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Figure 1:  Cost of Equity for Asian countries as at 20 January 2008 

Country Risk Free Rate 
Equity Risk 
Premium Cost of Equity Chg 

Singapore 2.6% 4.8% 7.5% 0.24% 

Hong Kong 3.6% 5.1% 8.8% 0.00% 

Taiwan 4.6% 4.8% 9.4% 0.03% 

South Korea 5.9% 5.1% 10.9% 0.01% 

Malaysia 6.5% 4.5% 11.0% 0.16% 

China 5.2% 6.2% 11.4% 0.88% 

Thailand 7.2% 5.0% 12.1% 0.06% 

India 8.1% 5.4% 13.5% 0.14% 

Indonesia 11.1% 5.4% 16.5% 0.18% 

Philippines 11.4% 5.2% 16.6% 0.13% 

Vietnam 10.4% 6.5% 17.0% 0.75% 

Pakistan 13.3% 5.2% 18.5% 0.65% 
Source: Deutsche Bank 

This document has been compiled to explain the cost of equity methodology 
adopted by Deutsche Bank company research in Asia and refresh the country 
default numbers.  To ensure consistency, all DB Asian analysts use this country 
Cost of Equity (COE) methodology as the default input into their company specific 
COE and Cost of Capital computations.  This paper explains how DB derives the 
country COE and what the source data comprise.  We do not suggest that there is 
or should be agreement on a single correct method of calculating COE.  What we 
aim to achieve is that there is sufficient intellectual rigor, consistency and 
transparency applied to our COE assumptions across DB’s Asia coverage 
universe. 

 
We promote the philosophy of using longer term inputs to both our risk-free rate 
and equity risk premium modeling to ensure that cash, earnings and dividend 
flows over 10+ year forecasting horizons are incorporated into our valuation 
models using longer term discount rates. We recognize that market pricing 
dynamics factor in shorter term trends and may, for extended periods, ignore 
longer term drivers but we believe that a smoothing of interest rate inputs over at 
least three years delivers a more meaningful and less “noisy” and volatile 
valuation framework. We refresh our default numbers every six months. 
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Risk-free rate 

Risk-free rates are based on each country’s average sovereign credit rating from S&P and 
Moody’s.  From a core sample pool comprising Hong Kong, India, Indonesia, Malaysia, 
Philippines, Singapore and South Korea (those countries with the most liquid and therefore 
more efficiently priced bond markets) we have attributed the highest credit rating country, 
Singapore (AAA rated), with the lowest yield of 2.64%, derived by averaging Deutsche 
Bank’s 12-month forecast 10-year bond yield of 2.50% and the Singapore 2-year long-term 
average yield of 2.78%.  Similarly, we attribute the lowest credit rating country, Indonesia 
(BB- rated), with a yield of 11.06% (average of 11.00% 12-month forecast and 11.12% long 
term average).  Linear interpolation is then applied between these two data points with each 
country’s respective credit rating then used to derive their risk-free rate, as per Figure 2. 

Figure 2:  Agency Credit Ratings and Country risk-free rates 
Credit Rating Risk Free Rate Chg from July 2008

AAA 2.6% -0.56%

AA+ 3.3% -0.55%

AA 3.9% -0.54%

AA- 4.6% -0.53%

A+ 5.2% -0.52%

A 5.9% -0.51%

A- 6.5% -0.50%

BBB+ 7.2% -0.49%

BBB 7.8% -0.48%

BBB- 8.5% -0.47%

BB+ 9.1% -0.46%

BB 9.8% -0.44%

BB- 11.1% -0.42%

B+ 11.7% -0.41%

B 12.4% -0.40%
Source: Deutsche Ban 

Figure 3:  Risk-free rates for Asian coverage countries 
Country Risk Free Rate Change from July 2008

Singapore 2.6% -0.56%

Hong Kong 3.6% -0.86%

Taiwan 4.6% -0.53%

South Korea 5.9% -0.51%

Malaysia 6.5% -0.50%

China 5.2% -0.01%

Thailand 7.2% -0.49%

India 8.1% -0.47%

Indonesia 11.1% -0.42%

Philippines 11.4% -0.42%

Vietnam 10.4% -0.43%

Pakistan 13.3% 0.57%
Source: Deutsche Bank 
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Figure 4:  Risk-free rates for Asian countries against Agency Credit Rating 
 

 

 

Source: Deutsche Bank 

Changes to default country risk-free rates are made on a 6-monthly basis AND following any 
formal credit rating change for a specific country.   

From Figure 3 it is clear that default risk-free rates have fallen across all of our coverage 
countries in Asia, with the notable exception of Pakistan.  With the exception of China, Hong 
Kong and Pakistan, these changes have been entirely driven by falling historical and forecast 
bond yields as evidenced by the static credit ratings for those remaining countries over the 
last six months.  China and Hong Kong have both received rating upgrades from S&P (A to 
A+ and AA to AA+ respectively) whereas Pakistan was downgraded by both S&P and 
Moody’s (from B to CCC+ and B2 to B3 respectively) in the period. 
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Equity Risk Premium 

Historical volatility of each country’s index prices has been used to calculate the equity risk 
premiums.  Historical volatility has been derived by calculating the 2-year average annualized 
standard deviation of the weekly logarithmic returns of each index.  These values are then re-
scaled and normalized to produce an equity risk premium for the respective countries.  The 
re-scaling formula uses the US market as a benchmark and is simply: ((Historical volatility – 
12.89%) / 10 ) + 4.00%, where 12.89% represents the 5-year average annualized standard 
deviation of the weekly logarithmic returns of the S&P500 and 4.00% is the assumed long-
term equity risk premium of the US market.  10 is the scaling factor used to normalise the 
results. 

Figure 5:  Equity Risk Premiums for Asian countries 
Country Equity Risk Premium Change from July 2008

Singapore 4.8% 0.80%

Hong Kong 5.1% 0.86%

Taiwan 4.8% 0.56%

South Korea 5.1% 0.52%

Malaysia 4.5% 0.65%

China 6.2% 0.88%

Thailand 5.0% 0.54%

India 5.4% 0.61%

Indonesia 5.4% 0.61%

Philippines 5.2% 0.55%

Vietnam 6.5% 1.18%

Pakistan 5.2% 0.08%
Source: Deutsche Ban 

Rising volatility trends, as clearly reflected in the following graphs, explain the rising equity 
risk premium defaults across all countries as tabled in figure 5 above. 

Figure 6  Historic volatility (dotted line is 2yr avg.) 
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Malaysia (KLCI Index)
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Source for all charts in Figure 6: Deutsche Bank, Bloomberg   
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China – a special case 

We have applied a minor adjustment to the calculation of the equity risk premium for China 
from the standard methodology, outlined above.  This is primarily due to the closed 
economy, restricted trading practices, illiquidity and restrictions to foreign investors.  The 
equity risk premium calculation is based on an average between the Shanghai and Shenzhen 
Composite indices. 

Figure 7:  Historic volatility (dotted line is 2-yr avg.) 
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Appendix 1 
Important Disclosures 

Additional information available upon request 

For disclosures pertaining to recommendations or estimates made on a security mentioned in this report, please see 
the most recently published company report or visit our global disclosure look-up page on our website at 
http://gm.db.com. 

 
Analyst Certification 

This report covers more than one security and was prepared by more than one analyst. The views expressed in this report 
accurately reflect the personal views of each undersigned lead analyst about the subject issuers covered by each, and the 
securities of those issuers. In addition, the undersigned lead analysts have not and will not receive any compensation for 
providing a specific recommendation or view in this report. Steven EQ Roberts 

 

 

Equity rating key  Equity rating dispersion and banking relationships 

Buy: Based on a current 12- month view of total share-
holder return (TSR = percentage change in share price 
from current price to projected target price plus  pro-
jected dividend yield ) , we recommend that investors 
buy the stock. 
Sell: Based on a current 12-month view of total share-
holder return, we recommend that investors sell the 
stock 
Hold: We take a neutral view on the stock 12-months 
out and, based on this time horizon, do not recommend 
either a Buy or Sell. 
Notes: 
1. Newly issued research recommendations and target 
prices always supersede previously published research.
2. Ratings definitions prior to 27 January, 2007 were: 

Buy:  Expected total return (including dividends) of 
10% or more over a 12-month period 
Hold: Expected total return (including dividends) 
between -10% and 10% over a 12-month period 
Sell: Expected total return (including dividends) of -
10% or worse over a 12-month period 
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Regulatory Disclosures 

1. Important Additional Conflict Disclosures 

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the 
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing. 

 

2. Short-Term Trade Ideas 

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are consistent 
or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the SOLAR link at 
http://gm.db.com. 

 

3. Country-Specific Disclosures 

Australia: This research, and any access to it, is intended only for "wholesale clients" within the meaning of the Australian 
Corporations Act. 
EU countries: Disclosures relating to our obligations under MiFiD can be found at http://globalmarkets.db.com/riskdisclosures. 
Japan: Disclosures under the Financial Instruments and Exchange Law: Company name - Deutsche Securities Inc. Registration 
number - Registered as a financial instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117. 
Member of associations: JSDA, The Financial Futures Association of Japan. Commissions and risks involved in stock 
transactions - for stock transactions, we charge stock commissions and consumption tax by multiplying the transaction 
amount by the commission rate agreed with each customer. Stock transactions can lead to losses as a result of share price 
fluctuations and other factors. Transactions in foreign stocks can lead to additional losses stemming from foreign exchange 
fluctuations. 
New Zealand: This research is not intended for, and should not be given to, "members of the public" within the meaning of the 
New Zealand Securities Market Act 1988. 
Russia: This information, interpretation and opinions submitted herein are not in the context of, and do not constitute, any 
appraisal or evaluation activity requiring a license in the Russian Federation. 
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Global Disclaimer 
 

The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively "Deutsche Bank"). The information herein is believed to be reliable and has been obtained from public sources 
believed to be reliable. Deutsche Bank makes no representation as to the accuracy or completeness of such information. 

 

Deutsche Bank may (1) engage in securities transactions in a manner inconsistent with this research report, (2) with respect to securities covered by this report, sell to or buy from customers on a principal basis, and (3) consider 
this report in deciding to trade on a proprietary basis. 

 

Opinions, estimates and projections in this report constitute the current judgment of the author as of the date of this report. They do not necessarily reflect the opinions of Deutsche Bank and are subject to change without 
notice. Deutsche Bank has no obligation to update, modify or amend this report or to otherwise notify a recipient thereof in the event that any opinion, forecast or estimate set forth herein, changes or subsequently becomes 
inaccurate. Prices and availability of financial instruments are subject to change without notice. This report is provided for informational purposes only. It is not an offer or a solicitation of an offer to buy or sell any financial 
instruments or to participate in any particular trading strategy. 

 

The financial instruments discussed in this report may not be suitable for all investors and investors must make their own informed investment decisions. Stock transactions can lead to losses as a result of price fluctuations and 
other factors. If a financial instrument is denominated in a currency other than an investor's currency, a change in exchange rates may adversely affect the investment. Past performance is not necessarily indicative of future 
results. 

 

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the investor's home jurisdiction. In the U.S. this report is approved and/or distributed by Deutsche Bank 
Securities Inc., a member of the NYSE, the NASD, NFA and SIPC. In Germany this report is approved and/or communicated by Deutsche Bank AG Frankfurt authorized by the BaFin. In the United Kingdom this report is approved 
and/or communicated by Deutsche Bank AG London, a member of the London Stock Exchange and regulated by the Financial Services Authority for the conduct of investment business in the UK and authorized by the BaFin. 
This report is distributed in Hong Kong by Deutsche Bank AG, Hong Kong Branch, in Korea by Deutsche Securities Korea Co. and in Singapore by Deutsche Bank AG, Singapore Branch. In Japan this report is approved and/or 
distributed by Deutsche Securities Inc. The information contained in this report does not constitute the provision of investment advice. In Australia, retail clients should obtain a copy of a Product Disclosure Statement (PDS) 
relating to any financial product referred to in this report and consider the PDS before making any decision about whether to acquire the product. Deutsche Bank AG Johannesburg is incorporated in the Federal Republic of 
Germany (Branch Register Number in South Africa: 1998/003298/10). Additional information relative to securities, other financial products or issuers discussed in this report is available upon request. This report may not be 
reproduced, distributed or published by any person for any purpose without Deutsche Bank's prior written consent. Please cite source when quoting. 
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