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Introduction

A multitude of factors affect the equity home bias, which is defined as the 
proportion invested in domestic equity relative to the entire equity portfolio. 
Investors around the globe are dealing with issues like peer sensitivity, locally 
domiciled liabilities, legacy positioning, stock and sector concentration and 
reduced familiarity with offshore companies. 
In Australia however, the strongest support for a home bias is the availability of franking credits, which suggests that 
the home bias for Australian investors could be higher than other regions. Indeed, franking credits is one of the main 
reasons the Australian home bias has remained high over the years while the home bias in other regions has steadily 
reduced. This research paper explores the merits of franking credits in shaping the equity home bias from a reward 
to risk perspective for Australian investors. 
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Leaving aside the lack of familiarity and higher transaction costs when investing 
in the overseas share market, an understanding of the factors that determine the 
equity home bias allows investors to strike an appropriate balance. 

The Australian economy has certainly been relatively resilient to major market dislocations such as the 2000 
Dot-com Bubble (due to the absence of a strong technology sector) and the 2007-08 Global Financial Crisis (due 
to strong exports to China). Furthermore, Australia has also experienced a smaller contraction than many other 
economies during the COVID-19 global pandemic. Moreover, Australia has higher growth prospects compared to 
other developed market economies, especially those of Europe and Japan, but lower than that of emerging markets 
like China or India. However, past performance may not necessarily justify maintaining a home bias.

Factors Favouring a Home Bias

Franking Credits: The dividend imputation system in 
Australia allows corporations to pay their shareholders 
a tax credit (franking credit) along with the dividend 
payments. These franking credits constitute an 
additional source of return for investors.

Peer Sensitivity: Based on industry surveys, peer 
sensitivity is another important factor among 
superannuation funds especially in a competitive 
environment with the potential for member switching.

Inflation and liability hedging: Australian companies 
provide a closer hedge against domestic inflation 
through the prices of goods and services offered in 
the local market. A higher home bias also facilitates 
the management of locally domiciled liabilities as this 
provides the required onshore liquidity without the 
uncertainty arising from foreign currency exposures.

Alpha potential: Historically, value add of the median 
active manager in both Australian large and small cap 
universes has been greater than in larger and more 
efficient markets (e.g. United States).

Factors Against a Home Bias

Stock concentration: As per Figure 1, the Australian 
Equity market is dominated by the top 15 stocks which 
constitute over 50% of the index, although Australian 
companies are increasingly expanding into offshore 
markets in the context of globalisation. 

Sector concentration: The Australian Equity market is 
concentrated in cyclical financial and resource sectors.

A lack of innovation: The lack of a Silicon Valley or 
Boston Belt means that Australia did not participate in 
the Growth stock/Nasdaq technology driven rally over 
the past decade as the old world transforms into the 
new world.

Narrow range of return drivers: A number of equity styles 
and strategies do not have sufficient breadth in Australia, 
for example long/short or other equity styles. Outside 
of listed equities as an asset class, many investment 
portfolios already display a predominantly global tilt  
(e.g. fixed interest, private equity and private debt).

Factors Affecting  
the Home Bias
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Figure 1: ASX 300 stock and sector concentration as at September 2020

Top 15 Stocks Constitute Over 50% of S&P/ASX 300

 8% CSL Limited

 7%  Commonwealth Bank  
of Australia

 6% BHP Group Ltd

 4%  Westpac Banking 
Corporation

 3%  National Australia Bank 
Limited

 3% Wesfarmers Limited

 3%  Australia and New Zealand 
Banking Group Limited

 3% Woolworths Group Ltd

 2% Macquarie Group Limited

 2% Transurban Group

 2% Rio Tinto Limited

 2% Telstra Corporation Limited

 2% Goodman Group

 2%  Fortescue Metals Group 
Limited

 2% Newcrest Mining Limited

 50% Other

The S&P/ASX300 is concentrated in the Financials and Materials/Resources sectors

 4.1% Communication Services

 7.8%  Consumer Discretionary

 6.2% Consumer Staples

 3.4% Energy

 25.2% Financials

 12.2% Health Care

 7.8% Industrials

 4.3% Information Technology

 20.0% Materials

 7.3% Real Estate

 1.7% Utilities
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Current Portfolio Allocations 

The presence of franking credits in the Australian Equity market has shaped 
the equity home bias. In this section we highlight the current allocations for 
(1) Endowments and Foundations and (2) Superannuation (accumulation) and 
Pension (retirement) Funds. 

Endowments and Foundations

According to the Mercer Endowments and Foundations Survey 2019, whereby Mercer surveyed 22 not-for-profit 
organisations, the equity home bias on average was 55%.¹

Superannuation (accumulation) and Pension (retirement) Funds

Based on the December 2019 Chant West strategic asset allocation survey, the median equity home bias across the 
various risk profiles is approximately 45%-50% for superannuation funds. However, the equity home bias for pension 
funds has historically been slightly higher given the more favourable treatment of franking credits.

¹ Change Brings Opportunity, Mercer’s 2019 survey for Endowments and Foundations (E&Fs).
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Figure 2: The equity home bias for Australian superannuation funds

Equity Home Bias (Superannuation Funds)
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A Reward to  
Risk Perspective
We noted earlier that the Australian Equity market offers franking credits as 
well as local inflation and liability hedging benefits, but also that the Australian 
Equity market is dominated by the top 15 stocks, along with concentrations in the 
financials and materials/resources sectors. Ultimately, a large determinant for the 
equity home bias is the trade-off between franking credits and diversification.
In this context, we focus solely on the implications of franking excess returns versus volatility and downside risks. 
The equity home bias range is established by maximising portfolios on (1) a mean-variance basis and (2) a mean-
conditional value at risk (CVaR) basis.

From a total equity portfolio perspective, the role of Australian Equity is dependent on the underlying portfolio 
building blocks. For example, the diversification potential from Emerging Market Equity and the risk reduction 
benefits from Developed Markets Low Volatility Equity are natural complements to the Australian market. For the 
purposes of our analysis, we examine the 4 portfolios outlined below:

• Australia Equity vs Developed Markets Equity

• Australia Equity vs Developed and Emerging Markets Equity

• Australia Equity vs Developed and Emerging Markets Equity (including Developed Low Volatility Equity)

• Australia Equity (including Australian Low Volatility) vs Developed and Emerging Markets Equity  
(including Developed Low Volatility Equity).

The equity home bias range is determined from a reward to risk perspective using the following 10-year capital 
market assumptions:

• Expected Return: To focus solely on the strategic implications of franking credits, we control for dividend yields, 
market valuations and relative earnings growth by assuming identical gross of tax expected returns for Australian 
Equity and Developed Market Equity Hedged (i.e. the relative returns are neutralised without franking credits).

• Expected Volatility: The underlying risk projections are based on the standard June 2020 Market Aware capital 
market assumptions. This includes a 25% risk reduction for Developed Markets Low Volatility Equity based on 
the low beta anomaly. However, for Australia, while some managers have achieved this, we have assumed a 
conservative 15% risk reduction given the relatively more concentrated market.

• The standard assumptions of higher expected return and volatility are applicable for Emerging Markets Equity.
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Equity Home Bias Framework

A multitude of factors affect the equity home bias, however a large determinant is the trade-off between franking 
credits and the underlying portfolio building blocks (i.e. diversification). In this context, a summary of the outcomes  
of the analysis is provided below, for both unhedged and hedged (in parenthesis) currency exposures.

Table 1:  Equity home bias ranges for different client types.

• Portfolio 1: For a portfolio of Australian Equities and Developed Markets Equity Unhedged, the equity home 
bias is approximately 25%-35% (gross of tax) and 50%-55% (gross of tax with franking credits, superannuation 
tax with franking credits and corporation tax). The hedged variations are shown in brackets. Hedging in general 
increases the home bias given the lack of diversification benefits arising from currency movements.

• Portfolio 2: Introducing Emerging Markets Equity improves portfolio diversification and reduces the home bias.  
The higher expected return from Emerging Markets Equity partially offsets the benefits from franking credits, 
resulting in a lower home bias.

• Portfolio 3: The inclusion of Developed Markets Low Volatility Equity Unhedged further increases our preference 
for Global Equities (i.e. lower home bias) given the risk reduction assumed for Low Volatility Equity.

• Portfolio 4: The equity home bias is affected depending on the type of Australian Equity exposure. The consideration 
of Australian Low Volatility Equity improves the relative efficiency of the Australian equity exposure. Therefore, the 
preference for a home bias is increased as the efficiency balance between Australia/Developed Markets is “restored”.

Portfolio Portfolio Composition

Equity Home Bias*

Gross of Tax 
(No Franking 

Credits)

Gross of Tax  
(With Franking 

Credits)

Superannuation Tax  
(With Franking 

Credits)
Corporation Tax

State Insurers 
Endowments 

and Foundations, 
Pension Members

Superannuation 
/ Accumulation 

Members
Corporations

Portfolio 1
25%-35%  

(45%-55%)
50%-55%  

(60%-90%)
50%-55%  

(60%-85%)
50%-55%  

(55%-90%)

Portfolio 2
8%-20%  

(25%-30%)
35%-40%  

(40%-65%)
30%-35%  

(40%-60%)
30%-35%  

(35%-65%)

Portfolio 3
3%-5%  

(3%-10%)
5%-20%  

(15%-25%)
5%-20%  

(15%-25%)
5%-20%  

(15%-30%)

Portfolio 4
10%-30%  
(25%-50%)

30%-45% 
(60%-65%)

30%-40%  
(60%-65%)

30%-45%  
(60%-65%)

* The equity home bias is established over a 10-year time horizon using both Developed Markets Equity Unhedged and Developed Markets Equity Hedged (in parenthesis). 
The upper and lower ranges in this table represent the results of independent optimization using mean-variance and mean-conditional value at risk methods. We believe  
the optimal range to be between the two point estimates derived by the different methods.

AE: Australian Equity, ALVE: Australian Low Volatility Equity, DME: Developed Markets Equity, DMLVE: Developed Markets Low Volatility Equity (UH), 
EME: Emerging Markets Equity (UH)

AE ALVE DME EME DMLVEVS

AE DME EME DMLVEVS

AE DME EMEVS

AE DMEVS
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Conclusions

In this paper, we examined the impact of franking credit 
on the equity home bias. Overall, an equity home bias 
framework that balances diversification versus franking 
credits is more robust than one based on the returns to 
franking credits alone. In this context, the equity home 
bias is influenced by the underlying franking credit 
benefits as well as the volatility/downside risks of the 
equity portfolio (e.g. investors with lower tax rates 
receive higher franking credits but with much greater 
volatility and downside risks given the limited capital 
tax loss offsets).

In addition to the “quantitative” analysis, the impact 
of the remaining factors (e.g. inflation hedge, locally 
domiciled liabilities etc.) are also important “qualitative” 
considerations that help shape the results established 
under the equity home bias framework.

A higher equity home bias is warranted for 
investors with franking credits.

Despite the concentration in the Australian Equity 
market, the franking credit benefits represent an 
additional source of return for these investors and this 
supports the case for a higher exposure to the domestic 
market on a reward to risk diversification argument.

The equity home bias on a reward to risk 
basis is similar between (1) pensioners, 
endowments and foundations, (2) 
accumulation members and (3) corporations.

Compared to zero-tax pensioners, investors with a 
superannuation tax base receive lower franking credits 
and therefore returns, which would normally suggest a 
case for a lower home bias. However, superannuation tax 
investors also benefit from the underlying capital tax loss 
offsets which helps to reduce the volatility and downside 
risks inherent in the more concentrated Australian 
Equity market (a case supporting a higher home bias). 
In balancing these considerations, we observe a similar 
home bias between pensioners and superannuation 
members from a return to risk perspective.

Furthermore, we observe a similar reward to risk for each 
of the underlying asset class building blocks under the 
following tax regimes – (1) gross of tax with franking 
credits, (2) superannuation tax with franking credits and 
(3) corporation tax. As such, the resultant equity home bias 
established under these tax regimes are remarkably similar.

On a reward to risk basis, the equity home 
bias ultimately depends on the tax rates and 
underlying portfolio building blocks.

As the asset class universe under Portfolio 3 is the typical 
investment opportunity set for most investors (i.e. 
Australian Equity, Developed Markets Equity, Emerging 
Markets Equity and Developed Markets Low Volatility 
Equity), a “negligible” home bias is applicable for gross of 
tax investors and 5%-20% for all other investors.

However, with the inclusion of Australian Low Volatility 
Equity (i.e. Portfolio 4), an appropriate home bias is in 
the vicinity of 10%-30% for gross of tax investors and 
30%-45% for the other remaining investors.

We acknowledge the practical limitations of 
implementing Australian Low Volatility Equity given the 
relatively limited universe of investment managers in 
this space. Furthermore, we note that franking credits 
can also be captured more efficiently in the underlying 
stock selection process as an additional source of excess 
return. These considerations represent potential areas 
of interest for future research.

Increased currency exposure within a portfolio 
reduces the equity home bias on a reward to 
risk basis.

The unhedged currency exposures from Developed 
Markets Equity provides downside protection as the 
Australian Dollar tends to fall under stressed market 
conditions (i.e. lower home bias). However, these 
diversification benefits are reduced if the currency 
exposures are hedged, leading to a preference for a 
higher home bias instead.
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Contact us

David See, CFA, CAIA
Investment Consultant 
T: +61 2 8864 6374 
E:  david.see@mercer.com
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Important Notices

This document has been prepared by Mercer Investments (Australia) Limited 
(MIAL) ABN 66 008 612 397, Australian Financial Services Licence #244385.

References to Mercer shall be construed to include Mercer LLC  
and/or its associated companies.

© 2020 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended 
for the exclusive use of the parties to whom it was provided by Mercer. Its content 
may not be modified, sold or otherwise provided, in whole or in part, to any other 
person or entity, without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual 
property of Mercer and are subject to change without notice. They are not 
intended to convey any guarantees as to the future performance of the investment 
products, asset classes or capital markets discussed.  Past performance does 
not guarantee future results. Mercer’s ratings do not constitute individualised 
investment advice.

Information contained herein has been obtained from a range of third party 
sources. While the information is believed to be reliable, Mercer has not sought to 
verify it independently. As such, Mercer makes no representations or warranties 
as to the accuracy of the information presented and takes no responsibility or 
liability (including for indirect, consequential or incidental damages), for any error, 
omission or inaccuracy in the data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, 
commodities and/or any other financial instruments or products or constitute a 
solicitation on behalf of any of the investment managers, their affiliates, products 
or strategies that Mercer may evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller 
explanation of their meanings, contact your Mercer representative..

Conflicts of interest:  For Mercer Investments conflict of interest disclosures, 
contact your Mercer representative or see www.mercer.com/conflictsofinterest.

Mercer universes:  Mercer’s universes are intended to provide collective samples 
of strategies that best allow for robust peer group comparisons over a chosen 
timeframe. Mercer does not assert that the peer groups are wholly representative 
of and applicable to all strategies available to investors.

Risk warnings:  The value of your investments can go down as well as up, and you 
may not get back the amount you have invested.  Investments denominated in a 
foreign currency will fluctuate with the value of the currency.  Certain investments 
carry additional risks that should be considered before choosing an investment 
manager or making an investment decision.

This document is not for distribution to retail investors. 

‘MERCER’ is a registered trademark of Mercer (Australia) Pty Ltd  
ABN 32 005 315 917.
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