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The Software Quandary: How to Deduct It?

by Mark Stone CPA, CFP

As we rapidly approach the millennium, everyone is focusing on the Y2K problem. In so doing, it
becomes evident how significant an impact computer software has on our society. Consequently, it is
crucial for financial planners to not only understand the tax implications of acquiring software for
themselves, but to understand the potential tax considerations for transactions involving computer
software for their clients.

Under tax law, the treatment of computer software is confusing. It is addressed in three different
sections of the Internal Revenue Code (the code). Under the code, different rules apply depending on
whether the software is purchased or self-developed. Determining the correct treatment of software
requires an analysis of the facts, whereas the tax treatment of computer hardware is clearly defined in
the tax law.

The primary focus of this analysis is on software. At present, purchased computer software can either
be deducted ratably over 3 years (Code Section 167) or 15 years (Code Section 197). This is
differentiated from self-developed computer software (Code Section 174 based on Rev. Proc. 69-21)
that can either be directly written off or amortized up to five years. Hardware, on the other hand, ig
generally written off over five years under an accelerated method (which allows a larger write-off in
the earlier years).

Since hardware and software have different write-off methods, what is the correct tax treatment if a
business buys a computer with software already installed? If the charge for the software is not
separately identified, then the charge for the software is treated as part of the cost of the hardware.
The combined cost would be depreciated over the useful life of the hardware only, which is generally
five years. However, with hardware, the entire purchase can be immediately written off up to $19,000
in 1999 if certain conditions are met (Section 179). But what if the cost of the software is separately

stated? To answer this question, it is important to analyze the facts and circumstances of the software
acquisition. ‘

Tax Treatment of Acquired Software

A software acquisition can either be treated as purchased software or as self-developed software. As
noted above, the confusion on the appropriate treatment of software originates from the three IRC
sections that govern this area. Purchased software can qualify as either an intangible asset under
Section 197 or as a depreciable asset under Section 167. Self-developed software can either be
written off immediately or capitalized and amortized over five years as a research and development
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expense under Section 174. As such, sections 197, 167, and 174 all play a role in defining how
software should be written off. The tax ramifications of purchased software (sections 197 and 167)
will be analyzed first.

Under Code Section 167, the adjusted basis of software can be written off over a useful life of 36
months. To qualify under Section 167, software must not be a Section 197 intangible, which requires
a 15-year write-off period. Two types of computer software are not Section 197 intangibles: (1)
software that is acquired separately (that is, not acquired in a transaction involving the acquisition of
a trade or business) and (2) software that (a) is readily available for purchase by the general public,
(b) is subject to a nonexclusive license, and (c) has not been substantially modified. If the taxpayer
meets either (1) or (2), then he or she will avoid Section 197 treatment of amortizing the software
over 15 years. The most common example when software needs to be amortized under Section 197 is
when it is not readily available for purchase by the public in a transaction involving the acquisition of
the assets of a business. In most situations, the taxpayer will be able to qualify for Section 167
treatment.

It clearly would be to the taxpayer’s advantage to qualify for a three-year write-off period under
Section 167. If a situation arises where acquired software needs to be amortized over 15 years, then
it’s preferable to seek professional advisement. For example, if an acquisition is imminent, and the
value of software is significant, then an alternative method of structuring the transaction is to sell the
software to an unrelated party, which would then lease the software back to the acquirer of the rest of
the business. Since the acquired software is no longer part of a business acquisition, the taxpayer will
be able to avoid 15-year treatment. The taxpayer’s overall situation would need to be analyzed to
determine whether the costs associated with structuring this transaction outweigh the benefits of a
shorter amortization period. If this planning technique is used, proceed with caution. There is a
danger that the IRS may subsequently attack the bona fides of the lease or argue that the software
should be amortized over 15 years since it was a "substantial portion" of the trade or business.

~ Unlike purchased software, the rules regarding self-developed software allow companies more
flexibility. There is also a provision in the tax law giving a research tax credit for self-developed
software that meets the "internal use software" standard. First we will analyze what qualifies as self-
developed software. We will then determine what type of expenditures qualify for the research tax
credit as "internal use software."

The IRS has provided guidelines in a 1969 Revenue Procedure to determine the tax treatment of costs
paid or incurred to develop, purchase, or lease self-developed computer software. Self-developed
software can include amounts paid to another organization such as a computer consultant or an
independent programmer.

It is important to differentiate between self-developed software and purchased custom software. If the
company contracting the developer bears the risk for the software’s operability or functionality, then
the software will be self-developed. If the developer is responsible for the software, then it is not self-
developed and will be treated as purchased software. These rules apply whether or not the software is
patented or copyrighted and whether the software is developed for internal use, or for eventual sale or
lease to others. As is evident, the expenditures that qualify as self-developed software are broad.

Y2K Costs

Included in the broad definition of self-developed software are Y2K costs. As we quickly approach
the millennium, the appropriate tax treatment of costs associated with the year 2000 is crucial.
Understanding the importance of this issue, the IRS issued Revenue Procedure 97-50, which explains
the proper treatment for year 2000 conversion costs. Such costs are defined as amounts paid or
incurred to convert or replace computer software to recognize dates beginning in the year 2000.
These expenditures include the costs to:
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1. Manually convert a company’s existing software
2. Develop new software to replace existing software
3. Purchase or lease new software to replace existing software )
4. Develop or purchase software tools to assist in making existing software Y2K compliant

Although these expenditures qualify for a current deduction, the year 2000 cost will not be eligible
for the research tax credit.

Research Tax Credit

If certain conditions are satisfied, self-developed software can qualify for the research tax credit. The
credit is available for all qualifying software expenditures incurred on or before June 30, 1999.
Although the credit is scheduled to expire on June 30, 1999, the credit has historically been extended
each year. To qualify, the developed software must meet the definition of "internal use software,"
which is software developed by (or for the benefit of) the taxpayer and primarily for internal use by
the taxpayer. Further, the taxpayer must meet three tests:

1. The software is "innovative"(thereby reducing costs, or improving speed)

2. The activity to develop the software involves significant economic risk (the taxpayer commits
substantial resources with substantial uncertainty that they will be recovered)

3. The software is not commercially available for use by the taxpayer

As of now, meeting these tests involves a "facts and circumstances" determination. Realistically, if
the third test can be met, and if the development project reasonably comes within the scope of the
first two requirements, the taxpayer should be able to take the position that the costs to develop
internal use software are eligible for the credit.

Like all sectors of our society, the financial planning community reaps the benefits of technology. As
computer technology continues to evolve, our tax system needs to keep pace to effectively and fairly
account for computer expenditures. The above mentioned Internal Revenue Code sections can be
found online at www.taxsites.com/federal.html#code. It is clearly to a financial planning firm’s
advantage to understand the tax benefits available in this area both for the firm’s internal planning,
and for issues involving client transactions. For financial planners who do not specialize in this area,
it is equally important for financial planners to advise clients to seek qualified professional advice
regarding the proper tax treatment of any software transaction.

Mark Stone CPA, CFP (mstone@ldcomp.com), is a member of the tax department of the New York-
based accounting firm of Margolin, Winer & Evens LLP with offices in New York City and Garden
City, Long Island.
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