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Cost Allocations: From 
sending cost to saving it

SNAPSHOT



Scrutiny of returns at product and segment 
level is driving a renewed focus on cost 
allocations  

As we begin the 2020s, we’ve now an entire decade 

between us and the financial crisis that almost collapsed 

the global financial system. Whilst the established financial 

order survived – barely – that 21st century Wall Street 

Crash moment, it’s struggled to thrive ever since.

Nowhere is this more pronounced than Europe. The 

average RoE in the continent’s banking sector stands at 

a mere 7%; well below its 10% pre-crisis average and, for 

many institutions, below their cost of capital.

Revenues remain under sustained pressure due to historic 

low interest rates, new market entrants, and a forestalled 

global economic recovery, and with the potential negative 

impacts of other lingering economic spectres yet to come 

to bear, the short to medium term outlook for revenue 

recovery is less than encouraging.

 

It’s therefore to costs that financial institutions must look if 

they’re to meet double-digit RoE aspirations.

With average cost-to-income ratios at European banks 

now sitting at 64.1% – compared to a pre-crisis and current 

US average of 55.5% – efficiencies are there for the taking. 

However, these organisational level cost-to-income 

averages often hide significant variances at divisional and 

product level.

Thus, the challenge for institutions is not to cut cost 

indiscriminately, but to identify and invest in their most 

profitable product lines to support growth, whilst 

simultaneously scaling back in lower-returning areas.

It’s this challenge that is causing an increasing number 

of organisations to reconsider how they account for and 

distribute costs across their many divisions.

 

• Simplicity: Some Finance functions utilise simple 

allocation methods to distribute back-office costs 

to front-office departments, for example based 

on fixed %s or in proportion to an easily available 

metric (e.g. revenue). Such methods are simple to 

implement and maintain but do not always reflect 

the true ‘usage’ of back-office functions by the 

front-office.

• Accuracy:  Other Finance functions opt for 

methods such as activity or time-based costing. 

These approaches produce more ‘accurate’ results 

because they tie back-office service provision – and 

the associated cost – to front-office usage of those 

services. The price Finance pay for this increased 

accuracy is greater complexity to implement and 

administer these methods.

Between these two extremes there is a broad spectrum 

of possible approaches, and it’s up to Finance functions 

to select the one that not only meets the needs of the 

organisation but is consistent with its capabilities.

However, an increasing number of Finance functions 

are turning towards more complex approaches (e.g. 

activity based costing), not only for their accuracy in 

measuring front-office returns, but for the transparency 

they provide with regards to the back-office’s footprint 

and activities.

This can help organisations ‘trim the fat’ in their back-

office footprints without unduly compromising front-

office service levels.

Finance must ensure they have the 
necessary building blocks to support their 
desired allocation methodology

As a minimum, any good cost allocations approach will 

require robust cost data in a universally acknowledged 

organisational structure.

However, more complex allocation approaches will 

require additional foundations, such as FTE data and a 

directory of non-financial metrics to use as ‘drivers’ in 

that same organisational structure, as well as Service 

Catalogues and even Timesheet systems.

It’s imperative that organisations invest time up-front 

to understand the requisite ‘building blocks’ of their 

proposed cost allocation methodology, and evaluate 

their availability, before ploughing head-on into 

implementation.

Regardless of the methodology chosen, there will also 

be some key design and scope decisions for Finance to 

make prior to commencing with any changes:

1. Segment vs. Entity: Will the new approach be used 

to support Management Accounting by Segment, 

Statutory Accounting by Legal Entity, something 

else (e.g. geographical reporting) or a combination 

of all the above?

2.  Granularity of allocations: Based on the 

organisational hierarchy chosen as the basis for 

allocations (e.g. entity), will allocations take place 

at a high (e.g. legal entity) or low (e.g. cost centre) 

level of granularity?

3. Actuals vs. Plan: Will the allocations approach be 

used for Actuals, Plan or both? If both, how will 

numbers that feed into the two processes interact 

with each other? 

4. Cost Scope: Should the new allocations approach 

cover all functions and all costs, or are different 

approaches required / desired depending on the 

nature of the costs in question?

5. Sequencing of allocations: Will all back-office areas 

be able to allocate to all others, no others, or only 

a certain subset of others based on their relative 

positions in a pre-defined waterfall?

6. Impact and historical restatement: How will any 

political fallout as a result of changes in profitability 

be managed, and how will historic numbers 

be restated to enable like-for-like year-on-year 

comparisons using the new methodology?

7. Presentation and insight: How will allocations data 

be presented and analysed to derive actionable 

insight, and what – if any – technology (e.g. 

Visualisation tools such as Qlik and Tableau) is 

required to support this?

8. Cost ownership: Who ‘owns’ the allocated costs 

and will be accountable for using the data to make 

cost optimisation decisions based on the insight 

derived?

Considering, debating and clearly documenting the 

answers to these design questions up-front will make 

implementation much smoother and help avoid any 

unwanted scope-creep mid-implementation.

 

Cost allocation processes can be a powerful 
tool in the cost optimisation equation 

Cost allocation processes – owned by Finance – are the 

means by which back-office costs are distributed to an 

organisation’s front-office units to provide a full view of 

their cost base.

Typically, upwards of 40% of an organisation’s total cost 

base will be allocated using these processes, and so the 

resulting cost charge-outs are powerful determinants of 

underlying returns at product and segment level.

Given this, many Finance functions are re-evaluating the 

method they use to allocate their back-office costs to 

the front-office to ensure it’s done in an appropriately 

equitable and transparent manner.

When doing so, they face a trade-off between ‘simplicity’ 

and ‘accuracy’: 
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How can BCS help?

Our dedicated Finance consulting team have experience helping 

a range of financial services organisations define and implement 

new cost allocation methodologies and processes, all the way 

through from simple key-based allocations to complex activity-

based methodologies.

We’ve used our experiences to distil our offering in this area into 

two primary and complementary services:

1. Cost Allocations Diagnostic – A short, sharp evaluation of an

organisation’s current cost allocation practices, providing an

evaluation of effectiveness and targeted recommendations for

improvement based on the organisation’s goals and the strength

of their cost allocation ‘foundations’.

2. Cost Allocations Transformation – End-to-end transformation

of an organisation’s cost allocation methodologies, processes

and technologies, including time dedicated to interpreting,

understanding and harnessing the power of the results to make

cost optimisation decisions.

Who should you speak to about it?

For more information, please contact:

James Smith, Managing Consultant,  

James.Smith@bcsconsulting.com

or Erkin Nosinov, Director, 

Erkin.Nosinov@bcsconsulting.com.


