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At the end of the 19th century, the rulers of French Indo-China 
(modern day Vietnam) had a problem. Rats. The capital city 
of Hanoi was overrun by rodents. In an attempt to control the 
burgeoning population, and not wanting to be overwhelmed 
by corpses, a cash bounty was offered for every rat tail handed 
in to the authorities.

As the tails piled up, the government was convinced that it 
had cracked the problem. However, it soon became clear that 
several entrepreneurial residents of Hanoi were establishing 
breeding farms, relieving rats of their tails, and harvesting  
the associated bounty from the government.

What was introduced as a policy to reduce the rat population 
had the perverse effect of creating incentives to breed 
yet more rodents. Welcome to the law of unintended 
consequences.

We discuss three areas where the risk of unintended 
consequences should be of paramount concern to charity 
trustees thinking about their investment options today:

Reckless prudence: 
the unintended 
consequence of not 
taking enough risk

1.

Path dependence: 
the unintended 
consequence of 
taking too much risk

2.

Illusion of knowledge: 
the unintended 
consequence of 
opinion overload

3.

What can 19th century 
Vietnamese rats tell us 
about charity investing 

in the 21st century?

Key risks
The value of an investment and any income taken from it is not guaranteed and can go down as well as up, and 
investors may get back less than the amount originally invested. Assumptions, opinions, and estimates are provided 
for illustrative purposes only. There is no guarantee that any forecasts made will come to pass.
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Reckless prudence: the unintended consequence of not taking 
enough risk

Any investment involves a trade-off between the hopes of 
gains versus the risk of loss. A well-written set of investment 
objectives will articulate how any investor approaches those 
trade-offs and, in particular, help tackle the unintended 
consequences of money illusion.

Nobody likes investments that lose money. Charities trustees, 
quite reasonably, hate losing money that is earmarked to serve 
the interests of their beneficiaries.

Charity Commission guidance tells trustees that they must 
exercise a duty of prudence. They are reminded not to “take 
inappropriate risks with the charity’s assets” and “take special 
care when investing or borrowing”1. It can be tempting to take 
that guidance as an exhortation to take minimal risk with the 
charity’s assets.

Consistent with that desire to minimise risk, data from the 
Charity Commission reveals that charities with income above 
£500,000 have total cash assets of just under £30bn². Holding 
cash for operational and liquidity needs is imperative, and the 
extent of those needs will be dependent on funding models 
and the variability of outlays. However, over £10bn is sitting 
on the balance sheets of charities for whom it represents more 
than their total expenditure in a whole year. In some cases, 
that constitutes an awfully big rainy-day fund.

“Charities trustees, quite reasonably, hate  
losing money that is earmarked to serve  
the interests of their beneficiaries.

”

1. gov.uk/guidance/charity-trustee-whats-involved
2. Based on L&G analysis of the Charity Commission’s return database for those charities filing returns in 2023/24. https://register-of-charities.charitycommission.gov.
uk/en/register/full-register-download 
3. gov.uk/government/publications/charities-and-investment-matters-a-guide-for-trustees-cc14/charities-and-investment-matters-a-guide-for-trustees 
Key risks 
The value of an investment and any income taken from it is not guaranteed and can go down as well as up, and investors may 
get back less than the amount originally invested. Assumptions, opinions, and estimates are provided for illustrative purposes 
only. There is no guarantee that any forecasts made will come to pass.

Holding excessive cash in reserves is an example of  
“reckless prudence”. When you store wealth in cash, you need 
to accept that investment returns are unlikely to keep up with 
inflation. The chart on the next page tells the story. If you 
had kept £100 in a representative sterling bank account since 
2000 and reinvested all the interest received, you would have 
£135 today. But the purchasing power of that money would 
have dropped to just £72.

The last two decades have been particularly punishing for 
cash investors, but the long-term picture isn’t much better. 
For example, a charity putting £100 in the same bank account 
in 1870 would be sitting on over £7,500 today. That sounds 
like an impressive uplift, but all of that gain would have been 
eaten up by inflation. In real terms, the same charity would be  
left with just £74 today.

The unintended consequence of an excessively cautious 
approach would have been a fall in the real value of assets  
by over 25%, and that is assuming zero withdrawals to fund 
any outgoings.

According to the Charity Commission’s updated guidance  
for trustees published in 2023 (CC14)³, investment decisions 
should be made to “further your charities purposes”. 
Consistently losing money in real terms provides no  
benefit to beneficiaries either today, or tomorrow.

https://blog.lgim.com/categories/investment-strategy/the-low-volatility-factor-not-so-standard-deviation/
https://blog.lgim.com/categories/investment-strategy/the-low-volatility-factor-not-so-standard-deviation/
https://www.gov.uk/guidance/charity-trustee-whats-involved
https://register-of-charities.charitycommission.gov.uk/en/register/full-register-download
https://register-of-charities.charitycommission.gov.uk/en/register/full-register-download
https://www.gov.uk/government/publications/charities-and-investment-matters-a-guide-for-trustees-cc14/charities-and-investment-matters-a-guide-for-trustees
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Charities across the UK have a wide variety of formal 
investment objectives, but most incorporate an explicit or 
implicit desire to protect the value of their assets against 
erosion by inflation with CPI+4% the most common ambition. 
Having decided to set CPI+ objectives, the next question for 
charity trustees is how to maximise the chance of achieving 
that target.

Path dependence: the unintended consequence of taking  
too much risk

Given long investment horizons, it is tempting to argue  
that CPI+ objectives are best served by investing as much  
as possible in assets whose cashflows are linked to inflation. 
Global equities fall into that category given that the corporate 
sector’s earnings are directly linked to their ability to  
raise prices.

In the earlier example, we saw the steady erosion of the 
purchasing power of assets from putting money in cash and 
reinvesting the interest since the turn of the century. Instead, 
let’s assume that you had invested in a globally diversified 
equity index⁴ and reinvested the dividends. Instead of falling  
to £72 in 2023, the real value of your assets would have 
climbed to £259. The global equity market has delivered  
just over CPI+4% for UK investors over that timeframe.
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Source: Bank of England, L&G. 
Past performance is not a guide to the future.

4. MSCI World net return in GBP
Key risks
The value of an investment and any income taken from it is not guaranteed and can go down as well as up, and investors may 
get back less than the amount originally invested. Assumptions, opinions, and estimates are provided for illustrative purposes 
only. There is no guarantee that any forecasts made will come to pass. It should be noted that diversification is no guarantee 
against a loss in a declining market.

Does that mean that equity investments are the answer  
for those looking to preserve the purchasing power of their 
assets and accumulate wealth? As well as the obvious 
warning that the past is no guide to future performance,  
we need to consider unintended consequences once again.

For many charities, liquidity needs are inherently 
unpredictable: unanticipated weakness in fundraising  
can create a call on assets to fund the shortfall to maintain 
charitable expenditure. The problem arises when that liquidity 
need coincides with a period of asset price weakness.

Consider two portfolios of £100 subjected to the same 
stresses: a 25% fall in equities, a liquidity need equivalent  
to 20% of the initial portfolio value, and a subsequent 
recovery in the market.

The first portfolio, on the left-hand side on the opposite page, 
starts with £80 in equities and £20 in cash. Liquidity needs can  
be met entirely from the cash holdings and the portfolio fully 
participates in any subsequent equity market recovery. At the 
end of this thought experiment, the portfolio value (£80) plus 
the withdrawn assets (£20) are worth the same as the initial 
investment (£100). Value has been preserved through the 
market volatility.

The second portfolio, on the right-hand side above, starts with 
£95 in equities and just £5 in cash. In that case, liquidity needs 
must be met through a combination of cash and liquidating 
equities. However, in selling after a drawdown, the portfolio 
crystallises losses and cannot fully participate in the recovery. 
At the end of this thought experiment, the portfolio value 
(£75) plus the withdrawn assets (£20) are worth less than  
the initial investment (£100). £5 has been destroyed.
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Source: L&G.  
Assumptions, opinions, and estimates are provided for illustrative purposes only. There is no guarantee that any 
forecasts made will come to pass.

Path dependence: insufficient cash

In this case, the unintended consequence of having taken  
too much risk is to introduce uncomfortable path dependence 
to portfolio returns.
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Key risks
The value of an investment and any income taken from it is not guaranteed and can go down as well as up, and investors may 
get back less than the amount originally invested. Assumptions, opinions, and estimates are provided for illustrative purposes 
only. There is no guarantee that any forecasts made will come to pass. It should be noted that diversification is no guarantee 
against a loss in a declining market.

“prediction is  
difficult, especially  
if it’s about  
the future

”

Illusion of knowledge: the unintended consequence  
of opinion overload

Trustees looking to launch or overhaul their investment 
strategy are desperate for clarity and guidance on the  
market outlook, and the world is full of people willing  
to offer an opinion. But that doesn’t mean their perspectives 
are particularly prescient.

The psychologist Phillip Tetlock has spent a career analysing 
the forecasting track record of experts forecasting geopolitics, 
financial markets, and economics. He found them to be 
“frequently only slightly more accurate than one would  
expect from random chance”⁵.

Even that’s a good result relative to the findings of CXO 
Advisory, which found that so-called “investment gurus” 

5. https://www.openphilanthropy.org/grants/university-of-pennsylvania-philip-tetlock-on-forecasting/ 
6. https://www.cxoadvisory.com/gurus/ 
7. https://blog.lgim.com/categories/investment-strategy/chart-of-the-month-was-the-pandemic-uniquely-hard-to-anticipate/ 
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pontificating about the future direction of the US equity 
market were only correct, on average, 47% of the time⁶. Our 
own research suggests that the most prestigious international 
forecasting institutions are only capable of anticipating around 
one in 10 downturns the year before they get underway⁷.

The chart below is one of the best examples of how  
the received wisdom can prove hopelessly misleading.  
It looks at the best performing sectors in the US equity  
market during the term of the last two presidents. There  
aren’t many people who anticipated energy stocks would be 
the worst performers under Donald “drill, baby, drill” Trump 
and the best performers under Joe “climate warrior” Biden,  
but that is what transpired.

In the infamous words of Nobel prize-winning physicist Niels 
Bohr (or perhaps Yogi Berra, given that the provenance of the 
quote is disputed ), “prediction is difficult, especially if it’s about 
the future”.

Having avoided taking either too much or too little risk,  
my final unintended consequence for trustees to consider  
is the illusion of knowledge from opinion overload.

When it comes to determining the market outlook, we are 
largely dealing with a problem of irreducible uncertainty. 
Investors need to accept that, rather than relying heavily  
on the seductive narratives of market soothsayers.

Unintended consequences are everywhere. The key challenge 
for charity trustees when setting their investment strategy 
is to understand the trade-offs between taking too little risk 
(“excess prudence”) and too much risk (“path dependence”). 
Anyone tempted to attempt to anticipate the twists and turns 
of market performance is likely to be disappointed (“illusion  
of knowledge”). Simply put, nobody knows whether the 
market will go up or down next year. Accepting that 
uncertainty and focusing on the most efficient way to  
build your portfolio is the best way to avoid disappointment. 
A diversified, long-term asset allocation grounded in a clear 
set of investment beliefs should be the cornerstone of any 
charity’s investment strategy.

Christopher Jeffery 
Head of Macro Asset Allocation

https://www.openphilanthropy.org/grants/university-of-pennsylvania-philip-tetlock-on-forecasting/
https://www.cxoadvisory.com/gurus/
https://blog.lgim.com/categories/investment-strategy/chart-of-the-month-was-the-pandemic-uniquely-hard-to-anticipate/
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Key Risks

The value of an investment and any income taken from it is not guaranteed and can go down 
as well as up, and the investor may get back less than the original amount invested. Past 
performance is not a guide to future performance.
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Contact us:
For further information about L&G Asset Management, please visit  
am.landg.com or contact your usual L&G Asset Management representative.

http://am.landg.com
https://am.landg.com/nl/en/insights/podcast/
http://am.landg.com
http://am.landg.com
https://blog.landg.com/
https://uk.linkedin.com/company/legal-&-general-investment-management
https://www.youtube.com/channel/UCUmfV6VjfydEykC6QzXNPSQ/videos?view=0&sort=da

