Multifamily Offices – 

A Search for the Holy Grail by both the Industry and the Families They Serve

1. THE MYTH AND ITS RELEVANCE TO THIS DISCUSSION

One of our most deeply rooted myths – the search for the Holy Grail - is one the best known myths in general terms and one of the least known in its details.  Combining elements of Celtic paganism with catholic medieval mysticism, it continues to evolve as a key myth even in today’s society - witness the popularity of the Divinci Code.

In summary – drawing on a medieval version of the story -, once upon a time, there was a mysterious, life-giving object – a cup some sort - which was, at least in medieval times, alleged to be the chalice from which Christ drank at the Last Supper or a vessel which held his blood.

The location of this object was said to be in the hidden castle of a wounded King who could only get well and save his kingdom upon his meeting a brave and worthy knight who asks a very special question…

One day, five knights seeking the Grail ride through a forest in which Parsifal, who is obviously going to be our hero, has been living in isolation with his mother.  Upon seeing these fantastic and impressive knights, Parsifal resolves to become one of them and seek the Grail. After a series of adventures, Parsifal comes to a river he can not cross, goes to sleep and awakens to a vision of the castle. He enters it and meets the king who is expecting him.  A dinner is served in which the Holy Grail is passed around. Parsifal says nothing (e.g. does not ask the question) and falls asleep.  When he awakens in the morning, he is alone.

After a long series of additional adventures in which he builds his character and his questioning and listening skills, he refinds the castle, asks the question and saves the King and the kingdom.  Incidentally, he also gets the kingdom because, surprisingly, the Fisher King is his grandfather.

Now, why is this myth relevant to our discussion of multifamily offices?

 First, numerous articles are now appearing in the popular press about multifamily offices.  Examples include the recent Wall Street Journal’s article” How to Bank Like a Billionaire”,  The Robb Report’s “Higher Ground “Multifamily Offices are all the Rage” and its “An Industry in Flux” by Henry Perry.  Articles about family offices and variations on that theme are also appearing in other publications such as Trust and Estates Magazine, Registered Rep, Fund Fire, Worth Magazine, Private Asset Management and Wealthnet.  Also, increasingly numerous studies and seminars are pointing out that if a service provider or advisor to the wealthy provides  “multifamily office services” they can better attract and retain clients across a broad spectrum of definitions of “wealthy” with respect to whatever core product offering they have.  Nevertheless, just what is a multifamily office remains mysterious to many families and many of the organizations which claim to be one.  

Second, over the past fifteen to twenty years, there have been increasingly numerous knights vigorously pursuing different approaches to serving wealthy families. These knights hail from private banks, trust companies, law firms, CPA firms, insurance companies, pension consultants, independent investment consultants, refugees from private banks, psychologists who have evolved into wealthy family consultants, and families offering to share lessons learned about their wealth with other families – to name a few.  And in the course of this multiple vigorous searches, “family office” or “family office services” have increasingly become the mantra – or Holy Grail, - however confusingly defined, for doing so.  Indeed, the confusion has become so great that The Erskine multifamily office removed the words “family office” from the name in 2005, reportedly because of the mass confusion about what one is.  And recently at least one other multifamily office has refused to refer to itself in that way.

Third, although Percival finally did finally ask the right question, his responsibilities did not end there.  He still had the kingdom to run.  In the service of wealthy families, just getting your service and economic model right by asking the right question at any one time, does not mean that you will continue to succeed as your clients, the environment and costs change over time. 

Fourth, just as the bards of Percival time told the story over and over about the grail and increased its popularity and attractive mysteriousness, so today does our media.

2. The Reason for the Focus on Multifamily Offices as the Holy Grail

It has been estimated that today there are almost 11 million individuals with $1MM in net worth or more controlling more than $42.7 trillion in investible assets in the world.
  Of the global group 103,000, 40,000 in the US, are worth more than $30MM.   These ultra HNWI control more than 36% of the $42.7 trillion or approximately $15.4 Trillion.
  And as the total controlled wealth is growing faster than the number of individuals controlling it and while at the same time, the next generation of HNWI are disregarding the advisors chosen by their parents
, how to attract and serve all segments of the HNWI population has been the hot topic in the part of the financial services industry serving individuals since at the late 1990s. 

Another reason is that the traditional providers of financial services to wealthy individuals – the private banks, have been losing market share steadily since the early 1990s.  Russ Prince reported in the mid-2000s that while the private banks had a 60% share of the wealthy individual market early in that decade, by mid-decade they accounted for only 24%.  And both the families themselves and their advisors have been filling the gap, either by establishing single family offices
 or many of which now do so with the name multifamily office or family office services.

So if you build a “multifamily” office does that mean that they will come?  And what is one of these things anyway?  Let’s look first at how all of this started.

3. QUESTS IN THE PAST

Over the past two hundred years, various families of wealth in the US have found ways in which to pool their assets to protect them for, and therefore, transfer them to, future generations.  Some of the best known examples include the first institutional trustee US Trust created by a group of families in 1853 to assist them in managing their wealth and the series of trusts established by the Rockefellers to manage their affairs after the breakup of Standard Oil in 1911.  Other names include Morgan, Ford and Carnegie to mention a few. 

However, the approaches families have taken to preserve their wealth through generations which are most relevant to the current state of the industry are those that occurred in the late 1980s and 1990s when many newly liquid families of wealth were created through series of IPOs, leveraged buyouts, ESOPs and other financial transactions.  At the same time both they and eventually the general public began to access hordes of information about financial services and investing particularly. 

These families faced complex challenges with respect to managing the next stage of their families’ wealth:  

6. First, it was not clear who the families should choose to lead that management and preservation of wealth for future generations. These families had numbers of long time trusted legal, accounting and other advisors to assist them with the businesses and their family.  However these advisors were not used to working together as a team on issues.  Therefore the conundrum was that neither the breadth of the issues families would face in managing the new liquid wealth nor their family members, nor the need to integrate advisors to address these issues, were apparent.   Leading thinkers about wealth were already writing in the last 1980s and early 1990s about the critical role played by the non-financial components of wealth in maintaining it through multiple generations, but only a few families, and some of their advisors, were aware of these writings and indeed, some, indeed, were suspicious of the theories. 

7. Second, the 1976 Tax Act, with its unification of the Federal gift and estate tax and creation of a generation skipping tax, was only the first in a cascade of Federal Tax Acts which have created increasingly complex rules for transferring wealth.  These complexities gave rise to a need for increasingly complex estate, gift and retirement planning, a drive to establish trusts, partnerships and other pooled vehicles to preserve wealth and even to create structures which would combine philanthropic giving with financial benefits for the family.  Over time, and specifically beginning approximately in the mid 1990s, these complexities gave rise to various loopholes or lack of clarity in tax laws which motivated certain advisors to structure methods of transferring wealth which put families in great danger of risk of audit from the IRS and gave rise to increasingly numerous Treasury regulations to clarify the law.
 

8. Third, beginning in the mid-1980s, investing options began to be more complex.  Information about global investing opportunities became available and some countries began to reform their accounting rules to generate trust in the information being provided.  There was also a dramatic increase in other investment options in the US, such as hedge funds, private equity, and special asset pooled funds.  

Many of the larger banks who had been lenders to the business owners also had trust companies and private banks.  Therefore, beginning in the early 1980s, as families’ interest in trusts was rising, they were a natural choice for business owners seeking assistance with structuring their newly liquid wealth into trusts and other pooled vehicles.  .  Hence the reason for Russ Prince’s study revealing that in the early 1990s the banks had a 60% market shares of wealthy families. Unfortunately, over time, the banks were not able to sustain this share and they began to slowly lose the legacy the environment had provided them.  

The reasons that they did, as a group, lose market share quite dramatically in the last decade of the last century were many.   When families began to ask their banks about new investing opportunities, no information was available.  When they asked about complicated tax planning or lending against trust or hard assets, the banks shied away from complicated structures.  When they talked to the professional responsible for acting as trustee for the families on behalf of the bank, the person had no understanding of the investment management of the assets. When they inquired about help with family issues, there was no expertise available to assist. 

Furthermore, most trust documents written prior to the mid- 1980s, and naming banks as trustee, did not include a change of trustee provision, providing banks with a virtually perpetual stream of income with little need to change the way in which they did business with these families.  When families asked to leave the banks, they were hit with high exit fees and forced to go to court, further diminishing these families’ respect for them as unbiased advisors.  This is not to denigrate the client service orientation of the professionals serving the families within the banks, but rather the lack of education, support, compensation focus and fee design in these organizations to permit the professionals to continue to do the good job they had done for families in the past.

Indeed, by the mid-1990s, the general perception within the industry and in families was that the banks had become “product shops”, offering a limited menu of conservative investments, trustee functions with no investment expertise, and no understanding of investment banking or family issues inherent in owning a private business and no respect for families as clients.

In response, the few proprietary family offices established in the late 1980s and early 1990s to ensure control over, and continuity over generations of, a family’s financial assets, access to the level of services desired and privacy in their affairs, grew to an estimated 3,000 single “family offices” in a wide array of forms such as corporations, partnerships, private trust companies, or a group of professionals in the family business’ CFO or CIO function.   

These offices provide family members with various combinations of services depending on needs.  However, most of them were formed at a minimum to pool the family’s financial assets to be able to 1) employ professionals or family members to develop an investment policy for the family and oversee and manage the pool of assets in implementation of that policy; 2) provide access to institutional and private investment opportunities; and 3) lower fees for both the investment management services and the custody of the assets.

Depending on a family’s needs and orientation, these offices also provide other services such as financial, tax, insurance and charitable planning, trust services, consolidated accounting, bill paying, hiring and oversight of household staff, purchase and maintenance of homes, cars, airplanes and other properties, travel services, etc.  The offices either employ professionals to provide these services or oversee outside advisors.

These single-family offices are by definition, private and confidential.  Nevertheless, simultaneously with the growth in the number of the offices, the families began to meet one another in various ways.  This occurred, initially, through efforts of Harris Bank and Northern Trust, who, in the late 1980s, were the first organizations to establish units to court, listen to and serve the very wealthy.   This was followed by the creation of two organizations, Family Office Exchange in 1989 and Institute for Private Investors in 1990 both of which had a mission to provide a forum for families to exchange information on all of the issues surrounding great wealth, learn about best practices in structuring and running such offices and obtain guidance on how to obtain advice and choose advisors.  Subsequently, and most recently, various local groups of families and family offices have created clubs, circles and other loose associations to foster the sharing of information and ideas. In addition, there have been a plethora of free seminars and meetings about both the financial and non-financial issues surrounding wealth offered just for families by banks, money managers, trust companies, insurance agents, charities and law and accounting firms.

4. THE STATE OF QUESTING TODAY

Within the last five to seven years, it has become abundantly clear to many families, and to those who serve them, that the single family office can not be the same economic proposition that it was in the past..  The rational for this thinking is that first, neither the demands nor the sophistication of the very wealthy about their wealth has or will plateau any time soon.  And, as the number of family members naturally grows with the addition of generations, the need for increasingly sophisticated advice from an increasingly larger number of professionals will probably grow exponentially.  Second, the price of talent, which had in the past, and still today, can exceed 70% of the cost of a single family office, will continue to rise as the number of professionals with needed talents and experience dwindles as the baby boomers age and take early retirement. Third the technology.  

Coincidentally with these trends, some family offices are finding that the family members who had not created the wealth have begun to complain about their contribution to the costs of running the office.  Other family offices faced a sever succession planning problem as the generation who created and now oversaw the wealth is aging and the younger generations are not taking leadership.

In light of these trends, numerous paths have been taken to quest for the right approach to serving families and for doing so economically:

· Some single-family offices combined with each other or with multifamily offices to save costs and achieve economies of scale (For example, the Flowers and Frushauf families created Sentinel Trust and Eagle Capital merged with Asset Management Advisors).

· Other single-family offices opened their doors to other families (For example, the Rockefeller Family Office) or opened their doors to families with lower asset values than the initial clients (For example, Tangier   and Sentinel).

· Some families have started clubs of shared resources.  (For example, Circle Financial). 

· Some private banks have enhanced their services for the very wealthy under the mantra of a family office “unit” usually rooted in sophisticated custody systems to provide enhanced investment and asset reporting to families. (for example, US Trust and Chase Manhattan prior to its acquisition of Chemical and then its takeover by JP Morgan). 

· Other private banks, and also accounting firms, trust companies and insurance agents have enhanced their core services under the name of family office “services offering various combinations of new services such as hedge funds and access to private equity transactions or select outside managers and programs to address the non-financial issues associated with wealth. (for example, Northern Trust, Wilmington Trust, State Street Bank. Deutsch Bank, Citibank, Anchin Bloc and Anchin, Geller and Co.)  

· Other private banks, investment mangers and trust companies and insurance agents have acquired existing multifamily offices an integrated them as a part of the private banking services offered (For example, Atlantic Trust’s acquisition of Pell Rudman, Neuberger Berman’s acquisition of EMM and Goldman Sach’s purchase of AICO.) 

· A few other institutions have acquired existing multifamily offices and have not integrated them into their businesses (For example, SunTrust’s acquisition of Asset Management Advisors and EisnerAmper’s affiliation with TAG Associates.)

· Also “refugees” from trust companies and other financial institutions who did not believe that their organizations were serving these families correctly embarked on their own enterprises (For example, Highmount, BBR Partners, Partners Capital and Monticello) or joined existing multifamily offices.

· And still others with specific, focused expertise in certain asset classes have positioned themselves as consultants to single and multifamily offices (For example, Family Office Metrics, Advent Family Offices Services;)
.

5. CHALLENGES FOR THE KNIGHTS SEEKING THE RIGHT PATH TO THE HOLY GRAIL 

First, generally, the efforts by wealthy families to solve their multigenerational wealth management issues have produced some very fundamental changes in the whole financial services industry serving individuals.  First, the industry is no longer one in which the services provided are dictated by the service providers.  Client demands are shaping the industry.  Second, the membership in the financial services industry serving individuals has expanded dramatically.  And this fundamental change in the numbers and types of members in the industry seeking affluent and wealth clients in have wrecked havoc and fundamental confusion about a number of key definitions such as what is a high net worth person anyway, as well as what is open architecture,  making it difficult for wealthy individuals to chose advisors, difficult for service providers to execute sustainable business strategies and difficult for the individual professionals who truly wish to serve these clients to find an economically viable environment in which to do so.

Second, there are specific challenges for our knights focused on the wealthiest of an increasingly larger pool of affluent clients:

· Continued growth in the number and wealth of ultra high net worth segment will attract new service providers with a resulting continued fragmentation of the market.

· Difficult traditional investment markets will put pressure on performance so that a sale to a family on the basis solely on expertise in tax-efficient asset allocation and manager selection without attention paid to the education of the family about the meaning of wealth could result in a rising level of turnover in clients among the multifamily offices as families learn about the key role played by non-financial factors in the preservation of wealth across generations.

· High net worth families are beginning to value advice that is not tied to investment management  - such as designing and executing and estate plan or developing tax-advantaged asset allocation strategies or advising on family governance.  Therefore, multifamily offices who will only charge on the basis of assets under management may need to develop flexibility in pricing to allow the clients to access their non-investment management expertise.

· The confusion in both the wealth management and multifamily office industries about fundamental definitions of family office, wealth management and open architecture and the myriad of profit models and service offerings suggests that clearer branding among participants would improve the economics of marketing wealthy families.

· Succession planning models within offices.

· Growth in the micro-segmentors.

· Continued growth in competition – many new entrants to wealth management and industry convergence and new business strategies to compete.

· Client expectations continue to increase requiring a leading advisor to anticipate client needs, aggregate and monitor data and teach clients to hold their advisors accountable.

· Technology advances is reducing the role of the traditional private banker and wealth manager relative to access to information, research and knowledge changing the relationship between the wealth manager and the client.

· Increasing demand for and increasingly limited pool of human resource talent.

· Continued pressure on prices and costs. 

6. Conclusion

If you recall, the reason that the first time Parsifal met the Fisher King he failed to save him was that he did not ask the special question.  That special question was “who does the Holy Grail serve?”

And the answer is – both the families and the service providers need to be served in this space to sustain it.

In terms of the multifamily office industry, the only sustainable model is one in which the families served by the industry are considered true partners together – the families receiving valuable services for a fair fee and the service providers pursuing an economic model which allows them to continue to serve multiple generations.

Or as Will Rodgers said …. “You may be on the right road, but if you do not keep moving, you could get run over.”
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