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Newsletter for February 2005
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 newsletter is from Ben Stevens of OMDEC and addresses project costing.  Ben can be contacted via e-mail at: ben@omdec.com .

	Finance in Maintenance - Financial Basics for Maintenance Managers 3:
· Project Costing – Part 1
What is a Project and Why is it Special?

Increasingly, Maintenance Managers are being dragged into the discussion of returns on investment on projects.  This is because in this competitive world, scarce cash will be invested in those projects which provide the best ROI or Return on Investment.  We’ll try to define ROI later, but first we must ask why does some work get classified as “operations” and get paid for out of operating money, while other work gets classified as “a projects” and gets paid for out of investment money?

The rules will differ from company to company, but here’s a simple rule of thumb:


Operating work maintains the current production capability; it is paid for out of current revenue from sales.  It is charged directly to the departmental expense and appears as part of the company’s Profit and Loss Account.  This comprises regular corrective repair and maintenance, PM’s, emergency repairs, parts replacement etc, including the cost of labour, materials and contractors.

Capital (or Project) work replaces or expands the current production capability; it is paid for out of investment funds, is capitalized and added to the company’s investments on the balance sheet, is depreciated over the expected lifetime of the equipment, with only this year’s depreciation being charged to the Profit and Loss Account.

Most companies will set a minimum limit to the definition of a capital project (for the purposes of accounting simplification).  The rules will also differ a bit as to what is included in the definition of “a Capital Project” – but generally it will be:

+ equipment cost – including equipment selection costs and shipping

+ design and production engineering

+ direct labour  and contractor costs for installation and commissioning

+ direct overhead costs associated with the labour 
+ other direct costs such as energy

Just to be confusing, some regular routine maintenance requires Capital Spares.  These are different from Capital Projects; they are common in heavy production environments where the spare part is both expensive and is itself repaired.  Without going into too much detail on these special items, they normally are serialised, are originally capitalized (i.e. appear on the Balance Sheet as a capital asset), and are depreciated on a regular basis (again with the depreciation being charged to the Profit and Loss Account).  Each is tracked individually in the CMMS by serial number; the cost of repair is normally added to the capital value (or maybe averaged out over all the items of the same class), and that new increased value is used as the basis for future depreciation calculations.
What is ROI Anyway – and Why Should I Care? 
Let’s now look at the basics of ROI.  As its name implies, it tries to calculate the financial return to a company of investing cash in a project.  But as you will see, while it sounds simple, it is actually a lot more complex once we get into the fine strokes.  In the simplest example, if we invest $100 with a broker (and remember they are not called Broker for nothing….), make a profit of $10, and pay a fee of $2, then our ROI is ($10 - $2)/$100 = 8%.

This simple case is the basis for all the more complicated ones, and gives us the general formula:
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The trick comes in how we define each of the terms.  If we take the basic day to day operations of a business, then we see the extent to which Maintenance is involved in each of Revenue, Cost and Investment – flagged with a * below:

Revenue = Production Volume* x Price

Production Volume = Runtime* x Throughput*

Runtime = Total Time – Downtime*

Cost =  Total Production Cost* + Total Maintenance Cost* + Total Admin Cost*

Total Maintenance Cost = Maintenance Labour Cost* + Maintenance  Materials Cost* + Tools Cost* + Contractor Cost*

Investment = Total Building Value* + Total Equipment Value* + Total Land Value* + Value of Financial Assets
The role of the Maintenance Manager thus has a profound impact on many aspects of the ROI of a business.

Different Types of ROI

One final area we need to touch on in this introductory session is the different types of ROI:

1. ROI for the operations of a company is usually defined as being the Returns from a specific period of time – typically a year, half year or quarter.  Thus if we see XYZ Company quoted as having attained a 15% ROI, it usually means the 15% is related to the Revenues earned and the Costs incurred their business operations during the past period; however the investment number is related to the net investment at the end of the period.  Net investment is defined as the accumulated investment over the lifetime of the company, less the depreciation applied to the assets over that same period.

2. ROI for a project is typically defined as the average ROI for the lifetime of the Project – i.e. the lifetime of the equipment acquired by the Project.  This means that we need to calculate all the revenues, costs and investments for the lifetime of that equipment.  Thus Project ROI is fundamentally different from Company ROI.

3. However a moment’s thought will remind us that many Maintenance Projects are actually looking for cost reduction rather than revenue increases.  Not to worry, the principles are the same, except that instead of including Revenue increases, we simply substitute Cost savings, and use the exact same process.

In a future column, we will cover some of the mysteries of finance that are involved in accounting for cash flows over the period of time of a project.  Also we will work our way through a project justification process to highlight those key elements that will improve the probability of a successful project proposal.

Let me know if you found this interesting (or not!!)  or you have any comments or questions – ben@omdec.com 

	Upcoming

Next month’s article will be on the search for the maintenance “Silver Bullet”, that elusive solution to all your maintenance problems.  Please advise me, if there are other topics on maintenance management or project management issues that would you would find of interest.

PEMMAX Consulting is offering a PROACTTM Root Cause Analysis Workshop April 4 & 5, 2005 in Toronto.  See: http://www.pemmax.com/ for workshop details.
Federated Press will be offering a number of maintenance related courses in the Toronto area, including: Benchmarking for Maintenance Course – May 26 & 27, 2005; Plant Shutdown Course; and CMMS Course.  Please note that the dates for these courses have been changed.  I will provide the other revised dates in the next newsletter.  I will be chairing the Benchmarking for Maintenance Course, and will provide more information as it becomes available.  See: http://www.federatedpress.com/ for more information on Federated Press.   

Conscious Management Inc. is offering RCM (Reliability Centred Maintenance) courses in the Toronto area on March 15-17, 2005 and November 22-24, 2005.  See the “Events” page at: http://www.consciousmanagement.ca/ for details on locations and dates.
PEMAC is again organizing a maintenance conference in the Toronto area, this Fall called MainTrain.  I will be working with the content committee, and if anyone has any suggestions as to what they would like offered, please feel free to send me an e-mail with your ideas. Information for MainTrain is available at: www.maintrain.ca , or check the PEMAC web site at: 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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