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Chapter Seven

The Family Bank

HE FAMILY BANK provides a means for a family’s wealth to be

leveraged by making loans available to family members on
terms not available commercially. These are loans that would be
considered high risk by commercial bankers but are low risk to the
family because of their contribution to the family’s long-term wealth
preservation plan. Loans from a family bank are usually for two pur-
poses: investment, to increase the familys financial and intellectnal
capital; or enhancement, to increase the familyys intellectual and
human capital.

In the case of loans for investment, the familys purpose is to take
advantage of opportunities brought by individual family members.
The loans afford the family opportunities to grow its financial wealth
while enhancing the intellectual growth of individual members.
These are frequently investments in businesses founded by individual
family members. Such business loans follow these basic rules:

1) The borrower prepares a business plan and a loan applica-
tion equivalent to that required by any commercial lender.

2) The borrower discusses the project’s feasibility with the family
bank’s board and advisers.

3) When a loan is granted, the borrower provides proper busi-
ness reports on the investment.

4) The borrower ultimately repays the loan.
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The Family Bank

This process gives the family borrower excellent business training
and the highest possible chance of a successful financial outcome.

Another form of investment loan, as discussed in Chapter 5, is
for investor allocation. These are loans from older generation family
members to younger generation family members or to the family’s
long-term trusts to provide capital for investments. Frequently,
these are investments in high-risk, high-reward asset classes, such as
venture capital. hedge funds, or high-vield bonds. These loans shift
the growth of financial assets to the youngest members of the family
as part of a long-term wealth preservation strategy.

With enhancement loans. the familys purpose is to increase the
family’s intellectual and human capital by increasing the indepen-
dence of individual family members. Many families, and particularly
many family trustees, cannot make the intellectual leap between the
words “subsidy” and “enhancement.” Too often requests for help by
family members are treated as requests for subsidization and create
dependence on the part of the family members. Dependence on
subsidization, or as I call it “dependence on remittance.” is an addic-
tion that is as serious as (lependence on alcohol or dl'llgs. It saps the
human and intellectual capital of a family faster than alimost any
other single liability on the family balance sheet. As with investment
loans, proper lending procedures for enhancement loans are criti-
cal to the growth of each borrowers human and intellectual capital.
When secking an enhancement loan, the borrower should be encour-
aged to state how such a loan will increase his or her independence
and how the loan will add to the family’s intellectual capital. When
a familys leadership begins to view distributions to individual fam-
ily members as enhancement loans, and family members agree to
formally apply to the family bank when seeking such loans, a family
makes real progress in combating remittance addiction. When fam-
ily members explain to their peers and advisers on the family bank
board how a particular loan will be enhancing, they must be certain
that their individual human and intellectnal capital will really be
enhanced. With enhancement loans, repavment comes in the form
of the increased independence of the individual borrower and his or

her increased capital. This idea has a long and fruitful history.
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Perhaps the most noted example of successful use of a fam-
ilv bank is that of the Rothschilds, as recounted in Chapter 1.
The progenitor of that family, Maver Amschel Rothschild, pro-
vided private banking services to an aristocratic German family and
helped them successtully overcome the dislocation in their part of
Germany caused 1‘))' war. His success pr()\'i(l(‘(l him with signifi(rm'lt
financial capital. Rothschild was also extremely fortunate to have an
abundance of human ('upitulz five sons. (1 ;11)()]()‘(_{1/.(’ that (*ightvenﬂ‘i-
century history tells us next to nothing about his daughters.) As you
recall, Mayer Rothschild decided to create five new banks, one in
cach of the then financial capitals of Europe. He asked each of his
sons to move to one of these centers and head up the new branch
bank. As an incentive, he loaned cach son the initial capital for the
new branch bank. As a further incentive, he charged a lower rate of
interest than an outside lender would have, and he asked for none
of the new banks™ profits. He wanted each of his sons to become
indi\-’idnaﬂy successful throngh the success of his own bank. FF il’lull}-‘,
he required that the loans be repaid so that future family borrowers
would have the means to pursue new opportunities.

This plan alone would likely have served his sons™ individual
interests. But N]'d_\'(‘]’ Rothschild also understood the ill’lp()]‘t’dl'IC(,‘ of
intellectual capital in family wealth preservation. And so he required,
as additional interest for each loan, that his sons continually advise
him of what was happening in their businesses and the financial cen-
ters where they were located. This sharing of information gave the
Rothschilds a bank of knowledge to use to help one another, and it
quickly distanced them from their competitors.

Today the idea of a global business built on intellectual capital
is sweeping the world. In the viglltvvutl'l century it was unheard of,
When we speak of families who have preserved wealth over more
than three generations, and even more importantly are still growing,
the Rothschild family is one to emulate.

Families striving to preserve their wealth qui(.‘k]_\- arasp that while
having a friendly lender gives an enormous competitive boost, it is
the sharing of intellectual capital that is the true wealth-preserving

reason for forming a family bank.
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A family bank provides a safe environment in which each family
member can obtain a financial education. Most schools don't teach
people how to obtain a mortgage. a car loan, a personal loan, or a
business loan. This (leﬁci(ﬂ'lc.‘_\_-' deters most individuals in their finan-
cial growth. It also leads most of us to learn by necessity. While this
works well for a few people, who are gifted in this tield, the system
leaves many financially undereducated and ultimately financially
unsuccessul. If a familys goal is to enhance the lives of its members,
it should ensure that each family member receives a full financial
education. The creation of a family bank fosters such an education.

The families 1 have counseled on wealth preservation have found
the family bank useful for providing financial education, a sense of
community, character building. and financial mistake-making in a
safe environment, all while increasing the f'm]'lil}-"s financial, intellec-
tual, and human balance sheets through the cnmulative successes of
the individual borrowers.

Here are some guidelines for setting up a family bank.

e The family bank should not be a formal institution. It isn't a bank
in the normal corporate sense. It is important that it be informal so
that its activities remain private and so that it can evolve a system of
governance that meets the unique circinmstances of the family that
creates it.

e The family bank must have formal rules for meetings. It should
have officers, directors, and, if needed, advisory boards. Tt should
have procedures for receiving and processing loan applications. That
said, the rules and procedures will vary considerably, depending on
who will fund the loans.

e The family bank must have a mission statement explaining its
philosophy and reason for being. The lenders and borrowers must
understand the family bank’s purpose—to be a high-risk, low-interest
lender—and the consequences of that policy. The bank’s mission
statement should also contain a values section incorporating the
overall ﬁunily mission statement and should exp]ain how the bank
will assist in carrying out that mission.

e Because family trusts are potential lenders and borrowers, it is

particularly important that trustees understand and agree to partici-
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pate in the ﬂlmil_\,’ bank. Trustees” involvement in the ﬂLlTli])f bank., as
in so many other arcas of family governance, points up the need for
excellence in their selection.

e It is important to have concurrence of all ﬂlmilv\f members,
both lenders and borrowers, with the terms of the bank’s mission
statement.

e [t is particularly important that all family members who agree
to participate in the [';uuil_y bank be given copies of all loan upphcu—
tions. Personal financial data may be withheld for confidentiality, but
all members should receive the intellectnal capital portions of the
applications.



The Hughes Family Bank
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PHILOSOPHY

The Revenue side of the Family Balance Sheet
Enhance each family member’s goals

High risk/Low interest lender

Expectation that loans will be repaid

Adopt the Rothschild model

ORGANIZATION
Not formally chartered so no possible regulation
Board of Directors

1. Only family members

2. Over 21-Advisory voting

3. Over 16-Attend meeting

4. Mater familias as Chairman/Casting Vote

ORGANIZATION

Chairman

Secretary

Board member other than Chairman and Secretary designated facilitator at each meeting

MEETINGS

General- all family meetings will include “Family Bank” issues as an agenda item

Special- called by Chairman whenever a loan application made if not coincident with a general
meeting

C. Meeting may be held telephonically, by e-mail or in person

V.
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ADVISORY BOARD

Nonfamily members

1. Mentors

2. Special loan applications requiring special issue expertise

FUNDING- Optional with mater familias, but initially on a project-by-project basis

PROCEDURE FOR LOAN APPLICATION & APPROVAL/DISAPPROVAL PROCESS FOR HUGHES
FAMILY BANK
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FORM OF APPLICATION
Detailed narrative of project
1. general business conditions
2. special opportunities
3. competition
4. organization
L. form of entity
ii. staffing
a) Types
b) Compensation
Detailed Financial Projections
Supporting information
1. mentors’ comments
2. others

PROCESS OF APPLICATION

Proposal circulated to all directors voting and non-voting

Meeting called by chairman 30 days after proposal sent to directors

Applicant makes oral/written comments at meetings of the directors

Directors vote on an advisory opinion and applicant notified of outcome. Applicant may elect to
defer vote, if after hearing discussion, applicant feels more work needs to be done on the
application

Chairman renders his/her decision
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