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DIVISION OF 
MARKET REGULATION 

Mr. Steven L. Scheid 
Executive Vice President 
Chief Financial Officer 
Charles Schwab & Co., Inc. 
101 Montgomery Street 
San Francisco, CA 94104 

October 25, 1999 

Re: Net Capital Treatment of Deferred Tax Liabilities Directly Related to 
Capitaliml Costs Associated with Internal Software Development 

Dear Mr: Scheid: 

This responds to your letter dated December 8, 1998, on behalf of Charles 
Schwab & Co., Inc. (the "Firm"), regarding the net capital treatment under Rule 15C.3-
11 under the Securities Exchange Act of 1934 ("Exchange Act") of its deferred tax 
liability directly related to certain capitalized costs associated with internal software 
development. 

Based on ypur letter and conversations with the staff of the Division of Market 
Regulation ("Division"), I understand the following facts to be pertinent to your 
request. Paragraph (c)(2)(iv) of Rule 15c3-1 requires a broker-dealer when computing 
net capital to deduct from its net worth certain illiquid or nonallowable assets. .In 
addition, paragraph (c)(2)(i)(C) of Rule 15c3-1 provides that a broker-dealer may add 
back to its net worth w~n computing net capital certain deferred tax liabilities which 
directly relate to: (1) income derived from nonallowable assets; (2) unrealized gains on 
assets subject to haircuts under paragraph (c)(2)(vi) and Appendices A and B of Rule 
15c3-1 at the applicable tax rates; or (3) unrealized gains on assets otherwise deducted 
from net worth. 

17 C.F.R. § 24Q.15c3-1 (1999). 
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You request that the Finn be allowed to add back to its net worth the amount -of 
its deferred tax-liability which relates to capitalized costs associated with internal 
software development, as determined under Generally Accepted Accounting Principles 
("GAAP") under AICPA Statement of Position 98-1 ("SOP 98-1 ").2 You state that 
SOP 98-1 requires the Firm to capitalize portions of its employee compensation and 
professional service costs incurred in the application development stage of internal use 
_software projects. These capitalized costs must be amortized over the estimated useful 
life of the software. You further state that the Internal Revenue Code permits the 
deduction of these costs in the period in which they are· paid. The Firm accounts for 
the ~ting tax-to-book discrepancy by recognizing a deferred tax liability and a 
related nonallowable asset entitled "software assets." 

You contend that the ·net capital treabnent of the deferred tax liability should be 
similar to the tre8tment under paragraph (c)(2)(i)(C) of Rule 15c3-1 because it is · 
directly relilted to a nonallowable asset. You further contend that the deferred tax 
liability does not affect the Firm's cash flows, income tax liability or overall operating 
risk profile and that the journal entry "merely alters the timing under which software 
development costs are recognized in book net income." However. you assert that the 

_ accounting treabnent for the software development costs result in an inappropriate 
double charge to net capital because software assets are nonallowable and the deferred 
tax liability also reduces the Firm's net worth.3 

2 

3 

ACCOUNTING FOR THE Costs OF COMPUTER SOFJ'W ARE DEVELOPED OR 

OBTAINED FOR INTERNAL USE, Statement of Position 98-1 (American Inst. of 
Certified Pub. Accountants, April 1998). 

Exchange Act Release No. 18737 (May 13, 1.982), 47 FR 23919 (June 2, 1982) 
specifically requires a broker-dealer to adopt the accrual method of accounting -
under GAAP for its financial reporting. 
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Based on the foregoing, the Division will not recommend enforcement action if, 
when computing net capital, the Firm adds back to its net worth the amount of its 
deferred tax liability which directly relates ~o i:be noruinowable asset entitled software 
assets capitalizing certain costs associated with internal software development under 
SOP 98-1. You should be aware that this is a staff position with respect to 
enforcement only and· does not purport to express any legal concl~sions. This position 
is based solely on the foregoing _description. Factual variations could warrant a 
different response, and any material change in the facts must be brought to the 
Division's attention. This position may be withdrawn or modified if the staff 
determines that such action is necessary for the protection of investors, in the public 
interest, or otherwise in furtherance of the purposes of the securities laws. 

cc: Raymond J. Hennessy, NYSE 
Thomes R. Cassella, NASD 

Sincerely, 

/j,.ifc:~ 
Michael A. Macchiaroli 
Associate Director 
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Mr. Mlchul A. MladQroli, Esq. · 
AlsarJate DINalar 
Ofllctl Of Na Management and Cantral 
SICUlftlel Md Exchaftl8 Cammiaslan 
.,. ,,. 8tleet. N. w. stllp S.1 
WMhinglDn, D. C- 20S4I 

stew.en a.. Scllaid 
EucutiV• Vice Pmsldetand 
Chief Finandll Otricer 

Re: Net Capital lmpUaatlons af New Acaountlna Standard for Campuler Software 

O...Mlke. 

Tllis Ider 1"9C1uut1 th8t Ille mff of the DMslon of Mltket RegulaUOn grant Charle• Schwab & 
Co •• Inc. rSl:hwatfJ a "nCMlaion" podlan allawfna It ta .n•t certain intemal-Ulle capiblllnd 
IGflware ...... with relatH dlfemtd tax lllblitlaa for ourpasea af computing nat capftal under 
Sacurilles Excttange Ad. Rule 1Sc:3-1. 

Unllwtha ~eel AlCPA sta'8ment af Pasltion 98-1, ~ndng rar the Cotta of camputer 
saflwar9 Devdaped or ObtalMctfar Internal Ule ("SOP 1a.1i • a slQftificant portion Df the costs 
iriCurrad to d9VllOp aoftwn far lnlemll uait la required to ba c:apilaliud lll1d amarlizad inflD 
.minp ""'Iha........, llllfcll fife af the aallware. Th11e capilaliZable cosrs wn1 not inelude 
pnlliml_, ral:wd1 and d~ COits. bul Vlllll prlln..U, inc:IUde Oltrtain casts incurred In 
tt. applfcldlan dlMllaprnent8tl8e of inlemll •• aaw.. praJacts. &in~ Schwab currenttv 
___.such CDlfa &1 lnelnNd. SOP •1 wil ruutl ln:sdwiab recording pal1ianl of ils 
emplor8e ODlllPll*lliDrl n pmfaasional ..W. cos11·aa •1oftwara u•ll". whfc:h are 
aansldered dadur:tiofts fram net warth In computing net capital under paragraph (cK2)f1V) of Rule 
1Sd-1. . 

SOP 18-1 wJll have .... ~ d inc:rea1na cunnteamlngl. Incl thus, Schwab'• capllal bale. 

~·tlMt~far~bnnt·~"'tSYrel 
~i:Ml&iiEtfi:iii~=~~~~=t 
ftDMllawllble mets di.,.. nddna to lhe ~ laftwiue 81Uli fs nat reftactad on a 
fa».edjulted blllla in the net Cllpllal ~mJIUlllfon. FDt example, far each S1.000 of softWare 
denlopment !1P9"'ll eapltdad, equltvC.pitll would ba increased br S800 (Iha 11.000 
defarmd expen1a rwduCld by the S400 in lncame tax expense genrnr.d by the addltianal 
taparted income). The ame 11,00D wHI be fnducltd at 100% as a nanallawable assal in 
·calculating n&l capital. aeerfng a S400 net reduction in net capital far regulatory purpoau. 

1 The new pronoaru:emept Will l;lec;oll'e e1rectiv11 far financial 1tat.1nenls for fiscal years beginning 
aft•Decembar 15, 1198. ·· ·· · ·· · .. ·· · · .. · ... . . . . . . . . ·. · . ·. ' ... 
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Mr. Michael A. Mracchiaroll, Esq. 
Secw111e1 _.. lm:hange COmmilsian 
Decmnblt a. 1a 
Thll ,..._Impact on net apltal • be ellmlnalad aver the usefUI life af the sanwar. asset as 
....... 81111 and ............. • Habllf.,. amOltlad UvaUgh aarntngs. Thia negative 
lmpat -=um even "*8IJa tll8re lml '*"1 m change in lhe finn"s cash llNl, lncorne t1Jl 1iabllfty 
ar avmall ap11ett11 "* jrvllll. Th• SOP menly llbft the 11mlng underv.ttlcli sallware 
clevllaprnnl COlll ... 111C01ft118d In bade net inc:Dme. and tn doing so craatea an unintended 
nagdvenalmpilat~llrallghour bllanmlheeL 

Given cunwnt trends in tlchllolo& lllll•whhfn lhe finlnclll ~ iridU.1rY. technolae 
exp...., ara Ukely to c:anllnlle to repratnt evet-hlQhlr proportions of Dpelallftl _,,,,..far 
memberflrml. We do nol belleve 1'81the,...ndJasnlary1. 1918 adopfon Df SOP 98-1i which 
ii intandecl IO bring about compnbla ICCDUldflW P'ldbt ar:ta119' lndualrie1. should ,..,...., 
hnpaat net cap1lal. Ira allrafghlranvlll mlllll8 of neulrllizlnll lhe negative ffnpact to net mpllill, 
we prapau tlllt SChwab be allaweCI to nil dlf'llNd llX lfablllfu relating to Internal use IOftwtre 
assets against such 1aftwara aasals for net capllal ourpDBft. 

We appreciafe yaur prampt OONfdantfan of our proposal. Should )'Of.I hava any questians ar 
cammen&t. please do not h8lltlta lo conllatme at (415) &38-5122. 

I . 

Cc: ,.._.d J. Hanneaey 
New Yom Stodc Exchange, Inc. 

PalllclaJemet 
_ New VOiie SlclCk !xchange. Inc. 

WQlillni ShlelU 
New Yark Slack Exchange. Inc. 

Miclml P. Janwz 
O.ille & Toudm UP 

Marlc c. Berm 
Delattte & Touch& lLP 
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