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Computer software valuations may be performed for a variety of reasons. These reasons 
include financial accounting, sale or license transactions, financing transactions, gift and 
estate tax, income tax, ad valorem property tax, bankruptcy, and many other purposes. 

In the context of property taxation, computer software is considered to be an exempt 
intangible asset (i.e., exempt from tax assessment) in many taxing jurisdictions. Accordingly, 

for corporate taxpayers subject to the unit valuation principle of property tax assessment 
(e.g., centrally assessed transportation, communications, and energy companies), the value 
of the exempt computer software may be adjusted from the value of the taxable unit. The 

historical cost less depreciation (HCLD) method is sometimes considered appropriate in 
the valuation of certain tangible assets for property tax purposes (e.g., for a rate-based, 
regulated public utility). However, for many reasons, the HCLD method—or the so-called 

net book value—is not appropriate for the valuation of computer software for property tax 
(or any other) purpose.

introduction
Valuation analysts are often asked to value taxpayer 
intangible assets for ad valorem property tax pur-
poses. Some taxing jurisdictions tax taxpayer intan-
gible assets. Some taxing jurisdictions exempt from 
taxation such intangible assets.

Valuation analysts consider all generally 
accepted valuation approaches and methods in 
their property tax intangible asset analysis. A 
description of those intangible asset valuation 
approaches and methods is beyond the scope of 
this discussion.

Some taxing authority assessors rely on various 
derivatives of the taxpayer company’s accounting 
net book value of computer software to estimate the 
value of this intangible asset for property tax pur-
poses. This discussion explains why such reliance 
on accounting net book value does not produce a 

credible or supportable valuation of the software 
intangible asset.

In the unit valuation principle of property taxa-
tion, the taxpayer operating assets are valued col-
lectively. Such taxpayer assets are valued as a single 
unit subject to taxation. Depending on the valuation 
method used, the unit value conclusion typically 
includes the value of the total assemblage of the 
taxpayer’s real estate and personal property (both 
tangible and intangible).

In taxing jurisdictions where the internal-use 
computer software intangible asset is exempt from 
property taxation, the value of the taxpayer com-
puter software typically may be adjusted from the 
value of the taxpayer’s taxable unit.

 The standard of value that is applicable for 
property tax purposes in many taxing jurisdictions 
is fair market value (FMV). However, some jurisdic-
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tions apply other standards of value for ad valorem 
tax purposes, including: market value, full cash 
value, real market value, actual value, and so forth. 
Nonetheless, most of these alternative standards 
of value are conceptually similar to the FMV stan-
dard—that is, the price that a willing buyer would 
pay to a willing seller for the subject property.

Therefore, although the term “fair market value” 
(FMV) is used in this discussion, the conclusions 
reached in this discussion are also applicable to 
these alternative standards of value. Also, while this 
discussion focuses on the valuation of computer 
software in a property taxation context, the discus-
sion conclusions are also relevant to the valuation of 
computer software for other purposes.

In the negotiation or litigation of the taxpayer’s 
property tax assessment, the tax assessment author-
ity may conclude that the FMV of the taxpayer’s 
internal-use computer software:

1. is equal to the financial accounting net 
book value (NBV) of the taxpayer software,

2. should be no greater than the NBV of the 
taxpayer software, or

3. is equal to the product of the taxpayer’s 
computer software NBV multiplied by a 
stock-market-derived market-value-to-book 
value financial ratio.

For the purposes of this discussion, the financial 
accounting NBV of the computer software is equal to:

1. the gross amount of the capitalized software 
development and/or purchase costs, less

2. the accumulated amortization of the capi-
talized costs, adjusted for

3. any recognized intangible asset impairment 
charges to the software carrying value.

The FMV of the taxpayer’s computer software—
as estimated by the taxpayer or by the taxpayer’s 
valuation analyst—is often significantly greater than 
the financial accounting NBV of the taxpayer’s com-
puter software.

There are many reasons why the FMV of a 
taxpayer’s computer software is not equal to the 
financial accounting NBV of a taxpayer’s computer 
software. A list of ten common reasons for this con-
clusion is presented below. This discussion relates 
primarily to internal use computer software (i.e., 
software used in the operation of the taxpayer’s 
business).

However, several of the aforementioned reasons 
also apply to computer software that was developed 
for commercial purposes—that is, to be sold or 

licensed to third parties by the taxpayer company. 
Also, the aforementioned reasons apply to both of 
the following types of software:

1. Customized software that was internally 
developed specifically for the taxpayer com-
pany by employees or contractors

2. Commercial software that was purchased 
from third-party vendors and installed at 
the taxpayer business

reAson 1: the development 
costs oF older internAl-
use soFtwAre were never 
cApitAlized

Statement of Position (SOP) 98-1, issued by the 
Accounting Standards Executive Committee of the 
American Institute of Certified Public Accountants 
(AICPA) in March 1998, provided guidance on gen-
erally accepted accounting principles (GAAP) for 
the costs of computer software developed or pur-
chased for the owner/operator’s internal use.

Prior to the issuances of the AICPA’s SOP 98-1, 
the development costs related to internal-use com-
puter software were generally expensed under the 
then-current GAAP. Consequently, the costs of 
computer software developed or purchased for a 
company’s internal use prior to 1999 typically were 
expensed and not capitalized on the company’s 
accounting books and records.

Therefore, such pre-1999 development costs 
were not included in the software NBV balance that 
is reported on the taxpayer’s balance sheet. The cur-
rent GAAP for the capitalization of internal-use soft-
ware development and purchase costs is provided in 
the Financial Accounting Standards Board (FASB) 
accounting standards codification (ASC) topic 350-
40, titled “Internal Use Software.”

An assessor may conclude that the taxpay-
er’s pre-1999 software development costs are fully 
amortized and, therefore, have no material FMV 
as of a current (e.g., 2012 or 2013) assessment 
date. However, the types of multi-jurisdictional 
companies that are subject to unit valuation (e.g., 
railroads, airlines, land line and cellular telephone 
companies, electric generation and distribution 
companies) are often the types of companies that 
tend to invest heavily in software development.

Such companies continually maintain and 
enhance their software systems in order to extend 
the software’s functional remaining useful life 
(RUL). In these types of taxpayer companies, it 
is not uncommon for software systems that were 
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originally developed 20 to 30 years ago to still be in 
use as of a current date.

Therefore, the taxpayer’s computer software 
GAAP NBV balance excludes the costs of the soft-
ware developed or purchased before 1999 even if 
such software is still operated by the taxpayer busi-
ness. Such internal use software development costs 
were never capitalized in the taxpayer’s software 
NBV balance.

However, since it is still functional and function-
ing, that software does have value to the taxpayer 
owner/operator. The software FMV, if it is calculated 
correctly, will include the value of all of the soft-
ware that is still generating value to the taxpayer 
business, regardless of when that software was first 
developed.

reAson 2: soFtwAre 
development costs under 
cApitAlizAtion dollAr 
thresholds Are not 
cApitAlized

The capitalization threshold dollar amount for 
software development or maintenance costs varies 
by taxpayer company, depending on the financial 
and operational characteristics of that company. In 
financial accounting terms, the management deci-
sion of the capitalization threshold dollar amount is 
a question of materiality. 

The considerations of the taxpayer company 
management for selecting a capitalization threshold 
include the following:

1. Accounting materiality thresholds

2. The cost versus the benefit of the associated 
intangible asset recordkeeping

In October 2002, the U.S. General Accounting 
Office (GAO) issued a survey of capitalization 
versus expense thresholds and other accounting 
policies related to real and personal property1 (the 
“GAO Survey”). The GAO Survey included data 
from both federal agencies and selected private sec-
tor companies.

The GAO Survey reported computer software 
development cost expense versus capitalization 
thresholds for federal agencies in a range from 
$5,000 to $5,000,000. And, the GAO Survey report-
ed computer software development cost expense 
versus capitalization thresholds for private sector 
companies in a range from $1,000 to $250,000.

For example, if a taxpayer company has a soft-
ware capitalization threshold amount of $100,000, 
then all software systems with an expected develop-
ment or purchase cost of under $100,000 would be 
expensed. Therefore, such software development 
or purchase costs would not be capitalized in the 
taxpayer’s books and records. And, such software 
systems would never be recorded on the taxpayer 
company’s balance sheet.

There could be hundreds of such under $100,000 
cost computer software systems at a taxpayer com-
pany. And, none of these software development/
purchase costs—and none of these functioning soft-
ware systems—would be included in the taxpayer’s 
computer software NBV balance.

Similarly, a taxpayer company may have a sepa-
rate expense versus capitalization threshold for soft-
ware maintenance, installation, or enhancement costs. 
Therefore, many of the taxpayer company costs asso-
ciated with maintaining or improving the taxpayer’s 
computer software would not be capitalized.

The assessor’s use of a NBV valuation analysis 
would exclude all of the software system develop-
ment and enhancement costs that are below a set 
threshold dollar amount. Such a NBV valuation 
analysis would imply that these software systems 
have no value to the taxpayer owner/operator. In 
contrast, the use of generally accepted software 
valuation approaches and methods would indicate 
that these GAAP-expensed software systems do have 
a measurable FMV.

reAson 3: some internAl-use 
soFtwAre development costs 
Are never cApitAlized into 
gAAp nBv

FASB ASC topic 350-40 describes the current finan-
cial accounting treatment of internal-use computer 
software development and purchase costs. In gen-
eral, the software development costs that are capi-
talized include the following:

1. Fees paid to third parties for software devel-
opment services

2. Costs incurred to obtain software from third 
parties

3. Payroll and related costs associated with 
the employees’ time spent directly on soft-
ware development

4. Employee travel expenses related to the 
software development

5. Interest costs incurred during the software 
development period
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Under current GAAP, the costs specifically 
excluded from the capitalized software development 
costs include the following:

1. Any costs incurred during the preliminary 
system development project stage

2. Internal costs incurred for all software 
maintenance

3. All system user training costs

4. Some data conversion costs

5. Any general, administrative, and overhead 
costs

Some of the direct and indirect software devel-
opment costs excluded from capitalization under 
GAAP would typically be included in a cost approach 
valuation of the internal-use computer software. 
The following discussion summarizes some of these 
development costs that are not capitalized—but that 
do contribute to the computer software FMV.

The preliminary software system development 
project phase typically includes activities such as 
the following:

1. Strategic decision-making related to 
resource allocation between alternative 
software development projects

2. Determination of performance and system 
requirements related to the software devel-
opment project

3. Software vendor demonstrations

4. Exploration of the alternative ways to 
achieve the required software system per-
formance (e.g., make or buy decisions, 
mainframe or client server decisions)

5. Determination of the existence of the 
required technology

6. The selection of a software vendor, if the 
software is to be purchased/licensed

7. The selection of a project consultant, if 
needed, to assist with the software develop-
ment project

Depending on how the taxpayer company man-
agement defines the preliminary system project 
phase, many of the direct and indirect costs that are 
relevant for computer software valuation purposes 
would be expensed under GAAP. Therefore, these 
initial software system design costs would never be 
capitalized and included in the owner/operator’s 
software NBV.

The line between software maintenance costs 
(which are expensed under GAAP) and software 
enhancement costs expected to result in additional 

system functionality (which are capitalized under 
GAAP) is not always clear. As stated in FASB ASC 
topic 350-40-25-10, “Entities than cannot separate 
internal costs on a reasonably cost-effective basis 
between maintenance and relatively minor upgrades 
and enhancements shall expense such costs as 
incurred.”

In practice, for many taxpayer companies, only 
the costs of a major software upgrade/enhancement 
project are likely to be capitalized. Nonetheless, the 
minor software system enhancements may still add 
to the FMV (and the RUL) of the taxpayer’s com-
puter software. However, the costs of these so-called 
minor system enhancements are not included in the 
owner/operator’s software NBV.

It is noteworthy that some system maintenance 
costs are, in fact, redundant in nature. Such redun-
dant maintenance costs should not be included in a 
cost approach valuation of the computer software. 
An example of redundant system maintenance is the 
formatting changes to a payroll program that prints 
W-2 forms each time the form layout is modified.

However, some software maintenance costs (e.g., 
so-called bug fixing) adds to the FMV of the taxpayer’s 
software. Other software maintenance costs (e.g., 
modifying the software to run on a new or upgraded 
operating system) reduces (or precludes) the sys-
tem’s functional or technological obsolescence.

Therefore, the GAAP expensing of all software 
maintenance costs results in the exclusion of value 
(or in the reduction of obsolescence) from the 
owner/operator’s software NBV.

Depending on the expense versus capitalization 
policies and intangible asset recordkeeping of the 
taxpayer company, significant software develop-
ment costs may never be capitalized. Such software 
development costs that are commonly excluded 
from capitalization are payroll and related costs for 
the following reasons:

1. Indirect personnel, such as management 
and administrative support

2. Personnel outside of the information tech-
nology department who are involved in 
defining the system user requirements, test-
ing the software, etc.

3. Personnel involved in writing the software 
system documentation.

Let’s consider a typical cost approach valuation 
of computer software using the replacement cost 
new less depreciation (RCNLD) valuation method. 
In such an RCNLD method analysis, these software 
development costs would be included in estimating 
the software FMV.
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Furthermore, the costs of the taxpayer company 
overhead (e.g., an allocation of office rent, utilities, 
computer usage, etc.), costs, which are not capital-
ized under GAAP, would typically also be included 
in an RCNLD method software valuation.

The GAAP accounting treatment of software 
development costs excludes certain costs that, in 
fact, add to the FMV of the owner/operator’s com-
puter software. As a result, the owner/operator 
software NBV balance does not provide a reasonable 
estimate of the FMV of the computer software.

reAson 4: some product 
soFtwAre costs Are not 
cApitAlized

FASB ASC topic 985-20 describes the financial 
accounting treatment of the development costs 
related to software to be sold, leased, or marketed 
(i.e., product software). Taxpayer companies subject 
to unit valuation for property tax purposes are typi-
cally not in the business of developing software for 
sale or license.

However, it is possible that such taxpayer com-
panies may develop product software. In addition, 
some internal-use software developed by these 
taxpayer companies could later be sold, leased, or 
marketed to other companies.

In the latter case, where capitalized internal-use 
software is subsequently marketed, the net proceeds 
from the sale or license of the software is applied 
against the NBV carrying amount of the software 
(according to ASC topic 350-40-35-7).

Consequently, the more sale or leasing income 
that the taxpayer’s computer software generates, the 
lower the NBV balance of that computer software 
(until the NBV balance of that software reaches zero).

In the former case, where computer software is 
originally developed to be sold, leased, or marketed, 
all of the development costs incurred to establish 
the technological feasibility of the software are 
expensed. Such software development costs are 
expensed  under GAAP as research and develop-
ment costs.

In summary, technological feasibility is estab-
lished when sufficient planning, designing, coding, 
and testing activities have been performed to estab-
lish that the computer software can be produced 
to meet its design specifications and its technical 
performance requirements.

As explained in FASB ASC topic 985-20-25-2, 
computer software technological feasibility is estab-
lished when either of the following occur:

1.  The product design and detail program 
design have been completed, the necessary 
resources are available to produce the soft-
ware, the completeness of the detail pro-
gram design and consistency of the detail 
program design with the product design 
have been confirmed, and the detail pro-
gram design has been reviewed for high-risk 
development issues

2. A product design and a working model of 
the software product have been completed 
and the completeness of the working model 
and the consistency of the working model 
with the product design have been con-
firmed

Let’s consider published studies of the percent-
age of each software development phase compared 
to total software development effort. According to 
such software development total effort studies, the 
product design phase and the detailed design phase 
account for 17 percent and 23 to 27 percent, respec-
tively, of the total software development effort.2

Therefore, it is likely that the costs related to at 
least 40 percent of the software product total devel-
opment effort are treated as research and develop-
ment expenses—and are not capitalized—under 
GAAP.

It is noteworthy that these effort percentage fig-
ures do not include an additional 7 percent of total 
effort that is expended up-front, in the plans and 
requirements software development phase.3 That 
phase is analogous to the preliminary project phase 
described above for internal-use software.

The costs of product software enhancements are 
also treated as research and development expense 
under GAAP, at least until technological feasibility is 
established for the software enhancements.
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The financial accounting NBV of the product 
software is reduced by the amount of any sales 
or license income that the software generates. Of 
course, this software NBV reduction is counterin-
tuitive to the FMV estimation of income-producing 
product software.

The FMV of the product software should rep-
resent its value to a hypothetical willing buyer. If 
the product software is actually generating sale or 
license income, then the FMV of the product soft-
ware is probably not zero as the NBV analysis would 
suggest.

Additionally, some product software develop-
ment and enhancement costs are treated as research 
and development expenses under GAAP.  Therefore, 
these software development costs are never capital-
ized by the owner/operator—and are excluded from 
the taxpayer’s software NBV balance.

The application of a NBV analysis of product 
software would indicate that these development and 
enhancement activities do not create any value.

In contrast to the NBV analysis of the product 
software, the calculation of FMV would include 
these development and enhancement costs as part 
of the product software valuation.

reAson 5: soFtwAre 
development productivity 
chAnges over time

The primary costs of software development are the 
costs associated with the effort expended to develop 
the subject software. The historical effort expended 
to develop a software system may not be equal to 
the effort required to develop that same system as 
of a current valuation date.

Generally, software development productivity 
increases over time. This productivity increase may 
be due to technological advances, the use of better 
software development tools, or the implementation 
of improved project management or programming 
procedures.

In any event, the amount of manpower effort 
required to develop the taxpayer software as of the 
valuation date may be less than the historical man-
power effort reflected in the GAAP-based software 
NBV balance.

However, the software may have been developed 
by a team with different characteristics than a devel-
opment team that would—and could—be used to 
develop the software as of a current valuation date.

For example, the taxpayer’s software may have 
originally been developed in one location by highly 

qualified team members with extensive experience 
(with the subject hardware, programming language, 
and system applications).

However, most of these development team mem-
bers may now be retired. The development team 
that would be used to develop the taxpayer’s soft-
ware as of a current valuation date may be less 
qualified, have less experience, and include both 
in-house personnel and off-shore contractors.

In this case, the effort required to develop the 
taxpayer’s software as of a current valuation date 
may be greater than the historical manpower effort 
expended.

In summary, the employee payroll and associated 
costs (or the independent contractor costs) per unit 
of effort (e.g., per person-month) for software devel-
opment would vary depending on the following:

1. The characteristics of the taxpayer’s soft-
ware development team

2. The date of the original software develop-
ment.

The historical software development effort 
reflected in the software NBV balance may be higher 
or lower than the effort that would be included in an 
RCNLD method software valuation prepared as of 
the valuation date.

reAson  6: personnel costs 
chAnge over time

Generally, employee payroll and associated costs 
(e.g., salaries, bonuses, payroll taxes, and fringe 
benefits) increase over time.

Therefore, for an equivalent software develop-
ment team, the average cost per person-month as of 
a current valuation date would typically be higher 
than the historical cost per person-month included 
in the taxpayer’s software NBV balance.

However, it is possible that the software devel-
opment team that would be used to replace the 
software as of a current valuation date would have 
a lower average cost per person-month. This lower 
cost per person-month result could be due to one of  
the following:

1. The use of less qualified or less experienced 
personnel

2. The use of less expensive off-shore employ-
ees or independent contractors

The historical average cost per person-month 
included in the taxpayer’s software NBV balance 
depends on the following:
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1. The changes in the makeup of the software 
development team

2. The age of the historical software develop-
ment costs

The average cost per person-month included in 
the taxpayer’s NBV balance may be higher or lower 
than the actual average cost per person-month as of 
a current valuation date. In order to calculate the 
FMV of the owner/operator’s software, the valuation 
analyst should consider the cost that the taxpayer 
would incur to replace the subject software as of the 
current valuation date.

As a result, relying on an NBV analysis of the 
software to provide a value estimate does not accu-
rately reflect the software development costs as of 
a current valuation date. Therefore, such an NBV 
analysis would not reflect the FMV of the taxpayer’s 
software as of a current valuation date.

reAson 7: soFtwAre 
AmortizAtion does not 
reFlect ActuAl loss in vAlue

The accounting purpose of the amortization of capi-
talized software development costs is to spread the 
expense of developing or purchasing the software 
over multiple accounting periods. Theoretically, the 
amortization process attempts to match the timing 
for software development expenses with the timing 
of software-related revenue.

For GAAP purposes, computer software is typi-
cally amortized on a straight-line basis. However, 
typically computer software does not lose value in 
the same straight-line manner. Unlike a tangible 
asset, an intangible asset such as software does not 
suffer from physical wear and tear. Furthermore, 
computer software that is continually maintained 
may not experience a decrement in value due to 
functional obsolescence.

The nature of changes over time in the value of 
software can be explained as follows:

Though the value of tangible assets is 
often estimated using depreciation sched-
ules, properly maintained software does not 
become obsolete in any predicable, con-
tinuous way. Software value tends to vary 
over time by a relatively small amount (due 
to increasing productivity or technological 
advances on the one hand and increasing 
labor costs and software enhancements on 
the other hand) until the usually unpredict-
able point in time that its replacement is 

contemplated. Software value also tends to 
vary over time for any number of reasons. 
Therefore, any attempt to estimate obsoles-
cence for properly maintained software by 
depreciating it over some finite period of 
time is arbitrary and simplistic.4

It is important for the valuation analyst to rec-
ognize that software amortization is an accounting 
treatment. The software NBV balance as reflected 
on the taxpayer company’s financial statements may 
indicate obsolescence of a software system that, in 
reality, is continually updated, enhanced, and in 
current use by the taxpayer company.

For this reason, the FMV of such computer soft-
ware is likely to be greater than the NBV balance of 
that software.

reAson 8: soFtwAre 
AmortizAtion period mAy 
not reFlect soFtwAre 
economic useFul liFe

The useful life for computer software, to be used as 
the GAAP amortization period, is fairly short. The 
aforementioned GAO Survey reported a computer 
software useful life range of 2 to 10 years for fed-
eral agencies and of 3 to 10 years for private sector 
companies.

According to FASB ASC topic 350-40-35-5, 
“Given the history of rapid changes in technology, 
software often has had a relatively short useful life.” 

However, the maintenance of—and enhance-
ments to—computer software can extend the RUL 
of that software. As previously discussed, it is not 
uncommon in taxpayer companies for software sys-
tems that were originally developed 20 to 30 years 
ago to still be in current use.

While the RUL of computer software should be 
periodically reassessed for GAAP accounting pur-
poses, the procedures and recordkeeping associ-
ated with this process may prove cost-prohibitive 
for taxpayer companies with hundreds of software 
systems.

As a result, at any point in time, there may be 
many software systems that are fully amortized 
but that are still in use at the taxpayer company. 
Accordingly, these functional software systems have 
no reported NBV balance. However such functional 
software systems should be included in the tax-
payer’s software FMV.

Furthermore, in order to simplify recordkeeping 
for software GAAP capitalization and amortization 
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purposes, some taxpayer companies have a practice 
of automatically retiring software systems at a cer-
tain age.

For example, if the useful life of all software 
in a certain category is expected to be five years, 
then the capitalized cost of each software system in 
that category will be removed from the gross book 
value account (and the associated amortization will 
be removed from the accumulated amortization 
account).

This cost retirement occurs whether or not the 
subject software is actually still in use. As a result, 
at any point in time, there may be many software 
systems still in use at the taxpayer company that are 
not included in the capitalized software cost balance.

Therefore, relying on an NBV analysis, or even 
relying on the gross book value balance of the soft-
ware for purposes of estimating FMV, would result 
in the exclusion of these software systems from the 
FMV conclusion.

reAson 9: nBv mAy include 
purchAsed/licensed internAl-
use soFtwAre

Generally, internal-use software obtained from ven-
dors (i.e., software that is not internally developed) 
is capitalized for financial accounting purposes.

Such purchased computer software may include 
the following:

1. “Shrink-wrapped” software, such as word 
processing and spreadsheet applications

2. Packaged application software (customized 
or not), such as employee payroll systems

3. Licensed system software, such as operat-
ing systems and database management soft-
ware

4. Software included with purchased hard-
ware, such as the software operating in 
robots or in telecommunications switches.

Some taxing jurisdictions may only exempt cer-
tain types of computer software from property taxa-
tion. For example, (1) embedded software (“built-
in” software without which the hardware cannot 
operate) may not be exempt from taxation in some 
jurisdictions or (2) only internally developed or 
custom vendor-developed software—but not shrink-
wrapped or packaged software—may be exempt 
from taxation in some jurisdictions.

Therefore, if the scope of a software FMV valu-
ation analysis includes only certain types of com-

puter software (e.g., only software exempt from 
property taxation in a certain jurisdiction) then an 
NBV analysis may include software that should not 
be included in the FMV estimation.

reAson 10: cApitAlized costs 
mAy exclude the right to 
use the soFtwAre

In many taxpayer companies, all software that is 
used by the taxpayer company is owned by that 
company. In that case, the costs associated with 
the software used by the taxpayer company would 
generally (except as previously described) be capi-
talized by that taxpayer company. Therefore, such 
capitalized software development costs would be 
included in the software NBV balance.

In some instances, the internal-use software 
used by a taxpayer company subject to unit valu-
ation may be owned by a parent corporation or by 
a brother/sister subsidiary of a parent corporation.

In that case, the development costs of the 
internal-use software would not be capitalized on 
the taxpayer’s balance sheet. However, the tax-
payer typically has the right to use the internal-use 
software that is legally owned by the related-party 
corporation.

Therefore, the taxpayer company’s software NBV 
balance excludes the value of the right to use the 
internal-use software. The right to use computer 
software is, itself, an intangible asset that may be 
exempt from property taxation in many taxing juris-
dictions.

summAry And conclusion
The above-described ten reasons why the taxpayer’s 
software FMV is not equal to the taxpayer’s software 
NBV balance may be grouped into four general cat-
egories of reasons:

1. Certain software development costs are 
not capitalized (i.e., not included in) the 
taxpayer’s software NBV balance but such 
development costs are relevant in a cost 
approach FMV valuation analysis (reasons 
1 through 4)

2. Certain differences between historical (i.e., 
capitalized) software development efforts/
costs and current (i.e., as of a current valu-
ation date) software development efforts/
costs (reasons 5 and 6)

3. The software accumulated amortization 
over a GAAP-based amortization period is 
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conclusion
In ESOP litigation matters where the valuation of 
the ESOP sponsor company is one of the factors in 
dispute, counsel may hire an experienced valuation 
analyst to serve as either a consulting expert or a 
testifying expert.

The valuation analyst can provide a number of 
analyses and opinions, depending on the facts of 
the case and the needs of the attorney. A discussion 
between the valuation analyst and counsel at the 
outset of the litigation matter will benefit both sides 
in terms of defining the analyses and opinions needed 
from the valuation analyst, which in turn will make for 
an efficient process over the course of the litigation.

Notes:
1. Federal Rules of Evidence, Rule 702, (Pub. L. 

93–595, §1, Jan. 2, 1975, 88 Stat. 1937; Apr. 17, 
2000, eff. Dec. 1, 2000; Apr. 26, 2011, eff. Dec. 1, 
2011).

2. Prop. Reg. 29 C.F.R. § 2510.3-18(b), 53 Fed. Reg. 
17,634 (May 17, 1988).

3. The majority of the fair market value analysis 
will pertain to the valuation of the ESOP spon-
sor company stock. Much has been written on 
this subject. Less has been written, however, on 
the subject of the fair market value of promis-
sory notes. Therefore, in this discussion we are 
addressing this topic in more detail.

4. While ERISA fiduciaries are not held to a 
business judgment rule as outlined in ERISA 
section 404, this rule can be used as a general 
proxy for reasonableness when examining a 
transaction.

5. Treasury Regulations, 
Subchapter A, Section 
1.162-7.

6. Internal Revenue Manual, 
Section 4.35.2.5.2.2 
(5/5/2006), Statement 3.
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not equivalent to the actual loss 
in the software value over its 
actual functional RUL (reasons 7 
and 8)

4. The possible differences in the 
types of computer software 
that are capitalized versus the 
types of software (including 
the right to use internal-use 
software) that are included in 
the scope of an FMV software 
valuation analysis (reasons 9 
and 10)

For all of these reasons and 
others, the use of a GAAP-based 
NBV analysis to estimate the tax-
payer company’s software FMV 

is inappropriate. For software valuation purposes, 
an NBV analysis is not an appropriate valuation 
methodology,

Rather, the FMV of taxpayer internal-use soft-
ware should be estimated using generally accepted 
software valuation approaches, methods, and pro-
cedures.

While the cost approach and the RCNLD meth-
od are commonly used to estimate the FMV of tax-
payer internal-use software, other cost approach, 
income approach, and market approach valuation 
methods may also be used to value this intangible 
asset for property tax (and other) purposes.

Notes:
1. “Financial Management: Survey of 

Capitalization Threshold and Other Policies for 
Property, Plant, and Equipment” (GAO-03-42), 
U.S. General Accounting Office (October 2002), 
www.gao.gov.

2. Barry W. Boehm, Chris Abts, A. Winsor Brown, 
Sunita Chulani, Bradford K. Clark, Ellis 
Horowitz, Ray Madachy, Donald J. Reifer, and 
Bert Steece, Software Cost Estimation with 
COCOMO II (Upper Saddle River, NJ: Prentice 
Hall PTR, 2000), 307.

3. Ibid.

4. Robert F. Reilly and Robert P. Schweihs, 
Valuing Intangible Assets (New York: McGraw-
Hill, 1999), 373.
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“. . . the FMV of 
taxpayer internal-
use software 
should be esti-
mated using gen-
erally accepted 
software valua-
tion approaches, 
methods, and 
procedures.”


