Asset Management Discussion Guide

Asset Management Discussion Guide


Part 2: Better Asset Management 

This Part of the overviews provides guidance on the application of the principles and concepts discussed in the Overview. 
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2.1 Management Control 

Effective implementation of asset management principles can only be achieved within a framework of appropriate control and monitoring by management. 

Introduction 

The control structure needed within an organization in relation to asset management cannot be ignored.  The control structure is an essential element of good corporate governance and is a necessary precursor to effective implementation of asset management principles. 

This section focuses on the policies and procedures that need to be developed and promulgated, and on the management information that is required to make timely, informed asset management decisions. 

The Internal Control Structure 

The systems, processes and procedures established within an organization to ensure that management's plans and intentions are implemented are referred to as the internal control structure. This structure extends beyond those matters that relate directly to financial reporting and comprises: 

· The control environment -- including management's philosophy and operating style, and the polices and procedures; 

· The information system -- financial and non-financial information; and 

· Control procedures -- internal accounting controls, management controls and asset security. 


Each element is important to effective asset management. Appropriate policies and procedures must be in place and the controls must be operating effectively.  Only then can management be assured that the information with which it makes decisions is reliable. 

2.1.1 Policy and Procedures 

Asset policies extend beyond accounting policies.  They should be comprehensive, covering all phases of the asset life cycle, and should address principles of asset management. 

The development and promulgation of comprehensive asset policies and procedures are important elements of the internal control structure of an organization.  They reflect management's operating philosophy and style.  Their content is one indication of management concern with maintaining adequate control over its resources.  

Good policy and procedure manuals are: 

· Integrated - policy statements and procedural guidance are combined; 

· Consolidated - all relevant policy and procedures are located in one source; 

· Cross-referenced - references to legislative requirements, government policy pronouncements, and supplementary instructions are supplied ; and 

· Formatted for ease of update - preferably in electronic format. 

Asset policy and procedure manuals should include more than operational aspects, such as recording assets, taking stock and write-off procedures.  They should also address strategic issues such as planning for acquisition, accountability arrangements, maintenance and operating policies and strategies.  The following checklist has been developed to provide guidelines of the contents of a comprehensive policy and procedure manual. 

Figure 2-1 Policy and Procedure Checklist 

	Management Review Checklist - Asset Policy and Procedure Manual

	Phase 
	Section 
	Exists
	Quality
	Location
	Owner
	Format

	Planning 
	· Definition of assets 

· Role of assets in program delivery 

· Non-asset solutions 

· Asset life cycle 

· Life cycle costing approaches 

· Accountability and responsibility 

· Elements of the asset strategy 
	
	
	
	
	

	Acquisition 
	· Analysis of alternatives 

· Developing an acquisition plan 

· Receipt and acceptance of assets 

· Establishing ownership and control 
	
	
	
	
	

	Operation 
	· Establishing performance indicators 

· Operation & maintenance plans 

· Monitoring condition and use 

· Maintenance scheduling 

· Tracking assets: - transfers, loans, off-site repairs. 

· Safeguarding and protecting assets 

· Physical inventory 

· Physical security 
	
	
	
	
	

	Disposal 
	· Identification of surplus, obsolete & under-performing assets 

· Replacement strategy 

· Evaluation of disposal alternatives 

· Write-off of damaged or missing assets 

· The disposal plan 
	
	
	
	
	

	Accounting 
	· Definition of assets: 

· Capitalization threshold 

· Enhancements & upgrades 

· Valuation of assets: 

· Recognition criteria 

· Valuation methodology 

· Depreciation of Assets: 

· Method 

· Useful life 

· Treatment of repairs & maintenance 

· Recording assets on acquisition, transfer and disposal 
	
	
	
	
	


2.1.2 Asset Register 

An adequate asset register is essential to effective asset management.  It is the basis of an asset management information system and should contain relevant data beyond that required for financial reporting. 

The size and complexity of an asset register will depend on the number and type of assets held by an organization.  The volume of purchases, transfers and disposals in a year is also an indicator of the degree of sophistication required for asset recording and reporting. 

With this in mind, the features of a good asset register include: 

· Integration to the extent practicable with purchasing, engineering and construction and the general ledger; 

· Asset data is: 

· Updated as transactions and events occur; 

· Regularly reconciled with acquisition data and the general ledger; and 

· Readily available to asset managers;

· Structured to allow different classifications of assets to be distinguished;

· Financial data on assets is maintained down to the level which is important to decision-makers; and 

· Clear identification of the individual or organizational unit, responsible for the asset. 

The asset register should contain non-financial data on acquisition, identity, accountability, performance and disposal in addition to the financial data necessary to satisfy reporting obligations. 

The following diagram summarizes the type of data that should be maintained on assets.
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2.2 Integrating Planning 

Asset management decisions should be integrated into strategic planning processes.  The asset strategy is one element of the Strategic Plan of a company that complements the Operations, Human Resource, Information Technology and Financial Strategies. 

Introduction 

Corporate planning horizons typically range from 3 to 5 years.  They rarely exceed 10 years due to the uncertainties inherent in forecasting past that period.  Fixed asset lives, in contrast, may vary from two, to in excess of, sixty years.  The challenge for the business is to integrate very long term engineering and capacity estimates with shorter-term budget, financial, human resource, and information technology horizons.

Integrating asset planning into the strategic planning processes using a 'whole-of-life' approach presents a challenge, particularly for the longer-lived assets.  It is important the projections of capital and operating costs of owning and using assets extend at least to the corporate planning horizon (the same holds for other resource inputs). These projections are then able to be included within business or operational plans.  

 

2.2.1 Elements of the Asset Strategy 


Asset Management Plans 
"What" needs to be done. 

Each stage of the life cycle needs to be planned to identify what needs to be done to ensure that assets effectively support program/service delivery.  Individual plans consider the needs of the other stages of the life cycle to ensure an integrated approach is achieved.

Management plans are dynamic -- regular reviews of asset performance should be undertaken and the plans modified accordingly. 

The Service Delivery Method 
"How" it will be done. 

The service delivery method provides the mechanism for delivering the asset management plans.  It is based on a needs analysis and an examination of how the plans are currently being delivered; and is reviewed against relevant financial, regulatory, socio-economic and environmental factors.

The two major options for service delivery are 'in-house' and 'outsourcing'. Various combinations of these options are available.

Performance Monitoring 
"How well" assets meet program needs. 

Periodic reviews of asset performance are an essential element of the asset management framework.  They aim to provide factual and quantitative information on the performance of the asset in meeting program delivery needs.  Performance monitoring forms the basis of management of the asset throughout its life.  It facilitates adjustments to the various plans, ensuring program delivery needs are met and providing increased efficiencies. 

Procedures, Systems and Training 
The "basis" required for effective asset management. 

Procedures support consistent application of definitions, standards and efficient work practices.  The management information system is more than an asset register.  It should support budgeting, planning and management of assets and provide an effective means of reporting asset performance.

Training programs need to be tailored to the needs of staff.  Program managers require an understanding of the principles of asset management and the associated budgeting and accounting processes.  Staff with responsibility for operation, maintenance and disposal requires more in-depth training. 

2.2.2 Aligning Assets with Programs 

It is important that assets be aligned to the company’s programs to the extent practicable.  This allows the full cost of program delivery to be more readily determined.  The process also provides the opportunity whereby program delivery needs and outcomes are able to be compared with the assets currently used in delivery of that program.

The outcomes of this process include: 

· Identifying assets that do not have the necessary capacity or functionality to adequately address program delivery standards; 

· Identifying assets that have capacity or functionality in excess of program delivery standards; and 

· Identifying assets that do not support program objectives and should be disposed of. 

Difficulties encountered when undertaking the process of alignment generally result from: 

· Conflict between organizational structure and program structure; 

· Centralized control and ownership of 'corporate' assets such as buildings, major IT equipment, and 

· Assets being used by more than one program. 


2.3 Acquisition Decisions 

The decision to acquire an asset is made after consideration of the alternatives to asset ownership.  It is based on a comparison of the life cycle costs, risks and benefits of each alternative.  The alternatives include both 'non-asset solutions' and the various methods by which assets may be acquired. 

Alternatives to Asset Ownership; Establishing Life cycle Costs; Methods of Acquisition; The Acquisition Plan 

Introduction 

The planning process identifies the gap between existing assets and the assets required to deliver programs/services.  It also identifies assets that require replacement, refurbishment or upgrading to meet program delivery needs.  However, the 'new asset' requirement for the planning period will be moderated by consideration of alternatives to asset ownership.  Once established, the capital costs, developed as part of the asset strategy, are able to be translated into estimates of expenditure and operating budgets. 

While assets may be needed to deliver programs, it is not essential that a company own these assets.  Use of the private sector for service delivery is one means by which the risk of ownership may be transferred.  Redesign of the delivery strategy may also eliminate or reduce the need for assets.  Another possibility is to moderate the demand for the program where this is appropriate.

Life cycle costing is a process that recognizes the related nature of capital and recurrent costs.  There is little chance to avoid operating costs once an asset is acquired if program/service delivery standards are to be met.  Avoiding or deferring operating costs such as maintenance may run-down an asset, shorten its working life and/or reduce its output.  However, there are often trade-offs that can be made between the capital cost of an asset and its operating costs.  Life cycle costing is used to evaluate these choices. 

A principal choice is whether to lease or buy an asset.  Leasing presents a choice between 'operating' and 'finance' leases. The latter option substantially transfers the risks and benefits of ownership to the business, the former providing greater flexibility. 

The above processes and considerations should be documented in an acquisition plan, as part of the accountability framework.

2.3.1 Alternatives to Asset Ownership 

An integral part of effective asset management is consideration of program delivery options that reduce the need for ownership of assets.

Successful 'non-asset' solutions can reduce or defer the requirement for new assets with advantages in terms of reduced management effort and the release of capital funds. 

The consideration of non-asset solutions is becoming increasingly important as: 

· The current stock of assets is growing and steadily aging; 

· Changing expectations and technologies can prompt proposals for new assets where existing assets could continue in service unchanged; 

· Asset requirements change over time with changing program requirements; and 

· Expenditure on fixed assets constrains expenditure in other areas. 

These trends have encouraged a number of public and private sector organizations to divest themselves of assets, moving to less asset intensive styles of operation.  This approach provides greater flexibility in the face of change. 

Considerations in the search for non-asset solutions include; 

· Contracting-out the function to a service provider which will provide the assets itself; 

· Redesign the service to reduce demand on assets; and 

· Increase the utilization of existing assets -- for example, sharing facilities between programs and divisions. 

A division must have a clear understanding of the strategic significance of its assets for its service delivery obligations prior to considering 'non-asset' solutions. 

2.3.2 Establishing Life cycle Costs 

Life cycle costing is a logical, systematic process for estimating the total cost of an asset from its conception to its disposal. 

Better practice has shown that life cycle costing should include an assessment of the cost of: 

· Planning; 

· Acquisition; 

· Operation & maintenance; and 

· Disposal. 

Life cycle costing should blend all of the known costs over an asset's life into a coherent view of the true overall cost of the asset to the company. 

Actual costs should be continually measured.  This will provide a baseline to estimate costs for future acquisition projects and also provides the data with which to analyze the performance of existing assets against predicted life cycle costs. 
 

Planning Costs 

The costs associated with developing the asset solution to a stage ready for acquisition. These may include elements such as: 

· Engineering studies; 

· Environmental impact statements; and 

· Feasibility studies. 

Acquisition Costs 

The costs associated with the initial acquisition of the asset and may include: 

· Building or construction costs; 

· Commissioning costs; and 

· Installation and delivery costs. 

Operational and Maintenance Costs 

Includes recurrent expenditure on day-to-day operation of equipment.  In addition to energy, cleaning and maintenance costs, they may include the cost of specialist staff required to operate the asset. 

Disposal Costs 

May include the financial loss on an asset disposed of prior to expiration of its expected useful life due to circumstances beyond the company's control, such as becoming environmentally unacceptable.  Conversely they may take into account the potential gain on sale of assets such as land, land with mineral rights or historic sites. 
Life cycle costing provides a profile against which alternatives, including non-asset solutions, can be examined. 

Example of Comparative Life cycle Costing 

1. Establish cost profile: 

	
	Option A 
	Option B 

	Capital (purchase price) 
	$9,600 
	$10,500 

	Recurrent (over 10 years): 
	
	

	    Operating
	$150/yr 
	$80/yr

	    Major Maintenance 
	$210 after 3 years 
	$150 after 3 years 


	2. Calculate Cost using Net Present Value: 

· Select discount rate – (assume 8%)

· Compute Present Value of costs over asset life 


 
	3. Compare Present Values 

· Option A = $10,794 

· Option B = $10,735 


As can be seen by the simple above example, Option B is less costly over the full cycle than Option A.

2.3.3 Methods of Acquisition 


Once it has been determined an asset is required, the three basic options are to buy, build or lease.  Variations on this theme, for infrastructure and large construction projects, include 'build, own, operate and transfer' schemes. 

Lease versus Buy 

The decision to lease or buy an asset is an issue where the market can provide generic assets to meet service needs.  There are two principal types of lease available to agencies - the 'finance' and the 'operating' lease. 

As the name implies, the former is effectively a vehicle for financing the purchase of an asset.  The lessee takes on most, if not all, the risks and benefits of ownership of the asset.  From this viewpoint the use of a finance lease is not significantly different to ownership.  The major point of distinction between outright purchase of an asset and the use of a finance lease to 'acquire' the asset is that the 'capital' cost is able to be spread out over time. This is argued as a benefit of the finance lease. 
 

Operating leases also have an implicit interest cost.  The main benefit of these types of lease is that the lessor retains the risks of ownership. As they are generally short-term, they also provide greater flexibility to adapt to change. 

In summary, the advantages of leasing include: 

· Increased flexibility to change 'asset solutions'; 

· Reduced need for large, lumpy capital outlays; and 

· Isolation from short-term fluctuations in market supply and values. 


These advantages have a flip side: 

· Penalty clauses for early termination of finance leases; 

· Higher implicit interest costs in leases compared to assumed cost of funds to the business, and 

· Dependence on the market to supply assets may lead to long-term exposure to market cycles and values. 

2.3.4 The Acquisition Plan


For major acquisitions a better practice is to establish an 'acquisition history register' which details major decisions, times met and not met, cost targets met/overrun, and so on. 

The acquisition plan is developed during the planning phase and prior to actual acquisition of the asset.  As a minimum it should address: 

· The program delivery requirements - including service strategies and standards; 

· The non-asset solutions considered - including utilization of existing assets; 

· An analysis of the alternative methods of acquisition - using discounted cash flow techniques where appropriate; 

· The personnel involved with acquisition and their responsibilities; 

· The time-frame for the acquisition process; and 

· The timing and amount of capital outlays. 


The plan will encompass all major asset acquisitions (including replacement of existing assets) anticipated over the corporate planning period. 

The extent and depth of documentation and analysis in the acquisition plan will depend critically on the importance of the assets in program/service delivery.


2.4 Operations 

Introduction 

Companies should establish effective accountability mechanisms that ensure the use and ongoing maintenance of assets remains relevant to program needs and service standards as defined in the acquisition plan. 

To ensure effective utilization of assets, it is important program managers are made responsible both for the cost of using assets in program delivery and for the performance of those assets in achieving program objectives. 



2.4.1 Accountability Principles 

Good practices in asset management call for the management (and hence responsibility and accountability) of assets to be on a 'whole-of-life' basis.  In practice, this translates to making program managers accountable for all of life cycle costs of the assets that they consume in delivering their programs.

Accountability extends beyond cost, to making program managers responsible for the performance and safeguarding of the assets they control and consume.  An integral part of achieving this accountability is a management information system that provides data on asset condition and performance. 

2.4.2 Financial Accountability 

Identification of the full costs associated with assets and their attribution to the relevant program is essential to establish accountability at the program/service level. 

Accountability for the 'cost' of using assets has traditionally been affected in regulated industries through the budgetary system.  As this is a year-to-year expenditure based system, it is possible that it can create distortions in asset management decisions. 

The separation of capital and recurrent costs for budgeting purposes works against a whole-of-life approach to asset management.  Assets purchased with capital funds, once approved, are treated effectively as 'free' goods in subsequent years, so that there is little ongoing incentive to ensure service potential is optimized.  The separate bidding for recurrent funds on an annual basis ignores the related nature of capital and operating costs.  It also provides the opportunity to defer necessary maintenance expenditure, as the impact of such a decision is not felt until later in the asset's life. 

The 'ideal' solution in terms of some of the above problems is to operate on a full accrual accounting basis for budgeting, recording transactions, and reporting.  On this basis the impact of decisions, such as deferral of essential maintenance, can be reflected in the asset's carrying value or its useful life (through depreciation charges) when the decision is made. 

It is suggested that the business require program managers to establish whole-of-life costings for assets and use these as internal budgets, at the program level, to track and control expenditure.  Significant deviations from the plan would then need to be explained in terms of their impact on asset performance and condition. 

 

2.4.3 Performance Accountability 

Better practice suggests program managers be made responsible for the physical condition, use, functionality and financial performance of the assets they consume in delivering programs. 


Systems and procedures should be established which monitor and report on the performance of assets.  A useful reporting format is an Integrated Performance Report which captures and consolidates this information by type or class of asset. 
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2.4.4 Maintenance Policies 


The maintenance policy derives from consideration of several factors relating to the needs of the organization and the risk and consequences of asset failure. 

The significant policy questions that need to be answered include: 

· What are the maintenance standards (the desired condition of the asset)? 

· What is the appropriate mix of approaches? 

· Is management of maintenance to be devolved? 

· How will the service be delivered (in-house or out-sourced)? 

The maintenance policy provides the basis for determining why an asset is maintained in a particular way. It has direct linkages to, and underpins, the maintenance strategy. 

The policy will address necessary maintenance standards, which should be performance based, and which define the desired condition of the asset with respect to its functionality, compliance with regulatory requirements, and economic performance. 

Selection of a maintenance strategy involves consideration of the appropriate mix of procedures and the capacity to undertake minor modifications and enhancements when required. 

It is unlikely that any one approach will be suitable. The main approaches are: 

· Corrective - no maintenance is undertaken unless, or until, the asset no longer functions to the required standard; 

· Preventive - undertake programmed maintenance to reduce the likelihood of failure to an acceptable level. 

· Predictable – undertake a program of replacing/maintaining at a point most close to failure or impact to service delivery

An important consideration is the nature of the asset itself.  Certain categories of assets require little or no regular maintenance (furniture and fittings for example). It is valid to exclude such assets from a formal maintenance program and rely instead on regular, periodic inspection of condition.

Risk is also an important consideration in determining appropriate maintenance policies.  The risk and consequence of failure of the asset is an important consideration.  Risks associated with the operation of the asset in terms of occupational health and safety standards also need to be considered.

A planned approach to maintenance will ensure the delivery of maintenance services, such as routine inspections and servicing are undertaken in a manner which minimizes disruption to the users of the asset, and ensures maintenance resources are used in the most cost-efficient manner. 

2.4.5 Operational & Maintenance Plans 

Set out the approaches to be used, and what needs to be done, to optimize performance and asset life. 

The objective of operational and maintenance plans is to ensure assets remain appropriate to program requirements, are efficiently utilized, and are maintained in the necessary condition to support program delivery at the lowest possible long-term cost. 

Operational plans establish the means to ensure that assets are efficiently and effectively utilized in supporting program/service delivery.  Under-utilization will increase the unit cost of program delivery and may prompt the purchase of new assets when they are not required.  Over-utilization can have adverse affects in terms of deterioration in asset performance and condition, shortening productive life and increasing recurrent operating and maintenance costs. 

The operational plan should cover: 

· Responsibility for, control of, access to, and security of the asset; 

· The level and standard of performance required of the asset; 

· Arrangements for collecting, monitoring and reporting performance data; 

· Training staff in use of the asset; and 

· Estimates of operating costs. 

In developing a maintenance plan an initial assessment of the condition of existing assets against the desired standard should be undertaken.  This establishes the corrective maintenance necessary to meet the standard and defines a baseline for determining the adequacy and effectiveness of future maintenance.  The plan should allow for the correcting existing defects; an annual program of routine preventive maintenance; and a long-term program for major repairs and maintenance. 

Both plans are dynamic and should be reviewed regularly to ensure they remain appropriate to program delivery needs. 



2.5 Disposal 

Introduction 

Reasons for disposal action are generally well understood (surplus, under-performing and unserviceable assets are examples).  The methods of disposal, their pros and cons, are not as well comprehended.  An area that is given less attention is the alternatives to disposal. This section will draw out some key points in relation to the above issues together with some additional matters for consideration. 

The Disposal Decision 

The disposal decision cannot be taken in isolation.  While disposal is viewed as the final stage in asset management, it is common for disposal action to trigger the acquisition of a new asset or a replacement asset. 

The underlying assumption is that management has the necessary information to be able to determine which assets need to be disposed of, and when. 

The asset register is a starting point for this analysis as it records the useful lives of the class of assets and is able to provide an indication of the timing of major replacements in the normal course of business.  It is self-evident that, to be used in such a way, the assessments of useful life must be as realistic as possible. 

The actual life of individual assets will vary from the 'average' life established for that class of asset in the asset register.  Therefore, it is important that condition monitoring and performance assessments are undertaken, with the results linked to an appropriate management information system. 

Alternatives to Disposal 

Where assets have been identified as under-performing, or no longer functionally suited to program delivery/service needs, thought should be given to the possible alternatives to disposal. 

A factor to consider is whether utilization can be increased by adapting the asset to another function or using it in another program.  In large devolved or decentralized organizations it may be worthwhile circulating lists of assets flagged for disposal to other program heads prior to commencing disposal action.  For assets such as property, consideration may be given to renting or leasing surplus capacity to other companies. 

Refurbishment or an upgrade of the asset may also be viable. The cost and benefit of such alternatives should be included in a costed disposal plan. 

Methods of Disposal 

The primary methods of disposal include sale, trade-in and write-off.  One method that is often overlooked is the sale or transfer of assets to other departments.

Whatever method is chosen it is important, not least for accountability and transparency, a properly costed evaluation of relevant disposal options is prepared.  This should take into account both the costs associated with each method of disposal and the likely benefits (including possible proceeds). 

Assessment of Performance 

The whole-of-life approach to asset management and effective strategic asset planning requires that the outcomes and outputs of each phase of the asset life cycle become inputs to the next planning cycle.  While more attention is being given to operation and maintenance it is still uncommon for companies to evaluate their disposal performance. 

At the very least a comparison of the actual timing and proceeds on disposal should be made with the standard established for the class in the accounting policies.  This is a means of confirming the useful life, estimated proceeds, and therefore the depreciation rates used, are valid.  It also provides the opportunity to identify causes where assets are routinely not meeting the service life expectations or their estimated proceeds on disposal. 

Best practices suggest, in addition to undertaking the cost-benefit analysis of the methods of disposal, asset managers be required to compare actual life at disposal with the expected useful life and to explain significant variations. 

2.6 Financial Analysis

Asset Management must have an integral financial model of business conditions that provides an objective means to identify and evaluate opportunities, prioritize and manage resources and measure results.

2.6.1 Levels of Asset Management

Three levels of management possess various views of Asset Management. 

· Lower Management  -categorized by managers/supervisors who focus on the operational objectives and are directly involved in the installation and removal of an asset.

· Middle Management – categorized by VP’s/Managers/Supervisors who focus on the business unit’s objectives and typically are concerned with the aggregate performance and financial effectiveness of assets as a portfolio.

· Upper Management – categorized by Corporate Officers/VP’s/Managers who are mostly concerned with setting the overall Company Capital Structure and consolidated balance sheet performance.

Asset Management should be practiced with each of these levels and have a financial focus.  A perspective of how each group of user may view asset management is shown below:
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2.6.2 Integrating Business Goals or Objectives

In achieving most quantitative business goals and objectives, there are stated financial objectives that drive the outcome.  In addition, there are approaches that drive the methods of achieving these objectives.  One accepted method is the Value-Based philosophy.

Value-Based Management is the integrative process designed to improve strategies and operational decision-making throughout an organization by focusing on the key drivers of the corporation.  The key financial drivers that add value to the company, they are:

1. Return on Invested Capital

2. Free Cash Flow

3. Economic Profit

This philosophy can be applied to Asset Management.  On each level of Asset Management, these financial metrics drive and influence (in a significant way, the decision making process with regard to assets.
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2.6.3 Key Financial Drivers

What are the key financial drivers that increase the firm’s value?  There are three key drivers in the value-based management approach, Return on Investment, Free Cash Flow, and Residual Income (Economic Profit).  Note that the focus of this discussion centers on Return On Investment. 

Return On Investment 

One key financial driver for capital investment decisions is Return On Investment (ROI).  Defined as the percent of the profit over the invested capital, ROI derives the efficiency of investment capital based on the ratio of revenues over the invested capital and the profit margin based on the ratio of income over revenues.  For this discussion Operating Income is used in lieu of net income. 
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Free Cash Flow 

Another key financial driver for capital investment decisions is Free Cash Flow.  Defined as the cash flow available to the firm for any use.  Some common uses of funds are to pay dividends, pay down debt, replace or expand production capacity. 
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Economic Profit

The other key financial driver for capital investment decisions is Economic Profit also known as Residual Income.  Defined as the profit over and above the cost of capital threshold. 
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2.6.4 Financial Strategies

Based on the assumption that a business objective is to maximize ROI, then it follows that the following strategies would be adopted which specifically impacted by assets:  

· Increase Asset Turnover by increasing productivity (utilization), and reducing non-productive (idle) assets.

· Increase Profit Margin by decreasing Operations & Maintenance expenditures.  

A comparison of eight utilities provides some insight on their proficiency in the two factors constituting ROI.  Some do a better job in their utilization of assets.  Some have higher profit margins. 
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Baseline ROI Tree

Note that there may be variations in the way utilities account for items resulting in adjustments to this base ROI.  However, the methodology employed here to calculate the base ROI components are fundamentally sound across industries.  Using the tree chart below, the relationships of the core elements and its contribution to ROI outcome, is clearly depicted. 
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Regulatory Caveat 

Because of the current transformations occurring in the electric industry, it is unrealistic to envision a future that allow few constraints in maximizing returns and shareholder value.  The assumption in this discussion is that good business practices should prevail, albeit, applied within regulatory restrictions particularly in the employment of fixed assets. 

It is also recognized that many of the utility’s capital investment decisions are non-discretionary which are required to maintain its franchise. 

2.6.5 Financial Evaluations in Asset Management

How are the financial evaluations of assets applied?  Two realistic examples are the development of the annual Capital Budget and the decision of Capital investment projects.

Within the scope of Asset Management, work activities can be generally categorized into five functional areas—enumerated below.  Although not distinctly recognizable, these functional activities are present in some manner today during the formulation of a Business Unit’s annual Capital Budget.  In addition, some of these functions are exercised by managers/supervisors to further justify needed capital funding after the Capital Budgeting process.  These components applied in the Capital Budgeting process, in many ways, complement or work in conjunction with each other and does not necessarily follow a fixed sequence. 

Depicted in each section of the chart that follows, are specific financial tools, methods, and measures that are performed as the Capital Budget is developed.  Ultimately, the Capital Budget becomes an input to the company’s Consolidate Financial Statements (top box).  Note that the numbers next the chart boxes correspond to the components numbered below.  

1) Financial Planning 

· Capital Allocations, Sources, Long term business planning

· Corporate Financial impact (Cash Flow and Income Statements)

2) Economic Analysis & Valuation 

· Return on Investment analysis

· Mergers, Acquisitions, & Disposal

· New Business Expansions/ Divestiture valuation 

· New construction projects; Major asset replacement projects

· Ranking of projects (NPV, IRR) 

3) Financial Controls & Asset Accounting 

· Capital Expenditures Forecasting & Budgeting

· Budget impact analysis

· Business Unit segment or asset class performance assessment 

4) Cost & Risk Management 

· Variance analysis for asset life cycle costs

· Failure assessment  

· Asset Mix evaluation 

· Capacity/ Utilization analysis

5) Physical Asset Administration 

· What, Where, When  -- ASSET RECORDS 

· “Asset Service” process optimization (repair, modify, maintain)

· “Asset Impairments” process optimization (emergency)

[image: image9.wmf]                               CORPORATE FINANCIAL STATEMENTS

> Determine Weighted Cost of Capital (Capital Structure) based on the 

needs of the firm, to include capital requirements for the short & long term.

> Determine Investment Returns on Assets.

> Determine Rate Base at Book Value.

                           PRO-FORMA BALANCE SHEET AND FINANCIAL 

PLANNING

> Book Value 

> Return on Asset, ROI (proxy), Residual Income/ Economic Profit (proxy)

> Asset Valuation, Fixed Asset to Total Assets, NOI to Fixed Assets, Repairs    

  & Maint to Fixed Assets, Repairs & Maint to Revenues

> Asset to Revenue, Idle to Productive Asset, Asset to LT Debt ratios

                                          CAPITAL BUDGET

> Short Term -- Annual budget requirements

> Long Term -- Multi-year budget requirements

> Mergers & Acquisitions / Disposals Impact

> Growth Capital requirements

  PROJECT CONSTRUCTION Activities

> Perform major project to the "betterment" of the system.  

Records all replacement cost (time&material).  Disposes of 

obsolete equipment/materials.  Cost aggregation recorded for 

total project or segment.  

  RULE 20A Activities

> Determine cost of all planned projects.  

Replace/discard assets. Total cost of replacement. 

Document new asset life and new load configuration.  

How many customers served? 

  

ENGINEERING Activities 

> Set reliability standards for apparatus and calculate 

cost standards.  Monitor ratio of bad over total apparatus. 

Aggregate costs by district by type. Provide maintenance 

schedule to Field.



  FIELD CONSTRUCTION Activites

> Perform repair and replacement work order volume.  

Records asset replacement costs, total maintenance for 

specific distribution asset.  Records time & materials for type 

of construction.  Constructs new electric infrastructure.  

Identifies capacity on new equipment.  District cost 

aggregation recorded.   

                                                     CAPITAL EXPENDITURES 

CONTROLS

   > Derive variances from budgeted or projected; financial impact of additions/adjustments 

(significant additional material purchases, unplanned mergers & acquisitions, changes in company 

financial position, macro economic drivers like tight credit); Impact to operations  



FORECASTS (risk/uncertainty)

   > Derive future capital requirements for planned projects; expected asset obsolecense 

replacement; new demand growth; increase & decrease of maintenance cost



PERFORMANCE MEASUREMENT

   > Derive asset quality; returns on asset; equipment reliability gaps from standard

 

ASSET BASE ACCOUNTABILITY (by district)

   > Derive Value of Assets per district; magnitude of maintenance cost & equipment life cycle cost 

averages; amount of assets transfered to other districts; value of stock inventory (major assets); 

asset allocation profiles-age & condition of major assets; disposal & write-offs 



ASSET MANAGEMENT 

LINK TO CAPITAL 

BUDGET

1

2

3

4

5


Viewing the chart above as a “bottom-up” information flow, evaluations are performed along the way thereby providing input to the development of the final Capital Budget. 

2.6.6 Operational Decisions (Tactics)

As general rule, every investment decision should undergo a financial evaluation and have target return expectations.  At the operational level, decisions on the employment and maintenance of the asset base (investment) impact the factors constituting the ROI.  The efficient cost management directly reduces O&M costs thereby increasing the profit margin.  On the other account, the productive use of fixed assets and maximization of asset life, defers additional replacement investments until it is absolutely necessary or decreases unnecessary incremental increases of the investment base. 

The following are typical decision in the various areas of operation that impact the total asset invested and the O&M costs associated with it:

· Field Construction –New Construction:

Given a construction job for a new housing tract, what is the total invested capital and returns of the project?  What is the utilization rate on equipment installed?  How much is available for future use (idle)? By increasing load utilization on old facilities, what are the new utilization ratios? By district?  What is the total “cost-to-serve” for each project?  Should an ROA performance indicator be established? 

· Project Construction – Aging Infrastructure:
Given the major projects to replace numerous classes of assets (poles, transformers) and the total annual funding limits, how should resources be allocated? How should projects be ranked? NPV (net present value) or IRR economics?  Should ROI performance indicators be established?  

· Engineering – System Capacity Planning/ Load Management:
Given the regular engineering quality assurance processes, what are the capacity loads by segment?  What is the cost-to-serve economics?  What is the ideal asset mix (combination of equipment class) by segment?  Which have the highest risk of failure? Highest maintenance?  What measures of performance should be established for each business segment?

· Field Construction – Scheduled Maintenance:
Given a preventative schedule assigned for each asset, each type or class, what is the average Total Life Cycle costs per asset, per type or class?  How much of the assets were replaced pre-maturely to normal asset life?  Cost? How frequently have repairs or modifications been made to each asset, per type or class?  Cost?  How many failures per asset, per type or class?

When applying the financial analyses, questions surface requiring further examination:  Will it be necessary to drill down to the lowest asset level?  Can you set key financial performance measures to business unit segments or asset classes?  How does it roll up and link to the business units KPI’s?

2.6.7 Capital Project Ranking

Assuming that funding for capital investments are a limited resource for an exceedingly abundant number of capital projects, deciding which projects to undertake requires a disciplined approach to ensure best projects are done first. 

Capital expenditure proposals should to be analyzed and then ranked.  Subsequently, launched projects are tracked and evaluated to ensure that the original financial and economic investment returns expectations were met. Some investments are strategic decisions and may not meet hurdle rates.  These projects should be evaluated on a case-by-case basis.  

One technique for ranking is to establish a rate that a project shall meet or exceed.  The largest positive values are the better projects, and should be completed first. 

An example of a “hurdle” rate is one having the following components: 

1)  Cost of Capital (WCC)

2)  Profit Margin

3)  Compensation for Risk (cost overruns, financial risk, expected return)

4)  Compensation for Management time & effort

There are challenges, however, in applying ranking in utility projects, such as System Betterment projects, in that they do not directly generate revenues or income compared to a profit center.  It would be necessary to create a model using proxy values.  For example, a proxy for revenues would be kWh throughput times kWh rate.


3- Glossary of Terms 


Asset 

An asset, from an accounting perspective, is anything that will provide the owner with some form of future benefit. Assets may be monetary, such as cash or bonds, physical such as inventory, land or buildings or intangible such as computer software or a legal right of enforcement that may be associated with a copyright or patent. 


Asset Allocation

The distribution of types of assets employed.  The objective of which is to minimize risk and exposure to multiple growth opportunities within an investment portfolio.


Asset Management 

Aims to provide an approach to the management of assets encompassing the principles of Integrated Planning, Asset Planning, Asset Accountability, Asset Disposal and the Internal Control Structure. 

Capital Structure
Corporation’s financial framework, including Long-term Debt, Preferred Stock, and Net Worth.

Current Asset 

An asset that would, in the normal course of operations, be consumed or converted to cash within 12 months after the last reporting date. 

Demand Management 

Demand Management is active intervention in the market to influence demand for services and assets. 

Depreciation 

The expense associated with the consumption of the service potential or future economic benefits represented by a non-current asset, over the term of its estimated useful life. 

Deprival Value 

The cost that would be incurred by an entity if it were deprived of an asset and was required to continue delivering programs/services using the asset. The value is measured by the replacement cost of the benefits currently embodied in the asset. Deprival value may also represent an opportunity value i.e. the cost avoided as a result of having control of an asset. 


Economic Profit

Invested Capital * (Return on Invested Capital – Weighted Average Cost of Capital)

Financial Planning

The process of analyzing the financing and investment choices open to the firm, projecting the future consequences of present decisions, deciding which alternatives to undertake and to measure subsequent performance against the goals set.

Free Cash Flow

Net Operating Profit (pre tax) – Net Invested Capital or

(Net Operating Profit (pre tax) + Depreciation) – (Net Invested Capital + Depreciation) or

Gross Cash Flow – Gross Invested Capital


Gross Book Value 

The original acquisition cost of the asset. If the asset has been re-valued, the Gross Book Value is the current valuation 



Intangible Asset 

Intangible Assets are assets that are non-monetary and do not take a physical form. Examples include patents, licenses, rights and copyrights. Intangible Assets can be purchased or developed internally. 

Life cycle Costs 

The estimated period of time over which an asset is expected to be able to be used, or the benefits represented by the asset are expected to be derived. Asset Life cycle Costing is the total cost of owning the asset, considering costs of both a capital and a recurring nature. 

Examples include design, construction, maintenance, insurance, refurbishment, operating and disposal costs. 

Non-Asset Solutions 

Methods of addressing program delivery needs other than by adding asset capacity Methods include pricing mechanism changes, selective targeting of services and the use of private sector expertise. 

Non-Current Asset 

An asset that would, in the normal course of operations, be consumed or converted to cash in greater than 12 months after the last reporting date. 

Portfolio

Combined holding of more than one asset, bond, commodity, real estate, investment, cash equivalent or other assets by an individual or institutional investor.  The purpose is to reduce risk through diversification.


Rebalancing Portfolio

Once created, an investment portfolio is regularly reviewed to ensure staying on track of financial goals.

Return on Invested Capital

Net Operating Profit (pre-tax) /Invested Capital

Strategic Asset Management

The discipline of managing, planning, organizing and directing the utilization of all assets that achieves the Business Objectives for the long-term.


Useful Life 

The estimated period of time over which a depreciable asset is expected to be able to be used, or the benefits represented by the asset are expected to be derived 


Value-Based Management Philosophy

The integrative process designed to improve strategies and operational decision making throughout an organization by focusing on key drivers of the corporation.  The key drivers being Return on Invested Capital, Free Cash Flow and Economic Profit.


Written Down Value 

In relation to an asset, Written Down Value is the amount at which the asset is recorded in the accounting records as at a particular date. Written Down Value means the net amount after deducting accumulated depreciation. In relation to a class of assets, the sum of the Written Down Values of the assets in that class is aggregated. (Also known as Carrying Amount). 


Written Down Replacement Value 

As for Written Down Value, is based on the cost of an equivalent asset depreciated to reflect the expired portion of the asset's useful life, and any variation in operating costs. 
(Also known as Depreciated Replacement Cost). 
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Regular inspection and assessment of required maintenance costs and reliability.

How effective is the asset?  Indicators include user satisfaction and level of availability when required.

Indicators may include the cost of operating the asset and  maintenance related to capacity ($/hr, $/mi)

How intensively is the asset used?  Hours of operation, cycles, mileage, etc.
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