industry, still focus on the elusive search for
the highest current return or try to beat a particular well-publicized
benchmark.

The mistake most investors make is focusing solely on the
asset side of the family balance sheet when their focus should be
on the whole balance sheet—assets and liabilities, hard and soft
elements—with particular attention to the most important goals
they wish to achieve.

The Tyranny of the Urgent

The now ubiquitous “urgent and important matrix,” shown in
Figure 4.1, highlights the dilemma wealthy families face every day
in setting priorities and providing the correct rigor and discipline
to the true priorities in the wealth management process.

High
Urgent
Important
>
1)
c
[
p
=
Not Urgent Not Urgent
Not Important Important
Low

Importance

Figure 4.1 Eisenhower Matrix
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The matrix is sometimes called the Eisenhower matrix, as it is
allegedly based on Eisenhower’s quote, “What is important is sel-
dom urgent and what is urgent is seldom important.”

The upper right-hand quadrant represents the tasks that are
both urgent and important. The two quadrants on the left-hand
side represent activities that are not important (whether urgent or
not urgent) and can be addressed as appropriate—with the most
urgent matters that need to be addressed first on the list.

The problem for investors often lies in allocating sufficient time
to the activities in the bottom right-hand quadrant: not urgent but
important. While important, these tasks may too often be deferred
by the seemingly urgent issues (whether really important or not)
despite the greater longer-term value they represent.

Getting a coordinated plan in place for a family’s financial affairs
with the right kind of advice and a regular review process clearly runs
the risk of falling into this “important but not urgent” quadrant. The
same is true of family education, governance, and succession planning.

It can be hard to move forward on these kinds of projects, but
the positive impact can be enormous if appropriate time is allo-
cated to initiatives.

Mastering the Phases of Family Wealth Strategy

While every family is different and will develop its own unique
investment strategy, there is no substitute for a thoughtful, well-
conceived, and well-executed plan.

Usually, that plan would incorporate seven imperatives, with each
addressing a specific component and contributing to the completion
of an integrated family and family wealth framework. While the order
of tackling these issues may vary depending on the family, the key
imperatives, and hence critical steps, in the planning process are:

1. Establish family vision, values, and goals.

2. Set a practical framework for family investment.

3. Set a long-term family wealth strategy and define the asset allo-
cation model.

4. Refine investment tactics and draft the annual investment

policy statement.

Monitor performance and respond to the need for change.

Select and manage an ecosystem of trusted financial advisors.

Engage and educate the family.

ot
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Imperative 1: Establish Family Vision,
Values, and Goals

The first step in the journey forward is looking inward.

Each family will want to develop a clear understanding of its own
past, present, and future. A look at the family’s past provides perspec-
tive on their view of money, the operating principles and assump-
tions they have developed, and the culture that has been created.

It is valuable to identify both strengths and weaknesses in a fam-
ily system. Some thinking about the family’s current situation will
reveal the values that are central to the family and the way they
make decisions. And looking to the future, they will want to deter-
mine their vision for the family as a whole and for the wealth they
wish to preserve or to spend.

This process will be doubly important if a family is using out-
side advisors to help, as they will require a strong understanding of
the family history, culture, and philosophy of wealth to provide
relevant advice.

Imperative 1 reviews these topics in more detail, and helps fam-
ilies to develop a solid understanding of the cultural and histori-
cal context that will have a significant impact on future decisions. It
will address the following questions:

* What are the history and culture of the family, and how does
that affect family relationships, goals, and decision-making
processes?

* How do the current values and governance systems help or
hinder the wealth management process for the family?

e What is the family’s vision for the future? How can a fam-
ily ensure that the vision is realistic, achievable, and aligned
with the family ethos?

® How can leaders ensure that all family members are aligned?
Is this necessary and even possible?

* What are the family’s goals and which are the highest priority?

Imperative 2: Set a Practical Framework
for Family Investment

As a result of evolution and change in both the content of invest-
ment models and the context in which they are now applied, families
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need to reconsider the required change in both content and appli-
cation of their core investment models. Adaptability is the key to
survival in a changing environment; continuing to flourish and pros-
per across time and multiple periods of change will require an even
deeper capability to understand and act to respond as most appro-
priate to changes in both content and context of family investment.

Even long-held ideas and highly respected advisors will need to
be tested for continuing relevance in the new world order.

The basic models of strategy and asset allocation will need to be
assessed for continuing applicability, and many of the most basic of
issues would benefit from a fresh view in the light of new evidence
and new circumstances emerging over recent years.

e What is the most appropriate planning framework for the
family to use?

* How can the family goals be best integrated into the wealth
planning and investment process?

¢ How should the family think about risk?

® Which priority risks are the family likely to face, and how can
these risks best be mitigated?

Imperative 3: Set a Long-Term Family Wealth Strategy
and Define the Asset Allocation Model

A strategic wealth management plan is a holistic, forward-looking
document called a longterm strategy (LTS) document. It lays out
how the family’s goals will be achieved, given the family’s full bal-
ance sheet, along with their current and expected future financial
situation.

The LTS takes into account all of the components that have an
impact on the family’s financial health and future prosperity.

Imperative 3 will answer the following questions:

* What are the key components of the family’s strategic wealth
plan?

* What are the other factors that must be taken into account
along with investments (e.g., taxation, human capital, legal
structures, cost bases, differing family objectives)?

* What are reasonable assumptions to use in crafting an invest-
ment plan (e.g., investment returns, inflation, number of
generations to fund, market volatility, taxes)?
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e What rate of return is required, and which asset classes
should be included in the portfolio to help ensure that all
the family’s goals are met? How much loss, volatility, and illi-
quidity can the portfolio withstand?

e What factors are specific to each family and need to be
addressed explicitly (e.g., global family members, multigenera-
tional wealth plans, single stock concentration, overspending
family members)?

Imperative 4: Draft the Investment Policy
Statement and Refine Investment Tactics

Once the LTS wealth plan is developed, the next step is creating an
investment policy statement (IPS) that captures the key elements of
the family’s investment policy and wealth management guidelines and
turns them into actionable steps. The IPS is used to provide guidance
for those actually managing the investment portfolio and focuses on
the selection and management of investments within preset tactical
ranges and with defined objectives and performance targets.

The IPS should be the key point of reference for all major deci-
sions in the portfolio and will require answers to the following
questions:

* What are the appropriate components of an IPS?

* Which asset classes should be included in the portfolio and
in what proportions?

* What controls, prohibitions, and review process should the
IPS contain?

Once the investment plan is developed, the tactics of execution
need to be set to ensure that the high-level objectives are met, as
well as possible.

Some of the questions family investors need to answer in the
IPS include the following:

* What are the key components to successful implementation
of the plan? What practices and governance structures can
families use to make sound and effective decisions?

* What is the best timing for the execution of the plan (e.g.,
capital markets, liquidity needs of the family, experience of
the family with investments)?
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* How can the family minimize fees, taxes, and execution costs?

¢ Who is responsible for making sure the plan is properly
executed?

®* How can the family increase its chances of choosing good
investments and investment managers?

* How should the process be managed?

* How can a family best ensure they stick with the plan, adapt
it as needed, and make good choices under pressure?

Imperative 5: Monitor Performance
and Respond to the Need for Change

Another key part of a successful family wealth management process
is monitoring and evaluating progress and making changes where
necessary, which include defining and managing risks associated
with the family investments.

Imperative 5 reviews how best to monitor and evaluate a wealth
management plan against appropriate benchmarks and how to make
adjustments, if required, and addresses the following questions:

* What tools are available to define, monitor, and manage
portfolio risk and the risk to the overall plan?

* What benchmarks should be used to measure the progress of
the wealth management plan?

* Does the investment plan still make sense, given the changes
in capital markets and family circumstances and goals? Do
family goals need to be adjusted?

¢ Is the execution of the plan as effective it can be? Does it
need to be recalibrated?

¢ If changes need to be made to the plan or the implementa-
tion of the plan, how should they be made?

Imperative 6: Select and Manage
an Ecosystem of Trusted Financial Advisors

It is difficult for most affluent families to manage their affairs with-
out at least some help. Wealth planning and investment manage-
ment are not necessarily areas of expertise for all families.

The recent developments in financial markets have only exacer-
bated the complexity of the wealth management environment with
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the speed and interconnectedness of global capital markets, the
array of investment options, and the changes in fiscal regimes.

A further step in developing and executing a family wealth
plan will be to design, select, and manage the integrated ecosys-
tem of advisors, service providers, and other influences on the
family’s wealth management plans. In Imperative 6, we answer
the following questions about how families can effectively select
and work with good advisors:

* How does a family determine what kind of advisors are needed?
How can a family find the best available advisors?

How can a family work most effectively with an advisor?

What is the family’s role in the advisor relationship?

How should a family assess, evaluate, and manage the perfor-
mance of advisors?

* When and how should a family consider changing advisors?

Imperative 7: Engage and Educate the Family

The sad fact is that the majority of wealth transfers across genera-
tions fail to achieve the full set of objectives of the transferring gen-
eration. One of the main reasons is the lack of preparation of heirs
for inheritance or management of family wealth.

There is typically a great deal of attention paid to “prepar-
ing the money for the heirs” through tax and asset structures and
investment selection and management.

However, there is usually far less preparation on the human
side of the transition, with far less attention paid to “preparing the
heirs for the money.” The latter involves addressing the educational
needs on family governance and wealth management, but also
ensuring that there is sufficient engagement and motivation on the
part of the inheritors.

Given the importance of this task, and the high rate of failure
in successful maintenance and transfer of wealth across genera-
tions, one could argue that the current approach of most families
reflects a significant underinvestment in one of the most critical
areas for the preservation of family wealth.

Imperative 7 addresses the twin objectives of education and
engagement of heirs with the goal of preparing them for the wealth
they will inherit for their own use, or for which they will be called
to hold as stewards for future generations.
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Imperative 7 will require families to address the following
questions:

What skills do families need to develop within the younger
generations?

How much should families invest in educational activities rel-
ative to investment management functions?

How can a family engage the next generation in the work of
building and sustaining family wealth and relationships?
What family structures are most appropriate?

What are the costs of disengagement?

Who is responsible for the success of the generational wealth
transfer?

Process Objectives and the Definition of Success

As developed in some detail throughout the different sections of
this book, and as summarized in the seven imperatives in Chapter 1,
the framework needs to incorporate all of the elements of strategy
for a family wealth management program in order to address and
overcome a long list of issues and challenges.

All of these elements should be true to the central tenets of
family wealth management, with the following outcomes proof that
the process is working well:

Family-centric. Based on a firm foundation of knowledge of

what makes a family unique and guided by a specific family’s

unique vision, values, and goals.

¢ Founded on a clearly articulated family philosophy of
wealth, long-term vision, and values.

¢ Fully integrated—addressing all long-term and current
aspects of family wealth management, including family cul-
ture, governance, and other soft factors within the family
itself.

* Based on a practical approach to multigenerational and
multipurpose family investment.

* Avoiding past family investment mistakes and the classic
behavioral errors of individual investors.

¢ Taking a forward view of family roles, preparation, educa-
tion, and succession planning.

® Integrating family business considerations.
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* Considering direct and coinvestment with other like-
minded families.

Based on a sensible and thoughtful investment model. Built on

both “best practice” and “next practice.”

¢ Taking a goals-based and family balance sheet approach.

® Reflecting strengths and addressing weaknesses of
Modern Portfolio Theory and traditional models of asset
allocation.

* Reflecting a forward-thinking, scenario-based, and active
asset allocation model.

¢ Fully global in seeking current and future opportunities.

® Surfacing and acting on “mega-theme” opportunities for
the future.

* Respecting the principles of long-term value investing.

¢ Adopting strategies and tactics for effective application in
turbulent and challenging times.

¢ Principled and sustainable.

Well-structured and well-advised. Aligning family and investment

purpose, protecting wealth from tax and other risks.

* Incorporating multiple purposes of wealth.

¢ Aware of and responsive to state-of-the-art asset structuring
options.

¢ Fully integrated with family governance structures and
principles.

* Supported by a high-quality and fully aligned ecosystem of
advisors.

® More conservative in expectation and in compensation tar-
gets for advisors.

* Lower cost on a see-through basis.

* Includes a comprehensive approach to family and finan-
cial risk.

Pursued through a disciplined process. Designed and imple-

mented in the most effective process.

* Right level of family engagement in the present and prepa-
ration for the future.

* Rigorous process that is both disciplined and documented
(LTS document and annual IPS).

¢ Data-driven and analytical approach to decision making.

¢ Fully defined investment strategy and tactics.

* Formal risk management approach in place.
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¢ Implemented in a manner that ensures the greatest likeli-
hood of success.

¢ Well-monitored and subject to objective critical review ver-
sus benchmark and redirection as needed.

If a family can tick off each of these desired end states as having
been considered carefully and integrated successfully into a pro-
gram of family wealth management, then that program is far more
likely to achieve its fundamental objectives and to act to support
the family’s broader long-term vision and aspirations.

Investment Discipline: An Undervalued Asset
H.F."Rick” Pitcairn

Imagine that you decided to use $15 million of your personal wealth
fo create a tfrust for your children. Next, suppose that | told you that
over the next 35 years you should expect this trust to pay out about
$45 million in beneficiary distributions, investment-related fees, and
tax expenditures. You'll likely be taken aback by that figure. Then, sup-
pose that | told you that 35 years from now you could expect this trust
to be valued at more than $200 million!

To be sure, it is an inspiring forecast that any family that creates
frusts and other wealth-preserving financial entities would welcome.
In fact, | have seen this exact scenario play out over the past 35 years
in my own family. And it is not unreasonable to believe that any family
can achieve similarly impressive returns over the coming decades.
The vital component here is establishing and adhering fo a disci-
plined investment strategy built for the long haul.

In fact, a goal like this may not be easy to achieve.The emotional
confluence of love, power, self-interest, and money common to most
affluent families makes it challenging o maintain the required dis-
cipline. The reality is that it takes strong family leadership built on a
foundation of robust governance.

Succumbing to the temptation to react emotionally, spontane-
ously, and capriciously fo the inevitable vicissitudes of the capital
markets is the greatest destroyer of family wealth that | have withessed
during my long career in advising families of wealth. As the old, but
insightful, saying goes: "All winds blow ill for a ship that knows no port.”
Think about the last three decades or so. Without a rigorous, disci-
plined investment plan, it would have been virtually impossible for a

(continued)
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family to respond thoughtfully and strategically fo the onerous and
difficult market environments we experienced in 1987, 1999, and 2008.

Successful families identify the common values around which
they establish and manage their ongoing governance processes.
Strong leadership and proven outside counsel can help ensure that
those values will be present in all of the family’s investment philoso-
phies and actions.

Steps fo establishing and maintaining a disciplined investment
process include:

1. Align the family's values and goals regarding shared fam-
ily assets.This is often done with the assistance of investment
professionals, but it is most effective when a family council (or
similar governance entity) jointly develops a sense of ownership
over the strategy.

2. Document the agreed-upon strategy using a well-designed IPS.
For example, many families choose to employ a goals-based
process in which multiple investment policies are used for each
of the family’s specific goals, such as liquidity, growth capital, or
aspirational achievement. Each policy would have its own risk
and return profile, and, of course, different kinds of investments
would be used to achieve the different goals.The purpose of the
goals-based policy is to allow families to measure their invest-
ments against the various goals rather than a set of market indi-
ces.This has the added benefit of helping sustain a disciplined
process during turbulent market environments.

3. Ensure consistency. Once the policy, or policies, have been
designed and documented, family leadership must also ensure
fidelity to the strategy as well as effective implementation.
Well-crafted investment plans don‘t usually require dramatic
changes due to market conditions or a change in investment
providers. Haste is not your ally. It is important to use the same
governance process described earlier o evaluate possible new
options for improving a policy or taking advantage of a short-
ferm opportunity.

4. Manage change as the family changes—not as the market
changes. No strategy is set in stone. All families change over
fime.They grow in number. Values and goals change from
one generation to the next. New voices will insert themselves
intfo the leadership structure. Successful families meet
frequently and communicate effectively in an effort to manage
change well.
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True, the concept of a disciplined investment process has taken a
beating over the past few years.The financial community has created
hundreds—if not thousands—of new, high-fee products. The advent
of the Infernet, social media, the 24-hour news cycle, and a much
more aggressive and competitive financial media have triggered
ever more rapid cultural change. Many advisors espouse the benefit
of knee-jerk tactical strategies while engaging in the same kind of
market-timing activity that has contributed to the financial downfall
of affluent family after family over the past decades.

Clearly, each extreme market environment presents us with a dif-
ferent set of investment dynamics and opportunities. Families that
successfully employ long-term discipline in their investment processes
are, by nature, better prepared to evaluate the asset classes and
investment methodologies that have historically proven to be wealth
creators. They understand that discipline does not equate to buy-
and-hold. Nor does such discipline preclude thoughtful tactical posi-
fioning as opportunities present themselves. In fact, success lies in
their ability to maintain strict parameters around those opportunities.

Leadership and governance, accordingly, are critically important
if families desire fo react wisely and profitably fo a dynamic invest-
ment world. Happily, families that can demonstrate that leadership
will not only achieve superior investment results, they will also have in
place a mechanism for communication and fransference of those
values that will be a unifying, rather than divisive, force.

H. F"Rick” Pitcairn II, CFA, serves as the CIO of Pitcairn, a 90-year-old multifamily offi ce
based in Philadelphia, Pennsylvania. He has spent his career advising families of wealth
regarding their investments and their governance structures.
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CHAPTER

Documenting Family Philosophy,
Vision, and Values

efore setting out on the family wealth journey, it is essential to
understand where a family has come from, and where it wants
to go. In addition, defining the values it wishes to respect along
the way will confirm who the family is and what its members stand
for, as well as what they wish to accomplish through their investing
activities.

Understanding Context and History

It is important to understand family history and culture when put-
ting together a wealth plan. The sources of wealth, current assets
and advisors, historic approaches to investment decision making,
and the family’s gallery of investment trophies and scars can inform
a plan most likely to fit with a family’s principles and objectives.

A family’s cultural approach to risk, their investment time
frame, liquidity preference, level of engagement, and capability
with regard to financial wealth management are all critical parts
of the foundation of a family wealth plan that will be best suited
to align with a family’s investing style, purpose of wealth, and spe-
cific performance objectives. Also, any limitations, impediments, or
guidance to be provided by family trust deeds or governance prin-
ciples needs to be understood at the outset of the process.
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What Is Family Culture?

Recently, highlighted in one study as part of the academic research
of Professor Heinrich Liechtenstein at the IESE Business School in
Barcelona, family culture was ranked even higher than formal gov-
ernance documentation or family leadership model in its impor-
tance to family legacy and unity. Family culture—the way families
operate, integrate, separate, communicate, celebrate, and address
similar social functions—will play a substantial role in determining
where, how, and how successfully the family will invest.

Only by understanding a family’s culture and the impact of his-
tory on the present and future can a realistic plan be developed.

There are also wide ranges of differing cultural attributes and
essential complexity within families. Some families are relatively
straightforward and generally cooperative. Other families have a
history of complexity and difficulty. In the words of Leo Tolstoy,
“All happy families resemble one another; each unhappy family is
unhappy in its own way.”

In general, complexity and discord add time, cost, and stress to
family activities and, in some cases, requires more complex struc-
tures and administration to mitigate or protect against internal
risks complexity can create.

No Single Approach

Because each family’s history and culture are unique, there is a
wide range of outcomes visible in differing portfolio constructions,
risks undertaken, and the results achieved by different families.

Some invest only in traditional asset classes through third-
party advisors, while others invest only in property using their own
resources. Some families adopt a Swensen-esque endowment port-
folio, embracing multiple managers in a multi-asset-class model,
while others put all of their family wealth into a single operating
business.

There are families that keep half—or even more—of their
money in cash, while others use every possible source of leverage to
accelerate and enhance return. Some portfolios are set to generate
cash for distribution, for either personal or philanthropic purposes,
while others are designed to keep capital intact and most income is
reinvested for future generations.
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Each of these choices has been made for the future, but with
the hand of family history felt at each stage of the very different
processes they went through to define that pathway forward.

Defining a Clear Philosophy of Family Wealth

Long before setting out to invest, spend, or give away wealth, it is
essential to clarify the philosophy that a family holds toward that
wealth, an approach set out most clearly by Sara Hamilton of the
Family Office Exchange.

There are two very different attitudes that family members
have toward inheriting family wealth, as shown in Figure 5.1. Some
family members view themselves as “personal proprietors” of the
wealth (also referred to as “owners” or “inheritors”). If the wealth
was inherited, they view their inheritance as something passed on
to them for their personal use. These proprietors see themselves as
fortunate to have received an inheritance, but don’t feel obliged
to preserve the fortune for future generations or may not believe

Family
Philosophy
of Wealth
Owners Stewards
Can do what they like Hold the family’s
with their money— wealth for future
spend, invest, gift generations

Hybrid Approach
Some personal use
and some held in trust
for the future

Figure 5.1 Philosophy of Wealth
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that a common future enterprise is viable for their family. They are
comfortable with the fact that the legacy may end with their genera-
tion, and they may spend down the assets. They see themselves as
capable of making this decision without regrets or concerns about
future generations.

For many others, a legacy of wealth is viewed as something to
be cared for and passed to future generations. These owners feel a
great responsibility to preserve the wealth during, and even after,
their lifetime. These “stewards” of wealth have a broader definition
of what they are passing on and a different attitude toward legacy,
responsibility, risk, spending disciplines, and education of the next
generation.

Obviously, a family that aspires to preserve family wealth for
future generations and acts consistently with that view is more likely
to create a long-term financial and family legacy than an individual
who sees his or her wealth as a short-term resource to be spent or
invested with only personal interests in mind.

Balancing Different Views

As experts and family counselors explain, there is no right or wrong
about these philosophical differences, and most multigenerational
families have both types of owners in their group. Each wealth owner
needs to be comfortable with his or her own philosophy and not be
judgmental about those who feel differently. The trouble surfaces
when differences in philosophy are not discussed openly as a family.

Second-generation siblings who inherit wealth are almost
always told by the founders that it is important to keep the family
and the wealth together. They seldom feel that they are in con-
trol of the money, during their parent’s lifetime, so their views on
stewardship are typically mandated by their parents and are not
challenged during the patriarch’s lifetime. In the third generation
or beyond, differing philosophies emerge. The siblings and cous-
ins have more freedom to have different views on spending down
or preserving wealth.

Immigrants and Natives to the Land of Wealth

An iconic article by wealth psychologists Drs. James Grubman and
Dennis Jaffe (“Immigration to the Land of Wealth”) describes the dif-
ferences between newly arriving “immigrants” and the long-standing
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resident “natives” in the land of wealth, and the different choices
they have to make, different attitudes toward their status, and differ-
ent levels of experience to apply to the challenges of their citizenship.

Having the confidence and ability to define who one is and what
one wants to become are the first stages of moving from untutored
immigrant to comfortable long-term resident in this landscape. In
addition, many of the stresses experienced by individuals, couples,
and families of affluence are similar to other types of immigrant
experience, including the strains between first-generation immi-
grant parents and their native-born children and grandchildren.

It is essential for families to have a conversation about their phi-
losophies of wealth as they begin to think about legacy and leader-
ship of the family. Failure to clarify each owner’s basic view about
stewardship versus proprietorship (personal inheritance) may oth-
erwise lead to a series of misunderstandings or controversies as
families struggle to reconcile beliefs.

Consensus and Coexistence

Proprietors and stewards of family wealth can coexist as long as
they respect each other’s beliefs and agree on the decisions and
actions they need to take that can be mutually beneficial. There is
no way to force all family members to adhere to one philosophy;
since every family has a variety of owners, including proprietors,
stewards, risk takers, risk avoiders, and consumers, the coexistence
of different views is inevitable. Acceptance of these different views
is essential for the family legacy to survive.

Most families of substantial wealth adopt a balanced approach.
Some assets are considered to be personal or “proprietary,” while
others are treated as “heirloom” or “legacy” assets for a future
generation. Different investment strategies and distribution poli-
cies are often in place for the different “buckets” of money. These
sophisticated wealth owners see the choice of steward or proprietor
as a false choice, since they comfortably embrace both roles and
multiple pools of wealth with clarity and balance.

If there is a shared pool of family assets, and there are different
philosophies about wealth ownership and legacy, there may never
be an ability to reach perfect agreement about these matters. But
setting up a family structure and process to support different phi-
losophies allows diversity to thrive and the legacy to survive.
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Investment Implications

In terms of investment objectives for family investment portfo-
lios, stewards of wealth and wealth proprietors may well choose
very different options for the management and disposition of their
wealth.

Wealth stewards, by definition, have a longer-term invest-
ment horizon, a greater sensitivity to risk, and a view that looks
for solid investments that will do well across many inevitable eco-
nomic cycles and many generations of family circumstances. Wealth
stewards may also have a greater propensity to professionalize the
investment process, and to establish clear and disciplined invest-
ment guidelines.

To meet a balanced approach—with some money considered
as personal inheritance or ownership and other as family (steward-
ship) funds—many families choose to have multiple investment
portfolios or partnerships pursuing separate strategies. One port-
folio designed for wealth preservation may have a more conserva-
tive orientation and be characterized by low liquidity, a selection of
lower-risk investments (with lower expected return), a higher pro-
portion of real (inflation-resistant) assets, and a longer-term invest-
ment horizon.

Another portfolio, aimed at meeting the spending needs of a
proprietor, may be characterized by shorter investment periods,
greater liquidity, more income generation, and, perhaps, a greater
appetite for risk in the search for higher investment return to fund
lifestyle expenses proportionately in the near future.

Creating a Family Vision

There is no easy way to set a vision for a family, just as there is no
easy way to establish a corporate or organizational vision for a fam-
ily business. Sometimes the most simple and brief of statements are
the most difficult to get right.

Defining a family vision is as much art as science, requiring that
the drafters combine a subtle blend of historical insight, precise
language, and broad aspirational ideals. Finding the right content,
the right tone, the right words, and even the right process by which
a family defines a common goal are as important as the actual
words themselves.
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Example of a Vision Statement

Vision statements set out the overarching multigenerational and
enduring objective for a family. Supporting values, specific investment
principles, and investment strategies will come later, but need fo rein-
force the pursuit of the overall goal.

One specific family vision reads:

"The family will strive fo become one of England’s most highly
respected business families, pursuing, with humility and modesty at
all times, frue and demonstrable excellence in our core family affairs,
including our family business, wealth management, community
engagement, and philanthropic contribution.

Throughout all of our endeavors we shall respect the highest
standards of business ethics and family integrity—building on our his-
foric reputation as "capitalists with a conscience.”

Family Values

A family vision will establish what a family wants to be and where it
wants to go. Family values will establish how the family will act on
the way toward that long-term goal. Life is as much a journey as a
destiny or destination, and the principles we live by contribute sub-
stantially toward the determination of our value as individuals and
as members of a greater family.

Family values establish the limits, standards, and rules its mem-
bers live by. In great part, the people they are, the families they cre-
ate, and the legacy they leave behind are deeply influenced by the
values they adopt in their personal and business lives. These val-
ues may include humility and modesty, generosity to the commu-
nity, and adherence to the principles of a religion or community.
A family may also espouse a sense of both rights and responsibilities
among its members. They are entitled to receive benefits by being
family members, but are expected to be accountable and perhaps
contribute in some way to the betterment of the family.

Values Relevant for Investing

In some families, values may translate into investment negative
screens (prohibitions against tobacco, alcohol, gaming, for example)
or limitations on areas where questionable practices (e.g., child labor)
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may be employed. Similarly, families may provide positive guidance to
search for investments that promote health or wellness or that reflect
other fundamental values and shared beliefs.

Attitudes toward risk, leverage, concentration, and distribution
policies may also be shaped by values aimed at preserving family
wealth, giving freedom to family members and generations, or rein-
forcing family unity and joint activity.

Not all family values will carry forward comfortably across gen-
erational lines. Younger generations may have a greater interest
in tougher negative screens, or in allocating more funds to phil-
anthropic purposes, creating a need for more income generation
than a long-term family-only philosophy might imply. Younger gen-
erations might also be more risk averse than their predecessors,
especially common in second-generation family members, who may
not have the skills or confidence of their parents.

What is important is that the relevant vision and values are
understood and communicated with sufficient clarity to provide the
guidance needed for the family wealth plan.

Determining an Investment Profile

Each wealthy family will have a different history, asset base, invest-
ment profile, set of investment objectives, and approach to the
investment process.

The investor profile, comprising attitudes toward risk, return
targets, geographic markets, classes of assets, liquidity needs, and
investment horizon, will vary substantially between families, even
if these families are of the same wealth category and have similar
experience with inherited wealth.

Each wealthy family will have unique investment objectives.
Some may need income to support a family foundation. Others
may be seeking long-term capital gains to fund future generations
through a second set of investment and inheritance vehicles with
low income-generating characteristics.

Multiple Profiles

There are also multiple investor profiles in any one family. Even if
the money is managed as one pool (e.g., in a trust), there will be
different investor profiles embedded in that single pool.
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It can be a continuing challenge for the family and its advisors
to manage the funds with not only differing stakeholder needs, but
also with a wide range of investment experience, sophistication,
and comfort level with risk. Typically, where there is a single pool
of funds for multiple stakeholders, there will be a board of trustees,
an investment committee, or someone appointed as the manager
who can make decisions about the investments. Otherwise, it can
be difficult to make good decisions on a consistent basis.

Distribution and Growth Requirements

Client goals and objectives, reviewed in the context of the family
balance sheet, must ultimately be translated into investment terms
and managed accordingly. The central goal of an investment
plan is to meet the specific distribution and growth aspects of the
portfolio. The balance between income and growth is the classic
trade-off in investing and must be managed with care and must
be in tune with the objectives of the wealth owners and other
stakeholders.

Investment Time Frame

The length of time over which investments are held is very impor-
tant in portfolio management. Returns are usually correlated to the
time frame available for investment. Long-term investments in, say,
a private equity fund or a development property may pay off bet-
ter than short-term investments such as money market certificates.
However, a long-term private equity investment involves higher
risk and may not satisfy the investor’s shorter-term liquidity needs,
as it is often difficult to sell an investment that may not yet have
a proven return and may carry substantial fees and future capital
commitments.

Liquidity Preference

An investor’s preference for the capability to buy or sell an invest-
ment quickly will also affect potential returns. The liquidity pref-
erence can be high, medium, or low, and the ability to avoid
short-term needs for cash can have a broadening effect on the
investments available and a positive impact on long-term returns.
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Risk Appelite

There is no gain without risk. Without risk, there is also no chance
of loss of capital and income. An investor’s appetite for real risk
(and not just for potential gains) is one of the major determinants
of the portfolio’s construction and its potential returns. An inves-
tor’s interest in exposing the portfolio to varying degrees of risk will
have a major influence on the category of investment, the poten-
tial return, and the potential for permanent capital loss through an
investment that goes bad.

There is a hierarchy of risk between asset classes. Junk bonds,
some speculative hedge funds, highly levered private equity trans-
actions, portfolios of derivatives, and highly levered property deals
can lead to a high return or to a total loss of capital invested. The
same is true for direct investments in businesses, especially those
just starting up or in their early stages.

Unmanaged or misunderstood risk can have very harmful results.
In the Lloyd’s syndicate of the past, many wealthy investors took on
unlimited personal liability—and eventually lost everything—for a
seemingly attractive investment that carried an apparent risk (but not
the true risk exposure) that was only a fraction of their full net worth.

At the other end of the scale, there are virtually risk-free and
highly liquid instruments in the form of developed market govern-
ment bonds and near risk-free assets such as federally guaranteed
deposits in healthy banks. The return on these lower-risk assets will,
of course, be far lower than the potential return on more specula-
tive and higher-risk investments.

Capabilities and Consiraints

The other key area the family needs to assess (in addition to their
current balance sheet goals and funding sources) is the family’s
own human capabilities and constraints. Does the family have the
tools, skills, emotional wherewithal, and advice to manage their
wealth effectively? What factors might limit their ability to manage
their funds or achieve their goals?

These factors include the family’s investment profile (their needs,
preferences, and attitudes toward risk), their level of financial sophis-
tication and portfolio size, any trust terms or other limitations that
might restrict certain investment options, and the integration of
other financial components of the total family wealth.
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Taking an inventory of the skills-based and emotional capabili-
ties of the family is a key step in the wealth management process
because it identifies the likelihood of the family’s meeting its goals
and filling the necessary gaps in order to achieve success.

Financial Scale, Sophistication, and Experience

The scale of family wealth may also influence the investor profile and
investor objectives in significant ways. In the higher categories of fam-
ily wealth, new investment strategies may subdivide the portfolio into
a set of differing strategic portfolios with differing profiles, objectives,
and managers; at the lower end of the wealth categories, there may
be a single portfolio with a single profile and set of objectives.

There are varying degrees of financial sophistication demon-
strated by wealthy families and their representatives. Some invest
only in high-quality corporate and government bonds, avoiding risk,
investing for the short term, and preferring to have a high degree of
liquidity (and freedom from concern) at all times. Others are highly
sophisticated, investing across all asset classes in many currencies
and geographies, achieving far higher returns and remaining com-
fortable with managing the risk that comes with a more complex
portfolio.

Improving the level of sophistication and the investment capabil-
ity may be an important part of a family’s forward strategy, as most
wealthy families, sooner or later, end up with a substantial portfo-
lio of investments to manage either alongside, or coming from the
sale of, a family operating business. At the very least, it is useful to
understand what the current capabilities are and tailor the wealth
management plan so that the family is able to handle the informa-
tion they will receive and the decisions they will be required to make.

In addition, it is important to understand the family’s interest
and willingness to engage in the wealth management and invest-
ment process. This will determine the type of investments they can
own, the vehicles they choose, and the type of relationship they
have with their advisors.

Trusts’ Terms and Letters of Wishes

Regardless of an individual family member’s personal investor pro-
file, some family trusts may also contain specific investment
proscriptions or mandate a set category of assets in which the trustees
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are allowed to invest. These directions may be embedded in the
trust deeds themselves or spelled out in an accompanying (but not
legally binding) letter of wishes from the settlor to the trustee, in
which is spelled out the guidance the settlor would like the trustee
to consider in making decisions on behalf of the beneficiaries.

Some trusts may accumulate all value and income, while others
may require a defined approach to the distribution of dividends,
income, or sales proceeds. Others might confine investments to a
narrow range of low-risk (and potentially low-return) investments,
such as government and municipal bonds or triple-A-rated corpo-
rate bonds.

Some family trusts may carry prohibitions against excessive
concentration in any one holding or under the control of any one
manager. Since diversification is one of the many answers to risk
management in a portfolio, such prohibitions need to be under-
stood to determine the best approach consistent with the docu-
mented limitations.

The Importance of Clarifying Values in a Family
Wealth Plan

Dr. James Grubman and Dr. Dennis Jaffe

Families successful in creating wealth rarely pause to step back and
think about what the wealth means or can accomplish for them as
a family, now and in the future.There is a golden opportunity to look
inward at these questions when the family revises its wealth planning,
whether in proactively upgrading its wealth management services or
in having fo react under time pressure to a stressful change in gener-
ational leadership.Too often, families begin with technical questions
about tax planning, portfolio management, estate planning, and the
like. Yet, the best planning occurs when the family anchors itself in
knowing the purpose and goals for their wealth.

These are questions less about managing a portfolio’s value than
about cultivating and preserving the family’s values. These questions
cannot be answered by one person alone, but require engagement
and dialogue within the family where members likely hold different
values and experiences.

There are two main reasons why a family must ensure that its
wealth management is infegrated with its values. The first is that
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families of wealth must learn how to work fogether in the sharing of
assets. Most successful families originally come from modest financiall
circumstances, arising from working- or middle-class lives to make the
journey to wealth. Their values, skills, and culture stem from the much
less affluent world from which they emerged. Financial resources were
typically scarce, with most decisions based on the needs of individu-
als or nuclear families.

In new circumstances where resources are abundant and
blended across generations or family branches, the family as a whole
must learn new decision-making skills and strategies. This requires a
process for open sharing of differences that can lead to resolution
of problems, rather than bitterness or estrangement. The adult chil-
dren must be included in this dialogue, as they have their own per-
spectives on wealth, what wealth can do, and the direction of their
futures. Working together on sharing assets amicably and effectively
means the family must know its culture and its values. Otherwise, risk
fo the family grows over time from excessive conflict or unresolved
differences.

The second reason is that affluent families must learn how to
raise the next generation responsibly with wealth. Wise parenting and
grandparenting with wealth requires adapting the family’s middle-
class orientation to add new strategies where solid values are taught
and demonstrated. These are crucial for raising responsible, strong,
and purposeful children and grandchildren.

Research has demonstrated that families must do the following:

* Communicate effectively about money and wealth, rather than
stay silent or leave things to chance.

* Actively prepare the next generation with skills and knowledge
for living with affluence.

* Develop clear agreements, policies, and procedures for working
together to pass on assets and control across generations.

Most successful families, for example, hold regular family meet-
ings where information can be discussed and pending issues figured
out collaboratively. Family leaders relate the story of how the wealth
was built, including the risks that were taken and how those risks were
managed. In turn, they learn from their children who have become
adults with their own families.

The elder generation listens fo the next generation’s life goals and
plans, with a willingness to discuss how the family wealth can make a
difference in the lives of everyone.The family also develops consistent,

(continued)
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fransparent policies so decisions about financial support, gifting, or
the family business remain equitable over time. Effective, clear com-
munication within the family; effective preparation of heirs as good
stewards of wealth; and effective processes for governing the family
justly are the core processes. Taking the time to develop these pro-
cesses ensures the successful fransfer of wealth, whether through
inheritance, lifetime transfers, or both.

Few families who come to wealth have been prepared for these
tasks.They often don’t know these new strategies are even necessary.
Truly successful wealth management is best when grounded in the
family’s very nature—its story, its culture, its values. Those families who
make the effort to know themselves can develop a wealth plan that
is thoughtful, infegrated, fair, and deeply satisfying. By investing in this
process seriously, they plan well and develop responsible communi-
cation and decision making.

Values-based wealth planning then leads to the most wonderful
payoff: family members who can manage the power of wealth and
use it effectively for themselves and for society.

Dr.Jim Grubman is a consultant fo multigenerational families of wealth and their

advisors. He provides guidance about family communication, afffuent parenting,
estate planning, and financial education, among other issues. He is the author of an
upcoming book about the different perspectives of those who come to wealth from
modest economic circumstances compared to those who come from wealth as
inheritors. Dr. Dennis Jaffe is a professor of organizational systems and psychology at
Saybrook University in San Francisco, and an advisor fo families about family business,
governance, wealth, and philanthropy. He is the author of Stewardship in Your Family
Enterprise: Developing Responsible Family Leadership across Generations (Pioneer
Imprints, 2009).
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Determining the Purpose
of Wealth and Setting
High-Level Financial Goals

lear financial goals and good investment plans are critical
to successful wealth management. A solid, well-thought-out invest-
ment process will contribute immeasurably to the management of a
wealthy family’s financial affairs and the simultaneous accomplish-
ment of nonfinancial goals as well.

Clarifying family goals helps to determine clear priorities and
a way forward. It also helps make choices and allocate priorities to
specific decisions. A clear sense of goals also helps families stay on
track and not be blown off course by the vagaries of the economy,
markets, and family issues.

Family investments are usually required to serve a multiplic-
ity of purposes such as providing cash for short-term distributions,
preserving wealth in lowerrisk growth instruments, taking some
higherrisk investments to pursue capital growth for the next gener-
ation, funding a charitable program, and setting aside the financial
assets necessary to respond to unforeseen contingencies and family
emergencies.

For most wealthy families, objectives may vary across different
portfolios or across different parts of a single investment portfolio.
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However it is constituted, the following questions need to be asked
and answered:

What does the family want to accomplish?

What is the relative priority of their various goals?

Is the priority on capital preservation, capital growth, income
generation, or some form of balanced return?

Do the decision makers want to take the risks required to,
say, double their family wealth within a set time frame? If so,
do they recognize that doing so requires a very ambitious
annual return and high levels of investment risk?

Will there be different portfolios or portfolio objectives (e.g.,
a charity that requires income or a long-term capital gain
preference for future generations) that need to be managed
separately?

Are there different family groups, perhaps representing dif-
ferent generations, that require a separate set of investment
objectives for their investments?

Are there specific requirements regarding risks, time frames,
or objectives that need special consideration?

Sample Family Goals

Family goals that have been part of various family investment phi-
losophies include:

High-Level

Maintain family unity.

Encourage an entrepreneurial spirit in the family.

Develop a sense of personal responsibility and independence
among family members.

Ensure that our children have solid values and strong finan-
cial literacy skills, and are prepared to receive their inheri-
tance when the time comes.

Ensure that our employees and staff are fairly treated and
well looked after.

Keep things simple.

Be remembered in the community as a hardworking, fair-
minded, and generous family.
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* Ensure that the family estate and business stay in the family.

® Give the bulk of our charitable gifts during our lifetime so
we will be able to ensure we achieve the results we want from
our philanthropy.

* Manage our money in a manner to ensure a balance of a
continuing family legacy and reasonable lifetime benefits for
our descendants.

¢ Ensure that our handicapped daughter is comfortable and
has the best care available as long as she lives.

Specific

® Maintain our current standard of living (e.g., annual lifestyle
spending of $1 million) throughout our lifetime.

e Donate $1 million per year from the company to charitable
causes.

* Retain $20 million in liquidity over the next several years to
fund the purchase of a business acquisition.

¢ Fund all education expenses for as many future generations
of family members as possible.

e Leave $10 million to each of our four children on our
death.

¢ Sell the business within five years, unless the next generation
decides to take up meaningful roles therein.

It is always helpful to confirm that the stated goals make sense
for that particular family. One of the first tests is to ensure that the
goals are congruent with the family culture, vision, and values. If
not, they will cause tension, stress, and frustration—and be far less
likely to be achieved.

Another question to ask is whether the goals are realistic and
achievable. Do some of the goals conflict with one another? Are they
likely to cause family tension and disagreement? Are they affordable?
Can they all be achieved at the same time or do they have to be pur-
sued based on priority or phased over time?

Families can benefit from building a specific plan to accomplish
each goal whether it relates to next-generation education, creating
a family mission statement, or planning a significant family event.
As a part of a sensible plan, it should have a leader or point person,
specific measurable objectives, and, where appropriate, a budget.
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In the cases where a goal needs significant funding, there
are additional financial issues that must be taken into account
to ensure that the goal is accomplished. As a starting point, it is
helpful to think of wealth not as the value of the total capital, but
rather as the generator of future cash flow to meet the family’s
objectives.

Hierarchy of Goals

One classical way to think about family goals is reflected in a “hier-
archy of needs” framework. There are basic financial needs that
all families must meet in one way or another. These include basic
necessities, emergency needs, and other lifestyle spending. For
most wealthy families, these goals are achievable based on their
income or availability of capital (see Figure 6.1).

Beyond the basic needs, there are optional goals that fami-
lies will try to meet based on the degree of surplus capacity in
their wealth and the relative priority of the objectives. These can
include discretionary spending, legacy, and charitable goals, among
others.

Investment Risk

A Dynastic Aggressive Strategies
Dynastic

Passive

Philanthropic Philanthropy

Balanced Growth Portfolio

o Changes in Dynastic .
Flexibility Lifestyle and Active Balanced Portfolio

Philanthropy

Personal Lifestyle Tax-Efficient,
Conservative Portfolio
Risk taken only to
preserve long-ferm
purchasing power.

Shelter and Food

This design, initially proposed by Meir Statman, illustrates
the fact that we have different views of risk for different goals.

Figure 6.1 Investment Risk Pyramid
Source: Jean Brunel, Brunel Associates, "Goals-Based Wealth Management in Practice, CFA
Institute Wealth Management Conference, March 2012.
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Lifetime-Legacy Approach

Another valuable goals-based approach is the lifetime-legacy frame-
work. This is a method of identifying goals, evaluating risk, and
determining appropriate investment policies based on the unique
needs and financial circumstances of each family. Here, we catego-
rize families’ objectives (and the assets required to meet those goals)
into two broad categories: lifetime and legacy. In an essay entitled
“The Why of Wealth Management” planning pioneer Ross Levin
uses the illustration in Figure 6.2 to show the distinction.

Lifetime Requirements

Lifetime financial needs are those that will need to be funded
during the lifetime of the wealth owners. Typically, they will also
be the highest-priority and most near-term goals and can include
maintaining current lifestyle needs, keeping an emergency fund
or “dry powder” liquidity, funding children’s activities, and the
like. Normally, these commitments are ones that the family has
decided they do not want to put at risk. As such, many families will
choose to assign relatively safe assets to meet these very certain
commitments.

A present-value calculation of net lifetime expenditures will
generate an estimated amount of capital that will be required to

Lifetime Legacy

Today

Inheritance
Retirement Tomorrow
Bequest

Figure 6.2 Lifetime and Legacy Requirements
Source: Ross Levin, "The Why of Wealth Management,” in The Investment Think Tank, ed. Harold
Evensky and Deena Katz (Princeton, NJ: Bloomberg Press, 2004), 357-364.
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fund them. While this is an inexact science because of the difficul-
ties in forecasting expected future cash flows (and potential invest-
ment returns), it does provide some guidance for the family on
the order of magnitude of capital that will be required to fund the
highest-priority and nearest-term objectives.

It also allows families to set aside funds (physically or notion-
ally) to ensure that specific objectives are looked after, reducing
the worry that they will have to compromise their spending during
their lifetime.

Lifetime assets (allocated to funding the lifetime needs of the
family) will typically have a lower risk profile because at least some
of the planned spending will be relatively near term and probably
quite high priority for the family. The assets a family has to set aside
to fund all lifetime requirements will depend on how much the
family plans to spend, for how many years they plan to keep spend-
ing, and what kind of risk they are willing to accept to achieve the
targeted rate of return.

In fact, the more conservative assumptions a family uses in
terms of both expected spending and investment returns, the
higher the probability that they will meet their lifetime goals.

Legacy Goals

Once the lifetime objectives have been provided for, the balance of
the capital is available to be used for other purposes, even to meet
needs arising after the lifetime of the wealth owner. These legacy
goals are designated as such because the money is no longer solely
for the wealth owner but rather for someone else or something
other than current or planned personal use. Legacy goals typically
include funding future generations and charities.

Assets designated for legacy purposes typically have very long-
term horizons and can be invested with a higher risk profile and
the potential opportunity for higher returns. Many families also
think of legacy goals as more “optional” than lifetime obliga-
tions. For instance, some families plan to leave the balance of their
wealth to the children and charities.

As the wealth management plan is developed, the next step
in goal setting is estimating how much the various goals will cost,
to see if the goals are all in fact financially achievable given the
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Matching Lifetime and Legacy Goals
and Investments

Most investors have lifetime needs and legacy plans. But many
investors are filted in one direction or another. Lifetime investors are
primarily focused on managing their assets to fund their own life-
styles and those of their immediate families and/or to fund chari-
tfable and gifting goals within their lifetime. Legacy investors have a
much longer term orientation. They may have more than sufficient
funds for their lifetime and are investing with the intention of funding
multiple generations.

Lifetime and legacy investors are divergent in investor profile, and
generally have different attitudes toward risk, liquidity, and term of
investing, the three core fenets of an approach fo investment. Here
are the various elements:

Element of Investor Profile Lifetime Investor Legacy Investor
Term of investment Short Long

Liquidity preference High Low

Risk appetite—tolerance Low High

of short-term volatility

Risk appetite—tolerance Low Low

of long-term capital loss

Income need High Low

Growth focus Low High

Target return High Range

While both types of investors may have a more balanced port-
folio, their principal purpose and selection criteria may differ substan-
fially, resulting in quite different portfolios in the end.

family’s asset base, investment capability, spending plans, and distri-
bution policies.

Some of these factors are easier to estimate than others.

Less predictable factors will also need to be considered, such as
investment returns, expected inflation, changes in asset values, and
how long an income stream or expense requirement will last.
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Combining Lifetime and Legacy Assets
in a Single Porifolio

Although the two concepts of lifetime and legacy purpose may be
fundamentally different, the resulting portfolios may have some
overlap. Both may include a mix of traditional, real, and alternative
assets, albeit in different proportions.

Families have a choice of either managing the portfolios sepa-
rately, through separate accounts or different legal entities, or
managing the combined set of assets on an integrated basis. For
purposes of simplicity and overall risk clarity, the dual-purpose
portfolio can be managed on a consolidated basis, simplifying
interactions with brokers, tax authorities, and the like, so long as
the requisite separation is preserved where needed to achieve the
defined purposes.

If one were to consolidate the two portfolios, the illustration in
Figure 6.3 shows how the two portfolios might look on their own,
and on a combined basis.

Determine the Family Balance Sheet
and Range of Potential Options

Once the family’s goals are well understood and have been cali-
brated, the next step is taking an inventory of the family’s overall
financial affairs and the capacity to manage the wealth to fulfill cur-
rent and future purposes.

Most corporations and institutions use a balance sheet to assess
their current financial position and test the likelihood of the achieve-
ment of their future objectives. A family can benefit from using the
same analytical and assessment tools, adapted for the family context,
as part of a robust and effective wealth plan. Just as each company
has a balance sheet and “balanced scorecard” with both tangible and
intangible assets and liabilities, so does a family have its own balance
sheet of financial and nonfinancial assets and liabilities. For the fam-
ily, assets are relatively straightforward, liabilities less so.

The Family Balance Sheet

On the left side of the balance sheet, the family lists their assets
(see Figure 6.4). A private wealth balance sheet includes tangible
assets (investments, personal assets, and family business) as well as
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Figure 6.3 Sample Lifelime and Legacy Porifolios
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intangible or “soft” assets (human capital, deferred compensation,
and expected inheritances). Human capital represents the present
value of the expected earnings stream and capital creation from
employment or entrepreneurial activity, as well as the skills the fam-
ily has to manage and grow their wealth.

On the right side of the balance sheet are the current liabilities
and future commitments. For most wealthy families, their liabilities
are not actually debt. Rather, they are funding plans for goals the
family has set or, in some cases, financial commitments they have
made. These commitments are normally selfimposed, but must be
funded by income or assets nonetheless.

Implied liabilities typically include the following categories:

® Lifetime spending. This is simply the cumulative annual spend-
ing plans of the family over the lifetimes of the relevant

Family and Liabilities, Commitments,
Financial Assets and Surplus

Financial Assets Debts and Embedded Leverage
Tangible Personal Assets Mortgages

Family Human Capital Personal Liabilities
and Capabilities and Commitments

Special Family Holdings Lifestyle Maintenance
(e.g.. Real Estate)

- - Dynastic Goals
F ly B
(e.g.. Multigenerational Funding)
Distributions /Expected Other High-Priority Goals
Inheritance (e.g., Philanthropy)
Stock Options/Deferred
Compensation

Figure 6.4 Family Balance Sheet

Source: Stephen Horan, “Asset-Liability Management for the Private Client: Lessons from Pension
Plan Managers,” CFA Institute, Canadian Private Family Office Invitational, Banff, Alberta, June 15,
2012, 5 (authors’ additions).
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family members. An appropriate amount of capital, assum-
ing a reasonable discount rate on the future spending and
consideration for inflation, should be notionally allocated to
cover this planned spending.

® Bequests and gifts to heirs. The wealth owners may wish to iden-
tify a certain minimum or target amount of funds that will be
allocated to their current and/or future heirs. The liability is
the current amount of capital (based on reasonable growth
assumptions) that will need to be allocated to fund this liabil-
ity. Some families will choose to identify only specific liabili-
ties to fund and then will bequeath “whatever is left” (i.e., the
surplus of assets over implied liabilities).

® Generational funding. Some families want to fund many
generations of family members for a certain lifestyle or level
of wealth. The decision as to how many generations they
want to fund and how much each beneficiary will receive
will have a significant impact on the liability they need to
fund. The capital that would be needed to fund 10 gen-
erations as opposed to one single generation would be
enormously different in obligation and required capital
commitment.

® Charitable donations and bequests. Similarly, plans to fund phil-
anthropic projects or a foundation, either during the family
members’ lifetimes or upon their deaths, must be taken into
account and funded. In some cases, these are explicit com-
mitments (such as a charitable bequest in a will) and in other
cases they are simply the implied liabilities of an intended
donation.

® Large investments or purchases. Any anticipated large pur-
chase or investment must also be planned for and ultimately
funded by assets. This could include plans to fund a business,
buy a recreational property, or fund a family bank.

It is important for each family to determine the relative impor-
tance and priority of its goals and commitments and notionally (or,
in some cases, explicitly) assign existing investment capital to fund
these amounts.

Lifetime spending is normally viewed as nonnegotiable and so
will require the first assignment of capital. The relative importance
of other goals will depend on each family’s own preferences and
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Different Goals May Need Different Types of Funding

It goes without saying that the goals families set are not static and
can change (sometimes dramatically) over time. A wealthy family will
often have substantial flexibility fo defer, reprioritize, or even eliminate
one of their optional goals if circumstances change. It is important to
reassess the family goals on a regular basis and readjust the family
balance sheet as needed.

The Calderon Example

Jose and Maria Calderon own a produce distribution business.
They have two adult children and four grandchildren. The business
has recently been valued at $200 million, net of all expected taxes
payable on a sale of the company. They own three homes worth a
combined $20 million. Their investments are worth $130 million—$30
million in cash and fixed income, $50 million in listed equities, $15 mil-
lion in real estate, and $35 million in private equity.

Jose and Maria spend $1 million per year, which they want fo
contfinue fo do throughout their lifetime. Based on a reasonable
assumption of inflation and modest investment returns (from a low-
risk asset class), a capital allocation of $25 million of capital would
fund this particular liability. This lifetime spending plan is a very high-
priority goal for the family, so it will receive the first *notional” capital
allocation and the capital will be invested with low risk.

The couple wants fo leave a legacy to future generations upon
their death and would also like fo leave significant funds to charities, if
possible. Again, based on reasonable investment return and inflation
assumptions, the present value of these goals are $200 million and
$50 million, respectively.

On the basis of this information, the family balance sheet looks
like Figure 6.5.

As you can see in this example, the family should be able to
fund all of these liabilities. However, these calculations rely on
assumptions of returns and inflation, and such forecasts can, of
course, be unreliable, making the achievement of the goals uncer-
tain. (Conservative assumptions for investment returns and the abil-
ity to contain spending will help prevent disappointment.)

Also, in the example, there is a surplus of assetfs over liabilities
that can act as a buffer against poor returns or higher spending or
inflation than forecasted. In some cases, however, the implied liabili-
fies can be larger than the family’s assets, so the goals (or liabilities)
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must be prioritized. If, for instance, the family was keen to fund many
more generations and the present value cost was calculated as $300
million (vs. $200 million), there would be a deficit of $25 million in the
discretionary funds account.

The family might reset priorities on their goals as follows, fo ensure
that the top-priority goals are funded:

Living expenses Top priority
Bequests High priority
Philanthropic Optional

A balance sheet is a helpful construct here to evaluate families’
current and future financial health. In particular, the asset-liability
matching framework puts the focus clearly on the family’s goals and
helps to ensure that there will be funding available to meet the objec-
fives when the time comes.

Goals and Commitments/

Assets ($min) Surplus ($min)

Homes $20 Living expenses $25
Cash/Fl $30 Bequests $200
Equities $50 Philanthropic $50
Real eafate $15 Total goals and $275

commitments
Private equity $35
Business $200 Surplus $75
Total assets $350 Total goals and $350
commitments
surplus

Figure 6.5 Calderon Family Balance Sheet

priorities. The more goals a family puts in the “high-priority” cate-
gory, the more “liabilities” they will have and the less discretionary
wealth they will have for other purposes. This may reduce the amount
of risk the family will be able to withstand in their overall portfolio.
This balance sheet approach is a helpful method by which to
determine investor goals and then build an asset mix that is most
likely to meet these goals, depending on their relative priority.
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Key Questions for Family Investors

Following are some of the questions family members will want to
ask themselves as they create their family balance sheet:

* What are the family goals? Can they be afforded given cur-
rent and expected assets and liabilities? What cash flow fund-
ing will they require?

* How much certainty does the family want that those goals
will be met? How far into the future will they need to be met?

* What are the family’s assets? What cash flow can they gener-
ate? How likely are the assets to be able to fund plans and
commitments when needed?

¢ Will there be sufficient cash flow to fund all of the objectives
and aspirations?

¢ Is there a gap between liabilities and assets? How will the
gap be addressed? Or will goals have to be prioritized or
deferred?

® Does the family have surplus assets? What is the purpose of
those surplus assets?

* How is the family balance sheet likely to change over time
and over generations?

The Implications of Differing Investment Philosophies:
“Egg Farmers” versus “Chicken Farmers”

James Garland

An amusing metaphor for different investment goals and their practi-
cal implications can be seen in the comparison of “chicken-farmer
investors” and the other “egg-farmer investors.”

On the farm, chicken farmers own chickens to sell them.They care
very much about the market value of chickens. However, egg farmers
own chickens for the eggs those chickens will lay. Egg farmers care
very much about the quantity of eggs.

Now move from farm to finance. Chicken-farmer investors buy
securities with the intention of selling them, and they care very much
about the value of their “chickens” (i.e., their securities). However,
egg-farmer investors own securities in order to enjoy the dividends
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and interest (i.e., the “eggs”) that those securities will produce. Simply
put, chicken-farmer investors spend income and principal, while egg-
farmer investors spend only income.

Most investors are chicken-farmer investors—they're investing typi-
cally for retirement and may spend everything by the fime they die.
Only a few fortunate ones have sufficient capital to become egg-
farmer investors (i.e., fo live off just their income). While each type of
investing requires a very different mind-set, the media and Wall Street
both ignore egg-farmer investors, perhaps because their numbers
are so small.The media and Wall Street give investors a one-size-fits-all
package of advice and products designed just for chicken-farmer
investors. As a result, many egg-farmer investors are confused and
think they are chicken farmers.

These two groups of investors differ in many important ways.

* Market values. While chicken-farmer investors care very much
about market values, egg-farmer investors care very little. The first
group wants market values fo rise.The second group is happy
when market values fall. When prices fall, the capital gains tax
cost of making changes, as a fraction of the capital involved,
falls as well. Furthermore, many investment managers charge
fees based on market values. When market values fall, manag-
ers receive less, and the investors keep more.

* Risk. For obvious reasons, “risk” for chicken-farmer investors
means market declines—and market values are both volatile
and unpredictable. On an annual basis, the Standard & Poor’s
(S&P) 500 market value has declined in 17 of the past 60 years,
and in 11 of those years the declines were more than 10 per-
cent. However, for egg-farmer investors, “risk” means a decline in
income. On an annual basis, S&P 500 dividends have declined
in only 6 of the past 60 years, and in only one year was the
decline greater than 5 percent.

* Capital gains faxes. Chicken-farmer investors have no option—
they'll face capital gains taxes (or even ordinary income taxes,
for capital held in refirement accounts) as they sell securities.
However, for egg-farmer investors, paying capital gains taxes is fo
some extent optional. Egg-farmer investors can be buy-and-hold
investors if they so choose. Chicken-farmer investors consider
capital gains taxes an inevitable cost of doing business. Egg-
farmer investors consider capital gains taxes an avoidable (or at
least optional) expense. Each time an egg farmer pays capital

(continued)
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gains taxes, he or she surrenders income-generating capital. He
or she loses some egg-laying hens.

Asset allocation. For chicken-farmer investors, for whom price vol-
atility equals risk, cash is the safest asset, followed by bonds and
finally by stocks. For egg-farmer investors, whose risk is related to
uncertain income streames, just the opposite is true. The S&P 500's
dividend stream historically has been far more stable and pre-
dictable than its market value. Stocks are low-risk investments for
egg-farmer investors. Not so for chicken-farmer investors.

The mind-setfs of chicken-farmer and egg-farmer investors are

very different. Consider the following widely held beliefs:

Chicken Farmer's Adage Egg Farmer's Response

Watch stock prices. Don't bother.

Price volatility equals risk. Not for us.

Taxes are inevitable. Taxes are controllable and sometimes
even avoidable.

Up markets are good markets. Not for us.

Cash is a low-risk investment. Not for us.

Stocks are high-risk investments. Not for us.

Egg-farmer investors can ignore what they read in the press and

on Wall Street. It's mostly noise anyway—and what’s more, for egg-
farmer investors, it's irrelevant noise.

James Garland recently retired as president of the Jeffrey Company, a private family
investment firm in Columbus, Ohio, and now serves as chairman emeritus. Earlier, he
worked for a money management firm in Portland, Maine, and before that at NASA's
Goddard Space Flight Center in Greenbelt, Maryland.



CHAPTER

Structuring Assets
and Aligning Investments
to Serve Multiple Purposes

amily wealth almost always has multiple purposes, and substan-
tial wealth carries with it the potential to serve multiple genera-
tions as well. As such, the structuring and oversight of family wealth
should clearly reflect these different purposes and support the real-
ization of a family’s long-term financial objectives.

Asset structuring can be employed to serve multiple purposes:
institutionalizing family values, limiting risk and distribution to
allow wealth to endure across multiple generations, and creating an
opportunity to fund nonfamily philanthropic ventures.

Multiple Nonfinancial Purposes
to Consider as Well

Financial capital can be invested for lifetime use or legacy purposes,
for income or capital preservation, for family or philanthropy, or
for one individual or group within the family or another.

The financial factors in generational planning are key consider-
ations, but there are many other factors to consider as well. Equally
important are the personal issues of avoiding loss through litiga-
tion, marital disputes, profligate or incapable heirs, family discord,
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economic upheaval, and even expropriation due to political or
other unforeseen events. Careful planning can help ensure that
family wealth is successfully protected and preserved across many
generations and through many economic challenges.

While not all risks and disasters can be anticipated and man-
aged in advance, a sound approach to the structuring and admin-
istration of family assets can provide protection from many of the
established patterns and risks that have brought down wealthy fami-
lies over time. Effective structuring can thus enhance both an indi-
vidual life and the collective future of the family.

Dividing the Pool

Whatever the purpose and division, many forward-thinking fami-
lies are now allocating their assets into separate groupings, man-
aged accounts, or separate legal entities. These distinct pools of
family wealth are all managed to achieve a specific set of objec-
tives and are accounted for separately. This can lead to infor-
mal allocations within existing pools of financial assets, or the
establishment and maintenance of a coordinated set of specific
accounts, corporate entities, trusts, partnerships, limited liability
companies (LLCs), and other entities.

The various “buckets” of assets within the pool of family wealth
need to be identified and can be addressed, based on the following
steps:

® Divide wealth into meaningful separate pools, each with a defined
purpose and specific beneficiary. These may include business ver-
sus financial assets, income versus. wealth preservation, per-
sonal versus family assets, income and distribution needs,
lifetime versus legacy, family versus philanthropy, siblings
or children, living beneficiaries versus future generations,
branch versus generational allocation, and any other aspect
relevant to the overall approach.

® Allocate the family capital into the buckets. Families then need
to determine how much goes where and how high a priority
each objective represents. Unfortunately, there is not much
science to the answer. It depends very much on each family’s
goals and an estimate of the future cash flow (and current net
present value of capital) required to fund the defined goals.
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* Outline the appropriate investment strategy for each goal/category.
Investors need to determine what the best investment strat-
egy is to their overall goals for each pool, based on the cur-
rent and anticipated capital market environment.

* Ensure the various individual portfolios are optimized at the fam-
ily level. Investors need to ensure that the overall portfolio
makes sense from a risk, return, and diversification stand-
point once the various buckets are totaled up.

® Decide on appropriate structures to serve family, tax, reporting, and
control issues. In the context of overall portfolio and fam-
ily objectives, minimizing current and future taxes is one of
the major traditional purposes of family asset structuring,
although not the only one.

The list of structuring objectives is long, and the practical
opportunities available for structuring to achieve those objectives—
trust, foundation, corporate, will, custodial account—varies enor-
mously by country and the nature of its fiscal, legal, and judicial
systems.

Institutionalizing Values and Opportunities
across Generations

Some families employ these structures to achieve specific objectives
linked to family values or cultural standards across generations.

By linking access to family wealth to a defined set of behav-
iors or accomplishments (e.g., finishing college, demonstrating
a “work ethic” lifestyle, or maintaining certain family traditions or
assets), family leaders can channel some or even all of their wealth
to preserving valuable assets, and do their best to help to protect
future generations from the “dark side of wealth” that can be so
destructive.

Also, in a world of ever more “unknowns,” characterized by
events and risks that cannot be predicted, placing some money into
a safe harbor to be applied only for the health, education, and wel-
fare of individual descendants can ensure that, no matter what hap-
pens to the rest of the family wealth, future generations will always
be able to be safe, well-housed, and receive a good education—the
first steps on the ladder back upward in every society—no matter
how far the family’s other fortunes have fallen.
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The "HEW Trust”: A Practical
Model of Legacy Planning and Values in Action

A few families, currently wealthy but also gazing thoughtfully into an
uncertain future, have taken a very farsighted approach that both
preserves opportunities for future generations and enshrines their
values in a formal asset structure to hold a defined set of long-term
assets.

The approach they have taken is to carve out a certain portion
of current family assets, say 10 percent, and put the resources into
a perpetuity trust or similar vehicle in order to provide funding for
the health, education, and welfare needs—hence the "HEW” fitle—of
future generations whose parents or other family members may have
lost the money that ordinarily would have come fo them in a direct
bloodline transfer or inheritance.

The bulk of the family wealth may stay in branch or generational
frusts, or in a single pooled portfolio, but the availability of increas-
ingly expensive health care, private education, and other needs
specific to each family member are guaranteed from this carved-
out sum of money, structured, and managed separately from the
main body of the wealth.The investment strategy for such a trust or
managed account is offen more conservative than that of a main
portfolio, perhaps more in line with the investment parameters of
a philanthropic foundation than a more adventurous family trust
corpus.

Thus, patriarchs, matriarchs, and their families know that no mait-
fer how profligate or unfortunate any one branch or generation may
be, their descendants will be safe from the financial costs of an eco-
nomic or personal health-related disaster, can always count on a
high-quality education, and may access funds to address special
needs, drug counseling, and any other unpredictable problem life
throws in the path of members of future generations.

See Figure 7.1 for a sample asset structure with an HEW frust.

Similarly, providing funds for the continuing ownership and
upkeep of a family home, or funds to cover travel to and from an
annual family meeting, can ensure that a family’s sense of place,
harmony, and unity can be carried forward over time as well.

A brief summary of common vehicles and approaches follows.
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Figure 7.1 Health, Education, and Welfare (HEW) Trust

Trusts

Essentially, trusts can be thought of as three-way contracts that
regulate the relationships among the settlor, the trustee, and the
beneficiary.

One of the mainstays of Anglo-Saxon tax and estate planning, the
trust is a well-established approach to long-term wealth structuring,
where each trust has a set life and operates to a set of general prin-
ciples and specific documents, usually including a deed of settlement
(establishing the trust) and a letter of wishes (guiding its operation).

Trusts are well-suited to manage tax and transfer wealth effec-
tively, build in future distribution of funds in line with the specific
wishes of an individual, delay transfer of funds if certain conditions
are not met, and achieve a whole host of other purposes. A typical
trust with multiple objectives could, for example, transfer available
funds (after taxes, portfolio costs, and inflation) to an intended
beneficiary only upon that person’s reaching the age of 25 or 35
and completing a degree from an accredited university.

Matching Form to Purpose

Trusts can take many forms. They can be onshore, offshore, special
purpose, foreign grantor, revocable (allowing the settlor to cancel the
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trust at his or her discretion), or irrevocable. Many favorable tax treat-
ments require a trust to be irrevocable to qualify for tax exemptions.

There are other variations on the theme: contingent trusts,
incentive trusts, charitable trusts, blind trusts (about which the
beneficiaries have no detailed knowledge of investments or con-
trol over fund management), a rabbi trust (which has been used
to defer U.S. taxation under certain circumstances), a freezer trust
(which specifies a preset maximum value of assets, beyond which
another vehicle is required to capture any excess value), and other
creative approaches.

One of the major purposes of a trust structure is to provide
vehicles to skip ownership of assets in every other generation in
order to avoid inheritance tax and other fiscal liabilities. For exam-
ple, by leaving his assets to a grandchild, a grandfather in some
jurisdictions can still avoid one generation of death duties or trust
restructuring costs.

Treatment of generation skipping varies enormously from one
country to another. In the United States, for example, transfers into
a trust are subject to a gift tax, and any subsequent generation skip-
ping may be subject to a “generation-skipping tax”—a very costly
double whammy.

An example of a traditional trust structure, with a master trust
and subsidiary individual trusts, is illustrated in Figure 7.2.

Anstalts and stiftungs, Germanic speaking countries’ equivalent
of the Anglo-Saxon trust, function in much the same way as a trust,
but are regulated by different bodies and according to rules spe-
cific to the low-tax jurisdictions adopting these structures.

Corporate
Trustee

Family Master Trust
(Traditional Jurisdiction)

Family Member
Trust A

Foundation ’[ Family Business ]

Figure 7.2 Traditional Trust Structure
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Corporations and Companies

Corporations in various jurisdictions can also play an important
role in tax and legal plans for families of substantial worth. Many
families will have a corporation in one jurisdiction underneath a
trust from another, with a private trust company incorporated in yet
another jurisdiction.

Corporations have the advantage of protecting owners against lia-
bility, are not constrained by trust deeds and documents, and are not
subject to the imprecise rules of trustee stewardship. They do have
disadvantages, however, including directors having fiduciary duties,
and a requirement for audits and disclosures on an annual basis.

Parinerships and Dedicated Fund Structures

Partnerships, either general or limited, can also be employed to
achieve specific structuring purposes related to tax, liability, and
disclosure. Many private equity investments, for example, are struc-
tured as partnerships, with the managers being the general partners
(GPs) who operate the fund, and financial investors being the lim-
ited partners (LPs) who receive their economic benefits without the
full set of broader rights and responsibilities of the partnership GPs.

LLCs and LLPs

Limited liability companies (LLCs), often used in the United States
for tax planning and risk management, are legal corporate entities
with limited liability that provide for much of the benefit of a cor-
porate entity without the unlimited liability on the part of the direc-
tors. Limited liability partnerships (LLPs) have the same liability
protection, along with the additional advantages and disadvantages
of a partnership vehicle.

Other Vehicles

The list of asset structuring options does not end with these tradi-
tional vehicles. Captive insurance companies, fully owned fund
companies, segregated portfolio companies, protected cell compa-
nies, family investment holding companies, and other such exotic
vehicles may also play a role in a family’s structuring plans.

As many trust and incorporation jurisdictions are now actively
competing for business, offering different supervisory regimes and
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registration requirements, it can be worth shopping around to find
the best terms and the most suitable jurisdictions.

It is also advisable to employ an expert lawyer, accountant, or
tax practitioner, as the opportunities and risks of different jurisdic-
tions can change rapidly. The full benefits of such new and attrac-
tive opportunities as Singapore and New Zealand trusts, which can
come along with embedded private trust companies, may not be
fully visible to any but the most up-to-date professionals. Similarly,
in the United States, Nevada and New Hampshire may provide
attractive options as their rules evolve and as they invest to create
particularly welcoming jurisdictional characteristics for both trust
settlors and beneficiaries.

Multijurisdictional Approaches

Although all trusts, corporations, and partnerships are regis-
tered and “resident” in a single jurisdiction, most asset structuring
approaches for very wealthy families, especially those outside the
United States, are multijurisdictional in nature. This provides the
benefit of general asset structuring by itself and the risk manage-
ment benefit of diversification as well.

For families seeking to avoid undue scrutiny and preserve family
privacy, a multijurisdictional approach has many advantages. In addi-
tion to sheltering income and assets from taxes, litigation, and other
risks, a multilayered approach can make it very difficult for corpo-
rate rivals, journalists, or other unauthorized parties to discover the
extent and nature of a family’s wealth and businesses.

A number of countries offer significant immigration tax incen-
tives to entice wealthy individuals to come to that jurisdiction. For
instance, Canada targets educated, high-networth immigrants. It
has an immigration trust structure, which can result in an immi-
grant’s paying no Canadian income tax for five years after becoming
a Canadian resident, and provides a “step up” on the cost base of an
asset upon immigration, such that capital gains made prior to arrival
will never be taxed in Canada. Canada also offers a dynasty trust (or
“granny trust”), wherein if a non-Canadian relative contributes all of
the assets to a trust and the trust remains nonresident, the trust can
distribute capital tax free to Canadian beneficiaries, effectively forever.

In setting up an international asset structure, or even a com-
plex domestic approach, members of wealthy families would be
well-advised to think through the benefits of a diversified approach
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Figure 7.3 Diversified Structure

to asset structuring and trustee or director roles. Although setting
up more than one system of interlocking companies and structures
is more expensive and cumbersome than working under a single struc-
ture and trustee, the longer-term benefits of multiple trust and juris-
dictions may well be worth the incremental setup and operating costs.

A more diversified approach to a wealthy family’s affairs could
look as shown in Figure 7.3.

It should also be pointed out that the increasingly prevalent
GAAR (general anti-avoidance rules) legislation (which is com-
ing into effect in the United Kingdom, and already present in
Australia, Canada, and other jurisdictions) may eventually reduce
the value of many traditional structuring approaches. Essentially
driven by a notion that any asset structuring approach that is done
for “tax purposes” may be considered abusive and no longer effec-
tive, GAAR principles may reduce the value of many formerly
acceptable approaches to asset protection and wealth planning.

Tax Obligations and Options

One of the primary purposes of a structured approach to family
asset and wealth management is to minimize taxes wherever pos-
sible. This objective, adopted in virtually all countries around the
world by wealthy families, may involve both onshore and offshore
asset structuring.

Although periodically criticized by governments, politicians,
and economists, the world of effective asset structuring is entirely
legal, correct, and even blessed by one of the greatest legal minds
in the history of American jurisprudence.
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Judge Learned Hand specifically encouraged individuals and
families to undertake advantageous tax planning in his famous words:

Anyone may arrange his affairs so that his taxes shall be as low
as possible; he is not bound to choose that pattern which best
pays the treasury. There is not even a patriotic duty to increase
one’s taxes . . ., for nobody owes any public duty to pay more
than the law demands.! [bold added]

Taking advantage of all opportunities to manage wealth on an
after-tax basis across multiple generations is an essential part of long-

term wealth preservation for every family in virtually every country.

Types of Taxes

On the tax front, income, gift, and capital gains tax; inheritance tax
or death duties; property taxes; and wealth tax can play different
roles in tax management depending on the nationality, residence,
domicile, and asset profile of the family. Figure 7.4 shows the his-
tory of top inheritance tax rates in three major countries over time.
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Figure 7.4 U.S., UK, and German Inheritance Tax Rates, 1900-2010
Source: Thomas Piketty, "Inequality in America,” Columbia University, Lecture, September 27,
2012, 29.

"Marvin A. Chirelstein, “Learned Hand’s Contribution to the Law of Tax Avoidance,”
Yale Law Journal 77, no. 3 (January 1968): 440-74.
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Citizenship as a Risk Management Decision
and Wealth Management Tool

Wealthy global families are becoming increasingly aware of their
need for a well-thought-out citizenship and residency strategy fo
protect their wealth and to safeguard their freedom of movement.
In the uncertain world facing us foday, prudent families understand
the importance of keeping their options open and having multiple
passport choices.

Those who have started to examine this complex subject will
have found that the problem is not the lack of options. Rather, it is
identifying the right ones and, probably more important, avoiding
the wrong ones. For instance, how do you find a place that is safe,
stable, and free? That is livable, accessible, and cosmopolitan? That
offers “first-world” health care, education, culture, and services? That
is business friendly, family friendly, and privacy friendly? That offers
tax advantages and the opportunity to preserve family wealth? And,
just as important, is likely to retain all these features in the future—
both in the near term and over the many ensuing generations?

As the world’s economies continue to globalize and integrate, more
and more wealthy families are recognizing that citizenship is more than
just a nationality inherited at birth. In fact, citizenship and residency are
powerful, strategic assets that can be acquired or given up in order to
create a better life for themselves and their families. Citizenship is really
about family, safety, and choices.

Threat 1: Resirictions on Mobility

All over the world, affluent businesspeople who thought they had the
freedom to travel have found themselves facing unexpected restric-
fions. If you look at the first page of your own passport, you'll see that
it's not yours—it belongs to the government.

The government and its courts (even in civil or matrimonial litiga-
fion) reserve the right to take it away at any time. How would your
life be affected right now if they did? Today, wealthy families freasure
mobility. Prudent high-net-worth individuals and families are increas-
ingly seeing the value of a second passport and a second home and
a strategy to ensure they have the right combination of citizenships
and residencies to meet their needs and give themselves the ability
to "make the world their oyster.”

(continued)
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Threat 2: Increasing Taxation

After a number of years of tax reductions in many countries, including
the United States and the United Kingdom, the drums of significant
fax increases are beating again, particularly in the wake of signifi-
cant government spending fo bolster their financial institutions and
economies in the latest credit crisis. The wealthy are likely to be the
fargets of the tax increases as populist sentiment confinues to take
hold in economies around the world.

Threat 3: Family Law and Divorce Settlements

Prenuptial agreements can be attacked in many jurisdictions. The
best way fo preserve a family’s wealth is fo make sure they have resi-
dency or domicile in a country that takes a hands-off approach fo
divorce and upholds legitimate prenuptial and trust arrangements,
so they can make appropriate and sustainable decisions regarding
marriage and divorce.

Of course, it takes fime and specialized expertise to identify which
countries provide the best combination of security and opportunity
for each client. And once families do identify the most likely jurisdic-
fions, it's not always easy or cheap o get the citizenship or residence
they are seeking; qualifying for those citizenships can fake years.
Selecting the right portfolio of passports for each family is a job for
experts who understand the tax, financial, and mobility needs of busi-
ness families. To maximize their security and freedom, they also need
advisors who know the pros and cons of multiple citizenship and resi-
dency opportunities around the world.

In fact, getting this right may be the most important fac-
for in determining whether wealthy families maintain and grow
their wealth over their lifetime and future generations. It is worth
remembering that the decisions made by our own ancestors to
move from their country of origin had a profound effect on the
course of not only their own lives, but those of the generations that
followed them.

Source: Tom McCullough, Scoft Hayman, Jonathan Garbutt, and David Lesperance,
“Canadian Citizenship: The Wealthy Global Family’s Safe and Tax-Efficient Alternative,”
Northwood Family Office white paper, October 2009.
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Marital Issues

Marriage and the nuclear family, the basic building blocks of every
society and civilization, can also provide a great source of discord
and threat to family wealth and well-being if they do not work out
as planned.

With national divorce rates surpassing 40 percent in some
European countries and in the United States, family leaders
would be well-advised to think through in advance the various
options available to protect family wealth from any future marital
complications.

Even if there is no divorce or difficulty in a marriage, the
addition of in-laws can be, for some families, a great source of
aggravation and difficulty.

Many family structures are put in place with a potential divorce
in mind at a later date. Hopefully never needed, anticipating ever
more likely events can be a sound investment in the long-term pro-
tection and preservation of family wealth.

Aligning Investment with the Purpose of Structure

As each structure is set up, there is an opportunity to align the
investment content with its broad purpose.

Trusts in need of income can best benefit from income-generating
assets such as corporate bonds, dividend stocks, property, infra-
structure investments, energy projects, and other similar financial
and real assets.

However, entities set up for multigenerational wealth preserva-
tion and growth could focus more on long-term investing, with a
portfolio of different stocks or manager styles (or market exchange-
traded funds), longer-term (and hence higheryielding) bonds, and
adding a larger portion of alternative assets and property invest-
ments, creating a portfolio that takes on more risk and is character-
ized by less liquidity.

Examples of different approaches to investment to achieve dif-
ferent purposes can be found throughout this book, and family
investors would be well counseled to review the purpose of a trust
or bequest and ensure that the structure, process of administration,
risk management, and portfolio of assets are all fully up to date and
aligned with the fundamental purpose of the family involved.






CHAPTER

Integrating the Family Business
into Wealth Management Strategy

any family leaders and family office chief investment offi-
cers (CIOs) make the mistake of leaving the family business out of
their thinking about family wealth management.

This may be due to a separation of responsibilities within the
family, or because the focus of the family office is solely on the invest-
ment of liquid wealth, or the family keeps the main business aside as
a single entity subject to a different ownership structure, governance
participation, and management approach.

In most cases this is a mistake, despite the good intentions of the
leaders and advisors involved. To optimize family wealth over time, it
is crucial that the family business be included in financial and wealth
planning strategies. Of course, it is also vital that the family business is
well run, that the leadership is smoothly transitioned from one leader
to another, that its value is enhanced, and, if appropriate, that its
value is realized through a sale, partial sale, or listing of the company.

At the same time, a family business can play an integrated role
in the family wealth portfolio, bringing with it such issues as capi-
tal and income contributions, cash and debt drawdowns, risk, cash
flow, leverage, currency, sale timing, family role definition, and
other considerations common to all assets in the portfolio.

For many families, the vast bulk of their wealth may be tied up in
a family business. The sheer magnitude of the value at hand makes it
impossible to leave out any financial calculation or consideration.
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Definition of a Family Firm

Although there is no fixed definition of a family business, academic
literature would define a family business as “a venture in which the
majority of the ownership lies within a family (and its branches)
and where two or more family members are directly involved in the
management.” A stricter definition would be that the business “has
experienced a transfer at least once to the succeeding generation
of family owner-managers.”

This is different from a private or entrepreneurial business, in
which one person controls an enterprise, but it does not involve the
“family” in the wider sense.

Evolving Role Across Generations

Although some families keep their core businesses operating suc-
cessfully across multiple generations (the Antinori wine family in
Italy is celebrating 26 generations of family ownership of the busi-
ness, for example), many family businesses are wound down or sold
by the third generation. This reduction in importance of the oper-
ating business as an economic asset can be matched by a result-
ing increase in liquid fund generation and portfolio investment
opportunities.

As such, the family business, which may be the single source of
a nonrepeatable liquidity event, needs to be integrated into family
wealth plans as both a source and use of cash at different times in
the life of the enterprise.

Another part of the evolution is the challenging shift from
a “business family” in the first generation to an “investing family”
by the second, third, or fourth generation, which brings with it a
whole host of economic, cultural, and individual issues to address.

Three Pathways to Evolutionary Survival

Dr. Dennis Jaffe and Jane Flanagan

Successful multigenerational family enterprises invest a lot of time
and energy monitoring their investment performance. What would
happen if a similar investment were made to track the family’s efforts
related to governance, family connection, and next-generation per-
sonal development?
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Creating a successful family business that generates substantial
family wealth across generatfions is a rare and special event.
The Family Firm Instfitute reports that less than one-third of family
businesses are able o survive as they cross generations. Of those,
less than 10 percent survive into the third generation. How do these
remarkable exceptions to the rule do it? What are the secrets of their
success?

A study of 192 of the world’s largest and most successful multi-
generational families shows that these families recognize the need for
balance when it comes tfo:

* The desire for family harmony and effective communication.
* The needs of the business.
* Personal fulfillment for all family members.

In the fall of 2011, we surveyed members of the Family Business
Network and Family Office Exchange to learn about their current
use of 15 key practices that have been linked to cross-generational
sustainability. We also asked about their views of the importance
of adopting these practices in the future. The practices of family
relationship and governance that we identified are not business and
financial practices. Rather, they span the inferconnected worlds of
family, business/finance, and personal development and are orgo-
nized into three distinct pathways.

Pathway I: Nurture the Family

The first-generation business founder accumulates substantial wealth
that is passed on within the family. While the second-generation heirs
grow up together, each second-generation sibling begins his or her
own family. The third-generation cousins live separately and may not
share the family heritage as deeply or clearly.

Yet, fo remain a family enterprise, the members of several families
in several generations must believe that there is a good reason to be
business partners. They must have a common vision as an extended
family that makes them want to work together. In addition, as part-
ners and shared owners, they need to develop frust in each other,
spend fime fogether, develop personal relationships across families,
and share common values. The practices in this pathway help the
family actively build connection and shared purpose over genera-
fions, fighting the natural tendency for family members to move info
separate worlds and become more disconnected.

(continued)
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Practices in Pathway I: Nurture the Family

* Clear, compelling family purpose and direction.

* Regular extended family gatherings and interaction.

* Climate of family openness, frust, and communication.
* Sharing and respect for family history and legacy.

* Shared family philanthropic and community service.

Pathway II: Steward the Family Enterprises

The extended family shares not only a family legacy but also a fam-
ily business and/or several family financial enterprises they own
together.The business may be large and public and have a high pro-
file in the community. As owners, family members are identified with
the business and have personal expectations of what the business
will provide and their role and relationship fo it.

As more and more family members are, or expect to become,
owners, there must be clear rules for how to make decisions and
work together to operate their financial and business entities. The
family needs a plan for how they will grow and diversify, and how
the rewards and resources of their family enterprises will be distrib-
ufed. The roles, responsibilities, and authority of each person need
fo be clear so that each family member feels that he or she is
treated fairly.

The family must organize itself for the business of the family and
develop strategies to manage conflict. The practices in this pathway
help the family make decisions that preserve both family harmony
and financial returns.

Practices in Pathway lI: Steward the Family Enterprises

* Strategic plan for family wealth and/or enterprise development.

* Active, diverse, empowered board guiding each enterprise.

* Transparency about financial information and business
decisions.

* Explicit and shared shareholder agreements about family
assets.

* Exit and distribution policies for individual shareholder liquidity.

Pathway IlI: Cultivate Human Capital in the Next Generation

A unique element of a multigenerational family entferprise is that
a new generation of young people grows up in the family, feel-
ing a connection to and an expectation to share in its legacy. The
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young people are the future. They need to be prepared for their
role within the family and the business and to learn how to work
with each other. The successful multigenerational family enterprise
must actively develop the next generation.The practices in Pathway
Il encourage the personal development and preparation of each
and every next-generation family member through governance
and family activities.

Practices in Pathway Ill: Cultivate Human Capital in the Next

Generation

* Employment policies for family members working in the family
enferprises.

* Agreement on values about family money and wealth.

* Support for development of next-generation leadership.

* Encouragement for all family members to seek personal ful-
filment and life purpose, regardless of personal or financial
involvement in family enterprises.

* Age-appropriate education to teach financial skills fo young
family members.

Study Findings

We were delighted fo learn that families in the study use nearly all of
the practices to a significant degree, and all families expect their use
of these practices to rise in the future.

The most prevalent current practices are related to nurturing the
family (Pathway [). The least prevalent are practices related o culti-
vating human capital for the next generation (Pathway IIl). However,
there is widespread recognition of the importance of preparing the
next generation and a clear infention fo increase the use of these
practices in the future.

We were surprised o learn that reliance on these practices is
consistent and significant o a similar degree in every region of the
world. Similarly, there were only minor differences between the use
of these practices by business-owning families versus non-business
owners.

This study opens a window on the behavior of some of the oldest
and largest family enterprises in the world. We asked them some sim-
ple questions about practices for sustaining family connection, gover-
nance of their family enterprises, and developing the next generation

(continued)
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of family leaders. We found, not surprisingly, that these successful
families use these practices regularly and plan to use more of them
in the future.

Dr. Dennis Jaffe is a professor of organizational systems and psychology at Saybrook
University in San Francisco, and an advisor to families about family business, governance,
wealth, and philanthropy. He is author of Stewardship in your Family Entferprise: Developing
Responsible Family Leadership across Generations (Pioneer Imprints, 2009). Jane Flanagan
is a senior consultant at the Family Office Exchange (FOX) where she works as a developer,
writer, and editor on industry whitepapers and research studies for FOX members.

Differing Risk Profiles

Within the segment of family business are many variations on the
theme: from 100 percent single family-owned private businesses to
large, publicly listed businesses with a legacy minority family posi-
tion. Different roles in ownership, governance, and management
can be seen in the different models.

A long-established national family business with substantial bar-
riers to entry can be a solid low-risk source of cash flow and reliable
repository, as can a diversified property portfolio made up of core
holdings.

At the other end of the risk spectrum, an entrepreneurled highly
leveraged first-generation business may be a highly volatile global trad-
ing platform or new technology business characterized by high growth,
loss-making operations, and a great deal of expert competition.

In all cases, the risk aspect of a family business should be taken
into account. Some businesses will act as a stable income generator (a
bit like a bond) and others will seem more like a potential growth cap-
ital holding (like a venture capital or emerging market investment).

Businesses, like other investments, may require investment,
leveraging, bridging finance, restructuring, and other options for
development that can have an impact on family fund’s availability.

Businesses can also carry concentration risks, key man and suc-
cession risk, leverage risk, and counterparty risk.

Emotional Ownership

One of the major nonfinancial aspects of owning and operating
a family business is an engagement by the family members, even
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younger ones, in the emotional ownership of the business. The
family “brand” may also be far more affected by association with a
business than with a portfolio of deliberately diversified and rela-
tively anonymous family assets. Whether or not the family name is
on the front door, there is a unique pride of association and per-
sonal identification with an operating business that is not usually
present in a portfolio of deliberately diversified and relatively anon-
ymous family assets.

A family business can also play a distinctive role in family gov-
ernance, engagement, and identity. In some cases, the role of the
family business is so important that experts have posed the ques-
tion: “Is the family keeping the business together, or is the business
keeping the family together?”

A family business can also play a significant role in determining
the allocation of a family’s human capital—providing opportunities
for employment, salary, bonus, and contribution to family wealth
and stature. Emotional ownership by individuals and family bond-
ing within and across generations can be enhanced in the context
of an active engagement in the ownership, governance, and man-
agement of a family business.

Another function of family business growth or direct investing
into companies in which the family has an active management or
strategic role is the incubation possibility of what could become the
next-scale family enterprise. One successful American family makes
it an objective to grow and sell at least one large business every gen-
eration, using their direct and coinvestment platform as a way to
source and invest in these potential “home run” transactions.

Buying a New Family Business to Replace the Old

One seventh-generation family, the Bembergs, sold their large brew-
ing business, Quilmes, in Argentina, to InBev Group in 2006. With a
clear understanding of the importance of a family business, within
24 months the family had purchased another business, this time the
leading wine company in Argentina, Penaflor, and were soon united
as a family and fully engaged in the ownership and management of
a new family business enterprise.
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Family Business Performance and
Portfolio Consequences

Interestingly, family businesses evidence some of the same char-
acteristics as family wealth, with a decline over three generations.
From a BusinessWeek analysis, first-generation (publicly listed) family
businesses outperform nonfamily businesses in the first generation,
slightly outperform or achieve average results in the second, and
begin to underperform by the third.

Other measures also throw up some challenging statistics.
In one survey of family business chief executive officers (CEOs)
expecting to retire in five years, only 45 percent had selected a suc-
cessor. Few family businesses have effective feedback systems for
family members in the business, and in another survey only 3 per-
cent of family business leaders had a written succession plan.

The family business must also be considered in the context of the
family’s other wealth. For instance, if the business is taken into consid-
eration, it can have a meaningful impact on the way the family thinks
about its asset mix, as can be seen in the Marmot family example.

Considering the Family Business in the Asset Mix
The Marmot Family Example

The incorporation of a family business into the asset allocation model
can have a fundamental impact on decisions made on behalf of the
family’s overall wealth strategy. The question fo ask is how to incorpo-
rafte the family business into the investment asset mix.

The Marmot family provides a good case in point.The family has
a net worth of $175 million, including $50 million in liquid investments
(stocks, bonds, etc.) and a family business that they believe is worth
about $125 million (after tax).

They are comfortable with an asset mix of 25 percent bonds and
75 percent stocks (considering just two asset classes for simplicity).

The liquid portfolio looks as follows:

Asset Mix (considering only the liquid investments)

Target Mix Investment Allocation (million)
Bonds 25 percent $12.5
Stocks 75 percent $37.5

Total investments 100 percent $50
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Convinced to reconsider their asset mix with the family business
in the mix, the family determined that the business enterprise actually
had a risk profile more akin to a stock than a bond. In fact, it probably
had an even riskier profile than a balanced portfolio of stocks since it
was one single, undiversified asset.

This changed the perspective entirely:

Asset Mix (considering the entire net worth)

Target Mix  Net Target Mix

(percent of Worth Business Investmenis (percent of

net worth)  (million) (million) (million) investments)
Bonds 25 percent  $43.75 S0 $43.75 87.5 percent
Stocks 75 percent  $131.25 $§125 $6.25 12.5 percent
Total 100 percent $175 $§125 $50 100 percent

If the business is properly considered as a stock in the porifolio,
then the family already has $125 million (i.e.. its business) of its target
allocation of $131.25 million to stocks, so it only needs to allocate
$6.25 million of its $50 million liquid investment capital to stocks and
the balance ($43.75 million) to bonds.

Taking the business into account actually switched the original
investment allocation from 25 percent bonds and 75 percent stocks
fo 87.5 percent bonds and 12.5 percent stocks, which allowed the
family to achieve the target family net worth allocation of 25 percent
bonds and 75 percent stocks.

Creating Liquid Family Wealth through Sale
of a Family Business

The decision to sell a family business can be a wrenching one.
While less emotionally burdensome if a family retains some degree
of management control or active participation, or even a signifi-
cant ownership stake and a visible role in governance, the decision
to move on from a pure family business to one managing liquid
wealth is one that will have consequences that last for generations.
For a successful sale to take place—both sale of the business on
optimal economic terms, and successful in the sense of a family’s
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adapting to the new world—the family and financial issues, yet
again, need to be pursued in tandem.

On the family front, this can mean determining new roles and
activities for those engaged actively in the family. For others, it may
be to begin the search for a new family business, perhaps of a lesser
scale, but of equal emotional importance to those involved in the
decision.

And, of course, the pool of liquid wealth created will need care-
ful management, with a well-thought-out plan in place to ensure
that the professionalism that characterized the management of the
operating business will be carried forward seamlessly into the man-
agement of the pool of liquid assets created by the sale.

The Family Business and the Family Porifolio:
Another Relationship to Consider

Dr. Stephen Horan

The Davenport family and the Wu family have some things in com-
mon.They both run family businesses.They have both amassed about
$200 million in wealth, including $175 million stakes in their respective
family businesses. The remaining wealth for both families is invested
in real estate and other financial assets. Moreover, they are both relo-
tively risk averse when it comes to financial investments.

Their businesses are different, however. The Davenports have
been running their lumber business for four generations. The Wu fam-
ily, however, runs a first-generation specialty semiconductor company.
Their similar entrepreneurial success and risk tolerance might suggest
that their financial portfolios should look pretty similar. But let’s take a
closer look.

A Broader Perspective

When investors and financial professionals think about asset allo-
cation, they typically think about how the assets on their brokerage
account statements and other financial statfements are invested.
The value of most investors” human capital, however, far outstrips the
value of their financial assets. Human capital represents the value of
our lifetime labor if it were expressed in today’s dollars. In the United
States, for example, it represents 90 percent of total assets for investors
under 30 years of age (see Figure 8.1).
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Figure 8.1 Magnitude of Human Capital
Source: Vladyslav Kyrychenko, "Optimal Asset Allocation in the Presence of Nonfinancial
Assets,” Financial Services Review 17, no. 1 (Spring 2008): 69-86.

Because human capital is so large, investors should think more
broadly about the assets in their “portfolios.” This fact is especially frue
for families with significant holdings in an operating company, which
has some distinct implications that vary from investor to investor.

For business owners, human capital is largely represented by the
value of their equity stake in the company and is usually the single
largest asset by far for most families. It represents 87.5 percent of
wealth for the Davenport and Wu families. It stands to reason that
changes in its value and the nature of its character would dramati-
cally influence how a family’s remaining financial assets are invested.
In fact, the operating business is the single most important factor in
customizing a financial portfolio to meet a family’s unique needs.

Four Factors of Family Business to Consider

At least four factors of the family business influence the optimal com-
position of the remaining financial assets. The first factor is risk of the
business. One of the most important differences between the human

(continued)
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capital of the wage earner and the business owner is the risk of the
cash flows. Human capital for a tenured university professor is very
stable and bondlike. In fact, human capital for many wage earners
is bondlike.

Owners of family businesses, however, are equity holders by defini-
fion and have much riskier positions in their human capital. Therefore,
business owners should approach the allocation of their remaining
financial assets very differently than wage earners. All else being
equal, they can absorb less risk in their remaining financial assets
and should be more risk averse with financial assets. *

Business owners should also consider how correlated the fortunes
of the business are to the market. The Wus’ specialty semiconductor
business, for example, may be more sensitive to market fluctuations
than the Davenports’ timber business. If so, the Wus already inherently
have more risk through the operating company than the Davenports
and should think twice before adding fo it in their financial portfolio.

Third, no matter how sensitive the family business is to changes in
the value of the overall market, private businesses are inherently undi-
versified and expose a family to industry or sector risks that most inves-
tors would sensibly diversify away. Entrepreneurs understandably balk
at the idea of diversification and gladly accept the concentrated risk
of the business because they can create value through control and
management of the company. This is certainly frue in many cases.
Neither the Davenport nor the Wu family controls the industries in
which they operate, however. So, although they might be comfortable
with excess industry or sector exposure to the business, it seems fool-
hardy fo add fo that risk through the financial portfolio, especially
when they cannot control it.

Even a seemingly diversified equity portfolio contains significant
commodity and technology exposure that does little fo diversify the
Davenport and Wu holdings, respectively. A more sensible strategy is
to build a financial portfolio that is diversified in the context of the fam-
ily business—one that at least avoids additional industry exposure.
A more compelling solution is fo build a portfolio that is negatively
correlated with industry and sector fluctuations associated with the
business and that is outside the family’s control.

*All else is rarely equal, however, and a family’s investment goals have a strong influence
on risk tolerance. A discussion of investment goals and risk folerance is beyond the scope
of our discussion here.
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Finally, and perhaps most important, the sheer size of the family
business relative to financial assets profoundly influences how finan-
cial assets are optimally invested. Because the stake in the business
is large and inflexible, all rebalancing and adapting to changes in
family or business circumstances need to be accounted for in the
relatively small financial portfolio. Therefore, even modest changes
in family or business circumstances can lead to dramatic changes in
the financial portfolio. The sensitivity of the financial portfolio to
changes in the operating company or other family circumstances
highlights the importance of considering the size and character of
the family business when constructing financial portfolios.

It is difficult o overstate the importance of the family-owned
business on asset allocation and portfolio construction. Investors
and advisors miss valuable opportunities to create custom portfolio
solutions that meet investors’ unique needs and reflect their unique
circumstances by overlooking the magnitude and character of a
wealth owner’s business.

Dr. Stephen Horan is the head of University Relations and Private Wealth at CFA Institute
in Charlottesville, Virginia. He has authored, coauthored, or edited a number of books,
including The New Wealth Management: A Financial Advisor's Guide to Managing
and Investing Client Assets (Hoboken, NJ: John Wiley & Sons, 2011) and Private Wealth:
Wealth Management in Practice (Hoboken, NJ: John Wiley & Sons, 2009).
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Rethinking Modern Porifolio
Theory, Considering Goals-Based
Wealth Management

ew professional investors would argue with the premise that
asset allocation is one of the most important decisions an investor
has to make. They may disagree, however, on what is the most effec-
tive model to make that asset allocation decision.

The most common asset allocation framework investors have
used for many years is based on Modern Portfolio Theory (MPT).
Developed by Harry Markowitz in the 1950s, MPT suggests that
investors should attempt to maximize the amount of return they
can achieve for a given level of risk or, conversely, to minimize the
amount of risk required for a given level of return.

One of the central ways to accomplish these goals, the theory
says, is diversification among various asset classes and securities.

Historic Background to Asset Allocation

Classic asset allocation models are traditionally driven by three
major conceptual elements—portfolio theory, scientific asset allo-
cation, and the efficient frontier—which combine to provide the
foundation for modern asset allocation.
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Portfolio theory. The first element of an asset allocation model is
the perspective that a portfolio of different asset classes will per-
form better than any individual asset class, on a risk-adjusted
basis. A blend of asset classes can (theoretically) weather the
inevitable economic storms better and protect long-term value
more reliably in the overall investment portfolio.

MPT argues that the risk for individual stock returns

has two components: systematic risk (market risks that can-
not be diversified away, such as big picture economic issues)
and unsystematic risk (that is specific to individual stocks and
1s not correlated with the overall market, so can be diversi-
fied away by increasing the number of stocks in the portfolio,
assuming those stocks are not correlated with each other).
Scientific asset allocation. Once an investor has decided to
invest across more than one asset class, the question arises
as to how best to allocate capital between so many “classes”
of investments. Asset allocation will be driven, in large part,
by the investor’s scale of wealth, investor profile, and invest-
ment objectives. The final model will reflect a unique appe-
tite for risk and preferences for liquidity, term of investment,
currency strategy, and other factors. No single portfolio
approach will serve all masters equally well, but a scientific,
data-driven approach to investment allocation is a common
element in almost every high-performing portfolio.
The efficient frontier. Within portfolio theory, the efficient
frontier—which appears as a line on a risk/return graph—
provides guidance on the various optimal combinations of
investment assets an investor can choose from, depending on
their risk tolerance.

The concept is also related to the Sharpe ratio, first cal-
culated by Professor William Sharpe at Stanford, who, along
with Harry Markowitz, won the Nobel Prize in 1990 for their
work on modern portfolio management. The Sharpe ratio
provides insight into how different investments perform on
a risk-adjusted basis, taking into account the volatility of the
investment and the risk-free rate underlying the market.
It allows portfolio managers to determine, with mathematical
precision, how much of their investment return is driven by
excess portfolio risk.
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What Is the Essence of Modern Portfolio Theory?

Essentially, MPT revolves around a number of assumptions and obser-

vations. Originally posited as a work-in-progress idea expected to

evolve with further research and experimentation, the original tenets

actually remained largely in place from the original work onward.
Key observations and assumptions included:

* People like to make money and do not like to lose it.

¢ As potential return increases, so does risk.

* Risk is the variability of returns around the mean.

* Diversification among different types of assets can reduce
risk in a portfolio.

* There is an infinite number of possible combinations of
assets that are efficient (i.e., maximum reward for a given
level of risk).

* Which one you choose depends on your own tolerance for
risk or your required return.

A Popular Choice While MPT was initially developed in the 1950s,
it did not come into common usage until the late 1970s. Once
accepted as a standard “best practice” approach, it was heralded as
a significant breakthrough in the field of portfolio management.
MPT has been a popular tool, in both practical and academic
circles, in part because it is relatively easy to use. Its ease of use
comes partly from its simplifying assumptions and practical rules
of thumb. As it turns out, these assumptions, while indeed simplify-
ing, actually make the theory less robust when faced with real-world
events. Some of those assumptions include:

¢ Standard deviation is the accepted definition of risk by all
investors.

¢ Investment returns are “normally distributed” (i.e., distrib-
uted predictably around an average return).

® Observed values in the past are the best available assump-
tions for future values.

¢ Investors are rational.

* Markets are efficient and investors have the same informa-
tion at the same time.
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¢ Correlations between asset-class returns are fixed and
constant.

¢ Investors feel as good about investment gains as they feel bad
about investment losses.

e There are no taxes or transaction costs.

Even Harry Markowitz, the founder of the theory, agreed that there
were probably better assumptions (e.g., other than observed values
from the past of expected return, volatility, and correlation) and he
hoped that better methods would be uncovered in subsequent work.

However, 50 years later, not much has changed. The same
assumptions and data streams Harry Markowitz started with are still
used to calculate efficient frontiers today.

A paper from the Brandes Institute opines: “Perhaps this
helps explain the common tendency to rely on the past as a guide,
despite its limitations. After all, in the absence of other tangible
information, historical numbers might not be much, but they are
something.”*

In his classic book on risk, Against the Gods, Peter Bernstein
retells a story of Kenneth Arrow, a Nobel laureate statistician who
had served as an Air Force weather forecaster during World War II,
that underscores the limits of the past as prologue to a predictable
future. Some of the meteorological officers had been assigned the
task of regularly forecasting the weather a month ahead:

But Arrow and his statisticians found that their long-range fore-
casts were no better than numbers pulled out of a hat. [They]
asked their superiors to be relieved of this duty. The reply was:
“The Commanding General is well aware that the forecasts are no good.
However, he needs them for planning purposes.” [Italics added]

In the same way, it may be argued that MPT has also been pop-
ular because there have been few other robust asset allocation mod-
els developed in the past several decades. And that, in turn, may be
true because MPT was never sorely tested in the 1980s and 1990s

*“The Past, the Future, and Modern Portfolio Theory,” Brandes Institute, 2004, 6.
fPeter Bernstein, Against the Gods: The Remarkable Story of Risk (New York: John
Wiley & Sons, 1996), 203.
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because markets were generally strong and correlations across asset
classes were low.

In other words, it still seemed to “work,” so there was little in
the way of testing studies or alternative models developed.

An Alternative View With increasing confidence over the past
few decades, behavioral finance adherents have taken issue with all
of the assumptions underlying MPT cited earlier. They claim that
human behavior is normal, but certainly not purely rational, point-
ing to many examples of overconfidence, overoptimism, herding,
and irrational loss aversion.

Research also shows that returns are not “normally distributed,”
and, in fact, there are many more abnormal or unexpectedly large
movements in securities pricing than normal distribution would
suggest. That same body of research also suggests that real risk,
certainly for private investors, is more related to permanent loss
of capital and the inability to achieve their goals than simply the
degree of variability of returns around an average.

There is also substantial behavioral evidence to suggest that
investors actually feel worse about losses than they feel good about
gains, which leads to a stronger desire to protect capital from per-
manent loss.

Behavioral finance suggests that markets are not efficient and
that investors as individuals are normal, not rational. It argues that
investors take into account other factors beyond risk-return analysis
in designing their portfolios, including actions that increase their
comfort level, reduce taxes, and reflect differing priorities within
their overall goals.

This does not mean that MPT is entirely without merit (diver-
sification among uncorrelated assets still makes sense, and lower
risk to get the same return is desirable), but simply that it needs to
be modified to take into account the realities of investor behavior,
other relevant factors in investors’ lives, and the way the world actu-
ally operates.

Post-Modern Portfolio Theory While a fixture in the investment
management arena for many years, in recent years MPT has come
under further scrutiny by behavioral scientists for its failures, as
clearly exemplified in the 2008-2009 financial crisis.

MPT failed to account for the extreme movements in security
prices and the high levels of correlation that drove virtually all asset
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classes down in unison. The failure to foresee the correlations in an
adverse environment may have been rooted in the assumptions that
underlie the core MPT hypothesis.

A revised theory—what we might call Post-Modern Portfolio
Theory (PMPT)—would assume that investors:

Are normal, not rational.

Have multiple goals and multiple time frames.

Don’t have easy and free access to all information.
Measure risk as loss.

Are unhappier with losses than they are happy with gains.
* Are subject to decision risk.

* Are path dependent.

The Risk of Underestimating Risk

It is important to note that the use of historic “static” return, voldatility,
and correlation measurements, embedded in MPT and its economic
brethren, does not factor in some potential (even if unlikely) macro-
economic scenarios such as war or terrorism, deep recessions, and a
return to stagfiation. Using a more active, forward-looking approach
fo portfolio allocation, extra dimensions to portfolio modeling and
asset allocation can be added.

Typically, the data set used in efficient frontier analysis does not
include such event risk and “fat tail” incidents (a technical reference
fo an event with a low likelihood of occurrence, but with a significant
impact on the financial markets should it occur). This has led to the
increased use of scenario-based planning to better understand capi-
fal allocations across a wider spectrum of investment environments.

The addition of a more forward-thinking perspective and a more
comprehensive view of risk can have a major impact on the value of
financial investments for a wealthy family.

Anticipating significant negative events can play a valuable role
in securing future family fortunes in times of economic turbulence.

The Traditional “60-40"

The classical expression of the MPT portfolio for most institutional
investors and many wealthy families has been a calculated combi-
nation of stocks and bonds, with the most common iteration being
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the traditional “60-40” mix of 60 percent stocks and 40 percent
bonds. For years, this asset allocation model yielded reasonable
results for pension funds and private investors alike.

However, over the past decade, the poor performance of stocks,
falling bond yields, the increased correlation among most risk
assets, and increased volatility have pressed investors to find new
ways to think about asset allocation and portfolio construction. The
improvements in technology and the dramatic increase in the num-
ber, breadth, and accessibility of new financial instruments have
made it practically possible to move beyond the traditional 60-40
portfolio into other asset classes and portfolio constructs.

In addition, the intended purposes of many asset classes to pro-
vide asset protection, capital growth, portfolio alpha, and income
or portfolio risk management were not fulfilled during the global
financial crisis (GFC) and are also under review and reconsidera-
tion by many families.

Even those investors experimenting with new asset classes
and products found many of them wanting in this environment.
Liquidity dried up as alternative asset funds continued to draw
down against commitments with significantly reduced distributions,
high fees became more visible in a low-growth (and/or loss-making)
environment, and the failure of many hedge funds to hedge against
negative scenarios reduced their effectiveness in fulfilling their
intended portfolio role.

The importance of absolute return in investing also gained
more credence and popularity, given the volatile and often nega-
tive investment environment, based on the observation that
“no family ever created its second fortune by losing less money than
the market.”

Absolute return is the actual rate of return achieved, indepen-
dent of benchmark or market performance overall. Simply beating a
negative benchmark may no longer be sufficient for families having
been promised consistent positive absolute returns by the expensive
managers to whom the families have entrusted their wealth.

Firmly Focused on Family Goals

The key question facing each investing family is which mix of assets
is most likely to achieve the family’s financial objectives for capital
protection and growth, income generation, portfolio efficiency,
and investment effectiveness.
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The GFC, the disappointment of MPT, and the experimenta-
tion with new PMPT portfolio approaches has spawned a whole
new range of asset allocation models and a brand new discussion
about the best ways to build portfolios and meet the needs of pri-
vate investors in the colder climate of the new world order.

One of the outcomes of the last decade of investment may-
hem and frustration with overly simplistic assumptions has been a
refocusing of the goals on the family as the central determinant of
investment policy and objective of risk management.

Goals-based wealth management and an amended approach to
asset allocation flow directly out of recent experience and the obser-
vations of behavioral finance, and put the focus where it should
always have been on a practical approach to serve the goals of the
family and private investor as adapted to the realities of the markets.

The Rise of Goals-Based Wealth Management

Goals-based wealth management (GBWM) does not necessarily
replace the other capital market-based models, but can be a help-
ful addition and, one could argue, provides a far better starting
point for family wealth management.

GBWM begins with the premise that the aim of the entire
investment process is to meet specific client goals, which could
include funding a family’s lifestyle, maintaining a contingency
fund, funding multiple generations of family members, starting a
new business, or endowing a chair at a university.

The development of the behavioral finance field in recent years
has demonstrated that investors use what is called mental accounting
and commonly hold multiple goals at the same time. That does
not fit well with the concept of a total portfolio, but rather better
reflects the real-world approach of breaking an entire portfolio
down into smaller subsections, with each designed to meet a spe-
cific family goal.

Families may want to create different “pools” of capital to serve
different family purposes. Distinctions can be by specific purpose of
the funds, preferences of a branch or generation of the family, foun-
dation needs, or other specific family objectives. The result is a set of
defined pools of capital, with each serving a specific purpose with sep-
arate objectives, but also finding a way to manage all of the separate
vehicles and managed accounts in a coordinated and coherent man-
ner to achieve the overall objectives of the family or private investor.
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Similarly, GBWM assumes that the true definition of risk is the
potential inability of a family to achieve its goals, and not simply
how volatile are the current investments. It also suggests that, in pri-
vate investors’ minds, risk is more related to events (i.e., not meet-
ing a goal) than a time interval (i.e., annual volatility measures).

GBWM advocates separate risk tolerance estimates by each goal
as opposed to trying to determine an overall risk tolerance for an
investor. For instance, funding family expenses from the portfolio
over the next five years might be a low-risk-tolerance (i.e., high-
priority) objective, whereas buying a second private plane might be
a higherrisk-tolerance (i.e., low-priority or even optional) objective.

Real Risk

Investment managers talk about risk as volatility. Individual
[investors], however, are much less focused on volatility. Their
perceptions of risk are often driven by emotions and, therefore,
are easily misunderstood or ignored by managers. . . . In order
fo be successful, managers must identify how clients actually
perceive risk.

Source: Leslie Kiefer, “Investment Policy Best Practices: Communication, Creation
and Commitment,” CFA Institute Conference Proceedings Quarterly, March 2007 .

One example of a goals-based asset allocation model is the
“bucketing approach” modeled on the behavioral finance concept
of mental accounting. Families actually segregate their goals into
different categories and think about the risk of each in quite differ-
ent ways.

Ashvin Chhabra developed a useful model called the Wealth
Allocation Framework (Figure 9.1), which helps families identify
different types of goals that have different risk profiles and priority
levels. He suggests that there are three buckets to which families
allocate, based on their perceived needs. Assets are allocated to
each of these buckets based on their ability to fulfill the goal at the
appropriate level of risk:

® The personal risk bucket is focused on protecting the investor
from the anxiety of a dramatic decrease in his or her lifestyle.
It contains those assets that provide some degree of stability
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Figure 9.1 Classification of Assets and Liabilities Using the Wealth

Allocation Framework
Source: Ashvin Chhabra, "Beyond Markowitz: A Comprehensive Wealth Allocation Framework,”
Journal of Wealth Management (Spring 2005): 17.

and principal protection. Allocations to the personal wealth
bucket will limit the loss of wealth but will typically yield
below-market returns.

® The market risk bucket allows the investor to maintain the fami-
ly’s lifestyle in the face of inflation and spending growth. The
objectives of the assets in this bucket are to balance risk and
return and to earn a higher rate of return than inflation, usu-
ally from a broadly diversified portfolio. (This bucket reflects
the Markowitz MPT framework.)

® The aspirational risk bucket provides an opportunity for the
investor to increase his or her wealth substantially and meet
the family’s aspirational goals. The assets in this bucket
are intended to provide higher-than-market returns that
enhance the family’s lifestyle, but they will also carry the risk
of substantial loss of capital.

Note that hedge funds are often placed in the aspirational
bucket because of the risks associated with any single partnership
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regardless of an investment strategy. A properly diversified portfolio
of hedge funds would normally be placed in the market bucket.

Suitable, but Is It Optimal?

The goals-based asset allocation approach divides the portfolio into
discrete units that are designed to fund specific goals.

Some academics have challenged these models on the basis that
they do not provide an optimal overall portfolio (i.e., a model
that provides the best possible overall return for a given level of
risk). Several recent academic papers have demonstrated that goals-
based approaches can indeed produce optimal portfolios, even if
they do so in different ways.

No single framework can meet every financial challenge or
work for every family. And there is no “perfectly right” way of deter-
mining appropriate asset allocation.

What is clear is the need to start and end with family goals in
any investment theory or practice. Many families get caught up
in forecasting capital markets and tracking complex financial and
risk indicators and lose sight of the achievement of their own, more
personal objectives.

Investors who have a clear perspective on why they are invest-
ing, what the money is for, when they need it, and how high a
priority it is may be better served no matter what asset allocation
approach they ultimately choose to employ.

Integrated Goals-Based Wealth Management

Jean Brunel

Over the past 10 years, many families have had the opportunity fo
revisit their strategic financial asset allocation. Historically, the goals-
based approach had been criticized as potentially suboptimal (i.e.,
does not provide enough return for the level of risk or has a higher
level of risk for the defined rate of return). Yet the market meltdown
of 2008 and the publication of the seminal academic paper on the
optimality of mental account portfolios changed these perceptions.

Until 2008, many investors had been used to minor discomfort or
disappointment with markets when these did poorly, but not fo the

(continued)
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wholesale fear that the world had changed, and traditional financial
fenets with it. Diversification did not seem to work as advertised, and
certain strategies hitherto perceived to be liquid proved not to be.
People became willing to start considering that the framework and
approach they had been using might need some revisiting.

At the same fime, Das, Markowitz, Scheid, and Statman (in
“Portfolio Opftimization with Mental Accounts”) demonstrated that
creating individual subportfolios to deal with each of their multiple
goals actually did not give rise fo suboptimality, if the definition of risk
was shiffed from the academic “volatility of returns” to the much more
real probability of “not achieving a goal.” There are several issues that
families now need to face when they adopt this new framework.

The first fundamental element of this goals-based framework is
that any analysis must be totally infegrated into the family’s overall
wealth management program. Indeed, though one must at times be
prepared to disentangle issues relating to asset management from
those that affect other dimensions of the wealth management effort,
it is essential that a goals-based strategic asset allocation should
infegrate financial, estate, philanthropy, and tax management goals.
A simple example illustrates such a need: If some part of the assets
is meant o help me meet my lifestyle spending needs, | must make
sure that these assets either belong to me or are held in a structure of
which | am a rightful beneficiary.

The second challenge is to draw up a list of the family’s goals that
is as comprehensive as possible. Over the years, | have found that the
use of words such as goal or risk may obscure rather than enlighten
the process. | thus prefer the terms dreams and nightmares. Families
respond much more comprehensively—and thoughtfully—when they
are asked to formulate their dreams.

The list of such dreams is typically much longer and more multidi-
mensional than any prosaic summary of my financial goals. Similarly,
risk is something that is an amorphous concept for many families,
particularly when you are speaking fo an entrepreneur who has
recently sold her business. By contrast, nightmares are much more
real, in that they are the fears that the individual is working to manage
as far away as possible.

Compiling such a list, however, is only the beginning of the pro-
cess. The family and its advisors need to know more than that. For
instance, how should we prioritize these goals? Ostensibly, a few will be
viewed as crucial, while others might be superfluous. Over the years,
I have found that the biggest nightmare for affluent families is fo be
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forced to change their lifestyle, at least in a way that neighbbors might
noftice.Thus, lifestyle goals tend to have very low tolerances for error.

By contrast, goals that might involve creating some form of a
legacy, such as the creation of some collection to be bequeathed
fo a museum, for instance, are viewed as less critical. Having priori-
fized these goals, the next challenge is to defermine the amount of
financial assets needed for the goal fo be achieved with a risk profile
consistent with its degree of priority.

The current frontier relates to families that have “excess assets.”
These are families who can achieve all of their goals with only some
of their current assets.Tradition in the asset management industry has
been to assume that any “unneeded asset” should be invested in a
way that seeks maximum return, the theory being that you will not
miss assets that you did not need in the first place.

While this may be a perfectly acceptable assumption, | do not
believe it to be universally correct. In fact, there are instances where
families would prefer to invest any surplus asset in a real—or even at
fimes nominal—capital preservation mode. Their logic is often just as
straightforward: taking investment risk will expose me to occasional
losses, which, though not permanent, may still upset me. Further,
how do | know that | will not compound the error of having taken too
much risk by bailing out at the point of maximum pain? Thus, quite
a few families are opting for some form of capital preservation for
their surplus assets. More specifically, | have seen families choose to
invest the surplus assets of the current generation in a capital pres-
ervation mode, while opting for growth for the surplus assets of future
generations.

Two main challenges still remain, and the industry would do well
fo focus on them. The first relates to incorporating tax-efficiency con-
siderations into the mix.The second relates to the need to be able fo
report performance at both the total portfolio and each individual
goal level. While complex in practice, it is a crucial element of the
overall framework, as one of the main rationales for GBWM is the abil-
ity to benefit from the feedback loop associated with the realization
that goals are being met with the probability that was initially required.

Jean Brunel, CFA, is one of the world leaders in infegrated wealth management and
goals-based investing. He is the managing principal, Brunel Associates, Bonita Springs,
Florida; the founding editor of the Journal of Wealth Management; and author of
Integrated Wealth Management (London: Euromoney Institutional Investor, 2006).






CHAPTER

Reviewing Different Approaches
to Asset Allocation

here is a wide range of approaches taken by families to allo-
cating assets to suit their needs, level of sophistication, and scale
of wealth.

This range has increased substantially over the past decade
as investors have rejected simplistic models that were not able to
deliver what they promised, or moved on from more complex mod-
els that did not work out in the real world.

Each of the models discussed in this chapter has some benefits
and some drawbacks. It is clear, as outlined in the previous chap-
ter, than any model will be most effective if the family’s longer-term
goals are at the forefront of thinking and the final model chosen is
specifically designed to meet those objectives.

The Evolution of Asset Allocation

The early days of asset allocation consisted mostly of balanced man-
dates of multiple assets based on income and growth needs of a
portfolio (see Figure 10.1).

Modern Portfolio Theory brought more science and preci-
sion to the determination of the optimal level of the mix of assets.
Further evolution followed.

Employee Retirement Income Security Act (ERISA) legislation
in the United States in 1974 changed the fiduciary requirements
of pension funds and drove the development of multimanager and
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Figure 10.1 Evolution of Asset Allocation
Source: "The Evolving Nature of Global Asset Allocation,” Lazard Freres, July 26, 2010, 1.

multistyle investing, followed by diversification outside the inves-
tor’s home country to spread risk and boost potential reward.

Later came the discovery of new ways to produce different
return streams that were more stable, less correlated to the core
asset classes, and had the potential to provide “absolute return”
regardless of the general market environment. This discovery,
along with significant technology developments and growth in
exchange-traded funds (ETFs), spawned the separation of alpha
and beta in the portfolio and the assumption of different cost mod-
els for each segment of return (i.e., high for alpha, low for beta).

With the assistance of technological innovation, the recent asset
allocation trends have included more complex hedging and cur-
rency overlay techniques.

Core and Satellite

Families frustrated with the cost and lack of value added from active
management strategies have increasingly employed a “core and sat-
ellite” strategy, which combines actively managed funds with index
funds in a single portfolio. The appeal of this approach is that it seeks
to establish a risk-controlled portfolio at low cost, while also securing
some prospects of outperformance (alpha), with the alpha compo-
nent forming the primary focus of manager and family attentions.

It is interesting to note that passively managed ETFs and actively
managed hedge funds have both grown substantially over the past
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10 years, even if the latter had a massive decline in assets under
management after the crisis—declining by nearly 50 percent before
recovering, albeit only in part, in the 5 years following the crisis.

It is increasingly difficult for active investment managers manag-
ing large-cap stocks and government bonds to generate alpha (i.e.,
outperform the broader markets), which makes those managers an
expensive vehicle to deliver marketrelated performance. Investors
have therefore been looking for cheaper ways just to access beta (i.e.,
market performance), which ETFs have been well-suited to provide.

At the same time, many investors believe that an unconstrained
and talented manager in almost any asset class, motivated by the
right incentive compensation structure, can generate significant
unique, non-market-related alpha performance using innovative
techniques and asset classes—and they are willing to pay for it.

Core and satellite investing allows investors get their core expo-
sure to long-term increases in market (beta) very cheaply through
ETFs, and get their outperformance (alpha) from targeted, special-
ized, and generally more expensive satellite managers who are able
to generate true net-of-fees-and-carry alpha.

The model argues that investors should neither pay high fees
nor performance fees for easy-to-achieve beta. This would then
allow them to reallocate the fees they save to the more rewarding
task of finding and engaging active managers who have a much
greater likelihood of alpha generation.

Some investors use this approach to provide a stable, bench-
mark-oriented, lower-cost way to get exposures to the major asset
classes, and then fill in the satellite slots with allocations to riskier,
higherreturn-potential investments such as sector funds, frontier
markets, strategic bets, and alternative alpha funds.

The S-Curve: Balancing Risk and Return,
Short and Long Term

For a family with a single asset pool, living in a single jurisdiction
with little need for complex family or tax planning, issues may focus
simply on risk and return parameters. This simplified model of
asset allocation is captured in a display called an investment S-curve.
The S-curve (shown in Figure 10.2), is perhaps most valuable in
translating a family’s or individual’s real risk appetite or time frame
for investing into a meaningful guide to asset allocation, based on
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Figure 10.2 The Investment S-Curve
Source: Mark Daniell, Strategy for the Wealthy Family (Singapore: John Wiley & Sons, 2008).

risk and potential return or taking into consideration the relevant
time frame for the investment holding period (the two may often
be the same in the end).

The classic investment S-curve plots investment alternatives on
an upward-sloping curve, with low-risk, low-return investments in
the developed markets in the lower left, and higherrisk, higher-
return opportunities as in emerging markets, emerging sectors,
emerging managers, direct investments, highly levered transac-
tions, and other similar areas of potential exploitable inefficiency
in the right side sector.

The following is a typical breakdown of asset classes in the
S-curve:

Low Risk

Core fixed income

Noncore fixed income
Preferred shares

Life insurance

Real estate rental properties
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¢ Infrastructure
¢ Family business (if long established and stable cash generator)

Medium Risk

* Domestic equities

¢ Dividend-paying equities
Global equities

Emerging markets equities
Absolute return

Hedge funds

Family business (if medium risk)

High Risk

® Private equity

¢ Hard assets

¢ Energy and commodities
* Distressed investment
Real estate development
Private debt

High-yield debt
Emerging markets
Direct investment
Family business (if highly levered, start-up, or risky)

One of the purposes of the S-curve is to highlight the nature of
a total portfolio’s allocated exposure to risk and potential return,
which serves as an easy-to-understand visual supplement to the tra-
ditional asset class allocations driven by the efficient frontier dis-
plays of Modern Portfolio Theory (MPT).

A second purpose of the S-curve is to highlight the allocation of
funds to the most interesting (and highestrisk) investments in the
high end of the S-curve, or “the innovative end of the market” as
described by one United Kingdom-based billionaire.

Timing participation in different S-curve segments is critical;
one of the pathways to the highest returns is to select investments
in emerging areas before a period of rapid growth in global interest
and investment, and hence growth in sector prices, takes place.

Successfully investing ahead of an economic “tipping point” can
achieve exceptionally high returns through all growth phases of an
asset class or sector opportunity.
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Implicit in any more complete S-curve investment strategy is
the broader consideration of multiple markets, currencies, and
geographies, and a need for a more sophisticated understanding of
selected markets, asset classes, global trends, and the management
skills of professional fund managers.

The (Alternative) Time Dimension

The dimensions of risk and return are not the only ones that can
be applied to a custom-tailored S-curve as a key part of a family’s
investment strategy development.

The S-curve may also be a useful device as well to ensure that
an investing family exploits its inherent advantage to be both lon-
ger term in outlook and less sensitive to interim volatility. In addi-
tion, opportunities for creative structures and participation can be
explored to create an approach best suited to a particular investment
opportunity. Equally, the display can be adapted to reflect liquidity
characteristics or other dimensions of grouped investments.

A broader set of S-curve displays can ensure that the ultimate port-
folio tightly matches the family’s investor profile:

Investor Profile Element Custom-Tailored S-Curve to Show

Risk appetite Risk and return

Investment time frame Short-, medium-, and long-term investments
Liquidity preference Liquidity profile: high, medium, low liquidity
Investor capability Complexity of investment: low, medium, high

In many cases, these different S-curves will appear in similar
form, as some longer-term investments, such as an investment in an
operating company, will also be complex, high risk, and low liquid-
ity, and thus appear on the extreme right side of the curve in all
cases. Similarly, cash and some government bonds will be highly lig-
uid, low risk, simple, and short term, and thus appear consistently
on the left side in all four versions of the displays.

Opportunity and Choice

There are far more investment choices available to the wealthy
family today for tactical selection within an overall strategic model
than for any preceding generation. It is important to understand
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this “endless buffet,” as one investor has dubbed it, and to pick very
carefully—and at the right time—only the items that fit the family’s
overall strategy and add specific value to the portfolio.

There is no “right” answer as to the correct quantum of assets in
each area, nor is there any single answer on the specific strategy and
tactics within each asset class along the curve. This will depend on the
family concerned, but seeing it in graphical form can help to identify
whether the correct balance of risk and return is being targeted, and
whether there is undue concentration in any one area of exposure.

It can also provide a high-level snapshot of the portfolio that
can inform open discussion within the family about objectives,
increasing the odds of the outcome actually aligning with a family’s
overall risk/return appetite.

Ivy League Lessons

Over the past two decades, much of the more refined science and
practice of asset allocation has come from the chief investment offi-
cers of the Harvard and Yale University endowments. Their models
have a number of attributes that mark significant departures from
past models, most notably a dramatic increase in the use of alterna-
tive asset classes, minimal cash holdings, a greater exposure to equi-
ties in emerging markets, and more creative financing schemes, as
shown in Figures 10.3 and 10.4.

7%
5%

| Equities
Fixed Income

m Real Estate

B Commodities
Hedge Funds/CTAs
Private Equity
Cash

16%

2%

21%

Figure 10.3 Average Endowment Asset Allocation
Source: Various U.S. endowment funds annual reports.
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20% W Equities

Fixed Income
M Real Estate
B Commodities
Hedge Funds/CTAs
16% Private Equity
Cash
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Figure 10.4 Large ($1-+ billion) Endowment Asset Allocation
Source: Various U.S. endowment funds annual reports.

Their strategy emphasized two key factors. They targeted assets
that were actually uncorrelated, so they received some of the ben-
efits of diversification that traditional stock and bond investors
found increasingly difficult to sustain. And they also bought asset
classes that were relatively illiquid, with the view that the long-term
nature of their portfolio could tolerate the illiquidity for a defined
portion of the portfolio.

In return, they would capture the higher rate of return that
illiquid asset classes typically offer.

What Is the Endowment Model?

The term endowment model is often used to describe a theory and
practice of investing, first used by major endowments including
Harvard, Yale, and others starting in the 1990s. The model is char-
acterized by highly diversified, long-term portfolios that differ from a
tfraditional stock-bond mix, in that they include allocations to less tra-
ditional and less liquid asset categories, such as private equity and
real estate, as well as absolute return strategies.
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Figure 10.5 Yale Endowment Asset Allocation, 1986-2011
Target asset allocation as of June 30 for each year. Excludes cash.
Source: Yale Endowment Report, 2012.

Their balanced approach has led to portfolios divided roughly
equally among equities, fixed income, timber, commodities, private
equity, hedge funds, property, and some cash/liquidity positions.
And because of their size and early entry into some of the more
esoteric asset classes, the endowments were able to secure access to
some of the highest-caliber fund managers available.

The largest endowments have made the most aggressive moves
into the nontraditional, endowment model space. As can be seen
in Figure 10.5, Yale has been steadily reducing its exposure to tra-
ditional asset classes and upping its concentration in alternatives.
As a result, for several decades, the Yale and Harvard endowment
portfolios posted returns exceeding 15 percent.

For many other endowments, this strategy also worked well
for some time, although it suffered in the 2008-2009 market crisis
when the large declines in their liquid portfolios required them to
sell some of their illiquid holdings at bargain basement prices and
raise cash through bond offerings and other creative approaches to
fund university operating budgets.
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Shining a Light on Endowment Investing

Although a few uber-performing university endowments like Harvard
(12.5 percent per year over the past 20 years) and Yale have set a
new standard for institutional investing, their success has not been
easy fo replicate. An arficle in the New York Times highlighted that
data compiled for the 2011 fiscal year “show that large, medium and
small endowments all underperformed a simple mix of 60 percent
stocks and 40 percent bonds over one, three and five year periods.The
91 percent of endowments with less than $1 billion in assets under-
performed in every time period since records have been maintained.”

The same compilation for 2012, once figures are available, may
be even worse.

Taken as a group, smaller endowments and many families have
difficulty gaining access to the best-performing managers, and are
relegated to second-tier (or worse) performers with first-tier costs.

Source: New York Times, October 12, 2012.

The Role of Scenario Planning

Many forecasting and planning groups, from Shell to the World
Economic Forum to some of the world’s largest and most successful
investing family offices, use scenario modeling as an essential part
of their forward planning exercises for investment and risk man-
agement purposes.

Probability-adjusted scenario analysis is not about guessing at a
single outcome. Rather, it is about defining different future states
of affairs and assessing, given present trends and influences, what
are the probabilities of each occurring.

Performing a scenario analysis will help wealth owners to deter-
mine how achievable their goals are under differing financial states
of affairs and how reasonable their assumptions. It can also provide
families with input to the various options they will have at their dis-
posal to meet their wealth objectives.

This testing phase can employ a simple set of alternative scenar-
ios for investors to consider, or it can use more sophisticated tech-
niques, such as Monte Carlo simulation, which runs thousands of
different scenarios with different variables to predict potential port-
folio outcomes, and seeks to find the optimal mix of assets for the
range of outcomes.
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Holistic and Active Porifolio Management

It is important to understand each individual asset class selection
and the investments within it. It is equally, if not more, important to
understand how a family’s overall investment portfolio will behave
in different economic environments.

This will require stress testing and risk management assess-
ments to provide an understanding of how a particular portfolio
will behave if interest rates, energy prices, consumer demand, or a
particular currency or stock market rises or falls within the invest-
ment horizon.

One investment guru in the United States described a portfolio as
being like a cake, where individual ingredients, such as butter, sugar,
flour, and eggs, behave very differently when combined together in
different proportions under different thermal conditions.

Best (and Next) Practice: The Expert Family
Office’s Approach to Investing

One of the most sophisticated chief investment officers (CIOs)
in the family office world has been developing and refining an
approach to a large family portfolio for one family for many years,
aligning investment strategy and action plans with the support and
guidance of the family’s very insightful and engaged G2 leader.

His approach is comprehensive and addresses all of the issues
inherent in an ambitious multipurpose, multi—asset class, multiman-
ager approach, which also includes scenario planning, direct investing,
and a parallel set of activities for family education and involvement.

The approach is well-documented so that any unexpected suc-
cession issues within the family can be dealt with smoothly, with
next generation members being prepared through a structured
program of education and practical experience to step into a lead-
ership role when the time comes.

There are seven steps in their approach to asset allocation.

Step 1: Adapting fo the Macroeconomic Context
through Scenario Planning

This family’s asset allocation approach outlines seven basic global
scenarios, ranging from “Meltdown” to “Muddle Through” to “Big
Boom” based on the family office team’s expectations and long-
term observed history and probabilities.
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Fed
Funds Current
Scenario  Description Real GDP Rate 1930p 1970-p Probability
Scenario 1  Totfal collapse NA NA 0% 0% 1%
and anarchy
Scenario 2 Worldwide eco- <-1.5% 0% 8% 0% 4%
nomic collapse
Scenario 3 World recession -1.5 1% 9% 5% 8%
Scenario4 Low growth and 1.5-2.5% 2-3% 9% 11% 34%
low demand
Scenario 5 Trend growth 2.5-4.0% 3-4%  30% 46% 28%
Scenario 6 Economic 5.0%+ 4-5%  34% 16% 10%
boom
Scenario 7 Stagflation <2.0% 4-6%  10% 22% 15%

Figure 10.6 Sample Global Scenarios

A sample scenario spreadsheet is illustrated in Figure 10.6.

Historical results do not on their own drive recommended
future asset allocation. However, they do provide important context
from which to see relevant patterns.

Step 2: Redefining Asset Classes and Identifying
Long-Term Megatirends

By thinking out of the box, this family office has developed an
attractive blend of long-term investment perspectives that allows
them to look and act afresh in a world driven by group thinking
and hamstrung by conventional asset-class definitions.

Qualitative and quantitative overlays include a consideration of
underappreciated and sustainable “megatrends” in a range of asset
classes, regions, and industries.

Step 3: Incorporating Selected Quantitative Inputs

As a final step in their asset allocation process, this family office
incorporates a range of quantitative and qualitative analyses that
include fundamental valuation, credit cycles, corporate earnings,
structural changes in asset classes and economies, as well as conven-
tional mean-variance tests, one of the most valuable parts of MPT.
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These inputs are designed to help gain additional insights into
asset allocation results and identify opportunities for active man-
agement of asset exposures within preset policy ranges.

Step 4: Incorporating the Implications of the Global Context

One of the most important aspects of the expert family office
model is its formal incorporation of perspectives of the global
macroeconomic situation, an essential component in an inter-
connected world with global systemic risk, correlated global asset
classes, and geographically proximate capital markets.

Step 5: Identifying and Managing Strategic Risk

Risk is addressed in the family portfolio at two levels: strategic risk
and tactical risk.

Strategic risk is made up of those long-term or market trends
that can have a substantial impact on the fundamental value of the
portfolio, such as dramatic changes in market trends, regulatory
or tax change, counterparty and systemic risk, family business risk,
and other family wealth-threatening events.

Tactical risk is played out at a lower level. It may apply to a
smaller part of the portfolio or is related to individual investments,
trades and transactional issues, execution risk, timing, hedging
strategies, insurance, and other such performance-determining fac-
tors. These factors can be extremely important for a family’s finan-
cial well-being, but may not have the fortune-threatening impact
that strategic risk can have on a portfolio.

Step 6: Seeking Alpha

The practice of alpha identification and capture, like asset allo-
cation and investment management broadly, is a combination
of art and science. Large markets are enormously liquid, highly
informed, and fast moving. They are, if anything, overcrowded with
intelligent investors.

The clever strategies, niche opportunities, inefficient markets,
and price/value arbitrage opportunities that can lead to alpha gen-
eration are hard to find in any such environment.

Alpha is more easily found in less efficient markets and in alter-
native asset classes that are accurately described as “less crowded
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airspace” in which to seek and find unexploited opportunities and
investment advantage.

By being creative, by adhering to the policies of an asset allo-
cation model, but also abjuring the conventional and the crowded
investment theses, family investors can be well-placed to harvest
more of those rare opportunities to benefit from real alpha and
absolute return in a far colder climate than anyone we have seen in
our investing lifetimes.

Step 7: Rolling All of the Elements Above into a Single
Global Capital Allocation Strategy

Appropriate, global, and diversified strategic asset allocation plan-
ning should produce a “true north” portfolio that accounts for low
probability but high impact fat tail and event risks—modulated
between “defensive/safe” and “growth/risk.”

Such a portfolio can be focused on capital preservation and
capable of enduring though negative and downside markets as well
as more positive growth periods.

An Expert’s Allocation 2012

With so many variables and choices to process, how did sophisti-
cated investors allocate capital at the end of, for example, 2012?

One major portfolio manager ended up with the following
model for his clients who were focused exclusively on liquid and real
investments:

Controlled Risk

Cash 2%
Investment-grade fixed income 3%
Treasury inflation-protected securities (TIPS; short duration 3-5 years) 4%
High yield (income) 5%

Equity Risk (via ETFs, managers, and hedge funds)

U.S. equities
Large-cap 15%
Small- and mid-cap 10%

Foreign developed markets  10% (also provides foreign currency exposure)
Emerging markets 10%
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Real Assets
Commodities 10%
Property
U.S. (including "Agland”) 20%
Foreign 6%
Gold 5%
Total 100%

Choosing a Framework That Is Right for Each Family

There is a wide range of asset management frameworks available
for family investors to choose from. Each has its pros and cons;
some are more complex and others less so. Many investment frame-
works can also be adapted for effective use by an investing family
who is willing to put in the time and effort. But it is most important
that the family chooses an approach with which they are comfort-
able, that suits their own style, and that aligns with the scope, size,
and makeup of their investment portfolio. In this way, the frame-
work is most likely to be useful for the family and able to endure
through the inevitable challenging times.

Complexity Does Not Equal Sophistication

It has become almost an accepted truth that to be a “sophisticated”
investor in a complex, inferactive, tightly coupled, and adaptive world,
one has to adopt a complex, interactive, fightly coupled, and oppor-
tunistic investment model (and organization) tied to that world.

In my opinion, that conclusion is simply wrong; a simpler, frans-
parent, and focused approach is a very viable alternative. The goal
should be to survive comfortably with the highest odds over the very
long term. As long as an institution enjoys long-term stability, produces
returns comparable to the market, and produces returns at least in
the pack of institutional investors, there should be no reason fo be
jealous of the few that hit home runs.

The endowment model relies too heavily on a false sense of
diversification, on foo many strategies, on selecting exceptional man-
agers where the odds are heavily against that exercise, and on an

(continued)
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underlying view of the market that has been demonstrated to be
severely compromised.To use a cliché, it fries fo pick up hundreds of
nickels (often using excessive leverage or severely restricted liquidity),
while underestimating the speed and acceleration of the steamroll-
ers coming its way. Not only is the achievement of additional return
over longer periods problematic, but also when turbulent markets
arise, additional issues of liquidity and lack of transparency can dev-
astate the portfolio.

A complex investment world does not require a complex response,
either in the nature of the investment organization or the particu-
lar investment strategies chosen. The cockroach lives in a very, very
complex environment with one of the best long-term success rates of
any creature.Yet it has only one defense mechanism—running in the
opposite direction from a puff of air.The equivalent for the investment
world is, at the core, a very simple structure founded upon public mar-
ket diversification with one basic defense mechanism: see a volatile
movement, and react in the opposite direction (i.e., rebalance info
it). A simple structure and strategy, if adhered to, has one of the best
chances of surviving for many decades.

Source: Robert Maynard, *Conventional Investing in a Complex World,” Journal of
Investing, Spring 2013.
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Comprehensive Risk Management

he economic environment over the past decade provided most
wealthy families with an unwelcome education about risk.

The global financial crisis, financial setbacks, the destabilization
within many countries and currencies, terrorism, and natural disas-
ters have all served to remind investors of the uncertainties and
risks for which they need to be prepared.

Following the capital market and economic events of 2000—
2001 and 2008-2009 in the United States, and the following euro
crisis in 2011-2012, risk has become a major concern for family
investors. Even many hedge funds, which were specifically designed
to resist correlation with equity markets and protect against down-
side risk (by having a short component), got caught up in the
upside zeitgeist and performed poorly during the most recent mar-
ket downturn.

In addition to recent damage to family portfolios, there are
three major reasons for the current attention being paid to the iden-
tification and management of risk to family wealth and well-being.

1. Global risks and volatility seem to be larger than ever and
risk profiles seem more likely to increase than decrease in
the future.

2. The tools used in the past to manage those risks have not
been working, leaving investors to try to find new ways to
understand and mitigate risk.

165



166 Family Wealth Management

3. There is good reason to believe that the nature of risk is
changing and that the probability of occurrence of nega-
tive outcomes will increase and the scale of potential impact
will become even more pronounced over time as the world
becomes more interdependent and the speed of interaction
increases.

Old Tools Not Sharp Enough for New Challenges

The set of risk management tools we have used in the past, partic-
ularly for investment management, did not do the job in the last
financial crisis for many reasons.

Modern Portfolio Theory (MPT) previously has provided the
most common approaches to risk management for many years. Its
advocacy of diversification of asset classes and securities as a way to
reduce investment volatility seemed to work for a long time at least
to some degree, but failed to deliver acceptable results for many
portfolio investors following its passive allocate-buy-and-hold mes-
sage in the global financial crisis (GFC).

In this latest (but far from last) crisis, however, the correlation
of most asset classes (bonds being an exception) went to 1.0 (i.e.,
proved to be highly correlated and all trending in the same direc-
tion at the same time) so there was, unfortunately, almost nowhere
for investors to hide.

MPT also didn’t predict the magnitude of the potential losses
in a diversified and, theoretically, optimized risk-return portfolio
under different extreme scenarios. In fact, because of its normal
distribution probability model, it probably provided false com-
fort that a large drop in markets was so improbable as to be nearly
impossible. But the nearly impossible happened, and many families
paid dearly for their unfounded assumptions.

Some portfolios were ravaged by broad market declines and the
failure of risk management systems, such as they were.

In many countries, these problems were exacerbated by
plunges in housing prices and commodity prices. At the time of
writing, the major economies’ stock markets are just now reaching
the peaks of 2007 again and the return on equities over the decade
in many major markets was close to zero. Depending on the coun-
try, it was the worst decade since the 1930s.



Comprehensive Risk Management 167

Black Swan Events

The recent crisis also highlights that not all changes are predictable
and that no simple model of investment works in all seasons and
circumstances.

Nassim Nicholas Taleb, author of The Black Swan: The Impact
of the Highly Improbable, similarly rejects a simple reliance on tradi-
tional investing models and a limited definition of risk as volatility.

Taleb’s thesis is that “black swan” events are likely to occur with
increasing regularity, due to the global financial integration of
today’s world. Black swan events in the economic arena are rare,
like the bird itself, but exert a significant impact; despite their
importance, their rarity and unique nature make them difficult
to predict in advance. He believes that these types of catastrophic
events have a much greater impact on financial markets and the
broader world of human affairs than we usually suppose.

The challenge of wealth preservation for a wealthy family is, at
its core, the successful management of risk. A good plan is a good
start, but an expanded awareness of risk in the investing environ-
ment, tight performance monitoring, and effective risk manage-
ment are important disciplines to ensure that the plan stays on track
and the desired results are in fact achieved over the long term.

What Is Risk?

There are many different definitions of risk: volatility, permanent
impairment of capital, underperformance, absolute loss, loss of pur-
chasing power, failure to meet a specific objective or protect capital,
and other variations referring to goals both absolute and relative.

Volatility is the most common definition of risk in the invest-
ment industry, but volatility is actually not always the principal risk
factor or concern for wealthy families. For example, if a family
knows it has enough money on hand to meet all of its shorter-term
objectives and the luxury of time to allow assets to grow to meet the
family’s longer-term objectives, then the volatility of prices of pub-
licly traded assets will not be a major concern.

Private investors are thus rightly searching for a new way to
think about risk and ways to protect themselves and their capital
going forward. Investors have paid a steep price to learn that it is
not just volatility that should be a signal for concern, but rather the
real possibility of permanent impairment of capital.
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The definition of risk for a family is a very personal and specific
exercise, and for many families of different levels of wealth, the
best definition of risk may simply be “not being able to meet your
goals” or “not having the money to do what you want to do, when
you want to do it.”

Because of recent experience and resulting dissatisfaction
with volatility as a sole risk measure, some investors have started to
reset priorities on their goals and redefine their concept of risk.
Examples might include:

* Not losing more than 10 percent of liquid wealth.

¢ Not risking the loss of a family estate or legacy assets.
* Not losing the business.

¢ Not having to reduce family lifestyle.

Many families will also allocate capital to safer assets to protect
their highest-priority goals.

For other families, lowerpriority goals become optional.
Achieving those goals may depend on the growth of the business
or of the investment assets. In fact, investors emerging bruised from
the GFC are realizing that investment management and risk man-
agement are, in fact, one and the same thing.

The Evolution of Risk

Most entrepreneurs and business owners took significant risk to start
or build their business. They may have used substantial leverage and
their net worth was likely highly concentrated in one place (the busi-
ness), both of which would have made them vulnerable to adverse
market and economic conditions if pursued in the capital markets as
an investment strategy; but that concentration and leverage was what
helped them create substantial wealth in the first place.

Wealth management is different. The goal of wealth manage-
ment is usually to preserve and manage assets to ensure that they
meet family goals and objectives, and are not unduly vulnerable to
undue risk of any kind. There is normally a significant capital pres-
ervation element in liquid wealth management, since the family
probably does not want to have to start the wealth creation process
all over again, realizing how rare are the successes in business that
can generate a substantial fortune.
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As such, concentrated and high levels of risk, which were the com-
panion of the entrepreneur, become the adversary of the investor.

Financial Risks

Investors face a wide range of risks, all of which must be managed
based on the investor objectives, risk tolerance, and investment pol-
icy. Key risks include:

® Systemic risk. The risk of the banking system or monetary sys-
tem “melting down,” or at least allowing a number of major
financial institutions to fail, could raise major issues of eco-
nomic survival under the most extreme of assumptions.

® Macroeconomic and currency risk. Recent years have shown how
linked national and international macroeconomics (includ-
ing currency) are. Understanding and acting on these high-
priority risks is an important part of risk management.

® Concentration risk. One of the major issues faced by entrepre-
neurs and following generations arises when an operating
business, property asset, or concentrated single stock position
plays such an enormous role in a family portfolio that it domi-
nates the family balance sheet and requires the special atten-
tion of both family and advisors to appropriately manage it.

® Business risk. This includes basic business operational risks,
family dynamics related to the business, business succession,
taxation, and other strategic and technical risks.

® Leverage risk. Portfolio leverage, whether at a family holding
level, in fund positions, or in related financial structures,
can be a major source of unmanaged risk. Leverage can
enhance returns dramatically but does so only at the cost of
creating risk.

* Reporting and control risk. A failure to capture the full set of rel-
evant economics and act on information received can also cre-
ate substantial risks. Uncontrolled trading losses at investment
banks and similar episodes in other areas show how a risk pol-
icy, even if somewhat onerous at times, can preserve a fortune
that might otherwise have fallen prey to traders or managers
acting outside of risk guidance and investment parameters.

® Settlement risks. Risks associated with closing a transaction and
receiving payment.
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® Custodial risk. Potential loss due to inadequate safeguards of
assets and documents.

* Liquidity risk. The possibility, all too real for many investors in
the GFC, of an inability to sell an asset when desired.

* Counterparty risk. The risk that the party on the other side of
a transaction may default on a contract or agreement or be
unable to fulfill its obligations.

* Fragmentation or complexity risk. In some ways the counterbal-
ance to concentration risk mentioned above, having too
many investments also carries risk and causes distraction,
often spreading management time and capital too thinly.

* Interconnection and interaction. One of the major risks that has
brought down more than one property empire is the threat
posed by cross-collateralization, in which all the assets within
a portfolio are interconnected by debt terms, operating
agreements, or shared systems so that a shortfall in any one
area can bring down the entire group.

® Tax burdens. Taxes, whether on income, wealth, capital gains,
or inheritance, are one of the greatest sources of loss of fam-
ily wealth. While always remaining fully compliant, families
will need to identify current and future tax policies and stay
“ahead of the curve” to avoid paying an enormous penalty
for their inattention.

Family Risks

Financial risks are just one component of the risks that wealthy
families face. There is a long list of other risks that wealthy families
need to integrate into their planning.

o Family harmony, continuity, and risk. Any threats to family har-
mony, unity, and integrated family wealth, such as a potential
schism or dispute, marital issue, or litigation, should also be
given the utmost and urgent attention due to the degree of
risk to the family as a whole.

® Physical security risk. Personal safety and freedom from harm,
and protection from the potential loss of physical assets to
fire or theft, are of increasing concern to families, especially
those in higherrisk urban environments. This includes risks
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to health, privacy, residential security, contagions, food short-
ages, kidnapping, and information theft, among others.

® FEcosystem risk. Hiring the wrong staff members or advi-
sors can also be a recipe for disaster and a significant risk.
“Predators in the ecosystem” are one of the most common
causes of catastrophic loss of family wealth, as the clients
of Bernie Madoff now know all too well. Ensuring that all
selected participants in the ecosystem have a high degree of
integrity as well as capability should be a key part of any fam-
ily’s risk management policy and procedures.

® Longevity and mortality risk. Outliving your money or dying
without a current will and estate plan is a risk to any family
and fortune.

® Key person risk. The degree of risk will vary depending on the
degree of capability, control, and influence the key person
has, and how many others have been trained as successors if
and when needed.

Having identified and set priorities on expected risks, family
leadership must design and put into effect appropriate risk reduc-
tion and impact mitigation to ensure that the many potential risks
are not allowed to blossom into real disasters for the family.

Figure 11.1 shows a risk matrix provided by the Family Office
Exchange, the world’s leading network of family offices and their
advisors. The four quadrants clearly reflect both the range of
risks and the diversity within any one category. Setting priori-
ties on this long list of risk factors is an important element in a
successful long-term program to protect, preserve, and enhance
family wealth.

Less Stability in the New World Order

This past half-century has been, according to experts, the most
peaceful period in the past 140 years. It has also been a period
of great abundance and prosperity, supported by the relatively
benign political, economic, and even military environment. Now,
however, simmering conflicts in southern and eastern Asia, the
Middle East, and northern Africa are pushing up the risk indicators
dramatically.
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Figure 11.1 Key Risks Faced by Wealthy Families
Source: Family Office Exchange, 2007.

With more flashpoints surfacing around the world, and a
declining Pax Americana to impose order on a more chaotic world,
the risk of an event’s spilling over into the more negative range of
potential outcomes is rising far more than in the past.

A multipolar world, with new actors and institutional roles, will
be, by its very nature, less stable and predictable than that prevail-
ing in recent decades.

Government Overspending

The fact that global government spending is out of control will
come as no surprise to the intelligent economic observer. Long-
term trends of growing government spending as a percentage of
gross domestic product (GDP) have been visible for 50 years, and
recent patterns only accelerate that long-standing drift.
Implications for investors are many: interest rates, inflation,
currency pair movements, tax rates, infrastructure development
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Figure 11.2 U.S. Gross Federal Debt as a Percent of GDP

Source: Office of Management and Budget, U.S. Government.

(employment creation), health care burdens, and other factors will
be deeply affected by this seemingly irreversible pattern of near-
permanent deficits.

The United States, as but one example, currently taxes at 17 per-
cent of GDP and spends at 23 percent, with little evidence of mean-
ingful deceleration or decline in long-term spending rates. Total
U.S. debt (as shown in Figure 11.2) currently amounts to $16 tril-
lion, close to 100 percent of GDP, an astounding number that rises
even further to above $60 trillion once off-balance-sheet liabilities
for Medicare, Medicaid, and Social Security are taken into account.

In western Europe, Japan, and many other regions, govern-
ments have reached—and even exceeded—the normal limits of
borrowing. They are now having to scale back social programs,
restructure sovereign debt, and review the sustainability of their
economic models going forward.

Tax Climate Heating Up

Taxes will, in all likelihood, need to increase and may target the
rich more aggressively as the wealth gap widens and the concentra-
tion of wealth becomes more visible (Figure 11.3).
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Figure 11.3 U.S.Income Distribution, 1774, 1860, and 2010

Sources: Peter H. Lindert and Jeffrey G. Williamson, "American Incomes 1774-1860," NBER
Working Paper No. 18396, September 2012 (Cambridge, MA: National Bureau of Economic
Research); Piketty and Saez, 2012.
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More stringent enforcement, along with higher rates, is appear-
ing on the horizon, as governments target avoidance (legal plan-
ning) as well as evasion (illegal nonpayment of taxes) as moral
hazards in their strained economy.

The growing adoption of GAAR (general anti-avoidance rules)
also casts a wider net for tax revenues.

French marginal tax rates on the wealthy proposed to be boosted
by the new government to 75 percent in 2012, triggering an exodus
of a few of its wealthier citizens to more welcoming tax jurisdictions.

Other countries in Europe have recently set, or are already
imposing, a top band of 50 percent on worldwide income, which
is supplemented by the value-added tax (VAT), fuel tax, property
taxes, and local community charges, among others.

While many long-term trends and their attendant risks can be
understood and prepared for, others, such as rising taxes and physi-
cal security concerns, will need to be managed in an environment
of growing instability, unpredictability, and constantly evolving risk.
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The Ultimate Safety Strategy
The New Zealand (or Equivalent) "Bolthole”

Over the years, and accelerated in times of crisis, the more concerned
(some would say paranoid) investors prepare carefully for worst-case
economic and political scenarios.

This means moving some portion of assets to safe jurisdictions
and safe physical locations, being prepared to continue to oper-
ate in the wake of a banking system collapse, and providing easy
access to food, water, and shelter in a place far from likely areas of
political, military, or civil conflict.

The elements of this strategy can be made up of positions as
follows:

* A safe and accessible place. Residence in a neutral country
distant from potential conflict. This could include New Zealand,
a Pacific island, or, somewhat creatively, northern Canada
or Scandinavia. This strategy is sometimes referred to as a
“bolthole” or “a place of escape or refuge.” Safe shelters from
nuclear blast, environmental disasters, chemical or biological
warfare, and other such unpleasant future events may also be
required for moximum safety.

* Well-stocked for survival. Needless to say, any special shelter will
need to have its own supply of food and water for an extended
stay by a defined set of family members and support team.
Larger crises will require access to an operating farm with abun-
dant reserves of its own water, and with a capability fo farm live-
stock and provide adequate grain, fruit, and vegetable crops.

* Cash and gold. Keeping some reserves of cash in the local
currency, in dollars and in Swiss francs, provides a back-up
reserve in case of a banking system failure or inability to
access wealth held by banks or similar institutions. Gold for
bolthole purposes should be in coin form, not bullion (as it is
hard fo go to the supermarket in a dire post-meltdown apoca-
lyptic scenario and shave off a bit of a bullion bar fo pay for
groceries). Gold as an ultimate fallback reserve of monetary
value should be kept in a safe storage facility, available 24/7
in a location entirely independent of the banking system.

* Mulfiple locations. One of the main principles of risk manage-
ment boils down to the old adage “do not put all of your eggs

(continued)
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in one basket.” While expensive and onerous to set up, having
more than one bolthole may make sense in case there is an
unexpected problem in accessing or protecting one particular
space. One billionaire, particularly sensitive to global risks of all
kinds, has five such locations scattered around the earth.

* Mulfiple citizenships. Prudent wealthy families may want to keep
their options open by having multiple passports. Restrictions on
freedom or capital may cause a family fo move from a home
jurisdiction. It may be helpful to have another jurisdiction and/
or home to go o on a moment’s notice. Other factors such as
location, tax regimes, livability, ease of access, and the abil-
ity fo acquire a passport will play intfo these decisions as well.
Countries like Canada, Singapore, New Zealand, and some
Caribbean islands often stack up well, depending on the prior-
ity factors of a given family and its members.

* Luck and human limitation. Although not part of the specific ele-
ments of this strategy, luck can, as ever, determine the outcome
of any strategy no matter how well a plan is designed and
implemented. An apocryphal story describes the result achieved
by one far-sighted risk-managing individual. Having foreseen the
darkening clouds of war gathering over Europe and Asia in the
1930s, he analyzed all of the options for likely safety and picked
what seemed to be the ideal location to avoid the coming wars.
Unfortunately, his choice of a tiny remote Pacific island as his ref-
uge—Iwo Jima—was not, in the end, the best choice.

As they say, "Man plans, God laughs. . . "

The Starter Kit: Four Basic Principles
of Risk Management

While the management of risk can be highly complex, it is
instructive to start with the basic principles that underlie all risk-
management related activities before venturing into the inevitable
intricacies of execution. The four seminal tenets are as follows:

1. Have a realistic plan and stick to it. One of the most effective
ways for wealthy families to manage and mitigate risk is to
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have a realistic plan and stick to it. For many families, devel-
oping realistic goals and how much is “enough” is one of
the most powerful risk management tools. Once a plan has
been put in place, it requires a strong framework, along with
discipline and good counsel to stick with it when investor
emotions are tested. When there are no specific investment
goals in place, most investors are simply tempted to reach for
“more.” This can push them further out the risk spectrum,
often at exactly the wrong time.

Diversify. The successful long-term investor John Templeton
called diversification the “cornerstone” of every investment and
risk management program. Diversification is a central element
in risk management
because it spreads the
risk among many dif-
ferent asset classes and
securities on the assu-
mption that if one de-
clines, at least some of the others will not, and an overall
portfolio will buffer the downturn in one area by more solid
performance elsewhere. Many families hold very undiversi-
fied portfolios, given the relative size and location of their
operating business and the concentration of other invest-
ments they hold, often focused in the same industry or even
geographic region.

It is worth mentioning that investors should be careful
not to diversify beyond what is necessary for proper risk man-
agement, as this may create diversification into mediocrity,
increase complexity, and provide a false sense of real diver-
sification away from general market risks that can cause per-
manent capital loss.

For instance, many real estate business owners also buy
real estate investments, and many resource entrepreneurs
buy primarily resource stocks. It is important for families to
diversify their portfolio exposures into multiple asset classes,
economic and financial markets, and geographic regions.

Bonds, despite their low current returns, have also been
beneficial to portfolio diversification and are particularly
important to fund near-term family goals but, given the low
current yields, are not the portfolio staple they have been

More money has been lost reaching for
yield than at the point of a gun.

Investment manager Raymond DeVoe
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in the past. Real estate, private equity, timber, and emerg-
ing markets have all at various times provided some level of
diversification. Diversification for a global investor can also
include diversifying the type and location of asset structures,
currencies, counterparties, advisors, and other essential ele-
ments of a family’s wealth.

Different styles of management (e.g., value, growth,
momentum) can also help increase diversification as can
investing in various regions around the world (e.g., developed
vs. emerging and frontier markets).

Diversification is much more difficult in today’s world,

with the extreme correlation of securities and asset classes in
adverse markets and the strong linkages among global mar-
kets. This simply increases the challenges for family investors
and requires new and creative approaches to find diversifica-
tion in nontraditional ways.
Plan for multiple scenarios. While a good plan will provide valu-
able guidance, all will never go entirely according to that
plan. Changes in the family and the financial world are con-
tinuous and unpredictable; new risks and unforeseen chal-
lenges are inevitable. What wealthy families need to know is
what the implications of the inevitable setbacks are likely to
be under differing scenarios, how severe the impact will be,
how much flexibility they will have, how they will be able to
respond, and at what point their goals will be in jeopardy.

Monte Carlo simulations and other scenario-based mod-
els can be used to lay out a wide range of potential invest-
ment return scenarios and to incorporate low-probability,
high-impact events (fat tails and black swans) into the core
asset allocation and investment model.

One of the key pieces of information gleaned from a
scenario-planning exercise is the degree of flexibility (i.e.,
risk capacity) a family has. In other words, how close to the
line are they living? If one significant assumption changes,
what other options will they have to meet their goals, or will
they have to defer and abandon one or more of their goals?

The factors that add flexibility to an investor’s situation
include a large amount of surplus capital, some of their goals
being categorized as optional, and intentionally conservative
assumptions (which should lead to fewer negative surprises).
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Scenario planning is one of the important tools in the
risk management toolbox. It helps families to envision
and plan for the future and not be caught off-guard by the
changes and hazards that will inevitably emerge over time.

4. Control what an investor can control and conservatively estimate the
rest. Investors face a world full of unknowns that can play havoc
with their plans and
aspirations. Investment
returns are unknown,  The essence of risk management lies in
future trends in infla-  maximizing the areas where we have
tion are uncertain, cor-  some control over the outcomes, while
relation among asset  minimizing the areas where we have
classes is a moving tar-  absolutely no control over the outcomes.
get, and the level of Peter Bernstein, Against the Gods
market volatility is, well,
volatile.

Obviously, some investments are more predictable than
others. A five-year bond ladder is more predictable than a
portfolio of equities. Dividends are more predictable than
capital gains. This does not mean that investors should not
have expectations for their investments. All investment plans
will require some element of forecasting, with the proviso
that many asset classes and individual investments are notably
difficult to assess in determining when and how returns are
delivered.

Importantly, however, if the timing of the expected
returns does not match with the timing of the family’s spend-
ing needs, there may be a significant problem as a result of
the mismatch.

What Cannot Be Controlled?

There are many factors investors cannot control. They include:

® Investment returns. A large percentage of the activities of
the investment and wealth management industry focus on
forecasting near-term investment returns despite substan-
tial evidence that this is difficult, if not impossible, to do
consistently.
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* Black swans and major disasters. These “one off” and big-impact
negative events can have significant implications for families
and investors, but they usually come as a surprise.

* Inflation and economic growth. Investors have no control whatso-
ever over inflation (which affects the costs of things they buy)

and economic growth (which

can affect the success of their
business and investments),

both of which can have a

significant impact on their

wealth management plans and
achievement of their goals.

* Tax rates and regimes. Investors know what current tax rates
are but cannot control what the tax regimes and enforce-
ment protocols will be in the future.

® Longevity. While actuarial tables can tell how long the average
person will live, it is very rare for anyone to know the specific
longevity of any living individual with certainty.

Inuvestors are hopeless at forecasting,
yet it remains at the heart of the invest-
ment process.

James Montier, Grantham Mayor Otterloo

Logic dictates that that the wise risk management route is to
use conservative estimates in planning models for the factors that
cannot be controlled. Positive surprises are rarely a problem, but
negative surprises can wreak havoc on family plans.

What Can Be Controlled?

There are also factors investors can control. They include:

* Tax management. Every dollar saved in taxes goes into the
pocket of the investor; in that way, it is a “certain” additional
return with no added risk (an infinite Sharpe ratio). There
are a number of ways to save taxes depending on the family’s
jurisdiction and tax regime, including income splitting, trust
and other tax structuring, deferral of taxable gains, and the
use of tax-effective products, among others.

® Costs. Every dollar saved in costs also goes into the pocket of
the investor; it pays to minimize costs wherever it makes sense.
This may include reducing investment management fees,
trading, custodial and advisory costs, and transaction fees.

In a low-investmentreturn environment, managing taxes,
costs, and risks can have a significantly positive impact on the net
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investment return available to the family. Other, at least somewhat
controllable, factors include the following:

* Family expenses and distributions. Some expenses are com-
pletely optional; other expenses can be cut back as needed
or assets (like personal residences) that require constant
maintenance costs and tax payments can be sold. While not
pleasant, expense and distribution control is a risk manage-
ment tool families can, and may even be forced, to employ.

® Asset allocation. Investors are able to control how they invest
their portfolios and what expected risk they take on.

* Conservative assumptions. As mentioned above, investors can
make conservative assumptions on the noncontrollable aspects
of their lives. This knowledge and management can reduce
the risk of negative surprises.

® Diversification. A diversified portfolio is an important risk miti-
gation tool and is another factor the investor can control.

® Behavioral risk management disciplines. While investors can-
not control the returns their investments provide, they
can exercise some control over the way they themselves
respond. Tools such as a written wealth plan and an invest-
ment policy can provide much-needed self-discipline that
can help save the portfolio from the effects of rash and
unwise reactions, as can the objectivity of a qualified, inde-
pendent advisor.

® Tactical tools. Similarly, the many tactical tools to manage
risk—puts, calls, insurance, synthetic puts, stop losses, rising
floors, floors, sales triggers, and other approaches—can help
to manage a risk once identified and quantified.

® Years of work or timing of business sale. Families normally have
some control over how long they work and bring in income
or when they sell the family business. The timing of cash flows
can be an important risk management tool for any investor
and can usually be controlled, at least to some extent.

® Leverage. Families can control the level of debt they take on.
Debt can provide important leverage for growth but can also
restrict investors’ options in difficult times when liquidity and
flexibility are required.

o Complexity and illiquidity. While complex and illiquid invest-
ments can provide additional returns where the investor
understands the investment details and is comfortable not
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having access to the cash, complexity also has costs. These
include additional fees, extra due diligence, distraction, and
an inability to make high-quality decisions when required
under time pressure.

Investors almost always have some degree of control over these
and other key decisions, and can set their risk levels according to their
risk definition, family goals, and their investment and risk policies.

Welcome to Risk Management 2.0

Dr. Erwann Michel-Kerjan

As recently as a few years ago, few world leaders would have pegged
the accelerating rhythm of large-scale catastrophes as one of the
biggest economic challenges in the foreseeable future. But one of the
hallmarks of this new century will be more and more such unthinkable
events, previously unseen contexts, and pressure for individuals, private
companies, and government authorities to react extremely quickly,
even when they cannot predict the cascading impact their actions
will have.The GFC is just the latest—and perhaps most devastating—
illustration of incredible consequences of myopic behaviors.

Don't think only financial crisis, but also food and energy security,
infercontinental pandemics, megaterrorism, and new war type; think
worldwide global warming and large-scale natural disasters, fo name
just a few. In the first few years of the twenty-first century, the world has
faced a string of catastrophes of a totally new dimension. For instance,
if you consider the 20 most costly insured catastrophes in the world
since 1970, more than half of them have occurred in the last decade.

And this trend foward more catastrophes will continue, in large
part because of hyperconcentration of population/value in high-
risk areas, climate change, and because globalization is making the
world much more intferconnected than ever before.

In order to do a better job at preventing or mitigating the cost of
future disasters, there is an urgent need to better understand the new
risk architecture.There are six defining features of the new world of risk
we live in:

1. Exfreme cost/extreme benefits.There will be a much wider
variance in possible losses and gains.The events in the
past decade in the United States have translated into
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unprecedented economic consequences. It might be difficult
fo imagine that when Hurricane Hugo hit the country in 1989, it
was the first catastrophe to inflict more than $1 billion of insured
losses. But times have changed. Hurricane Katrina in 2005 killed
1,300 people and forced 1.5 million people to evacuate the
affected area—a historic record for the nation. Economic dam-
ages are estimated in the range of $150 billion.

With increasing urbanization and concentration of social
and economic activities in high-risk areas, costs of catastrophes
will continue to increase. It is also no wonder that new business
opportunities around catastrophes are proliferating with a huge
growth in catastrophe bonds (cat bonds), which are financial
instruments transferring catastrophe exposure to investors in the
financial markets.

. Confusing distribution of the roles and responsibilities of the
public and private secfors. In almost all catastrophes that
occurred in the past 10 years, it has been almost impossible to
dissociate the economics of catastrophe management from
politics, which contributes to a fuzzy distribution of the roles in
preparing against future disasters.

. Growing inferdependencies/globalization. We are becoming
more dependent on each other. At the annual meeting of the
World Economic Forum in Davos in 2007, former British prime
minister Tony Blair stated that “inferdependency is the defining
element of the twenty-first century.” While this is not fotally new,
we have reached a degree of inferdependence that no other
society has experienced before us. What happens on one con-
finent today can affect those on another continent ftomorrow.
Certainly the most illustrating example is the Pan Am 103 catas-
frophe, where an uninspected bag containing a bomb was
placed on Malta Airlines at a small unsecured airport in Malta,
fransferred in Frankfurt fto a Pan Am feeder line, and then loaded
onfo Pan Am 103 in London’s Heathrow Airport. Pan Am 103
crashed over Lockerbie, Scotland.

. Change in scale from local fo global risks. One of the conse-
quences of these increasing interdependencies is that disas-
fers and crises are likely fo affect a higher number of people.
Dealing with large-scale disasters is much more challenging
than dealing with a series of local small accidents. Resources
and collaborative effort needed simultaneously are not simply

(confinued)
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cumulative but exponential. Furthermore, global response and
global reaction capacity are needed. Multinational coordina-
fion becomes critical. Another important element is how infor-
mation is shared on a larger scale and among many more
stakeholders whose actions are ultimately likely to affect the
level of loss.

. Speed/just-in-time society.The development of rapid transpor-

fation and cheap communication has created a *just-in-time”
society. People and products are moving faster and faster from
one part of the globe to the other. While this provides a wide
range of positive returns, there is also a flip side: Risks are more
likely fo spread across the globe very rapidly. Thanks to jet travel,
for instance, viruses now fly business class, too, so a pandemic
starting in Asia today might very well spread extremely rapidly.
The just-in-time society also puts pressure on us to make deci-
sions faster than before, without necessarily taking the fime to
adequately measure the possible effects these actions will have
on others and in the long run.

. Uncertainty, if not ignorance. A lot of research has been devoted

in the past decades to decisions under uncertainty, and the
preceding features create an unprecedented environment in
which assessing risks becomes more difficult. We were trained fo
solve problems with clear questions and clear scientific knowl-
edge. Knowing the risk profile, we made investment decisions.
But historic data does not shape the future any more, given how
rapidly the world is changing. We move from risk to uncertainty
or even pure ignorance. This is, of course, a major challenge.

The general surprise that came with the series of catastrophes

and crises that have unfolded one after another over the past few
years—including the GFC—reminded me of excerpts of The Plague,
the famous novel written some 60 years ago by French author, jour
nalist, and Nobel laureate Albert Camus: "There have been as many
plagues as wars in history, yet always plagues and wars take people
equally by surprise.”

Welcome to Risk Management 2.0.

Dr. Erwann O. Michel-Kerjan is the managing director of the Wharton Risk Management
and Decision Processes Center at the University of Pennsylvania, and he teaches Value
Creation in the Wharton MBA program in Philadelphia, Pennsylvania. He is an authority
on managing the risks, financial impact, and public policy challenges associated with
catastrophic events.
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CHAPTER

The Elements of Long-Term Strategy

long-term strategic wealth plan is the map for the family’s
investing journey. Such a plan helps the family think through the
reasons for the structure and allocation of its wealth, provides clear
guidance and direction for the future, offers protection from the
behavioral biases that challenge all investors (especially during
a crisis), and is a valuable tool for keeping a wealth management
plan on track.

Yet that long-term plan also needs to be flexible and adaptable;
it needs to be reviewed and adjusted regularly based on changes
in the external environment and as needed as the family evolves.
Nothing is fixed forever. The realities of the world as they unfold
are often different from the ones envisaged when the plan was
conceived.

Focused yet flexible may be the watchwords of long-term family
investment success.

Components of the Plan

While there are many ways to approach wealth planning, regard-
less of the actual framework employed, the following components
should be present in almost any wealth plan:

The family context, including philosophy, vision, and values.
Family goals and financial objectives.

Family balance sheet analysis.

Definition of risk and approach to risk management.

187
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Cash flow forecast and scenario analysis.

Family elements of long-term strategy.
Economic and financial market perspectives.
Asset allocation and investment policy.

Asset classes and investment tactics.

Operational considerations.

Tax and structure elements.

¢ Family financial ecosystem and advisor selection.
* Performance reporting and cost management.

An Integrated Framework

Managing money is a complex task. It requires mastery of a process
that begins with an understanding of the investor’s personal profile
and overall investment objectives, and ends with disciplined invest-
ing, tight reporting, and control to ensure that the original objec-
tives are being met throughout all stages of that process.

Successful family wealth management also requires an under-
standing of asset allocation, the behavioral characteristics of all
asset classes under different market scenarios, investment selection,
advisor management, and the addressing of a whole set of inte-
grated elements including tax issues, estate plans, spending and dis-
tribution strategies, and risk management.

Pursuit of a predetermined set of investment goals, within the
policies and parameters established by the family, can best take
place in a framework, which systematically addresses every stage of
the investment process and keeps the process on track to accom-
plish its original objectives.

A well-conceived family wealth framework embraces both family
and financial matters, including an allocation model that is family-
centric, goals-based, both top-down and bottom-up, and balances
historical learning, and combines all of these factors to form a sen-
sible forward-looking risk and return perspective.

The integrated framework described earlier creates a struc-
ture that can highlight the areas of long-term strategy (LTS) to be
addressed in the LTS document. The illustration of this concept
can be found in Chapter 1, where it shows the multiple compo-
nents that need to be included in an integrated family framework.

The framework must make sense in the near term but also be
positioned for the very long term, and even multigenerational time



The Elements of Long-Term Strategy 189

frames. It also has to be robust enough to hold firm through vari-
ous challenges the family will face, yet flexible enough to adapt as
the world changes. As such, it needs to be reviewed and adjusted
on a regular basis to take into account changing objectives, shifts in
capital markets, and reflect new developments and understandings.

Integrated Wealth Management

Integrated wealth management ensures that decisions are not
made in isolation, but rather are made with the full knowledge of
the family’s overall perspective and all of the individual compo-
nents that could influence their financial situation. Components of
integrated wealth planning include:

® Family goals. Determination of family goals and objectives,
across a range of stakeholders and generations.

* Tax planning. Structuring the family’s financial affairs to
ensure that they are tax effective.

o FEstate planning issues. Passing wealth across generations
in a tax-efficient manner that meets the family’s dynastic
objectives.

* Financial planning. Ensuring that the family’s cash flow needs
will be met both on a current and future basis.

® [Investment management. Building and managing an invest-
ment portfolio that will the meet objectives of the family for
income, growth, and preservation of wealth.

* Family governance, education, and harmony. Ensuring that the
family is properly structured and has the skills to meet its
objectives and to preserve strong family bonds.

Starting with High-Level Family Objectives

The first step in the plan lies in understanding the family’s context
and specifically calculating investment goals and cash flow needs.
The lifetime-legacy approach, discussed earlier, may be a help-
ful tool for allocating and setting priorities on the goals the family
wants to fund.

A family’s lifetime requirements include funds that are
intended to be spent during a current lifetime. Normally, these
commitments are ones that the family has decided that they do not
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want to put at risk. As such, many families will choose to assign rela-
tively safe assets to meet these very certain commitments.

The balance of the wealth, after all lifetime commitments have
been looked after, is essentially legacy money—assets that will usu-
ally serve the purpose of funding the needs of children, charities,
and future generations.

Legacy goals are the longer-term objectives, normally endur-
ing after the deaths of the patriarch and matriarch. They can more
often be funded with riskier, more growth-oriented assets due
both to the long time periods until the funds are needed and the
optional nature of many legacy goals.

Any long-term plan will require families to assign priorities
to both lifetime and legacy objectives and then determine how
much and what types of assets should be used to fund the particu-
lar goals in question.

For instance, if a family is planning to pay for a generation of
education for all grandchildren in the next five years, or are plan-
ning to have capital available to fund a daughter’s new business, it
would not be appropriate to have too many assets locked up in illig-
uid, no-yield private equity investments.

The asset liquidity and income generation should be appropri-
ate to the family’s liabilities and commitments or spending inten-
tions. Near-term and high-priority lifetime requirements should be
matched with near-term and certain assets. For very near-term lia-
bilities, families may want to allocate assets that are both liquid and
safe, such as cash and treasuries.

For longer-term lifetime commitments that are still high pri-
ority, but not imminent, high-quality developed market dividend-
paying stocks that will build value over a long time period might be
the most appropriate investment. Because they will not be needed
to fund a specific commitment in the short term, the investor can
weather the volatility that typically comes with a higherreturn/
higherrisk asset like equities.

Some families will choose to immunize completely all of the
lifetime assets with a laddered bond portfolio. In that way, they can
reduce worry substantially, knowing that all of their most impor-
tant lifetime commitments will be met. A family with $1 billion net
worth may choose to allocate “just” $75 million to fixed income to
ensure that all of their lifestyle, housing, education, and charitable
expenses are covered during their lifetime.



The Elements of Long-Term Sirategy 191

An Engineering Issue

Portfolio management is neither art nor science.

It is instead a very special problem in engineering, of determin-
ing the most reliable and efficient way of reaching a specific godl,
given a set of policy constraints, and working within a remarkably
uncertain, probabilistic, always changing world of partial information
and misinformation, all filtered through the inexact prism of human
interpretation.

Source: Charles D. Ellis, “Investment Policy: How fo Win the Loser's Game,” Association for
Investment Management and Research, 1994.

Legacy Assets

Legacy assets can be thought of differently from lifetime assets.
They generally have a much longer time frame and can therefore
be invested with expectations of relatively higher return, depend-
ing on what the family’s legacy goals are and how much risk they
are willing to accept.

The family will then need to decide how much of their funds
should be allocated to legacy assets in trust for future generations
and what should be considered as a lifetime pool of assets available
for the use of the current generation. The decisions and allocations
within the framework will vary depending on the market conditions
and changes in the family circumstances, but the framework itself
will be appropriate for all seasons, as it is based on and consistent
with the fulfilment of the full set of the family’s articulated goals.

Cash Flow Forecast

A cash flow forecast is the next step in the development of the
plan. It puts meat on the bones of the family’s goals and calculates
where, how, and when they are likely to generate and deploy their
cash flow in the future. Because the future is never clear, any fore-
cast needs to make use of assumptions and those assumptions need
to be reasonable.

Expectations will typically include such factors as anticipated infla-
tion (particularly on the goods and services the family is most likely
to consume), changes in spending levels, potential large inflows or
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outflows of capital, tax rates, future family size, retirement ages, and
mortality dates. Unless all of the family’s goals are to be funded out
of employment income, investments will normally be called upon to
carry some of the burden of funding the family goals and commit-
ments over time.

The cash flow analysis will demonstrate what rate of return
the family will require on its capital to fund the family’s various
objectives—described as the required rate of return (RRR). This
iterative process will also give rise to other investment issues that
need to be addressed in the portfolio, including the degree of
liquidity required, the amount of regular income expected from
the portfolio, the timing of the distribution needs, and degree of
focus on capital preservation and risk.

It is important to start with realistic family income and expense
projections. This kind of fact-based decision making will help to
determine the needs of the family and ultimately the required
asset mix.

The Core Role Played by Cash Flow

It is not always the absolute amount of wealth that should be the
family’s sole target. Rather, the focus may also be on net cash flow
available, and what the money can do for family members.

In that context, there are only four factors that can impact cash
flow:

1. Income, from employment, investment, or other sources.

2. Assets that can be sold and converted into cash-flow-generating

assets (e.g., sale of a residential property).

Expenses.

4. Time (e.g., how long an individual plans to work to generate
income or how long the family investment portfolio has to
produce returns, and how long the family members will live
and require funding).

&

There are trade-offs among and within the four factors.
Employment income diminishes as a working career comes to a close,
so investments will be called upon to contribute a higher propor-
tion of the cash flow. If investment income falls, expenses may have
to be reduced, or assets may have to be sold to meet commitments.
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Other Factors

Of course, there are a number of noninvestment factors that must be
taken into account in the development of the investment plan, such
as multiple goals with various time frames, tax management, family
law issues, residency and citizenship realities, cost bases of specific
securities, trust and corporate structures, and investor preferences.

Any of these issues can suggest a change to the investment
policy from what might otherwise be expected. For instance, in a
jurisdiction with capital gains tax, a family might continue to hold
a large position in shares with a low cost base longer than might
otherwise be assumed when building a diversified portfolio, due to
the large amount of tax payable upon disposition of the shares.

Family investment plans are regularly built to meet the needs of
multiple owners, inheritors, and stakeholders, so they will typically
try to balance all of those needs as best they can, such as managing
the trade-off between the need for income from the portfolio and
growth in capital.

Asset Allocation and Long-Term Strategy

Once the asset class universe and the expected returns are deter-
mined, the next step is making the allocation decisions among
these various asset classes. This will, in large part, determine the
return the investor receives on his or her investments and the risk
he or she must take to achieve these returns. The more uncorre-
lated the asset classes are, the lower will be the volatility of the over-
all portfolio.

Typically, each asset class is assigned a strategic target as a per-
centage of the portfolio, but the investment manager will also be
free to adopt tactical asset allocation ranges and work within the
preset range during the year. These ranges provide necessary flex-
ibility in managing the assets for increases or decreases due to:

¢ Investment performance

® Rebalancing and timing

¢ (Cash and asset inflows and outflows

¢ Investment ramp-in models

¢ Flexibility for near-term opportunities to overweight or under-
weight a particular asset class or individual investment
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The output of this phase is a multiyear statement of guidance
and direction, within whose parameters and principles the actual
investment strategy will be drafted and implemented each year.

Indicative Allocation

The decision to allocate capital to the various asset classes is an impor-
tant one. The portfolio must be constructed to achieve the RRR for
the portfolio, based on the cash flow and growth needs of the family.

Although the precise annual allocations and tactics of invest-
ment are covered in the investment policy statement (IPS), the LTS
may provide an example or some guidance as to how actual asset
allocations may be made over time.

If the investor is taxable, he or she will want to focus on the
expected after-tax returns. The RRR also must be accomplished
within the risk parameters determined by the family and its advi-
sors, so volatility and quality measures must be considered as well.

Following is an example of the Macdonald family, in which the
required rate of return has been calculated as 7 percent nominal
and 4.5 percent after expected inflation of 2.5 percent. They and
their advisors have estimated the expected rate of return on each of
the individual asset classes; the combination of asset classes is built
to ensure that target rate of return is likely to be met.

Table 12.1 shows how that weighting allocation among the asset
classes translates into the targeted nominal and real returns for the
overall portfolio.

Scenario planning models a wide variety of potential capi-
tal market and asset class return scenarios, and calculates the
expected performance of the portfolio under each of those events.
Alternatively, another simpler approach is to assess the impact on
the family’s goals of various levels of returns (e.g., a 5 percent or 6
percent targeted portfolio return vs. the expected 7 percent).

The goal of scenario planning is to help determine whether
the family’s priority objectives can still be met under each of those
scenarios, and if they need to take other steps to ensure the attain-
ment of their goals.

Those “other” steps family investors can take to manage
through the uncertain world of capital markets includes: resetting
priorities on goals, allocating safe capital (e.g., fixed income) to
fund some of the most important goals, and reducing the potential
risk (and likely expected return) of the portfolio to boost the cer-
tainty of portfolio return outcomes.
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Table 12.1 The Macdonald Family

Expected Expected

Asset Class Weighting Range Return Real Return
Fixed Income 15% 10%-20% 3.5% 1.0%
Dividend Equities 10% 10%-20% 7.5% 5.0%
Equities 10% 0%-10% 8.0% 5.5%
Real Estate 5% 0%-10% 6.0% 3.5%
Infrastructure 5% 0%-10% 8.0% 5.5%
Natural Resources 5% 0%-10% 6.0% 3.5%
Managed Private

Equity 0% 10%-20% 10.0% 7.5%
Direct Private Equity 15% NA 10.0% 7.5%
Family Business 35% NA 7.0% 4.5%
Total 100% 7.0% 4.5%

Table 12.2 The Bardali Family

Expected Current Interest or Capital
Asset Class Weighting Return Dividend Cash Flow Growth
Fixed Income 20% 2.5% 2.5% 0.0%
Dividend
Equities 20% 7.5% 3.5% 4.0%
Global Equities 25% 8.0% 2.0% 6.0%
Real Estate 10% 6.0% 5.0% 1.0%
Infrastructure 10% 8.0% 6.0% 2.0%
Natural
Resources 5% 6.0% 0.0% 6.0%
Managed
Private Equity 10% 10.0% 0.0% 10.0%
Total 100% 6.7% 2.8% 3.9%

Also, the form of the returns can be important. If the family
needs a certain level of recurring income, it can be helpful for the
portfolio to include assets that spin off regular cash flow, such as
fixed income, dividends, or real estate income.

Table 12.2 shows the expected cash flow from a different family
portfolio (the Bardali family), based on the intended asset allocation,
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and compares it with the actual cash flow needs of the family. In this
family’s case, the actual cash flow produced is more than enough to
fund the annual family cash flow needs of $500,000.

Most Plans Are Obsolete
When So Much Has Changed, Why Haven‘t Most Plans?

Even before the recent financial crisis, many financial plans and
investment policy statements, even those of the wealthiest, were unre-
alistic. The problem is now compounded by the combination of a
fransformed investment world, changing rules of the investing game,
shifting risk/return calculations, along with higher tax and operating
costs.

Consequently, many plans are not only obsolete when compared
o the external environment, but also incapable of meeting investors’
most basic and important internal goals.

At stake is whether people will have enough money to live on for
the rest of their lives and/or to leave a legacy for future generations
and philanthropic causes.

Source: 2020 Vision: The Most Critical Decade.” BNY Mellon, 2010, 21.

Keeping Up with the Changes

Things change and so must even the best-laid plans of family inves-
tors. For many families, the new lowerreturn environment has not
yet been fully taken into account. Similarly, inflation, even though
relatively benign in most of the developed world following the crisis,
can still have a deleterious effect on family wealth over the long term.

Planning Constraints

Most families will rely on their investments to meet some or perhaps
even all of their spending and capital growth needs. It is usually pos-
sible to forecast with some degree of accuracy (using reasonable
and conservative assumptions) what the family’s cash flow require-
ments are likely to be and what returns will be required from the
portfolio to meet those needs. As mentioned earlier, families
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may need to set priorities on their goals and focus investments in
support of those goals, which is especially relevant in the event that
there is insufficient capital to fund them all.

While expected returns on investments are among the most
important inputs into investment decisions, they are unfortunately
one of the most difficult for investors to forecast. Even professional
investors cannot do it with much consistency, as shown in numer-
ous academic papers and studies. Yet it must be attempted (even if
the result is a range of expected returns) for investors to have any
serious ability to plan for the future.

Many investors use flawed and ineffective methods to deter-
mine their investment expectations, including extrapolating
current trends, relying on consensus forecasts, and employing
historical averages. These approaches, while common, can lead
to disaster if the family’s investment plan relies too heavily on the
accuracy of the forecast.

It may be true that stocks have earned a long-term (80-year)
average annual return of 10 percent, but that does not help the
family who actually needed the money in the decade of the 2000s
when the average annual return was closer to zero (at least in the
United States).






CHAPTER

Investing for the Future:
Mega-Themes and Principled
Investment Management

amilies have a unique advantage in their ability to invest with
greater flexibility for the longer term, compounding returns and
taking valuable positions not justifiable by short-term investors held
to quarterly performance reporting.

Long-term investing plays a key role in the investment plans of
many families, where patient capital can buy opportunistically and
wait through cycles to take full advantage of the secular opportuni-
ties on offer. One of the target long-term investment areas is “mega-
theme” investing in opportunities created by visible patterns and
trends in demographics, markets, and sectors.

The list of long-term strategic opportunities in this chapter may
help investors to start to think about where and why to invest for
the future. There are opportunities to invest in a different man-
ner from the past as well, investing with a sustainable or principled
approach that aims at creating results in both the financial and
nonfinancial arenas.

Trends and Opportunities

Identifying key global challenges is one thing. Investing in them
profitably is another.

199
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There are a number of long-term investment themes that may
make sense for investors with the appropriate time frame and staying
power. The best opportunities are secular trends, set to run for years,
which are not cyclical in nature, not likely to be reversed, and equally
unlikely to revert to some past lower mean level of performance.

Even negative societal trends, such as the rise of conflict over
water rights, and environmental challenges can provide great
investment opportunities. As the trends, emerge and become the
subject of regulation (necessitating investment in compliance), and
result in targeted government spending or private initiatives, an
attractive set of investment opportunities can emerge.

It is not only the areas of concern, such as the environment,
obesity, and aging, to cite but a few, but also the areas of natural
growth or positive development that can create a situation in which
long-term “mega-theme” investing is likely to find fertile ground.

While each sector requires a separate strategy and tactics of
participation—geography, asset class, instrument, and timing of invest-
ment, for example—selecting certain areas for investment is the first
practical step in developing a family’s long-term portfolio asset alloca-
tion, which address and includes these opportunities.

There is a wide range of potential approaches to each mega-
theme area, where the “how” of investing can be as important as
the “where” and “why.” As with investment in emerging markets
or growth economies, there are options to participate directly or
through coinvesting in operating companies, through shares and
bonds of publicly listed entities, funds, mutual funds, and alterna-
tive assets (private equity and hedge funds).

Property investments linked to hospitals, clinics, fitness facili-
ties, nursing homes, and assisted living are also available.

Mega-Theme Opportunities

Although there is a long and interesting list of macroinvestment
themes that family wealth managers may consider, there is usually
a common set of broad headings within which most families would
start in some fashion:

Asia and the emerging markets.

Climate change and the environment.

Resources and energy (including scarce resources such as water).
Agricultural land.
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* Health care, wellness, aging, and obesity.
¢ Education.
¢ Direct and coinvesting opportunities.

Asia

Asia, for many good reasons, is one of the mega-themes shared by
most family investors around the world.

Asia is home to 60 percent of the world’s population, including
its two largest countries (by far)—China and India. Asia is also home
to over 50 percent of the world’s youth, is the destination (mostly
China) of a large percentage of emerging market foreign direct
investment, and has accounted for a large share of world economic
growth over the past decade.

The mission of many investors is to capture, through a variety
of vehicles, the consumer growth and infrastructure development
opportunities in China and India. Although a sensible position at
one level, there is much more to Asia than this strategy might sug-
gest, and there is a broader range of options to be considered than
just those presented in these two large markets.

® A balanced long-term portfolio. Given the long-term nature of the
opportunity, and the lack of large liquid markets in some of
the highest-growth countries, a blend of countries (and hence
currencies), sectors, and investment classes embracing market-
able and nonmarketable positions may be the best way forward.

® Direct deals. Although not a part of every portfolio, direct
investments in operating companies, or coinvestments with
partners into these companies, can be a useful way of invest-
ing without paying a stack of fees and participating in the asset
classes (property companies, operating businesses, and banks)
where the greatest Asian family fortunes have been made.

Asia As an Asset Class?

One family in the United States thinks of Asia as being so important
fo the future wealth of the family that it merits a relatively large role
in their multi-asset-class allocation model, describing it as a special
category of attractive “risk-on” growth capital opportunities.
(confinued)
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Asia can also play a distinctive role in a family’s nonfinancial
activities as well, providing a platform from which a Western family
could visit the growing region and “see the future” as an example of
economic growth and business success.

By linking investment to an on-the-ground visit at least once per
year, if not more frequently, family members of all generations can
have a multiple-purpose sharing, informative, and investment-focused
experience together.

The Other Emerging Markets

The brightest macroeconomic growth rates, and hence some of the
more attractive future investment prospects of the world, are cap-
tured in the emerging markets and the commodity markets they
serve, or in the manufacture and distribution of products they con-
sume. These trends are likely to continue as countries new and old
proceed in their relentless march out of poverty and on to larger
roles on the world’s economic stage, as shown in Figure 13.1.

Of the world’s fastest-growing economies, nearly all were from
the emerging markets, also now called “growth economies,” with
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Figure 13.1 Share of Global GDP
Source: OECD, Goldman Sachs Global ECS Research, 2010.
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these markets accounting for the majority of world growth and far
more than half of the world’s population of young people under
the age of 25.

Per-capita income gains of the emerging markets also far out-
strip the traditional developed countries (see Figures 13.2 and 13.3).

The potential for consumer and infrastructure investments,
educational investment, telecoms, transport and logistics, resources,
and others are substantial, as are the challenges of getting the
right set of markets, individual investments, tactics, and timing. In
addition to Asia (economic and population growth, consumption,
increased sophistication in most industries), the Middle East (popu-
lation growth and energy), and Latin America (resources and mar-
ket development) offer some of the greatest opportunities.

Even more future-oriented investors are looking beyond
the rise of the current emerging giants into a future where the
youngest populations make up an ever-greater share of the global
demand landscape. Countries like Nigeria, Egypt, India, Indonesia,
and Ethiopia may be tomorrow’s most interesting demand-driven
markets, while resource-rich and the agriculturally led countries,
some located in a rising African continent, may play a lead role in
tomorrow’s supply picture.

The African Renaissance Africa, long avoided by international
investors as too risky, corrupt, politically unstable, complex and
volatile for foreign investment, has become an area of great inves-
tor interest. Resource discoveries and developments, coupled with
infrastructure investment, education, a reduction in gross corrup-
tion, and growing populations have combined to create a situation
in which five out of eight of the fastest-growing world economies in
2010 were African.

Its underdeveloped economies and equity markets, where they
exist, have provided some exceptional returns in recent years and
may continue to do so in the years ahead.

Climate Change and the Environment

As a consequence of this emerging market boom in population and
urbanization, the resulting pollution and generation of waste will
continue to place great demands on virtually every facet of the envi-
ronment. Land use, air quality, water availability and quality, and
access to other natural resources such as oil, gas, and food supplies,
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will rise in importance as demand growth outstrips supply for many
scarce resources.

Environmental pressures will only increase as the global popula-
tion continues to add 100 million new people (net) per year.

As regulatory environmental standards rise and traditional sources
of energy become increasingly expensive and dirty, many opportuni-
ties emerge in water, alternative energy, air, and other areas.

These investment opportunities, found across the world, can
take the form of transportation, packaging, recycling, efficiency
equipment, assessment and advisory businesses, engineering ser-
vices firms, and other facets of the overall theme.

Resources and Energy

World economic growth creates demand for all sorts of commodi-
ties—their identification, extraction, processing and transport—
across the globe. Oil, gas, iron ore, copper, water, rare earth
minerals, hard and soft commodities, and other “factor inputs” are
all in demand to fuel current and future demand.

In order to provide domestic heating, air conditioning, and
transportation, and to support industrial activity, world energy con-
sumption continues to grow ahead of both population and gross
domestic product (GDP).

With increasing scarcity, both natural and politically created,
oil, gas, water, essential manufacturing inputs, and other resources
are a source of potentially profitable investment in many countries.

For instance, clean water, only available to a privileged segment
of the world’s population, is already in scarce supply as urbaniza-
tion, industrialization, and irrigation use place contending claims on
water needed for human consumption and efficient management.

Water, hard commodities, and “soft” agricultural commodities
are in short supply in many industrial sectors and geographic areas.
The so-called CAARB countries/continents (Canada, Australia,
Africa, Russia, and Brazil), along with Indonesia and a few other
countries, are rich in resources and can present attractive opportu-
nities within the resources theme.

Agricultural Land

As the world’s population grows and increasingly wealthier peo-
ple in the emerging markets join their developed-world coun-
terparts in demanding a greater daily caloric intake and a more
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resource-intensive diet, the value of agricultural land seems set to
increase steadily over time.

While total arable acreage is shrinking, the pressure for
higher efficiency in production rises apace, as more and more
citizens aspire to an Organisation for Economic Cooperation and
Development (OECD) diet characterized by the consumption of
more animal protein and packaged foods.

There are many factors contributing to the expectation that
agricultural land will increase in value: greater demand for basic
products to feed an increasing population, increasing per-capita
consumption, inflation-resistant value (even benefiting from infla-
tion as products prices are rising faster than the general rate),
secondary demand for many ethanol and biofuel inputs to relieve
environmental pressures arising from the continued use of carbon
fuels, and other factors.

Opportunities for agricultural sector participation include
straightforward land ownership and farming, but also extend into
infrastructure (chilled, frozen, and ambient storage and transport),
processing, packaging, logistics, and distribution, all of which offer
interesting areas for consideration.

Education and Related Aclivities

Education, particularly in emerging markets, has been in a growth
phase for many years. With Asian cultures in particular prizing edu-
cation highly, commercial educational opportunities in degree-
granting schools and institutions of higher learning, tutoring,
language schools, online classes, test preparation, technical train-
ing, executive education, skills refreshment and certification, and
a full range of complementary services from exam grading to out-
sourced physical education classes will continue to be in demand.

In educationally related sectors, student housing, sports facili-
ties, online learning aids, tutoring, retail, school supplies, testing
preparation, catering services, medical services, record keeping,
information technology (IT) support, security, and a long list of
other areas of profitable growth, businesses also combine to create
an interesting global opportunity for themed investment.

Health Care, Wellness, Aging, and Obesity

Along with unfunded pensions and excessive government expendi-
ture above revenues received, the future health care crisis will be



Investing for the Future 207

a major factor in government obligations, tax demands, economic
policy, and investment opportunity (and risk) for decades to come.

Global health care is a growing market of $6.5 trillion, with the
family food “health and wellness” budget estimated to reach $663
billion on a full potential basis.*

The health care budget expenditure in the United States is now
forecast to grow from 15 percent of GDP in 2000 to over 20 per-
cent by 2020. Global growth is also positive, with forecasts showing
an estimated growth from 8.8 percent of OECD GDPs in 2000 to
16 percent by 2020. With advances in medical care, increasing life
expectancy, and new models of care for the aged, opportunities can
be found in many sectors of the health care market for technolo-
gies, products, services, and infrastructure.

Aging and obesity are no longer only a concern for the older
Western OECD markets. An epidemic of obesity is increasing
health care costs even further; its associated social and other eco-
nomic impact will also be extraordinary.

Of all countries, to date the United States has the highest rate
of obesity. From 12 percent obesity in 1990, estimates have steadily
increased, reaching 23 percent in 2005 and 36 percent in 2010.
But obesity is also now a major concern in Europe, the Middle East,
and parts of the emerging markets as well. Russia, Japan, China, and
India (due to social changes rather than demographic decline) also
have dual concerns over rising obesity and the extensive costs related
to the care of the aged.

With a global population of obese individuals of 500 million,
which has doubled since 1980, Sarbjit Nahal of Bank of America
Merrill Lynch Global Research says obesity is “a mega-investment
theme for the next 25 years and beyond.”*

The health care and wellness theme is not limited to the care
of the ill, overweight, and aged. Healthy lifestyles; fitness facilities;
healthy foods and drinks; preventive care; food supplements; “active
foods” that, for example, lower cholesterol; monitoring equipment;
and other products and services designed to support a healthy and
fit lifestyle can also form part of a mega-theme portfolio focus.

*Sarbjit Nahal, “Globesity—The Global Fight Against Obesity,” Bank of America
Merrill Lynch, June 2012, 5.

T“F as in Fat: How Obesity Threatens America’s Future,” Trust for America’s
Health, 2012, 3.

*Nahal, 1.
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The New New Thing: Direct and Coinvesting

For a number of reasons, direct transactions by, and coinvestment
transactions between, families are becoming increasingly attractive
avenues for wealthy families to put some of their money to work.

Direct investment is defined as taking a direct ownership share
of an operating company (not through a fund). It may or may not
include board representation, and the ownership stake could be
either majority or minority.

If such a transaction is taken up in a public company and is
arranged through a separate transaction, it would qualify as a PIPE
transaction—a private investment in a public equity. Other trans-
actions could take place with unlisted entities for example, in the
form of a pre—initial public offering stake in a to-be-listed entity.

Other Opportunities

There is no fixed number of investment macro-themes that can be
explored profitably by family investors. “New” opportunities from
the past go mainstream, peter out, or evolve beyond recognition.
New themes and opportunities will continue to rise and fall in the
future, just as they have in the past.

The list and examples presented earlier should thus be consid-
ered as only part of a much longer and ever-changing list of poten-
tial investment themes and ideas that presents itself at any given
moment in time.

This world of new ideas and opportunities is indeed a move-
able feast, with attractive ideas and geographies appearing quickly
for consideration. Yesterday’s BRIC countries are today’s MIST:
Mexico, Indonesia, South Africa, and Turkey.

Families with particular expertise in, say, property, may find
subthemes of particular interest: multigenerational homes in the
United States for Asian families or the many variations on the
assisted care theme in virtually every market.

Setting Priorities, Exploring Synergies

Identifying the most interesting sectors for family investment is a
first step in mega-theme investing, but must be followed by an
equal if not more important stage of determining how and when to
best participate in the chosen area of activity.
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Not all opportunities can be pursued, no matter how attractive
they seem, and setting priorities—and possibly grouping invest-
ment ideas with synergy or common issues—can make the use of
time more efficient and any required analysis more effective.

Principled and Sustainable Investing

One of the major themes in the new world of family investing is
a conscious effort to align a family’s investment principles with a
broader set of values and an engaged societal agenda.

One of the most eloquent summaries of family values that pro-
vides a useful high-level guidance for investment, as well as family
behavior, comes from Dave Werklund, a thoughtful Canadian busi-
nessman and investor whose simple credo states:

We must respect

the air that we breathe,

the water that we drink, and
the earth that we walk upon.

Redefining Return

In essence, a more principled approach redefines “return” to
embrace more inclusive measures of investment performance
for both family businesses and family investments, going beyond
the financial to embrace impact on the environment, community,
and broad societal issues.

This effort to embed a broader agenda in family investment
assessment and management, which has been variously defined and
described as sustainable investing, venture philanthropy, ethical
investing, principled investment management, and philanthrocapi-
talism, usually incorporates financial, environmental, and commu-
nity impact in its selection and return criteria.

In some cases, investors are willing to adjust expected financial
return to meet more exacting standards of environmental impact
or local community engagement. In other cases, investing families
stipulate that the broader criteria are not to be allowed to dampen
return, insisting both full financial performance and a more prin-
cipled approach to investment.
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Negative Screens

One of the more typical historic approaches to principled invest-
ing has been to establish a “negative screen” that automatically
excludes investment in sectors considered harmful for the environ-
ment, damaging to the community, or dangerous to the consum-
ers of a particular product. The usual exclusions include tobacco,
firearms, alcohol, gaming, environmentally damaging extraction
or manufacturing businesses, and those businesses dependent on
child or enforced labor, or those oppressive to indigenous people.

The standard adopted for private sector investment by the
International Finance Corporation (IFC), part of the World
Bank organization, provides one set of comprehensive standards,
adapted for each industrial sector, which are available for viewing
in their current form on the IFC website (www.ifc.org).

Ironically, nuclear energy, once a bugbear of nongovernmen-
tal organizations and environmentalists, is now considered by some
to be a “clean” energy alternative and an attractive destination for
some environmentally sensitive investing families.

In any family, the range of exclusions and standards on invest-
ment will be a personal one. Actual approaches vary from full and
unfettered laissez faire capitalism, to an intermediate “do no harm”
policy that excludes a few defined sectors, to a robust “green and sus-
tainable” approach that embraces stringent standards on sustainabil-
ity and responsibility in every phase of investment and operation.

Beyond the Negative Today, while still using negative screens,
many families are embracing a more comprehensive set of values,
practices, and approaches that contribute to a more holistic and
proactive approach to principled investing, which also aligns
a family’s investment practices more firmly with its core values
and beliefs.

The most advanced thinkers in this space, both family and insti-
tutional, take an integrated approach to principled investment.
They incorporate ethics and principles in their brand, hiring prac-
tices, internal documents and processes, selection frameworks and
evaluation criteria, due diligence priorities, monitoring criteria,
and governance.

They may insist, for example, on an environmental audit for
each direct investment or the establishment and effective operation
of a board-level corporate social responsibility committee.


http://www.ifc.org
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The approach is both quantitative and qualitative, providing
actual numbers on a more comprehensive set of metrics and a
broader dialogue on issues and ideas not captured in those metrics.
Principled investment is thus as much about how a company oper-
ates as it is about what it produces, how it sells its products, and
with whom it works.

Some businesses, such as those promoting energy recycling,
sustainable water use, or farming efficiency in poor countries, can
have a direct benefit from the nature of their products and services.
Yet principled investing can also include forward-thinking compa-
nies in traditionally “dirty” business sectors. Chemical companies,
once the arch eco-villains of the business world, are now among
some of the most admired businesses in the world on the environ-
mental front.

Green Investing

There are also simple and direct investment vehicles that allow
access to green technologies, assets, and services for the concerned
family investor. There are many businesses springing up to take
advantage of the opportunities presented by global problems in the
environment and regulations related to environmental protection.
Opportunities include investment in environmental engineering
firms that can clean up some of the messes of the past, along with
technology businesses and infrastructure projects that can profit
from addressing the major environmental risk issues of the future.

Broadly, sustainable or green investment can be divided into
two sectors. The first is the technology and service area, popu-
lated by companies operating from a lower capital base and prof-
iting from demand growth for consulting services, filter and
other technologies, clean air and water products, and other high-
growth product and service sectors.

The second area encompasses the large infrastructure projects
such as municipal water treatment systems, solar and wind farms,
land reclamation and clean up, steel, chemical, automotive, and
power plant refitting, and similar major capital-intensive activities.

While many green operating businesses have had a mixed track
record from a financial perspective, the additional opportunities,
rising demand, more developed industry, and private equity rigors
are expected to improve future returns in the sector.
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Financial Ethics

In selecting financial advisors, lenders, or asset managers, principle-
driven family offices are looking at the financial ethics and values
of their advisors as well as their clients and investment practices.
The way firms manage their own employees, the clients they
select, the products and services they offer, the partners they work
with, their reporting and ethical compliance models, and other sim-
ilar criteria can help to select an appropriate set of advisors.

Although not wishing to be “moral policemen” in the invest-
ment world, these families have been able to have a substantial
impact by working with, and promoting, those managers and finan-
cial institutions with whom they share the greatest overlap of values
and approaches.

Rewarding good practice with continuing mandates and rela-
tionships is another way of aligning practice in a way to both do
well and do good on a larger stage.

There are now many indices and rankings of companies for
their ethical behavior. Although not perfect, this new source of
information reflects a growing and important trend toward a more
ethical way of doing business for all companies, not just those with
a specific priority on principled practices.

Stock exchange and regulatory bodies are also falling in line as
reporting requirements are moving inexorably toward what used
to be known as triple-bottom-line reporting, covering financial, envi-
ronmental, and social elements. This is increasingly adopted by
major companies under the Global Reporting Initiative, and is now
known more succinctly as sustainability reporting.

Broader Definition of Success

A number of family offices have been paving the way at a global
level on investment policies that are both financially focused and
have a sustainable impact on the environment or local commu-
nity. The uniquely personal nature of family investment and fam-
ily organizations, coupled with a natural longer-term concern for
future generations rather than a fixation on quarterly investment
performance, have led to the development and implementation
of sustainable investment strategies by some of the more insightful
wealthy families and their family office organizations.

Historically, the approaches to a more sensitive program of invest-
ment have embraced sustainability, usually related to environmental
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impact; responsibility, usually related to the practices of a business in its
markets; and ethical investment, limited to a defined set of sectors and
specifically precluding investment in others.

Although a number of labels are available to describe such an
approach, the term that best captures the sentiment underlying
active investment is principled investment, which reflects a sound
commercial approach plus good business ethics, corporate gover-
nance, environmental standards and community impact.

Delivering the Promise of Alternative Investing
through Principled Strategies

Stephen J. George

Over the past 30 years, for a generation of investors, most alternative
assets have become more efficient and it has become more difficult
fo invest in traditional assets. Since their genesis as an organized asset
class, private equity generated consistent mid-teen returns and dis-
fributed capital to investors at a fast pace from 1982 to 2000. Hedge
fund strategies generated equity-level returns with lower volatility and
muted equity correlafions until the Global Financial Crisis of 2008.
As more capital flowed into both asset classes, the easy-to-access
returns and diversification benefits have dissipated.

Concurrently, in America we have just come through a 30-year
period where U.S. inferest rates have declined steadily from 14 per-
cent fo 1.5 percent, so a major component of diversified portfolios
has dwindled down o a negative real (postinfiation) return level that
will be followed by a phase of rising inferest rates, which will produce
mark-to-market losses on bond portfolios.

The other major traditional asset class, equities, has seen valuo-
fions rise from eight times price-to-earnings in 1982 to more than dou-
ble that rate. So while equities can be attractive to allocate capital to
from time to time, there are fewer tailwinds in the form of expanding
price-to-earning and rising profit margins than for the past generation
of investors.

Sources of Alpha

The most appropriate investment strategy in this