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SEE THE CIRCULAR 230 DISCLAIMERS APPENDED TO THE 
CONCLUSION OF THIS WASHINGTON REPORT. 

On June 30, 2010 the House passed the "Wall Street Reform and Consumer 
Protection Act" (Dodd-Frank) (see our Bulletin No. 10-79), which generally 
imposes new regulatory reforms on a wide spectrum of financial activities, 
many of which were not previously subject to such regulation. One change 
made by Dodd-Frank in its desire to regulate hedge funds was to repeal, 
effective July 11, 2011, section 203(b)(3) of the Investment Advisers Act of 
1940 (“Advisers Act”). That section had exempted from registration as an 
“investment adviser” any adviser who had fewer than 15 clients and who 
neither held itself out generally to the public as an investment adviser, nor 
acted as an investment adviser to any investment company or business 
development company. A potential consequence of this repeal is that many 
“family offices” that have relied on the 15-client exemption would be required 
to register under the Advisers Act or seek an exemptive order from the SEC 
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before the July 11, 2011 effective date. To prevent that consequence, section 
409 of the Dodd-Frank Act creates a new exclusion from the Advisers Act in 
section 202(a)(11)(G), under which family offices, as defined by the SEC, are 
not investment advisers subject to the Advisers Act. Section 409 instructs that 
any definition adopted by the SEC should be “consistent with the previous 
exemptive policy” of the Commission and recognize “the range of 
organizational, management, and employment structures and arrangements 
employed by family offices.” On October 18, 2010, the SEC proposed a rule to 
implement the Dodd-Frank directive. (See our Bulletin No. 10-105.) This rule 
was finalized - after receipt of approximately 90 comments - by a regulation 
issued on June 22, 2011, with the changes explained below. The final rule will 
be effective on August 29, 2011.  

 
The term “family offices” generally refers to entities established by wealthy families, 
many of which have more than $100 million of investable assets, to manage their wealth, 
plan for their families’ financial future, and provide other services to family members. 
According to the SEC, industry observers have estimated that there are 2,500 to 3,000 
single family offices managing more than $1.2 trillion in assets.  Family office services 
typically can include managing securities portfolios, providing personalized financial, tax, 
and estate planning advice, providing accounting services and return preparation, and 
directing charitable giving.  Family offices often work closely with life insurance 
professionals and other advisors to structure estate planning and other transactions.The 
SEC final rule exempts family offices from the definition of investment adviser under the 
following three general conditions: 

1.                                          With minor exceptions relating to certain key employees, it 
limits the availability of the rule to family offices that provide advice about securities only 
to certain “family clients,” 

2.                                          It requires family members to wholly own and control the 
family office, and 

3.                                          It precludes a family office from holding itself out to the 
public as an investment adviser.The final rule adds also incorporates into the rule a 
“grandfathering” provision required by section 409 of the Dodd-Frank Act.  The 
grandfathering rule precludes the SEC from excluding certain family offices from the 
definition solely because they provide investment advice to certain clients and had 
provided investment advice to those clients before January 1, 2010. 
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Family Clients.  For purposes of the first condition, above, “family clients” would include 
family members, certain key employees of the family office, charities established and 
funded exclusively by family members or former family members, trusts or estates 
existing for the sole benefit of family clients, and entities wholly owned and controlled 
exclusively by, and operated for the sole benefit of, family clients (with certain 
exceptions), and, under certain circumstances, former family members and former 
employees.   

              Common Ancestor Standard.  The final definition of “family member” includes 
all lineal descendants of a common ancestor (who may be living or deceased) as well as 
current and former spouses or spousal equivalents of those descendants, provided that the 
common ancestor is no more than 10 generations removed from the youngest generation 
of family members. A family may choose a common ancestor (who may be deceased) and 
define family members by reference to the degree of lineal kinship to the designated 
relative.  As stated in the preamble to the final regulation: 

“Under this approach, the family office will be able to choose the common ancestor and 
may change that designation over time such that the family office clientele is able to shift 
over time along with the family members served by the family office. A family office 
exempt under the rule with a common ancestor several generations up from current family 
members will be able to serve a greater number of current collateral family members but 
fewer future lineal members.” 

            Expanded Definition of Family Members.  “Family members” would also include 
adopted children and step-children who fall within the designated degrees of kinship.  The 
rule also includes foster children and persons who were minors when another family 
member became their legal guardian as family members, as well as “former” family 
members, such as ex-spouses, whose financial interests may remain intertwined with those 
of the family despite their technical severance from the family.  The proposed rule had 
prohibited former family members from making new investments through the family 
office (although they were permitted to retain existing investments). 

            Involuntary Transfers.  Under the final rule, non-family members who acquire an 
interest in family office assets through an involuntary transfer of those assets (such as by a 
bequest by a family member) may retain those assets for a period of one year in order to 
give the family office time to transition the investment - or its proceeds -to another 
investment adviser. 

            Trusts.  The rule treats as a family client any irrevocable trust in which one or 
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more family clients and certain charitable organizations are the only current beneficiaries.  
Contingent beneficiaries are disregarded under the final rule.  A revocable trust of which a 
family member is the grantor may be advised by a family office regardless of whether the 
beneficiaries of the trust are family members, as may an estate of a permissible family 
office client. 

            Charities.  The rule treats as a family client any non-profit organization, charitable 
foundation, charitable trust (including charitable lead trusts and charitable remainder trusts 
whose only current beneficiaries are other family clients and charitable or non-profit 
organizations), or other charitable organization, in each case funded exclusively by one or 
more other family clients.  Family offices that advise charitable organizations funded by 
non-family members have until December 13, 2013 to transition those arrangements to 
other advisors. 

            Other Family Entities.  To allow the family office to structure its activities through 
typical investment structures, the rule treats as a family client any company, including a 
pooled investment vehicle, that is wholly owned, directly or indirectly, by one or more 
family clients and operated for the sole benefit of family clients. 

            Employees.  “Key” employees would be limited to those employees who are (i) 
executive officers, directors, trustees, general partners, or persons serving a similar 
capacity of the family office, or (ii) any other employees of the family office (other than 
an employee performing solely clerical, secretarial, or administrative functions) who, in 
connection with their regular duties, have participated in the investment activities of the 
family office, or similar functions or duties for or on behalf of another company, for at 
least twelve months.  The purpose of limiting the access to the family office only to “key” 
employees appears in part to be to keep the investment opportunity available only to 
“knowledgeable” investors.  The final rule also allows the family office to advise any key 
employee’s spouse or spousal equivalent who holds a joint, community property or other 
similar shared ownership interest with that key employee and certain trusts (where the key 
employee is in charge of the investment decisions), charities and other family entities of 
the key employee. 

Ownership and Control.  The requirement that the family office be “wholly” owned and 
controlled by “family members” has been expanded in the final rule to allow the more 
broad category of “family clients,” to own (but not to control) the family office. 

Holding Out.  The final rule retains the prohibition on a family office’s holding itself out 
the public as an investment adviser. 
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The final rule does not rescind previously issued exemptive orders.  It also explicitly 
rejects extending the exemption to family offices that serve multiple families in order to 
save costs.   

The SEC expects that the final rule will reduce the regulatory burden on many family 
offices by providing certainty concerning which entities will and will not be exempt, thus 
eliminating the cost (estimated to be about $200,000 per application) of applying 
individually for exemptive orders. 

Any AALU member who wishes to obtain a copy of the SEC Final Rule may do so 
through the following means: (1) use hyperlink above next to “Major References,” (2) log 
onto the AALU website at http://www.aalu.org/ and enter the Member Portal with your 
last name and birth date and select Current Washington Report for linkage to source 
material or (3) email Anthony Raglani at raglani@aalu.org and include a reference to this 
Washington Report. 

 
 

In order to comply with requirements imposed by the IRS which may apply to 
the Washington Report as distributed or as re-circulated by our members, please 

be advised of the following:  
 

THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE 
USED, AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF 

AVOIDING ANY PENALTY THAT MAY BE IMPOSED BY THE 
INTERNAL REVENUE SERVICE.  

 
In the event that this Washington Report is also considered to be a "marketed 

opinion" within the meaning of the IRS guidance, then, as required by the IRS, 
please be further advised of the following:  

 
THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR 

MATTERS ADDRESSED BY THE WRITTEN ADVICE, AND, BASED 
ON THE PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK 

ADVICE FROM AN INDEPENDENT TAX ADVISOR. 
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The mission of AALU is to promote, preserve and protect advanced life insurance planning for the benefit of our members, 

their clients, the industry and the general public.  
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