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Course Information

Course Title: Accounting for Software

Learning Obijectives:

e Recognize when software is considered to be for internal use or for sale.

e Specify the circumstances under which software costs and website development costs can be capi-
talized.

o Identify the steps required to recognize revenue from a software sale transaction.

e Recognize the presentation and disclosure topics relating to software.

Subject Area: Accounting
Prerequisites: None
Program Level: Overview

Program Content: Software is one of the more unusual assets, because the accounting for it varies, de-
pending on whether it is intended for internal use or for sale to others. In the Accounting for Software
course, we cover the accounting rules for both of these scenarios, as well as the most likely revenue recog-
nition rules for a software sale, and the software presentation and disclosure topics that should be included
in a company’s financial statements.

Advance Preparation: None

Recommended CPE Credit: 1 hour
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Accounting for Software

Introduction

The accounting standards relating to software are included in two sections of the GAAP codification. Sec-
tion 350 covers internal-use software and website development costs, while Section 985 covers software
that is intended for sale. In this course, we cover the accounting for both scenarios, as well as software
accessed via a hosting arrangement, software inventory, software revenue recognition, and related presen-
tation and disclosure topics.

Related Podcast Episode: Episode 270 of the Accounting Best Practices Podcast discusses the accounting
for software as a service. It is available at: accountingtools.com/podcasts or iTunes

Internal-Use Software

Companies routinely develop software for internal use, and want to understand how these development
costs are to be accounted for. Software is considered to be for internal use when it has been acquired or
developed only for the internal needs of a business. Examples of situations where software is considered to
be developed for internal use are:

Accounting systems

Cash management tracking systems
Customer service software

Data collection and analysis systems
Database search tools

Membership tracking systems
Production automation systems
Video production systems

Further, there can be no reasonably possible plan to market the software outside of the company, as would
be the case when a marketing channel has been selected that has specifically-identified promotional, deliv-
ery, billing, and support activities. A market feasibility study is not considered a reasonably possible mar-
keting plan, nor is an arrangement that provides for the joint development of software for mutual internal
use. However, a history of selling software that had initially been developed for internal use creates a rea-
sonable assumption that the latest internal-use product will also be marketed for sale outside of the com-
pany.
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EXAMPLE

Harrison Manufacturing develops just-in-time software that it uses internally to monitor the flow of jobs through its
production process. The IT manager convinces management to sell the JIT software outside the company, which meets
with some success. Subsequently, the firm develops warehouse management software to manage the flow of goods
through its own distribution warehouses. Since Harrison has a history of selling its internally-developed software
outside of the firm, there is a reasonable assumption that the same action will be taken for the new warehouse man-
agement software — which prevents the firm from accounting for it as internal-use software. Instead, it must account
for the new software using the requirements for software that is intended for sale.

EXAMPLE
Inouye Semiconductor uses highly-complex wafer testing software to determine whether the semiconductor chips it

is producing are operational. This is internal-use software, since customers do not acquire the software, nor do they
obtain the future right to use it.

The accounting for internal-use software varies, depending upon the stage of completion of the project. The
relevant accounting is:

e Stage 1: Preliminary project activities. All costs incurred during the preliminary stage of a devel-
opment project should be charged to expense as incurred. This stage is considered to include mak-
ing decisions about the allocation of resources, determining performance requirements, conducting
supplier demonstrations, evaluating technology, and supplier selection.

e Stage 2: Application development. Capitalize the costs incurred to develop internal-use software,
which may include coding, hardware installation, and testing. Any costs related to data conversion,
user training, administration, and overhead should be charged to expense as incurred. Data conver-
sion may include purging or cleansing existing data, reconciling old and new data, and converting
old data to the new system. Only the following costs can be capitalized:

o Materials and services consumed in the development effort, such as third-party develop-
ment fees, software purchase costs, and travel costs related to development work.

o Costs to develop or acquire software that allow for access to or conversion of old data by
new systems.

o The payroll and benefit costs of those employees directly associated with software devel-
opment, to the extent of the time spent directly on the project.

o The capitalization of interest costs incurred to fund the project. These costs can only be
capitalized for the period during which there are activities related to software development.

e Stage 3. Post-implementation. Charge all post-implementation costs to expense as incurred. Exam-
ples of these costs are training and maintenance costs.

Any allowable capitalization of costs should begin after the preliminary stage has been completed, man-
agement authorizes and commits to funding the project, it is probable that the project will be completed,
and the software will be used for its intended function.
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The capitalization of costs should end when all substantial testing has been completed. If it is no longer
probable that a project will be completed, stop capitalizing the costs associated with it, and conduct impair-
ment testing on the costs already capitalized. The cost at which the asset should then be carried is the lower
of its carrying amount or fair value (less costs to sell). Unless there is evidence to the contrary, the usual
assumption is that uncompleted software has no fair value. The following are general indicators that soft-
ware is no longer expected to be completed and placed in service:

Expenditures are no longer being budgeted or incurred for the software.

There are programming difficulties that will not be resolved on a timely basis.

There have been significant cost overruns.

The costs that have been or will be incurred significantly exceed the cost of competing third-party

software, so management intends to stop development and buy the third-party software.

e New technology in the marketplace is driving management to acquire third-party products, rather
than completing the internal development project.

e The business unit to which the software relates is either unprofitable or will be discontinued.

A business may purchase software for internal use. If the purchase price of this software includes other
elements, such as training and maintenance fees, only capitalize that portion of the purchase price that
relates to the software itself. When this purchase results in the replacement of older software, any remaining
unamortized cost of the older software should be charged to expense as soon as the replacement software
is ready for its intended use.

In addition, any later upgrades of the software can be capitalized, but only if it is probable that extra
system functionality will result from the upgrade. These upgrades typically require the formulation of new
software specifications, which may alter some portion of the existing specifications. The costs of maintain-
ing the system should be charged to expense as incurred. If the maintenance is provided by a third party
and payment is made in advance for the services of that party, amortize the cost of the maintenance over
the service period.

Note: When it is not possible to separate internal costs on a cost-effective basis between maintenance and
relatively minor upgrades, one should expense these costs as incurred.

Once costs have been capitalized, amortize them over the expected useful life of the software. This is typi-
cally done on a straight-line basis, unless another method more clearly reflects the expected usage pattern
of the software. Amortization should begin when a software module is ready for its intended use, which is
considered to be when all substantial system testing has been completed. If a software module cannot func-
tion unless other modules are also completed, do not begin amortization until the related modules are com-
plete.

It may be necessary to regularly reassess the useful life of the software for amortization purposes, since
technological obsolescence tends to shorten it. The reassessment may also involve consideration of new
technology, competing products, and other economic factors.

The capitalized cost of internal-use software should be routinely reviewed for impairment. The follow-
ing are all indicators of the possible presence of asset impairment:

The software is not expected to be of substantive use

The manner in which the software was originally intended to be used has now changed
The software is to be significantly altered

The development cost of the software significantly exceeded original expectations

Once a business has developed software for internal use, management may decide to market it for external
use by third parties. If so, the proceeds from software licensing, net of selling costs, should be applied
against the carrying amount of the software asset. For the purposes of this topic, selling costs are considered
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to include commissions, software reproduction costs, servicing obligations, warranty costs, and installation
costs. The business should not recognize a profit on sales of the software until the application of net sales
to the carrying amount of the software asset have reduced the carrying amount to zero. The business can
recognize all further proceeds as revenue.

Internal-Use Software Accessed via a Hosting Arrangement

The preceding guidance also applies to internal-use software to which the organization gains access via a
hosting arrangement — but only if both of the following criteria are met:

e The company has the contractual right to take possession of the software at any time without in-
curring a significant penalty; and

e It is feasible to run the software on the company’s own hardware, or contract with a third party to
host the software.

When the preceding criteria are not met, then the hosting arrangement is considered to be a service contract,
and so does not constitute a software purchase.

Under a hosting arrangement, it is relatively common for the price to include several elements, such as
the software license, hosting, and employee training. When this is the case, the company should allocate
the price paid among these various elements, where the allocation is based on the standalone price of each
element in the contract.

If any costs associated with a hosting arrangement are capitalized, they should be amortized over the
term of the hosting arrangement. The term of a hosting arrangement is considered to be its fixed non-
cancellable term, plus any option extension periods, if the company is reasonably certain to exercise the
option. The term of the arrangement should be periodically reassessed, with any changes in the period
accounted for as a change in accounting estimate.

The straight-line amortization basis should be used, unless another method is more representative of
the benefit level provided by the hosting arrangement. Amortization should begin for each module of a
hosting arrangement when the module is ready for its intended use (which has occurred when all substantial
testing is completed). If the functionality of the module is dependent on the completion of other modules,
then amortization should begin when the other related modules are ready for their intended use.

The accountant should examine the capitalized costs associated with a hosting arrangement for impair-
ment when any of the following conditions are present:

e The arrangement is not expected to provide any substantive service potential to the company.
e Asignificant change has occurred in the extent to which the hosting arrangement is used.
e Asignificant change has been made to the hosting arrangement.

Website Development Costs

A company may allocate funds to the development of a company website in such areas as coding, graphics
design, the addition of content, and site operation. The accounting for website development varies, depend-
ing upon the stage of completion of the project. The relevant accounting is:

e Stage 1: Preliminary. Charge all site planning costs to expense as incurred. This stage is considered
to include project planning, the determination of site functionality, hardware identification, tech-
nology usability, alternatives analysis, supplier demonstrations, and legal considerations.

e Stage 2: Application development and infrastructure. The accounting matches what was just de-
scribed in the last section for internal-use software. In essence, capitalize these costs. More specif-
ically, capitalize the cost of obtaining and registering an Internet domain, as well as the procurement
of software tools, code customization, web page development, related hardware, hypertext link
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creation, and site testing. Also, if a site upgrade provides new functions or features to the website,
capitalize these costs.

Stage 3: Graphics development. For the purposes of this topic, graphics are considered to be soft-
ware and so are capitalized, unless they are to be marketed externally. Graphics development in-
cludes site page design and layout.

Stage 4: Content development. Charge data conversion costs to expense as incurred, as well as the
costs to input content into a website. Content may include articles, photos, maps, charts, and so
forth.

Stage 5: Site operation. The costs to operate a website are the same as any other operating costs,
and so should be charged to expense as incurred. Operating costs relate to training, administration,
site updates, site security, and maintenance. The treatment of selected operating costs associated
with a website are:

o Charge website hosting fees to expense over the period benefited by the hosting
o Charge search engine registration fees to expense as incurred, since they are advertising
costs

Software Intended for Sale

When computer software is to be sold, leased, or otherwise marketed for sale, there are a number of ac-
counting requirements for how the associated costs are to be treated. Examples of software intended for
sale are as follows:

Software that is required to operate a company’s products

Machines that are sold with software incorporated into them that is needed to operate the machines
Vehicles that are sold with automated driving systems installed in them

A database that is sold with an integrated software search function

An operating system that is installed on computers sold to customers

The accounting requirements for software intended for sale are noted in the following sub-sections.

Initial Cost Recognition

The following requirements apply to the initial recognition of various costs associated with computer soft-
ware that is intended for sale:

Research and development costs. Any cost incurred to establish the technological feasibility of
software is to be charged to expense as incurred. Technological feasibility has been established
when the developing entity has completed all planning, designing, coding and testing activities
required to determine whether the software can meet its design specifications. Evidence of techno-
logical feasibility can be proven by engaging in either of the following activities:

o Detail program design option. If a detail program design was developed for the software,
then all three of the following requirements must be met in order to establish technological
feasibility:

1. The needed skills, hardware, and software technology are available to produce the
product.

2. The detail program design is sufficiently complete, based on design documentation
and by tracing the design to product specifications.

3. The detail program design has been examined for high-risk development issues
and these concerns have been resolved with coding and testing. Examples of high-
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risk development issues are unproven functions and features that incorporate tech-
nological innovations.

Note: When a high-risk development issue is discovered after technological feasibility was
established and costs capitalized, this is considered a change in accounting estimate that re-
quires all previously capitalized costs to be charged to expense.

Note: When software does not include all of the features originally planned for it and the prod-
uct is not sellable without the dropped features, then technological feasibility has not been es-
tablished for it.

No detail program design. When there is no detail program design, then technological fea-
sibility can be proven by having a completed product design and a working model of the
software, where the completeness of the model and its consistency with the product design
have been confirmed with sufficient testing. A working model must be operative, written
in the same language as the product to be sold, include all planned major functions, and be
ready for initial customer testing.

Note: When a product consists of several modules that cannot be sold separately, technological
feasibility must be established for the product as a whole, rather than on a module-by-module
basis. This means that the detail program design or the working model for the entire product
must be completed before capitalization can begin.

Production costs. The recognition of production costs is addressed in the following topics:

@)

Production masters. Once technological feasibility has been established, the cost of pro-
ducing production masters should be capitalized. These costs may include any coding and
testing conducted after technological feasibility was established.

Software production costs. Software production costs cannot be capitalized until techno-
logical feasibility has been established, and all research and development activities for the
other components of the product have been completed.

Allocated overhead costs. Overhead costs can be allocated to production. This allocation
may include overhead relating to programmers and their work facilities, but should not
include an allocation of general and administrative costs.

Capitalization stoppage. The capitalization of production costs must stop when the product
is available for general release to customers.

Maintenance and customer support costs. The costs of maintenance and customer support
should be charged to expense at the earlier of when these costs are incurred or when related
revenue is recognized.

Purchased software. When software is purchased in order to be integrated into a product, the ac-
quisition cost should only be capitalized if technological feasibility can be established and all re-
search and development activities of the other components of the product have been completed as
of the software purchase date. If there is an alternative use for the purchased software, then the
purchase cost can be capitalized in accordance with its projected use.
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EXAMPLE

Norrona Software buys software for $50,000 that it can resell for $40,000. Technological feasibility has not yet been
established. At this point, $10,000 of the purchase cost should be charged to research and development expense, while
the remaining $40,000 is capitalized. The technological feasibility of the software product is then established, so
Norrona can include the capitalized $40,000 in the cost of the product.

Subsequent Cost Measurement

Once software costs have been capitalized, they should be amortized on a product-by-product basis, begin-
ning with the date when the product is available for general release to customers. The amount of annual
amortization recognized should be the greater of the following two calculation options:

e The ratio of current gross product revenues to the total of both current and expected future gross
revenues for that product; or
e The straight-line method over the remaining estimated economic life of the product.

At the end of each reporting period, compare the unamortized capital costs of each software product to its
net realizable value, and write off any amount by which the unamortized capital costs exceed the net real-
izable value. Net realizable value is the estimated future gross revenues for that product, minus the esti-
mated future costs of completing and disposing of it, which includes any maintenance and customer service
costs. Any amounts written off shall not be restored in future periods.

Product Enhancements

Enhancements may be made to a product after it has been initially released for sale. The costs incurred for
these enhancements should be charged to research and development expense until such time as the techno-
logical feasibility of each enhancement has been established. Technological feasibility tends to be easier to
establish for a product enhancement, since it was already established for the baseline product. This is par-
ticularly the case when a software product has been ported (adapted) to run on different hardware.

If the original product (prior to the enhanced version), will no longer be sold, then include any unamor-
tized cost of the original version in the cost of the enhancement when applying the net realizable value test.
However, if the original product will continue to be sold along with the enhanced version, then allocate the
unamortized cost of the original product between the original and enhanced versions.

The capitalized costs of a product enhancement, including any costs allocated to it from the original
product, should be amortized over the estimated useful life of the enhanced product.

Software Inventory

When a software provider incurs costs to duplicate software, documentation, and training materials from
product masters, as well as to package these items, the costs should be capitalized as inventory. These
capitalized costs are then charged to the cost of goods sold when the revenue associated with the sale of
these units is recognized.

Accounting for Costs to Develop Entertainment and Educational Software

The Securities and Exchange Commission (SEC) observer sitting in on an Emerging Issues Task Force
meeting has pointed out that the SEC is aware of diversity in the entertainment industry in how software
development costs relating to educational and entertainment products are accounted for. The treatment
ranges from capitalizing all costs to expensing a significant proportion of them as incurred. The SEC ob-
server pointed out that educational and entertainment products that are sold, leased, or otherwise marketed
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are subject to the requirements of Topic 985, Software. This course dealt with Topic 985 in its Software
Intended for Sale and Software Inventory sections.

Revenue Recognition for Software Sales

There used to be a number of revenue recognition rules relating to the sale of software, which were elimi-
nated when Topic 606 of the Accounting Standards Codification, Revenue from Contracts with Customers,
was implemented. Topic 606 establishes a series of actions that an entity takes to determine the amount and
timing of revenue to be recognized. The main steps are:

1. Link the contract with a specific customer.

2. Note the performance obligations required by the contract.

3. Determine the price of the underlying transaction.

4. Match this price to the performance obligations through an allocation process.
5. Recognize revenue as the various obligations are fulfilled.

We will expand upon each of these steps in the following sub-sections, limiting the discussion to those
aspects of revenue recognition that are most likely to apply to the sale of software.

Step One: Link Contract to Customer

The contract is used as a central aspect of revenue recognition, because revenue recognition is closely as-
sociated with it. In many instances, revenue is recognized at multiple points in time over the duration of a
contract, so linking contracts with revenue recognition provides a reasonable framework for establishing
the timing and amounts of revenue recognition.

A contract only exists if there is an agreement between the parties that establishes enforceable rights
and obligations. It is not necessary for an agreement to be in writing for it to be considered a contract.

Step Two: Note Performance Obligations

A performance obligation is essentially the unit of account for the goods or services contractually promised
to a customer. The performance obligations in the contract must be clearly identified. This is important in
recognizing revenue, since revenue is considered to be recognizable when goods or services are transferred
to the customer.

If there is more than one good or service to be transferred under the contract terms, only break it out as
a separate performance obligation if it is a distinct obligation or there are a series of transfers to the customer
of a distinct good or service. In the latter case, a separate performance obligation is assumed if there is a
consistent pattern of transfer to the customer.

The “distinct” label can be applied to a good or service only if it meets both of the following criteria:

e Capable of being distinct. The customer can benefit from the good or service as delivered, or in
combination with other resources that the customer can readily find; and

e Distinct within the context of the contract. The promised delivery of the good or service is sepa-
rately identified within the contract.

Goods or services are more likely to be considered distinct when:

e The seller does not use the goods or services as a component of an integrated bundle of goods or
services.

e The items do not significantly modify any other goods or services listed in the contract.

e The items are not highly interrelated with other goods or services listed in the contract.
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The intent of these evaluative factors is to place a focus on how to determine whether goods or services are
truly distinct within a contract. There is no need to assess the customer’s intended use of any goods or
services when making this determination.

To reduce the cost of noting performance obligations, it is not necessary to assess whether promised
goods or services are performance obligations if they are immaterial in the context of the contract with the
customer.

EXAMPLE

Norrona Software enters into a contract with a Scandinavian clothing manufacturer to transfer a software license for
its clothing design software. The contract also states that Norrona will install the software and provide technical sup-
port for a two-year period. The installation process involves adjusting the data entry screens to match the needs of the
clothing designers who will use the software. The software can be used without these installation changes. The tech-
nical support assistance is intended to provide advice to users regarding advanced features, and is not considered a
key requirement for software users.

Since the software is functional without the installation process or the technical support, Norrona concludes that the
items are not highly interrelated. Since these goods and services are distinct, the company should identify separate
performance obligations for the software license, installation work, and technical support.

In the event that a good or service is not classified as distinct, aggregate it with other goods or services
promised in the contract, until such time as a cluster of goods or services have been accumulated that can
be considered distinct.

Step Three: Determine Prices

This step involves the determination of the transaction price built into the contract. The transaction price is
the amount of consideration to be paid by the customer in exchange for its receipt of goods or services. The
transaction price does not include any amounts collected on behalf of third parties (such as sales taxes).

EXAMPLE

The Productivity Software Company sells its software to individuals through its chain of retail stores. In the most
recent period, the company generated $3,800,000 of receipts, of which $200,000 was sales taxes collected on behalf
of local governments. Since the $200,000 was collected on behalf of third parties, it cannot be recognized as revenue.

If the transaction price is to be paid over a period of time (as may be the case with a large software sale),
this implies that the seller is including a financing component in the contract. If this financing component
is a significant financing benefit for the customer and provides financing for more than one year, adjust the
transaction price for the time value of money. In cases where there is a financing component to a contract,
the seller will earn interest income over the term of the contract.

A contract may contain a financing component, even if there is no explicit reference to it in the contract.
When adjusting the transaction price for the time value of money, consider the following factors:

e Standalone price. The amount of revenue recognized should reflect the price that a customer would
have paid if it had paid in cash.

o Significance. In order to be recognized, the financing component should be significant. This means
evaluating the amount of the difference between the consideration to be paid and the cash selling
price. Also note the combined effect of prevailing interest rates and the time difference between
when delivery is made and when the customer pays.
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If it is necessary to adjust the compensation paid for the time value of money, use as a discount rate the rate
that would be employed in a separate financing transaction between the parties as of the beginning date of
the contract. The rate used should reflect the credit characteristics of the customer, including the presence
of any collateral provided. This discount rate is not to be updated after the commencement of the contract,
irrespective of any changes in the credit markets or in the credit standing of the customer.

EXAMPLE

Norrona Software sells one license for enterprise resources planning software to Eskimo Construction, under generous
terms that allow Eskimo to pay Norrona the full amount of the $119,990 receivable in 24 months. The cash selling
price of the software is $105,000. The contract contains an implicit interest rate of 6.9%, which is the interest rate that
discounts the purchase price of $119,990 down to the cash selling price over the two-year period. The controller
examines this rate and concludes that it approximates the rate that Norrona and Eskimo would use if there had been a
separate financing transaction between them as of the contract inception date. Consequently, Norrona recognizes in-
terest income during the two-year period prior to the payment due date, using the following calculation:

Beginning Interest Ending

Year Balance (at 6.9% Rate) Balance
1 $105,000 $7,245 $112,245

2 112,245 7,745 $119,990

As of the shipment date, Norrona records the following entry:

Loan receivable
Revenue

Debit
105,000

Credit

105,000

At the end of the first year, Norrona recognizes the interest associated with the transaction for the first year, using the

following entry:

Loan receivable
Interest income

Debit
7,245

Credit

7,245

At the end of the second year, Norrona recognizes the interest associated with the transaction for the second year,

using the following entry:

Loan receivable

Interest income

Debit
7,745

Credit

7,745

These entries increase the size of the loan receivable until it reaches the original sale price of $119,990. Eskimo then
pays the full amount of the receivable, at which point Norrona records the following final entry:

Cash
Loan receivable

Debit
119,990

Credit

119,990
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There is assumed not to be a significant financing component to a contract in the presence of any of the
following factors:

Advance payment. The customer paid in advance, and the customer can specify when goods and
services are to be delivered.

Variable component. A large part of the consideration to be paid is variable, and payment timing
will vary based on a future event that is not under the control of either party.

Non-financing reason. The reason for the difference between the contractual consideration and the
cash selling price exists for a reason other than financing, and the amount of the difference is pro-
portional to the alternative reason.

Step Four: Allocate Prices to Obligations

Once the performance obligations and transaction prices associated with a contract have been identified,
the next step is to allocate the transaction prices to the obligations. The basic rule is to allocate that price to
a performance obligation that best reflects that amount of consideration to which the seller expects to be
entitled when it satisfies each performance obligation. To determine this allocation, it is first necessary to
estimate the standalone selling price of those distinct goods or services as of the inception date of the con-
tract. If it is not possible to derive a standalone selling price, the seller must estimate it. This estimation
should involve all relevant information that is reasonably available, such as:

Competitive pressure on prices

Costs incurred to manufacture or provide the item

Item profit margins

Pricing of other items in the same contract

Standalone selling price of the item

Supply and demand for the items in the market

The seller’s pricing strategy and practices

The type of customer, distribution channel, or geographic region
Third-party pricing

The following three approaches are acceptable ways in which to estimate a standalone selling price:

Adjusted market assessment. This involves reviewing the market to estimate the price at which a
customer in that market would be willing to pay for the goods and services in question. This can
involve an examination of the prices of competitors for similar items and adjusting them to incor-
porate the seller’s costs and margins.

Expected cost plus a margin. This requires the seller to estimate the costs required to fulfill a per-
formance obligation, and then add a margin to it to derive the estimated price.

Residual approach. This involves subtracting all of the observable standalone selling prices from
the total transaction price to arrive at the residual price remaining for allocation to any non-observ-
able selling prices. This method can only be used if one of the following situations applies:

o The seller sells the good or service to other customers for a wide range of prices; or
o No price has yet been established for that item, and it has not yet been sold on a standalone
basis.

11
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The residual approach can be difficult to use when there are several goods or services with uncertain
standalone selling prices. If so, it may be necessary to use a combination of methods to derive standalone
selling prices, which should be used in the following order:

1. Estimate the aggregate amount of the standalone selling prices for all items having uncertain
standalone selling prices, using the residual method.

2. Use another method to develop standalone selling prices for each item in this group, to allocate the
aggregate amount of the standalone selling prices.

Once all standalone selling prices have been determined, allocate the transaction price amongst these dis-
tinct goods or services based on their relative standalone selling prices.

Tip: Appropriate evidence of a standalone selling price is the observable price of a good or service when
the seller sells it to a similar customer under similar circumstances.

Once the seller derives an approach for estimating a standalone selling price, it should consistently apply
that method to the derivation of the standalone selling prices for other goods or services with similar char-
acteristics.

EXAMPLE

Disaster Recovery Corporation produces apps for the iPhone. The company receives an order from the federal gov-
ernment for 50,000 units of its hurricane preparedness app, as well as for 10,000 units of a new app that sends out
alerts when tornadoes are nearby. The company has not yet sold the new tornado app to anyone. The total price of
the order is $600,000. The company assigns $450,000 of the total price to the hurricane preparedness app, based on
its own sales of comparable orders. This leaves $150,000 of the total price that is allocable to the tornado app. Since
the company has not yet established a price for this app and has not sold it on a standalone basis, it is acceptable to
allocate $150,000 to the tornado app under the residual approach.

If there is a subsequent change in the transaction price, allocate that change amongst the distinct goods or
services based on the original allocation that was used at the inception of the contract. If this subsequent
allocation is to a performance obligation that has already been completed and for which revenue has already
been recognized, the result can be an increase or reduction in the amount of revenue recognized. This
change in recognition should occur as soon as the subsequent change in the transaction price occurs.

Step Five: Recognize Revenue

Revenue is to be recognized as goods or services are transferred to the customer. This transference is con-
sidered to occur when the customer gains control over the good or service. Indicators of this date include
the following:

e When the seller has the right to receive payment.

e When the customer has legal title to the transferred asset. This can still be the case even when the
seller retains title to protect it against the customer’s failure to pay.

o When physical possession of the asset has been transferred by the seller.

o \When the customer has taken on the significant risks and rewards of ownership related to the asset
transferred by the seller. For example, the customer can now sell, pledge, or exchange the asset.

o \When the customer accepts the asset.
When the customer can prevent other entities from using or obtaining benefits from the asset.

12
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Measurement of Progress Completion

When a performance obligation is being completed over a period of time, the seller recognizes revenue
through the application of a progress completion method. The goal of this method is to determine the pro-
gress of the seller in achieving complete satisfaction of its performance obligation. This method is to be
consistently applied over time, and shall be re-measured at the end of each reporting period.

Both output methods and input methods are considered acceptable for determining progress comple-
tion. The method chosen should incorporate due consideration of the nature of the goods or services being
provided to the customer. The following sub-sections address the use of output and input methods.

Output Methods

An output method recognizes revenue based on a comparison of the value to the customer of goods and
services transferred to date to the remaining goods and services not yet transferred. There are numerous
ways to measure output, including:

Surveys of performance to date
Milestones reached

The passage of time

The number of units delivered
The number of units produced

Another output method that may be acceptable is the amount of consideration that the seller has the right
to invoice, such as billable hours. This approach works when the seller has a right to invoice an amount that
matches the amount of performance completed to date.

Input Methods

An input method derives the amount of revenue to be recognized based on the to-date effort required by the
seller to satisfy a performance obligation relative to the total estimated amount of effort required. Examples
of possible inputs are costs incurred and labor hours expended.

A method based on output is preferred, since it most faithfully depicts the performance of the seller
under the terms of a contract. However, an input-based method is certainly allowable if using it would be
less costly for the seller, while still providing a reasonable proxy for the ongoing measurement of progress.

Presentation Issues

The following issues relate to the presentation of information for capitalized costs related to a software
hosting arrangement:

e Amortization classification. The amortization expense for capitalized costs for a hosting arrange-
ment should be included in the same line item on the income statement as the expense for fees
associated with the hosting arrangement.

o Balance sheet presentation. The capitalized implementation costs for a hosting arrangement should
be included in the same line item as the prepayment of hosting fees.

e Statement of cash flows presentation. The cash flows from capitalized implementation costs should
be classified in the same manner as the cash flows for the associated hosting fees.

13
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The following issues relate to the presentation of information for software that is intended for sale:

e Amortization classification. The amortization expense for software should be charged to the cost
of sales on the income statement.

e Balance sheet presentation. Present capitalized software costs with a life of more than one year in
the other asset line item.

Disclosure Issues

The disclosures that accompany the financial statements should include the following items:

Unamortized software costs

The amount charged to expense for software amortization

The software amount written down to net realizable value

The nature of any hosting arrangements that are service contracts

SAMPLE DISCLOSURE

Research and development expenses consist primarily of salary and related expenses, including stock-based compen-
sation, for personnel related to the development of improvements and expanded features for our services, as well as
quality assurance, testing, product management and allocated overhead. Research and development costs are expensed
as incurred except for internal use software development costs that qualify for capitalization. The Company reviews
development costs incurred for internal-use software in the application development stage and assesses costs for cap-
italization.

SAMPLE DISCLOSURE

The Company capitalizes software development costs incurred in connection with the localization and translation of
its products once technological feasibility has been achieved based on a working model. A working model is defined
as an operative version of the computer software product that is completed in the same software language as the
product to be ultimately marketed, performs all the major functions planned for the product and is ready for initial
customer testing (usually identified as beta testing). In addition, the Company capitalizes software purchased from
third parties or through business combinations as acquired software technology, if the related software under devel-
opment has reached technological feasibility.

The amortization of capitalized software costs is the greater of the straight-line basis over three years, the expected
useful life, or a computation using a ratio of current revenue for a product compared to the estimated total of current
and future revenues for that product. The Company periodically compares the unamortized capitalized software costs
to the estimated net realizable value of the associated product. The amount by which the unamortized capitalized
software costs of a particular software product exceeds the estimated net realizable value of that asset would be re-
ported as a charge to the Consolidated Statements of Operations and Comprehensive Income (Loss). Capitalized soft-
ware costs and accumulated amortization at January 31 were as follows:

(000s) 20X2 20X1
Capitalized software costs:

Capitalized software development costs $2,314 $1,516

Acquired software technology 135 -

2,449 1,516

Less accumulated amortization -851 -526

Capitalized software costs, net $1,598 $990

It is the Company’s policy to write off capitalized software development costs once fully amortized. Accordingly,
during fiscal 20X2, $0.3 million of costs and accumulated amortization was removed from the Consolidated Balance
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Sheet and was primarily related to acquired software technology which was fully amortized during fiscal 20X2. Amor-
tization of capitalized software costs is included in “Cost of license fees” in the accompanying Consolidated State-
ments of Operations and Comprehensive Income. The following table summarizes the estimated amortization expense
relating to the Company’s capitalized software costs as of January 31, 20X2:

Fiscal Years (000s)
20X3 $759
20X4 572
20X5 226
20X6 27
Thereafter 14

$1,598

Summary

The accounting rules are significantly different for internal-use software and software intended for sale, so
there should be clear internal guidelines for how to identify each situation. Impairment is also a significant
concern, since software can be rendered technologically obsolete in short order; this means that the ac-
counting staff must continually monitor the circumstances to see if an impairment analysis is warranted.
Finally, the abbreviated revenue recognition rules noted in this course should apply to most software sales;
for a more complete treatment of the topic, see the author’s Revenue Recognition course.
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Review Questions

1. The accountant should examine the capitalized costs associated with a hosting arrangement for impair-
ment when any of the following conditions are present, except for:
a. A significant change has been made to the hosting arrangement
b. The arrangement is not expected to provide any substantial service potential
c.  When the term of the hosting arrangement is unusually long
d. A significant change has occurred in the extent to which the arrangement is used

2. The following accounting issue applies to the production costs for software intended for sale:
a. Ifaworking model is not operative, costs are charged to expense as incurred
b. Ifthere is an alternative use for purchased software, it can be capitalized in accordance with its
projected use
c. If technological feasibility is not established, costs are charged to expense as incurred
d. The cost of producing production masters should be capitalized

3. A standalone selling price may be estimated by using all of the following methods, except for:
a. Residual approach
b. Adjusted market assessment
c. Expected cost plus a margin
d. Transfer pricing
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Answers to Review Questions

1. The accountant should examine the capitalized costs associated with a hosting arrangement for impair-
ment when any of the following conditions are present, except for:

a.

b.
C.
d

A significant change has been made to the hosting arrangement

The arrangement is not expected to provide any substantial service potential
When the term of the hosting arrangement is unusually long

A significant change has occurred in the extent to which the arrangement is used

Incorrect. A significant change to the hosting arrangement can trigger an impairment analysis,
depending on the nature of the change.

Incorrect. When the arrangement is not expected to provide any substantial service potential,
then an impairment analysis is warranted.

Correct. There is no reason for a long hosting arrangement to trigger an impairment
analysis, since it does not impact the viability of the arrangement.

Incorrect. A significant change in the extent to which the arrangement is used is grounds for an
impairment analysis.

2. The following accounting issue applies to the production costs for software intended for sale:

a.
b.

If a working model is not operative, costs are charged to expense as incurred

If there is an alternative use for purchased software, it can be capitalized in accordance with its
projected use

If technological feasibility is not established, costs are charged to expense as incurred

The cost of producing production masters should be capitalized

Incorrect. The working model concept applies to the research and development phase for soft-
ware intended for sale.

Incorrect. The alternative use concept applies to purchased software, not the production costs
for software.

Incorrect. The technological feasibility concept applies to the research and development phase
for software intended for sale.

Correct. The cost of producing production masters is part of the production costs related
to software, since those masters are used to create software copies.
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Answers to Chapter Questions

3. A standalone selling price may be estimated by using all of the following methods, except for:

a.

b.
C.
d

Residual approach

Adjusted market assessment
Expected cost plus a margin
Transfer pricing

Incorrect. The concept of subtracting all standalone selling prices from the total transaction
price to arrive at the residual amount that is applied to the remaining products is an accepted
method for estimating a standalone selling price.

Incorrect. Estimating standalone prices from what customers would be willing to pay is an
accepted method for estimating a standalone selling price. This is a market-based approach,
since it depends upon information gathered from third parties.

Incorrect. It is acceptable to derive a standalone price by estimating the relevant cost and adding
a margin to it. This is a cost-based approach, since it is derived from a compilation of the costs
associated with a product.

Correct. Transfer pricing is an accounting method used to assign costs to goods that are
transferred between subsidiaries; it is unrelated to the concept of the standalone selling
price.
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Glossary

C

Coding. Detailed instructions in a computer language to enact the requirements stated in the associated
detail program design.

D

Detail program design. The detailed specifications of a computer software product that takes product func-
tions, features, and technical requirements to their most detailed form.

H

Hosting arrangement. An arrangement in which the end user of software does not take possession of it;
instead, the software resides on the supplier’s or a third party’s hardware, where the customer accesses it.

M

Maintenance. Those actions taken after a product is available for general release, to correct errors or update
the product with more current information.

P

Preliminary project stage. A stage during the development of software when performance requirements are
determined, alternatives are explored, and technology feasibility studies are conducted, along with several
related activities.

Product design. The logical representation of all product functions in enough detail to serve as product
specifications.

Product enhancement. Improvements made to an existing product that are intended to prolong its life or
significantly enhance its marketability. Product enhancements usually call for a redesign of all or part of an
existing product.

Product master. A completed version of a software product that is ready for copying.

S

Software. A set of programs that interact with each other, causing a computer to perform work.
T

Testing. The performance of those steps needed to determine whether software meets the function,
feature, and technical performance requirements stated in the product design.

w

Working model. An operational version of software that performs all major functions planned for it, and
which is ready for initial customer testing.
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Final Examination

The final examination for this course is provided below. Feel free to circle your choice for the best answer
to each question. To enter your answers online and receive an immediate grade and completion certificate,
follow these steps:

Go to www.accountingtools.com/cpe

Click on the “Access the Training Module | Complete a Test” button near the top of the page.
Login with your user name and password.

Select the Take a Test option and then select the Programs option. Click on the program that you
want to take.

5. Take the test. You can stop and restart the test at any time.

el N

1. The following is an example of internal-use software:
a. A membership tracking system
b. Software that is required to operate a company’s products
c. An operating system that is installed on computers sold to customers
d. A vehicle that is sold with an automated driving system in it

2. The stage of internal-use software development that can be capitalized is:
a. Preliminary planning
b. Application development
c. Subsequent use
d. Post-implementation

3. When developing a website, the following cost can be charged to expense (rather than being capital-
ized):
a. Graphics development
b. Internet domain registration
c. Data conversion costs
d. Code customization

4. The following factor should be present before including a financing component in a contract:
a. A short payment interval
b. There is a significant difference between the contract price and the cash price
c. The credit rating of the customer
d. The cash reserves of the seller

5. The following presentation issue is valid for software:
a. The amortization expense for software intended for sale is charged to the cost of goods sold
b. Capitalized software costs are included in the prepaid assets line item
c. The cash flows from capitalized implementation costs are included in the investing activities
section
d. The amortization expense for capitalized costs for hosting arrangements should be included in
the information technology expenses line item
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