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Preface

Prior to June 1969, accounting for software did not present a problem.
Software was purchased in conjunction with hardware, and the purchase
price did not separately state the portion that was attributable to software,
so software was accounted for as part of the hardware. In June 1969, IBM,
the largest seller of computer hardware, began to separately state the prices
charged for its hardware and software. This change in policy by IBM was
soon followed by changes in the way other hardware manufacturers ac-
counted for software sales. As a result of this change in billing practice,
companies that purchased software were able to comparison-shop for the
first time. It was no longer necessary to purchase hardware and software
from the same seller.

The result of this policy change led to the development of a new indus-
try, the software industry. Companies that never manufactured computer
hardware began making and selling a wide variety of software products.
Entry into this new industry was fairly easy. Initial investment was small. A
programmer with an entrepreneurial bent could start developing software
part-time in the basement or spare room at home. In fact, many of the more
than 4,000 companies presently producing software in the United States
started in this manner.

As companies began to purchase software from these firms, it became
necessary to decide whether the software should be amortized over the
same period as the related hardware, or whether some other period should
be used instead. The problem of accounting for software costs became
more complex when companies began to develop their own software for in-
ternal use. Prior to IBM’s “unbundling” in June 1969, it was not necessary
for a company to develop its own software, because the software could be
obtained at no cost from the hardware manufacturers. As software began
to be constructed for internal use it became necessary to decide whether the
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costs of constructing this software should be charged to expense as incurred
or capitalized and amortized over the expected period of benefit.

This book came about as a result of the many inquiries received on this
topic by the National Association of Accountants. Upon investigation, it
became clear that the existing literature did not provide the needed guid-
ance, and this book was written to provide that guidance. Several surveys
were conducted to determine current practices for both software vendor
companies and software users. The accounting policies for both purchased
and constructed software were examined.

This book provides guidance to accountants who need to formulate a
policy of accounting for software. The issues relating to purchased and
constructed software are examined from both the software vendor and user
perspectives. This book provides a comprehensive analysis of the major is-
sues related to accounting for software.

Robert McGee
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CHAPTER 1

Financial Accounting
for Software

Background

In the decade following World War II, companies began to use computers
to solve business problems and process data to an ever-increasing extent. At
this early stage in the development of the computer industry, the companies
that manufactured computer hardware also produced the software that was
used with the machines. These manufacturers generally sold the systems
software as part of the hardware without breaking down the purchase price
into its hardware and software components. The companies that used the
hardware hired employees to construct whatever “custom” software that
might be needed. Very few companies constructed systems or applications
software for sale apart from sales that were “bundled” with hardware.

As the use of computers became more prevalent in the 1960s, the de-
mand for custom programming increased and led to the development of a
new industry that would supply these software users with the programs they
needed. However, it was still not a common practice to purchase applica-
tion programs, because these were supplied free of charge by the hardware
manufacturer.

In June 1969, the policy of bundling hardware and software costs
changed when the International Business Machines Corporation (IBM) de-
cided to “unbundle”—that is, to state the cost of the software and hard-
ware separately.' This policy resulted in the creation of a new industry, the
software industry, whose members began to produce software for sale to
users of hardware. Companies that formerly wrote their own software now
had an option—they could purchase it. This option became very attractive,



as the cost of developing a program might run into six or seven figures,
whereas a comparable program could be purchased for $50,000 or less.
This cost relationship led to a rapid increase in the number of firms that
manufacture software for sale, as a program that might cost $1 million to
construct could be sold to a multitude of customers for $50,000 each. A
software firm would be able to break even after only 20 sales. Any addition-
al sales would be almost pure profit, as the cost of delivering a program is
basically equal to the cost of the medium used (tape, disk, and so forth)
plus selling expenses.

The Beginning of the Problem — How to Account for Software

In the same year IBM decided to unbundle, the Internal Revenue Service
(IRS) issued a pronouncement addressing the software issue.? This Revenue
Procedure provided tax accounting guidelines in connection with costs in-
curred to develop, purchase, or lease computer software. Basically, this
procedure stated that the costs associated with the development of software
could either be expensed as incurred or capitalized and amortized over five
years or less. Thus, software development costs were to be accorded the
same treatment as research and development costs for federal tax pur-
poses.?

Purchased software could be capitalized along with the hardware if
bundled. Software having a separately stated price could be amortized if
treated as an intangible asset. Leased software is accorded the same treat-
ment as rentals under regulation 1.162-11.

Two years after that pronouncement was issued, the IRS issued a sec-
ond pronouncement dealing with software.* That ruling held that for de-
preciation and investment tax-credit purposes, the cost of a new computer
includes software costs not separately stated and capitalized in accordance
with the taxpayer’s consistent practice. Another pronouncement, issued
that same year, held that the capitalization of software costs with respect to
a new computer where such costs had previously been expensed is a change
in method of accounting requiring the commissioner’s consent.*

What Is Software?

Prior to June 1969, when IBM unbundled and created the software indus-
try, there was no need to define software for accounting purposes, because
it was accounted for as part of the hardware. The few programs that were
develop~d internally constituted such a small percentage of total expendi-
tures for most companies that a formal software accounting policy was not
needed.

However, as software expenditures continued to increase and become
more material, companies began establishing specific policies for software
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accounting. It was then that the definition of software became important.
Unfortunately, there is no single readily accepted definition of software.
The broadest definition would be that software includes everything that is
not hardware.® The definition of software promulgated by the National Bu-
reau of Standards’ and adopted by the U.S. Bureau of Standards® is:
“Computer programs, procedures, rules, and possibly associated docu-
mentation concerned with the operation of a data processing system.”
The IRS defines computer software as:

all programs or routines used to cause a computer to perform a desired task or
set of tasks, and the documentation required to describe and maintain those
programs. Computer programs of all classes, for example, operating systems,
executive systems, monitors, compilers and translators, assembly routines, and
utility programs as well as application programs are included. ‘Computer soft-
ware’ does not include procedures which are external to computer operations,
such as instructions to transcription operators and external control proce-
dures.’

Several courts and state legislatures have also defined software. Some
have even made distinctions between systems software and applications
software. The Supreme Court of Tennessee has defined a systems (oper-
ational) program as one that is fundamental to the functioning of the hard-
ware, or software that controls the hardware and makes it run.'®

Bryant and Mather state that systems software consists of’:

1. Compilers, which are used to translate symbolic code into machine lan-
guage, and which are also capable of replacing a series of instructions
with subroutines.

2. Sorts, which assemble and file items of data in a certain sequence or or-
der.

3. Utility routines, which perform functions such as transferring data from
one magnetic tape to another.'!

The Tangibility Issue

Another problem that grew out of unbundling is the issue of tangibility.
The IRS treats software as intangible and, therefore, not eligible for the in-
vestment tax credit unless bundied with hardware,'? but at least one court
has ruled that software is tangible and qualifies for the investment tax cred-
it."”* For state sales,'* use,'* and property'® tax purposes, the majority of
courts have held that software is intangible and therefore, not subject to the
tax. However, two recent cases have held otherwise.!” For Uniform Com-
mercial Code (UCC)" and replevin'® purposes, software is tangible, but
nor for collapsible corporation purposes.?® The sale of a prewritten pro-
gram is currently taxable in 33 states and exempt in 13, with a few states not
yet taking a position one way or the other.



Financial Accounting Rules

The present financial accounting rules pertaining to computer software are
far from clear. The Financial Accounting Standards Board (FASB) has is-
sued several pronouncements that deal with software to a limited extent.
One pronouncement requires that research and development costs must be
expensed as incurred, unless an alternative future use exists.?* Another pro-
nouncement states that not all software costs are to be considered research
and development costs.?*> A third pronouncement asserts that software
costs not qualifying as research and development expenditures are not nec-
essarily inventoriable or deferrable.?* None of the FASB pronouncements
give clear guidance regarding when computer software qualifies for capital-
ization treatment, and whether the software costs should be included in the
balance sheet as tangible or intangible assets, although FASB Interpreta-
tion No. 6, par. 8, footnote 2, seems to indicate that software should be
classified as intangible.?

The Accounting Principles Board (APB), the predecessor of FASB, is-
sued a pronouncement requiring intangibles acquired from others to be re-
corded as assets and amortized using the straight-line method, unless some
other method was more appropriate.?* The opinion went on to state that the
cost of developing intangibles that are not specifically identifiable should
be expensed as incurred. The issue of how to account for identifiable inter-
nally developed intangibles is not addressed, and it is questionable whether
computer software should be classified as intangible in any event, since the
courts seem unable to agree on the tangibility of software.

Deficiencies in Current Pronouncements

FASB Statement No. 2

FASB’s statement on research and development provides as much ambigu-
ity as it does guidance.?¢ Paragraph 8 (a) defines research as:

planned search or critical investigation aimed at discovery of new knowledge
with the hope that such knowledge will be useful in developing a new product
or service or a new process or technique or in bringing about a significant im-
provement to an existing product or process.

Research is an activity that occurs early in the software construction
process, and although FASB Statement No. 2 requires that research expen-
ditures be charged to expense as incurred, there is little guidance regarding
which activities should be classified as research.

Paragraph 8 (b) defines development as

the translation of research findings or other knowledge into a plan or design
for a new product or process or for a significant improvement to an existing
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product or process whether intended for sale or use. It includes the conceptual
formulation, design, and testing of product alternatives, construction of pro-
totypes, and operation of pilot plants. It does not include routine or periodic
alterations to existing products, production lines, manufacturing processes,
and other ongoing operations even though those alterations may represent im-
provements, and it does not include market research or market testing activi-
ties.

This definition of development can be applied to software accounting
in two different ways. It could be interpreted to mean that the development
phase does not end until software construction is essentially complete be-
cause successful completion is uncertain until the development process is
nearly complete. For the development phase to end, it is necessary to have a
working prototype. Lastly, the fact that design modifications are needed
throughout the construction phase is evidence that development occurs
through that phase.

Another interpretation could be that the development phase has essen-
tially been completed before the construction phase begins, and any design
modifications that occur during construction are minor in nature and are
not part of the development phase. The formulation, design, and product-
testing activities occur prior to the construction phase. In fact, there must
be a single-product design before construction can commence, and al-
though testing occurs during the construction phase, the testing at that
stage involves the product’s operation rather than the testing of alternative
products. Futhermore, the software construction process does not culmi-
nate in the production of a prototype or the operation of a pilot plant, so
these guidelines are irrelevant for purposes of determining when the devel-
opment phase ends and the production phase begins. The key point for de-
termining when development has ended should be the establishment of
technological feasibility instead.

Paragraph 31 states:

Computer software is developed for many and diverse uses. Accordingly, in
each case the nature of the activity for which the software is being developed
should be considered in relation to the guidelines in paragraphs 8-10 to deter-
mine whether software costs should be included or excluded. For example, ef-
forts to develop a new or higher level of computer software capability intended
for sale (but not under a contractual arrangement) would be a research and de-
velopment activity.

The phrase “new or higher level of computer software capability” can
be interpreted in several ways. If “new” is interpreted in the technological
sense, most software would be excluded, as most software is developed us-
ing existing rather than new technology. “New” could also refer to whether
the product is new in the company sense, even though developed with exist-
ing technology. “New” could also be interpreted to mean new in the market



sense. For example, the first company to develop and market a payroll pro-
gram incurs development costs, but companies that later on develop a simi-
lar product do not incur development costs.

The phrase “efforts to develop” could also be interpreted to include the
whole construction process, which would place all construction expendi-
tures in the development phase. Or, it could be interpreted to mean that
“efforts to develop” cease prior to the construction phase. These two inter-
pretations lead to opposite results, as construction expenditures would be
classified as development costs calling for expense treatment in the first in-
stance, and such expenditures would be nonresearch and development costs
in the second instance and might call for capitalization treatment instead.

Paragraph 9 of FASB Statement No. 2 provides several examples of ac-
tivities that could be considered research and development expenditures.
These are:

(@) Laboratory research aimed at discovery of new knowledge.

(b) Searching for applications of new research findings or other knowl-
edge.

(¢) Conceptual formulation and design of possible product or process al-
ternatives.

(d) Testing in search for or evaluation of product or process alternatives.

(e) Modification of the formulation or design of a product or process.

(N Design, construction, and testing of preproduction prototypes and
models.

(8) Design of tools, jigs, molds, and dies involving new technology.

(h) Design, construction, and operation of a pilot plant that is not of a
scale economically feasible to the enterprise for commercial produc-
tion.

() Engineering activity required to advance the design of a product to the
point that it meets specific functional and economic requirements and is
ready for manufacture.

The first four activities generally occur prior to the construction phase.
The fifth example, “modification of the formulation or design of a product
or process,” can occur throughout the process but occurs only to a minimal
degree once the construction process begins. As was previously mentioned,
design modifications can be viewed as either occurring as part of the devel-
opment phase or as part of the construction phase after development is
completed.

Examples (f) through (%) are viewed by some as not being applicable to
software accounting. The end product is not a prototype but rather is the
product itself. Others view the prototype as being the end product itself in
the case of software, which would place the entire software construction
process within the definition of research and development and, therefore,
subject to expense treatment.
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The last example relates to engineering activity. One view holds that
manufacturing is merely the duplication of the program once the program
is ready to market and that all activity occurring prior to this point is re-
search and development. Others view all engineering activity as occurring
prior to construction.

Paragraph 10 lists examples of activities that typically would be ex-
cluded from research and development. These activities include:

(a) Engineering follow-through in an early phase of commercial produc-
tion.

(b) Quality control during commercial production including routine test-
ing of products.

(c) Troubleshooting in connection with breakdowns during commercial
production.

(d) Routine, ongoing efforts to refine, enrich, or otherwise improve upon
the qualities of an existing product.

(e) Adaptation of an existing capability to a particular requirement or cus-
tomer’s need as part of a continuing commercial activity.

() Seasonal or other periodic design changes to existing products.

(g) Routine design of tools, jigs, molds, and dies.

(k) Activity, including design and construction engineering, related to the
construction, relocation, rearrangement, or start-up of facilities or

equipment other than (1) pilot plants . . . and (2) facilities or equip-
ment whose sole use is for a particular research and development pro-
ject. . ..

() Legal work in connection with patent applications or litigation, and the
sale or licensing of patents.

The first three examples are subject to several interpretations. These
activities could be viewed as occurring only after sales have commenced,
and that similar activities that occur during construction are part of devel-
opment. Another view is that these activities constitute construction and
post-construction activities, which is a further indication that construction
costs should not be considered part of development.

FASB INTERPRETATION NO. 6
Another FASB pronouncement states that:

costs, including those incurred for programming and testing software, are re-
search and development costs when incurred in the search for or the evaluation
of product or process alternatives or in the design of a preproduction model.?’

The phrase “search for or the evaluation of product or process alterna-
tives” is subject to varying interpretations, as was previously mentioned,
depending on whether development is regarded as being virtually complete



at the beginning of construction or at the end. The phrase “preproduction
model” is not defined, and its meaning is not clear as applied to software.
The preproduction model could be interpreted to mean the same thing as a
prototype, and all costs incurred prior to the completion of the prototype
could be viewed as research and development costs. Another view is that
preproduction models are not made for software, although systems make-
ups or product simulators are sometimes made prior to construction.
This pronouncement also states that:

costs for programming and testing are not research and development costs
when incurred, for example, in routine or other ongoing efforts to improve an
existing product or adapt a product to a particular requirement or customer’s
need.?*

This statement could be interpreted to mean that programming and
testing costs are not research and development expenditures only when they
are incurred to improve an existing product or adapt a product to a particu-
lar requirement or customer’s need. Or, it could be interpreted less restric-
tively to exclude programming and testing costs from classification as re-
search and development for activities other than those given in the
example. Furthermore, it could be argued that zeroing in on the costs asso-
ciated with product improvement or adaptation misses the point entirely,
and that the issue to be addressed should be accounting for construction
costs. Lastly, one could conclude by a literal reading of the Interpretation
that all enhancement costs should be classified as nonresearch and develop-
ment. However, it could be argued that such a view is not reasonable. The
process involved in producing enhancements to an existing product is essen-
tially the same as that for a new product, and some of the costs involved in
the construction of a new product are research and development costs.

Technical Bulletin No. 79-2
This pronouncement states that:

all costs incurred in producing a given software product or process are not nec-
essarily research and development costs. However, a determination that software
production costs are not research and development costs does not necessarily
mean that they would be inventoriable or deferrable to future operations.
Those decisions can only be made in light of all of the facts and circumstances
surrounding the particular situation.?®

From reading this pronouncement one can quickly conclude that very
little guidance, if any, is being provided. The issue of which costs should be
classified as research and development is not addressed. Although thereisa
hint that certain costs may be deferrable or inventoriable under certain cir-
cumstances, there is no suggestion elaborating on when such circumstances
might arise.
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Related Pronouncements

The Record and Music Industry

The argument can be made that the cost of producing a record master is
similar to the cost of producing a computer program. In both cases:

1. The majority of the product’s value is the result of the labor that is ex-
pended rather than the matierial that is used.

2. Logical patterns must be developed (coding or music, either in written
or nonwritten form) and transferred onto a physical medium such as a
record, tape, or disk (although this is not necessarily the case for a com-
puter program, which may be input directly into the computer).

3. The value of the finished product far exceeds the value of the material
upon which the coding or music is recorded.

4. Both records and computer programs developed for sale have estimated
economic lives and projected income streams that are difficult, but not
impossible, to predict.

The National Commission on New Technological Uses of Copyrighted
Works stated that:

Both recorded music and computer programs are sets of information in a form
which, when passed over a magnetized head, cause minute currents to flow in
such a way that desired physical work is accomplished.*®

On the other hand, it can also be argued that records are of a different
nature than computer programs that are recorded on disks or tapes.*' For
example, when information is transferred from a tape into the computer,
the tape is no longer of any value to the user. In many cases, the tape is not
evenretained by the user. It may be discarded or returned. The information
on the tape, unlike a phonograph record, is not complete and ready to be
used at the time of its purchase. It must be translated into a language that is
understood by the computer.

Secondly, a computer tape or disk is not necessary to transmit informa-
tion. Such information can also be sent over telephone wires or by satellite
or may even be programmed directly by the originator of the program.

Inlate 1981, FASB issued a statement that permits the capitalization of
arecord master in instances where past performance and current popularity
of the artist provides a sound basis for estimating that the cost will be recov-
ered from future sales.

The portion of the cost of a record master borne by the record company shall
be reported as an asset if the past performance and current popularity of the
artist provides a sound basis for estimating that the cost will be recovered from
future sales. Otherwise, that cost shall be charged to expense. The amount rec-
ognized as an asset shall be amortized over the estimated life of the recorded



