Cisco SYSTEMS

WHITE PAPER

PROOF OF PROFITABILITY: THE BUSINESS CASE
FOR MANAGED SERVICES

Success in delivering managed services to the midsize enterprise can be measured in two ways—increased profits for
the service provider and reduced IT costs for the business customer.

Today’s service providers face a challenging landsc ape. Continuing price and volume pressure can compr omise overall
profitability. Capital efficiency and increased ret urns on invested capital are primary financial obje ctives. An answer to
increased profitability with rapid return on capita | investment may center on offering managed service s to new
customers and to current customers that subscribe o nly to transport services today. Cisco Systems  © has created two
new tools that help demonstrate the potential profi ts to be made by service providers that offer bundl ed IP managed
services. The tools also can be used to prove to bu  siness customers the significantly lower total cost of ownership
(TCO) they can enjoy by allowing a capable third pa  rty to provide the value-added IP services they rel  y on most.

PROACTIVE SERVICE PROVIDERS SEEK ALTERNATIVES TO AC CESS-ONLY REVENUE MODEL, NEW SOURCES OF
REVENUE

For service providers serving midsize-enterprigaday’s environment presents twin points of concdownward price pressures, which tend
to limit profits, and financial market pressuregtow revenue per customer.

These service providers, offering access such &s pr&ate line, and Frame Relay services, havelmecincreasingly aware of the trend
toward commoditization of the services they offetis process has made them vulnerable to deeputitog by competitors. The result is not
only ongoing pricing pressure, but also an incregsustomer churn rate that threatens the userdmabdiverts marketing resources.

Managed services can address these market faciitaetical challenges, creating a more deeply efbe: relationship with the customer and
thus decreasing churn rate and improving capifalieficy by increasing revenue over the same dirodl network infrastructure.

GROWING BUSINESSES TO MIDSIZE ENTERPRISES DEMANDS MANAGED IP-BASED SERVICES

The reasons for increasing midsize enterprise (8)and for managed IP-based services are simplepg®elling. The nature of the
applications used most by MEs to enhance produigtarid trim costs is changing dramatically, frommgie, low-bandwidth applications to
higher-bandwidth, business-critical multimedia égations that are policy-based, network-intensare] time-sensitive.

These value-added services include videoconfergnbiosting services, IP telephony, and distanamileg. These applications, and others,
have become more critical to business success $ecdtheir remarkable ability to improve produitgiwhile reducing costs. The foundation
for enabling these converged services is IP VPNHo#verged data and voice WAN requires the impleatant of an IP VPN to prioritize and
secure traffic. Without IP VPN, convergence is mdifécult.

The most significant of these changes to the custenoperations is the transition to IP telephomyrf traditional private-branch-exchange
(PBX) switching. The primary benefits of migratifrgm a traditional PBX environment to IP telepharg savings in networking costs and
complexity—and a rapid return on investment (ROl)—efilvhich are made possible by converging voice @atd over a single network
infrastructure. A core enabler of IP telephonyAsSvPN, so at a minimum, these two managed sertécesto be deployed in tandem,
simplifying network operations and reducing itstcgtsucture.
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The business customer’s need for IP telephony BAéHN managed services can lead service provideteuwelop and offer an entire suite, or
bundle, of additional managed services for ME austie (Figure 1). That is because the managed seririchis bundle complement each
other. For example, an IP VPN service makes magaginP voice network simpler and more effectiveebtablishing quality-of-service
(QoS) capabilities for data and voice traffic. Cdete control over the entire IP network, includthg LAN, routers, firewall, and more,
reduces the complexity and costs of network managem

Figure 1
Converged Network with Managed Services

OPPORTUNITIES FOR NEW REVENUE, REDUCED SUBSCRIBER CHURN

Offering managed services to business customeasesr@ew, profitable revenue streams for servioeigers. Service providers bring their
scale and expertise to managed services, resitftiaget of high-margin services, with a low iditiavestment for the service provider. In fact,
ROI on a per-subscriber basis can be almost imredia

An additional benefit of offering managed serviiethat the relationship between the ME customdrtae managed IP services provider
becomes, of necessity, more integrated and morgleswiTherefore, the cost for business customechamge their providers increases
greatly. The result is a longer life to the customed increased lifetime value of that customedReng monthly churn from 1.8 to 1.5
percent increases the average life of the custbjéd months—a 15-percent increase in lifetime vall@naged services converts transport-
only, high-churn subscribers into “transport plusyig-term customers, for reduced turnover andgefacustomer base.

Service providers can offer these services moreiefitly than the business customer because thiseasrovider benefits from economies of
scale, managing thousands of IT staff and monigottiousands of sites. For example, a firewall godieveloped for one customer can be
applied to hundreds of other customers.
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This paper describes the benefits of managed sariar the ME customer, and then describes a cdimgelew tool developed by Cistthat
demonstrates to service providers just how rapdR®| can be for deploying managed IP servicesiteent ME access-only customers.

MES WIN WITH MANAGED SERVICES, TOO

ME customers, by contracting outside their orgaronsfor managed services, can reduce or realld@atesources. Highly skilled and costly
staff can be relieved of routine tasks such as taong routers, responding to help-desk inquiras] resolving user problems, turning their
attention instead to such strategic objectiveseasgee quality, employee mobility, and new-techmgylantegration.

The result for the ME customers adopting manageskiRices is an extraordinary cost savings—in saases<25 percent or more.

Managed services also tend to deliver an over#iebguality of IT services because service prosdeve larger, more experienced IT staffs
specializing in these tasks. In addition, managedorks are larger and more robust for greatealdity and availability, with service-level
agreements (SLAs) promising up to 99.999-perceaitability. Also, because service provider-managetvorks are monitored 24 hours per
day, the business subscriber benefits from a hilglvet of monitoring. To achieve that same leveteivice on its own, an ME IT staff
managing an in-house IP solution 40 hours a weakdMoave to increase by a factor of 5.

ME SAVINGS FROM SELECTING MANAGED SERVICES

Cisco has identified four primary areas in which $fan realize savings by switching to managed ses\for value-added IP-based services:
traditional service fees, hardware, IT costs, aaddport. In this example (continued in case sti)dy midsize enterprise reduces service fees
by 49 percent, IT costs by 21 percent, hardwartsdns20 percent, and transport costs by 10 pefEdguire 2) after adopting the managed
services listed in Table 1.

Table 1. Types of Managed IP Services

Managed Service Type Description

Managed IP telephony Managed IP telephony service provides, provisions, and manages telephony elements and
the network.

Managed IP VPN service Managed IP VPN service enables IP telephony networks, differentiating and securing
voice traffic from lower-priority data traffic through QoS and class of service (CoS).

Managed router service with dedicated Managed router service with dedicated Internet access improves QoS by improving router
Internet access integration with the service provider network that controls router settings.
Managed LAN service Managed LAN service extends QoS into the LAN and helps ensure application quality from

the desktop to the router.

Managed firewall service Managed firewall service secures remote locations and protects the integrity of the voice
and data network.
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Figure 2
Breakdown of Recurring Cost Reductions

Depending on specific customer characteristics tohe cost reduction in service fees is theltesfiforgoing an outmoded traditional PBX
environment in favor of IP telephony. The tradigd®BX customer must pay providers the regular gament fees plus hardware costs.
Employee moves, adds, and changes add signifidaiiti@nal costs. Although these traditional PBXdeee replaced by IP telephony fees, the
IP telephony fees cover telephony hardware andter@mce and other costs that were additional exgenghe PBX environment. And
employee moves, adds, and changes can be accoeapéith fraction of the cost with an IP telephoatwork.

Another area of savings comes from a significaretjuced need for purchased hardware. Again, tgedasavings comes from replacing the
PBX, but with a managed service, the ME also célnad ownership of its switches, routers, and fiipas well as the software and platforms
required to monitor the network.

The remaining savings potential comes from a coatlin of customers’ newfound ability to reallocatereduce their IT resources and the
lower cost of a digital transport network. As cums&ss out-task the responsibility for managing theitworks, they spend less time monitoring
the network, upgrading facilities and platformsg aestoring service to a troubled network. In additthe cost for setting up these network
platforms and policies is transferred to the seryimovider.

Also, customers can rearchitect their network,ing/yon service provider network intelligence toyade greater efficiency in satisfying
bandwidth demand.

It is important to note that this breakdown of saé, though typical, may not reflect every customactual savings. Generally, businesses
operating in a distributed environment with manyoge sites or branch offices with fewer employeékrealize greater savings from
managed services.

Case studies can best exemplify the potential ievg@otential and other benefits for service progdend their business customers. This paper
provides two case studies.

CASE STUDY 1—MIDSIZE ENTERPRISE—PROFESSIONAL SERVICES FIRM
In this scenario, a hypothetical midsize professi@ervices firm with 2500 employees has 500 eng#gyin the headquarters office and the
rest are disbursed across eight branch offices.
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Using the five bundled services listed in Tabléhg, service provider could expect:

¢ Increased revenue of US$130,000 per month, inctutiifephony fees, in addition to the transport teey currently receive from the
customer

¢ Increased contribution from this customer by US8@8,per month

¢ Increased capital efficiency

The same circuit and network hardware that sefveditcess-only customer now also carries addit&sraice revenue. Moreover, operating
leases minimize the initial investment in customemises equipment (CPE) required for the sergieating a self-sustaining business model
fairly rapidly.

The breakdown of revenue by service is shown inifei@. The figure does not depict transport reveru@her revenue not covered by the
five services.

Figure 3
Allocation of Professional Services Customer Payments to Service Provider

This one-customer business case does not incledestiip costs associated with launching the ovaualhess plan, such as integration costs,
initial marketing efforts, training, and others.eBe activities, which are described in more d&ter in this paper, are critical to the success of
the business. Cisco also can assist service pmewdth the planning and other initial phases feveloping managed-services offerings.

THE TCO FOR THE CUSTOMER

Adopting managed services requires the end cuswtoeignificantly increase their overall serviceypder spending. However, adopting
managed services can strongly reduce the overalb$ts to customers to offset those expenses. Biasking network management, the
customers:

¢ Reduce management activities

* Reduce planning activities

« Improve data and telephony access-line efficiency

¢ Reduce overall hardware investment
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Out-tasking the five services can reduce the hygtathl professional services company’s IT expebgesiore than 25 percent for the relevant
services (Figure 4).

Figure 4
A Comparison of Monthly Recurring Costs for Self-Managed Versus Out-Tasked Network Services

CASE STUDY 2—MIDSIZE ENTERPRISE—FINANCIAL SERVICES FIRM

In this scenario, a typical midsize financial seed firm with 2000 employees has 1000 employeekingin the headquarters office with the
rest disbursed across 49 branch offices. Compar#tktprevious case study, this company has femptoyees but more remote locations.

Using the same set of services and similar priding revenue potential is similar for the serviceviler. Reduced IP telephony revenue is
offset by higher revenue from managed router, fddevand VPN services (Figure 5).

Figure 5
Allocation of Financial Services Customer Payments to Service Provider
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The contribution from the customer also is similar:

« Increased revenue of US$125,000 per month, inctutiifephony fees, in addition to the transport teey currently receive from the
customer

¢ Increased contribution from this customer by US8@8,per month
¢ Increased capital efficiency

The subscriber truly benefits in this scenario. Téduction in IT costs associated with managingranditoring these distributed platforms
across the 50 sites is much higher, with thesesaegpresenting more of the overall cost reduct{figure 6).

Figure 6
Allocation of Recurring Cost Reductions for Financial Services Firm

The overall improvement to the IT budget is higagmwell. These distributed routers, switches, fakksyand VPN sites cost more to manage,
given the higher number of network elements perleyge. The professional services company reduseoits by more than 25 percent, and
the financial services company reduces its costadne than 40 percent. Generally, the smaller itteeaf the office the greater the relative
savings.
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Figure 7
Comparison of Monthly Recurring Costs for Self-Managed Versus Out-Tasked Network Services

CISCO TOOLS DEMONSTRATE VALUE
Cisco has developed a set of modeling tools thaibtstrate the benefit of managed services to patéME customers, thus illustrating
demand for those services and the profit poteatiallable to service providers that offer managedises to their business customers.

MANAGED SERVICES TCO TOOL FOR MES

The Cisco Managed Services TCO tool is designetttoonstrate—to MEs that either manage or are plgrtoimanage their own, internal 1P
solution—that choosing the managed-services optiondcamatically lower their network TCO. This tb@lps enable a service provider and
its respective customers to create a customizatistie, cost-savings estimate that can be achitivedigh the adoption of managed services.
This exercise accomplishes two objectives: It destrates value to the end customer and it verifiegationale for demand of managed
services to the service provider.

MANAGED SERVICES PROFITABILITY/ROI TOOL FOR SERVICE PROVIDERS

The Cisco Managed Services Subscriber ProfitaliRiB/l tool for service providers illustrates, onase-by-case basis, the profitability and
ROI potential that could be available to serviceviers that begin offering managed services toness customers. One profitable ME
customer does not mean a service provider’'s entissness turns profitable in just a few weeks; ificamt startup costs are associated with
deploying new services.

These tools are available only through your Cismoant manager. For a live demonstration basedan gctual operating environment and
actual customer base, call your Cisco account n&nag

MORE TO SERVICE PROVIDER SUCCESS
Additional factors will determine how quickly anyvgn service provider reaches profitability in wiastill a highly competitive field. Such
factors include ease and efficiency of integratiosining requirements, customer adoption curvd,the cost of investment capital needed to
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build out managed networks. The one-subscriberyji@s shown in the case studies, reflect onlyrtbeemental benefit to the service
provider.

SUCCESS IS POSSIBLE THROUGH PARTNERSHIP WITH CISCO

Service providers that understand the value creati@ffering managed services should know that@€Bystems is uniquely positioned to
provide the industry-leading expertise and powearsburces to deliver these success factors. @reohucts and solutions help enable service
providers increase revenue by offering compellinthdand managed services to ME customers. Innitdabe the preferred partner for
profitable services, Cisco offers three advantagéts service provider customers: industry-leadeghnology and solutions, expertise in
creating products that support new services, aaalfiity to identify and influence business demérdservice provider offerings.

The Cisco Powered Network Program is the primasc@€imembership program for service providers tbaver their services over networks
built end to end with Cisco equipment. The progmpvides many benefits for service providers tokaatheir services more effectively
using Cisco resources. To learn more about theo@severed Network program and service providesst lvitp://www.cisco.com/cpn

For more information or to schedule a live demat&in of the Managed Services TCO and Managed SarRrofitability/ROI tools, which
will help you discover the tangible benefits ofefhg managed services, contact your Cisco reptaben today.
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