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Newsletter for April 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 4:

Project Costing, Project Justification – Part 2 
A couple of months ago, we defined a “project” as work that 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.  It is this exceptional consumption of the company’s money that prompts the Financial Department to take a much closer look at new projects than it does at regular maintenance costs.  It’s easy to argue that they know little or nothing about regular maintenance and so can do little more than track the expenses.  But when it comes to a project, accountants have developed a methodology for measuring success or failure in financial terms.  And as they sign the cheques, we have to dance to their tune.

Here is a simple blueprint for the outline of capital project to reduce breakdowns:  it will go a long way towards satidfying Finance’s requirements:

Project Objectives
1. Summarize what it is you plan to do, the costs and the expected benefits.
2. Be specific – especially when it comes to the numbers…
a. - don’t say “the objective is to reduce costs and increase reliability”.
b. Instead “the objective is reduce maintenance repair costs annually by $xxx Labour, $yyy Materials and $zzz Contractors;  reduce downtime from an annual x% to y% or reduce the number of breakdowns from x annually to y”.
3. Be credible – the numbers need to be supportable and consistent, not exaggerated.  Remember you may have to report success against the numbers your proposed.
4. Keep the objectives statement short and simple
So where do the basic numbers come from?  If you are tracking breakdowns along the lines of the report proposed in our August 2004 article and backing that up with root cause analysis, then they become relatively simple to develop.  
 Here’s a sample objectives statement:

“To replace the main shaft and bearings on the Extruder.  This will reduce the number of breakdowns from 2 this year and an expected 4 next year to zero (saving a net $120,000 in lost production in year 1), and eliminate emergency repair work (saving about $24,000).  Costs for the project are estimated at $48,000, for a payback of less than six months.  Benefits will continue beyond Year 1 at an increased level”
Project Justification – Benefits
Again we need to keep the statements short, direct and to the point.  Where we make claims for improvement, then we need to back them up with the supporting numbers:
“… Based on this year’s data (below), our extruder is losses are $90,000 annually in lost production, plus an additional $12,000 in Emergency Repairs.  This is based on a total of 6 breakdown hours (verified with Production), at $15,000 per breakdown hour (verified by Accounting).  With no investment, and based on the machine condition (see foot note), we predict at least 4 breakdowns next year for a total loss of about $200,000.”

Our breakdown report summarizes the costs incurred by the Extruder – based on lost production value and emergency repair costs. 

Equipment  Breakdowns  B/D Dur.   B/D Cost/Hr   B/D Cost   Emergency Repairs  Total B/D Costs
                           (#)             (hrs)                 ($)                ($)                       ($)                        ($)
Extruder              2                  6                 15,000         90,000                 12,000                102,000
Footnote: Our analysis results show the main shaft alignment deteriorates by 1% each operating day – functional failure occurs at 50%; hence 4 breakdowns are predicted each year unless a permanent repair is completed.
Of course, this analysis has been kept very brief, and the reality is that it will require more in-depth analysis and explanation.  At the very least, we will have to make a projection of benefits (and costs) over time.  Most companies have a standard project period for their projections.  Ask your friends in accounting what the standard is for your company.  And while you are at it, ask them to give you a hand to calculate the numbers – that way it will be much easier when the final Finance evaluation of the project is done.

Here’s a sample of the supporting cost table that will accompany our proposal:

                                                                                         This Year         Year 1          Year 2           Year 3
Number of Breakdowns                                                               2                   4                   4                    4
Breakdown Hours                                                                         6                  12                 12                 12
Lost Production Cost / Hour                                               15,000            15,000          15,000           15,000 
Lost Production Cost Avoided                                             90,000         180,000         180,000        180,000 
Lost Production during Project Implementation                       Nil          -60,000                 Nil         -30,000   

Total Emergency Repair Cost                                             12,000            24,000           24,000         24,000
                                        TOTAL                                        102,000          144,000         204,000       174,000
Notice that we are also taking account of the downtime for the actual implementation – and in fact are predicting that some downtime will also occur in year 3.  These could be equally well be included in the costs section.

Project Justification – Costs
Follow the standards your company uses for showing costs:  most companies divide into Labour, Materials and Contractors; some have a more detailed sub-divisions.  The people who evaluate our proposal will be looking to make sure that it reflects the way we normally account for our business – so we might as well get it right from the start.

Here’s a simple cost statement:

                                                                                                                   Year 1          Year 2           Year 3
Material Costs 
- New Shaft                                                                                                 28,000                Nil                 Nil
- New Bearings                                                                                              8,000                Nil             8,000
- Misc.                                                                                                           1,000                 Nil               500
Labour Cost

- Installation                                                                                                    4,000                 Nil            1,000 
- Alignment                                                                                                     3,000             3,000           3,000
- Commission & Test                                                                                      4,000                 Nil            1,000

Contractor Cost                                                                                                Nil                  Nil               Nil
                                         TOTAL                                                               48,000             3,000         13,500
It’s wise to back up these numbers with quotes, detailed estimates etc – but they are best put into an appendix so that they will not interfere with the flow of the proposal.  However in our example, there is one number that stands - so we should draw attention to here – that is the additional capital cost included for the bearing replacement in year 3.

Summarizing the Proposal

Putting together the costs and the benefits, we can then construct a simple table similar to the following:

                                                                                                                   Year 1          Year 2           Year 3
Total Project Cost                                                                                     48,000             3,000         13,500
Total Project Benefits                                                                             144,000         204,000       174,000
Net Project Return                                                                                    96,000         201,000       160,500

What’s Missing?

In our simple example, we have taken a several major short-cuts – for the sake of brevity:

5. Firstly we have not attempted to provide a technical evaluation of the project.  This is essential; it will not only be the finance department doing the evaluation, but also engineering.  So we must cater to them.  
6. Secondly, we have not looked at alternatives and shown why we think this is the best one.  The alternatives section should look at technical options;  it should also look at the comparative costs and benefits of the options that were discarded.  
7. Where production expansions are involved, then a sales and marketing summary will be needed.  
8. If quality is affected (positively or negatively) then again we need to include a summary of the impact.  
9. And finally the safety and environmental effects need to be included.
Lastly, we have not attempted to introduce any of the more complex financial factors like inflation rates, cost of capital, return on investment.  We’ll save those for a future column.

As always, we welcome your comments – ben@omdec.com 

	Upcoming

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

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 – May 16 & 17, 2005; and CMMS Course – May 24 & 25, 2005.  Please note that the dates for these courses have been changed.  I will be chairing the Benchmarking for Maintenance Course.  Readers of this newsletter can contact Federated Press at 1-800-363-0722 extension 243 for a 15% discount on registration. For more information on the course, see: http://www.federatedpress.com/pdf/FPress_BenchmarkingMaintenance_0505.pdf ).  For more information on Federated Press, see: http://www.federatedpress.com/.   

Conscious Management Inc. is offering a RCM (Reliability Centred Maintenance) course in the Toronto area on November 22-24, 2005.  See their “Events” page at: http://www.consciousmanagement.ca/ for details.
PEMAC is again organizing their maintenance conference in the Toronto area, this Fall on November 28 to December 1 called MainTrain 2005.  Information for MainTrain 2005 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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