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Abstract

Today, two accounting standards are implemented on a global scale: the United States
General Accepted Accounting Principles (US GAAP) regulated by the Financial Account-
ing Standards Board (FASB) and the International Financial Reporting Standards (IFRS)
governed by the IFRS Foundation. The former is used mainly in the US, while the latter is
required to be used by more than 140 jurisdictions worldwide.

The research aimed to study the transition from US GAAP to IFRS of insurance and rein-
surance companies. The thesis studied the phenomenon from three aspects: the motiva-
tion of the transfer, the problems encountered during the transition, and the solutions to
overcome those problems.

Regarding the theoretical framework, the thesis explained the principles of (re)insurance
and compares US GAAP and IFRS from a general viewpoint. Moreover, as the two most
influential accounting standards of the transition are IFRS 17 — Insurance Contracts and
IFRS 9 — Financial Instruments, these two standards and their comparable topics from US
GAAP were explained and contrasted.

The empirical data was collected through semi-structured interviews with three experts
working in the transition from US GAAP to IFRS of a case company. The case company is
a global insurance and reinsurance company that has reported under US GAAP in the
past but announced adopting IFRS within 5 years ago. The qualitative data was analyzed
with the Thematic Analysis approach by coding data into comprehensive codes and
grouping related codes into common themes. Those themes were analysed to derive con-
clusions about the phenomenon.

The study result finds that the motivation behind the transition of the case company is the
benefits brought by the transition and the global usage of IFRS. Moreover, the research
found five major problems and three major solutions to overcome those challenges. In
summary, the case company has achieved many objectives so far and aims to finish the
transition on its targeted date.
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1 Introduction
1.1 Background

Today, two accounting standards are implemented by many countries on an international
level: the International Financial Reporting Standards (IFRS) developed by the IFRS Foun-
dation and the US Generally Accepted Accounting Principles (US GAAP) developed by the
Financial Accounting Standards Board. The former is used more globally, as it is required
to be used by more than 140 jurisdictions worldwide, while the latter is applied mainly in the
US. However, companies based outside the U.S. also implement the U.S. GAAP as the
accounting standard of their companies. (IFRS Foundation 2023f; FASB 2023a; Bansal
2022))

As many differences exist between IFRS and U.S. GAAP, both companies and investors
face problems related to consistent accounting and comparability. For example, one prob-
lem exists for insurance and reinsurance companies reporting under the US GAAP or IFRS
17 (these concepts will be explained later). If companies have headquarters in the US and
subsidiaries in countries where the US GAAP is not accepted, or they have the headquarter
in another country and a subsidiary in the US, it will take them more effort to comply with
local laws and to integrate their financial reports (Deloitte 2019). On the other hand, different
financial statements mean companies and investors must take time converting those state-
ments, as it is challenging to compare the financial results between companies using differ-

ent accounting standards (Fosbre A., Kraft, & Fosbre P. 2009, according to Bansal 2022).

Within the insurance industry, before 2017, companies could choose either to adopt IFRS
or US GAAP. In this case, for the accounting of insurance contracts, those who use IFRS
will apply IFRS 4 — Insurance Contracts. Although it was hoped by many stakeholders that
the IFRS Foundation and the FASB would create a common framework for accounting in
the insurance industry, they decided to go their separate ways (Hoshino & Hines 2019). In
May 2017, the IFRS Foundation established the new accounting standard IFRS 17: Insur-
ance Contracts which governs the accounting of the subject in its name and replaces the
previous accounting standard IFRS 4 (Kakko 2022). Meanwhile, in 2018, the Accounting
Standards Update (ASU) number 2018-12 for GAAP was issued by the FASB and focused
on targeted improvements to the accounting for long-duration contracts (or LDTI) (Tuttle &
Seok 2022).

However, IFRS 17 is not the only IFRS standard that requires the attention of insurers. IFRS

is a set of accounting standards with many sub-standards, each of which governs a different



topic. Within the insurance industry, the two IFRS standards that affect the accounting pol-
icies of insurance companies the most are IFRS 17 — Insurance Contracts and IFRS 9 —
Financial Instruments. The former governs the accounting for insurance contracts, while the
latter defines accounting principles for financial instruments like financial assets, liabilities,
and equity (KPMG 2021). As IFRS 9 was meant to be applied together with IFRS 17 for
insurance companies, insurers could prolong the usage of IFRS 9 until the effective date of
IFRS 17 which is 1 January 2023 (KPMG 2021).

1.2 Research questions

The research phenomenon is: “The transition from US GAAP to IFRS of insurance and
reinsurance companies. Case study: Anonymous (re)insurance Company X”. The phenom-

enon will be studied holistically from three aspects, by answering three questions:

1. Why did the case insurance and reinsurance company decide to transfer from US
GAAP to IFRS? (Mativation)

2. What challenges did the case company encounter during the transfer process?
(Problem)

3. How did they overcome those challenges? (Solution)

As the accounting for insurance contracts of US GAAP and IFRS were updated in the near
past, and as many companies are trying to overcome the difficulties of using two accounting
standards simultaneously, the thesis will be helpful in many ways. Firstly, it provides useful
information regarding the IFRS 9&17 and their comparable topics from US GAAP. As a
result, stakeholders who are interested in this problem like insurance companies, auditors,
or students will have a critical source of information. Secondly and more importantly, it stud-
ies companies that are in or have finished the transferring process from US GAAP to IFRS.
Consequently, the thesis result will be a helpful source of information for companies in the

future who are considering or are in the process of transferring from US GAAP to IFRS.
1.3 Theoretical framework

The theoretical framework of the thesis covers the insurance and reinsurance industry and
the accounting principles of US GAAP and IFRS. For the transition from the former to the
latter, the two accounting standards that influence the accounting of (re)insurance compa-
nies the most are IFRS 9 — Financial Instruments and IFRS 17 — Insurance Contracts. These
two standards, along with their US GAAP comparable topics like Topic 944 for insurance

entities will be discussed.



The theoretical framework will be explained in the next four parts of the thesis. Firstly and
secondly, the world of insurance and reinsurance will be covered in chapter 2, while chapter
3 will compare the two accounting standards: US GAAP and IFRS from a general perspec-
tive. Thirdly, chapter 4 explains and compares IFRS 17 and US GAAP Topic 944 which is
specific for insurance contracts and insurance companies. Finally, the differences between
IFRS 9 and similar topics in US GAAP will be contrasted in chapter 5. To reduce complexity,
this will be done from a general rather than a specific view of the insurance industry, except
when stated otherwise. The last two chapters in the list above are the centre of the theoret-

ical framework of the thesis.

There should be some justifications for the presentation of the theoretical framework of the
thesis. The thesis includes IFRS 9 and IFRS 17 because as stated before, they were the
two most influential IFRS standards on insurance and reinsurance companies by the time
the thesis was written. The main reasons are because they were new standards and their
effective date — 1 January 2023 —was in the near past. As a result, (re)insurance companies
concentrated many of their resources on the application and the impacts of these two stand-
ards. This can be seen in the accounting policies in the Notes to the consolidated financial
statements of many (re)insurance companies like AXA (2023), Hannover Re (2023), Munich
Re (2023), and Allianz (2023).

1.4 Research method

The research method used for the thesis is the case study approach, qualitative research
method, and semi-structured interview. The data is collected through interviews with three
professionals in the field from a case company, which will be analyzed with the Thematic
Analysis approach. This part describes the basis of the research method implemented, but
more information regarding the data collection and analysis methods will be presented in

chapter 6 of the thesis.

Firstly, regarding the nature of the thesis research, the thesis is inductive rather than de-

ductive. According to D O’Gorman & Maclintosh (2015), there are two reasons for this:

e The thesis aims to explain a phenomenon that has not been discussed deliberately
before.

e It tries to achieve that from empirical data.

Secondly, the qualitative research method and case study approach were chosen for many
reasons. Firstly, the research explores in-depth details of a phenomenon, which is more
suitable to be executed with a qualitative rather than a quantitative method. The reason is

that the former is more suitable to derive new knowledge from data, while the latter is more



commonly implemented to use data to test existing knowledge (Hoover 2021). Secondly,
the phenomenon of transferring from US GAAP to IFRS conducted by insurance companies
is very context-related, as the transfer cannot be separated from the context of the insur-
ance industry and the difference between the two accounting standards. As in the definition
by Ying (2009) according to D O’Gorman & Maclintosh (2015), a case study is:

...an empirical inquiry that investigates a contemporary phenomenon in depth and
within its real-life context, especially when... the boundaries between phenomenon

and context are not clearly evident.

From the paragraph above, it can be concluded that the functions of case studies and the
qualitative approach are very suitable to answer the thesis question and explore the phe-

nomenon. Therefore, they were selected for the research.

1.5 Delimitation

Regarding the delimitation of the theoretical framework, the thesis includes only IFRS 9&17
and similar topics from US GAAP. Therefore, even though other standards from IFRS like
IFRS 15 — Revenue from Contracts with Customers or IFRS 16 — Lease will not be dis-
cussed. Moreover, the explanation of these accounting standards will focus on the context
of the insurance industry (except for IFRS 9 which will be analyzed from a broader perspec-
tive, but it will still focus on the discussed industry whenever possible). Therefore, compa-
nies adopting IFRS from US GAAP may not find all information regarding the transition

relevant, especially if they are from a different industry.

Regarding the delimitation of empirical data, the empirical data was collected through three
interviews with three IFRS experts in an anonymous (re)insurance company that was trans-
ferring from US GAAP to IFRS. As the data is specific to one company, the result will not

be generalized for either the whole insurance industry or other industries.



2 Insurance and reinsurance industry
2.1 The principles of insurance and reinsurance

Insurance principles

To get protected from an uncertain event, an individual or a company can form a contract
and pay money to a company that will repay them money when that uncertain event hap-
pens. This is how insurance works. In this case, the contract formed between the protected
individual (the policyholder) and the company (the insurance company, or the insurer) is
called an insurance contract, while the money paid to the insurer by the policyholder is
called the premium. For example, an employee of a fast-food restaurant may have a policy
that covers his injuries caused by a deep frier. In case an injury is caused by that machine,

the employee will be compensated with claims from the insurance company. (Kagan 2023.)

To clarify it further, insurance works by transferring the insured risk from the insured to the
insurer, thanks to two major factors: risk pooling and statistics/calculation of risk. Firstly,
regarding risk pooling, many policyholders pay premiums for a certain insurance policy, but
the number of victims to the insured risk is very small compared to the non-victim policy-
holders. For example, assume that policyholders are paying premiums for an insurance
policy against fire accidents of houses. The number of policyholders who suffer from such
fire incidents and receive a claim is relatively small compared to the rest who are safe. This
works for the policyholders too, as they only pay a small amount of premium but will be
compensated for a big loss (if that loss ever happens). Secondly, the value of the premium
is calculated depending on the probabilities of the risk and its impact. This process is called
“underwriting” which requires advanced knowledge of finance and probability. (Insurance
Europe 2021.)

Regarding insurance contracts, the IFRS Foundation (2023d) defines an insurance contract

as:

A contract under which one party (the issuer) accepts significant insurance risk from
another party (the policyholder) by agreeing to compensate the policyholder if a spec-

ified uncertain future event (the insured event) adversely affects the policyholder.

The three common types of insurance, according to the Insurance Information Institute
(2023), are:

1. Property and casualty which includes primarily auto, home, and commercial insur-

ance



2. Life and health, which includes primarily insurance for life and annuities

3. Health insurance, produced by private health insurance companies or from govern-

mental programs.
Reinsurance principles

In simple words, insurance for insurance companies is called reinsurance (Insurance Infor-
mation Institute 2023). To protect themselves from the risks that they insured to policyhold-
ers, insurance companies can transfer those risks to another insurance company (Insur-
ance Information Institute 2023). In this case, the former will bear the risks of the latter (the
initial issuer of insurance contracts) and is called the reinsurer, while the latter is known as
the primary or direct insurer, the reinsured, or the ceding office (Insurance Information In-
stitute 2023; Cartel 2013).

If insurance companies want to be profitable while still able to pay all the claims and ex-
penses, they must make some basic assumptions to determine premiums. Those assump-
tions can be that the units exposed to the insured risk are mostly homogenous and the risk
conditions do not change (Cartel 2013). However, the size of some exposure units can be
significantly different, while the conditions of risk do not stay constant either (Cartel 2013).
Therefore, the actual loss of an insurance company can vary dramatically compared to its
expectation that it needs to be protected from insolvency or high unexpected losses (Cartel
2013).

The purpose of reinsurance is to provide that protection. As stated by Cartel in 2013, rein-
surance protects insurance companies from: 1 — one or more tremendous individual losses
that occur randomly, or accumulated losses caused by one occurrence in relation to pre-
mium income and loss reserves; and 2 — the variation in the annual total claims encountered
compared to the mean. Moreover, as reinsurance is more international than insurance in
nature, it helps spread the losses globally, for example, if natural disasters like floods strike
less developed nations (Cartel 2013). Consequently, insurers are more resilient to unusual
impactful events and can cover a higher volume or quantity of risks with a lower amount of

costs and loss reserves (Banton 2023, Cartel 2013).

Although reinsurance and insurance both share the core principle of providing protection

against uncertain events, there are some critical differences.

e Firstly, an insurance contract is formed between an insurance company and a public
entity like an individual person, a company, or an institution, while a reinsurance

contract is signed by two insurance companies.



e Secondly, a primary insurer has direct insurance over the insured events, while the
reinsurer is only indirectly concerned with those events in case it has agreed to com-
pensate the reinsured. However, regarding accounting, the British courts and the
Department of Trade require the insurance belonging to a reinsurance contract to
be treated as that of direct insurance.

e The third difference lies in the principle of indemnity which means the claim paid to
policyholders in case the insured event happens. Not all insurance contracts follow
this principle, as some life insurance like life and health insurance are subject to
benefit policies. Nevertheless, the principle of indemnity is applied to all reinsurance
contracts.

¢ Finally, most direct insurance contracts, except for special industries like aviation
and marine, are domestic, while reinsurance contracts are more international. As a
result, the losses from the reinsured risk can be spread out among different nations.
(Cartel 2013.)

2.2 Insurance industry

As perceived in the 1970s and 1980s, the insurance industry is considered safe and slowly
advancing to be invested in. Even though this belief is less firm before, it is still generally
accepted, especially when other financial sectors are compared to the insurance industry.
(Beers 2023.)

Insurance companies make money from the premiums paid by policyholders and the in-
vestments made from those premiums. Insurance companies are divided into two major
types: life (life and health) and non-life (property and casualty) which targets different cus-
tomer base and determine different insurance terms (Kakko 2022; Beers 2023). Regarding
capital structure, an insurance company can be a traditional stock company owned by ex-
ternal investors or a mutual company owned by policyholders. (Beers 2023.)

Table 1. Claims paid, premium received, and direct employment by the insurance industry
(according to Insurance Europe 2020)

Value Unit
Claims and benefits paid to | 1 010 billion Euros
policyholders
Premiums received 1 264 billion Euros
Direct employment 922 000 Person




In 2020, the numbers of claims and benefits paid to customers and premiums received by
the insurance industry in Europe were 1010 billion euros and 1264 billion euros, respec-
tively. In the same year, it also directly employed more than 922 000 people which was a

slight rise of 0.6% from 2019. (Insurance Europe 2020.)



3 Accounting standards: US GAAP and IFRS
3.1 Generally Accepted Accounting Principles

The Financial Accounting Standards Board

The Financial Accounting Standards Board (FASB) was founded in 1973 and is now based
in Norwalk, Connecticut. It is “an independent, private-sector, not-for-profit organization”
that issues financial accounting and reporting standards like US GAAP which is followed by
US companies (both public and private) and non-profit organizations. The U.S. Security and
Exchange Commission (SEC) acknowledges it as the setter of accounting standards for
public companies. Moreover, many other organisations like the American Institute of Certi-
fied Public Accountants or state Boards of Accountancy also recognize the FASB as au-

thoritative. (FASB.)
The Generally Accepted Accounting Principles

As explained above, GAAP is a common set of accounting standards set by the FASB and
used by many US companies and organizations. The authoritative sources of GAAP include
the FASB Accounting Standards Codification released by the FASB and rules and interpre-
tive releases of the SEC (FASB 2023a). Other nonauthoritative sources of accounting guid-
ance include, for example, IFRS or widely recognized practices by the general or in an
industry (FASB 2023a).

Currently, US GAAP has many topics, each of which has a code for itself. For example, the
code for accounting principles related to insurance is summarized in topic 944 — Insurance.
Topic 944 is the comparable object of IFRS 17, while LDTI is an update of this topic which
was released in 2018 (FASB).

Like other financial accounting standards, the major aim of GAAP is to regulate rules and
to define accounting standards for companies to follow. As a result, these companies can
establish consistent, reliable, and comparable financial statements which helps investors

and the comparison of financial data among firms (Fernando 2023).
3.2 International Financial Reporting Standards

International Financial Reporting Standards Foundation

The root of the IFRS Foundation can be traced back to 1973 when accounting bodies of
many countries like Australia, France, Germany, Japan, and the UK founded the Interna-
tional Accounting Standards Committee (IASC) (IFRS Foundation 2023f). The mission of
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the IASC was to create accounting standards that could be applied worldwide (IFRS Foun-
dation 2023f). After almost three decades of working, the IASC was restructured into the
International Accounting Standards Board (IASB) in 2000 to better harmonize global ac-
counting standards with those on national levels (Tamplin 2023). The IFRS Foundation was
established in the same year and has governed the IASB ever since, together with which it
creates and updates IFRS (IFRS Foundation 2023f).

International Financial Accounting Standards

IFRS, as a global accounting standard, is required to be implemented by more than 140
jurisdictions (IFRS Foundation 2023f). Today, it includes 17 Standards, each of which co-
vers a different aspect of financial reporting and accounting. For example, the IFRS 1 —
First-time adoption of IFRS ensures that the first IFRS financial statements of companies
are transparent and comparable over all the presented periods, are a good starting point
for accounting aligned with IFRS in the future, and generate more or equal to its cost (IFRS
Foundation 2023a). Likewise, IFRS 9 covers Financial Instruments like assets and liabilities
of companies, while IFRS 15 Revenue from Contracts with Customers governs information
related to revenue arising from contracts with customers like the nature, amount, and un-
certainty of those contracts (IFRS Foundation 2023c; IFRS Foundation 2023e).

Together, all IFRS standards and other standards set by the IFRS Foundation and IASB
define what elements to be included in financial statements and how to present/disclose

them for companies (Kakko 2023).
3.3 The general differences between US GAAP and IFRS

Both US GAAP and IFRS cover many aspects of accounting like the presentation of finan-
cial statements, lease accounting, and earnings per share. To distil the knowledge and pro-

vide an overview, only a few major differences will be highlighted below.
Rules-based versus principles-based

The first difference is related to the details and interpretations of these two accounting prin-
ciples. The GAAP accounting system is rules-based, whereas the IFRS accounting system
is principles-based. In practice, this means the IFRS theoretical framework includes fewer
specific details and guidance, hence the interpretation is freer. Meanwhile, the disclosures
on financial statements are usually lengthier than those under GAAP. However, as IFRS
principles are more consistent and logical, the business transactions may be presented
better by them. (Ross 2023.)
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Local versus global

As explained before, IFRS is more global in nature, as it is implemented by more than 140
jurisdictions around the globe (IFRS Foundation 2023f). On the other hand, GAAP is used
mainly by US companies. Another thing to note is that IFRS targets mainly for-profit entities,
while US GAAP can be used by both for-profit and not-for-profit organizations (KPMG
2022).

The balance sheet

The way the two accounting standards organize their balance sheets is slightly different.
Firstly, a balance sheet under US GAAP starts with current assets, while the first item under
an IFRS balance sheet is non-current assets. Moreover, GAAP presents balance sheet
items in the descending order of liquidity, or how fast cash can be converted from these
items. In other words, the quicker an item can be converted into cash, the sooner it will be
listed on the balance sheet. Following this order, the items will be arranged as in this flow:
current assets, non-current assets, current liabilities, non-current liabilities, and owners’ eg-
uity. On the other hand, IFRS arranges items in the ascending order of liquidity, which
means the flow will be reversed under IFRS. (Gavin 2019.)

The cash flow statement

Table 2. Cash flow statements: GAAP vs. IFRS (as adopted from Gavin 2019)

GAAP IFRS
Interest paid Operating section Operating or Financing section
Interest received Operating section Operating or Investing section
Dividends paid Financing section Operating or Financing section
Dividends received Operating section Operating or Investing section

The difference between the cash flow statements under US GAAP and IFRS originates from
how they classify interest and dividends. Regarding interest, under US GAAP, both interest
paid and interest received should be put in the operating section of the cash flow statement.
With IFRS, companies can decide whether to classify interest paid as operating or financing

activities, and interest received as operating or investing activities. (Gavin 2019.)
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The matter of dividends is of no difference. A company following GAAP will classify divi-
dends paid as financing activities and the dividends received as operating activities. Mean-
while, IFRS users can account for dividends paid in the operating or financing section, while

they can place dividends received in the operating or investing section. (Gavin 2019.)
Revaluation of assets

If, because of market or technological reasons, the value of an asset is reduced which low-
ers it below the current value written in the account of a company, a loss on impairment is
recorded. However, if the reasons causing the loss are no longer valid, the value of that
asset can still increase after the recognition of the loss. With GAAP, companies cannot
recover the value of an asset once it has been impaired. However, under IFRS, revaluation
of an asset back to its original value and adjusting for depreciation are possible. (Gavin
2019.)

Inventory valuation methods

Under both GAAP and IFRS, the first-in, first-out (FIFO) and weighted average-cost inven-
tory accounting methods are allowed. While GAAP allow the use of the last-in, first-out
(LIFO) method, this method is not permitted under IFRS. Meanwhile, inventory reversals
are prohibited by GAAP but are allowed by IFRS if specific conditions are fulfilled. (Ross
2023.)
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4 The differences between IFRS 17 and US GAAP Topic 944

This session is the centre of the theoretical framework where the concepts of US GAAP
and IFRS 17 are explained and compared. Each aspect of two accounting standards will be
analyzed in one sub-section. On one hand, if readers want to compare the differences be-
tween them, they can follow the order of the sub-sections written in this part. On the other
hand, if readers are new to accounting concepts or want to have deep knowledge of one
accounting standard before moving to the other one, it is advisable to read the parts only
for IFRS 17 or US GAAP and go back to the other later.

4.1 Overview and scope

IFRS 17

The effective date of IFRS 17 was 1 January 2023, but early adoption is possible if a com-
pany also adopts the new financial instruments standard IFRS 9. IFRS 17 governs both
insurance and reinsurance contracts that an entity issues and reinsurance contracts that it
holds. If an entity issues investment contracts with discretionary participation features, the
IFRS 17 is also applied if that entity also forms insurance contracts. (IFRS Foundation
2023d.)

US GAAP Topic 944

The targeted improvements for long-duration contracts (LDTI) were released by FASB in
August 2018 which targeted the financial reporting of long-duration contracts issued by in-
surance entities. For companies that file regulatory documents like financial statements and
disclosures to the US Security and Exchange (SEC), these improvements were effective
for annual periods which start after 15 December 2022, whereas the effective time is two
years later for other companies. It is possible to adopt the standards earlier. (FASB, accord-
ing to KPMG 2022.)

Unlike IFRS 17, the subjects of Topic 944 are not insurance contracts but insurance entities
to which this Topic issues industry-specific accounting principles. For entities that are not
insurance entities, the contracts they issue that might be classified as insurance contracts
under IFRS 17 will be governed by different topics of US GAAP like the topics on financial
instruments, provisions, or revenue from contracts with customers. (FASB, according to
KPMG 2022.)

The definition for insurance contracts might differ for IFRS and US GAAP. Under US GAAP,
a contract that provides economic protection from identified risks occurring or discovered

within a specified period is classified as an insurance contract (FASB 2023b). An insurance



14

contract is further categorized as a short- or long-duration contract (FASB, according to
KPMG 2022). The categorization of insurance contracts is also based on its insurance risk
on which the accounting method for it is applied (FASB, according to KPMG 2022). There
are five types of long-duration contracts (FASB 2023b):

e Traditional fixed and variable annuity and life insurance contracts

e Universal life-type contracts

¢ Non-traditional fixed and variable annuity and life insurance contracts

o Participating life insurance contracts

e Group participating pension contracts.
Other contracts are mostly short-termed and feature mostly property and liability insurance
contracts (FASB, according to KPMG 2022).

4.2 Separation of components of insurance contracts

One insurance contract might include different components than insurance components like
investment component or a component for services different from insurance services. Sep-
aration of contracts means each component of an insurance contract will be separated and

treated differently accounting-wise.
IFRS 17

Under IFRS, firstly, an entity must determine embedded derivatives and apply IFRS 9 for
those derivatives. More technically, under IFRS 9, the IFRS Foundation (2023e) defines a
derivative as a financial instrument or other contract within the scope of IFRS 9 and has all

three following characteristics:

¢ its value changes in response to the change in a specified interest rate, finan-
cial instrument price, commodity price, foreign exchange rate, index of prices
or rates, credit rating or credit index, or other variable, provided in the case of
a non-inancial variable that the variable is not specific to a party to the contract

(sometimes called the ‘underlying’);

e it requires no initial net investment or an initial net investment that is smaller
than would be required for other types of contracts that would be expected to

have a similar response to changes in market factors;

e jtis settled at a future date.
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With this definition, an embedded derivative is a component belonging to a hybrid contract
which also has a non-derivative component. However, the embedded derivative will gener-
ate cash flows similar to a stand-alone derivative (IFRS Foundation 2023e). To make it
more comprehensible, some embedded derivatives under an insurance contract can be, for
example, financial derivatives like interest rate options or options linked to an equity index
(KPMG 2020).

Secondly, distinct investment components are separated from a host insurance contract,
which will then be accounted under IFRS 9. Investment components are distinct when the
interrelation between the investment component and the insurance component is low, and
that investment components can be sold in equivalent terms separately by an insurance or
non-insurance entity. After all embedded derivatives and distinct investment components
have been removed, the next component to be separated is a promise to deliver distinct
goods or services (which are different from insurance contract services) to a policyholder.
An entity shall apply IFRS 15 — Revenue from contracts with customers to this type of prom-
ise. Only when all components listed above are separated shall an entity use IFRS 17 to

the remaining components of the original insurance contract (IFRS Foundation 2023d).
US GAAP Topic 944

Like IFRS, there are more components beside insurance components in insurance con-
tracts which are also governed by US GAAP. These components can be accounted using
topics like Revenue Caodification or financial instrument Codification Topic. However, a dif-
ference between US GAAP and IFRS 17 is that there is no specific separation for invest-
ment components of an insurance contracts under US GAAP. Under US GAAP, the contri-
butions of contract holders for certain types of contracts like investment contracts or univer-
sal-life contracts can be treated as deposits like financial instrument. Nevertheless, an entity
cannot use deposit accounting for contracts that transfer significant insurance risk. (FASB,
according to KPMG 2022.)

4.3 Recognition of insurance contracts

IFRS 17

Recognition is the time a group of insurance contracts is accounted under the profit or loss
statement and other financial statements of an entity. Under IFRS 17 (IFRS Foundation
2023d), a group of insurance contracts is realized by the entity that issue it from the earliest

of:

¢ When the coverage period of the group of contracts starts,



16

¢ When the initial payment from a policyholder is due,

¢ When a group of contracts becomes onerous (this will be explained later).
US GAAP Topic 944

Recognition is another difference between US GAAP and IFRS 17, as the former applies
different accounting depending on whether an insurance contract is short-duration, long-
duration, or financial guarantee. If it is a long-duration contract, the sub-category type is
also considered: whether it is whole-life, guaranteed renewable term life, universal life, or
another type. (FASB, according to KPMG 2022.)

4.4 Level of aggregation

To account for profits or losses of insurance contracts, insurance entities can estimate the
cash flows (both the inflows — the premiums, and the outflows — claims and expenses) in
an explicit, unbiased, and probability-weighted way. If, at the date when an insurance con-
tract is first recognized in the financial statements (or the date of initial recognition), the total
cash flows that contract generates is a negative number, that contract is onerous (IFRS
Foundation 2023d). In other words, onerous contracts are unprofitable insurance contracts,

whereby the profits/losses are estimated by an insurance entity.

Onerousness is a difference between the two accounting standards. Specifically, IFRS 17
has a method of grouping insurance contracts based on onerousness, while US GAAP does

not.
IFRS 17

IFRS 17 allows the grouping of insurance contracts that have similar risks and are managed
together. These groups of insurance contracts are called portfolios. Normally, as contracts
under the same product line are subject to similar risks, they are expected to be in the same
portfolio if they are managed together. However, contracts whose issue date are different
by more than one year cannot be included in the same group. It is compulsory for all con-
tracts to be aggregated into groups under IFRS 17. (IFRS Foundation 2023d; IFRS Foun-
dation, according to KPMG 2022.)

According to IFRS Foundation (2023d), a portfolio of insurance contracts is divided into the

minimum of group of:

e Contracts that are onerous at initial recognition, if there is any;
e Contracts that have no significant possibility of becoming onerous subsequently at

initial recognition;
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¢ Remaining contracts in the portfolio if there is any left.
US GAAP Topic 944

Unlike IFRS, there is no requirement for level of aggregation under US GAAP, although
some long-duration contracts subject to targeted improvements can still be aggregated. The
concept "onerousness" is not used by GAAP either. Instead, entities following US GAAP
must conduct premium deficiency testing to examine if the liabilities they reported are suffi-
cient. This can be done by using current estimates of future cash flows. However, like IFRS
17, it is not possible to group contracts that were issued more than one year apart to calcu-
late liability for future policyholder benefits. (FASB, according to KPMG 2022.)

4.5 Measurement of profit and loss

IFRS 17

The measurement of profits or losses of insurance contracts is a core of the new accounting
standards. IFRS 17 uses three different measurement models: the General Measurement
Model (GMM) or the Building Block Approach (BBA), the Premium Allocation Approach
(PAA), and the Variable Fee Approach (VFA). Among them, the GMM can be used for all
groups of insurance contracts governed by IFRS 17, while the only exception is those meas-
ured using the PAA (IFRS Foundation, according to KPMG 2022). According to PwC
(2017a), the GMM is also the default model for all insurance contracts. Therefore, the GMM

will be analysed first before moving to other models.

The General Measurement Model is also called Building Block Approach because compa-
nies must follow different blocks to calculate the cash flows from groups of insurance con-
tracts (based on the level of aggregation above). Firstly, in Block 1, insurance companies
must estimate the value of future cash inflows (the premiums) and cash outflows (claims
and expenses) generated by them. The estimation is done in an explicit, unbiased, and
probability-weighted way, and the output of this process is the Best Estimate of Future Cash
Flows. Next, in Block 2, the future cash flows are discounted to present value using a dis-
count rate. Discount rates reflect the time value of money which shows how much a dollar
in the future is worth today (normally a dollar in the future is less than a dollar today, or that
it takes more money to buy the same good in a store in a future than now). The result of the
calculation is the present value of the future cash flows. (IFRS Foundation 2023d; IFRS
Foundation, according to KPMG 2022; IFRS Foundation, according to KPMG 2020.)



18

Expected cash flows (RRI?AK) AEJOSIE

v

Outflows

Inflows

Building Block #1 Building Block #2 Building Block #3

Fulfilment Cash Flows (FCF)

Figure 1. Building Blocks Approach, as adopted from KPMG (2020) and Blijlevens & Bei-
jering (2016), according to Kakko (2022)

The next building block features Risk Adjustment (RA) which is the compensation for non-
financial risks caused by the uncertainty of the amount and timing of the cash flows under
IFRS 17. By adding the present value of Risk Adjustment into the equation, the Contractual
Service Margin (CSM) will be calculated as a result. The cash flows that include all three
blocks: the cash inflows and outflows, the discount rate, and RA is called the Fulfilment
Cash Flows (FCF). (Kakko 2022; IFRS Foundation, according to KPMG 2020.)

The Contractual Service Margin (CSM) is a new concept issued by IFRS Foundation which
represents the unearned profit from a group of insurance contracts. The profit is unearned,
because although the premiums might be received at the issuance of a group of insurance
contracts (year 0), it is only recognized when the insurance contract services are delivered
to a policyholder by the insurance entity (which might happen in year 1 or 2 or 3). The CSM
is accounted as assets or liabilities of a group of contracts (IFRS Foundation 2023d). The
CSMis floored at zero. In case the Fulfilment Cash Flows of a group of contracts is negative,
that group is onerous, and the loss is recognized immediately in the Income Statement
(IFRS Foundation, according to KPMG 2020).
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Regarding the liability for a group of insurance contracts, there are two types of liabilities.
The first type is Liability for Remaining Coverage (LRC). Under this type of liability, insur-
ance companies are obliged to pay valid claims for insured events that have not yet oc-
curred. On the other hand, Liability for Incurred Claims (LIC) — the second type of liability —
represents the obligation to investigate and make payments for insured events that have
already happened. The sum of these two types of liability is called the Total liability for a

group of insurance contracts. (IFRS Foundation, according to KPMG 2020.)

The GMM can be understood better through an example adopted from that of Kakko (2022).
Assume that an insurer issues a portfolio of a 100 similar health insurance contracts with

the characteristics as below:

e The length of contracts is 3 years, while all policyholders pay a premium of 150
euros only once at the beginning of the insurance contracts.

e The annual discount rates for each year are 2.19%, 2.05%, and 2.45% separately
from year 1 to year 3.

¢ In case the insured event occurs, the insurer will pay claims of 225 euros. Assumed
that the insurers pay claims to 10 policyholders per year.

e The risk adjustment is defined as 10% of the expected cash outflows (or the claims)

of each year and is calculated at the present value.

Table 3. An example of GMM, as adopted from Kakko (2022)

Time
Present/Year O Year 1 Year 2 Year 3
(€) (€) (€) (€)
Premiums (+) 15000
Claims (-) -2250 -2250 -2250
Discount rate 2.19% 2.05% 2.45%
Present values of
. -2201.78 -2157.55 -2105.96

claims (-)
Risk adjustment (-) 10% -220.18 -215.76 -210.60
Present Value of

- -7111.82 -2421.96 -2373.31 -2316.55
Liabilities (-)
CSM 7888.18 N/A N/A N/A
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A summary table for the cash flows of this portfolio is presented. From the information, the
total premium will equal 15000 euros which is the multiplication of 150 euros and 100 insur-
ance contracts. The claims paid each year is 2250 euros which is the multiplication of 225
euros for claims and 10 policyholders per year. The value of discount rates and risk adjust-

ments are also presented in the table.

To calculate the CSM which is the profits or losses of the portfolio, firstly, the value of claims
for each year is discounted to their present value based on the annual discount rate. As a
result, the present value of claims annually from year 1 to year 3 is 2201.78 euros, 2157.55
euros, and 2105.96 euros respectively. Secondly, from the present value of claims, the risk
adjustment for each year can be identified by determining 10% of the claims. Thirdly, by
combining both the present values of claims and RA, the insurer can define the present
value of liabilities. In this example, the total present value of liabilities is 7111.82 euros which

is the total amount the insurer needs to pay the policyholders.

Finally, the CSM is calculated by subtracting the Present Value of Liabilities from the Pre-
miums which is 7888.18 euros. As the CSM is not a negative number, it will be recorded in
the Balance Sheet as liabilities instead of a loss in the Income Statement. The profit will be
released and recognized overtime when the insurance contract services are performed by

the insurance entity.

The second model that an insurance company can practice is the Premium Allocation Ap-
proach (PAA). It is considered as a simplified measurement model that can be applied to
both insurance contracts and reinsurance contracts held (IFRS Foundation, according to
KPMG 2022). An entity can apply the PAA to a group of insurance contracts if one in two
conditions is satisfied: if each contract in the group covers a duration less than one year or
less; or the measurement of the Liability for Remaining Coverage (LRC) calculated by using
the PAA would not be materially different from that produced by the GMM (IFRS Founda-
tion, according to KPMG 2022). However, Kakko (2022) states that if a group of contracts
satisfies those conditions, they can be measured with the GMM which will bring more con-
sistency to the accounting result. It is not necessary for insurance companies to calculate
CSM under the PAA (Kakko 2022).

Finally, the last measurement model under IFRS 17 is the Variable Fee Approach (VFA)
which is a modified version of the GMM (IFRS Foundation, according to KPMG 2022). It is
applied mostly to insurance contracts with direct participation features (or direct participat-
ing contracts), not to reinsurance contracts features and reinsurance contracts held (IFRS
Foundation 2023d; IFRS Foundation, according to KPMG 2022). The IFRS Foundation

(2023d) defines an insurance contract with direct participation features as:
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An insurance contract for which, at inception:

a) the contractual terms specify that the policyholder participates in a share of a

clearly identified pool of underlying items;

b) the entity expects to pay to the policyholder an amount equal to a substantial

share of the fair value returns on the underlying items; and

c) the entity expects a substantial proportion of any change in the amounts to be
paid to the policyholder to vary with the change in fair value of the underlying

items.

In summary, the VFA is a modification of the GMM used mainly for investment-related ser-
vice insurance contracts. The CSM is also calculated like under the GMM.

US GAAP Topic 944

The section above describes three measurement models of IFRS 17: the GMM applied
generally to all groups of insurance contracts; the PAA applied to short-term contracts; and
the VFA applied to insurance contracts with direct participation features (or direct partici-
pating contracts or contracts with investment-related services). Moreover, in IFRS 17, there
are new concepts like the estimation of future cash flows, discounting, risk adjustment, and
CSM. This part of the thesis examines whether there are similar models and concepts of
IFRS 17 in US GAAP and what are the differences between them.

The measurement models in US GAAP will be analyzed first in this paragraph. Firstly, re-
garding a general model that can be applied to all insurance contracts, different from IFRS
17, companies reporting under US GAAP need to apply different accounting model based
on the classification of the contracts: whether they are financial guarantees, short-duration,
or long-duration. The type of the long-duration contracts also needs to be considered like if
they are whole-life, universal life, annuity, or other types. Secondly, however, there is a
model to measure short-duration insurance contracts under US GAAP like the PAA under
IFRS 17. In this case, when an insurable event occurs, companies will recognize the liability
for unpaid claims and expenses for claim adjustments. Moreover, the accounting for partic-
ipating insurance contracts is also addressed in US GAAP. The focus topic of US GAAP in
this case is dividends to policyholders which are the distributable amounts to policyholders
of any participating insurance contract. The insurer determines this amount and treat these

participating insurance contracts as insurance contracts. (FASB, according to KPMG 2022.)

Comparable to IFRS 17, US GAAP has concepts or principles like the estimation of future

cash flows and discounting, but there are no similar concepts to risk adjustment or CSM
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under US GAAP. Firstly, regarding the estimation of future cash flows, insurers can estimate
the future cash flows within the duration of a contract or a group of contracts to measure
their liabilities. The amount, uncertainty, and timing of the cash flows are considered like
under IFRS. However, one difference is that under US GAAP, the classification of insurance
contracts affects how the liabilities are measured, like whether they are short-duration, long-
duration, or annuity. (FASB, according to KPMG 2022.)

Secondly, regarding the discounting of future cash flows to their present value, only dis-
counting the liabilities for short-duration contracts is allowed under US GAAP. Moreover,
this is allowed only when the payment has a fixed or reliably determinable pattern. Thirdly,
the risks of insurance contracts are calculated in the risk adjustment under IFRS 17, while
there is no similar concept under US GAAP. Finally, there is no concept similar to CSM
under US GAAP. (FASB, according to KPMG 2022.)

In summary, even though there are similarities between IFRS 17 and US GAAP Topic 944
like the measurement model for short-duration or direct participating contracts and the es-
timation of future cash flows, the differences remain more significant. Additionally, under
US GAAP, the classification of the insurance contracts play an important role in determining
the measurement model and the factors used to calculate the liabilities of insurance com-

panies.
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5 The differences between IFRS 9 and US GAAP comparable topics

There is no single topic from US GAAP that can be compared to IFRS 9. Therefore, this
section includes information from different comparable topics under US GAAP such as
Topic 321, Topic 326, and other topics and sub-topics (FASB, according to KPMG 2022).
Because it is not in the scope of this thesis to discuss these standards in detail, it will only
include important information like the classification and measurement of financial assets
and liabilities, impairment, and hedge accounting. It will not discuss in detail the accounting

of, for example, financial guarantee contracts or embedded derivatives.

To make this section more comprehensible, the first sub-section will explain basic account-
ing concepts crucial to understand these accounting standards. Readers that are familiar
with these concepts may skip the first sub-section and start with the comparison of IFRS 9
and comparable topics from US GAAP. This explanation and comparison start from the

second sub-section.
5.1 Crucial accounting concepts

In IFRS 9 and comparable topics from US GAAP, several accounting concepts are used
repeatedly and important to understand these standards deeply: fair value, other compre-
hensive income, impairment, amortised cost, and hedge accounting. However, the account-
ing standards themselves do not elaborate the meaning of these concepts which is a chal-
lenge for readers not familiar with accounting. This section was written to solve this problem

by offering a basic understanding of these concepts.
Fair value
IFRS 13 — Fair Value Measurement — defines fair value as:

the price that would be received to sell an asset or paid to transfer a liability in an

orderly transaction between market participants at the measurement date.

There are several factors that should be elaborated from this definition. The first factor is
the price which must occur from the characteristic of an asset or a liability and is measured
under current market conditions (IFRS Foundation 2023b). Therefore, it does not include
transaction costs or transportation costs of the asset or liability. Secondly, orderly transac-
tion means a transaction that is not a force transaction and have exposed to the market for
a duration before the measurement date. This allows marketing activities around the trans-

action. Finally, market participants are independent of each other and are knowledgeable
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of the asset or liability and the transaction. Furthermore, they can participate in the trans-
action and do it on their own will, which mean they are not forced to do so. (IFRS Foundation
2023b.)

To sum up, fair value is the price to sell an asset or paid to transfer a liability whereas the
seller and buyer are independent of each other and do it voluntarily. Meanwhile, the price
occurs from the nature of the asset/liability and the transaction should have exposed to the
market for a period before being measured. US GAAP has a similar definition for fair value
as IFRS (FASB, according to KPMG 2022).

Other comprehensive income (OCI)

Under IFRS, the total change in equity during an accounting period which excludes changes
brought by transactions with owners in their capacity as owners is called “comprehensive
income”. It includes profit or loss and other components of “other comprehensive income”
(OCI). The components of OCI are other items accounted as income or expense that are
unrecognized by companies in their profit or loss. To present profit or loss and OCI, com-
panies can either present them in one single statement or two separate statements: a state-
ment of profit or loss and a statement of comprehensive income. In case of the former, all
items of profit or loss and OCI must be presented in two sections, while the latter requires
the statement of comprehensive income to follow immediately after the statement of profit
or loss. (IFRS Foundation, according to KPMG 2022.)

The US GAAP has a similar definition for comprehensive income and OCI. However, some
specific items classified under OCI of US GAAP are different from those of IFRS. Moreover,
US GAAP used the term “accumulated OCI” (AOCI) to mention the cumulative amount re-
maining in OCI at a specific time which is not a practice under IFRS. The format of the
statement of profit or loss and OCI under US GAAP is like that under IFRS. (FASB, accord-
ing to KPMG 2022.)

Under IFRS 9, financial assets can be classified as measured at amortised cost, Fair Value
Through Profit and Loss (FVTPL), or Fair Value Through Other Comprehensive Income
(FVOCI). Similar classifications might be used for the classification of financial liabilities
under IFRS 9 or the classification of financial assets and liabilities under US GAAP. There-
fore, it is necessary to understand fair value and OCI in advance. The concept amortised

cost will be explained in in this sub-section below.
Impairment

Impairment is another important accounting concept of this Section that has been previously

explained in Section 3.3 of this thesis. In general, permanently reducing the value of an
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asset is an impairment (Tuovila 2023). Assume that a company has booked an asset which
brings an amount of profits, cash flows, or other benefits. When the company tests the future
value of that amount, or the future cash flow of that asset, and discovers that the future cash
flow is lower compared to the current booked value, impairment occurs. In this case, the
impairment loss will be recorded in the income statement, while the value of the impaired
asset will be reduced in the balance sheet (Tuovila 2023). The difference between impair-
ment and depreciation is that the loss from impairment is unexpected, whereas the cost of

depreciation has been considered in advance (Tuovila 2023).

Under IFRS 9 and US GAAP, the impairment is measure by a model called “expected credit
loss” model which allows the recognition of the impairment before the occurrence of the
loss event (IFRS Foundation and FASB, according to KPMG 2022). Consequently, there

will be a certain loss allowance for, for example, expected credit losses on financial assets.
Amortised cost

Amortised cost is a cost of a financial asset or financial liability and is measured in a specific
way. Firstly, the principal repayments of a financial asset/liability will be deducted from its
value at the initial measurement (the value when that financial asset/liability was measured
for the first time). Secondly, a specific method called the effective interest method of any
difference between the initial amount and the amount when the financial asset/liability ma-
ture will be used to combine the cumulative amortisation with the calculation result of the
first step. Finally, for financial assets, the loss allowance explained above will be accounted

in the calculation of the amortised cost. (IFRS Foundation 2023e.)
Hedge accounting

A company might possess several items (assets or liabilities) that are exposed to exoge-
nous risks (risks that the entity cannot control by its own will) due to its business operation
or investments. As a result, the company might face losses, especially in the value or the
cash flow of those items. To protect itself from those losses, the company can designate
one or several derivatives or non-derivatives to a specific item. When a pre-specified risk
happens and causes a loss (or gain) to the value or cash flow of that specific item, the risk
will also cause a change in the value of those derivatives. As a result, the change in the
value of that specific item will be offset by the change in the value of those derivatives,
hence reduces the income volatility of the company. In this case, the asset/liability chosen
to be protected is called “hedge item”, while the derivative or non-derivative designated to

reduce the volatility is called “hedge instrument”. (Singh 2017.)

To sum up, Silvia explains hedge accounting as:
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designating one or more hedging instruments so that their change in fair value offsets

the change in fair value or the change in cash flows of a hedged item.

Silva also listed some risks that a company might face like foreign currency risk, price risk,
inflation risk, and credit risk. An example of hedge accounting can be found in their article

in the list of references.

In summary, some concepts necessary for the understanding of IFRS 9 and its comparable
topics under US GAAP are fair value, OCI, impairment, amortised cost, and hedge account-
ing. After absorbing all the knowledge in this sub-section, the readers might have equipped
themselves with sufficient understanding to begin reading the explanation and comparison

of these accounting standards which start immediately from sub-section 5.2.
5.2 Overview and scope

IFRS 9

IFRS 9 was created to replace its predecessor IAS 39 — Financial Instruments. The latter
was complained by its users to be too complex, inconsistent with their management of busi-
ness and risks, and too late in recognizing the credit losses on some financial instruments.
IFRS 9 is the response to these criticisms. The effective date of IFRS 9 is on or after 1
January 2018, while it is possible to defer the implementation until 1 January 2023 simulta-

neously with the adoption of IFRS 17 for insurers and reinsurers. (PwC 2017b.)

Regarding the scope, IFRS 9 governs all financial instruments except for those which are
specifically excluded from the scope of this standard. Any contract that increases both a
financial asset of one entity and a financial liability or equity instrument possessed by an-
other entity is classified as a financial instrument. Many financial assets and financial liabil-
ities are considered financial instruments, from primary financial instruments like cash, re-
ceivables, and shares in other entities to derivative financial instruments like options, cur-
rency swaps, futures, or forwards. Readers interested can look at the definition of “a finan-

cial asset”,
KPMG 2022. (IFRS Foundation, according to KPMG 2022.)

a financial liability”, and “an equity instrument” in the document provided by

US GAAP comparable topics

According to KPMG (2022), there is no single topic from US GAAP that can be comparable
to IFRS 9 and its predecessor IAS 39. Several topics and sub-topics considered to be rele-
vant to these two standards from IFRS are Subtopic 320-10, Topic 321, Topic 326, Subtopic
505-10, and Topic 860 (FASB, according to KPMG 2022).
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The scope of all those topics and subtopics is similar to that of IFRS 9: all the financial
instruments excluding specifically those outside of the scope. The definition of a financial
instrument is the same as under IFRS 9, while financial instruments also include a wide
range of financial assets and liabilities like its IFRS counterpart. However, one difference is
that while IFRS 9 classifies a contract that will or may be settled in the own equity instrument
of an entity as a financial asset or financial liability, US GAAP does not address this problem.
Moreover, although both IFRS and US GAAP mention residual interest rate in the definition
of equity instruments, the specific details of what comprise a residual interest rate are dif-
ferent under these two global accounting standards. Another difference in the scopes of the
two accounting standards is that IFRS 9 is applied to all financial instruments, no matter a
financial instrument is a security or not, while US GAAP has a specific definition and ac-
counting principles for a “security”. (IFRS Foundation and FASB, according to KPMG 2022.)

5.3 Classification of financial assets

IFRS 9

IFRS 9 uses three measurement categories to classify financial assets on initial recognition:
amortised cost, fair value through other comprehensive income (FVOCI), and fair value
through profit or loss (FVTPL). The classification is based on two factors: the nature of the
contractual cash flows of the financial assets and their business model. (IFRS Foundation
2023e.)
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Figure 2. IFRS 9 criteria for the classification of financial assets (KPMG 2021)

The figure above illustrates the criteria used to classify financial assets. Although the result
does not change regardless of which criterion is used first, these criteria will be analysed
according to the order presented in the figure, from left to right. Firstly, on the first column
on the left, a financial asset is assessed based on the nature of its contractual cash flows
with a model called Solely Payments of Principal and Interest (SPPI). In other words, this
model determines whether the cash flows generated from the contractual terms of a finan-
cial asset on a specific date are solely payments of principal and interest. The IFRS Foun-
dation defines “principal” as the fair value of a financial asset when it is recognized for the
first time (initial recognition), while “interest” reflects credit risk and the time value of money.
While changes of the former might be witnessed over time, the consideration for other risks
and costs for lending and a profit margin can be included in the latter. (IFRS Foundation,
according to KPMG 2021.)

Secondly, the business model which reflects the way a financial asset is managed to gen-
erate cash flows is identified. In other words, the business model determines if a company
manages its financial assets by holding to collect the cash flows, or both holding to collect

the cash flows and selling the financial assets, or other methods. If the business model is



29

held-to-collect, the main objective is to collect cash flows, while selling them to make a profit
is low in frequency and volume. On the other hand, the business model both-held-to-collect-
and-for-sale considers both holding a financial asset to collect cash flows and selling it to
make profits primary aims of management. Finally, other business models include trading,
managing assets on a fair value basis, and maximizing the profits from sell. (IFRS Founda-
tion, according to KPMG 2021.)

Looking at the figure above, firstly, the SPPI test will be used to classify a financial asset. If
it fails the SPPI test, it will automatically be classified as measurement at FVTPL. In case it
passes the SPPI test, its business model will be further examined. If the business model is
held-to-collect, the classification is measurement at amortised cost. If the business model
is both-held-to-collect-and-for-sale, the classification is FVOCI. If the business model of a
financial asset is neither held-for-collect nor both-held-to-collect-and-for-sale, FVTPL is its
classification. (IFRS Foundation, according to KPMG 2021.)

Several important points regarding the classification of financial assets are written in IFRS
9. Firstly, although a financial asset is qualified to be measured at amortised cost or FVOCI,
an entity can designate that financial asset to be measured at FVTPL. Such decision is
irrevocable, while it is only accepted if a measurement or recognition inconsistency is elim-
inated or reduced significantly by the designation. Secondly, reclassifications of financial
assets are not permitted, unless a change in the business model of an entity leads to a
significant difference in its operation. It is expected that these reclassifications will happen

very infrequently. (IFRS Foundation, according to KPMG 2021.)
US GAAP

Whereas IFRS 9 has broad classification categories that can be applied to all financial as-
sets: amortised cost, FVOCI, FVTPL, this does not exist under US GAAP. However, under
US GAAP, certain financial assets are classified using some categories. The classification
categories for debt securities are trading, held-to-maturity, and available-for-sale, while the
classification categories for loans (purchasing loans included) and trade receivables are
held-for-sale and held-for-investment. (FASB, according to KPMG 2022.)

This paragraph explains all the classification categories of financial instruments listed
above. Like IFRS 9, these classification categories based mainly on the management of the
financial assets. Firstly, regarding the classification categories of debts, a trading security
is a security that is bought and held with the primary purpose of selling in the short-term.
Moreover, a mortgage-backed security connected to mortgage banking activities and is held
to be sold in conjunction with them is also classified as a trading security. A held-to-maturity

debt is a debt whose primary method of management is to hold until the maturity date. Debt
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securities that cannot be classified as either trading or held-to-maturity will be classified as
available-for-sale. Secondly, regarding the classification categories of loans and trade re-
ceivables, a held-for-sale security is a security bought to be sold immediately or soon. A
held-for-investment security, however, is a security hold for the foreseeable future or to the
maturity date or payoff (PwC 2022). (FASB, according to KPMG 2022.)

Table 4. Summary table of classification categories of financial assets under IFRS 9 and
US GAAP, based on the content of IFRS Foundation and FASB, according to KPMG (2022)

Accounting Financial as- SPPI test Business Measurement
standards sets (IFRS) model (IFRS) / category
Classification
category (US
GAAP)
Amortised
Pass Held-to-collect
costs
_ . Both-held-to-
Financial as-
IFRS 9 Pass collect-and-for- | FVOCI
sets
sale
_ Other business
Fail FVTPL
model
N/A Trading FVTPL
Held-to-ma- _
N N/A . Amortised cost
Debt securities turity
Available-for- _
US GAAP com- N/A Fair value
. sale
parable topics
N/A Held.f | Specific guid-
eld-for-sale
Loans and ance
trade receiva-
bles Held-for-invest- _
N/A Amortised cost
ment

A summary table is created to summarize the information and compare these classification
categories to those under IFRS 9. In summary, a similarity between IFRS and US GAAP in
the classification of financial assets is that they both use measurement categories like amor-

tised cost and FVTPL. However, as the concepts of SPPI and business model do not exist



31

under US GAAP, this US accounting principle uses classification categories for certain fi-
nancial assets instead. Another difference between these two global accounting standards
is that the measurement category of FVOCI does not exist under US GAAP. However, like
IFRS 9, available-for-sale debt securities are measured at their fair value. The last differ-
ence is that US GAAP has specific accounting guidance for loans and loans held for sale,
while IFRS 9 applies its criteria broadly to all financial assets. (FASB, according to KPMG
2022))

Finally, like IFRS 9, US GAAP allows the irrevocable designation at FVTPL for the initial
recognition of financial assets, but the requirements are different from those under IFRS 9.
Moreover, a significant difference between IFRS 9 and US GAAP is that US GAAP allows
the reclassification of certain financial assets like debt securities, loans and trade receiva-
bles if the management and the ability to holding these financial assets change. However,
the requirements and the frequency required for these reclassifications under US GAAP
differ from those under IFRS 9. (FASB, according to KPMG 2022.)

5.4 Classification of financial liabilities

IFRS 9

Like the classification of financial assets, the classification of financial liabilities is based on
measurement categories. However, there are only two measurement categories applied:
amortised cost and FVTPL. Financial liabilities that are held for trading (derivatives in-
cluded) or decided to be measured at FVTPL when they were recognized for the first time
will be measured at FVTPL. These are two sub-categories for financial liabilities measured
at FVTPL. IFRS 9 does not permit reclassifying financial liabilities. (IFRS Foundation, ac-
cording to KPMG 2022.)

US GAAP

Even though financial liabilities under US GAAP are measured at either amortised cost or
FVTPL like under IFRS, the former does not regulate the classification categories for finan-
cial liabilities. In other words, even though the classification of measurements is the same,
IFRS pre-scribes the conditions for them, while US GAAP does not. Furthermore, there is
no sub-category for financial liabilities measured at FVTPL like under IFRS. However, US
GAAP does not permit the reclassification of financial liabilities, which is a similarity to the
principle of IFRS 9. (FASB, according to KPMG 2022.)



32

5.5 Measurement

IFRS 9

On initial measurement, financial assets and financial liabilities under IFRS 9 are measured
at fair value combined with directly attributable transaction costs. However, financial instru-
ments whose classification measurement category is FVTPL are measured initially at fair
value. Moreover, trade receivables will be measured initially at the transaction price whose
definition is in the revenue standard. (IFRS Foundation, according to KPMG 2022.)

On subsequent measurement, financial assets are measured at either fair value or amor-
tised cost. Financial liabilities that are not measured at FVTPL will be measured subse-
guently at amortised cost. Moreover, IFRS 9 also defines whether to recognize the changes
in the value in OCI or in profit or loss. (IFRS Foundation, according to KPMG 2022.)

US GAAP

On initial measurement of financial assets and financial liabilities, like IFRS 9, US GAAP
also used transaction costs and fair value. However, a difference is that US GAAP uses
cost as a measurement base, which differs from the practices of IFRS (IFRS only uses fair
value). (FASB, according to KPMG 2022.)

On subsequent measurement, financial assets are measured at fair value or amortise cost,
which is similar to IFRS. However, US GAAP uses the lower of cost and fair value to meas-
ure held-for-sale loans and an alternative measurement method for equity securities. These
two factors do not exist under IFRS. Regarding the subsequent measurement of financial
liabilities, financial liabilities are subsequently measured at amortised cost if they are not
measured at fair value. (FASB, according to KPMG 2022.)

5.6 Impairment

IFRS 9
The impairment model of IFRS 9 can be applied to the financial instruments listed below:

e Financial assets measured at amortised costs,

e |nvestments in debt instruments measured at FVOCI,

e Certain loan commitments and financial guarantee contracts issued,
e Lease receivables,

e Contract assets,

e Loans and receivables between entities under common control.
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The impairment model is not applied to reinsurance contracts held. (IFRS Foundation, ac-
cording to KPMG 2022.)

As briefly introduced in sub-section 5.1.3, both IFRS 9 and US GAAP use the expected
credit loss (ECL) model to recognize impairment. In other words, an impairment loss can
be recognized before the occurrence of a loss event. Under IFRS 9, the two measurement
bases under the general approach of the ECL model are the 12-month ECLs and lifetime
ECLs whose use is based on the significant increase in credit risk. If there has been a
significant increase in credit risk since initial recognition, lifetime ECLs will be used to meas-
ure impairment. However, if the criteria for a significant increase in credit risk are no longer
effective, the 12-month ECLs will be used to measure impairment of the same loss and

financial instruments. (IFRS Foundation, according to KPMG 2022.)

IFRS defines “12-month ECLs” as the ECLs resulting from possible default events occurring
to a financial instrument within 12 months since its reporting date. Similarly, “lifetime ECLS”
are all possible default events occurring within the whole life period of a financial instrument.
IFRS does not define “default” and “significant increase in credit risk” but leave the definition

to entities using this accounting standard. (IFRS Foundation, according to KPMG 2022.)
Three factors must be included in measuring ECLSs:

e A probability-weighted amount which can be calculated by the evaluation of a range
of probable events,

e The time value of money,

o Reasonable and supportable information about the past, the present, and the future

events and economic conditions.

Moreover, on initial recognition, some financial assets are already credit-impaired. The
ECLs of these financial assets are measured as the difference in the lifetime ECLs since
they are first recognized in the financial statement. (IFRS Foundation, according to KPMG
2022.)

US GAAP

The financial instruments featured in the scope for impairment of US GAAP are similar to
those under IFRS to some extent. For example, the ECL model of US GAAP can be applied

to:

¢ Financial assets measured at amortised cost,
e Net investments in leases,

e Contract assets,
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e Certain loan commitments and financial guarantee contracts issued (those not clas-

sified as insurance or derivatives).

However, the ECL model under US GAAP also covers other off-balance sheet credit expo-
sures, while there is a separate credit loss model applied to available-for-sale debt securi-
ties. These two factors are different from the principles of IFRS. (FASB, according to KPMG
2022))

Different from IFRS, US GAAP only uses one measurement base for its ECL model: the
lifetime ECLs approach used throughout the life period of a financial asset. Therefore, it is
not necessary to assess whether there has been a significant increase in credit risk of a
financial asset. Moreover, under US GAAP, there is no definition for “lifetime ECLs”, “12-
month ECLs”, or “default”, while the “significant increase in credit risk” is not a measurement
indicator for ECLs. For the measurement approach for available-for-sale debt securities, it
requires the recognition of impairment in profit or loss only when the loss event happens,
which is different from the ECL model. (FASB, according to KPMG 2022.)

Regarding the measurement of ECLs, IFRS 9 requires three factors: an unbiased and prob-
ability-weighted amount, time value of money, and reasonable and supportable information
of the past, present, and future economic conditions. Under US GAAP, only the last factor
is required, while the two first factors are permitted but not compulsory. Moreover, there is
no concept of financial assets that are credit-impaired on initial recognition, but it uses the
concept of purchased credit deteriorated (PCD) assets instead. (FASB, according to KPMG
2022.)

5.7 Hedge accounting

As hedge accounting is a complicated topic, it will be analysed in smaller sub-sections. To
make the thesis concise while still provide sufficient information of the accounting stand-
ards, some information like hedge items, hedge instruments, and requirements for hedge
accounting will be discussed in detail, while other information like hedge accounting models

will be described only briefly.
1. Overview and hedge accounting models

IFRS and US GAAP share many similarities regarding the overview of hedge accounting
and its models. Firstly, an entity can practice hedge accounting voluntarily which enables it

to use a different basic from the that otherwise regulated in either IFRS or US GAAP to
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selectively measure its assets, firm commitments, and liabilities. Moreover, with hedge ac-
counting, the recognition of gains or losses on derivatives in profit or loss can be deferred.
(IFRS Foundation and FASB, according to KPMG 2022.)

Secondly, both IFRS and US GAAP use three models for hedge accounting:

¢ Fair value hedges of fair value exposures,
e Cash flow hedges of cash flow exposures,
¢ Net investment hedges of foreign currency exposures on net investments in foreign
operations.
However, although all three hedge accounting models are used, the requirements of apply-
ing them are different under IFRS and US GAAP. (IFRS Foundation and FASB, according
to KPMG 2022.)

2. Criteriafor hedge accounting
IFRS 9

Under IFRS 9, an entity can only used hedge accounting if all three conditions are met.
Firstly, only eligible hedging instruments and hedged items are included in the hedging re-
lationship. Secondly, when the hedging relationship is first recognized, the formal designa-
tion and documentation of it and the risk management objective and strategy of an entity
for applying the hedge are available. Such documentation explains the hedging instrument,
the hedged item, the hedged risk, and the assessment of the hedge effectiveness. Finally,
all requirements for hedge effectiveness are satisfied by the hedging relationship. (IFRS
Foundation, according to KPMG 2022.)

US GAAP

Similar to IFRS, US GAAP uses three requirements described above for all three models of
hedges. However, differences exist in the details of these two accounting standards. Firstly,
regarding the hedged risk, the definition of a risk eligible to be hedged is different. Secondly,
regarding the formal documentation, US GAAP uses both prospective and retrospective
assessment of hedge effectiveness, while IFRS only assess hedge effectiveness prospec-
tively. Moreover, the time of documenting the hedging relationship is longer under US
GAAP. Finally, the requirements for hedge effectiveness are different under these two
global accounting standards. (IFRS Foundation and FASB, according to KPMG 2022.)



36

3. Hedged items and hedging instruments
IFRS 9

Firstly, regarding hedged items, an entity can choose an item in its entirety or only a com-
ponent of an item to be the hedged item. That item must be exposed to a specific risk(s)
selected to be hedged and is reliably measured. For example, a hedged item can be rec-
ognised assets or liabilities, firm commitments that have not been recognized, net invest-
ments in foreign operations, and aggregated exposures which is a mix of non-derivative
exposure and a derivative exposure. An investment in equity instrument can be designated
as a hedge item. (IFRS Foundation, according to KPMG 2022.)

Secondly, regarding hedging instruments, some contracts between the reporting entity and
an external party are qualified to be hedging instruments. These include all derivatives
measured at FVTPL and certain non-derivative financial assets and non-derivative financial
liabilities. However, the use of derivatives measured at FVTPL is subject to some limitations:
written options and derivatives embedded in hybrid contracts without separate accounting
cannot be used as hedging instruments. However, written options that are designated to
offset purchased options are qualified to be a hedging instrument. (IFRS Foundation, ac-
cording to KPMG 2022.)

US GAAP

Firstly, regarding the qualifying of hedged items, the requirements and the items that can
be designated under US GAAP are similar to those under IFRS. However, different from
IFRS, US GAAP does not allow the designation of aggregated exposures or an equity in-
vestment as hedged item. (FASB, according to KPMG 2022.)

Secondly, when it comes to qualifying hedging instruments, bot similarities and differences
exist between IFRS and US GAAP. Regarding similarities, US GAAP also allows the use of
all derivatives measured at FVTPL as a hedging instrument. Moreover, derivatives embed-
ded in hybrid contract without separate accounting cannot be used as a hedging instrument.
The two differences are: the designation of written options is not limited (even though there
are additional hedge criteria), and non-derivative can only be used as hedging instruments
for certain hedged items. (FASB, according to KPMG 2022.)
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4. Discontinuation of hedge accounting
IFRS 9

When the criteria for hedge accounting are not satisfied by a hedging relationship, an entity
will discontinue hedge accounting prospectively. IFRS does not allow voluntary discontinu-
ation when the qualifying criteria are still effective. (IFRS Foundation, according to KPMG
2022.)

US GAAP

When a hedging relationship does not meet the qualifying requirements for hedge account-
ing, an entity reporting under US GAAP will stop practicing hedge accounting. This is a
common point between US GAAP and IFRS. However, entities reporting under US GAAP
can discontinue hedge accounting voluntarily even if the qualifying criteria are still effective.
(FASB, according to KPMG 2022.)
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6 Data collection and analysis methods
6.1 Data collection method

This part of the thesis justifies the reasons behind the method of collecting empirical data.
It does this by explaining three factors: the case company, the semi-structured interview

method, and the quality and confidentiality of data as in the prelisted order.
Definition and introduction to the case company

In this research, a case is defined as an insurance or reinsurance company that is or has
finished transferring from US GAAP to IFRS. Even though it is more critical to study the
phenomenon with many companies, due to several reasons, only one case is studied in this

research.

The first reason is that the case can be argued to be a critical case based on its size. The
company chosen to be studied is a global (re)insurance company with more than 70 offices
worldwide and more than 120 years of experience in the insurance industry. In 2022, its net
premium written was more than 39 billion USD, while its total revenues exceeded 43 billion
USD. The net income attributable to common shareholders and the Basic Earnings per
share for the same year were more than 450 million USD and more than 1.45 USD, respec-
tively. Regarding financial health, in 2022, both the Return on Equity and Return on Invest-
ment ratios exceeded 2.0%. Because of the giant size of this global insurer, many factors
can be study to gain more insights of the phenomenon. Secondly, for practical reasons, it
is more time-saving and efficient to study one case deeply than studying many companies
in the short duration of the research implementation. These are the two among four reasons

to justify the application of single case study, according to D O’Gorman & Maclintosh (2015).

Regarding the transition from US GAAP to IFRS, the case company has been doing finan-
cial reports under US GAAP in the past. However, within 5 years ago, it decided to adopt
IFRS for the consolidated financial statements starting from a pre-selected effective date.
For confidential reason, the effective date of reporting under IFRS will not be publicized in
this thesis. However, it is a recent year, and current information regarding accounting stand-
ards like IFRS 9 and IFRS 17 are very relevant as they are the focus of the case company

during the transition.
Semi-structured interview method

To compensate for the small number of cases, the data was collected through having a

semi-structured interview with three professionals working in the project of transferring from
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US GAAP to IFRS of the case company. As a result, the data collected will be more versa-
tile, while the problem will be studied more holistically. Moreover, to ensure the study is
holistic, the interviewee chosen had expertise in different aspects of the transfer: one work-
ing in the investment side and IFRS 9, one working in accounting and IFRS 9, and one
working with IFRS 17. The role of each interviewee will be discussed in more details in

Section 7 — Empirical data collection.

The semi-structured interview method was chosen to study the cases for several reasons.
Firstly, to collect insightful and diverse information to explain a phenomenon, the most ef-
fective way is to interview professionals in the field (D O’Gorman & Maclntosh 2015). How-
ever, because focus groups are hard to organize and offer less control for the interviewer,
using a 1-on-1 interview with the professionals will be more feasible (D O’Gorman & Mac-
Intosh 2015). Secondly, the semi-structured interview was chosen because it is not time-
consuming and without clear direction like the unstructured interview method. Furthermore,
unlike structured interviews, it allows feedback from interviewees and opens opportunities

for deeper but unplanned discussion about the topic (D O’Gorman & Maclntosh 2015).
Data quality and confidentiality

Firstly, regarding the quality of data, the interviews were recorded with the consent of the
interviewees. The recordings were revised and combined with note taking from the thesis

author to ensure that the data collected is as objective as possible.

Secondly, regarding confidentiality, as per the requests of the case company, all information
regarding the case company and the three professionals will be published anonymously.
Therefore, there will be no information on, e.g., the company name or the name and the title
of the interviewees. The company will be mentioned as “Company X” or “(Re)insurer X”,
whereas all interviewees will be mentioned as “he” in this thesis. Moreover, as there was
another accounting framework used internally by X, this framework will be mentioned as “A”

in the thesis.
6.2 Data analysis method

After collecting empirical data, the thesis worker discovered that each interviewee men-
tioned many factors of the phenomenon and expressed their opinion or knowledge of those
factors. As each of these factors describe an aspect of the phenomenon, combining them
into themes and derive conclusions from them will give a general picture of the transfer and
help understand it deeply. As a result, the suitable data analysis method for this thesis is

the Thematic Analysis, because it is very effective to archive the data analysis aim.
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In short, Thematic Analysis is a flexible and accessible approach to analyse large sets of
qualitative data, regardless of the research method and philosophy. The process includes
coding qualitative data into comprehensive codes, then categorize those codes into themes
(or a category consists of codes with highly related content) and recognizing patterns or
relationships among those themes. The result of that analysis process is rich descriptions,
explanations, and new theories. For data codes, a unit of data which is a coded extract of

data will be used to describe or explain the code. (Saunders et. al. 2016.)

The data analysis process of this thesis will follow the procedures described above and will
be conducted manually. In this thesis, a unit of data is a sentence or a group of phrases
which is taken from the transcript of the interview to explain or express the idea surrounding
the coded data. In case there is any contradiction or similarity between the answers of the

interviewees, they will also be analysed in this thesis.
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7 Empirical data collection

This part includes the interview answers of all interviewees. Three main questions in the

interviews address all the aspects needed to be researched:
1. Why did insurer X decide to transfer from US GAAP to IFRS? (Motivation)
2. What challenges did X face during the transition from US GAAP to IFRS? (Problem)

3. What are some solutions that have helped X overcome those problems? (Solution)
7.1 Interviewee 1 — Investment technical support

The first interviewee is a technical support for a team working on IFRS. He worked mostly

on the investment side and dealt with IFRS 9 — Financial Instruments.

For the first question, the interviewee gave an interesting context of why X used US GAAP
in the first place. As a big (re)insurance company, X considered its actions towards share-
holders important. To increase the stock price, it needed more liquidity, and it needed more
money invested in the company from the investors. Therefore, to get more liquidity, it de-
cided to be listed in the US Stock Exchange which required it to report under US GAAP as

a result.

Next, he explained that one reason for the change was for reporting simplification. Under
US GAAP, balance sheet and profit and loss statement were very structured, while it was
less structured under IFRS. Another reason was to align more with competitors, as many
insurers had either adopted IFRS or were moving towards it. If X wanted to be comparable
to other companies, it needed to transfer to IFRS. The last reason he gave was that IFRS
was widely used by many companies in the present (he gave the number of 80-90% of

companies as an illustration).

For the second question, firstly, he gave a problem of system gap. When the accounting
standards were replaced, new modules for reporting and accounting needed to be setup.
However, it was not clear how everything should be setup. Moreover, he mentioned the
problem of understanding these accounting standards. As US GAAP was rules-based while
IFRS was principles-based, X must decide where to go and how to interpret IFRS to bring
the best fit to the company. Sometimes, on the audit side, it was wondered if some decisions
of X were allowed under IFRS. One aspect of the transfer —the IT (Information Technology)
system, was not a big problem according to him. The reason was because the change from
US GAAP to IFRS was not huge but only the inputs and outputs were different. As a result,

the change in the IT system did not affect the workflow of the people.
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Regarding investment reporting on the profit and loss side, he explained that there was no
dramatic change, as the change was primarily in the technical side of accounting. He also
mentioned that when doing reporting under IFRS, comparable numbers from the previous
year must be presented. This was also a factor necessary during the transfer. Finally, when
asked about the cost of the implementation of the transfer, he answered that the costs were

much higher, but he did not know the exact number or detail.

For the last question, given his position, he answered that it was beyond his responsibilities
to answer this question. Therefore, no data from this interviewee was collected for this ques-

tion.
7.2 Interviewee 2 — Investment and IFRS 9 expert

The second interviewee had an accounting background and had worked on the IFRS project
for two years. Before moving to X, he had approximately 10 years of working experience in
a global accounting and auditing company. When he was working on the IFRS project at X,
his team focused mostly on the investment side and IFRS 9. Therefore, he could be con-

sidered as an expert in the IFRS implementation.

For the first question, the second interviewee gave four reasons. Firstly, all the peers of X
were reporting under IFRS while X was not. Therefore, it was very important for X to be
comparable to its peers. Secondly, certain local entities of X were required to report under
IFRS for their local regulations. Therefore, if X changed the systems for local entities, it was
reasonable to conduct the change to the whole group. Finally, beside US GAAP, X used a
framework to report internally its financial results. For confidential reason, this framework
will be called “A”. While X used both US GAAP and A for external and internal reports re-
spectively, IFRS had many similarities with A. Therefore, X decided to adopt IFRS which
could replace both US GAAP and A and could be used for both external and internal report-
ing. Finally, as US GAAP was rules-based but IFRS was principles-based, X could be more

flexible with its financial reporting.

For the second question, he provided rich information on the problems that X faced during
the transition. The first problem lied in understanding and applying new IFRS standards on
portfolios of X. As IFRS 17 was a new standard, it was difficult to know where and how to
book in the real world. The second problem was the integration of the IT system. Before,
when X used US GAAP, there were many subledgers for the purpose of accounting and
inputting data. When it transferred to IFRS, new subledgers must be built in the IT system
which was a new project individually. However, the system did not function as well as ex-

pected, especially regarding insurance liabilities (the investment side was working well
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though). He clarified that, understanding IFRS 9 was not a problem anymore, as they knew
clearly what to book and where to book, but the system did not work smoothly. This contra-
dicts the data collected from interviewee 1 who stated that the problem lied in understanding
the standard, not in the IT system. The contradiction will be resolved in part 8 — Empirical

Data Analysis of this thesis.

Besides the problems above, the second interviewee gave some insights on the manage-
ment of people as a challenge. Because of the size of the transfer project, many new people
were needed. The people selected did not need to have experience in IFRS in advance,
but it was sufficient if they had potentials. In case of this interviewee, he had more experi-
ence in accounting rather than working with financial instruments, but he transited to the
team because he was eager to learn new thing. The problem was to manage many people
and involving management on a big project which was a failure in the opinion of this inter-
view. Furthermore, according to him, another problem was adjusting processes. After un-
derstanding the standards and knowing what to book with the subledgers, it was necessary
to apply those understanding with the real situation of X. Some processes must be adjusted
to cope with this requirement. Finally, regarding the costs of implementation, he thought
that X was overspending. The project was not deliverable, while many people were booking

manually in the system. The company was in a worse shape than what they expected.

However, X found some solutions to overcome the challenges listed above. Firstly, to ad-
dress the problem of the IT system, X started to decrease the level of requirement for the
integration. In this case, it used MVP — minimum viable product. In other words, although
the product of a project did not have all functions desired at the beginning of the project, it
was still accepted as long as it satisfied the minimum requirements for its functionality. Sec-
ondly, regarding the problem of managing the people and involving management, status
like who was working and who was leaving was provided to the management to change
people in the project. Moreover, a plan B implemented was to use external advisors for
IFRS booking.

Another solution addressing the management problem was to use agile management. Ac-
cording to this interviewee, agile management meant one goal would be broken down into
smaller goals. Instead of achieving the original big goal in a long period of time, the team
would try to achieve smaller goals in one or two weeks. They did this by having meetings
weekly and moved on to another goal if the pre-selected goals for that week was not
achieved. Finally, to explain another solution to the malfunctioning of the IT system, he
mentioned manually booking and outsourcing and using external advisors. Outsourcing was

used especially for building the system, while he further explained manually booking. Under
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IFRS 9, some financial instruments would be measured at fair value, and the change in the
value would be record in the profit and loss (P&L). However, when the system did not work
properly, it would not measure the fair value correctly or would record the change in OCI
instead of P&L. X solved this by having people manually book these transactions into the

system.
7.3 Interview 3 — IFRS 17 and “A” expert

The last interviewee was an expert working on framework A and IFRS 17. He gave insights

on the phenomenon from the perspective of working with these standards and frameworks.

For the first question, he explained that the major reason for adopting IFRS from US GAAP
was comparability. IFRS 17 was issued in 2017, and many competitors of X were already
in IFRS. Therefore, X decided to adopt IFRS so that everything would be on the same level
with its competitors. As X was a late adopter of IFRS compared to its competitors, this
brought both advantages and disadvantages. Regarding advantages, X would observe the
mistakes of others and make better decisions for themselves. On the other hand, one dis-
advantage that X faced was the impact on its share price. This happened because X was
still providing financial data under US GAAP, while people were not interested in US GAAP
anymore. He illustrated this point by informing that the share price targets had reduced two
times for the year 2023, but competitors who had started IFRS already in 2023 witnessed

a huge increase in financial profits.

For the second question, he stated that there was still a lot of work needed to be done
regarding IFRS 17. The problem was that as X moved closer and closer to the deadline of
the project, it needed to cut its demands for the product time by time. As a result, instead of
a full product which had been expected from the beginning, the product then was a minimum
viable product (MVP). However, according to him, the good news was that (implementing)
IFRS 17 was better than anyone else (perhaps he was referring to the competitors or people
working with different standards from X), because it was similar to the accounting framework

A used internally by X in the past.

The second problem was the technical aspect of IFRS 17, especially in risk adjustment
(RA). Firstly, the concept of RA did not exist under US GAAP or framework A before. Sec-
ondly, it was difficult to find the interval of confidence for RA which indicated in percentages
how confident that a risk would happen. He gave an example of a market research con-
ducted by a business consultant about the impacts of IFRS 17 on insurers and reinsurers.

The research showed that some calculated the interval of confidence for RA as 90%, while
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others calculated it as 60%. In this case, he explained, the one with 60% interval of confi-
dence would benefit more because the risk was lower, while differences in the percentages
were a challenge. Thirdly, one problem was to apply RA. To apply RA, X would bundle
insurance contracts from different businesses together and apply RA to all of them. How-
ever, as each contract was specific and different, this led to the difficulty of applying RA and
a reduction in accuracy. This was also considered as a technical problem of IFRS 17, ac-

cording to him.

Other problems that X faced during the transition was related to the people working in the
reporting. As these people had been used to working with US GAAP, the huge difference
between US GAAP and IFRS was a challenge for them. Moreover, IT system was a prob-
lem, as a different system needed to be used and built from the scratch. It was necessary
to use MVP for the IT system, he said. However, he positively believed that X was on track,
even though compared to US GAAP, IFRS was “definitely harder”. Generally, he believed
in the benefits brought by IFRS: improving the financial results, easier to be used by ana-
lysts partially because of the presentation of the balance sheet, and more transparent than
US GAAP.

To answer the third question about the solutions, he gave two solutions. The first solution
was an educational event that would happen for a whole working week. During this week,
information regarding IFRS and the transition would be presented. Employees could partic-
ipate in this event, online or offline, from different offices. There might be two sessions with
the same content happening at different times which allowed employees to participate with
flexibility. Moreover, recording might be available. As the event happened many times dur-
ing a year, employees could use any suitable opportunity to update their knowledge of IFRS
and the current situation. The second solution was the simplification of the wants of the
managers regarding the final product. There were experts in the committees that would

approve the products of a project, and these experts demanded simplicity in general.
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8 Data analysis result
8.1 Coding empirical data

Because the phenomenon is researched from there aspects: motivation, problem, and so-
lution, they will be used to code and analyse empirical data. Codes related to motivation will
start with MTV which stands for motivation, while codes categorized under the problem or
solution of the phenomenon will start with PRB and SOL, respectively. A summary table of
all codes, the explanation of those codes, and the unit of data will be presented in Appendix

1. In summary, 18 codes were created from the answers of all three interviewees.

Before these codes are grouped into themes and analysing those themes, there should be
some comments on the differences and similarities of the answers of the interviewees.
Firstly, regarding the contradictions, the biggest contradiction lies in the answers of inter-
viewee 1 and interviewee 2. While the former stated that the problem was not the IT system
but the understanding of the accounting standards, the latter stated otherwise. In this case,
the thesis worker decided to consider IT system as a problem in the transition as according

to the second interviewee.

The reason is because the responsibility of the second interviewee was broader and more
aligned with the transfer from US GAAP to IFRS. Because all interviewees worked in differ-
ent positions with different responsibilities, the differences between their answers had been
expected. However, as the first interviewee worked on the investment side as a technical
support, while the second interviewee dealt with the implementation of IFRS of a whole
group, the perspectives of the latter should be used to analyse the general phenomenon.
Moreover, when asked whether understanding the standards or the IT system was the prob-
lem (because the second interview happened before the first), he stated that it was the IT
system. Although X fully understood the requirement of IFRS 9, the system did not work

properly as expected.

Secondly, regarding the similarities among the data, each interview shared similar infor-
mation on the same topic. For example, all interviewees answered that the comparability
with the competitors were an important factor for the transition, while they all mentioned IT
system as a crucial aspect of it. These similarities will be helpful in grouping the codes into

common themes.
8.2 Finding themes among codes

Based on the information provided by each code, 10 common themes were created. Some

themes contain several codes with similar content, while other themes have only one code
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with specific content. From the perspective of three aspects, the number of codes for moti-

vation, problem, and solution is two, five, and three, respectively.

Problem Solution

4{ PRB_UDS H PRB_CST }—

Motivation

SOL_MvP Project Management
SOL_MNG I
SOL_AGI

SOL_ouT

............. { PRB_ITS H PRB_HMR

R = } PRB_ADJ H PRB_NNG

[ — - PRB_AST

Knowledge &
Application
Technological . i
chalenge o

Figure 3. Grouping codes into themes

Adaptation Strategy

Global Context

Internal Training

SOL_MAN

SOL_EDU

The thesis includes only the analysis of these codes and themes. However, the meaning of

these themes is further explained in the Appendix 1 of this thesis.
8.3 Empirical data analysis result

From 18 codes and 10 themes generated form the empirical data, it would be said that the
phenomenon is very complex. However, it is more effective to break down the phenomenon
into three aspects and analyse it with those three aspects: motivation, problem, and solu-

tion.

For the first aspect, one primary source of motivation is the benefits brought by the adoption.
If the case company transfers from US GAAP to IFRS, it will be more comparable to its
competitors who are either using IFRS or moving towards it. And as stated by the third
interviewee, analysts are interested in IFRS more than US GAAP. Another benefit is the
simplification of financial reporting, as principle-based IFRS will allow more flexibility in re-
porting than rules-based US GAAP. Moreover, as the case company used two accounting
standards externally and internally at the same time, adopting IFRS will unify its accounting
system and might help reduce its complexity. Another source of motivation is the global
implementation of IFRS. As the case company transferred to IFRS for its local branches, it

was beneficial to transfer for the whole group also.
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For the second aspect, it can be concluded that the case company faced many complex
problems. Firstly, the IFRS accounting standards were new and very different from US
GAAP. Therefore, it took a lot of effort to understand them and to apply them into the real
portfolios of the case company. Secondly, however, even after the case company had un-
derstood the accounting standards like IFRS 9, the IT system was a big problem because
it did not function properly with new subledgers and data from IFRS. This required more

money and effort for manually booking and use of external advisors.

Thirdly, managing the people working at the transfer project was another problem, as many
people were involved, while it was hard to include management in the project. The fourth
problem is also related to the people working at reporting who had been used to using US
GAAP. Because IFRS was significantly different from US GAAP, it was a difficult for them
to adjust to the new standard. Finally, the implementation of IFRS resulted in high costs but
could not deliver products as good as what had been expected. Many people were manually

booking, whereas the level of requirement for the products needed to be reduced.

Moving one step further from the themes and codes, it can be witnessed that the transition
from US GAAP to IFRS is a complex problem. Firstly, regarding the theoretical framework,
the transition requires broad and deep knowledge of many topics. In this research, the the-
sis included information of the insurance industry, IFRS and US GAAP, and IFRS 17&9
from IFRS and their comparable topics from US GAAP. Although each of these subjects
contains a lot of information, they are only a small portion of all the knowledge required for
the transition. Moreover, they only stay as theories which implies more complex problems

when being applied into the real situation of a company.

Secondly, regarding the empirical data, many people are affected by the transition, while
many of them could only work on a specific part of the transition and not the whole picture.
For example, all three interviewees were from different departments and focused on a dif-
ferent topic of IFRS. There were differences and limitations in their viewpoints, which could
be derived from the transcript of the interviews. Furthermore, there were still many things

needed to be done, even though the transition had been started for a long time.

To cope with its challenges, the case company reached multiple solutions from different
aspects. Firstly, regarding project management, the management decided to decrease the
level of requirement for the products which led to the acceptance of MVP. Moreover, to
solve the difficulty to manage a lot of people, the status of the people working and leaving
the project was updated continuously so that changes could be made on time. One highlight

on project management solutions is the implementation of agile management which enables
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problem-solving and communication on a shorter period. Secondly, related to the techno-
logical problem with the IT system, X outsourced its workforce and had people manually
booking as two adaptation strategies. Finally, realizing the importance of transferring the
knowledge to the people, X held an education week multiple times per year to give infor-
mation. Through training sessions, employees could understand the IFRS accounting
standards more and the benefits and status brought by the transition. Many options of par-

ticipation and recording were provided to enable the participation of employees.

To summarize, despite many challenges and the complex of the transition, X had good
motivation to transfer from US GAAP to IFRS and has arrived at multiple solutions to over-
come those challenges. As a result, many parts are working properly like the understanding
of IFRS 9, the investment side, and the implementation of IFRS 17. The progress of IFRS
17 was on track, while the second interviewee believed that they had to successfully transit
to IFRS by the pre-specified time. The implementation of IFRS is believed to bring many
benefits to the consolidated financial statements of X.
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9 Conclusion

In conclusion, there are two current accounting standards implemented on the global scale:
United States Generally Accepted Accounting Principles (US GAAP) and International Fi-
nancial Reporting Standards (IFRS). The former is regulated by the Financial Accounting
Standards Board (FASB) and is used mostly in the US, while the latter is governed by the
International Financial Reporting Standards Foundation and implemented by over 140
countries around the world. Because the differences between these two accounting stand-
ards cause problems to both companies and investors, companies might wish to transfer
from US GAAP to IFRS.

This research studied the transition from US GAAP to IFRS of a case insurance and rein-

surance company. It did this by studying the phenomenon from three aspects:

e Motivation — why insurers and reinsurers decide to transfer from US GAAP to IFRS,
e Problem — the challenges insurers and reinsurers faced during the transfer, and
e Solution — the solutions came up by the insurers and reinsurers to encounter their

problems.

The research shed light on the phenomenon by providing a theoretical framework and col-
lecting and analysing empirical data. On one hand, the theoretical framework introduces the
concepts of insurance and reinsurance and compares US GAAP and IFRS on a general
basis. Moreover, as two most important accounting standards of the transition are IFRS 9
and IFRS 17, these accounting standards and their comparable topics from US GAAP will
be discussed in the theoretical framework. On the other hand, the empirical data was col-
lected through having three semi-structured interviews with three experts in one case com-

pany. The data was analysed using the Thematic Analysis approach.

In summary, insurance is a form of protection from risks, as insurance companies will pay
policyholders claims when the risk specified in the insurance contract occurs. It existed
thanks to two major factors: risk pooling and statistics/probability. There are many types of
insurance, but the main types are property and casualty, life and health, and health insur-
ance. On the other hand, reinsurance is a form of insurance for insurance companies to
protect them from their insurance contracts with policyholders. The insurance industry is
considered safe compared to other industries within the financial sector, while its size is big

regarding the income and the employment data.

IFRS 17 and IFRS 9 are the two most important accounting standards in the transition. The

scope of IFRS 17 features insurance and reinsurance contracts, while some important con-
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cepts under IFRS 17 are the definition of an insurance contract, the separation of compo-
nents, the recognition of insurance contracts, level of aggregation, and the measurement of
profit and loss. IFRS 9 governs the financial instruments like financial assets, financial lia-
bilities, and equity instruments. Its content includes the classification and measurement of
financial assets and financial liabilities, impairment, and hedge accounting. Other concepts
like Other Comprehensive Income (OCI) and Fair Value were introduced also in the expla-
nation of IFRS 9 of this thesis.

Regarding empirical data, the interviews yielded rich information of the phenomenon which

generated 18 codes and 10 themes. The data analysis gave the conclusions as below.

Table 5. Conclusion

Aspect Conclusion

1. Motivation: why did the case e Benefits brought by the transition: fi-

, nancial reporting simplification, com-
company transit from US GAAP P g P

parability to peer competitors, and

to IFRS?
unification of internal and external
accounting standards
e The global usage of IFRS
2. Problem: What challenges did e Understanding and applying new
the case company face during IFRS accounting standards

the transition? _ _
e The integration of the IT system

¢ Project management challenges

e Human resources used to report un-
der US GAAP

e High costs of implementation

. ) Reducing the requirement level for
3. Solution: How did the case com- ° 9 9

the deliverables and accept a mini-
pany overcome those chal-

lenges? mum viable product
e Agile management

e Outsourcing

e Manually booking in the system

e Internal training of employees
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Critical Examination

If the complex of the phenomenon and the research process are considered, it can be con-
cluded that the research objective was achieved. However, many limitations exist, while it

is beneficial to conduct further research on this phenomenon.

Firstly, regarding the achievement of the research objective, the research aims to study the
phenomenon from three aspects: motivation, problem, and solution. It achieved that aims
by having three interviews with three experts working on the transition in one case company.
As the interviewees are knowledgeable and have diverse backgrounds, the empirical data

collected is rich, insightful, and diverse.

However, limitation exists because of many reasons. Firstly, the researcher might be biased
during the research process because of his own cognition and perception. Moreover, mis-
takes might happen because the researcher was inexperienced in conducting research,
even though he had conducted interviews before. Secondly, the resources used for this
thesis was limited, mostly the human resources. Because there was only one researcher,
mistakes might happen, or the research might not arrive at the best possible outcome. Fi-
nally, as this phenomenon is complicated, having only three interviews within on case com-
pany might not provide sufficient information on the phenomenon. Therefore, it would be
valuable if further research is conducted on several different companies to generate more

data and make insightful comparisons.
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Appendix 1: Explanation of codes and themes

Table 1. Codes and explanation of codes

Aspect Code Code explanation | Unit of data
MTV_SPL | Simplification of fi- | Under US GAAP, bal-
nancial reporting ance sheet and profit
and loss statement
were very structured,
while it was less struc-
tured under IFRS
, MTV_CPR | Comparability to Another reason was to
Motiva- : . .
tion peer competitors gllgn more W|th_ compet-
itors, as many insurers
had either adopted
IFRS or were moving
Intervi towards it
n er"l'e""ee MTV_GLB | Global use of IFRS | IFRS was widely used
by many companies in
the present
PRB_UDS | Understanding the | X must decide where to
accounting stand- | go and how to interpret
ards IFRS to bring the best fit
to the company
p PRB_ITS IT system New modules for report-
roblem . )
ing and accounting
needed to be setup
PRB_CST | Costs of transfer- The costs were much
ring from US higher, but no details
GAAP to IFRS given
MTV_CPR | Comparability to It was very important for
peer competitors X to be comparable to
its peers
MTV_LCL | Branches adopting | Certain local entities of
IFRS for local re- X were required to re-
quirements port under IFRS for their
local regulations
Motiva- MTV_UNI | Unification Qf us X decide_d to adopt
tion GAAP and internal | IFRS which could re-
. framework A place both US GAAP
Interviewee
2 ______ __fand A
MTV_SPL | Simplification of fi- | As US GAAP was rules-
nancial reporting based but IFRS was
principles-based, X
could be more flexible
with its financial report-
ing
PRB_ITS IT system Building new subledg-
ers, and the system did
Problem

not function as well as
expected




PRB_UDS

Understanding the
accounting stand-
ards

IFRS 17 was a new

standard, it was difficult
to know where and how
to book in the real world

PRB_AST

Technical aspect
of the accounting
standards

The first problem lied in
understanding and ap-

plying new IFRS stand-
ards on portfolios of X;

new models

PRB_MNG

The management
of projects and
people

The problem was to
manage many people
and involving manage-
ment on a big project
which was a failure

PRB_ADJ

Adjusting pro-
cesses

After understanding the
standards and knowing
what to book with the
subledgers, it was nec-
essary to apply those
understanding with the
real situation of X

PRB_CST

Costs of transfer-
ring from US
GAAP to IFRS

X was overspending.
The project was not de-
liverable, while many
people were booking
manually in the system

Solution

SOL_MVP

Minimum viable
product, reducing
requirement level

To address the problem
of the IT system, X
started to decrease the
level of requirement for
the integration

SOL_MNG

Solution of manag-
ing people

Status like who was
working and who was
leaving was provided to
the management to
change people in the
project

SOL_AGI

Agile management

Having meetings weekly
and moved on to an-
other goal if the pre-se-
lected goals for that
week was not achieved

SOL_OUT

Outsourcing, using
external advisors

Outsourcing was used
especially for building
the system

SOL_MAN

Manually booking
data into the sys-
tem

When the system did
not work properly, X
would have people
manually book these
transactions into the
system

Interviewee
3

Motiva-
tion

MTV_CPR

Comparability to
peer competitors

The major reason for
adopting IFRS from US




GAAP was comparabil-
ity

PRB_AST

Technical aspect
of the accounting
standards

Risk adjustment, inter-
val of confidence, bun-
dling insurance con-
tracts from different
businesses

Problem

PRB_HMR

Human resources,
the people working
at the reporting

As these people had
been used to working
with US GAAP, the
huge difference be-
tween US GAAP and
IFRS was a challenge
for them

PRB_ITS

IT system

A different system
needed to be used and
built from the scratch

Solution

SOL_EDU

Educational events

An educational event
about IFRS and the
transition that would
happen for a whole
working week

SOL_MVP

Minimum viable
product, reducing
requirement level

The simplification of the
wants of the managers
regarding the final prod-
uct

Motivation

Global Context

Problem

‘ ‘ PRB_CST

4{ PRB_UDS

............. «| PRB_ITS

‘ ‘ PRB_HMR

} PRB_ADJ

}i
},
|

‘ ‘ PRB_MNG

Knowledge &
Application

Technological -
Challenge Project Management

Figure 1. Grouping codes into themes

PRB_AST
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SOL_MNG
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SOL_EDU

Solution

Project Management
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Internal Training

SOL_ouT

SOL_MAN

The figure above describes themes and the relationship between codes and themes. For

the motivation aspect, the first theme is benefits which comprises of MTV_SPL, MTV_CPR,
and MTV_UNI. This theme refers to the benefits of adopting IFRS from US GAAP: reporting



simplification, comparability with peer competitors, and the unification of two accounting
standards used in the past. The second theme under motivation is Global Context which
includes MTV_GLB and MTV_LCL. This theme refers to the global usage of IFRS that

serves as a motivation for the transition.

The first theme of the problem aspect, Knowledge and Application, refers to the challenge
of understanding accounting standards of IFRS and applying them into the real, specific
situation of the case company. Three codes belong to this theme are PRB_UDS, PRB_ADJ,
and PRB_AST. The second theme related to the problem of working with the IT system is
Technological Challenge which includes only PRB_ITS. Because PRB_CST, PRB_HMR,
and PRB_MNG describe a specific topic themselves, they standalone form a theme for
themselves. The themes created by them in the order listed above are Costs, Human Re-
sources, and Project Management. The explanation of these themes is similar to that of the

codes which can be found in the Table above.

Finally, the first theme belong to the solution aspect is Project Management which groups
SOL_MVP, SOL_MNG, and SOL_AGI. These codes are related to project management
methods that helped X overcome its challenges. Two codes SOL_OUT and SOL_MAN
comprise the theme Adaptation Strategy which refers to problem-solving strategies adopted
by X. Finally, the last theme is Internal Training which mentions the educational week held

by X to provide useful information to its employees.



