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Accounting of Costs of Computer Software 
Developed or Obtained for Internal Use 

 
 

Executive Summary 
 
The State Controller’s Office is providing this guidance so that departments can identify 
and properly account for computer software.  Examples of recently developed or 
purchased software include Colorado Benefits Management System (CBMS), BANNER, 
and Genesys. 
 
This guidance is based on Statement of Position (SOP) 98-1, issued by the Accounting 
Standards Executive Committee on March 4, 1998.  The American Institute of Certified 
Public Accountants (AICPA) did not make SOP 98-1 applicable to government; however, 
pending guidance on software capitalization from the Governmental Accounting 
Standards Board (GASB), the State Controller has decided to apply the main provisions 
of SOP 98-1 to achieve consistency in capitalization within the State. 
 
SOP 98-1 defines internal use software and categorizes the development into phases.  The 
general treatment of costs for each phase is summarized below: 
 
Phases:           General treatment of costs: 
 

• Preliminary Project Stage   Expensed 
• Application Development Stage  Capitalized 
• Post Implementation/Operation Stage  Expensed 

 
Implementation Timing 
 
All state entities are required to implement SOP 98-1 as interpreted in this guidance 
beginning July 1, 2005.  In addition, state entities should capitalize in accordance with 
this guidance the current and historical project costs for any internal use software projects 
that were in process in fiscal year 2005.  
 
Definitions 
 
Internal Use Computer Software - Internal use computer software has both of the 
following characteristics: 
 

1. The software is acquired, internally developed, or modified solely to meet the 
entity’s internal needs, and 

2. During the software’s development or modification, no substantive plan exists or 
is being developed to market the software externally 
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Preliminary Project Stage – Includes determination of system requirements, development 
of alternatives, vendor demonstrations of their software, evaluation of alternatives, and 
final selection of alternatives. 
 
Application Development Stage – Includes software configuration and interface, coding, 
installation of hardware, testing, and data conversion. 
 
Post-Implementation/Operation Stage – Includes training and maintenance costs. 
 
Upgrades and enhancements – Includes modifications to existing internal use software 
that result in additional functionality – modifications to enable the software to perform 
tasks that it was previously incapable of performing. 
 
Internal Costs – Costs paid to employees or other organizations within the entity, for 
example, payroll costs and programming costs of internal programmers. 
 
External Costs – Costs paid to outside vendors, for example, software licenses. 
 
Estimated Useful Life – The period over which the internal use computer software will be 
amortized.  In assessing estimated useful life, entities should consider the effects of 
obsolescence, technology, competition, and other economic factors.  Given the history of 
rapid changes in technology, software often has had a relatively short useful life. 
 
Costs to be Expensed 
 
The following costs should be expensed as they are incurred: 
 

• Internal and external costs incurred during the preliminary project stage 
• Training during all project stages 
• Data conversion costs (except if the costs are for software for data conversion as 

noted in the section Costs to be Capitalized below) 
• Internal costs incurred for maintenance 
• General and administrative costs and overhead costs 
• Maintenance costs in post implementation/operation stage 
 

Costs to be Capitalized 
 
The following costs should be capitalized and amortized over the useful life: 
 

• Internal and external costs incurred to develop internal use computer software 
during the application development stage 

• Costs to develop or obtain software that allows for access or conversion of old 
data by the new system 

• External direct costs of materials and services consumed in developing or 
obtaining internal use software.  Examples include fees paid to third parties for 
services provided to develop the software during the application development 
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stage, costs incurred to obtain computer software from third parties, and travel 
expenses incurred by employees in their duties directly associated with 
developing software. 

• Payroll and payroll-related costs such as benefits for employees who are directly 
associated with and who devote time to the internal use computer software 
project, to the extent of the time spent directly on the project.  Examples include 
coding and testing during the application development stage. 

• Interest costs incurred while developing internal use computer software 
 
Multiple Element Software Arrangements Included in Purchase Price 
 
Where the price of internal use computer software from a third party includes multiple 
elements, the entity should allocate the costs among all individual elements.  Examples of 
these elements are training, maintenance fees, and data conversion.  The allocation 
should be based on objective evidence of fair value of the elements in the contract, not 
necessarily separate prices stated within the contract for each element.  The separate 
elements should be accounted for in accordance with the provisions of this guidance and 
SOP 98-1. 
 
Timing of Capitalization 
 
Capitalization of costs should begin when both of the following occur: 

 
1. Preliminary project stage is completed, and 
2. Management authorizes and commits to funding a computer software project and 

it is probable that the project will be completed and the software will be used to 
perform the function intended. 

 
Capitalization should cease no later than the point at which a computer software project is 
substantially complete and ready for its intended use – after all substantial testing is 
completed. 
 
Amortization 
 
For each module or component of a software project, amortization should begin when the 
computer software is ready for its intended use – after all substantial testing is completed. 
 
The capitalized costs of internal use computer software should be amortized on a straight-
line basis unless another systematic and rational basis is more representative of the 
software’s use. 
 
Upgrades and Enhancements 
 
Costs for upgrades and enhancements that are material in relation to total project costs, 
should be capitalized or expensed using the same guidelines used for internal use 
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software described in this guidance and SOP 98-1.  Costs for upgrades and enhancements 
that are not material should be expensed as incurred. 
 
Impairment 
 
Impairment should be recognized and measured in accordance with the provision of 
GASB Statement No. 42.     
 
Internal Use Software Marketed 
 
If, after the development of internal use software is completed, an entity decides to 
market the software, the entity should consult SOP 98-1 for the appropriate accounting 
treatment. 
 
Split Funded Projects 
 
Internal use software projects that are funded from more than one funding source should 
follow this guidance. 


