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Why a ‘total return’ approach to investing 
is right

The sharp downturn on the Australian share market in early 2020, triggered by the 
coronavirus pandemic, was the first since Australia emerged from the Global Financial 
Crisis a decade ago.

The significant sell-off in risky assets was compounded by the swift nature of the sell-
down. It took just one month for the market to reach “bear” territory (defined as a 20% 
fall in share prices) compared to the nine months it took to reach the same unwelcome 
milestone at the time of the Global Financial Crisis.

Compounding this were decisions by several banks, encouraged by the Australian 
Prudential Regulation Authority, to reduce or defer their dividend payments to shareholders 
in order to shore up their capital positions.

However, for investors with an “income-oriented” approach to investing—a popular way of supporting 
spending needs into retirement—these decisions left many in financial limbo about what to do with their 
investment portfolios.

What is an ‘income-oriented’ approach to investing?

An income-oriented approach involves constructing portfolios of investments that have high income returns  
that either meet, or exceed, their spending needs. These include shares that pay out healthy dividends, especially 
when they have franking credits attached, and high-interest bond and cash products.

Targeting income can also have intuitive appeal. This is because it suggests that, by only spending the income 
that has been paid out, the underlying assets are not touched. For retirees looking for sustainable retirement 
solutions, it’s an appealing option, suggesting a strategy that could theoretically last forever, or at the very least, 
outlast your retirement.

Yet, just because this strategy conveniently provides a high income return, it doesn’t necessarily mean that 
this is the only, or most effective strategy, to follow. The proposed changes to dividend imputation rules in 2018 
highlighted one of the potential risks to which a concentrated, high-income portfolio may be exposed. The current 
market conditions highlight another.

Given this, an investor might reasonably ask: How do I choose a retirement income strategy that will support  
my lifestyle but not create an over-reliance on income such as dividends?

The answer lies in looking at all sources of return from your portfolio, both income and capital, commonly  
termed a ”total-return” approach.

What is a ‘total return’ approach to investing and why is it suitable  
for retirement?

Rather than tying your spending goal to the income generated by your portfolio and ignoring the capital return,  
a total return approach first assesses an individual or household’s goals and risk tolerance. It then sets the asset 
allocation at a level that can sustainably support the spending required to meet those goals.

Aidan Geysen
Senior Investment 
Strategist,  
Vanguard Australia
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While capital returns, best represented by the price movement of shares, can be a volatile component of this 
strategy, it’s necessary to view these movements through a long-term lens.

A key objective of the ‘total return’ approach to investing is for an investor to set what is a sustainable rate  
of spending from a portfolio. There may be periods in which the income yield of a portfolio falls short of meeting 
an investor’s spending needs. During these periods, the capital value of the portfolio can be spent to make up 
the shortfall.

So long as the total return drawn from the portfolio doesn’t exceed the sustainable spending rate over the long  
term, this approach can smooth out spending during the volatile periods for markets which inevitably occur. Of 
course, it may also require the discipline to reinvest a portion of the income yield during periods where the income 
generated by the portfolio is higher than the sustainable spending rate.

A ‘total-return’ approach allows investors to separate the spending strategy that best suits their goals in retirement 
from their portfolio strategy. In addition to the benefit of smoothing spending throughout retirement, it can allow 
investors to better diversify risk across countries, sectors and securities, rather than skewing the portfolio to a 
segment of the market with higher income yields, or worse - taking excessive risk by reaching for the desired yield. 
This is often a far less reliable response to achieving retirement goals compared to other levers such as saving more 
or adjusting discretionary spending.

By taking a long term view, investors can also ride out periods like the current crisis with more confidence. Even  
in retirement, an investor’s time horizon can still be many decades, which historically, has been sufficient time for  
the equity risk premium to win through.

Why the ‘total return’ approach is appropriate

Investors—particularly income-oriented investors—are understandably nervous about how dividend payment 
reductions can impact their portfolios.

While dividend yields may fall, history suggests the valuations on shares improve as a result of market falls. This,  
in turn, increases the long-term return prospects for capital values. 

While uncomfortable, a further action to improve long-term portfolio prospects is to recognise the inherent 
uncertainty in trying to time markets, and the improvement in returns that comes from a market sell-off. In 
combination, these factors support the merits of rebalancing your portfolio during periods of volatility, ensuring  
you remain well positioned for the eventual turn in the fortunes of the market.

To summarise, Vanguard’s investment philosophy reminds us that an investment plan established during calmer 
times should not be abandoned in the midst of a market downturn.

We encourage investors to hold a diversified portfolio of assets, to remain disciplined by avoiding impulsive decisions 
based on fear and uncertainty, and to remain focused on their long-term goals and their plan for achieving them.
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Capping off a volatile year 

Quarter in review

Market volatility was ever present during the final quarter of 2020, driven by the controversial U.S. election  
in November, the looming Brexit deal deadline in December, escalating China trade tensions and the ongoing  
global spread of COVID-19. Yet, despite these and other unsettling factors, investment returns over the December  
quarter as a whole were relatively strong. At the final 2020 trading bell, the U.S. share market closed at a record  
high, spurred by positive sentiment around economic stimulus measures and the impending rollout of COVID-19 
vaccines. The Australian share market, although still well off the record high it reached in February, closed off the final 
quarter more than 10% above where it started on 1 October. The bulk of that gain occurred during November, when  
the S&P/ASX 200 Index notched up its best return since 1988. 

Figure 1. How asset classes performed 
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Global economy in 2021: Closing the immunity gap

It should come as no great surprise that the global economic outlook and the likely behaviour of financial markets 
remain hinged to COVID-19, and more specifically to health outcomes and responses. As Figure 2 illustrates, the pace 
of the next phase of recovery is a function of immunity and the degree of consumer reluctance, where greater infection 
immunity and reduced reluctance to engage in economic activities will drive a sharper recovery
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Figure 2. Health outcomes drive consumer behaviour and, in turn, recovery
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Notes: The immunity gap is the proportion of the population that remains susceptible to COVID-19, and it’s calculated as the difference between herd immunity threshold (around 
65% of the population) and the percentage of population with acquired immunity. The reluctance gap is the proportion of the population that continues to refrain from normal 
out-of-house activities in fear of catching the virus. This is directly related to the immunity gap. The higher the immunity gap, the higher the proportion of the population that is 
fearful of engaging in normal activities. The unemployment/output gap is the gap between what economic activity was before COVID-19 and what economic activity is today. That 
is directly related to the reluctance gap. The bigger the reluctance gap, the lower economic activity is. That translates to a bigger economic activity gap and a bigger output gap. 
`Source: Vanguard.

Under our more optimistic scenarios for vaccine effectiveness and coverage, output is likely to reach its pre-pandemic 
levels by the middle of the year, while a persistently large immunity gap—possibly a result of a less effective vaccine 
or an elongated distribution cycle—leaves economies with only marginal progress from current levels. Our central case 
projects a positive recovery path that will see global economic activity normalising by the second-half of the year and 
output reaching pre-pandemic levels by the end of 2021 (Figure 3).

Figure 3. Economic scenarios for 2021
Vanguard assessment of risks
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Source: Vanguard, as of November 30, 2020.
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Country-specific economic growth rates will be varied, with some economies returning to their pre-COVID levels  
of employment and output faster than others. In China, where control of the pandemic has been more effective,  
output has swiftly returned to its pre-pandemic trend growth by Q4 of last year, and we see the recovery extending  
with growth of 9% in 2021 (Figure 4). Elsewhere, the virus’s prevalence has been less well-controlled, implying  
a sharp rebound in growth from a lower base in 2020 once vaccines become widely available. We expect growth  
of 5.4% in the U.S. and 4.5% in the euro area, with those economies still falling short of full employment levels  
in 2021. In emerging markets, we expect a more incomplete recovery, with growth of 6%.

Figure 4. Global growth—better in 2021
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Source: Refinitiv, Vanguard 

Australia: A brighter summer to look forward to

The effects of the ‘one, two punch’ simultaneous supply and demand shock brought about by COVID-19 led  
Australia to experience its largest contraction since WWII and its first technical recession in close to 30 years.  
More effective containment measures to date, however, imply that normalisation of economic activity may prove  
to be slightly faster than countries facing higher rates of community transmission. Specifically, with annual growth  
of around 4.3%, we expect output to reach its pre-virus level by around the middle of 2021 (vs. end of year for global)  
on the back of a sequential lift in momentum as restrictions ease and state and territory borders are re-opened 
(Figure 5). 

Figure 5. Reaping the rewards of harsher lockdowns upfront
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That said, the composition of the recovery in the near-term, barring widespread distribution of a vaccine, will  
continue to be rather uneven, with the consumption of goods and normalisation of heavy industrial production  
likely to outperform that of the services and highly face-to-face intensive sectors (Figure 6).

Figure 6. Multispeed recovery across demand and supply
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Source: Vanguard, using data from the Australian Bureau of Statistics.

Risks to the economy and markets could shift as 2021 progresses. Between now and widespread vaccine  
distribution, health-related risks to economic growth and sentiment should prevail. However, as growth and  
inflation firm in 2021 and immunity to COVID-19 increases, an “inflation scare” is possible. Ultimately, Australia’s 
inflation could cyclically bounce higher in the middle of 2021 from current lows owing to base effects and an 
ongoing economic recovery, before plateauing back to the mid to low 1% levels, but such a move could introduce 
market volatility.

Meanwhile, the tapering of Australia’s fiscal relief measures poses a risk to the consumption and financial stability 
outlook, but we take comfort in the resilience and speed of the initial recovery to date, and expect the household 
savings buffer to be used to smooth spending.  

Against a fragile and uncertain backdrop, the RBA is likely to maintain its dovish pivot, with any additional  
adjustments to policy done through its new QE program rather than its price targets on the cash rate and the  
three-year yield. The choice of instruments may help to alleviate market concerns around the potential impact  
of negative rates, and expand the RBA’s balance sheet to be more in line with global peers, the latter of which  
could help to push down Australian long-term bond yields to be more in line with global peers.

Global capital markets outlook

The path of global capital markets in 2020 can largely be described in three phases. The first phase occurred  
during the first month-and-a-half of the year and generally involved rising equity prices as lower rates and a reduction 
in trade uncertainty bolstered risk assets. The second phase occurred as the realities of the pandemic and related 
lockdowns set in during mid-February and March. Equity markets plummeted, credit spreads widened, central banks 
quickly cut interest rates and employed novel tools to stabilise markets, and fiscal policymakers unleashed a wave  
of support. The third phase began in April and has seen a more pronounced recovery in some regions than others. 

For 2021 and beyond, our outlook for global asset returns is guarded. High valuations and lower economic  
growth rates mean we expect lower equity returns over the next decade. Our outlook for global and Australian  
equities is in the 5%–7% and 5.5%–7.5% range respectively for returns over the next 10 years (Figure 7), compared 
with the double digit returns experienced during prior decades. Despite the marginally higher expectation for local  
equity, we caution against excessive concentration risk and home bias, and underscore the benefits of a globally 
diversified exposure in managing risk, particularly given our expectation for elevated risks in 2021 and beyond. 
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On the fixed income front, we expect interest rates globally to remain low despite a constructive outlook for firming 
global economic growth and inflation as 2021 progresses. While yield curves may steepen, short-term rates are unlikely 
to rise in any major developed market as monetary policy remains highly accommodative. Bond portfolios, of all types 
and maturities, are expected to earn returns close to their current yield levels. 

Figure 7. Projected 10-year nominal return outlook
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A consistent theme emerging from our economic outlook of structurally lower interest rates across developed  
market economies supports our view of a lower return environment. However, lower yield curves and still-not- 
overly-stretched equity valuations have also meant a modest steepening in the efficient frontier, which suggests  
an improvement in the equity risk premium or an increase in expected return for taking on marginal equity risk.  
Notably, equities are likely to continue outperforming most other investments and the rate of inflation, with returns 
expected to be 3 to 5 percentage points higher than that of traditional bond instruments over the next decade. That  
said, investors would still be encouraged to maintain a broadly diversified portfolio that is appropriately aligned to their  
goals and risk-tolerance, and to avoid over-reaching for yield or return at the cost of unintended risk exposures.
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Long-term market outlook 

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

Figure 8a. Projected 10-year nominal return outlook 
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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 red 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 8b. Projected 10-year nominal return outlook
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Australian Inflation –0.2% 0.9% 1.6% 2.3% 3.4% 2.2%

Australian Equity 0.0% 3.9% 6.7% 9.6% 13.8% 20.1%

Global Equity (unhedged) –1.9% 2.8% 6.1% 9.6% 14.8% 19.4%
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Global Agg Bonds (hedged) 0.1% 0.9% 1.4% 2.0% 3.1% 3.0%

Australian Cash 0.4% 0.9% 1.4% 2.0% 3.1% 1.4%
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Source: Vanguard, 30 December 2020 VCMM Simulation
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The next two charts show the trade-off between targeting a CPI+ return target and the risk of a loss along the way.

Figure 9. Probability of achieving real return target Figure 10. Downside risks
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Source: Vanguard, 30 September 2020 and 31 December 2019 VCMM Simulations. 

Taking more risk means that an investor increases the probability that they will achieve their target over 10 years.

Highlighting the importance of managing expectations, it also means there is the increased probability of experiencing  
a negative return or a large annual loss in at least one year over the 10 year period.

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-today 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 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 Vanguard Capital Markets Model® (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 forecasts 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.
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Balanced

Risk (Volatility)

R
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n

Growth

High growth

GrowthIncome

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 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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Risk and return overview

Vanguard diversified funds peer group comparison
31 December 2020

The shaded boxes display the total return percentile rank of the Vanguard fund within its peer group*, as shown  
by the colour code, with the number reflecting the Vanguard fund return in excess of the peer group median return 
(%). The numbers below the shaded boxes indicate the number of funds in the peer groups across each time period.

Vanguard fund  
Asset weighted peer group MER (% p.a.) 3 mths 6 mths 1 yr 3 yrs 5 yrs 7 yrs 10 yrs

Conservative 
0.66

–0.05 0.25 2.21 2.07 1.55 1.56 1.24
49 48 48 45 41 40 36

Balanced 
0.80

–0.46 –0.13 2.51 2.32 1.38 1.59 1.31
54 54 53 50 43 39 32

Growth 
0.79

–0.14 0.36 2.60 2.27 1.66 1.54 1.44
75 75 73 68 63 61 55

High Growth 
0.84

–0.30 0.42 2.78 2.27 1.39 1.38 1.12
55 55 54 50 44 42 39

Peer group 
percentile

Top 5%
1st quartile
2nd quartile
3rd quartile
4th quartile

Sources: Vanguard calculations using data from Morningstar Inc. Past performance is not an indication of future performance. All returns are net of fees and assume 
reinvestment of income distributions. Returns greater than 12 months are annualised. There has been no adjustment for survivorship bias.
* The peer groups were constructed by first sourcing a universe of funds from Morningstar having the same category as the Vanguard Funds, but excluding Vanguard 
strategies.  
An automated filter was then applied to these original peer groups with the aim of removing identified duplicate investment strategies and retain unique strategies.

Figure 11.  Vanguard diversified funds return contributions for the quarter 
31 December 2020

3 Month  
Gross Return (%)

3 Month Return Contribution (%)

Fund VCIF VBIF VGIF VHIF

Vanguard Cash Reserve Fund 0.03 0.0 0.0 0.0 0.0

Vanguard Australian Fixed Interest Index Fund –0.08 0.0 0.0 0.0 0.0

Vanguard Australian Shares Index Fund 13.82 1.6 2.7 3.8 4.9

Vanguard International Shares Index Fund 5.75 0.5 0.8 1.2 1.5

Vanguard International Small Companies Index Fund 15.11 0.3 0.5 0.7 1.0

Vanguard Emerging Markets Shares Index Fund 11.07 0.2 0.3 0.4 0.5

Vanguard International Shares Index Fund (Hedged) – AU Class 11.78 0.7 1.1 1.5 1.9

Vanguard Global Aggregate Bond Index Fund (Hedged) 0.91 0.4 0.3 0.2 0.1

Total Return Contribution (%) 3.6 5.8 7.9 10.0

*Figures in the return contribution table are calculated as the product of the monthly gross return and the corresponding actual asset allocation.
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Underlying fund asset allocation

The strategic asset allocation (SAA) is provided in the table below. The diversified funds leverage Vanguard’s 
international expertise in investment research and utilise a global investment methodology. This approach starts  
with market capitalisation weightings. Local market factors are then also considered.

Figure 12. Target asset allocations effective from July 2017

Asset Allocation (%)

Fund Conservative Balanced Growth High Growth 

Asset Classes

Vanguard Cash Reserve Fund 10.0 0.0 0.0 0.0

Vanguard Australian Fixed Interest Index Fund 18.0 15.0 9.0 3.0

Vanguard Global Aggregate Bond Index Fund (Hedged) 42.0 35.0 21.0 7.0

Total income 70.0 50.0 30.0 10.0

Asset Classes

Vanguard Australian Shares Index Fund 12.0 20.0 28.0 36.0

Vanguard International Shares Index Fund 8.5 14.5 20.5 26.5

Vanguard International Shares Index Fund (Hedged) 5.5 9.0 12.0 16.0

Vanguard International Small Companies Index Fund 2.0 3.5 5.0 6.5

Vanguard Emerging Markets Shares Index Fund 2.0 3.0 4.0 5.0

Total growth 30.0 50.0 70.0 90.0

Effective 7 October 2020, the Fund used to achieve the cash allocation of the Vanguard Diversified Conservative Funds has changed from the Vanguard Short Term Fixed Interest 
Fund (formerly the Vanguard Cash Plus Fund) to the Vanguard Cash Reserve Fund.
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How to choose an ETF
The Australian ETF market surged past $94 billion in assets under management in 2020— 
its strongest year on record and a clear indication that the popularity of exchange traded funds 
continues to grow.

But, with so many ETFs of all shapes and sizes now available on the market, finding the right  
one to invest in can sometimes be a difficult choice for investors. Below are a few suggestions  
on what to look out for when choosing ETFs.

Align to allocation

First and foremost, finding the right ETF should depend on your own investment objectives, 
portfolio asset allocation plan and personal priorities.

For example, if you are just starting to invest and unsure where to start, perhaps a diversified ETF that provides 
exposure to a range of asset classes including equity, fixed income and cash is a good introductory step as it allows  
for broad diversification.

If the majority of your holdings are currently in shares, then perhaps investing in a fixed-income ETF will help  
diversify your equity market exposure. Similarly, if you’re finding yourself favouring domestic investments but unsure 
how to invest directly in international shares, then an ETF tracking a global index might provide the missing link.

Recently, there has also been a rise in ethical investing as more investors seek to express their values and priorities 
through the companies they support and invest in. ESG ETFs can allow you to invest according to your values without 
sacrificing the financial and diversification benefits that come with ETFs.

Know your provider

Apart from market forces, how well an ETF performs can also depend on how it is managed. Investing with a reputable 
fund manager with experience and a good track record of delivering index performance is important.

When selecting ETFs, dig a little deeper and find out what each provider’s investment philosophies are and what 
objectives they prioritise when offering products. An ETF provider with a disciplined approach to portfolio management 
as well as the scale to have dedicated risk, research and investment teams is more likely to produce long-term returns.

Compare the costs

Costs are one of the more straightforward ways to compare ETFs and can be particularly important when you  
are selecting between sometimes similar products. Like we always say at Vanguard, while you can’t control the 
markets, you can control your investment costs. ETF fees vary across the board depending on the provider,  
the market and sector, as well as the index being tracked.

ETFs generally come with an annual management fee and sometimes, an indirect cost. Fee details can generally  
be found in the ETF’s product disclosure statement (PDS) and fund fact sheets, where you’ll also find information  
on the index, distributions and associated risks.

Other costs to be aware of are brokerage fees (dependent on the platform through which you trade) and the  
bid/ask spread which is the difference between the ETF’s buy and sell price. The latter is determined by market  
liquidity and what’s going on in the market at any given time; the less investor demand, the wider the spread.

Robin 
Bowerman
Head of Corporate 
Affairs, Vanguard 
Australia
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Don’t trade the trends

The hallmark of a sound ETF is that it delivers the returns of the underlying market or markets that the index  
is built to track.

Niche or thematic ETFs constructed around a specific subject matter may have periods of heightened popularity  
(think robotics, precious metals or cryptocurrency), but may not stand the test of time once the trend begins to fade  
or suffer dramatic bouts of volatility that will test your investment nerve.

As these ETFs are often narrow in focus, they lose out on the same diversification benefits inherent in broad- 
based ETFs. What’s more is that due to their new and largely untested nature, it’s difficult to evaluate liquidity  
and how accessible it is to trade during periods of volatility.

For more information on ETFs and other investment fundamentals, take a look at our Client Education Centre.
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Vanguard Capital Markets Model 
IMPORTANT: The projections or other information generated by the Vanguard Capital Markets Model regarding the likelihood of various investment outcomes are hypothetical in 
nature, do not reflect actual investment results, and are not guarantees of future results. VCMM results will vary with each use and over time.
The Vanguard Capital Markets Model forecasts distributions of future returns for a wide array of broad asset classes. Those asset classes include Australian and international 
equity markets, several maturities of the Australian Treasury and corporate fixed income markets, international fixed income markets, money markets, commodities, and 
certain alternative investment strategies. The theoretical and empirical foundation for the Vanguard Capital Markets Model is that the returns of various asset classes reflect 
the compensation investors require for bearing different types of systematic risk (beta). At the core of the model are estimates of the dynamic statistical relationship between 
risk factors and asset returns, obtained from statistical analysis based on available monthly financial and economic data from as early as 1960. Using a system of estimated 
equations, the model then applies a Monte Carlo simulation method to project the estimated interrelationships among risk factors and asset classes as well as uncertainty and 
randomness over time. The model generates a large set of simulated outcomes for each asset class over several time horizons. Forecasts are obtained by computing measures 
of central tendency in these simulations. Results produced by the tool will vary with each use and over time.
Although central tendencies are generated in any return distribution, Vanguard stresses that focusing on the full range of potential outcomes for the assets considered, such as 
the data presented in this paper, is the most effective way to use VCMM output. 
The VCMM seeks to represent the uncertainty in the forecast by generating a wide range of potential outcomes. It is important to recognise that the VCMM does not impose 
“normality” on the return distributions, but rather is influenced by the so-called fat tails and skewness in the empirical distribution of modelled asset class returns. Within the 
range of outcomes, individual experiences can be quite different, underscoring the varied nature of potential future paths. Indeed, this is a key reason why we approach asset-
return outlooks in a distributional framework.
© 2021 Morningstar, Inc. All rights reserved. The data and content herein are not guaranteed to be accurate, complete or timely. Neither Morningstar, nor its affiliates nor their 
content providers will have any liability for use or distribution of any of this information. To the extent that any of the content above constitutes advice, it is general advice that 
has been prepared by Morningstar Australasia Pty Ltd ABN: 95 090 665 544, AFSL: 240892 (a subsidiary of Morningstar, Inc.), without reference to your objectives, financial 
situation or needs. Before acting on any advice, you should consider the appropriateness of the advice and we recommend you obtain financial, legal and taxation advice before 
making any financial investment decision. If applicable investors should obtain the relevant product disclosure statement and consider it before making any decision to invest. 
You should consider the advice in light of these matters and, if applicable, the relevant Product Disclosure Statement (in respect of Australian products) or Investment Statement 
(in respect of New Zealand products) before making any decision to invest. Neither Morningstar, nor Morningstar’s subsidiaries, nor Morningstar’s employees can provide you 
with personalised financial advice. To obtain advice tailored to your particular circumstances, please contact a professional financial adviser.  Please refer to our Financial Service 
Guide (FSG) for more information at www.morningstar.com.au/fsg.pdf.
This paper includes general information and is intended to assist you. Vanguard Investments Australia Ltd (ABN 72 072 881 086 / AFS Licence 227263) is the product issuer. We 
have not taken your circumstances into account when preparing the report so it may not be applicable to your circumstances. You should consider your circumstances and our 
Product Disclosure Statements (“PDSs”) before making any investment decision. You can access our PDSs at vanguard.com.au or by calling 1300 655 205. Past performance is 
not an indication of future performance. This report was prepared in good faith and we accept no liability for any errors or omissions.
© 2021 Vanguard Australia Investments Ltd. All rights reserved. 
VAAQR_012021B
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