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Foreword

In recent times, there has been a significant increase in the
number of companies making material investments in platform
development and technology costs. How a company accounts for
such costs i.e., whether they are expensed or capitalized, can have
a major impact on the operating results of the reporting company.
In most of the cases, the decision about which costs need to
capitalized and which costs need to be expensed, is subject to
critical evaluation of accounting literature and application of
accounting judgments. We have observed that different companies
follow different approaches while accounting for such platform
development and technology costs in their financial statements.
Also, there is a difference between Ind AS / IFRS and US GAAP in this
area. In this publication, we assess the considerations related to
accounting for platform development and technology costs and
the possible approaches related to accounting for such costs.

We sincerely hope you find the enclosed publication informative.
We will be happy to participate in any discussions required to
provide clarifications on our views enclosed in the attached
publication. We look forward to hearing from you.

Thank you.

Yours faithfully

For Uniqus India Private Ltd.

28 July 2023

Sandip Khetan
Co-Founder & Global

,4// ‘ Head of Accounting &
¥ Reporting Consulting
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Background

For Brick - and - Mortar Companies, which
require significant investments as set up costs,
there exist clarity in terms of evaluating the
expenditure to be capitalized as Property,
Plant and Equipment (PPE), if it is probable that

future economic benefits associated with the
incurred costs will flow to the entity and its cost
can be measured reliably, irrespective of the fact that the cost is incurred
during the asset development phase. This is very common for items of PPE
resulting from In- house development.

In recent times, along with capital investments in tangible assets, there
has also been a significant increase in the number of companies making
material investments in platform development and technology costs. With
increasing spends related to platform development and technology costs,
there is always a question whether such costs which are being incurred
can be capitalized as Intangibles, rather than being expensed in the
income statement.

This publication provides insights from an accounting and reporting
perspective on this matter.

Platform Development and
Technology Costs

Technology spends by companies can be broken down

into three major categories:

Internally Acquired from
developed third party
Technology is License is obtained from An entity is granted a right to
developed internally a third party. This includes access software hosted on a
by the entity, software functioning in a cloud environment
operating in its own company’s or a third party’s (Software as a service -
environment. environment. Saas).

It is important to carefully consider whether development and technology
costs incurred in any of the above categories should be capitalized or
expensed.
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Internally Developed Assets -
Existing Accounting
Requirements

A brief narrative on accounting under the Ind AS, IFRS and US GAAP
is outlined below:

A.Ind AS 38/ IAS 38

When undertaking an assessment of whether platform development and
technology costs should be capitalized or expensed, the starting point is
to assess whether the costs can be capitalized as intangible asset. Ind
AS and IFRS standards on intangible assets spell out similar requirements
while accounting for such assets.

The existing Ind AS 38 / IAS 38 defines an intangible asset as an
‘identifiable, non-monetary asset without physical substance’ The key
characteristics of an intangible asset are:

It is a resource controlled It lacks physical Q Itis identifiable to
by the entity from which substance be distinguished
it expects to derive future from goodwill

economic benefits

Once an item has been identified as meeting the requirements for an
intangible asset, an entity must assess whether it also satisfies the
requirements for recognition. An intangible asset can only be recognized
if it is probable that the expected future economic benefits that are
attributable to the asset will flow to the entity and if its cost can be
measured reliably.

The initial recognition rules of intangible assets under Ind AS 38 / IAS 38 are
relatively simple for acquired intangible assets where the cost can usually
be reliably measured. Thus, costs incurred to acquire a platform would
meet the recognition criteria. Several times, companies may not want to
undertake the effort of building the platform considering the time, effort
and skill involved. Such companies purchase platforms and either develop
them further or use them as white label onto their own platforms.

However, in case of internally generated intangible assets, the standard
starts getting difficult to apply as it becomes challenging to determine
whether an internally generated intangible asset qualifies for recognition,
due to the following:
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It needs to be assessed whether the asset meets the definition of an
intangible asset

If the definition of an intangible asset has been met, there is
uncertainty that the intangible asset controlled by the entity will
generate expected future economic benefits

It might not be possible to determine the cost reliably
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Once general recognition and initial measurement requirements are met,
the entity classifies the internally developed asset into a research phase
and a development phase. Only costs associated with the development
phase are eligible for capitalization, and all costs associated with
research are expensed when they are incurred. If it is too difficult to
discern between a research phase and a development phase for any

3. Internally Developed activity, all expenditure is treated as related to research phase.

Assets-Existing Accounting
Requirements

An intangible asset arising from development (or from the development
phase of an internal project) shall be recognized if, and only if, an entity
can demonstrate all the following:

@ The technical f Intention to
@ @ feasibility of J complete
completing : and use

the asset or sell the
asset

®
<=
Existence of y
l@ a market or, UL The S The cost of

Ability to use
or sell the
asset
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4

_@ if to be used availability the asset can
®|& M of adequate be measured

internally, the .
usefulness of technical, reliably
financial

the asset
& other

resources
to complete
the asset

The cost of an internally generated intangible asset comprises all directly
attributable costs necessary to create, produce, and prepare the asset
to be capable of operating in the manner intended by management.
Examples of directly attributable costs are:
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Costs of
materials and
services used
or consumed

@

Fees to @—

register
alegal right

L®:

generated intangible asset:

®

[z

ﬁ Selling,
Y administrative
@ and other
general
overhead
expenditure

B. ASC Subtopic 350-40

The following are specifically excluded from cost of an internally

uniQus

Costs of Borrowing
employee costs that
benefits meet the

(as defined criteria under
in IAS 19/ Ind IAS 23/ Ind
AS19) AS 23 for

recognition

Amortization as an element
of patents of cost

and licenses

used

Identified Expenditure
inefficiencies o@l’o on staff
and initial (L1 11 1) training
operating

losses

There is an explicit guidance on costs incurred for computer software
developed or obtained for internal use. FASB’s ASC Subtopic 350-40 on
Internal-Use Software, illustrates the various stages of development:
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Preliminary project stage

Conceptual formulation and
evaluation of alternatives,

an determination of existence of required
technology and final selection of
§-; alternatives. Costs incurred during

the preliminary project stage shall be
expensed as incurred.

Application development stage

Design of chosen path, including

— =S
technology configuration and
interfaces, coding, installation to
p— p— hardware, testing, including parallel
processing phase. Costs incurred
3. Internally Developed é to develop internal-use computer

Assets-Existing Accounting
Requirements

software and to develop or obtain

software that allows for access to or
conversion of old data by new systems
shall be capitalized. However, training
costs and other data conversion costs
shall be expensed.

[r—— Post-implementation/operation stage

O Training costs and maintenance
s | )/ costs incurred during the post
O O O implementation stage shall be

m expensed as incurred.

ASC 350-40 further states that upgrades and enhancements are
modifications to existing asset which result in additional functionality. For
costs related to specified upgrades and enhancements to internal use
software to be capitalized, it must be probable that those expenditures will
result in additional functionality.

Considering there is no such explicit guidance for costs on development
of internal-use software under Ind AS and IFRS, the costs of such software
are accounted for under the general principles for internally generated
intangible assets as stated in Ind AS 38 / IAS 38.
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Waterfall and Agile development models (internally developed assets)

The emergence of new models for technology development reflects the
evolving needs and challenges prevalent in the market. These emerging
models reflect the increasing emphasis on collaboration, agility, and
continuous improvement. They address the challenges posed by complex
projects, changing business requirements, and the need for faster time-to-
market. One such model is the agile model for development.

The popularity of agile model has led to more organizations scaling agile
beyond single teams or projects and applying it to whole programs.

The traditional waterfall approach of development calls for a precisely
specified order of project phases execution, with no phase moving further
until it has received final approval. It can be challenging and expensive to
go back to a stage that has already been finished. Agile model may use a
similar process, but it does so in smaller steps and with frequent feedback
loops. Below is a detailed explanation of both models.

st

REQUIREMENTS/ ANALYSIS

nd
DESIGN \ 3 rd

Ao N YAL
o S

WATERFALL 7 ;

MODEL o

A Waterfall Model is known for its rigidity in terms of technology
development. Each phase of technology development under the waterfall
method generally begins after the one before it is finished. The rigidity of
the waterfall method, which generally makes it difficult to simply revisit

a step or activity carried out in an earlier phase, is one of its defining
characteristics.

Additionally, finishing the current step or phase successfully is generally a
requirement for moving on to the following step or phase.
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The Agile Model aims to be flexible and iterative rather than rigid and
linear, like the waterfall method. Agile projects are often far less planned
and are performed through a series of shorter time-frame development
“sprints,” even though there is an overarching development objective. It

is acknowledged and accepted that in order to complete the project,
tasks from earlier sprints frequently need to be revised or reworked in later
sprints.

The following demonstrates the agile process:

AGILE MODEL

e )

Typically, an Initiative, is a collection of various epics that are meant to
accomplish one common goal. An Epic typically needs to be broken up
into smaller pieces of work since it is too huge to finish in one sprint. For
instance, an epic might consist of the pieces of code in charge of user
profiles, authentication, registration & permission, etc.

In case of waterfall model of development, US GAAP guidelines on
technology development as listed under ASC Subtopic 350-40 correspond
with waterfall phases, where each stage can be connected to the
waterfall model’s phases: Stage 1to Requirements/ Analysis; Stage 2 to
Design, Development and Testing; Stage 3 to Maintenance.

However, in case of agile model for development, due to absence of clearly
identifiable development phases or stages, companies should ook at the
nature of the costs incurred, and not the timing of their incurrence, when
deciding whether the costs of those activities should be capitalized or
expensed as incurred.

For example, costs incurred for software coding are generally capitalized,
while those incurred for training activities should be expensed as incurred.
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Frequent iterations, where re-work or revision of tasks completed in
previous sprints is necessary, for eg.: revision in coding due to flaws
identified, refixes after deployment, proof-of-concept etc.; will require
judgment as to whether these amount to development costs.

Considering the diversity in practice on accounting for and disclosure of
software costs, on 22 June 2022 the FASB decided to add a project on the
accounting for software costs to its technical agenda to (1) modernize
the accounting for software costs and (2) enhance the transparency
about an entity’s software costs. The project will provide clarification on
the recognition, measurement, presentation and disclosure of software
costs currently subject to the guidance in Subtopics 350-40, Intangibles—
Goodwill and Other—Internal-Use Software, and 985-20, Software—Costs
of Software to Be Sold, Leased, or Marketed, for all entities. The Project will
help to improve US GAAP by adding accounting guidance and enhance
the transparency of entities’ accounting for those costs.

Asset Acquired from Third
Party - Existing Accounting
Requirements

The cost of an intangible asset acquired from third party, is the cash paid
or fair value of any other consideration given, plus transaction costs. Ind
AS, IFRS and US GAAP support this accounting principle as long as the
definition of Intangible asset as explained earlier is met.

Under Ind AS and IFRS, the cost further includes any directly attributable
expenditure incurred in preparing an asset for its intended use such as
employee costs, professional fees, testing costs etc. However, under US
GAAP, there is no such principle and an assessment for capitalization need
to be undertaken based on the nature of the costs incurred.
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SaaS Arrangements -
Existing Accounting
Requirements

Ind AS / IFRS Standards contain very limited guidance about a customer’s
accounting for SaasS arrangements or implementation costs for those
arrangements. The SaaS arrangements may either be within the scope of
Ind AS 116 / IFRS 16 or Ind AS 38 / IAS 38 or may be in the nature of service
contract.

A detailed discussion of accounting for such SaaS arrangements is
included in IFRIC agenda decisions dated March 2019 and March 2021.

Saa$S arrangement as a Lease

Intangible asset Tangible assets

(software license): SaasS arrangement includes
the right to use an asset (e.g.,
underlying servers or other
tangible assets) for which
the customer has the right to
obtain substantially all the
economic benefits from use
of the asset and the right to
direct the use of that asset.

In respect of a software license
cost under SaaS arrangement
which is not excluded from
scope of leases, the entity may,
but is not required to apply
Ind AS 116 / IFRS 16 as lease of
intangible asset.

Saa$S arrangement as an Intangible assets

When it comes to SaaS arrangements, implementation costs are
typically capitalized under Ind AS / IFRS, when they are incurred to get
the arrangement ready for use and resulting in enhancements being
controlled by the entity.
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IFRIC agenda decision issued in March 2021 explains SaasS where the
contract conveys to the purchaser a right to receive access to the
supplier’'s application software over a specified contract period. IFRIC
identified two types of costs incurred in a SaaS arrangement:

« Configuration costs

« Customization costs

[ New Code Created? ]\

No

— §

No } Not an Intangible

Asset

No

[ Code Controlled by Entity? ]

“— §

5. SaaS Arrangements- q .
9 [ Economic Benefits? ]

Existing Accounting
Requirements

Intangible Asset

I«—g«—

The decision defined configuration costs to involve the setting of various
‘flags’ or ‘switches’ within the application software, or defining values

or parameters, to set up the software’s existing code to function in a
specified way.

The customization costs were defined to involve modifying the software
code in the application or writing additional code. Customization
generally changes, or creates additional, functionalities within the
software.
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The IFRIC Committee observed that, in a SaaS arrangement, the customer
often would not recognize an intangible asset because it does not control
the software being configured or customized and those configuration

or customization activities do not create a resource controlled by the
customer that is separate from the software. In some circumstances,
however, the arrangement may result in recognition of intangible asset, for
example, additional code from which the customer has power to obtain
future economic benefits and to restrict others’ access to those benefits.
In that case, in determining whether to recognize additional code as

an intangible asset, customer assesses whether the additional code is
identifiable and meets the recognition criteria in |AS 38.

The SaaS Arrangement wherein software being used does not meet the
criterion for recognition of intangible assets and does not contain a lease,
then the right to access the underlying software in the SaaS arrangement
is generally a service contract, as articulated in IFRIC agenda decision
dated March 2019.

While Ind AS standards lack any specific guidance on this subject, they will
typically follow IFRS guidelines.

US GAAP provides explicit guidance on Hosting Arrangement or Cloud
Computing arrangement, in which an end user of the software does not
take possession of the software; rather, the software application resides
on the vendor’s or a third party’s hardware, and the customer accesses
and uses the software on an as-needed basis over the Internet orvia a
dedicated line.

Guidance under ASC 350-40 on Internal Use Software applies to Hosting
arrangement, not in the nature of service contracts in which:

The customer has . .
soe —— It is feasible for

the contractual
. the customer to
right to take @ .
. either run the
possession of the .
software on its
own hardware
or contract with
another party
unrelated to the
vendor to host the

software.

software at any
time during the
hosting period
without significant
penalty.

On the other hand, Implementation costs of a hosting arrangement in the
nature of Service Contract are not capitalized.



UUI'IIQUS

Accounting Challenges

The general recognition and measurement guidelines for intangible assets
are as provided above. When implementing the accounting frameworks,
this raises the following challenges:

{é A\ Distinguishing development activities from research activities.

Assessing whether and when the conditions for capitalizing
development costs are met; Evaluating whether the rights
granted in the SaaS Arrangement are within the scope of IAS
38 as an intangible asset or IFRS 16 as lease arrangement.
Otherwise, the arrangement is generally a service contract.

“Diversity in practice is noted in accounting
for platform development and technology
costs. One of the reasons for this is the
absence of granular data and related
control environment, which enables accurate
financial reporting. Companies may prioritise
implementing the processes and controls
to generate reliable and accurate data,
which whilst promoting enhanced financial
reporting, could also be income statement

- Sagar Lakhani, )
6. Accounting Challenges i e, WS accretive.”
_
7. Diversity in Practice
Diversity in Practice
-O0—
—_——
00—
—
AR
L\
Various judgmental The processes Absence of formal
aspects associated and systems in controls from an
with research and companies not being Internal Financial
development costs. geared to capture Controls (IFC) or a
the data points to SOX 404 perspective.

support the decision
to capitalize.
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There is diversity in practice in accounting for platform development and
technology costs. Major Indian and global corporates have different
approaches and policies to assess and account for such spends, which
are a function of their existing processes and systems in relation to this
topic.

Questions for Finance Teams
to Address

In absence of clearly defined guidelines and varied practices adopted

by entities in accounting and reporting for platform development and
technology costs, the question arises that what is the right approach when
it comes to accounting for platform development and technology costs.

Some of the questions which are relevant for the finance teams under Ind
AS, IFRS or US GAAP are:

Have we correctly
identified all directly
attributable costs such as
material costs, employee
costs, service costs and
borrowings costs etc.
necessary to create, capitalized or we need to
produce, and prepare adopt new processes and

the asset eligible for systems.
capitalization.

Have we correctly
estimated the useful
life of capitalized asset
ranging from 3 to 10
years over which it
should be amortized.

Are we correctly
monitoring and tracking
the manpower costs
incurred as a part of
software development,
which needs to be

What practice other
companies are following
to account for similar
arrangements.

For agile development
models have we
correctly identified
the software coding or
revision in coding and
other similar costs which
can be capitalized.

For Saa$S arrangements,
have we correctly
identified and capitalized
the customization costs
such as costs incurred
to modify the software
code in the application or
writing additional code in
SaaS arrangement.

Have we ensured that
implementation costs of
a hosting arrangement
in the nature of Service

Contract are not
capitalized.



r A TEAM THAT
YOU CAN TRUSTTO DELIVER _}

Jamil Khatri Sandip Khetan Sagar Lakhani
Co-Founder & CEO Co-Founder, Global Head of Partner, ARC
jamilkhatri@uniqus.com Accounting & Reporting Consulting sagarlakhani@uniqus.com

sandip.khetan@uniqus.com

Sharad Chaudhry Venkatesharan Narayanan Avinash Ramkumar

Partner, ARC Partner, ARC Partner, ARC
schaudhry@uniqus.com vn@uniqus.com avinash@uniqus.com

o
|/
Dinesh Jangid Puneet Chowdhary

Regional Managing Partner Director, ARC
di@unigqus.com puneetchowdhary@uniqus.com

To know more about us, please visit


http://www.uniqus.com
http://www.uniqus.com
mailto:jamilkhatri%40uniqus.com?subject=
mailto:jamilkhatri%40uniqus.com?subject=
mailto:schaudhry%40uniqus.com?subject=
mailto:schaudhry%40uniqus.com?subject=
mailto:vn%40uniqus.com?subject=
mailto:dj%40uniqus.com?subject=
mailto:puneetchowdhary%40uniqus.com?subject=
mailto:avinash%40uniqus.com?subject=
mailto:sandip.khetan%40uniqus.com?subject=
mailto:sagarlakhani%40uniqus.com?subject=

