Costs

IS costs are made up of 2 eements — tangible and intangible, but they are often
referred to as visble or hidden. 1S costs need to be predicted, then reduced where
gopropriate, though not a the expense of the net benefit level and, in short, managed.
IS cogt predicting even for visble projects has been notorioudy bad, an error factor of
10 or even higher is not uncommon. The inaccurate forecasts lead to a number of
problems indluding,
- Perhgps most obvioudy, alack of confidencein IS

The fact that projects are chosen that should not be.

Worthwhile projects are not underteken because the organisations finite

resources dry up.

Main difficulty in IS cost estimating is that most forecasting techniques need 2 things
that candidate IS projects do not offer

A detailed knowledge of the intended project in advance.

Higtorica basis from which to generate the estimate.

It is not only the potentid costs of IS projects tha ae myderious. Many
organisations amply have no idea wha ther current level of IS invesment is, nor
what costs account for what percentage of that invessment. What is currently spent on
ISissurprisngly hard to quantify.

Checklist for costs
Hochstrasser and Griffiths (1979) offer a checklist covering

- Hardware costs — indudes dl machiny. They ae inherently visble but
increasing digpersal means this may be difficult to locate and audit.
Software costs — chegpest solutions will be off the shdf packages. In house
developments can account for huge, unknown sums/ .
Ingtdlation cogts — system inddlations vary in cog and complexity. Some
may require externa expertise the cost of which must be included.
Environmental cods — meening the physca environment of IS wiring,
furniture, ar-conditioning etc. as wel as human environmental costs such as
hedth and sofety.
Running cods — eectricd power, data communications costs and subscription
fees.
Maintainance costs — must be edtablished whether they ae planned and
predictable through contracts or less certain in house gaffing.
Security costs — measures taken to reduce danger from deliberate or accidenta
damage.
Networking costs — network hardware, software and management. Costs are
now o significants that they may be underestimated but are rarely overlooked.
Training cogts— admog invariably underestimated .
Wider organisationa costs — incompatibility costs, new sdary sructures,
trangtional costs and management costs.



Auditing IS costs

What can loosdly be referred to as auditing the IS investment involves identifying dl
costs and vauing the past IS investments. It is not enough to be aware of what IS
elements incur costs but dso to know how much the organisations past investment in
IS is currently worth. Keen (1991) suggests that this process can be helped by
cregting an 1S asset baance sheet even thought the most valuable dements of IS, the
data and software cannot be counted as assets for tax purposes, they ill add to the
value of the organisation.

IS invetment discretion entersthe equation when sdecting between infragtructure
projects, new application projects and research projects. Each of these carry different
demands and offer different gains and a mixed portfolio is dedrable.  User support
mugt form pat of the invesment to actudly redise the intended bebefits form past as
well as current and future investments. Investment comparisons across time, industry
and spending eements helps in the process of invesment management, but the
underdanding of what gives vaue to information and the understanding of what
techniques to employ to choose between investment candidatesis essentid.

Charging for thelSfunction

IS cost recovery dso cdled charging, chargeout or chargeback is the notion of
recovering from business areas IS associated codts. The costs incurred by an IS
section can be treated in a number of ways. At its Smplest level they can be treated
as a generd, shared overhead that must be covered as part of the overal business
operating costs.  Clearly with this trestment, IS costs are neither assigned nor
recovered from any specific business area and there is no interna charging. Once the
organisation moves away from the smple treatment of IS as a shared overhead then a
particular IS cost recovery mechanism must be chosen.

Each method must be then implemented through the use of gppropriate caculaion
measures. The four interna charging methods are
- Non usage dlocation

Logic of this method is that user areas pay according to their ability to pay.
Aims to recover dl the organisations incurred 1S costs.  While offering some
measure of farness the method gives the charge payer little sense of
influencing IS costs and o little incentive to lower costs.  Simplicity of the
approach is appeding but can lead to IS costs escaating as IS is percieved as
a free savice snce the user area has dready pad, or will pay, for it
irrespective of individua use levels.
Usage based dlocation
Seeks to be fair through the logic of user aress paying according to there is
use. The approach suffers from 2 man problems the fird is that usage
based charging can discourage use even when such use would be to the
overdl benefit of the organisation. The second is that additional overheads
are crested snce time recording systems are required to chargeback for
development effort used. All IS costs are to be recovered. Since IS costs are
st after the event it can Hill be difficult for users to control ther IS
expenditure or make informed IS decisons.
Economic pricing



Smilar to usage based dlocation in that IS services performed are recorded
and charged for, however the amount charged for each item is now a price
rather than a cogt alocation. Once IS costs are distinguished from 1S pricing
then the decison must be made wheter IS should be a cost centre —
recovering al or part of incurred costs to a more or less bresk even point —
or whether it should be a profit centre — having its own vaue adding chan
that crestes a margin over costs. IS cost centres can suffer from having little
incentive to be productive but profit centres can suffer from having little
incentive to support business objectives when there is a sharp focus on the IS
sections bottom line profit figures.

Contract or market pricing

Moves away from the after the event gpproaches sice it recovers costs by a
negotiated contract covering a fixed service for a fixed fee. Users are better
able to plan with this method as they have agreed the costs and contracts in
advance. This method is frequently associated with a free market generic IS
drategy Since comparisons with potentid extend providers ae a
sgnificant force in agreeing the contract pricing.

IS as acost centre
Promotes interactive planning
Forces managers to manage variances
May lead to beneficia corflict
Forces decison making
Re-enforces the SLA and capacity planning process

Isasaprofit centre
- Easy to understand
Promotes bus ness management
Eases externa comaprisons
Egablishes financid rigour
Allows outsde sde of IS services.

Moving from a cost centre to a profit centre is going to complicate the loydty held
within the IS service unit. The business importance of IS sets the framework for the
internal charging policy decison. Earl (1989) defines 4 IS operding principles, these
are |S operating as,

Service centre that forms an overhead charge.

Cost centre that recovers only costs incurred.

Profit centre that adds a margin to costs

Hybrid arrangement containing features of the previous three.

The charging systems indicated as being appropriate for the different environments
are
1. Allocation chargeback — suitable for support ssgment and during
initiation phase.
2. Average cogt chargeback - suitable for factory segment and during
control stage.
3. Standard cost chargeback — suitable for turnaround segment and
during integration Stage.



4. Hexible price chargeback — suitable for drategic segment and mature
stage.



