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Dialog Cost Justify the IRC

There are two major things wrong:

» We don’t know the IMPACT, and
» We have no way to array money spent against VALUE GAINED.

Neither of the cost justification steps has been fulfilled.

To critique the bill look first at

Impact:

Anyone hiring an architect knows that the goal is to get a building built. This
bill tells us nothing about whether we are getting to the goal, e.g., “ready to
build”, or “zoning approval obtained”, or “agreement with general contractor
finalized.” Next,

Value Gained:

The bill also does not put the $1,200.00 in any sort of context. Is this 10% of
the total budget? What percent of the construction costs does architecture
services typically represent? How many hours do | have to work at my daily
rate to earn enough money after taxes to afford this?

Without this information, I have no basis for evaluating the $1,200 other than to
take issue with the rate or the number of hours, neither of which I am really
qualified to do. So all | see is that somebody worked and | have to pay for it. This
does not make me happy.

Here are two more impact statements, which we will scour for problems.
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Dialog Cost Justify the IRC

“Last month Department X used zzz and yyy files for bbb hours, resulting in a
charge of $$$.”

Again, this shows heat not light. There is no impact, and the money spent is not put
in context. So all | see is that somebody worked and | have to pay for it.

“Last month we provided services to xxx people, specifically yyy informational
services and zzz research projects, resulting in a charge of $3$.

...... same point!
|| Doing Impact Statements The Right Way
Successful impact statements discuss:

» The nature of the IRC effort (e.g. searches),

» Who benefits (not just who was billed),

» What business/organizational work this effort contributed to, and
» The cost to the enterprise (remember its OK to use assumptions!).

Impact can take place whenever information services are consumed, but
consumption of staff time can be very tedious to measure. Here’s where use of
third-party information services can help. A sample form is included for your use
in Appendix A.
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Dialog Cost Justify the IRC

| Let Your Information Service Provider Do Your Work For You

Third-party information service providers offer buyers an elaborate system of sub-
account codes that the buyer can configure to produce comprehensive and
fascinating data that can help link work effort to IMPACT.

The key is to set up the sub-accounts with more data, such as project codes, so that
usage can be logically related to impact, and the IRC can take advantage of the
information service provider’s ability to tabulate and report.

Cost Justification

Once impact has been determined, based on a set of reasonable assumptions, the
next step is to present impact in context of the price you are asking your
organization to pay.

To do this, you must both understand what the cost will mean to your
organization’s finances and what cost justification method to use.

|| 1 What Does the Cost Mean? Operating Margin
Regardless of whether the price is $5 or $5M, the first question to ask is:

“Where is the money going to come from?”
And the answer will be .....

“Out of operating expenses.”
To see what your request for additional IRC operating expenses might mean to
your organization, consider the “Operating Margin.” The Operating Margin shows
how much of your organization’s revenues are left over after operating expenses

have been paid. (You can think of “margin” like the white space left over on the
edge of a page).
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Dialog Cost Justify the IRC

Lets assume that the operating margin at your organization was 10% (pretty good
these days!). This means that your organization is spending $9 out of every $10 of
sales, just to meet basic expenses. Put another way, for your organization to spend
an additional $1 on you while maintaining that 10% operating margin, your sales
force will have to find $10 of new revenue (roughly speaking).

Please note that an operating margin of 10% is a really good number in 2003. Few
companies achieve it. At a 5% operating margin, it takes $20 of new revenue
(sales) to have $1 left over to add to the IRC’s budget. So the lower the operating
margin, the more revenue is needed.

To calculate operating margin, find your organization’s Income Statement (also
called Profit and Loss Statement or Statement of Operations). The top line will be
revenue, or sales (or turnover in the U.K.). Then subtract everything up to and
including operating expenses. The result is operating income. Divide operating
income by revenue to get the highly prized Operating Margin.

Two examples follow:

Big Computer Corp Trailers, Ltd.
2" Qtr 2003 Results
($ in millions) ($ in thousands)
Revenue $ 19,600 $115,250
Costs and Expenses -18,950 108,500
Operating Income 650 6,750
Operating Margin 3.3% 5.9%

To really do the job right for your own IRC, figure out how many of your

organization’s services and products it would take to generate the requisite amount
of revenue to add $1 to the IRC’s budget. For example, at a 10% operating margin,
assuming the IRC has a $1M budget, it takes $10M of revenue to support the
IRC’s budget. If the company sells software licenses at $1,000/each, they must sell
1,000 licenses to afford the IRC.
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Dialog Cost Justify the IRC

| 2 Cost Justification Methods

So impact has been determined, and assessed against the price to achieve that
impact. The last step is to describe the price in terms of cost justification. There are
three ways to justify the cost:

1) Cost Displacement: The cost of the item displaces other costs.
In this case, your expense will purchase something that will replace other items
of similar cost.

2) Cost Avoidance: The expense helps your avoids “hard” and/or “soft” costs. In
this case, the expense will lead to some kind of cost reduction (as soon as
possible).

» Hard costs are when there is a bill, such as the one the IRC receives for
information services it buys from providers. Soft costs are where
resources are wasted. For example, it cost more in soft costs to have a
lawyer do a search than it does to “hire out” the search to an information
provider. Bear in mind the rule of thumb that people will generally pay
$1 in hard costs to avoid $4 of soft costs.

3) Cost Restructuring: The IRC can help the customer shift costs from
Fixed Costs to Variable Costs. In this case, expenses before and after the
proposed action could remain similar in amount, but they will have a different
effect on the organizations finances:

» Fixed costs are basically “overhead,” or what it costs to operate the IRC
when no one is using it. Variable costs do vary, but they vary directly
with revenue. Advertising is an example of a variable cost, as it is
designed with one purpose in mind --- generating revenue. Using IRC
services to get or keep paying customers of the enterprise is a variable
cost.

4) Added Value: In this case, the justification leads with the added value that will
be gained from the expense and then indicates whether any part of the expense
is applicable to any of the first three methods.

Thus the same cost can be treated, and valued, very differently, depending upon
what it is for!
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Dialog Cost Justify the IRC

» Build real sub accounts, coded for impact.

» Build a set of assumptions on what each type of activity (e.g. information
search) would cost if performed by IRC staff — or customer.

» Simultaneously track “compelling financial events” and seek out IRC work
related to them, if it is not already pouring in the door.

» Match IRC work to cost-justification type.

» Last, allocate IRC cost based on % of work in each type.
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Cost Justify the IRC

TAKEAWAY

This worksheet enables you to try cost-justifying the IRC on your own.

1.

B w

Action Should show the nature of the IRC activity (e.g., “Searches,”
“Information Requests,” “Hours Used,” “Files Used,” or “Seats Enabled”).
Impact Should connect the Action in column one (the “heat™) to “light”, or
impact here in column two. What impact did this work have, and on whom?
MAKE ASSUMPTIONS!
$ Value: Asks that the impact be quantified.
Cost Strategy: Write one of the Cost Justification methods: Cost
Displacement, Cost Avoidance, Cost Restructuring, or Added Value.
Examples

a. Did the IRC help save a customer? For the 3" Column: What is the

estimated spend per customer? If so, ...In the fourth column, write
“Added Value”.

Did the IRC help find an environmentally sound location to build a
factory? How much (3" column) is the factory expected to produce in the
first year? In the 4th column write “Added Value”, and,

If the IRC’s work helped avoid hiring an environmental consulting firm,
or reduced the organization’s EXPECTED spend on that firm, also write
“Cost Avoidance” in the 4™ column.

SAMPLE WORKSHEET. (A larger one is in Appendix B)

1

2 3 4

Action Impact $ Value Cost Strategy
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The nature of the IRC effort (e.g. searches)

Who benefits (not just who was billed)

What business/organizational work this effort contributed to

The cost to the enterprise
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Appendix B ... Takeaway Worksheet:
Cost Justifying the IRC
1 2 3 4
Action Impact $ Value Cost Strategy
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