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Aflac Incorporated  
Very Solid Third-Quarter Results, No Big Surprises  

FINANCIAL SUMMARY 
Fiscal Year Ends: December Dividend/Yield: $0.82/1.3% 
Long-term EPS Growth Rate: 14% Market Value (mil.): $28,869   

ESTIMATES*            

FYE Q1 

 

Q2 

 

Q3 

 

Q4 

 

Annual 

 

P/E 

2006A $0.72  $0.75  $0.72  $0.66  $2.85  21.7x 

2007E $0.82 A $0.82 A $0.85 A $0.81  $3.30  18.7x 

2008E NA  NA  NA  NA  $3.77  16.4x 

Cal2008         $3.77  16.4x 

Cal2009         NA  NA  

* Estimates reflect the adoption of FAS 123R. 

  

Third-quarter operating EPS increased 18%, to $0.85, $0.04 ahead of 
our estimate and $0.03 ahead of consensus (no impact on EPS from 
currency translations). The upside relative to our estimate was driven by 
a higher margin in Japan and stronger revenue growth and a higher 
margin in the United States.  

 

Sales in Japan increased 2.2%, compared with our 0.0% estimate. This 
quarter was up against an easy comparison (-12%), and the growth was 
driven by continued strong in cancer sales in front of a price increase on 
September 1 and the August 1 launch of a new version of the company's 
market-leading stand-alone medical product. Management continues to 
expect a 0% to 4% increase in the second half. Sales through banks 
should help drive sales growth in 2008, as the Financial Services Agency 
in Japan (insurance regulator) has decided to fully deregulate the sale of 
insurance products through banks in late December after the ruling 
Liberal Democratic Party approved the plan earlier this week.  

 

U.S. sales increased 11%, compared with our 8% estimate. Execution 
continues to be better and growth by product was broad. The number of 
weekly average producers increased 5% in the third quarter, down 7% 
from the first half. Management's sales guidance in the United States for 
2007 remains 6%-10% sales growth given a very difficult fourth-quarter 
comparison.      

     

Please consult the last page of this report for all disclosures. 
William Blair & Company, L.L.C. 
222 W. Adams St. 
Chicago, IL 60606 
www.williamblair.com

 

http://www.williamblair.com


William Blair & Company, L.L.C. 

 

Mark Lane  (312) 364-8686 2 

 
Management reiterated its 15%-16% operating EPS growth goal for 2007 excluding currency 
translations and its 13%-15% growth goal for 2008. We are increasing our 2007 EPS estimate 
to $3.30 from $3.25 and our 2008 EPS estimate to $3.77 from $3.75, respectively—our 2007 
estimate remains 15% growth excluding currency translations and our 2008 estimate is 14%, 
compared with 15% previously, given stronger growth this year.   

 
Our rating remains Market Perform. Aflac's franchise is fully in tact, the economics of its 
business remain compelling, and sales in Japan appear to have bottomed in the near term, 
but the market environment within its major businesses is not overly robust and we do not find 
valuation compelling at a 12% premium to the S&P 500 based off of 2008.  

Earnings Ahead of Expectations; In Line With Guidance Year-to-Date

  

Third quarter operating EPS increased 18% to $0.85, $0.04 ahead of our estimate and $0.03 ahead of 
consensus (no impact on EPS from currency translations). Net EPS including realized investment 
gains/losses and FAS No. 133 adjustments was also $0.85 per share. Operating EPS excluding 
currency translations for the first nine months of 2007 was 15%, squarely in line with management's 
guidance. The upside relative to our estimate this quarter was driven by a higher margin in Japan and 
stronger revenue growth and a higher margin in the United States. There were no major surprises in 
the results, sales in Japan continue to show signs of modest improvement, and stronger growth in 
sales in the United States over the past several quarters continues to drive better premium growth 
domestically. While the sales environment in Japan remains challenging, Aflac continues to grind it out 
with continued margin expansion in Japan (75% of earnings) due to a lower benefits ratio that is 
helping to drive mid-teens EPS growth excluding currency translations for the whole company. The 
benefits ratio improved a full 240 basis points this quarter, much higher than in any recent quarter. We 
expect the benefits ratio to continue to drive margin expansion in Japan given a more favorable 
product mix shift and favorable claims experience, but the degree of improvement this quarter was 
somewhat extraordinary. The company repurchased another 2.0 million shares in the quarter, bringing 
the total in the first nine months to 9.1 million in the first half--the goal is 12 million for year--up 20% 
compared to 2006.   

Japan Sales Sluggish, but Show Modest Improvement; Bank Distribution Set to Open in Late

 

2007

  

Sales in Japan increased 2.2%, compared with our 0.0% estimate. This quarter was up against an 
easy comparison (-12%), and the growth was driven by continued strong in cancer sales in front of a 
price increase on September 1 and the August 1 launch of a new version of the company's market-
leading stand-alone medical product. Cancer sales, which represent approximately one-third of total 
sales, increased 22% in the quarter after strong growth in the first half. Stand-alone medical sales, 
Aflac's top-selling product in Japan and approximately one-third of total sales, were basically flat given 
some benefit from the new product, but were up against a nearly 20% negative comparison. 
Management continues to expect a 0% to 4% increase in the second half, with the new stand-alone 
medical product offsetting an expected decline in cancer sales after the price decline. Sales through 
banks should help drive sales growth in 2008, as the Financial Services Agency in Japan (insurance 
regulator) has decided to fully deregulate the sale of insurance products at banks in late December 
after the ruling Liberal Democratic Party approved the plan earlier this week. However, management 
stated that it expects the impact to be gradual, as not all banks are set to launch immediately and it will 
take time to refine the selling process. In addition, bank sales could pressure sales growth in Aflac's 
independent agent channel. Management expects to provide sales guidance on its fourth-quarter 
conference call in late January 2008.   

The new product launched on August 1 is called Gentle EVER, which is the "EVER" stand-alone 
medical product with limited underwriting requirements—more of a nonstandard policy. Gentle EVER 
contributed about 11% of new stand-alone premium sales—about 4% for Japan overall. Management 
stated that it believes that about 30% of the market would fit into this category, which represents a 
pretty large opportunity. It would appear that Aflac would be well positioned to capture some sales 
growth from this new product given its brand advantage and the cheapest price in the industry. But 
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other competitors are in the market already selling this product with success. The product is about 
twice the premium level of the core EVER product with a similar profit margin. However, Aflac has not 
had tremendous success extending the EVER franchise, in our opinion, and recent product 
introductions have either sputtered after an initial boost or failed to drive any meaningful improvement 
in aggregate sales—including EVER Half, EVER Bonus, and WAYs. Salespeople also tend to take the 
path of least resistance and new products tend to cannibalize existing product sales because 
salespeople focus on selling new products, in our opinion. Management believes that the 
cannibalization impact may be less this time given that many clients that were turned away for 
underwriting purposes will now be able to buy insurance, which should ultimately improve Aflac's hit 
rate and improve overall sales productivity.  

The industry environment in Japan has not changed meaningfully, in our opinion. The combination of 
intense competition and continued pressure within the affiliated corporate agency channel has 
contributed to the sales weakness over the past several quarters (six consecutive quarters of sales 
declines before this quarter). Importantly, the continued scrutiny of poor claims-paying practices within 
the life and nonlife insurance industries that led to sanctions against certain companies starting in the 
second quarter 2006 also continues to have an adverse impact on sales for the entire industry—
although this impact is difficult to quantify and could also prove temporary. Management now expects 
the FSA-related overhang to be resolved some time around year end, which is longer than original 
expectations. The FSA (Japan's insurance regulatory entity) required all third sector companies to 
analyze and submit findings by mid-April of certain claims-paying practices over the past five years 
after it found irregularities in certain practices among certain companies in 2006 stemming from its 
regular regulatory review process. The FSA is now analyzing the data to better improve comparability 
and then it plans to meet with all the life insurers in Japan separately--about 35 companies. Aflac 
released the results of its own internal review of its claim-paying practices and the issues identified 
looked to be relatively immaterial and lower than other companies that were actually sanctioned in the 
market.   

U.S. Sales In Line; Continuing to Push Training/Productivity Emphasis

  

U.S. sales increased 11%, compared with our 8% estimate. Management's sales guidance in the 
United States for 2007 remains 6%-10% sales growth given a very difficult fourth-quarter comparison 
(21%) because of the signing of a large account. Margins were up slightly given stronger premium 
growth, contributing to 12% pretax operating earnings growth in the United States. While there may be 
some modest opportunities to improve margins over time, sales growth needs to expand at double-
digit percentage rates for earnings to track at double-digit percentage rates.   

Solid sales results within the United States continue to benefit from the myriad well-documented 
changes that have taken place domestically over the past three years, primarily management changes 
and better execution, as well as increased emphasis on improving training and productivity. Growth by 
product was broad, with double-digit percentage growth for accident/disability, cancer, and hospital 
indemnity (over 80% of sales combined).    

U.S. recruiting continues to decline as expected, as the emphasis this year has been on improved 
training, agent retention, and productivity. Unlike last year, when sales management bonuses were 
tied to recruiting, this year sales management bonuses are tied to the average number of weekly 
producers. The number of weekly average producers increased 5% in the third quarter, down 7% from 
the first half. Over the long term, continued growth in recruiting is essential to drive sales growth, and 
we expect management will reemphasize recruiting after near-term productivity goals are achieved.  

Increasing Estimates a Bit; Rating Remains Market Perform

  

Management reiterated its 15%-16% operating EPS growth goal for 2007 excluding currency 
translations and its 13%-15% growth goal for 2008. We are increasing our 2007 EPS estimate to 
$3.30 from $3.25 and our 2008 EPS estimate to $3.77 from $3.75, respectively— our 2007 estimate 
remains 15% growth excluding currency translations and our 2008 estimate is 14%, compared with 
15% previously, given stronger growth this year. CEO Dan Amos's personal goal remains 15% 
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operating EPS growth excluding currency translations for his first 20 years as CEO, which extends 
through 2009. Our estimates include a yen-to-dollar exchange rate of 118—currently at 115. A 1 
yen/dollar change in the exchange rate alters our annual EPS estimate by about $0.012 per share, 
although a weak yen has no material economic impact on Aflac, given that Aflac Japan is a self-
contained operation with all assets, liabilities, revenues, and expenses in yen. The stock has actually 
outperformed significantly in the past during periods of time when the yen has been weak.   

Our rating remains Market Perform. Earnings visibility remains high, Aflac's franchise is fully intact, the 
economics of its business remain compelling, and sales in Japan appear to have bottomed in the near 
term, but the market environment within its major businesses is not overly robust in our view and we 
do not find valuation overly compelling. The stock has performed well in 2007 given that sales in 
Japan seemed to have bottomed and Aflac is a very defensive name within a volatile and uncertain 
period for financial services stocks as a group. The company also continues to manage capital 
aggressively.   

The shares now trade at a about a 12% premium to the S&P 500 based on 2008 EPS estimates—well 
above average from a historical perspective. The shares trade at about 3.6 times reported book value 
per share and nearly 4.0 times book value per share excluding unrealized gains on investment 
securities (as of September 30, 2007), which represents more than a 50% premium to the life 
insurance peer group we track as a whole on a reported book basis. Aflac still has a significant 
unrealized gain in its Japanese investment portfolio given the significant decline in interest rates in 
Japan over the past several years, and the company plans to hold these investments to maturity and 
not realize any current investment gains. We estimate that Aflac will generate nearly a 20% ROE in 
2008 (including unrealized gains on investment securities) with better visibility, compared with 14% for 
the life insurance group; this is the main driver of the price-to-book-value-per-share premium multiple. 
The ROE excluding the unrealized gains on investment securities is about 22%.    
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Additional information is available upon request.     
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AFLAC Inc. (AFL)
Current Rating: Market Perform
Oct 22, 2004 - Oct 23, 2007 Previous Close: $59.10

Source: William Blair & Company, L.L.C. and FactSet Legend: I = Initiation, D = Dropped, RI = Reinitiated, @ = Analyst Change   

Current Rating Distribution (as of 10/1/2007) 
Coverage Universe                      Percent                Inv. Banking Relationships*                          Percent  

Outperform (Buy)  60  Outperform (Buy)  12 
Market Perform (Hold)  39  Market Perform (Hold)  5 
Underperform (Sell)  1  Underperform (Sell)  1  

*Percentage of companies in each rating category that are investment banking clients, defined as companies for 
which William Blair has received compensation for investment banking services within the past 12 months.  

Mark Lane attests that 1) all of the views expressed in this research report accurately reflect his/her personal views 
about any and all of the securities and companies covered by this report, and 2) no part of his/her compensation was, 
is, or will be related, directly or indirectly, to the specific recommendations or views expressed by him/her in this 
report.  

Stock Rating: William Blair & Company, L.L.C. uses a three-point system to rate stocks.  Individual ratings reflect 
the expected performance of the stock relative to the broader market over the next 12 months.  The assessment 
of expected performance is a function of near-term company fundamentals, industry outlook, confidence in 
earnings estimates, valuation, and other factors.  Outperform (O) – stock expected to outperform the broader 
market over the next 12 months; Market Perform (M) – stock expected to perform approximately in line with the 
broader market over the next 12 months; Underperform (U) – stock expected to underperform the broader market 
over the next 12 months; Not Rated (NR) – the stock is currently not rated.  

Company Profile:  The William Blair research philosophy is focused on quality growth companies.  Growth 
companies by their nature tend to be more volatile than the overall stock market.  Company profile is a 
fundamental assessment, over a longer-term horizon, of the business risk of the company relative to the broader 
William Blair universe.  Factors assessed include: 1) durability and strength of franchise (management strength 
and track record, market leadership, distinctive capabilities); 2) financial profile (earnings growth rate/consistency, 
cash flow generation, return on investment, balance sheet, accounting); 3) other factors such as sector or industry 
conditions, economic environment, confidence in long-term growth prospects, etc.  Established Growth (E) – 
Fundamental risk is lower relative to the broader William Blair universe; Core Growth (C) – Fundamental risk is 
approximately in line with the broader William Blair universe; Aggressive Growth (A) – Fundamental risk is higher 
relative to the broader William Blair universe.  

The ratings and company profile assessments reflect the opinion of the individual analyst and are subject to 
change at any time.  

The compensation of the research analyst is based on a variety of factors, including performance of his or her 
stock recommendations; contributions to all of the firm’s departments, including asset management, corporate 
finance, institutional sales, and retail brokerage; firm profitability; and competitive factors.  
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THIS IS NOT IN ANY SENSE A SOLICITATION OR OFFER OF THE PURCHASE OR SALE OF SECURITIES.  
THE FACTUAL STATEMENTS HEREIN HAVE BEEN TAKEN FROM SOURCES WE BELIEVE TO BE 
RELIABLE, BUT SUCH STATEMENTS ARE MADE WITHOUT ANY REPRESENTATION AS TO ACCURACY 
OR COMPLETENESS OR OTHERWISE.  OPINIONS EXPRESSED ARE OUR OWN UNLESS OTHERWISE 
STATED.  FROM TIME TO TIME, WILLIAM BLAIR & COMPANY, L.L.C. OR ITS AFFILIATES MAY BUY AND 
SELL THE SECURITIES REFERRED TO HEREIN, MAY MAKE A MARKET THEREIN AND MAY HAVE A LONG 
OR SHORT POSITION THEREIN.  PRICES SHOWN ARE APPROXIMATE.  THIS MATERIAL HAS BEEN 
APPROVED FOR DISTRIBUTION IN THE UNITED KINGDOM BY WILLIAM BLAIR INTERNATIONAL, LIMITED, 
REGULATED BY THE FINANCIAL SERVICES AUTHORITY (FSA), AND IS DIRECTED AT, AND IS ONLY 
MADE AVAILABLE TO, AUTHORIZED PERSONS AND OTHER PERSONS FALLING WITHIN COB 3.2.5(1)(b) 
OF THE FSA HANDBOOK, AND MAY NOT BE PASSED ON TO PRIVATE CUSTOMERS IN THE UNITED 
KINGDOM.  ANY UNAUTHORIZED USE IS PROHIBITED.  “WILLIAM BLAIR & COMPANY” AND “WILLIAM 
BLAIR & COMPANY (SCRIPT)” ARE REGISTERED TRADEMARKS OF WILLIAM BLAIR & COMPANY, L.L.C.  
Copyright 2007, William Blair & Company, L.L.C.  

Please contact us at 1-800-621-0687 or consult http://www.williamblair.com/pages/eqresearch_coverage.asp for 
all disclosures.    
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