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Executive Summary  

 

Many large enterprises, especially financial services companies, suffer from a fundamental 

hole in their internal accounting and cost controls when it comes to cost allocations. 

Specifically, their allocations of back-office and mid-office operations are not accurate, and 

there is often poor cost and usage control over those operations. The economic downturn 

that began in 2008 put tremendous pressure on profits and costs, resulting in sharper 

awareness of this gap. At the same time, reducing costs by sharing resources has gained in 

popularity. As a result, indirect costs are under greater scrutiny by those who make use of 

allocated support services.  

 

Over the years, companies have built and deployed their own processes and systems to 

handle overhead cost allocations. Typically designed to fulfill regulatory and tax reporting 

requirements, these systems offer little or no capability to support cost/resource planning or 

what-if analysis. Home-grown cost allocation systems tend to be highly manual, requiring 

input and tedious labor each month to execute and maintain. Additional shortcomings 

include lack of detail and incorrect cost driver assumptions, which may create accounting 

debates and headaches for the CFO. These disputes seem to have amplified in the past five 

years.  

 

In the front office, the focus is on reducing allocated expenses in the near and long term and 

tracking the ever-changing profitability of clients and products. Both objectives require the 

ability to dissect back-office allocations at a granular level and be confident that the 

allocations are accurate. Most existing systems, however, were not designed to include the 

detail necessary to back up and rationalize the cost allocations.  

 

This lack of visibility has other drawbacks. In many large companies, revenue-generating 

groups have no incentive to conserve on back-office resources. There is no connection 

between their consumption of in-house services and what they are charged, which 

increasingly becomes a corporate governance concern.  

 

It is difficult to hold the back and mid-office accountable for the costs of providing support 

services since there are few objective measures of what service is actually performed for the 

costs incurred. The capacity and scalability of back-office areas are frequently unknown, and 

it remains unclear how back-office operations must expand or contract with changes in front-

office business. These issues represent significant concerns to finance groups and P&L 

owners alike. 



 

Beyond Chargeback:  Internal Cost Transparency for Better Decisions 

3 

 

The good news is that there are cost-allocation solutions available today. These solutions can 

take the form of configurable off-the-shelf technology to perform internal cost allocations, 

coupled with reporting that delivers the detail behind each allocation, notably the cost 

sources and the cost drivers. Many businesses have begun to rethink their internal cost-

allocation systems and search for more extensive capabilities, an initiative that usually falls to 

the CFO or controller. The solutions mentioned here not only meet tax and regulatory 

requirements, but also reduce the time and resources spent on the internal cost- allocation 

process. Equally important, they can assist in overall performance management and cost 

controls.  
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Introduction  

 

Many large enterprises, especially financial services companies, have encountered a gap in 

their internal accounting and cost controls for shared services and overhead. These holes can 

provoke discussion and disputes over how much each business unit is charged. Companies 

have deployed home-grown processes and systems to allocate the cost of their back- and 

mid-office operations to the revenue-generating front office as part of the general ledger 

close process. However, these cost allocations tend to be inaccurate and do not provide the 

level of detail required to manage expenses in an informed manner. 

 

Here are a few facts regarding the status quo in many large companies: 

 

 Under current laws and regulations, the cost of the back office must be fully 

allocated to front-office operations. 

 The systems and processes used today were primarily designed to meet regulatory 

and tax requirements. Their scope was defined narrowly and they are not adaptable. 

 Although these systems are generally able to meet regulatory and tax requirements, 

they don’t do much more. 

A growing percentage of organizations have adopted or increased the sharing of internal 

expenses across multiple departments to reduce duplication of resources that perform the 

same tasks. The overall objective is to reduce overhead cost structures while increasing the 

utilization and quality of internal resources. Wherever these in-house services are found, 

whether in the back office, mid-office or support services, the allocation of costs to internal 

customers is an increasingly sensitive topic. The controversy arises, in large part, because not 

enough information comes out of these processes to understand and control costs.  

 

The status quo causes some problems: 

 

 Procedures now used for cost allocation are often highly manual in nature. They 

require input and time from multiple resources each month, and are subject to 

errors. 

 Back- and mid-office expenses tend to be allocated based on habit, tradition or 

drivers that do not relate to true cause-and-effect or are incorrectly weighted. 
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 Allocations are often inaccurate because they do not reflect changes in usage of 

resources, proportionate usage among business units or actual costs. 

 Business units increasing dispute their allocated charges, using subjective arguments 

that cannot be reconciled with facts, because there is little or no detail behind the 

allocations. 

 It is difficult to determine the efficiency of the back office at current business levels 

and to predict how costs will move in relationship to increased or decreased business 

demand.  

 Lack of efficiency measures leads to an inability to benchmark back-office service 

providers with peers internally and externally. 

 Business unit heads do not know how to go about reducing their charges by 

consuming fewer back-office resources or planning for future expenses. 

 Front-office units have little incentive to conserve on these resources because there 

is no direct correlation between increased consumption and the allocation of costs 

they receive. 

Challenges 

 

To accurately allocate costs across the company, the CFO needs more than a spreadsheet 

that splits line items amongst front-office departments and verifies that they total 100%. 

Moreover, front-office and operating groups have become progressively more reluctant to 

accept a “black box” cost allocation. They feel growing pressure to improve their profit and 

loss statement.  

 

One way to accomplish that is to reduce costs. But first they need to determine what they 

are being charged for, whether it matches their business, and how they can reduce their 

expense charges. Justifiably, they are demanding insight into the costs being allocated to 

them from the back office. 
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Today’s Cost Allocation Methodology Often 

Creates Dissent 

Corporate chargeback, a cost allocation 

process often viewed as ‘black box’ in nature, 

can trigger a negative reaction from managers 

who suspect they are somewhat arbitrary, or 

at best disproportionate.  For example, a 

department head may note that although 

back-office charges are a single line item on 

his monthly expense report, they constitute a 

significant 40% of his profit-and-loss 

statement. It is common to hear these 

executives express frustration regarding the 

magnitude of costs that are out of their 

control. In general, managers prefer to know 

what resources they are charged for, and if 

feasible, decide which ones to forego. With an 

accurate chargeback system, their true 

performance becomes more visible. 

 

The dilemma for the CFO is that existing transactional systems were not designed to supply 

the specific categories of detail needed to resolve these issues and settle arguments. 

However, when the CFO investigates by manually gathering details, the data usually confirms 

that allocations have not accurately represented the true consumption or cost of services.  

 

Today, allocations are usually inaccurate and based on cost drivers that are disconnected 

from the reality of the business. One example would be a trading desk within a global 

financial services enterprise. The investment banking unit receives a charge for mainframe 

cost based on their revenues as a share of total firm revenue, not on the costs it incurs. A 

logical approach might be to charge based on the number of trades processed for the 

business unit. Yet, even though this particular business unit does not leverage any mainframe 

applications in its day-to-day work, it is effectively penalized for success by being charged a 

greater percentage. 

 

The current revenue environment puts extreme pressure on front-office areas, and as a 

result they are pushing harder for ways to improve their bottom line. Reducing their 

allocation of indirect expenses is an attractive place to start because the pain of cutting back 

falls elsewhere – that is, outside the 

business unit being charged.  

 

However, cutting those allocations is 

usually not easy for several reasons: 

 

 Insight into the back-office 

allocation is not available because 

the legacy allocation 

system/process was not designed 

for support at any level of detail. 

 When the detail is available, it 

becomes obvious at even the 

highest level of analysis that the 

received allocation is inaccurate 

and based on cost drivers that are 

disconnected from the reality of 

the business. 

 Front offices insist on knowing how 

they can reduce their allocated 

expenses in the near and long term. 
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 It is difficult to hold the back office accountable for their costs since it is not clear 

what their costs are and what drives them. 

 There is a fundamental difference of opinion regarding treatment of expenses; i.e., 

what is truly fixed and what is largely variable. 

 Operating groups that demand the ability to analyze the profitability of clients and 

products need to understand their back-office allocations at a very granular level and 

be confident that the allocations are accurate. 

 In many companies, front-office operations have no incentive to consume less of the 

back-office areas’ services. Their current IT and accounting environment provides no 

connection between the consumption of back-office services and the charge 

received. 

 The capacity of the back-office areas is not well understood. Companies don’t know 

what impact changes to front-office business volumes should or will have on the 

capacity of their back-office areas. 

 Existing chargeback systems often operate only within back-office silos. 

 

Not much can be done with existing systems to address these challenges. To progress 

significantly, system replacement and process modification are usually necessary.   

Solutions 

 

Many enterprises are rethinking their internal cost allocation systems and searching for more 

extensive capabilities. In particular, they look for an approach to cost allocation that goes 

beyond meeting tax and regulatory requirements, one that can assist them in performance 

management and cost controls. In other words, they want to address all the challenges that 

spring from outdated cost-allocation methods, while keeping pace with the trend toward 

company-wide performance measurement and detailed profitability analysis. 

Solutions that meet these objectives generally have three key ingredients:  

 A configurable off-the-shelf technology platform designed to perform the internal 

cost-allocation processes 

 The ability to model business processes outside of back-office silos 

 An improved reporting process that delivers the details behind each allocation from 

back to front office (detail data includes cost sources and the drivers used to allocate 

each cost) 
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Financial Services: Cost Allocations and 

Performance Management 

The well-known financial services firm Charles 

Schwab addressed cost-allocation issues as 

part of a sweeping implementation of a 

performance management software 

application. Allocating back-office costs was 

just one of its enterprise issues; the need for 

reduced process time, more accuracy, deeper 

granularity of information and activity-based 

costing was enterprise-wide.  

Schwab selected a solution that could address 

all of its performance management 

challenges. Besides the expected benefits, the 

application Schwab selected supports the 

addition of new data sources, including IT cost 

information, data from the company’s call 

centers and operational data from the 

business units. All these new sources can now 

play a role in determining cost allocations.  

 

 

Most CFOs who study the issue would favor an activity-based costing (ABC) approach to 

identify the activities and services provided by the back-office areas. An ABC initiative, in this 

case, entails identifying and gathering the cost drivers for each of the activities of the back 

office. It is usually not difficult to make a robust, defendable cost allocation once the cost 

drivers and detail data are available.  

 

The resulting allocations should draw a valid connection between the cost allocated and the 

consumption of the front office. From this starting point, companies can refine their activity-

based costing to include Time-Driven ABC (TDABC) for resource-intensive processes. This 

helps them understand and track the capacity that exists within a given resource area.  

 

As seen in the Charles Schwab example, 

an ABC-based system can drive savings by 

reducing the people and time needed for 

cost allocations. An ABC process can also 

capture and provide the necessary detail 

and transparency to hold back-office areas 

accountable for their own operating costs, 

while making front-office units accurately 

responsible for the cost of their 

consumption. Work is needed to improve 

processes and complete these solutions. 

In companies that have begun to address 

performance measurement, the path to 

updating cost allocations should be fairly 

evident.  

Benefits 

 

A number of important benefits have 

been realized by companies that reengineered their cost-allocation process. Organizations 

that took this initiative with a view toward overall performance management tended to 

realize the most benefits:  

 

 Installed and updated systems run more efficiently, driving savings from reduced 

resource and system requirements. 
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 An activity-based process provides the necessary detail and transparency to hold 

back-office areas accountable for their costs, while charging front-office areas 

accurately for their consumption.  

 The company gains in cost transparency, cost accountability and knowledge of 

operational leverage; in other words, business units will know how changing their 

consumption affects the costs charged to them.  

The nature of indirect costs and back-office allocations is that they may never attain the 

accuracy and immediacy of an electric meter charging kilowatt hours to a residence. That 

would be unrealistic since front-office operations are constantly adjusting to market forces, 

while the back office maintains continuity and reacts to internal directives rather than the 

external market. However, with a well-conceived cost-allocation solution, carefully chosen 

cost drivers and the requisite reporting detail, an equitable and highly defendable cost-

allocation system can improve company efficiency and satisfy the concerns of most front-

office constituents.  

Steps to Success 

 

In the past, addressing these business needs often required significant investment in process 

modeling, developing a custom solution and then creating mandatory workflow that may 

have put additional burdens on the operations team. Today, some alternative steps are 

available: 

 

 Evaluate the capabilities of the current allocation process and document the gaps 

between the current and desired states. 

 Leverage off-the-shelf technology to automate the allocation process and provide 

detailed reporting. 

 Use ABC and TDABC approaches to identify costs and define allocation methods to 

allocate the costs of the back office. 

 Develop an internal team that leverages the information produced to drive 

improvements in back-office cost performance and front-office consumption of 

services. 

 Evaluate vendors and software solutions. 

 Select a team familiar with your vertical market to assist in project implementation. 

 Invest early and often in training and rollout sessions during the launch process. 

 

In most companies, it will not be difficult to assess the existing allocation process and 

document the gaps that exist between the current and desired states of operation. CFOs and 
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controllers can agree that it is not desirable to have ongoing controversy over what is an 

equitable, accurate portion of back-office expenses. It is very useful when there is a common 

understanding of how the allocation number should adjust if a business unit or department 

has more revenue, more volume or more IT usage.  
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Conclusion 

 

Allocation of back- and mid-office costs to the front office has become an issue of 

performance management as well as “expense negotiation” because: 

 

 Allocations are usually not accurate. 

 They are based on calculations that do not relate correctly to actual drivers. 

 Increases and decreases are often not justifiable. 

 CFOs lack the detail necessary to understand and control them. 

 In many enterprises, there is no incentive for the front office to control its usage of 

back-office resources. 

 There is not enough focus on controlling back-office expenses nor accountability for 

delivering services efficiently to the front office. 

 The growing trend to adopt performance management has led business units to 

question what for many is their largest expense item: the back office. 

 Economic pressures have motivated business units to cut costs where it hurts the 

least: someone else’s service group. If they can reduce their allocation cost without 

cutting back on services they need, they will do so.  

 

Solutions take the form of an activity-based costing approach, coupled with off-the-shelf 

applications, to handle cost allocations quickly and reliably with sufficient detail to justify and 

understand the allocations.  

 

The benefits of such solutions include faster and more reliable allocations, the ability to open 

up the black box of back-office operations for discussion and greater ability to understand 

the drivers of these overhead costs and keep them to appropriate levels. In addition, there is 

the intangible benefit of “fairness,” which business unit managers will perceive when they 

can see a rational and equitable basis for cost allocations.  

 

 


