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[bookmark: _Toc128689672]Objective
The objective of the report is to evaluate the risk portfolio of bond investments made by AFLAC which is an insurance company based in the USA. In Europe, insurance companies are regulated by Solvency II and U.S. recently reached an agreement to move forward with U.S. regulation that is equivalent to Solvency II. We are attempting to see the implementation of these regulations on insurance companies. Moreover, we want to find out how much money the company has to keep as capital cushion and see the comparison among the standard SCR (Solvency Capital Requirement) value we get from standard SCR formula and the MCR (Minimum Capital Requirement) we get form Moody’s B&H.
[bookmark: _Toc128689673]Scope 
The project will enable the readers to understand a number of aspects related to AFLAC. Concepts such as reinsurance and retrocession will be discussed. In addition to that, the portfolio mix will be evaluated, and comments will be made on the risk associated with the investment made by the company in bonds. This project will help in understanding the risk associated with investing in bonds. In addition to that, terms such as reinsurance and retrocession that is applicable to the insurance companies will be discussed at length as well. These concepts will enable the readers to understand further the risk mitigation pathway taken by AFLAC and insurance companies in general, as well as enlighten them on the very investment strategy followed by the company. The capital assessment in the given case is related to bond investments. Bonds are a notably safer option for investments. However, there are different types of bonds, and based on that, ratings are being provided that segregate the higher risky bonds from the lower risky bonds. The motive of the overall capital assessment is to understand the overall risk profile of AFLAC's portfolio. The rise in vehicles and the ever-growing real estate market has increased the insurance purchase frequency of most U.S. residents. Therefore, in the long run, the property/casualty business will grow, thereby contributing to the GDP in a more efficient manner. The assessment in this report will be based on the risk profile of AFLAC. Therefore, the assessment of investment as per 10K might hold the true risk associated with the capital. The factors that must be considered as per Solvency II before investing capital have been discussed. AFLAC are focusing on the market risk segment of SCR which contains interest rate, equity, spread and concentration. Most insurance regulations are designed to protect the interests of AFLAC’s policyholders and third-party claimants as opposed to its investors. Finally, the report has discussed the business risk of AFLAC. The primary business risk of AFLAC will be tied to the ability of the company to mitigate the risk in bond investments. The risk faced in the investments made by the company in the bonds will be the major topic for discussion.
[bookmark: _Toc128689674]Background
[bookmark: _Toc128689675]Company Overview 
The incorporation of Aflac Incorporated was done in 1973 under regulations of Georgia state. Financial protection is provided by both the Parent Company, along with its subsidiaries to above 50 million individuals across the globe (Aflac, 2023). AFLAC is engaged in providing various products in the form of insurance, such as dental, accidental insurance, Vision, short-term disability, Critical Illness, Cancer and final expense policies. The business still follows traditional methods and highly depends on its agents and brokers for selling its policies. The principal business of the company is auxiliary health and products of life insurance with the objective of providing the best worth to consumers in the insurance products which are supplemental within the US along with Japan. During the sickness or injury of the policyholder, cash benefits are paid by the company fairly and swiftly in the case of eligible claims. 
All over the history of 65 years, the supplemental insurance policies of the company have provided the opportunity for the policyholders to emphasize recovery. Development and expansion of the offerings of products are done by the company continuously over time. The practice of cultivation of culture that is driven by innovation is done for meeting the needs of changing consumers and society rapidly. After the completion of the acquisitions within 2019, as well as, 2020, the expansion of the offerings of products in the US by the company was done. This was done to connect the network along with vision, as well as, life along with disability of paid group of the employer. 
Moreover, investment is made by the company in the opportunities of new opportunities with the help of both acquisitions along with partnerships. During 2020 along with 2021 in view of the onset, as well as, enhancement of COVID-19, Aflac Incorporated rotated to methods of digital sales. Along with this, there has been an acceleration associated with digital investments. Authorization of the company is done for conducting insurance business within overall 50 states Columbian District, numerous US territories along with Japan. 
[bookmark: _Toc128415084][bookmark: _Toc128689676]Operation
The company is operated in two countries, US and Japan and the company is operating differently in both countries. The operations are done on Insurance products, Distribution Channels, Competitive Markets, and Government Regulations in Japan. On the contrary, in the US, along with the subjects on which operations are done in Japan already, seasonality is added too. Apart from these, other operations of the company comprise The Parent Company, Aflac Global Ventures LLC along with its subsidiaries, subsidiaries of management of assets, outcomes of activities of the reinsurance retrocession, as well as, the printing subsidiary. 
Operations are made in Human Capital by the company and for this, it utilizes both internal, as well as, external resources for attracting, retaining and developing talent in the field of several backgrounds along with demographics. The divisions of operation of Human Resources of Aflac US and Japan have occurred as functions of internal compensation that are centralized. This is done for providing oversight along with input to all overall teams of respective management with the target of bestowing compensation. This possesses consistency with the scope, responsibilities and the duties. Operation is done by the company on the engagement of the employees and its cultures. Reflection is done on the corporate culture of the company and the commitment is made by the company to diversity, inclusion along with equity. 

[bookmark: _Toc128689677]Structure of the Company 
Headquarters at Columbus AFLAC as a holding company conducts its business through AFLAC Japan, and AFLAC U.S. is managed separately with their own management team. The significance of diversity is recognized within the boardroom and within management. The management team is responsible for creating the structure of the company as each individual accomplishes distinct strengths and specific talents (Turgaeva et al., 2020).  This has added to entire effectiveness of Aflac Incorporated and diversity refers to a vital factor in the attraction and retention of top talent. This results in the creation of a varied group of individuals at the standard of the Board of Directors, Executive Management, Senior Management possessed by the company and the subsidiaries possessed by it.
AFLAC is a publicly listed company and the ownership stake is held by the shareholders of the company. The major giant investors such as BlackRock, The Vanguard Group, and State Steel Corporation are among the largest investors in the group.
[bookmark: _Toc128689678]Geographic distribution and Market segments 
The primary business place of operation of the group is in Japan and the United States, which are the two individual segments of business, managed and controlled independently. In the U.S., its services are available in all 50 states and the District of Columbia. Also, in Japan, the business has a strong market holding and participates as ¼ the participation of the whole market.  
In concern to the potential market, AFLAC primarily provides its service to small businesses and individuals. The service specifically covers medical expenses and other costs which are not usually covered under primary insurance. Individual and families who desire a specific type of additional protection and insurance or business that wants some sort of insurance for their employees are the targeted customers, as the employers are interested in providing the employees to select their insurance voluntarily (Rose, 2021).  
[bookmark: _Toc128415088][bookmark: _Toc128689679]Risk 
[bookmark: _Toc128689680]Business Risk
Every insurance business has the inherent risk of generating revenue and profit, as the whole insurance market heavily depends on risk management, accuracy in prediction and uncertain events. For example, in case of any crisis, disaster or pandemic are situations where businesses may face disadvantages (Qiu, 2020). Any change in the authority and governance regulation also impacts the revenue and profitability of the business. The policies change in the U.S. and Japan may impact the insurance products of AFLAC and cost. Other challenges it may face in the form of competition from the big market players. AFLAC still believes in the physical distribution and selling of policies which definitely makes the business more accurate, stable and effective. But, in current times, the creation and retention of agents in business take a lot of work. 
[bookmark: _Toc128415089][bookmark: _Toc128689681]Market Risk
Outcomes of the operations of the company have been impacted by situations within the international capital markets along with the global economy. Extreme volatility was experienced by international capital markets in the former months of 2020 because of the presence of COVID-19. The exposure of the company is to a significant risk of interest rate and there is a possibility of on the outcomes of operations economic situation and liquidity. Aflac Incorporated holds an important quantity of securities of fixed maturities issued through borrowers across the globe (Koijen, and Yogo, 2022).  The financial outcomes of this company have been influenced directly by global economic markets. 
There is an impact on wide economic factors that has an impact on both the business along with financial environment directly. However, there has been an indirect impact on both the amount, as well as advantageousness of Aflac Incorporated. Those factors include the investment of customers, investment in the business, and investment by the government, volatility along with strength possessed by capital markets. Along with these factors, there is an involvement of inflation, as well as, strain on supply chain of the US. Aflac Incorporated in both Japan and US experienced low standards of the rate of interest on investments in past years. 
There has been a reduction in the standard of income of investment earned by Aflac Incorporated. There will be a continuity of adverse impact on the entire standard of income of investment of the company within a persistent environment of low rate of interest. The exposure of currency risk has occurred at the time of conversion of cash flows to US dollars. Downgrades of credit ratings of Aflac Incorporated can provide the right for the requirement of quick termination of terminations of derivatives. Along with this, offering additional collateral can be done by this company and both of these possess an adverse impact on the liquidity of the company. 
[bookmark: _tj9sswx47wk6][bookmark: _Toc128415090][bookmark: _Toc128689682]Credit Risk
Several factors can impact the entire creditworthiness possessed by the issuer and finally, its competency to service along with repayment of holdings of the company. Any transformation in the approach of the rating agencies to analyzing credit, as well as, assigning a point of view can possess an adverse impact on the value that is fair of the portfolio of the company. Sustained deterioration of the credit of the investments of Aflac Incorporated will adversely affect the net income of the company (Yin et al., 2022).  Along with this, there will be an adverse impact on capital position with the help of credit impairment, as well as, different losses related to credit. Losses associated with credit that are permanent will impact the solvency ratios of the company within both US and Japan. Analyzing the fundamental risks within the credit portfolio of Aflac Incorporated involves numerous factors Those factors include the assessment of business activities of issuer or receiver, assets, position in the market, economic condition, position in the market, and prospects in the upcoming days.
[bookmark: _Toc128689683]Trading Review 
In the recent few years, the performance of the business has been steadily low and slow. Compared to the average P/E ratio of its peers, AFLAC is currently trading at 12.62 in Feb 2023, which justifies the current market value of the stock in terms of its earning (Freihat & Razaq, 2019). At the same time, P/B on February 23 was 1.89. Compared to the last ten years, P/B has consistently increased.  
[bookmark: _Toc128689684]Financial performance
The financial position of the company is analyzed by Performance Highlights of Aflac Incorporated.  The downfall occurred in 2021 in total revenues by 2% to $22.1 billion and this is less in comparison to 2020. $ 4.3 billion were the net earnings or the dilution of shares occurred by $6.39. This is less than net earnings or the dilution of shares in 2020 which was $4.8 billion and $6.67. In 2021, there was an acquisition of a net investment of $468 million.  However, there was a reduction within allowances of credit loss of $27 million. 
Along with this, $264 million of the net gains was decreased from specific derivatives along with profits or losses of foreign currency. Apart from this, $164 million of the net gains was decreased on the securities of equity. Moreover, there was a reduction of $13 million in the net gains. This had been decreased from both sales, as well as, redemptions. The exchange rate was 109. 79 on average in 2021 which is not strong as in 2020 having an exchange rate of 106.86. There was an adverse impact of the exchange rate on adjusted earnings. 
Total investment along with cash in the last month of 2021 was $143.0 billion and this was less than in 2020. In the case of the equity of Shareholders, a reduction was observed of $0.3 billion in the last month of 2021 as compared to that of 2020. The gain above net gain on the unrealized securities of investment along with derivatives of $9.6 billion and in 2020, it was $10.3 billion. 
In addition to that, the equity of shareholders in the last month of 2021 involved a loss of translation of foreign currency that was $2.0 billion occurred and in 2020, it was $ 1.1 billion. The yearly return on the average equity of shareholders within 2021 was 12.9%. The equity of shareholders excluding Accumulated Other Comprehensive Income (AOCI) was $25.9 billion or $39.65 for each share. The yearly adjusted return above equity excluding the impact on foreign currency within 2021 was 16.1%. Hence, from the above financial data, it is analyzed that the financial position of the company was low due to low performance in 2021. 
In the current year, the loss ratio recorded is low, and AFLAC will be able to generate a good amount of profit. The price-to-book ratio was consistent throughout the years. The company has a high amount of reserve in comparison to the assets of the business which signifies that the business will be able to meet its obligation to its policyholders in the near future. The value of total assets on Dec 2022 was $128.1 billion, which was lower than the total value of the policy reserve. The Balance Sheet presented by AFLAC has a strong impact. As of June 2021, the debt-to-capital ratio of the business was about 18% which is a healthy sign that the business is not highly dependent on the funds from borrowing for its operations. The professional investment risk by the rating agencies has given a positive rating to AFLAC. 

[bookmark: _Toc128689685]Portfolio
AFLAC's majority investment in bonds is made in the corporate bond segment. The total investment made amounts to $561 million. It has invested the least amount in U.S. tax-exempt municipal bonds. Bonds are, in general, a less risky investment than equity; however, the risk of a corporate bond is more than government bonds. Although this might be the case, the higher risk will generate higher returns for the company. Hence, by investing 91% of the total investment in corporate bonds, AFLAC is trying to generate higher returns in a moderately risky environment. AFLAC has invested $14.54 million in U.S. treasuries. Investment in treasury bonds is a strategically sound investment since treasury bonds will appreciate when there is a crisis implying that the market is posing a negative beta (He & Krishnamurthy, 2020). 


From the analysis of the Portfolio Assessment, it has been understood that there has been a presence of 15 Corporate Bonds. Along with this, it has been analyzed that fluctuation is present in the market values. In the case of the Taxable Municipals of the US, there has been a decrease in the market value. Only Tax-Exempt Municipals of the US have one market value which is 4977954. On the other hand, the treasuries of the US have 6 Market values which have begun with a small value. It is observed that there has been a presence of fluctuations in the case of the market value of the US treasuries. 
It is understood by going through the Portfolio Asset Allocation of the company that the average maturity of the last four values of the Corporate Bonds is more as compared to other ones. However, in the case of Tax Municipals of the US, it is less for the third Market Value of Taxable Municipals of US. From the calculation, the US Treasuries have less Average Value. In addition to that, there has been an analysis of MDuration too. The calculation of M Duration has depicted that it is more in the case of US Treasuries and less in the case of Corporate Bonds. OAD is more in the case of Corporate Bonds as compared to other Security Type.
Portfolio risk of the company:
As per Moody's rating, there are 321 investment-grade bonds and five non-investment-grade bonds. This goes to show that AFLAC has invested majorly in low-risk bonds. The investments made in the non-investment grade bonds are performed in order to keep a scope to high yield in the future. Since the investments made by the company in investment-grade bonds are high, therefore, the risk is very low.

On the other hand, as per the data provided by S&P, there are 196 investment-grade bonds and six non-investment-grade bonds. Hence, it is certainly true that the company has a lower-risk strategy which is being validated by both rating agencies. 

As per the discussion above, AFLAC's majority of investments are being made in corporate bonds that have a higher risk in comparison with the other bonds in which the company has invested. However, most corporate bonds are investment-grade bonds; thus, the rating is high. Hence, the overall portfolio of the company has very low risk, and with the additional non-investment grade bonds, the company might expect to make higher yields. 


[bookmark: _Toc128689686]Bond spreads
Bond spreads or credit spread is the difference between the corporate bond yield and treasury bond yield, considering that the maturity dates of the bonds are the same. In the case of AFLAC, the bond spread has been calculated based on a corporate bond that has a YTM of 5.2% and a treasury bond that has a YTM of 3.7%, and the maturity years for both bonds are 5.28 years. Hence, the bond spread is 1.5%, that is (5.2%-3.7%). Currently, the U.S. bond spread is 3.95% (MarketsFT.com, 2023). AFLAC's investments show that the bond spread is lower than the U.S. bond spread; therefore, the risk exposure of the company towards the corporate bonds is lower than the market. Hence, the likelihood of the company generating better returns on a healthy risk spectrum is higher than most of the other players in the market. 

[bookmark: _Toc128689687]CEO and management team
The CEO of AFLAC is Dan Amos, and he is also the chairman of AFLAC and AFLAC Incorporated. 
The management team is disclosed below:
	Name
	Job position

	Frederick J.  Crawford
	President, COO

	Max K. Brodèn
	Executive V.P., CFO

	Charles D. Lake II
	Chairman and representative director

	Masatoshi Koide
	President and representative director

	Virgil R. Miller
	President

	Bradley E. Dyslin
	Executive V.P. and Global CIO

	Audrey Boone Tillman
	Executive V.P. and General Counsel

	J. Todd Daniels
	Director, Executive VP, CFO

	J. Pete Kelso
	Executive V.P. and Global CIO

	Tohru Futami
	Director, Executive VP, CTO, and CDIO

	Koichiro Yoshizumi
	Executive VP, Director of sales and marketing, and Alliance strategy

	Shinsuke Morimoto
	Director, Executive Sr. VP, Corporate division human capital management, and General Affairs



The average tenure of the management team is ten years.
[bookmark: _Toc128689688]M&A activities and other events
In November 2020, AFLAC of Columbus and AFLAC of New York completed the acquisition of Zurich, North America's U.S. Corporate Life and Pensions (Incorporated, 2020). This also includes the employees and assets of the Benefit Harbor Insurance Services that supports the acquired group life, absence, and disability management products. 
AFLAC has formed a joint venture with Trupanion, which is a pet insurance provider based in the USA, enabling it to provide pet insurance in Japan (Fintech. global, 2022). The joint venture is strategized such that Trupanion is able to leverage the brand name of AFLAC in providing insurance to pet owners. The AFLAC pet insurance is yet to be launched in the second half of 2023. 
Noname security has partnered with AFLAC to provide API discovery and services related to runtime protection in addition to automation using A.I. and ML (Shashoua, 2022). This partnership will enable AFLAC to strengthen its cybersecurity, thereby easily mitigating any issues in relation to cyber-attacks.
[bookmark: _Toc128689689]Reinsurance
Reinsurance is a tool that is used by insurance companies to manage risks. It assists the companies in reducing their exposure to risk, thereby stabilizing their profits over a period. Also, it helps the company to underwrite a higher number of insurance policies (Cai & Chi, 2020). 
As per the 10-K report of the company, it has entered into reinsurance agreements with other firms during the normal course of business (Aflac10K, 2021). For each of the reinsurance agreements, the firm has determined whether or not the agreement has provided compensation against the losses or liabilities in relation to the insurance risk applied as per the standards of accounting (Aflac10K, 2021). The reinsurance premiums and the benefits being paid or provided are being accounted for on bases that is consistent with the accounting of the other policies. The reinsurance counterparties of the company have been rated A+ (Aflac10K, 2021).
The net amounts after the effect of reinsurance that includes the eliminated amounts of inter-segment amounts in association with the affiliated reinsurance have generated $10579 million in 2021 (Aflac10K, 2021).
[bookmark: _Toc128689690]Reliance on reinsurance or retrocession
Retrocession is the reinsurance of a risk by the reinsurer (Collins, 2022). AFLAC has been exposed to currency risk where the yen funds might actually be converted into USD. This kind of event will occur when the yen-dominated funds are being paid as management fees and dividends from AFLAC Japan to the parent company and with the quarterly settlements' transactions of the reinsurance retrocession. As of 2021, the company has generated $180 million in terms of retrocession activities, which has contributed 1.02% of the total net earned premium of $17647 million (Aflac10K, 2021). Therefore, it is certain that the company has identified its risks and, thereby, conducted its retrocession activities very efficiently. In doing so, the company will be able to reduce the risk and the burden of liability by spreading out its risk to other insurance companies. As of 2021, the company claimed $165 million in retrocession activities, which is nearly 1.56% of the total benefits claimed, which amounts to $10576 million (Aflac10K, 2021).
[bookmark: _Toc128689691]Overall risk profile
The investments made by the company are mostly in the corporate bond segment; therefore, the company will enjoy a higher yield. As per Moody's, 98.4% of the bonds are investment grade, and as per S&P, 97% of the bonds are investment grade. Therefore, overall, the risk to be faced by the company in its investment portfolio will be low due to higher investment in high-quality low-risk investment-grade bonds. In the case of reinsurance, the company has made efficient arrangements that have enabled the company to claim nearly $10000 million in 2021. All in all, the company is exposed to very low risk. 
[bookmark: _Toc128689692]Assessment of capital in relation to Solvency II
Solvency II is a regulatory framework applying to European insurance and reinsurance undertakings. A solvency capital requirement (SCR) is the total amount of funds that insurance and reinsurance companies in the European Union (EU) are required to hold. SCR is a formula-based figure calibrated to ensure that all quantifiable risks are considered, including non-life underwriting life underwriting; health underwriting; and market, credit, operational, and counterparty risks. The solvency capital requirement covers existing business as well as new business expected over the course of 12 months. It must be recalculated at least once per year.
The SCR is set at a level that ensures that insurers and reinsurers can meet their obligations to policyholders and beneficiaries over the following 12 months with a 99.5% probability, which limits the possibility of falling into financial ruin to less than once in 200 cases. The formula takes a modular approach, meaning that individual exposure to each risk category is assessed and then aggregated.
The inputs for SCR are:
· BSCR:  Basic Solvency Requirement 
· SCRop: The capital requirement for the Operational risk
· Adj: Adjustment for the risk absorbing effect of the technical provisions and deferred taxes.   
Calculation: BSCR + Adj + SCRop
The Basic Solvency Capital Requirement (BSCR) needs following inputs:
i) SCRmkt = Capital requirement for market risk
ii) SCRdef = Capital requirement for counterparty default risk
iii) SCRlife = Capital requirement for the underwriting risk
iv) SCRnl = Capital requirement for non-life underwriting risk
v) SCRhealth = Capital requirement for health underwriting risk
vi) SCRintangibles = Capital requirement for intangible assets risk


The calculation is following: 
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Types of Bonds

Types of bonds	Corporate bonds	US taxable municipals	US tax-exempt municipals	US treasuries 	305	16	4	9	

Moodys rating

Moodys	A1	A2	A3	A3u	Aa1	Aa2	Aa3	Aaa	B1	Ba2	Ba3	Baa1	Baa2	Baa3	45	56	52	1	6	19	14	19	1	1	3	56	43	10	


S&P rating

S	&	P	A	A-	A+	AA	AA-	AA+	AAA	B+	BB	BB-	BB+	BBB	BBB-	BBB+	18	16	10	16	17	8	7	1	1	2	2	41	10	53	
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