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Centuries ago, the future rested in the hands of 
the gods, and only oracles and priests were 
able to interpret what man was allowed to see. 

Then, as Renaissance thinkers began to identify and 
measure cause, effect and probability, society relied less 
on fate and faith and more on knowledge and predic-
tion.1 Today, we confront the future with the power of 
technology, reducing risk and gaining insight through 
predictive mathematics and, to a lesser extent, qualita-
tive judgment. It’s not just next week’s weather report; 
it’s election polls, petroleum demand and the discreet 
10-year revenue effect of a specific Tax Code change. 
Google even created a system based on cold math and 
two million data points to predict the future perfor-
mance of job candidates. 

From the broad perspective of a wealthy family, how-
ever, what stands out today isn’t how much attention 
is paid to risk management, but how little. Aside from 
managing investments and business operations, efforts 
to manage risk are generally sporadic, even for fam-
ily offices and family businesses that manage very large 
stores of wealth. In reaching this conclusion, we admit 
to relying on anecdotes and personal observations, yet 
the lack of more complete and objective data itself rein-
forces our conclusion that a broad range of risks aren’t 
being systematically managed. If more was being done, 
it would be visible.2

interface risk
The most challenging gap involves what we call “interface 
risk.” Interface risk arises “outside” of the assets them-

selves, at the intersection of ownership, management, 
regulation, taxes and family. Here are four scenarios that 
illustrate interface risk, which we’ve drawn from a com-
posite of our own clients’ experiences and public records.

1.	 Neglected	 beneficiary.	 The trustees of a 
100-year trust have broad discretion to sprinkle 
distributions among the grantor’s descendants. The 
trustees keep no records of any kind, except for tax 
returns and custodian statements, because no one has 
ever asked for an accounting; all the living beneficia-
ries, except one estranged grandchild, have always 
had substantial other resources and never expected 
distributions from this trust. That grandchild, Harry, 
has drifted away and no one cares to give him infor-
mation on the trust, since the family considers him 
to be antagonistic, lazy, irresponsible and unlikely 
to ever deserve a distribution. What’s the unman-
aged risk at this point? Fifteen years later, a woman 
contacts the trustees in her capacity as the mother 
of Harry’s teenage child, and, on her child’s behalf, 
she seeks redress against the trustees for neglecting 
her child as a beneficiary. The trustees believe they 
exercised reasonable diligence, but have no records to 
show attention to their duties apart from occasional 
investment decisions.

2.	 Daughter’s	 premature	 death. At a father’s death, 
the family farm continues in trust for his 25-year-
old daughter, Katie, until she reaches age 35. What’s 
the unmanaged risk at this point? Over the next 
decade, Katie works hard to run the farm to emu-
late her father’s success, but the operation is under 
financial stress when Katie dies in a farm acci-
dent just a month short of age 35 and outright 
distribution to her. The ownership continues in 
trust for her infant child, but the child’s surviving  
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long-time business partners as trustees and her lawyer 
as protector. She wanted to encourage entrepreneur-
ship among the beneficiaries, but their interests and 
talents vary widely, and only a few have followed 
that path, including joining in the management of 
some of the trust’s businesses. What’s the unmanaged 
risk at this point? One of the trustees has moved his 
personal residence to a state that might impose an 

income tax on the trust. The second trustee is slow-
ing down physically and mentally at age 80. The trust 
protector has the power to replace these trustees, 
but the family hasn’t been able to agree on a quali-
fied younger individual who’s willing to assume the 
risk of personal liability as trustee. Moreover, both 
existing trustees prefer to continue serving and have 
begun to question the capability of the protector who 
seems to be distracted by personal financial stress and 
health issues. More fundamentally, the trustees have 
succeeded in active businesses all their lives and can’t 
imagine selling off the businesses and investing in the 
volatile public markets, apart from a small bond allo-
cation. Meanwhile, those beneficiaries not involved 
in the businesses are confused as to the true purpose 
of the trust and frustrated by their own inability 
to understand business and by the trustees’ lack of  
attention to the beneficiaries. The beneficiaries see 

there’s a tendency for wealthy 

families to dedicate little systematic 

attention or resources to risks 

that arise at the intersection of 

ownership, management, family, 

regulation and taxes. 

guardian, Katie’s recently divorced husband, seizes 
the opportunity to sue the two trustees, including his 
former mother-in-law, for damages due to the poor 
financial returns attributable to the holding of the 
family farm. He’s hoping to squeeze out a settlement 
and force the sale of the farm so he can claim a large 
guardianship management fee. Katie had released 
the trustees each year from any such liability, but that 
doesn’t necessarily bind her infant child as successor 
beneficiary, and the guardian claims that the losses, 
including the investment returns that could have 
been achieved elsewhere, must be calculated for the 
entire 10-year term of the trust. 

3.	 Troublesome	charitable	bequest.	A widow with no 
children leaves her entire estate, including a large 
share of an underdeveloped real estate parcel, to a 
favorite local charity launched years ago, but still 
primarily funded by her family office. What’s the 
unmanaged risk at this point? While the widow’s 
estate is winding up, the real estate parcel spikes in 
value when it becomes a critical link in a potentially 
very profitable long-term redevelopment plan. The 
family office wants to control the redevelopment, but 
must first buy out the charity (with borrowed funds 
backed by personal guarantees) to meet state regulato-
ry standards and must navigate through the evolving 
tax rules for charities. Once the charity is cashed out, 
it appears that the charity can’t have its funds managed 
as a client of the family office (unless the family office 
registers as an investment advisor with the Securities 
and Exchange Commission or restructures the char-
ity’s endowment), because the charity doesn’t qualify 
as a family client under the single family office exemp-
tion.3 As a result, the family office is not only being 
forced to take on more leverage in its redevelopment 
plan, but also will lose the ability to add the buy-out 
proceeds to the assets it manages. 

4.	 Founder’s	team.	Fifteen years ago, a successful entre-
preneur died and left part of her business holdings in 
trust to provide for her grandchildren and named two 
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conflict among their lives and the life cycles of the 
trust, its holdings and its trustees. 

These examples are representative of the tendency for 
wealthy families to dedicate little systematic attention or 
resources to risks that arise at the intersection of own-
ership, management, family, regulation and taxes. We 
surmise that these risks are often neglected, because 
the families and their advisors believe that interface 
risks aren’t predictable or amenable to more proactive 
systematic management.  

We challenge that assumption. Of course, the 
events that transpired in each of the above scenarios 

aren’t common experiences, and thus, the disappoint-
ing results may appear unlikely in hindsight. However, 
the results weren’t beyond anticipation, as one of many 
possible (perhaps materially possible) future outcomes, 
because the underlying causes were readily identifiable 
in advance. Indeed, the resulting complications, per-
sonal stress and potential financial loss could have been 
substantially reduced if the risks had been identified and 
managed over the course of time. Moreover, many of the 
same steps that could have avoided the negative results 
in the scenarios above would have also increased the 
likelihood of a more positive outcome. Like risk man-
agement for portfolios, it’s not necessary to predict 
exactly the course of future events. Instead, we need 
proactive practices to manage risks to increase the likeli-
hood of better, more productive outcomes. 

getting started
If prior planning can provide more successful risk 
management, how can we timely implement that plan-
ning process in a typical setting without a prohibitively 

burdensome analysis and an unrealistic expenditure of 
time, effort and money? Here are some common sense 
possibilities to consider: 

1.	 Understand	 why	 we	 fail	 to	 manage	 future	 risk.	
As in many other obstacles or life challenges, the 
first step is to admit there’s a problem and then 
to understand why. There’s a considerable body of 
knowledge about our inability to manage the risk in 
future events. We tend to have optimism bias, suf-
fer decision fatigue, have difficulty comprehending 
the interaction of multiple influences over time, not 
want to project ahead if that leads to examining the 
disappointments of the past and be human in so 
many other ways.4 Learn about and combat these 
tendencies.

2.	 KIS2S.	 This isn’t a typo. It’s not an instruction to 
“keep it simple, stupid.” It’s a suggestion to “keep 
it simple to start.” Start with things you already 
know are neglected and with future risks you 
already appreciate and understand. A comprehen-
sive list of all the things that could possibly be consid-
ered is overwhelming and usually beyond the reach 
of a family that doesn’t have considerable time and 
resources to devote to this work (at least initially).5

3.	 Think	 10	 years	 ahead.	 Given our tendencies and 
KIS2S, think first about the next 10 years, rather than 
the next five generations. 
• Start by thinking about the family. Think 
through how information, perspectives, expecta-
tions and experiences are shared by family mem-
bers and what impact that will have over time. 
Don’t start by projecting the asset base.
• Picture where the family will be 10 years from 
now, and then think about how it will get there. 
Imagine a different picture after the same 10 years, 
consider why the different result and seek the 
thoughts of others.
• Consider trends in demographics and culture 
that will lead to broad changes in the family as 
it grows and in regulation and the economy. 
Consider the impact on marriages, education, 
taxes and personal goals. What risks and oppor-
tunities are linked to the forces of family, demo-
graphics and culture?

We need proactive practices 

to manage risks to increase 

the likelihood of better, more 

productive outcomes.

 14 tRusts & estates / wealthmanagement.com deCeMbeR 2012

CoMMittee rePort: 
iNvestmeNts
feature: 
HigH-Net-WortH Families & Family oFFices



• Avoid the tendency to dwell on all the risks 
that occupy the grand scale of the future. During 
the last 125 years (five generations), the U.S. 
economy and the role of family and children have 
changed dramatically.6 Don’t become trapped 
by trying to imagine the changes that will take 
place during the next five generations. Those 
changes aren’t knowable today.7 If you’re skeptical, 
just think of the volume, depth and pace of change 
since 1945 (a mere three generations). 

4.	 Identify	and	prioritize.	After developing that under-
standing and perspective, look at the family and the 
asset structure, and then consider how risks interact 
at the level of family ownership, management, busi-
ness, investments, regulation and taxes.
• Identify priority risks. Look in those areas of 
highest probability of risk and of highest impact 
on the outcome. For example, certain businesses 
or estate plans naturally have a higher risk of 
major regulatory challenges or changes.  
• In this process, don’t overlook “people risk.” A 
family that’s homogeneous (and, thus, inclined 
to think alike) can more readily collaborate, but 
also may suffer from group think, unwilling to 
challenge accepted wisdom and unprepared for 
disagreements when they arise. A family that’s 
heterogeneous (varying greatly in education, 
empathy, outlook, values, energy and understand-
ing) will find it more difficult to communicate 
and share goals and methods, but may be more 
attuned to various possible outcomes.
• Respond to each priority risk by manag-
ing it, staffing it or hedging it. Periodically 
expand and refresh the analysis and the response. 
For larger issues, prepare for the time when the 
issue is ripe for resolution. Everyone has limited 
resources, so stop doing what’s less important and 
free up resources. An actively managed, complex 
investment strategy or tax plan may satisfy a need 
to achieve measurable results, but consider simpli-
fication, streamlining and outsourcing to devote 
more attention to interface risk or other neglected 
larger issues.

5. Manage	 complexity	 by	 managing	 collaboration. 
One-stop shopping no longer works anywhere (if 

it ever did), much less in working with advisors. 
The world is too complex. Nurture collaboration 
and effective communication among your advisors. 
Avoid advisors who think of themselves as gatekeep-
ers and quarterbacks, rather than filters, proposers 
and leaders. Identifying and managing interface risk 
requires true collaboration among expert advisors in 
different fields.

—The authors are grateful for the substantial con-
tributions of Jon Carroll and Paul McKibbin of Family 
Office Metrics in New York in developing the concepts 
explored here. 
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