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Stylized facts and economic intuition

Capitalization decision provides useful information for users
 Identifying technically feasible projects -> lower information uncertainty
« Lower uncertainty -> lower cost of capital

« Lower hurdle rates -> more viable projects

Supporting Facts
« Stronger in financially constrained companies

« Weakerin “earnings” constrained companies
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What can we learn as standard setters from these facts?

1. Differentiation of technically feasible
development spend vs other R&D spend
provides information

* Incremental information over just
expensing

2. Aligning costs with future revenues
provides economic profitability

« More valuable information for investors

Analogies

Goodwill impairment tests give better
iInformation than just amortizing

Capital expenditures are capitalized

Purchase price allocation allows capitalization
wasting asset during an acquisition
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But how do standard setters judge the success of standards?

Conceptual Framework 1.2

The objective of general purpose financial reporting is to provide financial
information about the reporting entity that is useful to existing and
potential investors, lenders and other creditors in making

decisions relating to providing resources to the entity.
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Some ackward facts

Users assign negative value to patents
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Alternative Hypothesis

Companies keep margins stable
» Increase research spending as development spending is capitalized

» Higher research spending leads to significantly higher patents (pre-technical feasibility)

Users understand dynamic
» Higher spending will eventually be expensed through amortization

« Assign relatively lower value to patents

“Earnings” constrained firms (=slower growth firms) are more impacted

» Fixed costs of development cannot be spread over larger future base




B3 IFRS ’

Accounting

How to differentiate the hypothesis
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Three Tools of Standard Setting

1. Recognition — Authors only look at binary option in recognition

« Have companies' option to capitalize

development costs?
2. Measurement P

Does the proportion contain informational

3. Disclosure
value?

Hypothesis: inverse U-shaped value

« Analogue to diversified patents



IFRS

Accounting

Follow us online

@ ifrs.org

£} @IFRSFoundation
(>]) IFRS Foundation

(o)
R International Accounting
Standards Board

The views expressed In this presentation are those of the presenter, not necessarily those of the IFRS
Foundation, International Accounting Standards Board or the International Sustainability Standards Board.
Copyright © 2023 IFRS Foundation. All rights reserved.



	Slide 1: The Real Effect of Accounting for Software Development Cost on Corporate Innovation  Florian Esterer IFRS Research Forum 2023 2. November 2023 ​
	Slide 2: Stylized facts and economic intuition 
	Slide 3: What can we learn as standard setters from these facts?
	Slide 4: But how do standard setters judge the success of standards?
	Slide 5: Some ackward facts
	Slide 6: Alternative Hypothesis
	Slide 7: How to differentiate the hypothesis
	Slide 8: Three Tools of Standard Setting
	Slide 9

