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Newsletter for January 2012
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 the distribution of 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. 
This month’s newsletter is by Ben Stevens, and Ben can be reached at StevensB@kingston.net.

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.

	Maintenance Outsourcing
Some questions on Maintenance Out-sourcing were raised recently by Hamidreza Ghanavaty.  Many thanks Hamid for suggesting the topics for this newsletter.

Q1: Why are Performance-based contracts preferable to Lump-Sum or Fee-for-Service contracts? 
A: A Performance-based contract based typically will focus on achieving KPI’s that are beneficial to both companies.  In Performance-based contracts, we set the objectives (and therefore the KPI’s) so that the incentive is for the contractor to propose good ideas, good technology and good practices – the things that that will increase uptime, decrease cost, increase performance, reduce failures etc.  Note that the incentive must also be for the owner equally to consider and adopt these practices.   In return both the owner and the contractor should share the added value – that means the contractor gets paid more for results that benefit the owner.  This concept can be applied to both strategic and non-strategic assets, and is particularly important for an owner who is actively looking to implement continuous improvement.

Q2:  Why do Lump Sum contracts and Fee for Service contracts usually deliver poor continuous improvement for the owner? 

A:  In a lump sum contract, the owner requires the contractor to deliver selected maintenance tasks for which he gets paid a lump sum.  For the contractor to make more profit he has one major incentive – cut costs.  He can do this by cutting corners on quality, by skipping jobs that cannot be inspected, by hiring cheaper and less experienced labour, by using cheaper and lower quality parts.  The contractor can also increase his profits by being more efficient, but this rarely occurs in practice under these types of contracts because they require investment in technology, procedure improvement and training – all of which incur front-end costs by the contractor.  If the contractor has any good ideas, then he will not share them if they cost more – because his payment will not increase.  Nothing here prompts the contractor or the owner to strive for improvements in cost or performance. 

Q3: How then does the owner provide an incentive for the contractor?  How will the contractor make more money?  If the contractor makes more money, how can the owner benefit?   

A: The best contracts encourage the contractor to propose new and better ways of doing maintenance which result in both the contractor and the owner making more money.  If one makes more and the other does not, then it is not a good contract. Worse still, a contract that results in more profit for one at the expense of the other will inevitably cause the losing partner to find ways to cut corners, reduce work effort and terminate the contract.
Q4:  If an owner already has a Lump Sum contracts and Fee for Service contracts, how can we encourage improvements such as increased PdM / PM (predictive and preventive maintenance) and reduced EM (Emergency Maintenance)?
A: First let’s assume that the owner has defined a given scope of work that identifies what has to be done and how much the contractor will be paid for it.

Next we need to assume good relationships between the owner and the contractor, such that they can work together and want to build a good long term relationship – this means there is an incentive for both of you to improve.  For the owner, the goal is more effective maintenance, happier customers, lower cost of maintenance, fewer failures etc.; for the contractor it is to have a happy customer (the owner), have a long term relationship, increase his profit and for the owner to act as a reference.
So how to make all this happen?   The contractor needs to find it more profitable to prevent failures than to fix failures – the owner should already know is a key objective.  A KPI that will measure this is therefore important.  One way for example, is to set up a measurement for the Cost of Failure of the equipment that the contractor is managing.  The KPI target will be to show a reduction in that cost of failure – AND the owner must be prepared to share part of that cost reduction with the contractor as his payment or bonus.  Another important incentive for the contractor is to base the renewal of his contract on achievement of a reduction in the Cost of Failure KPI.
Once that is done, then as the contractor completes any emergency work,  the owner and contractor together evaluate what was done, why it was necessary (the root cause), and what can be done to prevent it from happening again.  These new tasks must then be added into the preventive maintenance cycle.  As the root causes are eliminated, then the amount of PM work will increase and automatically, the amount of EM will reduce.

Q5: Should we use this approach for every machine?
A: No!  Life is too short – we don’t have time!  Apply the method to the most critical equipment.  If you have a way of automatically tracking the cost of failure to individual equipment or classes of equipment or production centres, then this greatly helps the decision as to which equipment you apply the method to --- those that have the highest cost of failure
Q6: Any final suggestions:

A: Know why you are Outsourcing and set criteria for measuring which types of contracts best suit your needs.  One type does not fit all circumstances.  I have a short PPT case study on the pluses and minuses of each type of contract – send me an email if you would like a copy (stevensb@kingston.net).  Your selected contract type should deliver value for each of your criteria

Most contractors want to deliver higher value as this increases the chances of a longer term contract or a renewal. Therefore converting from a Lump Sum or Fee for Service to a higher value, higher performance contract does not have to wait for the new contract to be signed.  Your contractor should start to recognise that he will be rewarded for behaviour that increases your ability to deliver to your customer – this is the basis for a successful strategic partnership.

Success and happiness to you all in 2012 and beyond!

	Upcoming

Please advise me, if there are other topics on maintenance management, project management, or physical asset management issues that would you would find of interest. 
PEMAC is organizing MainTrain and has scheduled it for February 13 to 16, 2012 in Toronto.  Please see: www.maintrain.ca for more information.   

	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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