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Newsletter for January 2004

I appreciate receiving your comments on this newsletter and any suggestions for future topics.  If there is someone you know who would be interested in receiving this newsletter, please feel free to forward the newsletters to them, or forward their e-mail address to me and I will include them in future newsletters. If you wish to remove your name from distribution of this newsletter, please respond via e-mail.  Please see “Contact Us” at bottom for e-mail address for feedback, comments and removal from distribution.  

	Outsourcing Components of Asset Management

To keep this article short, the discussion will be on the processes leading up to making the outsourcing decision.  The outsourcing process itself would require a much more detailed and lengthy article.

What is Outsourcing?

Outsourcing is a third party providing services to a customer.  There is a wide spectrum in the potential relationship between the service provider and customer, including part ownership of the service provider by the customer.  The development of the contract between the service provider and the customer is one of the most critical issues that can impact the success of the outsourcing relationship.  The contract should be developed to ensure throughout the contract’s lifetime, both parties have more to gain by fulfilling the contract, than by withdrawing from it. 

In asset management, outsourcing is commonly used in providing specific maintenance services (e.g. HVAC, crane maintenance), general maintenance (e.g. mechanical, electrical and instrumentation), construction services, engineering and project management, and ASP solutions for EAMS / CMMS (Enterprise Asset Management Systems / Computerized Maintenance Management Systems), where they are hosted on a third party server and the application is accessed via the Internet.

Why Outsource?

The main reasons to outsource include:

· Reduce cost of services;

· Improve quality of services;

· Reduce risk;

· Reduce capital to improve financial performance (ROA – return on assets); and 

· Improve management capabilities.

Cost

This can be the most puzzling aspect.  How can another organization doing the same work as an “in-house” department, do it cheaper than the in-house organization, and make a profit at it?
The two factors that impact service costs, are quantity used and per unit costs.  Organizational behaviour can have a big impact, especially on quantity used.

Quantity of services used will vary depending upon the benefit to the customer, versus its cost.  In the situation of many in-house service providers, there is what one could call a “free lunch syndrome”.  The user of the services receives benefits from the services, but either does not pay directly for the services used, or pays a fixed amount regardless of usage (an “all you can eat” buffet, in that case).  There is little or no incentive to reduce quantity of services used for the customer.  Often thee case in many organizations, some of the costs of providing the services internally, are hidden.  For in-house service providers, a reduction in services could mean a reduction in their budget, and a “head count”, and for themselves a potential career and future compensation impact and loss of influence within the organization.  No big incentives there for the internal service providers, or the users.

Reducing per unit costs of services is where an outside service provider can have a big advantage.  This is after all is their livelihood, not just a secondary process.  To be competitive, they need to be good.  And they do have incentives to improve.  In a competitive environment, they can review how well they do on the market against their competitors.  With multiple clients, they have the opportunity to see how different tactics could make a difference. There are economies of scale in providing services to multiple customers.  Human resources and equipment can be moved between customers to where they are most needed.  Investments in training, process improvement, technology, and equipment can be utilized across multiple customers, reducing the overall cost and the cost to any one customer.

Another organizational factor in costs, is that external service provider costs gets scrutinized much more closely, as it involves “real money”, rather than an internal accounting adjustment.

Quality

The drivers for internal service providers and external service providers are similar to the per unit cost drivers.  There is little incentive to the internal department managers or their departments to improve quality.  External service providers to remain competitive, should actively address customer-defined quality, and make the necessary investments.  Quality of service to be effectively managed, needs to be objectively measurable, and service levels should be documented in the contract, along with remedies to address potential problems with service levels. 

Risk

This too can be puzzling, as most organizations want to retain control, to reduce risk.  Some risks can be transferred to the service provider, while other risks should be retained.  It is appropriate to transfer risks that the service provider controls, to the service provider.  There will be a “risk premium” charged by the service provider in their price for taking on the risk.  If the risk premium seems to be too high, then it might be that the service provider does not want to take on the risk, potentially because they will not be able to manage it (e.g. the customer may be in control of the risk).

Return on Assets

ROA gets a boost, by reducing the service costs, thereby increasing the return portion of the equation.  If the assets that deliver the services can be transferred to the service provider or otherwise sold, then the assets part of the equation gets reduced, increasing the ROA more again.  

Management Focus and Span of Control

I view management focus as a critical strategic asset for companies.  Anything that improves their ability to focus on the critical issues, should improve an organization’s performance.  How would your focus and priorities change, if you were able to free up significant amounts of extra time?  The change from human resources management and services related operational management, to contract management should free up considerable organization resources to focus on the issues critical to the organization.

Why Not Outsource?

Typical reasons given not to outsource, include risks related to: 

· Poor service or business disruptions; 

· Increased costs during the contract; 

· Difficult to change service providers; and 

· Degradation of assets being serviced.

All these risks can be mitigated, transferred, or managed through the development of the terms of the contract.

What should not be outsourced, is services that do not meet appropriate criteria, as indicated below. 

What to Outsource?

Activities to be outsourced should be generic activities, not unique ones.  Generic activities are activities common to a number of organizations.  Unique activities are ones that only your organization can do.  Mechanical maintenance services is a generic activity, as many organizations do it.  Developing an effective maintenance strategy is a unique activity that should be done in-house.  Generic activities are often routine, but can be complex and mission critical.  They may also be core activities.  But they can be successfully outsourced.

In addition to being generic activities, other criteria for activities to outsource includes:

· Able to separate the execution of the activities from the organization;

· Can write a contract, be measurable, and manage at “arms length”;

· Have available competitive service provider, or the ability to develop one; and

· Not a competitive advantage, or required for risk management.

Some Comments from a Service Provider

I will leave the last word to someone else.  Prior to preparing this article, I asked one of my contacts in the outsourcing services business for her comments.

AMS: What do your clients look for when they are initialling evaluating outsourcing? 

“They look for expertise, excellent support and low cost. They want to partner with a company that is familiar with their particular industry. They look for security of data and stability / reliability of the network.”

AMS: After they have been using the service, what are the benefits they feel they have achieved?

“They realize how quickly and accurately we can respond. We are the experts in our niche and can deliver quicker than internal staff. We focus on our service and they can focus on their business. They also realize how flexible we are. We are a smaller company and can initiate change or implement a new service quicker.”

AMS: Other critical issues that you see from your perspective?

“The difficulty clients have in outsourcing is letting go of control. They often fear having their data reside outside their own environment. We explain to them, however, that our secure data centre where our servers are co-located is more secure than their own internal environment because it houses servers for many large companies.”

	Upcoming

Next month’s article will be from Ben Stevens of OMDEC ( ben@omdec.com ) and be on technology usage in data collection.  Please advise me, if there are other topics on maintenance management or project management issues that would you would find of interest.

Presenting two seminars in Dubai, UAE being offered by IIR (Institute for International Research) in February 2004. On February 14 –16, 2004 presenting “Maintenance Audits and Benchmarking”, and on February 17 – 19, 2004 presenting “Outsourcing Maintenance”.  For details, see http://www.iirme.com/maintaudit/ 

Federated Press is presenting their 2nd annual ‘Performance Measures for Plant Maintenance” in Toronto June 14 to 16, 2004.  Will be presenting “Selling Performance Measures to Maintenance and Production Teams”, and later facilitating a half day workshop on “Measuring Performance When Contracting Out”.  Will provide details, as they become available.

PEMAC is organizing a maintenance conference for Fall 2004 called Main Train.  More information will be provided as it becomes available at: www.maintrain.ca , or check the PEMAC web site ( www.pemac.org ).   

	Contact Us

To provide feedback on this newsletter, including comments on past articles, ideas for future articles, or to remove your name from distribution of this newsletter, please e-mail me at len@asset-management-solutions.com.  

Please feel free to contact us to discuss any of your physical asset management requirements.  For more information on how we can help you, please contact me directly. See our web site at: http://www.asset-management-solutions.com for other information on Asset Management Solutions, including asset management issues and solutions. 
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