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This research-based bachelor’s thesis, commissioned by Danfoss, investigates cost accounting
methods applicable to Software as a Service (SaaS) businesses and assesses their applicability
to Leanheat Oy’s indirect cost allocation, particularly regarding in-house professional services.
By challenging traditional ideas and offering a fresh viewpoint on cost allocation, this research
aims to contribute to the ongoing changes in accounting practices for software-based busi-
nesses.

The research was conducted through a mix of desktop research and qualitative interviews.
Qualitative data was gathered through virtual one-on-one interviews with employees from vari-
ous financial roles within Leanheat Oy and Danfoss, which ensured a wide range of perspec-
tives. The author’s choice of semi-structured interviews and thematic analysis provided mean-
ingful observations of cost accounting methods, challenges in allocating costs, and discussion
of factors affecting decision-making in SaaS businesses.

The principles of responsibility accounting and cost accounting methods were studied to explore
practices applicable for allocating indirect costs in SaaS businesses, as well as the effects of se-
lected method on the decision-making processes. The characteristics and the distinct cost struc-
ture of SaaS businesses were used as a theoretical framework to identify the challenges in allo-
cating costs related to in-house professional services employees to the cost of goods sold
(COGS), and the consequent implications on SaaS businesses’ financial statements.

The research findings highlight the importance of a tailored cost accounting approach, integrat-
ing elements from activity-based costing and time-driven activity-based costing to accommodate
to the cost structure of SaaS businesses. By leveraging more advanced cost allocation tech-
niques, Leanheat Oy can gain deeper insights into cost drivers and refine resource and cost al-
location. Transparency and flexibility of cost management policies remain significant challenges
when considering whether professional services costs can be considered as a part of COGS.
Using sophisticated cost accounting methods demonstrates a deeper understanding of cost
structures and drivers, allowing decision-makers to better allocate resources, develop pricing
strategies, and conduct comprehensive profitability analyses.

The author suggests Leanheat Oy invest in the development of tailored cost allocation guide-
lines to accurately assign indirect costs to various activities and outputs. The introduction of ad-
vanced systems for expense and revenue recognition should be prioritized to streamline work-
flows. Establishing a clear correlation between costs incurred and revenue generated will refine
resource consumption and support sustainable business growth. Continuous review and adjust-
ment of cost accounting practices are recommended to remain updated with industry changes.
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Cost accounting, indirect costs, professional services, Software as a Service, cost of goods
sold, financial statements




Table of contents

1

INEFOAUCTION. ... 1
I T = = o o o 18 ] T P 1
1.2 Research question, objective, and investigative questions..........cccccoooeiiiiiici i, 2
1.3 DEMAICAtION ... 3
R = 1Y 0= 1 (SRR 4
1.5 KEY COMCEPLS ...ttt e e e et e e e e e e e bbb e e e e e e e e e e nnnneeees 5
1.6 COMMISSIONING COMPANY .....uiiiiiiiiiee ettt e e e e e e e ettt e e e e e e e s e e e e e e e e e e ansab b e e e e e e e e e e annneeeees 6
1.7 International @SPeCt........cooo i 7
TheoretiCal framMEWOTK ... ... e e e e e e e e e e e e e e e e e e e e e e e e e e e eaaeeens 8
2.1 Responsibility @CCOUNTING.......coiiiiiiiiiiiiii e e e as 8

211 ResponSibIlity CENTEIS.. ... e 9

2.1.2 Components of responsibility accounting ............cccuuiiiiiiiiiii e 10

2.1.3 Responsibility reports ..., 11
P O o1 =T oo 18 ] | {1 o [PPSR 11

2.2.1  Activity-based COSHING.......cooeuiiii e 12

2.2.2 Time-driven activity-based COStiNG ...........ciiiiiiiiiiec e 14
2.3 SOftWArE @S @ SEIVICE .....ueeiiiiiiiee ettt e e e e e st e e e e e e e s e e e e e e e e e e annnneneeees 15

2.3.1 Definition and characteristiCs............oooouiiiiiiiii e 15

2.3.2 Professional services in SaaS ... 17

2.3.3 COGSinthecontextof SaaS..........ccoiii 19

2.3.4 Financial performance and decision-making .............ceeevieiiiiiiiiiiiieeee e 20
Research methods ... 22
3.1 RESEAICH AESIGN ...ttt e e e e 22
K =10 1 o] [ o TR PPPR PSPPI 22
3.3 DAt CONBCLON ...ttt ettt s s s sssssssssssssssssnsnnnnnnnnes 23
K [ 01 (=Y Yo PP 23
3.5 Dal@ @NAIYSIS ...ceiiiiiiiii e e e 23
Interview results and diSCUSSION........coooi i 25
4.1 Cost accounting methods in SaaS buSINESSES ........cooiieiiiii i, 25
4.2 Challenges in refining professional services Costs...........ccccceeiiiiiii 29
4.3  Industry-specific fTaCtors .......ccoooiiiiii i 32
4.4 Decision-making based on cost accounting methods ...........coovvvviiiiiiiiieeeiccee e, 34
Conclusion and reCoOMmMENAALIONS ...........uiiiiiiiee e e e e e e e e e e e e e e e e s nnneeeeeaaens 36
LT B =V 1T L1 o =R 36
5.2 ReCOMMENAALIONS ... e e e e e e e 38



5.3 Validity, reliability, and relevance

...................................................................................... 41

5.4 Reflection 0N 1€arNING ..........eeiiiiiiiii s 42
T 11 ] 7= 3 44
Y o] o= To [ o7 = 47

Appendix 1. Interview Guide



1 Introduction

This is a research-based bachelor’s thesis for the Degree Programme in International Business
Administration at Haaga-Helia University of Applied Sciences, conducted with the direction of fi-
nance and accounting. This chapter introduces the topic of cost accounting in Software as a Ser-
vice business, the background of the topic, the case company, in addition to the research question,
objective, and investigative questions. Furthermore, this chapter defines key concepts studied for

the thesis.
1.1 Background

As technology continues to shape today’s business landscape, organizations must establish ac-
counting frameworks that align with the evolving demands of the digital age. Globally, businesses
are increasingly turning to Software as a Service (SaaS) solutions for their scalability, accessibility,
and cost-effectiveness. SaaS provides a convenient approach to accessing software applications,
eliminating the need for complex installations and ongoing maintenance. The strong demand for
simplicity and flexibility from customers is a key factor propelling the growth of the worldwide SaaS
market. (Statista 2023.) However, the lack of universally accepted accounting standards for SaaS
businesses highlights the critical need for the development of comprehensive guidelines tailored to
the unique characteristics of the sector. Unlike traditional business models, SaaS companies oper-
ate on subscription-based revenue models, making precise cost allocation essential for profitability

and sustainability.

Leanheat Oy (referred to as “Leanheat” hereafter), a subsidiary of Danfoss, specializes in innova-
tive SaaS solutions for optimizing energy consumption and improving indoor climate conditions in
buildings. (Leanheat 2023.) Danfoss is a global industry leader in providing energy-efficient solu-
tions, focusing on manufacturing, and supplying products, services, and solutions for cooling, air
conditioning, heating, and renewable energy systems. (Danfoss 2023.) This research aims to ad-
dress the challenges faced by Leanheat and Danfoss in allocating indirect costs with precision and
applicability. By refining the understanding of indirect costs in the SaaS industry, this research
seeks to facilitate better decision-making processes, resource allocation, and overall operational
efficiency. Moreover, by challenging traditional definitions and offering fresh perspectives cost allo-
cation, this research aims to contribute to ongoing transformations in accounting practices, particu-

larly within digital service-based businesses.

The significance of this research extends beyond its immediate impact on Leanheat and Danfoss;

it resonates with broader developments in accounting practices within the digital service-based



business landscape. By enhancing the competitive edge of Leanheat, this research also intends to

accelerate progress in accounting practices across the entire SaaS industry.

1.2 Research question, objective, and investigative questions

RQ: How can indirect costs associated with professional services be efficiently allocated in SaaS

businesses?

RO: This research aims to investigate methodologies for refining the allocation of professional ser-

vices-related indirect costs in a SaaS business context.

1Q 1. What cost accounting methods are applicable for allocating indirect costs in SaaS busi-

nesses?

1Q 2. What challenges arise in allocating costs associated with in-house professional services em-

ployees to the cost of goods sold?

1Q 3. How do industry-specific factors affect the allocation of indirect costs for SaaS businesses?

1Q 4. How do different cost accounting methods impact the decision-making process in SaaS busi-

nesses?

Table 1 Overlay matrix of the research methods

counting meth-
ods are applica-
ble for allocating
indirect costs in
SaaS busi-

nesses?

accounting

Cost accounting

sis based on the
desktop research
and interviews

analysed themat-

ically

Investigative Theoretical Methods Interview ques- | Results
questions framework tions
1. What cost ac- | Responsibility Qualitative analy- | 1, 2, 3, 4 2,4




Investigative Theoretical Methods Interview ques- | Results
questions framework tions
2. What chal- Professional ser- | Qualitative inter- | 5,6, 7 4,5
lenges arise in vices in SaaS views analysed
allocating costs thematically
_ _ COGS in the
associated with
_ context of SaaS
in-house profes-
sional services
employees to
COGS?
3. How do indus- | Software as a Qualitative analy- | 8, 9 2,4,5
try-specific fac- Service sis based on the
tors affect the al- desktop research
i o Professional ser- . i
location of indi- and interviews
vices in SaaS
rect costs for analysed themat-
SaasS busi- ically
nesses?
4. How do differ- | Cost accounting | Qualitative analy- | 10, 11 2,4
ent cost account- sis based on the
, , Software as a
ing methods im- desktop research
. Service . .
pact the deci- and interviews
sion-making pro- analysed themat-
cess in SaaS ically
businesses?

1.3 Demarcation

This research focuses on the challenges and impact of refining the allocation of indirect costs as-

sociated with professional services within the context of Leanheat. Professional services roles con-
sidered include those in customer support, development, and related areas. Challenges will be ex-
amined in terms of workload variability, time tracking, demand fluctuations, and other factors affect-

ing the accurate allocation of costs. This research aims to provide insights into overcoming these



challenges to improve the precision and effectiveness of Leanheat’s indirect cost allocation tech-

niques.

The scope of this research excludes an in-depth analysis of broader financial operations at Lean-
heat unrelated to cost allocation, as this does not align with the research objective. The scope
does not extend to investigating the financial aspects of other SaaS companies that do not face
similar challenges. This focused approach aims to provide detailed insights into specific opera-
tional challenges relevant to Leanheat, providing practical suggestions and recommendations for

financial sustainability.

To achieve its objectives, this research employs a combination of desktop research and qualitative
interviews analysed thematically. These methods will be utilized to explore potential ways to miti-
gate identified challenges. Additionally, practical recommendations will be provided to enhance
Leanheat's financial sustainability and competitive positioning through efficient resource allocation,

particularly regarding professional services.

Furthermore, this research aligns with sustainability goals by promoting efficient resource alloca-
tion practices within Leanheat's operations. By refining the indirect cost allocation of professional
services, the research aims to contribute to cost savings and reduce the company's environmental
footprint by optimizing resource consumption. Additionally, by promoting a culture of environmental
responsibility and corporate social responsibility within Leanheat, the research strives to contribute

to broader sustainability goals.
1.4 Benefits

This thesis focuses on highlighting the difficulties of indirect cost allocation, driven by the recogni-
tion of a critical gap in traditional costing methods when applied to the dynamic and intangible na-
ture of SaaS businesses. These challenges are particularly relevant to Leanheat, pointing out the
limitations of traditional costing methods such as job costing or process costing in accurately cap-

turing the cost structures of SaaS businesses.

This research explores how cost accounting methods used in the SaaS industry can be effectively
applied within the context of Leanheat. It seeks to bridge the gap between traditional cost account-
ing practices and the specific needs of developing and maintaining software. With the shift from
tangible to intangible products, understanding how costs are incurred and managed in the SaaS

industry is essential.

The primary of this research goal is to deliver a high-quality research-based thesis, contributing to

professional development and knowledge in the field. This research aspires to potentially enhance



decision-making processes for Leanheat. Additionally, the goal of the research is to set an exam-
ple for other SaaS-based subsidiaries of Danfoss by showcasing practical solutions and recom-
mendations tailored to their unique challenges. The proposed methodologies for refining indirect
cost allocation can be adapted and implemented by other SaaS subsidiaries, leveraging the exper-
tise and experiences shared in this thesis. This research also aims to contribute meaningful in-
sights to the broader SaaS industry, addressing common challenges and proposing applicable so-
lutions that resonate across various digital service-based businesses. By addressing limitations
and challenges encountered during the research process, the thesis aims to provide a comprehen-

sive understanding of the topic and contribute valuable information to the accounting profession.

Overall, the thesis intends to yield practical benefits to both the commissioning company and the
author’s professional development in the financial field. By offering tangible recommendations and
insights obtained from research, this research strives to offer actionable solutions that enhance de-

cision-making processes and financial sustainability for Leanheat.
1.5 Key concepts

Indirect costs refer to expenses incurred in a business' operations that cannot be directly at-
tributed to a particular product, service, or cost object; therefore, they require allocation. (Boyd
2022, chapter 2.) These costs are shared across multiple activities or functions within an organiza-
tion and can be allocated using methods such as cost allocation bases or cost drivers. Examples of
indirect costs include administrative overhead, utilities, depreciation, and certain labour costs that

support multiple projects or activities.

Professional services typically refer to an organization of technology and solution experts en-
gaged in delivering technical advisory and implementation services for their customers. (D’Souza,
Srinivasan & Smyrl 2022.) Within the context of SaaS businesses professional services offerings
may include the onboarding, setup, configuration, and training of customers on the software. The
duration of these services can vary widely, ranging from a minimal onboarding process to several
months of comprehensive training and continuous optimizing, depending on the complexity of the
software sold. Professional services play a central role in enhancing customer satisfaction and

strengthening long-term relationships by providing tailored solutions and ongoing support.

Software as a Service (SaaS) is a cloud computing model in which software applications are de-
livered as a service to the consumer. The consumer configures application-specific parameters
and user management, while the service provider handles all infrastructure, application logic, de-

ployments, and product or service delivery. (Kavis 2014, 17-18.) Moreover, the SaaS model offers



scalability and flexibility to businesses, allowing them to adapt to changing market demands and

efficiently manage software deployment and updates.

Cost accounting involves the systematic process of measuring, analysing, and reporting both
monetary and non-monetary details concerning the costs associated with acquiring or utilizing re-
sources within an organization. Cost accounting serves the informational needs of professionals in
both financial accounting and management accounting. In present-day accounting practices, many
professionals view cost information as a fundamental component of the data collected for manage-
rial decision-making, blurring the distinction between cost accounting and management account-
ing. (Horngren, Datar, Rajan 2014, 26.) Cost accounting is used for all types of businesses, as it is
considered to capture the costs of production, whether a business delivers services, engages in

retail sales, or manufactures products. (Boyd 2022, chapter 1.)

Cost of goods sold (COGS) refers to the direct expenses incurred by a business in producing or
manufacturing the goods or services it sells. COGS is an important component in determining a
business’s gross profit, calculated by subtracting COGS from total revenue. (Corporate Finance
Institute 2024.) It provides insight into the operational efficiency and profitability of a business's
core activities. Additionally, understanding COGS allows businesses to assess the profitability of

individual products or services, aiding in pricing strategies and decision-making.

Financial statements including the profit & loss statement, balance sheet, and cash flow state-
ment, provide comprehensive information about a company's financial position, performance, and
cash flows. (Elliott & Elliott 2017, 21.) These statements are closely related to COGS and provide
meaningful insights into a company's financial health and performance. Furthermore, financial
statements play an important role in fostering transparency and accountability within organizations,
serving as essential tools for investors, creditors, and other stakeholders to evaluate the financial

health and performance of a company.
1.6 Commissioning company

The commissioning company, Danfoss, stands as a global industry leader in energy-efficient solu-
tions. Established in 1933, Danfoss boasts a long history within innovation and engineering, em-
ploying approximately 42,000 individuals worldwide. (Danfoss 2023.) Headquartered in Nordborg,
Denmark, Danfoss maintains a presence in over 100 countries. Within Danfoss, the focus of this
thesis focuses on its subsidiary, Leanheat, a prominent player in Danfoss' digital services portfolio
originating from Finland. In 2016, Danfoss partnered with and invested in Leanheat, and in 2018

Leanheat became wholly owned by Danfoss. (Leanheat 2019.)



Leanheat pioneers Al-driven solutions tailored to optimize energy consumption and enhance in-
door climate conditions in buildings. As of 2022, Leanheat boasted a workforce of 44 employees
and achieved a turnover of 5.9 million euros. (Asiakastieto 2024.) This research aims to enhance
Leanheat's comprehension of its financial operations, particularly regarding refining the allocation
of indirect costs. The thesis topic is commissioned by Natalie Schnippering, Head of Digital Ser-

vices at Danfoss.
1.7 International aspect

The international aspect of this research is evident, reflecting the global nature of the commission-
ing company, Danfoss, and its subsidiary, Leanheat. Leanheat’s operations extend beyond the
Finnish market, influencing and contributing to diversity in international markets. Currently, Lean-
heat’s SaaS solutions are available in Sweden, Denmark, Germany, Estonia, Italy, and Poland.
The SaaS model is global by nature, allowing businesses to provide scalable and accessible solu-
tions worldwide. The availability of Leanheat's services across various business environments em-

phasizes the broad applicability of its Al-driven solutions on an international scale.



2 Theoretical framework

This chapter seeks to deliver a comprehensive exploration of key concepts relevant to understand-
ing indirect cost allocation in a SaaS business, specifically addressing in-house professional ser-
vices. Gathering insights from existing literature, the theoretical framework examined includes top-
ics such as responsibility accounting, cost accounting methods, and the unique characteristics of

SaaS businesses.

-

« Cost accounting
* Indirect costs

( « Cost accounting
* Indirect costs
* Financial statements

\ 2.1
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Figure 1 Conceptual framework of the relationship between the key concepts

2.1 Responsibility accounting

In today's advanced business environment, achieving centralized control poses increasing chal-
lenges due to the complexity of organizational operations. As Drury (2018, 409) points out, central
management often struggles with accessing all relevant information and allocating sufficient time to
formulate detailed plans for the entire organization. This requires the adoption of alternative man-
agement approaches, such as responsibility accounting, which serves as a valuable tool in evalu-

ating performance and guiding decisions related to cost control and profit planning.

According to Drury (2018), responsibility accounting operates on the principle that each organiza-
tional unit or manager holds authority and accountability over designated resources, known as re-
sponsibility centers. Responsibility accounting involves assigning budgets and standards to each

center, allowing for the comparison of actual results with planned ones, identifying variances, and



enabling corrective actions. In the context of SaaS businesses, responsibility accounting ensures
that each department or team understands its role in achieving organizational goals, particularly in

terms of cost control and profit planning.
2.1.1 Responsibility centers

Drury (2018, 410) categorizes responsibility centers into four distinct types: cost centers, revenue
centers, profit centers, and investment centers, each characterized by unique performance metrics.
Miller-Nobles and Mattison (2022) define responsibility centers as a part of the organization for
which a manager has decision-making authority and accountability for the results of those deci-
sions. The concept of responsibility centers is key in responsibility accounting, as it enables organi-
zations to decentralize decision-making, allowing managers to have control over their designated

areas and be responsible for achieving set objectives.

In a cost center, managers are solely responsible for controlling costs. Mukhopadhyay (2024) de-
fines a cost center as a department tasked with the responsibility of minimizing the organization's
costs by examining processes and implementing necessary modifications. Similarly, in a revenue
center, the manager’s only responsibility is financial outputs in the form of revenue generation.

However, Drury (2018) notes that managers of revenue centers may also be held accountable for

selling expenses, but they are not made responsible for the cost of the goods and services sold.

In a profit center, the manager has a combined responsibility over revenue generation and cost
controlling, therefore also being responsible for producing profits. (Miller-Nobles & Mattison 2022,
495.) Lastly, in an investment center, the manager’s responsibility lies in profit generation and effi-
cient management of invested capital. Investment centers represent the top level of managerial au-
tonomy and encompass the entirety of the company, along with its operating subsidiaries, various
business units, and divisions. (Drury 2018, 411.) Below is a table summarizing the manager’s re-

sponsibilities within each responsibility center, and their reports.

Table 2 Responsibility centers adapted from Miller-Nobles & Mattison 2022, 495.

Responsibility center Manager’s responsibility Responsibility report

Cost center Cost controlling Comparison of actual costs

vs. budgeted costs

Revenue center Revenue generation Comparison of actual revenue

vs. budgeted revenue
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Responsibility center Manager’s responsibility Responsibility report

Profit center Producing profits through gen- | Comparison of actual revenue

erating revenues and control- | & costs vs. budgeted revenue

ling costs & costs

Investment center Producing profits and effi- Comparison of actual profits

ciently managing the centre’s | vs. budgeted profits and
invested capital measures return on invest-

ment (ROI) & residual income

21.2

Components of responsibility accounting

WallStreetMojo (2024), a team specializing in finance and accounting backed by research and

facts, outlines the five components of responsibility accounting essential for efficient implementa-

tion:

1.

Inputs and outputs. Responsibility accounting relies on accurate input and output data,
such as raw material quantities and labour hours as inputs and finished products generated
as outputs. Cost and revenue data are important monetary terms associated with these in-
puts and outputs.

Identification of responsibility centers. The foundation of responsibility accounting lies in
identifying responsibility centers, which represent organizational decision points. Clear
recognition of these centers is important for the comprehensive implementation of the re-
sponsibility accounting system.

Target and actual information. Timely reporting of any deviation from the plan is essen-
tial. Target and actual performance data play a central role in evaluating the performance of
responsibility centers and serve as the foundation for performance reports.

Responsibility between organizational structure and center. A well-defined organiza-
tional structure is a prerequisite for assigning responsibility effectively. The success of the
responsibility accounting system relies on clear lines of authority within the existing organi-
zational structure.

Assigning cost and revenue to an individual. Success in implementing this accounting
system requires the assignment of cost and revenue to an individual responsible for the
designated responsibility center. Planned and actual financial data, along with effective
budgeting, communicate the accounting plan implementation to relevant management lev-

els.
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4. Responsibility
between
organizational
structure and
centre

5. Assigning
cost and
revenue to an
individual

3. Target and
ElE]]
information

2. |dentification
of responsibility
centres

1. Inputs and
outputs

Figure 2 Components of responsibility accounting adapted from WallStreetMojo 2024.

The benefits of responsibility accounting include motivating managers, improving efficiency, en-
hancing communication, and facilitating decision-making with relevant information. However, chal-
lenges include the need for clear cost and revenue allocation, dependence on accurate data, and
potential conflicts among units or managers with differing goals. Additionally, responsibility ac-
counting may not account for external factors influencing center performance, such as market con-

ditions or regulations.
2.1.3 Responsibility reports

Responsibility reports serve as comprehensive performance summaries that capture the financial
performance of cost, revenue, and profit centers, emphasizing responsibility and control. (Miller-
Nobles & Mattison 2022, 511.) These reports inform responsibility center managers about devia-
tions from budgets for which they are liable, prompting them to take necessary actions. A distinc-
tive aspect of responsibility reports is their emphasis on responsibility and controllability. Notably,
responsibility reports prioritize aspects within the manager's area of influence, refraining from eval-
uating factors beyond their control, thus emphasizing the principles of responsibility and controlla-
bility.

To summarize, irrespective of the responsibility center type, the emphasis in responsibility reports
should be on providing information rather than assigning blame. The analysis of budget variances
serves to enlighten managers about the underlying factors influencing the unit’s performance.
Equipped with this understanding, managers can implement corrective measures. It is essential to
acknowledge that certain variances are beyond managerial control, and holding managers ac-
countable for uncontrollable conditions is inappropriate. (Miller-Nobles & Mattison 2022, 506.) Re-
sponsibility accounting becomes a valuable tool for managers in discerning the origins of vari-

ances, enabling them to distinguish between factors within and outside their control.
2.2 Cost accounting

This chapter involves exploring cost accounting methods that could be applied within the unique

context of SaaS businesses. According to Miller-Nobles & Mattison (2022), cost accounting is
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concerned with cost accumulation for inventory valuation to meet the requirements of external re-

porting and internal profit measurement.

Cost accounting serves as a valuable resource for professionals in both management accounting
and financial accounting. It involves the systematic process of measuring, analysing, and reporting
financial and nonfinancial data related to the costs associated with acquiring or utilizing resources
within an organization. (Horngren & al. 2014.) Cost accounting and cost management have three
distinctive features: (1) calculating the cost of cost objects, such as products and services; (2)
gathering information for planning, controlling, and performance evaluation; and (3) analysing the

information relevant for decision-making.

According to Miller-Nobles & Mattison (2022), a cost and management accounting system is ex-
pected to produce information to fulfil the following criteria. It should:
- distribute costs between cost of goods sold and inventories for both internal and external
profit reporting purposes
- provide relevant information to assist managers in better decision-making
- provide information relevant for planning, controlling, performance measurement and con-

tinuous improvement.

Cost accounting systems are the techniques used to determine the cost of a product or service by

collecting and classifying costs and assigning them to cost objects. (Horngren & al. 2014.) The ob-
jective of a cost accounting system is to quantify the expenses associated with the creation, devel-
opment, production, marketing, distribution, and maintenance of specific products or services. Cost

allocation is a central component of most cost accounting systems.
2.21 Activity-based costing

Activity-based costing (ABC) is a valuable tool for enhancing a costing system. It does this by rec-
ognizing specific activities as the key cost drivers. The process involves identifying the costs asso-
ciated with certain activities to establish a foundation for allocating indirect costs to services and
products. (Miller-Nobles & Mattison 2022.) An activity is essentially an action or task that serves a
specific purpose within the organization. (Horngren & al. 2014, 180.) ABC was first developed and
clearly defined by Robert Kaplan and Robin Cooper in 1987. ABC methods aid in strategic deci-
sion-making by identifying activities across all functions of the value chain, determining the costs
associated with each activity, and allocating these costs to products and services based on the
combination of activities necessary for their production. In the context of this research, ABC serves
as a valuable tool for practically allocating costs associated with professional services employees

in SaaS businesses.
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According to Blocher, Stout & Cokins (2010) establishing an activity-based costing system involves
three stages: (1) identifying resource costs and activities, (2) assigning resource costs to activities,
and (3) assigning activity costs to cost objects. However, Kaplan’s & Cooper’s method consists of

four steps: (1) identifying and classifying activities related to the products, (2) estimating the cost of
the activities, (3) calculating a cost-driver rate for the activity, and finally (4) assigning activity costs

to the products. (Kaplan & Anderson 2007.)
1 2 X

Resource Expenses ($) Resource Expenses ($) Resource Expenses ($)
Staff, materials, equipment, staff, materials, equipment, | * * *| Staff, materials, equipment,

money money money

| Resource Cost Drivers !
| # of people, # of materials, |

| # of money )
T — —————_—_— -—
! Y 2 Y o Y
Activity Activity Activity
Ordering material, Ordering material, see Ordering material,
marketing, sales invoicing marketing, sales invoicing marketing, sales invoicing
O ——— —————— -

| Activity Cost Drivers !
I # orders, # of purchases, |
\ #invoices )

—_———— — ]

p
Direct Materials ——p| Cost Objects ]

Products, Services and Customers

Direct Labor ———p|

Figure 3 Activity-Based Costing flowchart (Kaplan & Cooper, 1998)

An activity refers to a specific task or work action, which can range from a single action to a series
of actions. Resources are economic components required in performing activities, such as salaries
and supplies. A cost driver is a factor influencing a change in activity costs and can be either a re-
source consumption cost driver or an activity consumption cost driver. The former measures the
resources consumed by an activity, while the latter determines the amount of activity performed for

a cost object, facilitating the allocation of activity costs to cost objects.

Blocher & al. (2010) summarize the benefits of ABC into five points. Firstly, ABC facilitates more
precise and insightful product cost calculations, allowing informed decisions on pricing, product
portfolios, and target markets, ultimately improving profitability measures. The second benefit is
providing accurate assessments of activity-driven costs, enabling managers to optimize product
design, enhance customer support strategies, and initiate projects that add value, leading to better
decision-making. Thirdly, ABC provides information to pinpoint areas in need of process improve-
ment. The fourth benefit is improving product costs that result in more reliable job cost estimates,

aid in pricing decisions, budgeting, and planning. Lastly, ABC systems offer better insights into the
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costs associated with unused capacity, allowing for separate accounting and strategic charging for

additional capacity, reducing underutilization costs, and ensuring proper product and service pric-

ing.

Activity-based accounting systems have the capability to convert indirect manufacturing overhead
costs into direct costs, aligning them specifically with designated cost objectives. By strategically
choosing activities and cost drivers, managers can attribute manufacturing overhead costs to cost
objectives with a level of specificity comparable to direct material and labour costs. (Horngren & al.
2014.) This instils greater confidence in the accuracy of reported product and service costs com-

pared to traditional systems.

Although more complex to implement than traditional systems, an increasing number of organiza-
tions in both manufacturing and non-manufacturing sectors are embracing activity-based systems
for their ability to provide more nuanced and accurate cost allocations. While ABC offers benefits
such as improved product cost calculations and better insights into unused capacity costs, it also
has limitations, including the complexity of implementation and potential challenges in accurately

identifying cost drivers.
2.2.2 Time-driven activity-based costing

Time-driven activity-based costing (TDABC) is an extension of ABC discussed in the previous sub-
chapter. This method directly allocates resource costs to cost objects based on the cost per time
unit of providing the resource. This method skips the intermediate step of assigning costs to activi-
ties before linking them to cost objects. (Blocher & al. 2010, 153.) In comparison with a traditional
ABC method, TDABC calculates costs based on time taken for each activity, which results in a

more precise reflection of the cost of services provided. (Hoojier 2023.)

Kaplan & Anderson’s (2007) approach of TDABC simplifies the costing process by eliminating the
need to interview employees for allocating resource costs to activities before driving them down to
cost objects. This new and improved version of the traditional ABC method assigns resource costs
directly to the cost objects. The time-driven approach uses time equations that directly and auto-
matically assign resource costs to the activities performed and transactions processed. Only two
parameters need to be estimated: the capacity cost rate for the department and the capacity usage

by each transaction processed in the department.

The TDABC method accommodates variations in the time demands made by different types of
transactions allowing the unit time estimates to vary based on order and activity characteristics.
(Kaplan & Anderson 2007.) According to Hoojier (2023), time management is the core of TDABC

and for organizations to develop a detailed understanding of the time-driven cost structure within
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their processes they must focus on three components: (1) estimating time durations for activities,
(2) adjusting time estimates as per variability in customer demand and activity complexity, and (3)

calculating costs based on the time-based utilization of resources.

Kaplan & Anderson (2007) argue that the TDABC approach overcomes challenges associated with
traditional methods and offers numerous advantages. It facilitates the swift and efficient construc-
tion of accurate models, integrates seamlessly with data from ERP and customer relationship man-
agement systems, and allocates costs based on specific characteristics of transactions, processes,
suppliers, and customers. TDABC can be implemented monthly to reflect recent operations,
providing visibility into process efficiencies and capacity utilization. It aids in forecasting resource

demands, allowing for budgeting based on predicted order quantities and complexity.

The approach is easily scalable for enterprise-wide models and ensures fast, inexpensive model
maintenance. Additionally, TDABC supplies granular information for identifying the root causes of
problems. It applies to various industries and companies with complexity in customers, products,
channels, segments, processes, and substantial people and capital expenditures. This makes it a
suitable approach for SaaS businesses such as Leanheat. To conclude, TDABC offers a modern

and precise approach to cost management and strategic financial planning.
2.3 Software as a Service

The Software as a Service market is projected to be globally valued at around 197 billion U.S. dol-
lars in 2023, with an anticipated increase to 232 billion U.S. dollars by 2024. (Gartner 2023.) SaaS
applications, operating in the cloud, are typically accessible through desktops, mobile applications,
and web interfaces. In this chapter, the definition and characteristics of the SaaS business model
are discussed. The subchapters explore the role of professional services in a SaaS business as

well as the definition of the cost of goods sold.
2.3.1 Definition and characteristics

As businesses transition their data, applications, and platforms to the cloud, software traditionally
installed on a customer's local servers is now frequently hosted on the vendor's servers, accessible
remotely by the customer. These arrangements are commonly referred to as hosting arrangements
or cloud computing arrangements (CCAs). Examples of CCAs encompass software as a service
(SaaS) and other "as-a-service" models, such as Platform as a Service (PaaS) and Infrastructure
as a Service (laaS). (PwC 2021.)
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SOftwa fShr2le) 2| -Delivers ready-to use software applications to end users via

. client programme or web browser.
SGI'Vlce «Examples: Dropbox, Salesforce, HubSpot.

Platfo #apl =iy =] -Offers a development platform for software and application

. developers to build, deploy and manage applications.
SerV|Ce «Examples: Google App Engine, Microsoft Azure.

I nfra Stru Ctu < -Provides virtual computing resources for infrastructure and

network architects for data storage and networking.

as a SerV|Ce *Examples: Google Cloud, Amazon Web Services.

Figure 4 Cloud service models distinguished with examples adapted from Shaikh 2024.

In the SaaS model, vendors offer customers access to application software and databases through
the cloud. The intricacies of infrastructure, platforms, and software details are hidden from custom-
ers, who connect to the service through a client program or web browser. Customers are relieved
from hardware maintenance responsibilities. The software provider, often working with an inde-
pendent vendor, hosts the application and manages data on its servers. Users pay a flexible, scal-
able per-user or per-use fee for ongoing access to the latest software version. This model allows
easy user additions or removals, eliminating the need for customers to invest in new platforms, in-

frastructure, and software licenses. (Statista 2024.)

SaaS companies have many of the same expenses as any business, plus some expenses unique
to cloud-based organizations. These specific expenses may include costs associated with server
maintenance, data security measures, continuous software updates, and investments in cutting-
edge technologies to ensure the seamless delivery and performance of their services over the
cloud. SaaS companies must manage both regular and unique expenses carefully. This helps en-

sure accurate financial reporting and effective financial planning.
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Figure 5 Types of common Saa$S costs

Below is a breakdown of four common cost categories presented in the figure above:

1.

2.3.2

General & administrative expenses consist of regular day-to-day operating costs of running
the SaaS business. These expenses are not directly related to producing a good or service,
but they are required to keep the business running. Fixed costs such as office space rent,
utilities, and payroll fall under this category.

Sales & marketing expenses include digital and non-digital advertising costs, public rela-
tions costs, and customer-facing website expenses, for example. Payroll for sales and mar-
keting employees should be included in this category.

Research & development expenses are often a large part of a SaaS business’ total costs,
especially in the early stages. Engineering team’s salaries, cost of licensing software and
costs incurred from developing the software are included in this category.

Cost of goods sold (COGS) are allocated to direct expenses essential for delivering the
SaasS solution. A detailed breakdown of what COGS encompass in a SaaS context will be

discussed further in this research.

Professional services in SaaS

The growth path of a SaaS company significantly relies on professional services, as they perform a

primary function in fulfilling sales commitments and aiding customers in extracting value from their

investments. In the case of non-plug-and-play SaaS products, incorporating professional services

becomes essential to accommodate the needs of different customers. Additionally, these services

assist customers in navigating challenges related to change management and adoption. In

Deloitte’s publication on the role of professional services D’'Souza & al. (2022) conclude that as
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companies shift to cloud-delivered SaaS and consumption-based models, they increasingly have

an opportunity to evolve the role professional services play to meet emerging customer needs.

Professional services can directly influence numerous factors and drivers within the SaaS business
model. According to Stolle (2018), the key drivers of having a professional services team are:

1. Customer success. When customers encounter challenges implementing the product or
service or fail to derive significant value from it, they will not become advocates. This dis-
satisfaction is reflected in low Net Promoter Scores (NPS), unfavourable analyst reviews,
and limited word-of-mouth lead generation. Building a reference base and significant cus-
tomer success case studies becomes exceptionally challenging without professional ser-
vices.

2. Customer retention. If customers are leaving almost as quickly as new ones are coming
in, building an efficient revenue model becomes impossible, regardless of a robust sales
engine. Excessive capital burn relative to generated revenue poses a threat to future fund-
ing, making any secured funding more expensive and diluting founder and employee own-
ership.

3. Expansion uptake. The "Land and Expand" strategy becomes unviable if customers reject
your offering before establishing a value-based starting point. The “Land and Expand” strat-
egy involves initially acquiring a customer (landing) with a relatively small-scale or entry-
level offering and then expanding the relationship by upselling additional products, features,
or services over time.

4. Net churn. This SaaS business metric emphasizes the importance of having a net revenue
expansion from existing customers to achieve the growth and scale required to attract seri-

ous investor attention, which is where professional services step in.

Thompson (2022) summarizes that professional services benefit a SaaS company’s ability to retain

customers and drive expansion opportunities.

According to a survey conducted by Deloitte in 2022, gross margins on professional services vary
widely. This variation is attributed to factors such as the strategic significance of professional ser-
vices, pricing structures, discounting models, and the associated labour costs for service delivery.
The vast range in gross margins reflects the evolving role of professional services within SaaS

businesses.

Traditional companies continue to perceive professional services as a means to enhance overall
profitability on the profit & loss statement. In contrast, numerous established SaaS companies are
open to temporarily sacrificing gross margins to foster growth in product annual recurring revenue.

(D’Souza & al. 2022.) Murray (2023) adds, that although maximizing annual recurring revenue is a
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strong focus of SaaS businesses, the role of professional services is significant in forming success-

ful relationship with customers.

Cost drivers for professional services can vary depending on the nature of the service and the in-
dustry. According to Horngren & al. (2014) a cost driver is a variable, such as the level of activity or
volume that affects costs over a given period. The complexity of a SaaS business correlates with
the expertise of professional services employees, with higher salaries impacting the overall cost

structure.
2.3.3 COGS in the context of SaaS

Dickinson (2023) states COGS include the direct expenses associated with delivering a software
service to customers, including hosting costs, third-party service fees, and direct support costs.
Buckley (2023) adds, that in the context of a SaaS company COGS refers to the direct costs in-
curred when building and running subscription-based software services. Unfortunately, there is no
Generally Accepted Accounting Principle (GAAP) for calculating COGS in SaaS, therefore every

company calculates it using their judgement on what should be included.

According to Software Equity Group (2023), a mergers and acquisitions advisory firm for software
companies, the common COGS line items for software companies include:

1. Hosting expenses to deliver the actual software.

2. Costs for third-party software that is part of the product delivered to customers.

3. Personnel costs for development and operations (DevOps) employees, the professional

services team, and the customer support team.

Lucas (2023) has also specifically defined that direct employee costs required to deliver the ongo-

ing service should be considered COGS in a SaaS company.

Gross margin, a primary indicator of a company’s profitability, is determined by COGS. Low COGS
in comparison to revenue signifies operational efficiency and a scalable business model. Precise
forecasting is necessary for accurately projecting profitability. Buckley (2023) argues that many
SaaS companies are unsure of what to include in their COGS, leading to inaccurate financial re-
ports. COGS reflect how much a business spends on building and supporting the software services

that customers purchase.

Operating expenses are the costs incurred during day-to-day operations of the business, such as
salaries, sales, marketing, rent, and other general overhead costs. Operating expenses have a di-
rect impact on the operating margin, influencing the overall profitability of the company. As op-

posed to COGS, operating expenses represent the costs incurred to run and support the entire



20

business, not just the software-enabled services a business provides. (Buckley 2023.) Careful
monitoring of these costs is essential to uphold business efficiency and maintain a lean operational

structure.

Total
revenue

* Hosting expenses and 3 party software
CO G S *DevOps employees
= * Professional services employees

» Customer support employees

= Gross

margin

Figure 6 Example calculation of SaaS COGS adapted from Software Equity Group 2023.
2.3.4 Financial performance and decision-making

The choice of cost accounting method in SaaS businesses not only impacts financial statements
but also plays a central role in the decision-making process. The choice of cost accounting method
leads to variations in the allocation of costs, thereby affecting the interpretation of financial state-
ments. Variations can impact key financial metrics such as COGS and gross margin, influencing
how investors perceive the company's financial performance. According to Miller-Nobles & Matti-
son (2022), the choice of cost accounting method has a significant impact on financial perfor-

mance, and accurate cost allocations are essential for informed decision-making.

Advanced cost accounting methods like ABC or TDABC provide more precise and reliable cost in-
formation, enabling better decision-making. By understanding the true cost drivers, managers can
ensure that prices cover not only direct costs but also precisely allocate indirect costs, maintaining
profitability. In addition, advanced cost accounting methods provide insights into resource alloca-
tion by identifying which activities or services consume the most resources, as highlighted by Horn-
gren & al. (2014) This information guides resource allocation decisions to optimize efficiency and

profitability, ensuring that resources are allocated to high-value services or products.

Furthermore, precise cost accounting allows managers to assess the relative performance of differ-
ent segments or departments and identify areas for improvement. This data-driven approach sup-

ports strategic planning by providing a clear understanding of the cost structure and profitability
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drivers within the organization. Managers can prioritize investment opportunities, evaluate the fea-
sibility of new initiatives, and develop growth strategies based on accurate cost information. This is
in line with the findings of Kaplan and Anderson (2007) who suggest that advanced cost account-

ing methods provide more accurate insights that can guide strategic planning.

To summarize, the choice of cost accounting method not only influences financial statements but
also shapes the decision-making process in SaaS businesses. Cost accounting methods must
align with the business objectives and provide reliable information for effective decision-making re-

garding pricing, resource allocation, performance evaluation, and strategic planning.
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3 Research methods

This chapter provides a detailed account of the methodology used to address the research ques-
tion: How can indirect costs associated with professional services be efficiently allocated in SaaS
businesses? The methodology is clarified, presenting, and justifying the chosen research design,
data collection methods, and data analysis techniques applied throughout the thesis, establishing

the credibility and validity of the research.

The research seeks to bridge the gap between theoretical concepts and practical challenges faced
by SaaS businesses, aiming to provide beneficial insights and recommendations for refining the

indirect cost allocation of professional services.
3.1 Research design

In terms of the research approach, a mix of desktop research and qualitative research methods
was applied. Desktop research utilized secondary data, which is information that has already been
collected and studied by other researchers or organizations. The qualitative method involved con-
ducting semi-structured interviews with key stakeholders within Leanheat and Danfoss, allowing for

a detailed exploration of perspectives and experiences.

Data collection involved one-on-one interviews conducted through a virtual platform, Microsoft
Teams. This method ensured flexibility and accessibility, allowing for the inclusion of participants

from abroad and leveraging diverse knowledge.

Qualitative data analysis methods, specifically thematic analysis, was applied to the gathered inter-
view data. Thematic analysis involves systematically identifying and interpreting patterns, themes,

and categories within the qualitative data, enabling a rich exploration of the investigative questions
defined in chapter one. The research design is descriptive, aiming to portray how indirect cost allo-

cation can be refined.
3.2 Sampling

The target group of the interviews were employees within Leanheat and Danfoss. To enrich the
data with various viewpoints, participants were selected from multiple departments within Leanheat
and Danfoss, representing a mix of financial roles. The purposive sampling approach aimed to

capture a range of experiences and insights from employees involved in SaaS financial operations.

The sampling criteria included individuals holding key financial roles:
- Interviewee 1 - General Accountant

- Interviewee 2 - Business Intelligence Partner
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- Interviewee 3 - Product Line Controller

- Interviewee 4 - Finance Director

- Interviewee 5 - Finance Segment Director

- Interviewee 6 - Business Intelligence Manager
- Interviewee 7 - Business Analyst

- Interviewee 8 - Head of Controlling
3.3 Data collection

The data collection process involved a mixed-methods approach, combining desktop research with
qualitative data collection through one-on-one interviews. Email communication was used for initial
contact with interviewees. Semi-structured interviews were conducted virtually using Microsoft
Teams, guided by a prepared interview guide for flexibility in exploring participant’s insights and
experiences. Interview sessions were recorded with the participants' consent to ensure accurate

data interpretation, and transcripts were produced for further analysis.
3.4 Interviews

Interviews were conducted with eight professionals from Leanheat and Danfoss to gather insights
on indirect cost allocation in SaaS businesses. Semi-structured interviews allowed flexibility with
open-ended questions while following a predefined structure related to the investigative questions.
first version of the interview was piloted with an interviewee, after which changes were made to

better address the research objective and investigative questions.

Before the interviews, a cover letter detailing the purpose, duration, and recording method of the
interview was sent to each interviewee assuring confidentiality. The interview sessions ranged in
duration between 30-45 minutes, accommodating participants' schedules. A total of 11 questions
were posed during each interview, covering aspects related to the research question. The interview

guide and interview questions can be found in Appendix 1 of the thesis.
3.5 Data analysis

The data analysis process used a thematic analysis approach to systematically find patterns,

themes, and categories in the qualitative data. First, the recorded interviews were transcribed into
a text document format. To discover recurring patterns and emerging themes the transcripts were
coded line by line and categorized to thoroughly explore the themes in the investigative questions

and interview questions.
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1Q 1: What cost accounting

methods are applicable for

allocating indirect costs in | Do you have any examples of cosf accounting methods commonly What cost accountfing methods would you consider most accurate
SaaS businesses? used in SaaS businesses? for calculating indirect costs in a SaaS business, and why?

Interviewee believes the best method for calculating indirect costs is
Interviewee is not familiar with using specific cost accounting methods for  through information from colleagues in general administration and
indirect costs; relies on information from business, controllers, and general business, as it helps identify service requests and post everything to
Interviewee 1 administration. the cost center that is responsible for that cost.

Interviewee emphasizes the importance of matching high-level

Interviewee highlights the importance of adhering to international accounting and costing aspects related to profitability, ensuring a

accounting principles in a subscription-based business. Interviewee correlation between costs and revenues. Interviewee believes Saas

emphasizes the importance of booking costs in financial statements based |business is similar to production of goods, as both involve producing

on when services are provided, as they must always correspond to something (product or service), 5o a similar cost accounting method
Interviewee 2 revenues and it affects profit and loss accuracy in service businesses. can be applied.

Interviewee acknowledges Danfoss' struggle with cost accounting in SaaS
and expects it to take months or years to improve. Main issue is the lack of

direct link between direct software costs and sales. Interviewee sees Interviewee envisions a system where electronic invoices from

Danfoss as a company new to SaaS business. They are used to producing suppliers are linked to service cases, allowing for better tracking of

physical products and struggle with cost accounting for intangible costs and margins per customer. They also suggest the possibility of
Interviewee 3 products. using an offline database for this purpose instead of the SAP system.

Interviewee acknowledges familiarity with costing methods and highlights

that standard costing is not applicable to their SaasS business. They

mention system issues and lack of proper equipment for cost allocation,

suggesting a need for improvement in system capabilities. Interviewee

explains that sales vs. cost recognition timing differs the SaaS business,

making it challenging to apply standard costing methods. They emphasize |Interviewee believes standard vanance costing could be useful for

the complexity of their situation and the difficulty in recommending a correct recognition of COGS. They acknowledge that customer
Interviewee 4 specific approach. consumption of services may not be linear despite fixed fees.

Interviewee says that Danfoss being a typical production company, a lot

can be told about cost allocation for products but not as much for software. Interviewee explains that since Danfoss primarily focuses on hardware

Interviewee acknowledges different cost accounting methods in SaaS manufacturing, with software being a small part, they have limited
Interviewee 5 businesses but admits to not being the best source for examples. involvement in cost allocation for Saas.

Figure 7 Example of coded responses from five interviewees for 1Q 1, interview questions 1 and 2

Given the qualitative nature of the research, no statistical analysis methods were used. The focus
was on qualitatively capturing the knowledge and depth of participants' perspectives and experi-
ences. Standard text processing software was used, and the thematic framework was documented
to ensure transparency and replicability. The coded responses were reworded and made concise
to allow for a more streamlined thematic analysis, but the interviewee’s original quotes were used

to support the results and discussion in the following chapter.
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4 Interview results and discussion

This chapter presents the results of the primary research conducted through in-depth interviews
with key stakeholders in Leanheat and Danfoss. The results are presented in a narrative format,
supported by direct quotes to highlight findings from the interviews. In the subsequent discussion,
the interview responses are linked to the theoretical framework to enhance comprehension of the
challenges and possibilities associated with allocating indirect costs of professional services em-

ployees in a SaaS business.
4.1 Cost accounting methods in SaaS businesses

The thematic exploration into cost accounting methods commonly used in SaaS businesses re-
vealed a variety of practices within the industry. Interviewees provided insights reflecting the diffi-
culties of cost allocation, as well as justified reasoning for choosing a specific cost accounting ap-

proach. While there was a range of perspectives, several common themes emerged throughout.
1. Do you have any examples of cost accounting methods commonly used in SaaS businesses?

Interviewees 1 and 5 expressed a lack of familiarity with specific cost accounting methods. Inter-
viewee 1 relied on information internal stakeholders, stating, "Everything is based on the infor-
mation that we receive from business or controllers or our colleagues in general administration.”
Similarly, Interviewee 5 admitted to not being the best source for examples and highlighted the
challenge of applying traditional cost allocation methods to software products within a manufactur-
ing-oriented company like Danfoss, stating, "Typically, since we're a production company, | can tell

you a lot about cost allocation for our products, not as much for software.”

Conversely, Interviewee 2 emphasized the importance of adhering to international accounting prin-
ciples in a subscription-based business. They explained the significance of aligning cost recogni-
tion with revenue generation to ensure accuracy in profit and loss statements, emphasizing, "Ac-
counting wise, the time is relevant when the service is provided ... and for the service business,
this is quite relevant because you need to be really careful of what you have in your profit and loss
- that must always correspond to your revenues.” This viewpoint was further supported by Inter-
viewee 8, who noted the current practice of recognizing expenses in a manner consistent with rev-
enue recognition, albeit with manual processes for handling prepaid services and deferred reve-

nue.

Interviewee 3 provided insights into Danfoss' struggle with cost accounting for Saa$S, attributing it
to the company's transition from producing physical products to offering intangible services. They

underscored the challenge of establishing a direct link between software costs and sales,
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indicating a need for improvement in cost accounting practices tailored to the SaaS model, stating,
"We are now selling and invoicing something that you cannot take off the shelf. It's something that

is nonmaterial ... linking the cost side of that to the sale is not something we’ve been very good at.”

Interviewee 4 acknowledged familiarity with costing methods but noted the inapplicability of stand-
ard costing to their business due to system issues and the timing disparity between sales and cost
recognition in the SaaS industry. They highlighted the difficulty in recommending a specific ap-
proach, indicating a need for improvement in system capabilities to facilitate accurate cost alloca-
tion for SaaS businesses, stating, "When you look at sales vs. cost recognition ... you have a
pretty different setup and the way teams or costs are being absorbed, versus a tangible goods pro-

duction setup, where you're pretty clear what the costs are that this particular piece has absorbed.”

To conclude, Interviewee 7 expressed uncertainty about commonly used cost accounting methods
in SaaS businesses, citing organizational barriers and resource intensity as factors that have hin-
dered the implementation of sophisticated cost allocation methods, stating, "At least when it comes

to indirect costs, we have quite simple methods for allocating them.”

2. What cost accounting methods would you consider most accurate for calculating indirect costs in

a SaaS business, and why?

When discussing cost accounting methods most accurate for calculating indirect costs Interview-
ees 1, 2, and 6 shared similar perspectives on aligning cost accounting with revenue recognition.
Interviewee 2 elaborated on aligning high-level accounting with profitability, drawing parallels be-
tween service businesses and hardware production. Interviewee 6 suggested benchmarking sub-
scription-based cost calculations used by companies like Microsoft to better account for indirect
costs, stating, "When we are working with subscriptions ... that cannot be much different from

whatever Microsoft or any other software company is doing.”

Interviewees 3 and 7 discussed the importance of specific methods for accurate cost calculations.
Interviewee 3 proposed a system linking electronic invoices to service cases for better tracking,
stating, "When we get the invoice from the company ... in an electronic way, we could get that con-
necting into service cases ... and then have a service case per customer ... then you get a margin
per customer.” Interviewee 7 expressed a preference for activity-based costing or time-driven activ-
ity-based costing for accurate indirect cost calculations. Similarly, Interviewee 6 emphasized the
importance of gaining clarity on profitable and non-profitable areas through better cost accounting,

suggesting structuring cost accounting around service packages as a potential solution.

Interviewee 4 suggested standard variance costing for correct recognition of COGS, acknowledg-

ing non-linear service consumption between customers despite fixed subscription fees. Interviewee
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8 expressed uncertainty about specific methods for SaaS businesses, noting the importance of
costs following revenue for service-based businesses. Interviewee 5 underscored Danfoss's limited

involvement in software cost allocation due to its focus on manufacturing hardware.

Interviewees shared a spectrum of opinions on the applicability of ABC and TDABC methods as

cost accounting methods for SaaS businesses. Interviewee 1 favoured a responsibility accounting
approach, stating, "We post everything exactly to the cost center that is responsible for that cost.”
On the other hand, interviewee 7 recommended ABC or its newer version, TDABC, stating, “If you
want very accurate or precise calculations, you would want to aim for something like ABC or utiliz-

ing the newer version of that, TDABC.”

Interviewee 3 proposed an idea of implementing background software for tracking time that would
be connected to service cases, as this would help in cost allocation. Interviewee 4 explored cost
absorption within a standard SAP setup, using activity types to spread costs over materials or ac-
tivities, stating, “When you look at cost absorption and how we actually set up production cost cen-
ters ... you will see that indirect cost centers very often in the end fully absorb into the different pro-

duction orders.”

3. Would you consider ABC/TDABC generally applicable as a cost accounting method for SaaS

businesses?

Considering TDABC, Interviewee 5 expressed reservations about implementing a time-tracking
based system due to the current business size but acknowledged its potential scalability. They dis-
cussed possible issues with tracking time for multitasking employees, stating, “If you have white-
collar employees that do multiple things, you need to have almost like a time measurement system

in place that measures how much of their day they spend on certain tasks.”

Interviewees 2, 3, and 4 discussed various implementations of TDABC. Interviewee 2 proposed
creating a bill of services and treating costs as variables based on factors like volume and con-
sumption. They mentioned, “When considering the service business, | have always had in my mind
a sort of mirror compared to the production of goods. Because at the end of the day, we are pro-
ducing services.” This suggestion reflected manufacturing companies’ use of a bill of materials to

present the product’s structure and allocate costs accordingly.

Interviewee 8 described a detailed estimation process for service hours, acknowledging challenges
in correlating estimations with sales. They also mentioned potential application to software-based
businesses, albeit with assumptions and complexities, elaborating, "If we think services, theoreti-
cally we can do the same thinking. We can then estimate what is the price for the external employ-

ees for their hourly rates. Do we need the same number of hours for this particular service? Or
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maybe we have some R&D development from last year, which increase our productivity and profit-

ability, and we will sell more, but we don't need so many employees.”

In summary, while some interviewees favoured ABC/TDABC methods for precise calculations, oth-
ers raised concerns or suggested alternative approaches, reflecting a mixed perspective on their

applicability in SaaS businesses.

4. What challenges do you foresee when implementing specific cost accounting systems in SaaS

businesses?

When considering the challenges of implementing specific cost accounting systems in SaaS busi-
nesses, the responses from interviewees shed light on multiple obstacles. Interviewee 1 and Inter-
viewee 8 focused on the difficulty in transitioning accounting methods from manufacturing to soft-
ware businesses. Interviewee 8 emphasized the absence of automated systems for expense and
revenue recognition in SaaS businesses, stating, “/ think the challenge that we have in the organi-
zation is the system doesn't allow us to do it automatically ... the system is not 100% built for
SaaS.” Interviewee 8 also mentioned how the speed of the growth of business is not directly corre-

lated with the increase in costs for SaaS businesses.

Interviewee 2 and Interviewee 4 stressed the importance of understanding business processes to
determine costs accurately. Interviewee 2 pointed out the need for profitability assessment, stating,
“If you want to understand the profitability of the business, you need to correlate the cost structure
to the sales.” Interviewee 4 highlighted the need to identify and track costs accurately, particularly
in non-factory settings where tracking employee work hours poses challenges, stating, “You have
to find a way to assign the cost to a certain customer that matches that income stream ... today we
are operating with basically semi-finished goods that are absorbing the cost somehow, but not nec-

essarily by customer.”

Challenges related to allocating costs in SaaS businesses were discussed by Interviewee 3 and
Interviewee 5. Interviewee 3 suggested treating each sale as a project to better tie costs to sales,
and adapting systems like SAP to meet company needs. Interviewee 5 elaborated on the adminis-
trative burden of implementing time-tracking systems and the importance of selecting appropriate

tools for the process, explaining, “That comes with some administrative burden.”

Interviewee 6 underscored challenges in measuring indirect costs like data management and per-
sonnel monitoring. They also noted the need for tailored systems for SaaS businesses, stating,

"The trouble we have with SAP today is that that's based on a factory setup.” This statement con-
tinued to demonstrate once more how unsuitable the current tools were for the requirements of a

SaaS business. Interviewee 7 mentioned resource constraints and the lack of proper tools as
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major challenges in implementing ABC/TDABC systems, stating, “Data gathering takes a lot of re-

sources from the people and it's not easy to set up.”
4.2 Challenges in refining professional services costs

When considering whether professional services costs should be classified as part of COGS in the
case of Leanheat, interviewees had contrasting opinions. Enquiring about the challenges of includ-
ing professional services employees in COGS revealed both industry-specific factors and the influ-

ence of organizational guidance.

5. When considering professional services, do you classify them as a part of COGS? Why, or why

not?

Interviewee 1 and Interviewee 6 both discussed the importance of linking professional service
costs directly to sales when considering classifying them as COGS. Interviewee 1 emphasized this
linkage, stating, “In my opinion, if we have a sales document related to those costs, then it would
make sense to consider it at it as cost of goods sold." Interviewee 6 echoed this sentiment, sug-
gesting that if professional service costs are billed from the customer and directly related to sales,
they should be included in COGS.

Interviewee 2 and Interviewee 5 focused on the challenges of distinguishing between different
types of professional employees and the nature of their work. Interviewee 2 explained the difficulty
in distinguishing between blue-collar and white-collar employees, asking an important question,

“Without this person, can you provide the service?”

Interviewee 5 viewed external professional services employees as part of COGS due to their
hourly nature but preferred to keep in-house employees as fixed expenses, justifying the decision
by explaining as sales decrease, variable costs should also decrease at the same rate, maintaining
the margin. When looking at the parallel between blue-collar production workers and white-collar
professional services employees, Interviewee 5 had a shift in perspective, elaborating, “If we pro-
duce software, then in theory those costs should also be considered COGS. But | don't think that's

how we treat them today.”

Interviewees 5 and 6 suggested potential solutions for refining cost allocation of professional ser-
vices. Interviewee 5 proposed the use of tracking tools to monitor customer interactions and im-
prove resource allocation, particularly in projects lacking detailed cost overviews. Interviewee 6 ad-
vocated for creative approaches to viewing services as production entities, suggesting a separation

of subscriptions from hardware to streamline cost analysis.



30

Interviewee 3, Interviewee 7, and Interviewee 8 addressed the nuanced nature of professional ser-
vice costs and their classification in COGS. Interviewee 3 questioned whether professional ser-
vices costs in SaaS should be considered COGS, suggesting that only part of the work of white-
collar employees’ ties to the support of the SaaS product, saying, “I would keep them a fixed ex-

penses because part of what they do ties to the subscription of support ... but not all of it.”

Interviewee 7 mentioned established practices but emphasized the importance of understanding
certain costs as COGS due to their direct relation to the service offered. They acknowledged, “In
SaaS businesses, there are probably lots of different types of costs that actually in many other set-
tings could be just fixed costs or overhead costs, or you might want to understand them as cost of

goods sold. So that's one thing to remember, that the nature of the business is quite different.”

Interviewee 8 stressed the importance of the flexibility of their cost structure with external profes-
sional services employees and the challenge of not having an overview of costs for specific ser-
vices. They also shed light on a more organizational alignment, stating, “Thinking about the COGS
in SaaS business and at Danfoss, there is a strict guidance that we can't put white-collar employ-
ees into the COGS.”

Interviewee 4 suggested that professional services can be classified as COGS if they contribute to
project completion and value creation but acknowledged the lack of well-defined guidelines. They
also mentioned the seasonality of Leanheat’s SaaS product, explaining how that would impact the
workload variance and demand fluctuation, and in turn, reflect in the financial performance of the

company.

6. How do professional services employee costs influence the composition and calculation of

COGS within SaaS businesses?

The influence of professional services employee costs on the composition and calculation of
COGS within SaaS businesses was the next topic discussed in the interviews. Interviewee 1 and
Interviewee 5 discussed the linkage between costs and net sales and the nature of variable costs.
Interviewee 5 explained the importance of maintaining margins by adjusting variable costs propor-
tionally to sales fluctuations, emphasizing, “The margin should stay the same ... if your sales go
down, there's an expectation and that's for all other businesses, that the variable cost will go down

at the same rate.”

Interviewee 2 and Interviewee 7 focused on distinguishing professional services’ employee roles
and the classification of white-collar costs. Interviewee 2 emphasized the need to differentiate be-
tween support and after-sales services, noting the blurred line between them. Interviewee 7 ad-

dressed the challenge of understanding SaaS cost allocation definitions, suggesting that white-
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collar costs may be considered semi-fixed depending on the specific case, providing an interesting
viewpoint on cost allocation by asking, “If you double your product or service, you might need, let's
say one and a half times of these employees ... what's the better place to report these people's

salary costs? Is it now fixed costs or under cost of goods sold?”

Following the difficulty of deciding how professional employee costs should be allocated, Inter-
viewee 2 stated, “You need to be careful in distinguishing the roles of the employees.” This was
supported by Interviewee 3, as they discussed the movement of professional services costs to
COGS and the fluctuations in demand, suggesting stricter role organization and awareness when

hiring or making changes.

Interviewee 4 discussed the implications for profitability analysis, emphasizing the need for tracking
hours worked on projects, questioning, “How many hours have | earned on the project? You can
see if you are over under over utilizing it, the better your absorption will be ... if you don't have
enough projects, the cost per project will be very high.” When discussing potential solutions, Inter-
viewee 4 suggested the implementation of a project tracking tool to document employee work
hours and improve cost allocation accuracy. They stated, "We need better oversight to ensure all

costs are accounted for in projects.”

Interviewee 8 accentuated the distinction between white-collar and blue-collar employees in cost
allocation, suggesting the analysis of EBITDA (Earnings Before Interest, Taxes, Depreciation, and
Amortization) for profitability. Interviewee 8 mentioned, "What you would do with white-collar em-
ployees sitting in your COGS ... you will not see the correct profitability on the services you are
offering to the customer because you will still have a heavy cost.” Interviewee 8 also reflected on
the need for a holistic view of service profitability, emphasizing the interaction between digital ser-
vices and hardware sales in Danfoss. They stressed the importance of precise cost estimation per

customer and highlighted the indirect impacts of SaaS on overall organizational dynamics.

7. What challenges do SaaS businesses encounter when including professional services employee
costs into COGS?

Interviewee 1 and Interviewee 7 underscored the difficulty in establishing general rules for cost cal-
culation and ensuring data quality. Interviewee 1 highlighted the challenge of determining costs
based on outcomes and working with controllers, elaborating, "It's very difficult to create a general
rule for all services.” Interviewee 7 discussed an organization-specific barrier referring to Danfoss’

internal guidelines by mentioning, “The main issue could be the traditional thinking and strict rules.”

Interviewee 5 addressed concerns regarding the classification of professional services costs and

their impact on contribution margin calculations, adding, “This comes with the expectation that the
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cost will flex with the revenue. And when we can't guarantee that, it will then maybe create some

problems with the contribution margin that we show for the software service.”

Interviewee 3 and Interviewee 8 discussed the difficulties related to cost allocation and estimation.
Interviewee 3 emphasized the challenge in directly linking costs to sales, stating, "The definition of
COGS is that you need to be able to directly link it to the sales. And that's our problem that we of-
ten have difficulties with ... there’s the initial setup of the software, and then there's the running
support and update.” They continued by acknowledging struggles with understanding the sales
pipeline and estimating the demand for professional services. Interviewee 8 identified challenges in
estimating cost per customer due to assumptions and uncertainties, highlighting the need for more

detailed estimation regarding involvement of professional services.

Interviewee 4 acknowledged challenges in balancing top-line and variable costs and suggested fo-
cusing on improving accuracy for cost recognition. They also elaborated how in the case of Lean-
heat, the company is still operating on teamwork, so, understandably, there is not yet full clarity on
the allocation of employee roles. Interviewee 6 highlighted the challenge of measuring indirect
costs involving both fixed and variable costs, stating, "The hard part is how to measure all the data
management, all the indirect things ... there's some fixed cost and some indirect costs that some-

how go together.”
4.3 Industry-specific factors

Factors influencing the inclusion of professional services costs into COGS were discussed by the

interviewees, pointing out industry-specific challenges and factors for consideration.

8. Are there industry-specific factors complicating the inclusion of professional services costs in
COGS for SaaS businesses?

Interviewee 2 and Interviewee 5 noted the impact of accounting principles and business expecta-
tions on cost categorization and management. Interviewee 2 observed the variability in COGS cat-
egorization among software companies and recognized how it could make comparison and trans-

parency challenging.

Interviewee 3 and Interviewee 8 addressed the complexities of cost allocation and revenue growth
in SaaS businesses. Interviewee 3 suggested allocating a portion of fixed expenses for white-collar
employees into COGS, stating, "The allocation should be based on ... some kind of measure,
maybe not all the time, but a measure on how many calls are we pulling or how many calls are we

receiving.” Interviewee 8 highlighted the challenge of scaling costs alongside revenue growth in
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SaaS businesses, explaining the expectation for SaaS businesses, "You are increasing your reve-

nue, so you are growing the business, but your costs will not increase with the same speed.”

Interviewee 4 discussed the challenges specific to SaaS businesses and noted the difficulty in set-
ting up variable invoicing for services in ERP systems not designed for it. Interviewee 1 and Inter-
viewee 7 emphasized industry-specific factors for resource allocation as key considerations, with
Interviewee 1 discussing the complications arising from integrating services into goods and the
need for transformation. Interviewee 7 pointed out the issues of allocating more resources towards
cost accounting, stating, "That's the practical problem always in these things. Even though I think
that quite many companies could benefit from actually allocating more resources towards cost ac-

counting ... it can be a little bit difficult to see the value beforehand.”

9. What strategies can SaaS businesses use to refine cost allocation and ensure an accurate rep-

resentation of COGS?

To refine cost allocation and ensure an accurate representation of COGS, SaaS companies can
implement several different methods, as suggested by the interviewees. Interviewee 1 agreed that
implementing a tool to track professional services by customer or project would be helpful. Inter-
viewee 2 emphasized the importance of constant optimization and adjustment, mentioning, “When
you start doing cost investigation on the profitability of the business, you need to start thinking a
different way in terms of volume, what is driving your revenue.” They mentioned the similarity to the

actual costing process in the production of goods, which is updated monthly.

In the context of Leanheat and Danfoss Interviewee 3 emphasized the importance of securing
long-term, high-margin subscriptions over immediate investment margins. They believed this ap-
proach could strengthen customer relationships with Danfoss and in turn increase sales of other
Danfoss products. Similarly, Interviewee 4 described how separating the initial investment from the

subscription would help in understanding profitability and cost allocation.

Interviewee 5 underscored the importance of identifying variable costs for better transparency and
exploring optimization of internal processes, stating, "We have also temporary workers, we can
work overtime ... so we treat them as variable costs and we try to use the instruments that we

have to really make those costs variable as much as possible.”

Interviewee 7 proposed alternative financial reporting methods for SaaS businesses and empha-
sized the need for a good understanding of both the business and cost accounting, stating, "You
could actually not report the cost of goods sold, but rather, you would report production costs. So
then there you can actually include more widely these type of things [professional services em-

ployee costs].”
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Interviewee 8 pointed out the need for optimizing and automating SaaS platforms and discussed
the importance of distinguishing between research and development (R&D) and operational costs,
stating, "Fixed expenses need to have a few layers ... the operations related cost, R&D cost, and
overhead cost.” They also noted the need for organizational awareness when planning growth, en-

suring operations have sufficient resources to support expansion.
4.4 Decision-making based on cost accounting methods

To conclude the interviews, the impact of cost accounting methods on decision-making were dis-
cussed, prefacing the topic by questioning whether having a standardized cost accounting method

would clarify indirect costs for SaaS businesses.
10. Do you believe standardizing a cost accounting method would help in clarifying indirect costs?

Interviewee 1 summarized that managing exceptions is a current practice and believed that apply-
ing a different costing method would still involve managing exceptions similarly. Also, Interviewee 2
questioned the need for standardized principles, asking if they should be applied to processes or
accounting rules. Interviewee 7 believed standardizing indirect cost allocation for SaaS businesses

may be difficult and not viable due to its case-specific nature and relation to management account-

ing.

Interviewee 4 suggested that standardizing a cost accounting method would provide clear guid-
ance to employees, specifically finance personnel. Interviewee 5 echoed this opinion, saying, “In
general, | think it would be a big help, at least if we create a framework for Danfoss ... we need to
come up with principles that would fit all our needs. Sometimes principles don't work perfectly for

some of our businesses, and then we need to be able to tailor them a little bit.”

Interviewee 6 saw a growing need for standardized principles in various sectors due to increasing
focus on the service side, cloud-based solutions, and multiple ERP systems. They concluded by
adding, “If we had the structure in place, then it's also easy to reuse some of the things across [the

organization].”

11. How does the choice of a specific cost accounting method impact the decision-making process

in SaaS businesses?

Interviewee 1 underscored the importance of case-by-case decision-making in cost determination.
Conversely, Interviewees 3 and 4 provided insights into the challenges of cost differentiation. Inter-
viewee 3 discussed the distinction between development costs and COGS, accentuating the need

for balanced pricing strategies to maintain margins. Meanwhile, Interviewee 4 highlighted the
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complexities of the setup phase versus the income stream stage, suggesting a closer examination

of the initial setup's cost implications.

Interviewee 7 mentioned that smaller SaaS organizations may lack robust knowledge in cost ac-
counting, leading to making potentially harmful decisions due to insufficient understanding. They
also addressed challenges stemming from traditional reporting methods and emphasized the im-
portance of deeper scrutiny when comparing financial performance among companies. They cau-
tioned against relying solely on media-discussed profit margins, which often overlook hidden costs

and distort actual profitability, affecting decision-making.

Interviewee 6 highlighted the necessity for a better understanding of financial performance in differ-
ent areas and identifying successes and failures to make informed decisions for the business.
They also proposed leveraging historical data for informed decision-making, emphasizing the need

for proper structuring and understanding of financial performance.

Interviewee 8 stressed the lack of EBITDA on a product level and the need for better transparency
in profitability. They emphasized the importance of key stakeholders, such as product managers
and R&D teams, to consider financial terms like contribution margin and EBITDA in their decision-
making processes, summarizing, “We still lack in transparency and a good understanding of the

profitability.”

While cost accounting in SaaS businesses presents challenges, there is a consensus among inter-
viewees regarding the need for improved transparency and tailored solutions to address the unique

characteristics of the Saa$S industry.
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5 Conclusion and recommendations

This chapter concludes the research findings by answering the research question and investigative
questions. The objective of the research was to investigate methodologies for refining the alloca-
tion of professional services-related indirect costs in a SaaS business context. This chapter also
includes recommendations based on the literature and research findings for the commissioning
company, analysis of the validity, reliability, and relevance of the research as well as the author’s

reflection on learning.
5.1 Key findings

Based on the thorough research conducted in this thesis, it is apparent that the allocation of indi-
rect costs is a complex topic requiring careful consideration. Addressing the investigative questions
and the research question, "How can indirect costs associated with professional services be effi-
ciently allocated in SaaS businesses?" resulted in key findings and insights that can inform and

guide Leanheat in refining its cost allocation practices.

IQ 1: What cost accounting methods are applicable for allocating indirect costs in SaaS busi-

nesses?

The research revealed diverse opinions on cost accounting methods, with some interviewees ac-
knowledging a lack of familiarity with specific methods, while others emphasized the alignment of
cost recognition with revenue. This pointed out the necessity for tailored cost accounting methodol-
ogies that accommodate SaaS businesses. By integrating principles from cost accounting systems
such as ABC and TDABC, businesses can achieve a more accurate allocation of indirect costs to

specific activities and outputs, which in turn enables more informed decision-making.

The research findings are consistent with existing cost accounting models and theories, particularly
for service-oriented businesses. Leanheat is encouraged to explore the implementation of ad-
vanced costing methodologies to improve the accuracy and relevance of cost calculations. By lev-
eraging more advanced cost allocation techniques, Leanheat can gain deeper insights into cost
drivers and optimize resource allocation for improved profitability. Notably, ABC's effectiveness in
linking indirect costs to specific activities and cost drivers offers a more precise understanding of
cost allocation compared to traditional methods, whereas TDABC simplifies the allocation process

by using time as a primary cost driver.

1Q 2: What challenges arise in allocating costs associated with in-house professional services em-

ployees to the cost of goods sold?
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Obstacles such as varying employee involvement across projects, distinguishing employee roles
and finding an accurate cost attribution method were the most prominent obstacles in allocating
costs related to in-house professional services employees to COGS. These challenges linked back
to how necessary it is to modify cost accounting systems to consider service-based industries with
intangible products and nuanced cost structures. Additionally, shifting Danfoss’ cost allocation

practices from a manufacturing mindset to a SaaS-business posed an internal challenge.

Leanheat should focus on connecting data between invoicing systems and service cases to estab-
lish a direct link between costs, services provided, and customer revenues. This integrated ap-
proach can lead to more detailed resource allocation. By aligning costs directly with the revenue
generated from each customer or SaaS product, Leanheat can better assess the profitability of
their customers or products and tailor their services accordingly. Additionally, by adopting sophisti-

cated cost allocation techniques cost drivers can be defined to refine resource allocation.
1Q 3: How do industry-specific factors affect the allocation of indirect costs for SaaS businesses?

The allocation of indirect costs for SaaS businesses is influenced by industry-specific factors, such
as the shift from physical products to software services. Traditional accounting frameworks do not
fully address the impact of accounting principles on cost categorization for SaaS businesses. Addi-
tionally, challenges in accounting for professional services costs highlight how important it is for

cost management policies to be transparent and flexible.

In the case of Leanheat, the fluctuations in service demand and revenue reflect an uncertainty on
the indirect costs. The lack of direct correlation between costs and sales impacts the scalability,
which in turn discourages SaaS businesses from making detrimental decisions to indirect cost allo-
cation. The features of subscription-based revenue models and their scalability requirements affect

indirect cost allocation.

1Q 4: How do different cost accounting methods impact the decision-making process in SaaS busi-

nesses?

The choice of cost accounting method offers differing levels of accuracy and granularity in cost al-
location. Sophisticated methods provide a deeper understanding of cost structures and drivers,
empowering decision-makers to allocate resources effectively, plan pricing strategies, and conduct
comprehensive profitability analyses. Accurate input and output data is necessary for successful

cost allocation.

Ensuring that costs are accurately matched with the corresponding revenues is essential for main-

taining the integrity of financial statements and decision-making. To address this, Leanheat could
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implement robust time-tracking mechanisms, enabling precision in cost allocation and a better un-
derstanding of profitability. Leveraging advanced methods improves transparency, enhances in-

formed decisions, resource optimization, and overall financial performance.
5.2 Recommendations

Applying knowledge from the insights gained through the research findings and theoretical frame-
work, cost allocation guidelines should be developed specifically for the SaaS business model,
combining principles from ABC or TDABC to accurately trace indirect costs to various activities and

outputs, thereby enhancing accuracy in cost allocation processes.

To overcome the challenges associated with transitioning from traditional cost accounting methods
to those suitable for SaaS businesses, investment should be made in tailored solutions for cost al-
location, tracking, and analysis. Implementing advanced software systems that automate expense

and revenue recognition processes can streamline the allocation of indirect costs.

Establishing a clear correlation between cost structures and sales revenue is essential for gaining
a comprehensive understanding of profitability. Leanheat should focus on aligning cost structures
with sales activities to improve financial transparency and support decision-making. Responsibility
accounting can help departments understand their role in in cost control and profit planning,

thereby improving efficiency and accountability.

Leanheat should prioritize improving data integration and automation capabilities to streamline cost
allocation workflows and improve data accuracy. By implementing robust systems for tracking and
analysing costs concerning revenue generation, Leanheat can optimize resource consumption and
drive sustainable growth. Improving the accuracy in allocating costs can help uncover correlations
between current customer needs and future service demand, refine pricing strategies, identify op-

erational inefficiencies, and calculate profitability on a more detailed level.

To refine cost allocation processes and ensure an accurate representation of COGS, Leanheat
could implement lean principles to streamline workflows, identify opportunities for cost-saving
measures, and leverage historical data for informed decision-making. Implementing robust sys-
tems for tracking employee time spent on different projects and activities can enhance the accu-
racy of cost allocation to COGS and other relevant cost categories. Incorporating tools for tracking
professional services employee work by customer or project can provide valuable insights into cost

drivers and resource utilization.

Additionally, encouraging cross-functional collaboration and knowledge-sharing within Danfoss can

foster a culture of innovation and drive organizational growth. Considering the impact of industry-
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specific factors on cost allocation practices, cost accounting methods should be continuously re-
viewed and adjusted. To keep up with the evolving industry, Leanheat and Danfoss need to stay in

tune with the latest trends and benchmark practices of established SaaS companies.

By applying these recommendations, Leanheat can enhance its cost allocation practices, improve
decision-making processes, and position itself for long-term success in the competitive field of
SaaS businesses. These recommendations are designed to support Leanheat's sustainable
growth while maintaining a focus on operational efficiency and financial performance. To conclude,
by refining internal cost allocation processes, Leanheat can improve operational efficiency and
profitability, and facilitate better decision-making, and foster trust among investors, customers, and

other stakeholders.

To enhance the conclusions made and increase the weight of the recommendations presented, a
visualised principle for indirect cost allocation was created by the author. This flowchart represents
the key components and considerations for allocating indirect costs in SaaS businesses, incorpo-
rating the insights from the interviews along with the theoretical framework studied. This flowchart
can serve as a reference for managers, decision-makers, and other stakeholders, also enhancing

the credibility and applicability of the research findings.
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Figure 8 Indirect cost allocation flowchart

Linking indirect costs, such as those related to professional services employees, to cost objects in

a SaaS business involves a systematic approach to ensure precision. Here are steps to achieve

this linkage effectively:
1. Define the cost objects, which could be products, services, projects, or customers. Cost ob-

jects represent the entities to which the costs will be allocated.
2. ldentify the activities within the SaaS business that consume professional services employ-

ees’ resources such as onboarding, consultation, technical support, customization, and in-

tegration.
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3. For activity-based allocations:

a. Determine the cost drivers for each activity. Cost drivers are factors that cause
costs to be incurred. For example, the number of support tickets resolved could be a
cost driver.

b. Allocate indirect costs to cost objects based on the consumption of activities. This
process involves assigning a portion of indirect costs to each cost object in propor-
tion to the cost driver usage.

4. For time-based allocations:

a. Estimate the average time required to perform each activity based on historical data
or information from managers. A time tracking system could also be implemented to
accurately capture time spent by professional services employees for each activity.

b. Allocate indirect costs to cost objects based on the estimated or actual time con-
sumed by each activity.

5. Assign indirect costs to cost objects defined in step one. This is the process of linking the
indirect costs allocated to activities with the specific cost objects that benefit from or are as-
sociated with those activities.

6. Ensure that the allocated indirect costs are integrated into financial reporting systems to
provide a comprehensive view of cost structures and profitability by cost object. Categorize
the indirect costs as either COGS or overhead costs, depending on the activity’s associa-
tion with direct production or delivery of services.

7. Review and adjust regularly to ensure that indirect costs are appropriately linked to cost ob-
jects. Update cost rates and time estimates based on changes in business operations or

market conditions.

After a methodology is chosen, it is important to be consistent and have a process to identify these
costs on an ongoing basis. Without a proper methodology, gross margins will wildly fluctuate, and it
will be difficult to interpret how the business is performing. This will also help establish a direct link
between revenues generated and services provided by professional services employees. Imple-
ment advanced reporting and analysis tools to visualize the allocated costs per cost object, ena-

bling in-depth insights into profitability, cost-effectiveness, and service utilization.
5.3 Validity, reliability, and relevance

In the pursuit of high-quality data, various measures were implemented to ensure the validity and
reliability of the research findings. The semi-structured interview guide was designed to align with
the research question and investigative questions. The inclusion of open-ended questions allowed

for a comprehensive exploration of participants' perspectives, reducing the risk of constraining
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responses. Additionally, the use of a diverse set of interviewees from different departments within
Leanheat and Danfoss aimed to enhance the transferability of findings and increase the validity of
the research’s insights. However, it should be noted that the sampling strategy may introduce bi-

ases, potentially limiting the generalizability of the findings beyond Leanheat.

Reliability in qualitative research emphasizes consistency and repeatability. To ensure reliability, a
structured approach was followed throughout the research process. The semi-structured interview
guide provided a standardized framework for interviews, promoting consistency in the data collec-
tion process. The use of virtual platforms for interviews and the recording of sessions allowed for
accurate transcription and interpretation, contributing to the reliability of the data. Nevertheless, re-
source constraints such as time limitations may have impacted the depth and breadth of data col-

lected, potentially affecting the reliability of the findings.

To maintain relevance, the interviews explored topics closely related to the investigative questions,
ensuring that the gathered information directly aligns with the central theme of the research. Ethical
considerations were addressed in the initial communication with interviewees, where the purpose,
duration, and recording methods of the interviews were communicated. Participants were also as-

sured of the confidentiality of their responses.

The research focused on gathering insights from professionals directly involved in financial roles
within Leanheat and Danfoss, ensuring the relevance of the data collected to the specific context of
the research. The inclusion of experienced individuals added depth and applicability to the findings,
contributing to the overall relevance of the research. However, it's important to recognize that the
findings may not fully represent the experiences and perspectives of professionals in other SaaS

businesses or industries, limiting the external validity of the research.
5.4 Reflection on learning

Reflecting on my journey through the thesis process, | encountered opportunities for personal and
professional growth and development. Upon completing this research, | appreciate the importance
of careful planning and organization even more than before. Working on a commissioned research-
based thesis helped me understand how to balance academic knowledge and real-world applica-

tion.

As a student specializing in finance and accounting, this process allowed me to deepen my under-
standing of key concepts and methodologies within my field. Applying theoretical knowledge from
my academic journey to real-world challenges improved my analytical skills and problem-solving

abilities.
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I am grateful that | was presented with the opportunity to write a thesis for the company | am cur-
rently employed at, as this allowed me to collaborate with colleagues with years of valuable
knowledge. Working alongside industry professionals enriched my research with practical insights

and broadened my perspective on industry practices, challenges, and trends.

The thesis process highlighted the importance of proactive planning and goal setting in my aca-
demic and professional journey. It encouraged me to evaluate my career aspirations, aligning them
with my evolving interests and strengths. The thesis journey instilled confidence in my ability to
tackle complex research and collaborate effectively with various stakeholders. To conclude, the

process emphasized the value of lifelong learning and curiosity.
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Appendices

Appendix 1. Interview Guide

Who are to be interviewed? How many are interviewed?

The eight interviewees chosen for this research represent a diverse variety of expertise within the
finance and accounting departments at Leanheat and Danfoss. Their roles span across financial
analysis, controlling, business intelligence, and general accounting. The identities of the interview-

ees remain confidential, respecting their privacy upon request.
Justify the decision

Qualitative interviews have been chosen to research the details of indirect cost allocation in a
SaaS business. This methodological choice allows for a comprehensive exploration of various
themes, including cost accounting methods, challenges associated with allocating costs of in-
house professional services employees, and the influence of industry-specific factors on the alloca-

tion of indirect costs.

Qualitative interviews offer the flexibility needed to investigate themes and uncover nuanced in-
sights important for this research. The involvement of financial professionals aligns with the objec-

tives of the research and enhances the credibility and relevance of the findings.

RQ: How can indirect costs associated with professional services be efficiently allocated in SaaS

businesses?

Themes to be covered in the qualitative interviews
- Cost accounting methods in SaaS businesses
- Challenges in refining professional services costs
- Influence of industry-specific factors

- Decision-making based on cost accounting methods
Investigative questions using a qualitative approach

1Q 1. What cost accounting methods are applicable for allocating indirect costs in SaaS busi-

nesses?

1Q 2. What challenges arise in allocating costs associated with in-house professional services em-

ployees to the cost of goods sold?

1Q 3. How do industry-specific factors affect the allocation of indirect costs for SaaS businesses?
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1Q 4. How do different cost accounting methods impact the decision-making process in SaaS busi-

nesses?

Interview questions

1.

10.

11.

Do you have any examples of cost accounting methods commonly used in SaaS busi-
nesses?

What cost accounting methods would you consider most accurate for calculating indirect
costs in a SaaS business, and why?

Would you consider ABC/TDABC generally applicable as a cost accounting method for
SaaS businesses?

What challenges do you foresee when implementing specific cost accounting systems in
SaaS businesses?

When considering professional services, do you classify them as a part of COGS? Why, or
why not?

How do professional services employee costs influence the composition and calculation of
COGS within SaaS businesses?

What challenges do SaaS businesses encounter when including professional services em-
ployee costs into COGS?

Are there industry-specific factors complicating the inclusion of professional services costs
in COGS for SaaS businesses?

What strategies can SaaS businesses use to refine cost allocation and ensure an accurate
representation of COGS?

Do you believe standardizing a cost accounting method would help in clarifying indirect
costs?

How does the choice of a specific cost accounting method impact the decision-making pro-

cess in SaaS businesses?

Cover letter

Dear [Recipient],

As part of my research, | am focusing on understanding the intricacies of cost allocation (specifi-

cally indirect costs) within the Software as a Service business model. During the interview, which is

expected to last approximately 30-45 minutes, topics discussed would include cost accounting

methods, their impact on financial statements, the role of professional services employees in shap-

ing cost structures, and the challenges associated with allocating their costs and incorporating
them into COGS.



49

Rest assured; any personal information shared during the interview will be kept strictly confidential.
Additionally, the session will be recorded solely for transcription purposes to maintain accuracy and
validity, with the recording promptly deleted upon your request or if you choose to withdraw from

the interview. Your participation in this interview would be greatly appreciated. Please let me know

if you would be willing to participate and if you have a date/time preference.

Thank you for considering my request.
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