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Newsletter for October 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. 
To keep this newsletter relatively short, this is intended to be a broad overview of issues for physical asset management, rather than a comprehensive discussion of the topic.

This month’s article has been prepared by Ben Stevens of OMDEC (www.omdec.com).  In an earlier life, Ben was CFO for a Canadian company, and certainly knows this month’s topic.   Ben can be contacted at ben@omdec.com.

	Finance in Maintenance: Financial Basics for Maintenance Managers - Part 2 

Budgeting for Maintenance

A couple of months ago we talked about a couple of the basic cost reports that are mandatory for good maintenance cost control.  This month we will take those reports and use them as the basis for setting the annual maintenance budget.  But first, a quick look at the various types of budgeting methods that are traditionally used (and mis-used!) in both maintenance and finance.

The first, easily the most popular, and almost totally useless method of budgeting for maintenance is the Historical Cost approach.  The one advantage is that it is relatively simple to create:

· take last year’s costs by maintenance cost centre and/or class of expense
· remove major one-off expenses
· add major new projects
· multiply by an inflation factor.
· then of course take off 10% because of the latest cost-reduction plan!
This method has many drawbacks – not least of which is similar to driving by only using the rear-view mirror.  The way past is usually not reflective of the way forward.  In addition it pays no attention to priorities, and therefore offers no defence to or basis for the 10% across the board cuts that have become so prevalent.

The second - the Standard Cost approach - is based on expected costs, expected volumes and expected product mix.  I call this the accountants’ dream and everyone else’s nightmare.  The accountants dream it up and we have the nightmare of explaining it.  Each time the costs, volumes or product mix varies, then we have to work out the variances.  These variances rarely have any benefit in terms of helping to better manage the maintenance function.  Avoid this approach if you can!

Zero-based budgeting became popular twenty years ago as the governments tried to rein in their own spending, and tried to spread the word to benighted industrial management.  It was pretty inappropriate in industry
, and therefore gained little traction as a maintenance budgeting methodology.  However it still sometimes emerges as an attempt to prioritise programs.  As the name suggests, it starts with a zero program (think about it, no maintenance….), then sequentially adds the most important programs such as break-down response, planned corrective maintenance etc.  Even when applied on a process by process basis, it adds little value to maintenance management. The problems with this approach are obvious – not least of which is that many of the “earlier programs” will change in content and therefore cost and impact as the later ones are added.

The second - the Standard Cost approach - is based on expected costs, expected volumes and expected product mix.  I call this the accountants’ dream and everyone else’s nightmare.  The accountants dream it up and we have the nightmare of explaining it.  Each time the costs, volumes or product mix varies, then we have to work out the variances.  These variances rarely have any benefit in terms of helping to better manage the maintenance function.  Avoid this approach if you can!

Zero-based budgeting became popular twenty years ago as the governments tried to rein in their own spending, and tried to spread the word to benighted industrial management.  It was pretty inappropriate in industry
, and therefore gained little traction as a maintenance budgeting methodology.  However it still sometimes emerges as an attempt to prioritise programs.  As the name suggests, it starts with a zero program (think about it, no maintenance….), then sequentially adds the most important programs such as break-down response, planned corrective maintenance etc.  Even when applied on a process by process basis, it adds little value to maintenance management. The problems with this approach are obvious – not least of which is that many of the “earlier programs” will change in content and therefore cost and impact as the later ones are added.
Activity-Based Budgeting has become a lot more popular in the past few years, and compared to the previous examples, it has some significant advantages.  Typically in this approach, the major cost elements are forecast by like groups of activities, so we will see total labour and material costs for pump maintenance, total material cost for compressor maintenance etc.  This clearly helps us to focus on the issues in a way that can be helpful to the maintenance manager in his quest to better manage his department.  But it still does not go far enough, as it gives little or no help in prioritising action or managing the across the board 10% cut.  This is because the priority of “pump maintenance” or “compressor maintenance” cannot be assessed without knowing which pump, which compressor.

In our previous article, we presented the following monthly and annual cost report extract as an essential management tool:
Equipment

Labour 
($)

Materials ($)

Contract 
($)

Tools 
($)

Total 
($)

Comments

#5 Winder 

 - Regular
 - PM’s
 - Emergency
 - Special   Total
15,250

3,240

5,200

3,500

27,190

12,440

4,500

4,500

2,550

23,990
Nil

Nil

Nil

45,000

45,000

300

Nil

Nil

Nil

300

27,990

7,740

9,700

51,050

96,480

Another breakdown last month! Should be solved by the major refurb.
Hot Press
 - Regular 

Indirect and Overhead

Total

We would like to re-present it now as the best basis for building next year’s budget.  As 

before, we can take this from the CMMS, using the Equipment hierarchy to group families of equipment that are related – typically in a production sense.

Next we need to look at the comments that we have accumulated throughout the year to remind us of the key elements that have affected the way the costs have accumulated.  For example, in this (simple) case, we can see that:

· the frequent breakdowns should have been fixed by the refurb that was completed; this will reduce the emergency costs for next year
· …and probably the “Regular Maintenance” (corrective or repair) budget
· the need for a special project no longer exists – thus reducing the “Special” category of expenses.
· On the other hand, with the introduction of new equipment, we should expect that the PM program will be expanded.
Next we need to examine the breakdown report to see where the company’s money has been wasted on expensive breakdowns.  We will need to include special allowance to account for remedial action for the bad actors.

Underlying these adjustments, we can expect that there will be changes in three of the core cost factors – for example:

· in-house labour rates increased by 3% because of the new labour contract
· contractor rates have increased on average also by 3%
· materials and consumables costs on average have increased by 4%.
Adding these factors into our costs from last year, we can now prepare a budget similar to the following:

Actual This Year

Budget Next Year

Equipment
Labour
($)
Materials ($)
Contract 
($)
Tools 
($)
Total 
($)
Comments
Change (%)

Total 
($)
#5 Winder 

- Regular

- PM’s

- Emergency

- Special   Total
15,250

3,240

5,200

3,500

12,440

4,500

4,500

2,550

Nil

Nil

Nil

45,000

300

Nil

Nil

Nil

27,990

7,740

9,700

51,050

96,480

Completed a major refurb this year; will save on Reg Mtce $ and Em $ next year; need to boost PMs

-15%

+10%

-90%

-100%
23,790

8,500

970

Nil

33,260
Hot Press

 - Regular

Indirect and Overhead

21,300

2,500

Nil
Nil
23,800
N/C
23,800
Total

*Overall Rate Changes:    Labour Rates 3%          Materials and commodities 4%      Contractor rates   3%

From this, we can now see where the dollars are going – on an equipment by equipment basis (or equipment group).  For troublesome equipments, we can now give it a higher priority, and allocate a higher percentage of the budget.  Simultaneously, when the dreaded 10% cut comes over the horizon, we can readily see which equipments and expense elements will suffer.  This in turn allows us to assess the higher risk to the production process and the company of cutting the maintenance budget.

In future editions, we will cover Project Costing for Maintenance Managers, and how to deal with our accounting friends.  Stay tuned. And if you have any questions or reactions to this note, or any specific areas you’d like covered in this Finance in Maintenance series, just drop me a line – it would be great to hear from you.  Ben@omdec.com.

	Upcoming

Next month’s article will be on managing maintenance projects.  Please advise me, if there are other topics on maintenance management or project management issues that would you would find of interest.

Murray Wiseman of OMDEC is holding a course on “How to Use the CMMS for Reliability Improvement?” at the ABB University, in Burlington, ON (near Toronto), November 23 – 25, 204.  For more information, please e-mail murray@omdec.com .
PEMAC is organizing a maintenance conference in the Toronto area, November 29 to December 2, 2004 called Main Train.  Information is 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. 

Copyright 2003 - 2004 © Leonard G. Middleton – Asset Management Solutions

































































































































































































































































[image: image2.jpg]ASSET MANAGEMENT S0OLUTIAONS

CC WHEN MANAGING ASSETS IS CRITICAL TO YOUR BUSINESS



