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Quarterin
review

Broad equity markets closed the fourth quarter
of 2025 near record highs, marking a year of
exceptional growth in the face of heightened
volatility (Figure 1). Despite shifting risk
sentiment and mixed economic data, markets
remained optimistic over corporate earnings
growth. Sector leadership was mixed with
healthcare, materials, and financials leading
global markets higher. Meanwhile, the Australian
market slipped in Q4, with a pullback in
technology and healthcare partly offset by gains
in materials and elevated commodity prices.

Among global markets, Japanese equities were
again a standout despite yields continuing to
push higher, gaining 12.2% in local currency over
the quarter and 28.7% for the year. The U.S.
market saw a rotation to defensive sectors over
the quarter as momentum in Al companies briefly
faltered, but ultimately bounced back to close the
quarter up 2.7% and 17.9% for the year. Australia
was among the few markets to retreat over the
quarter as inflation remained sticky and hopes
for rate cuts were wound back. Although the
materials sector provided support, the market
returned -0.9% for the quarter and 10.7% for

the year. A strengthening Aussie dollar provided
headwinds to unhedged international exposure,
with global equities returning 2.9% for the
quarter and 14.9% for the year (Figure 2).

Fixed income performance continued to be
dispersed across regions. Yields continued to
climb higher in Australia, Japan and Europe,
while the United States remained positioned for
rate cuts. Sticky inflation in Australia saw rate
cut expectations tempered, with the 10-year
government bond yield rising 44 basis points to
4.74%. Meanwhile the 10-year U.S. Treasury bond
yield remained range-bound, ending at 4.17%
despite volatility over the quarter.

Global bond indices broadly advanced owing to
higher levels of income which provide a buffer to
price movements, with global bonds returning
0.7% for the quarter and 4.8% for the year in
AUD hedged terms. Meanwhile, rising yields and
falling bond prices saw Australian bonds return
-11% for the quarter and 3.2% for the year.

Figure 1. Global equites pushed through
volatility in Q4
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Sources: Bloomberg, as at 31 December 2025.

Figure 2. Mixed returns to close 2025
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Economic
outlook

Financial markets are exuberant—and there are
some good reasons for that. Despite megatrend
headwinds in 2025 like demographic slowdowns
and rising tariffs, economies held firm. U.S.
corporate earnings growth and fundamentals
stayed strong, powered by Al investment and
other positive technology shocks.

Our data-driven megatrends framework shows
these supply-side forces will shift again in

2026. How well Al investment will counteract
negative shocks shapes our economic outlook.
Over the next five years, we see an 80%

chance that economic growth diverges from
consensus expectations. These projections shape
our investment outlook and offer somewhat
unconventional—yet increasingly compelling—
investment opportunities for increasingly frothy
financial markets.

We anticipate that Al will stand out among other
megatrends, given its capacity to transform

the labour market and drive productivity. Al
investment's outsized contribution to economic
growth represents the key risk factor in 2026.

The ongoing wave of Al-driven physical
investment is expected to be a powerful force,
reminiscent of past periods of major capital
expansion such as the development of railroads
in the mid-19th century and the late-1990s
information and telecommunications surge
(Figure 3).

Our analysis suggests that this investment

cycle is still underway, supporting our projection
of up to a 60% chance that the U.S. economy
will achieve 3% real GDP growth in the coming
years—a rate materially above most professional
and central bank forecasts.

But this future is not quite now. In 2026, the U.S.
is positioned for a more modest acceleration

in growth to about 2.25%, supported by Al
investment and fiscal thrust from the One

Big Beautiful Bill Act. The first half of the year
may be softer given the lingering effects of the
stagflationary megatrend shocks of tariffs and
demographics, as well as yet-to-materialise
broad-based gains in worker productivity.

Figure 3. The investment cycle is tracking historic capital buildouts

Change in share of GDP (percentage points)

Railroad peak,
4 years and 9 months \

15

Oil and gas peak,
3 years and 9 months

0.5

/ Auto manufacturing peak, 5 years

" Telecommunications peak,
5 years and 6 months

Post-WWII auto
manufacturing

Railroad
(1840s-1850s)

Telecommunications
(1990s)

———Oil and gas
(1970s-1980s)

@m— Al (cUrTent)

@ A| forecast

-0.5
1 2 3 4

Years from start of investment cycle

Note: This chart shows the change in the total size of different investment cycles as a share of real GDP. The period starting points are: Q11850
for railroad, Q11946 for post-WWII auto manufacturing, Q11980 for oil and gas, Q2 1995 for telecommunications, and Q3 2022 for Al (current).

Sources: VVanguard calculations, based on data from the Bureau of Economic Analysis, as at 31 October 2025. Railroad data are sourced from
Pereira et al. (2014).
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The labour markets, which cooled markedly in 2025, should stabilise by the end of 2026, helping the
unemployment rate to stay below 4.5%.

Federal Reserve will have limited scope to cut rates below our estimated neutral rate of 3.5%. Our Fed
forecast is a bit more hawkish than the bond market's expectations.

Given similar Al-related dynamics, our forecast for China's economic growth is also above consensus
expectations in 2026. Despite ongoing external and structural challenges, real GDP growth is more likely
to register 5% than 4%.

Conversely, our risk assessment for the euro area is more consensus-like given the lack of strong Al
dynamics. We anticipate growth to hover near 1% in 2026, as the drag from higher U.S. tariffs is offset by
increased defence and infrastructure spending. Inflation should stay close to the 2% target, allowing the
European Central Bank to maintain its current policy stance throughout the year.

Australia's economic growth is expected to hover around the trend in 2026, but the key challenge lies in
the supply-side constraint due to weak productivity growth, which has lowered the economy's potential
growth rate. As a result, even a modest rebound in private demand and GDP growth could stall the
disinflationary momentum observed earlier in the year. The labour market tightness, combined with
lacklustre productivity growth, will keep upward pressure on unit labour costs, prolonging the disinflation
process.

Figure 4. Our 2026 economic forecasts

Core Unemployment Policy rate
Country/region Growth inflation rate (year-end) Key risk to our view
uU.s. 2.25% 2.6% 4.2% 3.5% Al optimism collapses and investment buildout stalls
Evuro area 1.2% 1.8% 6.3% 2.0% Inflation materially undershoots the 2% target
China 4.5% 1.0% 51% 1.2% Technology innovation and investment accelerate
Australia 2.2% 2.8& 4.3% 3.35% Weak productivity prolongs the disinflation process

Note: Forecasts are as at 10 December 2025. For the U.S., growth is defined as the year-over-year change in fourth-quarter GDP. For the euro
area and China, growth is defined as the annual change in GDP in the forecast year compared with the previous year. Core inflation excludes
volatile food and energy prices. For the U.S. and the euro areq, core inflation is defined as the year-over-year change in the fourth quarter
compared with the previous year. For Ching, core inflation is defined as the average annual change compared with the previous year. For the
U.S., core inflation is based on the core Personal Consumption Expenditures Index. For the euro area and China, core inflation is based on the
core Consumer Price Index. For U.S. monetary policy, Vanguard's forecast refers to the top end of the Federal Open Market Committee's target
range. The euro ared's policy rate is the deposit facility. China's policy rate is the seven-day reverse repo rate. Unemployment rate refers to the
fourth-quarter average in 2026. For Australia, GDP growth is defined as the annual change in real (inflation-adjusted) GDP in the forecast year
compared with the previous year; core inflation is based on the trimmed mean inflation, which is the year-over-year change in the Consumer
Price Index, excluding items at the extremes, as of the fourth-quarter reading for each year; policy rate is the Reserve Bank of Australia's year-
end cash rate target

Sources: Vanguard.
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Market outlook

Our capital markets outlook differs across
markets, asset classes, and investment time
horizons. Overall, our medium-run outlook for
multi-asset portfolios remains constructive,
with positive after-inflation returns likely to

We maintain our secular view that high-quality
bonds offer compelling real returns given higher
neutral rates. Returns should average near
current portfolio income levels, representing a
comfortable margin over the rate of expected

continue. In 2026, U.S. technology stocks could
well maintain their momentum given the rate of
investment and anticipated earnings growth.

But let us be clear: Risks are growing amid

this exuberance, even if it appears 'rational’

by some metrics. More compelling investment
opportunities are emerging elsewhere even for
those investors most bullish on Al's prospects.

Our conviction in this view is growing, and it

is informed by investment returns in previous
technology cycles.

Our capital markets projections show that
the strongest risk-return profiles across public

investments over the coming five to 10 years are,
in order:

1. High-quality fixed income.

2. U.S. value-oriented equities.

3. Non-U.S. developed markets equities.

future inflation. That's the primary reason why
bonds are back, regardless of what central banks
do in 2026. Importantly, fixed income should also
provide diversification if Al disappoints and fails
to usher in higher economic growth—a scenario
with odds that we calculate to be 25%-30%
(Figure 5).

We remain most guarded in our assessment
of tech-heavy U.S. growth stocks, which have
outperformed most other investments by an
astounding margin over the last few years. Yet,
our muted expected returns for the technology
sector are entirely consistent with our more
bullish prospects for an Al-led U.S. economic
boom.

The heady expectations for U.S. technology
stocks are unlikely to be met for at least two
reasons. The first is the already-high earnings
expectations, and the second is the typical
underestimation of creative destruction from new
entrants into the sector, which erodes aggregate

Figure 5. US equity return prospects, by three Al scenarios

Earnings 10-year stock return projection
Scenario Probability  growth P/E multiples (annualized)
8% t010%
Al's transformation is stronger than o o Remain at present levels or . 1
° expected (upside) 10% 8%+ even rise h I ‘
Al emerges as general-purpose 5% to 7%
technology and generates 3% trend o o o Falls slightly as Al - | .
U.S. growth (Vanguard medium-run 60% 6% to 8% competition unfolds b I . i
baseline)
Al disappoints, and exuberance is T -2%t0 2%
irrational rather than justified 30% 3% to 5% Falls markedly, with |rrct|‘onol >
. exuberance when not falling
(downside)
4% to 5%
On the whole (probability-weighted) 100% 6% to 7% <« I = >

Source: Vanguard calculations in USD, as at 30 September 2025.
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profitability. Volatility in this sector—and hence
the U.S. stock market overall—is very likely to
increase. Indeed, our muted U.S. stock forecast
of 4.5%-5.5% average returns over the next five
to 10 years is nearly singlehandedly driven by our
risk-return assessment of large-cap technology
companies.

The history of investing during technology cycles
reveals some counterintuitive—yet increasingly
compelling—investment opportunities regardless
of whether Al proves transformative or not.
Both U.S. value-oriented and non-U.S. developed
markets equities should benefit most over time
as Al's eventual boost to growth broadens to
consumers of Al. Economic transformations are
often accompanied by such equity market shifts
over the full technology cycle.

Overall, these three investment opportunities
are both offensive and defensive. This risk
assessment holds no matter whether today's Al
exuberance ultimately proves rational or not.

Figure 6.

Australia equities 4.5% I:I 6.5%

48% [ e.8%

Global equities 4% I:I 6.1%
ex-Australia (unhedged) 46% - 5.6%

Australia aggregate | 41% |:| 5.1%
bonds
3.9% [ 4.9%

Global bonds 4.L% |:| 5.4%
ex-Australia (hedged)

37% [ 47%

Forecast E] 2024 year-end . 31 October 2025

Note: Figures are based on a 2-point range around the 50th
percentile of the distribution of return outcomes for equities and a
1-point range around the 50th percentile for fixed income.

Source: Vanguard, November 2025 using 31 December 2024 and 31
October 2025 VCMM Simulations.
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Long-term market outlook

The charts below show the Vanguard Capital
Markets Model (VCMM) return forecasts over
the next 10 years for a range of asset classes
and Vanguard's Diversified Funds.

It shows two concepts: the range of annualised
10-year nominal returns and the median
volatility experienced.

The bars show the range of return outcomes
over a 10-year period. The central return
expectations for the asset class or portfolio are
shown in the middle of the bars. Observations
in the optimistic or pessimistic regions should
not come as a surprise though; goals and
portfolios should always be positioned with
these possibilities in mind. The white circles
show the median volatility forecasts. This

represents the volatility of the asset classes
that can be expected over the 10-year period.
The chart shows that equities are expected
to produce a higher return over a 10-year
period than bonds, however the trade-off is
that an investor can expect a more volatile
experience and greater uncertainty over the
end point, which could be a much wider range
of outcomes.

An important point to remember is that asset
returns are not perfectly correlated, which
means that if an Australian equity return over
10 years is in the optimistic range, this does
not necessarily mean that Australian bond
returns will also be in the optimistic range.
Combining assets can therefore present strong
diversification benefits.

Figure 5a. Projected 10-year nominal return outlook
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Note: The projections or other information generated by the VCMM regarding the likelihood of various investment outcomes are hypothetical in
nature, do not reflect actual investment results, and are not guarantees of future results. Distribution of return outcomes from the VCMM are
derived from 10,000 simulations for each modelled asset class in AUD. Results from the model may vary with each use and over time.

Source: Vanguard, January 2025 using 31 October 2025 VCMM Simulation.
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Figure 5b. Projected 10-year nominal return outlook

RETURN PERCENTILE

MEDIAN

5TH 25TH MEDIAN 75TH 95TH VOL.

Australian Inflation 0.6% 1.6% 2.2% 2.9% 3.9% 1.8%
Australian Equity -3.0% 2.2% 5.8% 9.5% 15.5% 19.7%
Global Equity (unhedged) -2.3% 2.3% 5.6% 9.0% 14.4% 16.1%
Australian Bonds 2.9% 3.8% 4.4% 5.1% 6.1% 6.4%
Global Aggregate Bonds (hedged) 2.1% 3.3% 4.2% 5.1% 6.4% 5.3%
Australian Cash 1.4% 2.4% 3.1% 3.9% 5.0% 1.1%
Conservative 2.6% 4.0% 4.9% 6.0% 7.5% 5.4%
Balanced 1.9% 4.0% 5.4% 6.9% 9.3% 7.8%
Growth 0.8% 3.8% 5.7% 7.8% 11.1% 10.5%
High Growth -0.4% 3.4% 5.9% 8.5% 12.7% 13.5%
All Growth -1.1% 3.1% 6.0% 8.8% 13.5% 15.1%

Notes: The projections or other information generated by the VCMM regarding the likelihood of various investment outcomes are hypothetical
in nature, do not reflect actual investment results, and are not guarantees of future results. Distribution of return outcomes from the VCMM
are derived from 10,000 simulations for each modelled asset class in AUD. Results from the model may vary with each use and over time.

Source: Vanguard, January 2026 using 31 October 2025 VCMM Simulation.

The next two charts show the trade-off managing expectations, it also means there

between targeting a CPI+ return target and
the risk of a loss along the way. Taking more
risk means that an investor increases the

is the increased probability of experiencing
a negative return or a large annual loss in at
least one year over the 10 year period.

probability that they will achieve their target
over 10 years. Highlighting the importance of

Figure 6a. Probability of achieving real return Figure 6b. Downside risks
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Notes: The projections or other information generated by the VCMM regarding the likelihood of various investment outcomes are hypothetical
in nature, do not reflect actual investment results, and are not guarantees of future results. Distribution of return outcomes from the VCMM
are derived from 10,000 simulations for each modelled asset class in AUD. Results from the model may vary with each use and over time.
Source: Vanguard, January 2026 using 31 October 2025 and 31 December 2024 VCMM Simulation.
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About Vanguard's Investment Strategy Group

Vanguard's Investment Strategy Group is a global team of economists and investment

and portfolio construction strategists with a wide variety of specialties, ranging from
monetary policy to index construction to market trends. Their research serves as the basis
for Vanguard's investment principles and methodology, guides Vanguard's global leadership
and influences decisions about our investment offerings and portfolio construction.

Research-based investment approach

As part of Vanguard's broader Investment Management Group, ISG plays an essential role

in developing Vanguard's investment methodology, which is carried through in the implicit
and explicit advice solutions available to our clients. Our global chief economist and head

of ISG reports directly to Vanguard's global chief investment officer. We work closely with
Vanguard's in-house portfolio managers. Notably, our global chief economist is integrated
into Vanguard Fixed Income Group through our portfolio management process. Through that
process, ISG advises our fixed income investment managers on the macroeconomic outlook,
expected monetary policy and other factors to support day-to-day portfolio management.
Vanguard's investors around the world benefit from our collaborative approach to investment
management, research and thought leadership.

Vanguard Capital Markets Model

The Vanguard Capital Markets Model® (VCMM) projections are based on a statistical analysis
of historical data. Future returns may behave differently from the historical patterns captured
in the VCMM. More important, the VCMM may be underestimating extreme negative scenarios
unobserved in the historical period on which the model estimation is based. The VCMM is a
proprietary financial simulator developed and maintained by Vanguard's Investment Strategy
Group. It is a long-term tool that takes into account current macroeconomic conditions and
equity and bond valuations to forecast distributions of future returns for a wide range of
asset classes and portfolios. The primary value of the VCMM is in its application to analysing
potential client portfolios. VCMM asset-class forecasts-comprising distributions of expected
returns, volatilities, and correlations—are key to the evaluation of potential downside risks,
various risk-return trade-offs, and diversification benefits of various asset classes.
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Asset allocation

Vanguard's approach to asset allocation is

to provide long-term returns that match
investors' desired level of risk. The broad
allocations to defensive (fixed income)

and growth (equities) are the main factors
influencing the risk-return profiles of our asset
allocation strategies.

Our asset allocation approach is designed with
a medium to long-term investor in mind (a time
horizon of at least five years), reflecting the
reality that the majority of Australian investors
need to accept some market risk in order to
reach their investment goals.

Why diversification matters

We believe that a successful investment
strategy starts with an asset allocation
suitable for its objective. In practice,
diversification is a rigorously tested
application of common sense: markets
will often behave differently from each
other—sometimes marginally, sometimes
greatly—at any given time.

Owning a portfolio with at least some exposure
to many or all key market components ensures
the investor of some participation in stronger
areas while also mitigating the impact of
weaker areas.

Many investors lack the time, interest, or skills,
and can become overwhelmed by the choice of
investment options, asset classes, and other
implementation hurdles such as choosing
between index and active management.
Investors also face behavioural risks in adhering
to their investment plan over time due to

the temptation of performance chasing or
overreacting to market events.

Vanguard Diversified Funds provide
professionally managed portfolio solutions
designed to help medium to long-term
investors achieve their goals and overcome
these challenges.

Vanguard | Asset allocation report — December quarter 2025
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Understanding Vanguard's SAA process
For multi-asset funds, such as
Vanguard Australia’s Diversified Funds,
Vanguard's Investment Strategy Group
(ISG) conducts an annual review of

the strategic asset allocation (SAA)

of the funds. The team considers

new asset classes, currency exposure,
home bias, regulatory and tax impact,
investment costs, investor behaviours,
and implementation factors amongst
others. The ISG team presents a
recommendation to maintain or change
the SAA to Vanguard's global Strategic
Asset Allocation Committee (SAAC),
which oversees all of Vanguard's multi-
asset funds. The SAAC is comprised

of senior leaders from the Investment
Management Group and Vanguard's
advice businesses and is co-chaired

by Vanguard's global chief economist.
Upon approval of a change to the SAA,
Vanguard assesses the feasibility, tax
impact, and costs of the recommended
changes and presents to the Board of
Vanguard Australia for approval prior to
implementing the changes.
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IMPORTANT: The projections or other information generated by the VCMM regarding the likelihood of various investment outcomes are
hypothetical in nature, do not reflect actual investment results, and are not guarantees of future results. Distribution of return outcomes from
the VCMM are derived from 10,000 simulations for each modelled asset class in AUD. Simulations are as of December 2025. Results from the
model may vary with each use and over time.

The VCMM projections are based on a statistical analysis of historical data. Future returns may behave differently from the historical patterns
captured in the VCMM. More importantly, the VCMM may be underestimating extreme negative scenarios unobserved in the historical
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and maintained by Vanguard's primary investment research and advice teams. The model forecasts distributions of future returns for a wide
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may not be applicable to the particular situation you are considering. You should consider yours and your clients' objectives, financial situation
or needs, and the Product Disclosure Statement (“PDS") and the IDPS Guide (“the Guide"), before making any investment decision or
recommendation. A copy of the Target Market Determinations (TMD) for Vanguard's financial products can be obtained at vanguard.com.

au free of charge and include a description of who the financial product is appropriate for. You should refer to the TMD before making any
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