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Position of the Financial Management SMF Within the MOF IT Service Life Cycle
The MOF IT service life cycle encompasses all of the activities and processes involved in managing an IT service: its conception, development, operation, maintenance, and—ultimately—its retirement. MOF organizes these activities and processes into Service Management Functions (SMFs), which are grouped together in lifecycle phases. Each SMF is anchored within a lifecycle phase and contains a unique set of goals and outcomes supporting the objectives of that phase. The SMFs can be used as stand-alone sets of processes, but it is when SMFs are used together that they are most effective in ensuring service delivery at the desired quality and risk levels.

The Financial Management SMF belongs to the Plan Phase of the MOF IT service lifecycle. The following figure shows the place of the Financial Management SMF within the Plan Phase, as well as the location of the Plan Phase within the IT service lifecycle.
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Figure 1. Position of the Financial Management SMF within the IT service lifecycle

Before you use this SMF, you may want to read the following MOF 4.0 guidance to learn more about the MOF IT service lifecycle and the Plan Phase:

· MOF Overview
· Plan Phase Overview
Why Use the Financial Management SMF? 

This SMF should be useful for anyone with responsibility for measuring and evaluating the costs and benefits—or more comprehensively, the business value—of IT services. It provides an understanding of the fundamental processes and activities involved and describes the context of financial management in terms of risk management and value realization. 

It addresses how to do the following: 

· Establish service requirements and plan budget.

· Manage finances.

· Perform IT accounting and reporting.

Financial Management Overview

How does your organization… 

· Determine the value of IT services? 

· Weigh financial risk and return to understand the value IT provides?

· Strike the desired balance between risk and expected financial contribution to the business?

Competent financial management will help you accomplish these objectives. The goal of this SMF is to provide IT-relevant activities and considerations that improve financial management practices.

When management makes decisions about changes to IT infrastructure, systems, staffing, or processes, it uses financial data to justify the cost. However, cost tells only part of the story; value must be considered as well. The concept of value reflects service levels, business impact, and both hard and soft benefits. Financial management ensures that IT services and solutions have agreed-upon value delivery expectations, as well as metrics for tracking and realizing value, cost justification, and adequate budgetary support.

Roles

The primary Team SMF accountability that applies to the Financial Management SMF is the Management Accountability. The role types within that accountability and their primary activities within this SMF are displayed in the following table. 

Table 1. Management Accountability and Its Attendant Role Types

	Role Type
	Responsibilities
	Role in this SMF

	IT Manager
	· Manages the overall business value realization process for IT
· Manages risk and approves expenditures
	· Ensures that the IT portfolio delivers desired business value

· Drives accurate forecasting of IT resources 

· Maintains known IT services costs and returns

	IT Finance Manager
	· Manages the financial aspect of the IT organization
	· Ensures IT budget and accounting are accurate and timely

	Business Relationship Manager
	· Acts as communication interface between IT and the business and partners
	· Validates that IT understands business requirements 
· Considers technology opportunities and constraints in business strategy


Goals of Financial Management

Successful financial management will help an organization:

· Fully account for the cost of IT services while defining the expected contribution to the business. 
· Attribute costs of services delivered to customers so that the costs can be recovered. 

· Aid decision making by clarifying the costs, benefits, and risks of IT services.

· Contribute to business cases for changes to IT services based on a sound understanding of the cost-benefit trade-offs involved.
The achievement of these objectives should result in several specific outcomes, which are detailed in the table below.

Table 2. Outcomes and Measures of the Financial Management SMF Goals
	Outcomes
	Measures

	IT cost accounting
	· IT costs accounted for and tracked

· Costs reviewed and improvements in progress

	Delivered business value
	· Each project evaluated for expected business value

· Project benefits consistently realized

	IT cost recovery
	· Customers charged fairly

· Charging model relevant and appropriate for the organization

	Accurate IT budget
	· Comprehensive financial understanding within IT

· Actual budget is close to projected budget, without surprises


Key Terms
The following table contains definitions of key terms found in this guide.

Table 3. Key Terms

	Operational costs
	Costs resulting from the day-to-day running of IT—for example, staff costs, hardware maintenance, and electricity. Also referred to as non-discretionary spending.

	Return on investment (ROI)
	The ratio of money gained or lost on an investment relative to the amount of money invested. 

	Total cost of ownership (TCO)
	The total cost of an item over its useful lifetime. TCO takes into account not only the purchase price, but also implementation and training costs, management costs, and support costs.

	Value realization
	The identification, definition, monitoring, and evaluation of targeted business benefits that result from planned IT activities.


Financial Management Flow
Figure 2 illustrates the process flow for financial management. This flow consists of the following processes:

· Establish service requirements and plan budget.

· Manage finances.

· Perform IT accounting and reporting.
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Figure 2. Financial Management SMF process flow

Process 1: Establish Service Requirements and Plan Budget 
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Figure 3. Establish service requirements and plan budget

Activities: Establish Service Requirements and Plan Budget

Proactive and strategic use of technology requires that IT departments do more than simply account for costs. IT must understand the broader drivers affecting the organization and translate these into IT service initiatives. When IT’s expected contribution to business results is understood, these expected benefits need to be tracked and managed through a process called value realization. 

The following table lists the activities involved in this process. These activities include: 

· Addressing service requirements and business strategy.

· Planning a budget.

· Conducting a budget review.

· Managing IT value realization.

Table 4. Activities and Considerations for Establishing Service Requirements and Planning a Budget

	Activities
	Considerations

	Address service requirements and business strategy
	Description:
If IT groups are to understand the organization’s expectations, they need both a high-level perspective—a grasp of the role that IT plays in the overall business—and an awareness of how the business uses the individual services that IT provides. An ongoing dialog between management and IT allows a prioritization of services and clarifies budgetary commitments.

Key questions:
· What are the business functions that this service supports?

· How important are these functions to the business? 

· What financial losses would be incurred in the event of an outage?

· Does the organization invest in IT appropriately for the level of importance the function holds for the business?

Inputs: 

· Service level agreements (SLAs)

· Business services or processes that rely on IT

· Service maps

· Business plans for the next budget cycle

Outputs: 

· Business cost of downtime per service

· Business dependencies on IT services

· Business expectations of IT

· IT strategic plan that aligns business and IT goals

Best practices: 

· Prioritize in a consistent way across services. 

· Ongoing dialog and a closer integration between IT and the business improve communication and understanding. For more information about this type of dialog as well as SLAs and service maps, see the Business/IT Alignment SMF.

	Plan budget
	Description:

IT and business relationship managers plan budgets by organizing and analyzing the business needs across all the services—this involves prioritizing and defining the requirements for the next financial period. 

Key questions: 

· What are the financial impacts of projects undertaken through the IT service portfolio?

· Which are the most critical services that the business will consume over this next year? What financial impact do these services have on the business results?

· What did we learn from previous budget planning exercises and how will that change what we are doing this time around?

Inputs: 

· Service catalog

· Project plans

· Previous IT budgets

· IT initiatives and improvement targets

Output: 

· Proposed IT budget containing all discretionary and non-discretionary fiscal requirements 

Best practices: 

· Ensure that the business has a clear understanding of IT costs and how they translate to the delivery of services they deem to be important—in other words, correlate the costs to the business value they deliver.

· Communicate preliminary proposed budget to management to review to identify major resource conflicts or gain potential efficiencies in planned outlays.

	Conduct budget review
	Description:
Budgets require regular reviews to ensure that costs meet expectations and/or that service delivery meets expectations—with adjustments as necessary.
Key questions: 

· What were the significant variances between planned and actual spending in the last budget? Are we repeating any mistakes?

· What spending requests are related to underperforming initiatives?

· Does this budget match any changes in management’s risk tolerance?

· Does every initiative have a mature business case that establishes expected returns?

Inputs: 

· Previous IT budgets

· Project status reports

· Reporting on value realization during the past period

Output: 

· Approved IT budget

	Manage IT value realization
	Description:
The value of IT is defined and realized in the context of its contribution to business results. Managing IT value realization involves quantifying the value of IT investments and prioritizing them accordingly. It includes financial models that are applied consistently across investments, that make sense in terms of the overall business model for the organization, and that stand up to the analysis of business impact and reinvestment opportunities. 
Key questions: 

· How does IT contribute to the overall business results of the organization?

· How do we measure this contribution?

· How do we best ensure that the business is aware of our actual performance against this expected contribution?

· What can we do to improve this contribution?

· What reports should we produce? Who needs to receive them? 

Inputs: 

· Actual IT financial performance

· Mapping of IT services to business services or processes

· Measured value of business services or processes

· Performance against hurdle rates for risk and rate of return on investment (for more information about hurdle rates, see the “Risk Tolerance” section in this guide)

Outputs: 

· Reports of delivered benefits

· Communication plan for the benefit reports

· Improvement plans with business case

· Redistribution of funding 
Best practices: 

· Identify IT’s contribution to the business results, whether this contribution is related to ongoing operational costs or to projects.

· Measure, monitor, and report on IT contributions at regular intervals. Address underperforming investments. This may mean allocating additional funding to address inaccurate forecasts, or it may mean termination of the initiative. 

· Adjust hurdle rates to reflect economic circumstances and changes in organization risk tolerance.

· All communication and reporting should be in business-relevant language so management can clearly understand it. 

· Take a proactive approach to developing, reporting, and communicating the actual results. This helps to strengthen the organization’s trust in IT and clearly articulates the value IT delivers. 

· To ensure that the numbers are relevant, make sure to involve business managers in the development of metrics and measures. 

· Correlation between IT delivery and business value enables the organization to make better informed investment decisions, thereby reducing the resistance to increased IT budgets through clarification of the returns the organization can expect.


Process 2: Manage Finances
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Figure 4. Manage finances

Activities: Manage Finances

This process includes many traditional financial management activities, such as budgeting, costing models, charge-back models, cost allocations, cost management, and reporting. (Cost accounting and cost recovery, while defined in this process, are performed in Process 3.) IT usually manages its own finances, but occasionally that responsibility lies with corporate finance.

The process also involves preparing and managing an IT budget that reflects the business priorities identified earlier in the process. Most budgets are loosely categorized into three areas:

· Ongoing operations and maintenance spending (non-discretionary spending
· Project spending (discretionary spending)

· Innovation—a focus on investments in improving the efficiency and effectiveness of ongoing operations and/or improvements to business value

The following table lists the activities involved in this process. These activities include: 

· Managing IT finances.

· Creating IT budget.

· Determining maintenance and operations costs.

· Developing innovation and improvement initiatives.

· Determining project costs.

· Establishing value realization awareness across IT.

Table 5. Activities and Considerations for Managing Finances

	Activities
	Considerations

	Manage IT finances
	Description:

This is the central activity in the financial management process. During this activity, financial managers define and direct cost modeling and accounting, thereby establishing a financial framework for prioritizing the IT budget.
Key questions: 

· How are we going to recover our costs? Do we use a corporate or centralized model? A business unit or decentralized model? A combination of the two?

· What framework will we use to perform cost/benefit analyses on project or investment initiatives?

· Can we measure service usage and/or performance to enable us to reliably and transparently charge our customers?

· Do we understand how the direct, indirect, and overhead costs map to individual services?

Inputs: 

· IT service portfolio 
(for more information see Business/IT Alignment SMF)
· Configuration management database
(for more information see Change and Configuration SMF)
· Upcoming initiatives

· Business cases for new investments

· Direct, indirect, and overhead costs

Outputs: 

· IT cost model

· IT costs mapped to services

· Reports on performance and value realization

Best practices: 

· Ensure that the IT cost model allows verification of actual service usage.

· Be aware that cost models can drive user behavior. For example, a chargeback model might result in decreased usage. 


	Create IT budget
	Description:

This activity secures funding for ongoing departmental maintenance services as well as for translating strategic IT priorities into funded project initiatives. Typically performed on an annual basis, this is the foundational budgeting activity for every organization.
Key questions: 

· What new initiatives are planned for the year, and how much will it cost to deliver them?

· If there are any unfinished initiatives from the previous year, how much will it cost to deliver them? Is it worth completing them? Is the funding for this available?

· What will it cost to maintain and operate existing services and infrastructure? Will these costs increase or decrease over the budgetary cycle?

· How will the new projects affect ongoing costs?

Inputs: 

· IT strategic plan (aligns business and IT goals)

· Direct, indirect, and overhead costs for existing services

· Project budgets

· Previous year’s IT budget

Outputs: 

· Approved IT budget

· Approved and funded project plans or initiatives

Best practices: 

· The budgeting process involves many stakeholders across IT and the business. Requiring an IT strategic plan that aligns business and IT goals helps to reduce stakeholder confusion regarding limited budget. For more information about strategic plans, see the Business/IT Alignment SMF.
· Consider setting the IT budget as a percentage of revenue based on industry benchmarks.


	Determine maintenance and operations costs
	Description:

These costs relate to the regular and ongoing costs of keeping the IT services running. It includes all costs that would be ongoing even if there were no new projects. Examples of these costs include depreciation, salaries, maintenance fees, consulting costs, and regulatory compliance costs.
Key questions: 

· Do we have a clear understanding of how these costs are defined and calculated?

· How are these costs trending over time? Do we know why they are increasing or decreasing? How do these costs relate to our overall IT spending and our overall business revenue?

· How can we reduce these costs?

Inputs: 

· Financial data from previous years

· Expected or projected spending on maintenance and operations

Outputs: 

· Awareness and communication of ongoing costs

· Maintenance and operations budget

· Improvement initiatives and business justification for them 

Best practices: 

· Operational frameworks increase IT efficiency and reduce unplanned work. For example, change and configuration management processes help to reduce unplanned outages. For more information and best practices, see the MOF Operations Health Management Review in the Operate Overview.

· Server virtualization, consolidation, and operational automation all reduce costs through more effective use of existing resources, thereby lowering hardware and/or software costs and administrative overhead.

	Develop innovation and improvement initiatives
	Description:

Improvement activities are ongoing and are not limited to projects. Innovation can take many forms, from organizational structure to newer technologies or simply better ways of getting a job done. Sometimes it is necessary to spend money to save money; IT organizations should allow for a regular budget to fund these initiatives.
Key questions: 

· What improvements can we make to our existing infrastructure, processes, or tools?

· What will it cost to make these improvements? What benefit can we expect to derive from these improvements?

Inputs: 

· Existing performance and delivery data

· Innovation priorities

Outputs: 

· ROI evaluation for the identified initiatives

· Budget and resource allocation for the identified initiatives

Best practice: 

· Using a calculation of financial loss associated with risk exposure enables the organization to prioritize funding for upgrades and improvements. 

	Determine project costs
	Description:

Project costs include technologies, hardware, software, and staff, as well as a portion of infrastructure costs that will be dedicated to these new initiatives.
Key questions: 

· Do we know the direct, indirect, and overhead costs of delivering these projects?

· Has funding for these projects been approved and allocated?

· How do we measure the benefits that these projects deliver to the business? How do we report on these benefits? 

Inputs: 

· Approved project plans and business cases

· Project budget estimations

Outputs: 

· Budget and resource allocation to deliver these projects

· Project progress reports

· Ongoing ROI tracking and reporting

Best practices: 

· Create standard business case evaluation criteria to allow an easy comparison between projects during funding discussions.
· Use continually updated ROI projections to help ensure accountability that ROI is being maintained and that assumptions are built into future budgets.
· Consider centralizing resources by creating a project management office (PMO). PMOs use common resources more efficiently and enable a consistent management and reporting capability for all projects across the IT organization.

	Establish value realization awareness across IT
	Description:
Everyone in the IT organization should be aware of the impact of IT activities on business value. Value is not limited to projects and initiatives, but extends to daily operations, contracts and vendor relationships, infrastructure improvement, and choices that have environmental ramifications. Thus, IT and the broader organization share an end-to-end perspective of IT services that expresses value in terms of aggregated impact to the business, not just isolated costs. 

Key questions: 

· Do we understand the entire service delivery chain and the components that make up the service?

· How does this affect the level of support or maintenance that we need to secure from our suppliers and vendors?

· Are there common components that affect multiple critical systems and can we justify the cost of building redundancy and recoverability into the service?

· When faced with the negative financial impact caused by an ineffective service or systems management tool, are we able to convincingly justify the cost of replacing it?

· Energy consumption has an environmental impact. How can we reduce this consumption without affecting the delivery of the service? Does the service really need to constantly consume energy 24 hours a day, 7 days a week?

Inputs: 

· Service classification and prioritization

· Service maps and dependencies

· Risk management information

Outputs: 

· Operational targets

· Identification of critical infrastructure components

· Operational risk list

Best practice: 

· IT and the business should work together to define the technical expectations for a particular service in terms of impact to the business. This will help IT staff to better manage the infrastructure according to business requirements. It will also reduce confusion and contention during service operation and maintenance. Additionally, this increased understanding and awareness will allow IT staff to prioritize improvement and innovation activities and focus on those that can deliver the greatest business value.


Process 3: Perform IT Accounting and Reporting
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Figure 5. Perform IT accounting and reporting 

Activities: Perform IT Accounting and Reporting

The final process in the Financial Management SMF involves IT accounting, reporting, and cost recovery, which are described in the following table. The guidelines and frameworks for these activities have already been established, so the activities in this process are mostly focused on tracking and reporting the actual costs.

The information recorded in this process provides financial managers with: 

· Costs to use in budget comparisons. 

· Service usage reports that can be used as the basis for cost recovery (if this is the model that the IT organization employs). 

· The actual derived benefits to the business for the services that are delivered.

Table 6. Activities and Considerations for Performing IT Accounting and Reporting

	Activities
	Considerations

	Perform IT accounting and reporting
	Description:

Accounting records and captures the actual costs incurred, and then allocates these according to the cost model defined in the Manage Finances process. These reports are used to compare projected budgets with actual budgets. 
Key questions: 

· How much does it actually cost to deliver the service(s) and/or projects?

· Are we measuring the correct information that we defined in the financial management and budget processes?

· Is the cost allocation clear and correct according to our model?

Inputs: 

· IT cost model

· IT cost allocation

· Financial results and data

· Expectations for value realization

Outputs: 

· Service usage reports

· Cost and charging reports

· Value realization reports

Best practices: 

· IT must clearly communicate and report costing, charging, and service usage to the appropriate business units. This practice encourages trust in the IT department and also allows the organization to better understand IT’s costs and service dependencies, thus enabling better investment and operational decisions.
· To manage expectations successfully, be sure to involve all stakeholders in the costing process. It is particularly important to review the charging or costing model regularly so that it remains relevant and useful as business and IT activities evolve.


Financial Management in Context

To better understand the individual actions in the financial management process flow, it is helpful to look at the facets that contribute to financial activity in an organization. These areas share a need for information that is collected and evaluated through the financial management function.
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Figure 6. Processes and areas relating to financial management 
Financial management is applied to many areas of the organization to ensure that appropriate value expectations are established and that expected value is actually realized in these areas. Consideration is given to costs and benefits, using risks and returns as a way to describe value. Each area requires its own perspective about financial data.

Executive Management Review

During this review process, upper management defines the needs and goals of the organization that, in turn, drive the requirements that IT turns into systems and, ultimately, services. Additionally, these individuals are responsible for approving investment models that might include ROI, cost, chargeback, and revenue, among others. Finally, they establish levels of risk tolerance and determine the desired balance of risk across the IT portfolio.

Risk Tolerance
Risk management may use a variety of methods to identify and characterize risk, but risk tolerance must be determined through an organization’s governance function. Financial managers can contribute to this discussion by using the concept of hurdle rates to set expected risk and ROI ratios.

The term hurdle rate originated in the financial services sector, but it can be applied to determine the expected returns from investments at different levels of risk. The closest thing to a zero-risk investment is placing money into government bonds from very stable countries. The bonds may yield a low, but reliable, rate of return (for example, 3 percent) that can be used to benchmark any zero-risk investment. Any zero-risk investment that exceeds this rate of return is said to exceed the hurdle rate and therefore passes the financial return acceptability test. 

Any proposed IT investment likely has a non-zero risk; thus, it will have a hurdle rate that is higher than the benchmark 3 percent. Low risk might be 8 percent, medium risk 14 percent, high risk 23 percent, and maximum risk potentially more than 38 percent. 

Needless to say, executive management must approve of these risk bands and their associated hurdle rates in order to drive desired IT investments at acceptable levels of risk. By providing a consistent method with which to classify risk, hurdle rates help ensure that expected returns from IT can be compared to other business investments.

Business Case Analysis

During a business case analysis, management evaluates new ideas that support a changing business environment—this involves determining the feasibility of proposed projects from the standpoints of cost, benefits, and risk. This is also the point where management establishes discretionary and non-discretionary requirements.

Non-Discretionary Projects

Non-discretionary projects require little discussion; they are upgrades and improvements to infrastructure as well as work done to meet regulatory and compliance requirements. For a variety of reasons, there is no choice but to invest in these initiatives. However, getting non-discretionary items funded requires documentation of:

· The problem (brief summary). 

· The solution (capabilities that will be enabled).

· The benefit (brief statement of how the problem will be eliminated or mitigated).

Discretionary Projects
Discretionary projects involve deeper analysis than non-discretionary projects, and decisions about these projects often require the consideration of trade-offs. They are undertaken for a variety of reasons: they represent efforts to change and expand the business or to execute against new strategic directions. Funding a discretionary project requires documentation of the following items:

· The situation (the specific organization capability that is not being met).

· The target (a measure or measures that substantiate the situation).

· The proposed solution (how the target measure will be improved).

· The impact on the target if nothing is changed.
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Figure 7. Discretionary project: Documenting expectations for value realization

Portfolio

An organization’s portfolio consists of existing services, as well as those that have been approved for development. It represents risks and expectations for returns across the portfolio—the “all up” view. For more information on portfolio management, see the  Business/IT Alignment SMF.
Budget
A budget is a plan that estimates the financial resources that may be spent on creating and delivering services in the IT portfolio. It forecasts future fiscal needs based on business requirements and planned projects; it also reflects the impact of regulatory and standards requirements.

Accounting

Accounting is the system of record for expenditures and charges, including:

· Depreciation and software licensing and maintenance fees for purchased software.

· Salaries and benefits for IT management and staff and outsourcing and consulting costs.

· Chargebacks for services, SLA adjustments, and other ongoing costs.

Value Realization
Value has multiple dimensions that vary from organization to organization. The value realization process quantifies the value of IT investments so that decision makers can prioritize according to expected value and, later, have the means to determine whether expected value was, in fact, realized.

Investment decisions should reflect three basic considerations:

· Invest only when value can be tied to organizational strategies.

· Invest only when the sponsor is willing to be held accountable. 

· Invest only if value can be determined.

Investments yield value that can be separated into categories. Figure 8 shows some common ways to categorize value, along with examples of how a specific initiative should affect value in a number of different respects.
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Figure 8. Possible value categories 

Monitor Value Realization
Continual monitoring of asset value is crucial to competent financial management. Items subject to monitoring include costs to plan, build, and deploy, as well as management resources and operations costs. 

The monitoring process takes into account hard benefits (for example, a reduction in the number of servers needed) and soft benefits (for example, a marked improvement in customer relations). It serves to validate the organization’s investments by comparing initial expectations with actual results. Underperforming investments may be changed or dropped, and resources can be allocated for better returns and improved value. 
Conclusion

The Financial Management SMF describes the principal processes in managing the financial aspect of the IT organization, addresses financial risk as part of these processes, and discusses the means to measure the value realized from IT solutions.  
The major financial management processes described by the Financial Management SMF are:
· Establish service requirements and plan budget.
· Manage finances.
· Perform IT accounting and reporting.
Feedback

Please direct questions and comments about this guide to mof@microsoft.com.
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