Synopsis: The purpose of this document is to provide a decision tree analysis for the expense and capitalization of software development projects, incorporating all associated fixed asset capitalization standards.  














Notes to Decision Tree Analysis

1. To distinguish whether software is used for internal use (software acquired, internally developed, or modified solely to meet the entity’s internal needs per SOP 98-1) or a product for sale, please refer to the following example (para. 15 from SOP 98-1):  “If software is used by the vendor in the production of the product or in providing the service but the customer does not acquire the software or a future right use it, then it is one for internal use.  For example, for a communications company selling telephone services, software included in a telephone switch is part of the internal equipment used to deliver a service but is not part of the product or service actually being acquired or received by the customer”.  Therefore, the telephone switch would be treated as an internal use software and likewise most applications would be accounted for under SOP 98-1 vs. FASB 86.  Even applications that provide a service for sale would be accounted for under SOP 98-1 as we are not selling them software to own but rather a service to utilize.

2. As to a substantive marketing plan, please refer to the following (para. 12 from SOP 98-1): “A substantive plan to market software externally could include the selection of a marketing channel or channels with identified promotional, delivery, billing, and support activities.  To be considered a substantive plan, under this SOP, implementation of the plan should be reasonably possible.”  Please note that doing feasibility studies to market would not constitute a substantive plan to market.

3. Costs to include in the software development categories are as follows from SOP 98-1, para. 31: fees paid to third parties, travel expenses incurred, payroll and benefits, additional direct costs (hardware/software), and interest costs (which would be capitalized as part of FASB 34).

4. FASB 86 dictates, for computer software to be sold, leased, or otherwise marketed, that costs to establish technological feasibility should be expensed as incurred (papa 3).  Per para. 4, “Technological feasibility is established when the enterprise has completed all planning, designing, coding, and testing activities that are necessary to establish that the product can be produced to meet its design specifications including functions, features, and technical performance requirements.  At a minimum, the enterprise should have performed activities in a or b below: (a) The product design and the detail program design have been completed….(b) A product design and a working model of the software product have been completed and such model has been confirmed through testing”.

Are you implementing an internal use system or a product for sale?  For more guidance, please see note 1 below.
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During development, does a substantive plan exist to market software externally? For more guidance, please see note 2 below.





Please handle expense/capitalize the following activities as follows:


(Expense) Business plan for system (EITF 00-2, para. 10)


(Expense or Capital) Expense all R&D except costs associated with a routine or an ongoing effort to improve an existing product or adapt a product to a particular customer’s need (FASB 2, para. 12 and FIN 6, para 7)


(Expense) Determine the functional and non-functional requirements (SOP 98-1, 19)


(Expense) Formalization, evaluation, and selection of  technology alternatives including vendor selection (SOP 98-1, 17)


(Capital) Design of the chosen path, including software configuration and interfaces (SOP 98-1, 17)


(Capital) Coding, testing (including parallel processing phase for legacy system), and installation to hardware (SOP 98-1, 17)


(Capital) Establish data conversion tools (SOP 98-1, 21)


(Expense) Complete data conversion (SOP 98-1, 22)


(Expense) Training and maintenance (SOP 98-1, 17)


(Capital) Initial graphical elements and overall design of web            page (EITF 00-2, para. 6)


(Capital) Web and text content development (no guidance – EITF 00-2 para. 7 noted Task Force will review at a later time)





Please see Note 3 for all costs to include in the above categories
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Please handle expense/capitalize the following activities as follows – See Note 4 for a further description of FASB 86:


(Expense) Business plan for system (EITF 00-2, para. 10) 


(Expense or Capital) Expense all R&D except costs associated with a routine or an ongoing effort to improve an existing product or adapt a product to a particular customer’s need (FASB 2, para. 12 and FIN 6, para 7)


(Expense) Determine the functional and non-functional requirements (FASB 86, para. 3 & 4)


(Expense) Formalization, evaluation, and selection of  technology alternatives including vendor selection (FASB 86, para. 3 & 4)


(Expense) Design of the chosen path, including software configuration and interfaces (FASB 86, para. 3 & 4)


(Capital) Coding, testing (including parallel processing phase for legacy system), and installation to hardware (FASB 86, para. 3 & 4)


(Capital) Establish data conversion tools (FASB 86, para. 3 & 4, SOP 98-1, para. 22)


(Expense) Complete data conversion (FASB 86, para. 3 & 4, SOP 98-1, para. 17)


(Expense) Training and maintenance (FASB 86, para. 3 & 4)


(Expense) Initial graphical elements and overall design of web page (EITF 00-2, para. 6)


(Capital) Web and text content development (no guidance – EITF 00-2 para. 7 noted Task Force will review at a later time)





Please see Note 3 for all costs to include in the above categories








Is this a new development or an enhancement that provides additional functionality (SOP 98-1, para. 24)?
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SEE NOTES ON THE NEXT PAGE





Expense as incurred








