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Unraveling the mystery of IT costs

Many business managers don’t understand IT costs,
but explaining them can help forge a true partnership between
IT and the business.

Andrew M. Appel, Neeru
Arora, and Raymond Zenkich

Many companies see IT as a black box
that generates signiﬁcant costs; few
business managers know exactly what they
are paying for and why their outlays keep
rising. By making these costs transparent,
the IT organization can fundamentally
change the way business units consume
IT resources, drive down total enterprise
IT costs, and focus on IT spending that
delivers real business value. The CIO who
leads this change can usher in a new
era of strategic IT management—and true
partnership with the business.
IT cost transparency is a key component
of what we call the “next-generation
infrastructure.”1 This new approach to
managing infrastructure involves discarding
the traditional build-to-order mind-set
in favor of creating standard, reusable IT
“products,” such as storage and telephone
service. Cost transparency provides the
business with three things: a catalog of
IT products that speciﬁes features, prices,
and service levels; bills showing the
infrastructure assets consumed by these
products and the cost of their consumption;
and management reports that roll up
total costs by product type and business
unit (Exhibit 1).

1 James M. Kaplan, Markus Löfﬂer, and

Roger P. Roberts, “Managing next-generation
IT infrastructure,” McKinsey on IT,

Number 3, Winter 2004, pp. 2–9 (www
.mckinseyquarterly.com/links/18148).

Once business executives understand how
user demand for IT drives consumption
and costs in their units, they can start
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forecasting their future needs more
accurately, track and manage usage, and
make more thoughtful choices. They might
opt to save money by using less of a speciﬁc
IT resource or by switching to lower-cost
alternatives. A manager might, for example,
decide to cut back on e-mail storage by
limiting the size of mailboxes or discontinue
the use of an application tied to high-cost
storage or underutilized servers.
Greater cost transparency also helps the
IT organization improve the way it supplies
IT to meet user demand, particularly by
improving the way it manages assets and
its ability to track costs. Management
reports help IT to identify overall and unit
costs that are out of line with market
benchmarks and to ﬁnd ways of standardizing IT assets and allocating them more
effectively. To further support cost management and capacity planning, IT can offer
discounts to business units that provide
accurate demand forecasts, and it can use
strategic pricing to drive users toward more
cost-effective products—or away from older
technologies or platforms. Taken together,
demand-side management and supply-side
cost controls can deliver annual savings of
5 to 10 percent.
Moreover, once managers understand what
they are paying for, their focus quickly
changes. Instead of “run-the-company” costs
(“Why are my workstations so expensive?”),
they emphasize higher-value “change-thecompany” investments (“What technology
do we need over the next 12 to 24 months to
maintain our competitive edge?”).
In this way, IT and the business become
partners in achieving two overarching
objectives: minimizing IT costs and
ensuring that IT investments add more
value. This dual payoff makes the hard
work of a cost transparency program
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and telephones)—is a major challenge. So
too is analyzing the cost of each item and
keeping this information up to date. But
without an understanding of these costs,
the IT organization can’t determine how
best to price products for full recovery.
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worth the effort. Make no mistake—such
programs are a challenge to implement,
requiring new roles and responsibilities,
new governance structures, and strong
CIO leadership. The ﬁrst step, though, is to
analyze costs and demand.
Understanding costs and demand

Achieving a clear understanding of IT
costs and a comprehensive view of demand
requires an accurate inventory of all assets
and the total cost of supporting each item.
Getting this information isn’t easy. A large
IT organization might support thousands of
applications, dozens of physical sites, and
tens of thousands of end users. Tracking all
assets in use at any given time—the servers,
storage, communications networks, and
end-user devices (such as desktops, PDAs,

Each product in the IT catalog typically
includes both ﬁxed and variable costs.
Telephone service, for example, might
include ﬁxed costs for equipment (phones),
labor (support, engineering, and monitoring
staff), maintenance, and depreciation (of
PBX hardware and voice circuits) as well as
more variable costs for items such as voice
usage. The IT organization needs to break
down these separate costs in the bill so
business units know what they are buying.
Assessing and allocating costs can be
complex. The task is fairly straightforward
for tangible end-user assets such as phones
and laptops. But intangible items—for
instance, applications drawing on CPUs,
servers, administrative support, software
licenses, and other infrastructure resources—
require careful and lengthy examination.
Equally complex is determining what to
charge for different tiers of service quality,
such as 24/7 availability as opposed to offpeak usage only. After ﬁguring out the total
cost of the IT resources that applications
consume, the IT organization must determine who “owns” them (users often share
ownership) in order to allocate costs
appropriately. Tracking consumption is one
of the toughest but most critical parts
of a successful cost transparency program.
Besides a clear understanding of IT costs,
companies must develop a comprehensive,
cross-enterprise view of demand and what
drives it so that the IT organization can
have the right amount of capacity in place:
the servers, desktops, storage, CPUs, and
other necessary IT resources. This step is
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to generate accurate usage forecasts—a
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key component of an effective IT cost
transparency program. These forecasts, in
turn, help the IT organization
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to manage capacity, striking the
�����������������������
right balance between providing
too many costly IT resources
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not enough to accommodate
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Few companies have systems
to estimate and track demand
for IT products and services.
Some charge relationship
managers with the task of
compiling forecasts and acting
as an interface between businessdevelopment teams and IT.
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Making better decisions

������������������������

�������
�����

Once the IT organization can
track and allocate IT costs, it
can send management reports
to the business units that break
down their consumption and
spending by end-user products,
applications, and projects
(Exhibit 2). IT and the business
units can then work together to
analyze which trade-offs to make
between costs and service levels
in order to meet the company’s
goals for demand management
and cost cutting.
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The goals of effective demand
management are twofold:
�����������
optimizing (and often reducing)
the quantity of IT products
the business consumes—with
an eye toward cutting overall costs—and
changing the mix of IT spending to focus
more on lower-cost products and highervalue investments. A cost transparency
program jump-starts this effort. As soon
�������
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as bills based on actual IT usage start
rolling in, the business can begin seeking
ways to control and reduce consumption.
Managers understand, usually for the ﬁ rst
time, what they are paying for and where
they can cut back (Exhibit 3). Armed
with this information, business units can
rethink their IT spending and seek out more
strategic investments.
At one wholesale bank, for instance,
managers in each business area understood,
as they never had before, how much they
were paying for desktop products and
applications. Demand-driven IT bills not
only provided new insights into the bank’s
cost-revenue ratios but also clearly showed
that the business itself played a role in
raising IT costs. The bank responded by
creating a governance committee to review
its IT investments and ensure they were
aligned with the overall business strategy.
Over time, the bank’s cost transparency
program achieved three powerful results.
First, it fundamentally changed the way the
business spent its IT dollars. During the
2001 economic downturn, for instance, it
cut several discretionary projects in order to
go on funding more strategic IT projects—
much to the CIO’s surprise. Second, the
program shifted responsibility for demand
management to the business. By pruning
and consolidating the portfolio, the bank
cut the consumption of various desktop
products and applications by 20 percent
within the ﬁ rst year. Finally, the program
forced IT to manage and use the bank’s
IT resources in the most effective manner
possible, leading to savings of nearly
30 percent. These savings were redirected
to discretionary projects that supported the
bank’s business strategy without increasing
the total IT budget. As the program evolved,
a trusting partnership developed between
IT and the business.

15

Unraveling the mystery of IT costs

������������
�����
��������������
�������������������������������������������������������

in the ﬁrst year) and to consolidate its
desktops (saving $15 million in the ﬁrst two
years). When IT makes progress in such
efforts, unit costs fall, usually to levels in
line with benchmarks.
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Management reports also support supplyside cost savings by helping the IT
organization to price its products so that
it recovers its costs in full and to monitor
the progress of cost-cutting initiatives.
Once IT understands its baseline costs,
it can use key metrics on costs, asset
efﬁciency, and labor productivity to begin
comparing its performance against industry
benchmarks. If IT spending per employee
or CPU utilization seems to be out of
line, for example, the IT organization can
begin to identify and correct the underlying problems. A benchmarking exercise at
the wholesale bank helped it to consolidate
its servers and vendors (moves that saved
$70 million and $100 million, respectively,

Only motivated business managers can
drive cost transparency programs, but IT
can stimulate demand for transparency.
Communicating external benchmarks and
cost performance targets to business
managers highlights the potential savings
from such programs. IT can also build
support for them by presenting cost transparency as a way to address the mystery—
and headache—of growing technology
expenditures. To persuade the business that
it should buy into a cost transparency effort,
one company used case studies showing
the beneﬁts of demand-management and
service-level trade-offs.
Make key decisions early, with input from
the business

To simplify and accelerate the cost
transparency program, the IT organization
should make key decisions—including
which products go in the catalog, what
service levels are available for each of them,
how they should be deﬁned and priced,
and how to depreciate costs—in the
program’s initial stages. Making these
decisions further into the process can lead
to time-consuming rework: one company,
for example, lost two and a half months
because it decided, rather far into the
program, to change the deﬁnition and
pricing of its servers from a per-box to a
per- CPU basis. Other early decisions
should include how to deal with excess
capacity stemming from inaccurate demand
forecasts and how to recover costs when
product pricing is too low. Less important
matters, such as negotiating contractual
service-level agreements with tiered pricing
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and deﬁning more granular product options,
can wait.

owners play a pivotal role, assessing
demand across product categories and
working with IT to align projected demand
with the supply of infrastructure assets
such as hardware, software, and storage.
Product owners deﬁne product and service
levels and manage pricing to ensure that
costs are fully covered. Since the goal is to
minimize costs for any given service level,
product owners need a deep understanding
of IT’s ﬁxed and variable cost structure. To
this end, most of them will need training in
budgeting, forecasting, asset management,
and other basic skills for managing costs.

Keeping the business involved is critical. As
costs are reallocated to reﬂect usage more
accurately, many design decisions have a
signiﬁcant impact on a business unit’s P&L ,
so senior executives should understand what
they are signing up for. And since deﬁnitions
of products affect all downstream activities
related to pricing, usage allocation, and
implementation, senior IT management must
be closely involved, even meeting daily to
ensure alignment on the overall direction.
Focus on controllable products and the

Create new governance structures

biggest cost drivers

To keep the cost transparency program
running smoothly, companies should set
up forums where customers can review
their bills, compare budgets with actual
numbers, validate product usage, adjust
levels of IT assets (such as workstations),
and determine the impact of over- or
underrecovering the costs of each business
unit. The IT organization should set up its
own IT cost review forum to make sure that
prices cover the cost of products, to monitor
usage patterns and service delivery issues
(such as slow help desk response times), and
to manage the over- and underrecovery of
costs by tracking actual usage and costs
against forecasts. Product owners ought
to play a central role. IT steering and
investment committees are also needed to
deﬁne strategic and nonstrategic investment
priorities. Assigning a relationship manager
to serve as a liaison between IT and the
business can work well. Of course, these
new governance structures must be
designed so that they coexist with the
current IT organization.

One clear goal of cost transparency is
to improve demand management, so the
IT organization should focus its initial
efforts on big-budget items and products
whose usage the business can control—for
example, applications or storage. Too often,
IT gets bogged down trying to offer a
comprehensive set of products and services,
including testing, monitoring, and other
supply-side activities that typically don’t
involve the business. Instead of struggling
with such detail and complexity, IT should
create a set of products up front that the
business understands and can manage. The
focus should be on the biggest cost drivers,
such as applications that consume a lot of
resources. Although IT may capture and
understand the cost of every service, it is
unnecessary to share this information with
the business unless speciﬁc costs merit a
deeper look. In short, keep things simple
initially and become more complex as a
culture of cost transparency takes hold.
Make product owners accountable for
costs and design

Focus on small, early releases

Cost transparency requires greater
management discipline from IT. Product

Instead of trying to do everything at
once, smart companies start small, with
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a program release that can be delivered
quickly—within 6 to 12 months—and
still have a major impact. Some details
can be omitted at the start and added
later; a company may choose to limit its
ﬁrst catalog to 50 or fewer products, for
example, to bill at the division rather than
user level, and to estimate costs when
actual numbers are lacking. The wholesale
bank mentioned earlier simpliﬁed some of
its broader IT products (such as networks)
by creating an across-the-board “tax” that
all business units paid for network data
connectivity.
After the ﬁrst year, companies can begin
ﬁne-tuning and extending the cost
transparency program by adding new
products or improving existing ones,
introducing service-level agreements,
offering deeper and more comprehensive
reporting and analysis, adding incentive
pricing to move the business to lower-cost
resources, and evaluating outsourcing
options. Future releases may then focus on
continually improving IT processes, reﬁning
products and service-level agreements, and
striking the right balance between strategic
and nonstrategic IT investments.

When CIOs set up cost transparency
programs and fully understand unit costs
and their drivers, it will be possible to begin
optimizing IT investments and improving
the dialogue between IT and the business.
By clarifying IT costs, such programs
also lay the groundwork for successful
outsourcing and for the evaluation
and integration of IT in mergers and
acquisitions. MoIT
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