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Newsletter for November 2018
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.
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.
If you have any questions or topics you would like to have us discuss, please send them to me.
Further changes have resulted in me no longer providing management consulting services under the Asset Management Solutions banner.  I will continue to collaborate with Ben to continue to share our knowledge and insights through these newsletters.  We have a number of readers worldwide and feel we have been providing a useful service to those who might otherwise want or need the alternate insights provided.
 Note to Canadian subscribers:  With the change in anti-spam legislation, we are required to ask you to opt-in to confirm your wish to continue to receive our newsletter.  However, as we have never tracked the Canadian subscribers from our international ones, I am uncertain as to how to identify the Canadian subscribers who did not opt-in.  As noted in the first paragraph above of all the newsletters, please contact us to have your name removed from the distribution list.  We have honoured all past requests for removal and will continue to do so in the future.

	Importance and Limitations of Financial Statements – Part 2
Understanding the purpose of financial statements and their impact on decisions...
Financial Statements

It is important to note that for financial accounting, accrual accounting is used, and is different from accounting on a cash basis.  A set of financial statements are issued at the same time and the timing is aligned i.e. income statement and statement of sources and uses of cash cover the same period, and the balance sheet and statement of owner’s equity will include the same point of time at the day ending of the reporting period.

The complexity of financial statements will depend upon the regulations and the audience.  For a small and closely held (few number of owners) organization, the financial statements may be simple.  For large multi-national organization with multiple operating divisions, the financial statements are often large and complex.  Suggest you search out annual reports for large organizations to get an idea of the size and scope.  Sometimes multiple years are shown in the reports to provide current and potential investors with an indication of the recent financial progress.
Income Statement

The income statement (also known as P&L statement, P&L – Profit or Loss) is a summary of the significant sources of revenue, the matching expenses related to those revenues, and the resulting profit (or loss), for a fixed time period (e.g. annual, quarterly, etc.).

Below is an abbreviated annual income statement summary of a large international mining company:
Revenue                                                                                                                                                                ($MM)
                 Revenue from Gold                                                                                                                                 7,631
                 Revenue from Copper                                                                                                                                608
                 Other Sales                                                                                                                                                 135
                 Total Sales                                                                                                                                              8,347
Operating Costs
                 Gold
                                                    Direct Mining Costs                                                                                              3,063
                                                    Depreciation                                                                                                          1,529

                                                    Royalty Expense                                                                                                       206

                                                    Community Relations                                                                                                 38
                                                    Cost of Gold Sales                                                                                                4,836
                 Copper                      Cost of Copper Sales                                                                                                 399
                                                    Total Operating Costs                                                                                          5,235
Profit (or Loss)                                                                                                                                                          3,139
Direct mining costs would include all direct labour (e.g. equipment operators) and materials (e.g. diesel fuel for mining equipment, chemicals for ore processing) for the reporting period, annual in this example.

As this is a capital-intensive industry with many long-lived assets (e.g. mining equipment, ore processing systems, etc.), depreciation is a large number.  However, as discussed, it is an accrual accounting allocation of the previously invested capital costs for the reporting period, and does not reflect cash spent for capital during the reporting period.  This is a result of the matching concept where costs including depreciation / amortization related to the time period, are matched to revenue.  When evaluating how much cash the operations is generating, often EBITDA (Earnings Before Interest Taxes and Depreciation / Amortization) is used to better understand the situation, as depreciation / amortization is not cash, and just an accounting allocation.

As this is a natural resource extraction processes, royalties are paid to the relevant government agencies.

To try to have good relations with those affecting by the mining operations, money is spent on community relations, otherwise they could have difficulty operating their mines.  

As gold is the main source of revenue and copper can be considered a by-product (i.e. revenue of 7,631 versus 608), details of the costs related to mining and refining copper are not listed, as it would be difficult to break them out and would have limited relevance.

Balance Sheet

The balance sheet is based upon the “Accounting Equation” where Assets = Liabilities + Owner’s Equity.

The balance sheet is a “snap-shot” report for a single point in time, typically at the end of the reporting period.  Typically, the balance sheet lists the asset and liabilities separately in the report in order of their timing (i.e. how current they are) for liquidity of assets, or for liabilities when they need to be resolved and will impact cash.  Values listed are BV (Book Value), or where assets are depreciated in NBV (Net Book Value), the value of the assets after depreciation / amortization.

For assets in order of liquidity could be for current assets: Cash; Accounts Receivable; Inventories; Deposits and Pre-Paid expenses; Deferred Income and Other Taxes.

And for non-current Fixed Assets with a value beyond the current fiscal year: Land; Buildings; Machinery and Equipment; Office Furniture and Equipment. 

For current liabilities in order of timing could be: Bank and Short-Term Indebtedness; Accounts Payable; Dividends Payable; Income and Other Taxes Payable.

And for non-current liabilities with obligations beyond current fiscal year: Debentures (amount of loans or bonds to be paid in future); Deferred Income Tax; Obligation Under Capital Leases.

As noted above and adjusting the equation, Owner’s Equity = Assets - Liabilities

Statement of Owner’s / Shareholder’s Equity

Like the balance sheet, this is for a single point in time and at the same point in time as the balance sheet.  This report is used for smaller organizations where the owner(s) may be investing additional capital, or taking out capital in the form of loans or dividends.  For large asset intensive industries, this report has limited relevance for the Maintenance, Reliability, and Asset Management professional.

Statement of Sources and Uses of Cash

Like the income statement, this covers the reporting period and reports how cash was generated during the reporting period and where it is used.  It is not a detailed cash flow report, but is aggregated for the reporting period and does not indicate when exactly the cash was generated or used.  If we look at an unrealistic hypothetical extreme example, if the organization incurred all its expenses at the beginning of the reporting period and got all its revenue at the end of the reporting period, the problems of dealing with the resulting cash flow problem would not be evident in the sources and uses of cash financial statement. However, for large organizations, the finance and accounting departments are responsible to manage cash flow, and may use lines of credit, loans, or purchasing and selling short-term financial investments to manage normal expected cash flow requirements.

Sources of cash can include: Earning (from Operations); Add in of Non-Cash Items from Earnings (non-cash expenses e.g. depreciation / amortization, loss on disposal of fixed assets, net (decrease) increase in deferred income taxes); Income from Financial Investments; Extraordinary Income (revenue from sale of assets).

Uses of cash can include: Investment in Assets; Dividends Paid to Shareholders; Interest Payments on Loans or Bonds; Extraordinary Expenditures (closing plant, purchasing another business, purchasing shares, etc.). 

Limitations Related to Financial Statements

Financial statements are designed to have the business viewed by outside third parties (e.g. banks, potential investors) and existing shareholders, and are constrained by the rules used in financial accounting (e.g. GAAP – General Accepted Accounting Practices, or IFRS – International Financial Reporting System).  This means that to properly understand the financial statements, the reader needs to have sufficient understanding of finance and accounting.

Business ownership and organizational structure, business and political environment can all affect decisions for the organization on rules for what to capitalize versus expense, in recognizing revenue and expenses, and other accounting rules.  This will impact comparability between organizations in the same industry.

For large corporations where stock prices are often used for senior level compensation through the use of stock options, that can become the focus of senior management.  However, as M&A activities (Mergers and Acquisitions) will provide a faster and larger bump in stock price, senior management may not prioritize as much upon organization’s ongoing operational performance.  There is also the tendency to look at short-term performance and the next reporting period (e.g. quarterly and annual reports), rather than a long-term asset management perspective.

Impact on Asset Management, Maintenance, and Reliability

Financial Performance Measures

Financial analysis often uses ratio analysis to compare performance between organizations in the same industry or a single organization trend through time. For example, in a comparison between competing organizations in a capital / asset-intensive what appeared to be a commodity steel industry, found a smaller organization to be more profitable than their larger (e.g. head count, assets, revenue, etc.) competitor.  Upon closer examination, it was found that the smaller company got a higher price per ton for their product, and they were selling a more valuable differentiated product, rather than a commodity product. 

Here is a short list of some along with their relative importance, and will require further research if more detail is required.

Liquidity Measure Ratios – This is a measure to evaluate the organization’s ability to pay its short-term financial obligations.  These can include: Current Ratio; Quick Ratio; Cash Ratio; and Cash Conversion Cycle.

For more detail on liquidity and cash flow management, see January 2017 newsletter on “Importance of Working Capital Management”.

Effective Use of Capital – If one is using money to make money, then how effective is the investment, relative to a lower risk guaranteed investment (e.g. savings account, treasury bill, etc.) is important. There are a number of common ratios that fall under this heading, including: Return on Equity; Return on Capital Employed; and ROA / RONA (Return on Assets / Return on Net Assets).

In asset intensive industries, one needs to ensure the assets are suitable to their intended use, are well constructed and installed, and are operated and maintained effectively to maximize the value the assets provide to the organization.   This is an asset management value approach, rather than focusing upon purchase cost or capital costs only.

	Upcoming

Please advise me, if there are other topics on asset management, maintenance, reliability, or project management issues that would you would find of interest.
The 2019 version of PEMAC’s (Plant Engineering and Maintenance Association of Canada) MainTrain will be held in Edmonton.  For more information, see: www.MainTrain.ca. 

	Contact Us

To provide feedback on this newsletter, including comments on past articles, ideas for future articles, add names for other interested colleagues or friends (please copy them with your request), or to remove your name from distribution of this newsletter, please e-mail me at info@asset-management-solutions.com.  

Please feel free to contact us to discuss any of your physical asset management questions.  For more information, please contact me directly. See our web site at: http://www.asset-management-solutions.com for other information, including asset management issues and solutions. 
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