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Service Costing 101: <
Managing Overhead & Shared Costs




Executive Summary

Abstract

As you begin to build your cost modeling processes, you will inevitably come across many forms
of overhead and shared costs. Organizations have various definitions and naming conventions for
these types of expenses. In this presentation, we will discuss different types of overhead and the
various methods for incorporating them into your cost of IT services.

Outline
* |TFM Framework
* Cost Modeling Methodology
» Allocation Method Examples for Overhead and Shared Costs
» Socializing Fully-Loaded Rates

« Recommendations & Take-Aways
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Introductory Example: P1zza as a Service

o MarketWatch @ How much‘doe's it cqst a restlaurant to.make a pizza?
©@MarketWatch e Cost of each item in the dish versus the actual price you pay
The cost to make a Margherita pizza: $1.77 Meat pizza Margherita
H h restaurants charge on average for S T o i
OEM much res S) g Mozzarella $0.60 Mozzarella $0.90
a pizza: $12 Parmesian $0.35 Basil $0.48
Marku p: 580% Pepperoni $0.24 Flour ("00") $0.15
Italian sausage $0.18 Olive oil $0.13
Flour ("00") $0.15 Flour (AP) $0.05
Olive oil $0.09 Tomato sauce $0.05
Black olives $0.08 Kosher salt $0.01
Mushrooms $0.05 Active dry yeast $0.00*
Green bell pepper $0.05 Total cost ....vivsiiviiavies $1.77
Flour (AP) $0.05 Price (average) ........... $12.00
Tomato sauce $0.05 MARKEE. .,505 502 svnnassones 580%
Red onion $002 * Cost is less than one cent
Kosher salt $0.01 per meal
Active dry yeast $0.00*
Total cost oicsivircnnciiinns $1.90
Price (average) ........... $14.00
MARKUP ...crnisecssnnsene 636%
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Direct Costs Alone Don't Tell the Whole Story

ﬂ Becky Quick @ (" rotow )~
A @BeckyQuick o
This is stupid. Doesn't include cost for labor,
rent, electricity, etc.

.

Pr——————— MarketWatch @ @MarketWatch

The cost to make a Margherita pizza: $1.77
- How much restaurants charge on average for a pizza: 512
== Markup: 580%

4:43 AM - 21 Apr 2018

A1Retvects 6011kes @ ., 8 0 82 D 9@

Q) 100 1 n 7 601
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; Jill Johnson @tripwill jill - Apr 21
,ﬂy Replying to @BeckyQuick
You can't even make a home-made pizza for $1.77.

steve kelley @capecodger - Apr 21

‘-.--

‘i " Replying to @BeckyQuick

Time to put tariffs on pizza!l

N Barry Minster @bkminster - Apr 21
Replying to @BeckyQuick

Amazing how many people feel that the cost of raw materials is the cost to
produce the product. &

Parry Singh @SparkTe - Apr 22
Replying to @BeckyQuick
Fixed costs and variable costs should all be in there!

Jake @EconomPic - Apr 21

wimane always assumed they made their £ laundering %
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e GL & AP data
e Cost Center/Account

e Service (compute,
servers, storage, AD,

f

e Consumer (100%)

e Application or
Individual (End User

IT Financial Management — Practitioner’'s Framework

Business
( Capability View

e Apps grouped and
allocated to Business
Services

desktop, laptop, etc.)

;

* ITFM is basically allocated views of IT spend
* Each view is generated by a separate module
* Each view provides value to key stakeholders

* Services View: Provides insight into technology service costs
and unit rates. Enables Service managers to drive down unit
rates and benchmark against outside suppliers and piers
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Compute)

e Business Service

Metrics
\ Consumer & \ y
Application View

» Consumer View: Provides insight into what organizational
entities benefit from IT and helps the CIO demonstrate value

» Application View: Provides the Total Cost Ownership (TCO) of
Applications and enables application rationalization exercises

» Business Capability View: Provides insight into costs to support
business capabilities. Helps the CIO align existing spend and
new IT investments more directly to business functions
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«Cost Center 1
« Cost Center 2
«Cost Center 3
«Cost Center 4
«Cost Center 5
«Cost Center 6
«Cost Center 7
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Cost Modeling Methodology

«ClO

*Data Center & Operations
*Security

*Services Desk

* Network

*Database

*End User Computing

* Application Development
*|T Service Management

* Compute Windows Virtual
*Storage Tier 1

*Storage Tier 2

*Database Oracle
*Database DB2

*Database SQL Server

* Desktop Basic

* Desktop Premium



Definitions

IT Function —A shared IT function supporting several (or all) IT services (e.g. Security).

* |T Service —A product “sold” to an internal consumer (e.g. Storage or a Desktop).

* Cost Object -The term Object refers to the Object that holds the costs at a point in time.

» Source Object —-Source Objects are those Objects whose costs are distributed to Target Objects. At
each Level of a Model, Source Objects are allocated to Target Objects.

 Target Object -Target Objects are those Objects who receive costs from a Source Object. At each
Level of a Model, Source Objects are allocated to Target Objects.

* Quality Driver —Allocation data used to execute an allocation, that is repeatable, defendable, and
understood.

* Proxy Driver —An intermediate set of data used in place of a Quality Driver due to the lack of quality
data. Results of cost models using a large volume of proxy drivers should not be used extensively.
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Sample Model Cost Flow
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Sample Model Cost Flow

45

45

Storage - Tier 1 H

Storage - Tier 2 H

Storage - Backup [

37

Storage - Tier 3 [

‘—

General Overhead
100.00

Windows (Virtual) | &

-

Servers

’ — Windows (Physical) H
T Linux ===
] A Desktop/Laptop - Premium

Q
=]
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Desktop/Laptop - Standard n



Cost Model Allocation Examples

Service Desk

Data Center

Elevate IT. Ignite Possibility.

Security
Desktop/Laptop
E-mail

Server
Database
More...

Server (Windows)
Server (Unix)
Mainframe Compute
Storage

Tape Drives

More...

Incident Counts

Floor Space
Floor Tiles
Power/Cooling

% of Costs in Target
Objects

% of Costs in Target
Objects
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Cost Model Allocation Examples

Database — Labor

Includes all salary,
benefits, and other staff-
related costs; and
department manager

Database — Non-labor

Includes hardware,
software, other non-labor
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Database — Oracle
Database — DB2

Database — SQL Server
More...

Database — Oracle
Database — DB2

Database — SQL Server
More...

Time tracking data.

Direct mapping of
line items is often
required.

Examples:

Oracle License Cost
DB2 License Cost

Estimated % split of
staff (DBAS) across

each database platform

Use Database - Labor
allocations
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Cost Model Allocation Examples

Direct mapping of * Apportion all

line items is often backend network
Network — Back End Physical | required costs into Network —
(WAN) Address/Locations Local

Example: Mapping  Combine with Data

individual circuits to Center costs

each address

Desktop/Laptop
Network — Local (LAN)  Network Connectivity
More...

Device inventory

: Head count
(active only)
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Cost Model Allocation Examples

Source Object Target Objects Quality Driver(s) Proxy Driver(s)

Overhead

Office of the CIO

IT Service Management  All Objects
Vendor Management

More...

% of Costs in Target

Objects A
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Fully-Loaded Rates?

Non-management Labor
Management Labor
Non-labor Costs
Overhead

Rate

Non-management Labor
Management Labor
Non-labor Costs
Overhead

Rate
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$79.00 Included
$22.00 Included
$19.00 Included
$17.00 Included
$137.00

$79.00 Included
522 086————————————— Fxeluded—
S510.00————————————— Fxeluded—
17 N0 [ [P |
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Fully-Loaded Rate:

* Quality service TCO

* Leverage for benchmarking

* Compare to outside suppliers
* May not be competitive rate

Partial Rate:

* Not a service TCO
* May not be competitive rate
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Recommendations & Takeaways

* Limit inventory of IT Functions and IT Services — A high volume of cost
objects will invariably require more inter-function and inter-service
allocations; thus overcomplicating the model.

 Manage complexity — Balance accuracy and fairness against 888
maintainability and practicality B8
B8 08

* Proper sequencing is critical.

* Never stop educating and socializing — You will need to continually share
your model and educate consumers on how costs were derived.

» Stay focused on value and enabling smarter decisions — Keep in mind
your primary purpose is to enable decision-making. This thought should
be at the core of every modeling decision you make.
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