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IFMA Credentials

About IFMA Credentials

After analyzing the work performed by facility managers, we have defined 11 compete
areas. Our three world class FM credentials. — Facility Management Professional
Sustainability Facility Professional ® (SFP®), and Certified Facility Manager®
based on these competencies.

1. The FMP is the
foundational credential
for FM professionals and
industry suppliers looking
to increase their depth-of-
knowledge on the core
FM topics deemed critical
by employers.

2. The SFP is the leading
credential for all facilities
managers and like-
minded professionals who
are interested in the
development of y :
sustainable FM st ie [ g SmRaTions. |

3. The CFM is the @emier
certification for
experienced FM
profe A comprehensive exam assesses knowledge, skills, and proficiency

agross petency areas.

DLy o
diHS¥3gyy,

'\

3

C
‘9‘;‘3“\ o
o

F anagement Professional (FMP)

q m
ertificate program. This program demonstrates the fundamentals of facility management

s Facility Management Professional (FMP) credential is an assessment-based
FM). Developed from a foundation based on IFMA's global job task analysis (GJTA), the

FMP Credential Program is continuously refreshed to align with current industry standards

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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'\ I F M A IFMA's Finance and Business Course

for FM knowledge, skills and tasks. The knowledge demanded by today’s global employers
is taught and tested online or in the classroom.

The four knowledge domains that the FMP Credential Program provides content and
assessments on are:

e Operations and maintenance
e Project management

e Finance and business

e Leadership and strategy

IFMA's Core Competency Courses

IFMA's eleven (11) core competency coursesgdeWlope® from IFMA's Global Job Analysis
(GJTA), comprise the body of knowledge g anagers. IFMA continuously refreshes
pardsr FM knowledge, skills, and tasks. The

ples to help you improve your performance.

the courses to align with global indus

courses provide practical knowle
IFMA's Core Competen u e following:

Communication: devef@o the $lllls you need to be an effective liaison between external

and internal stakeholder

Participants le to:

. ate Ier the right message for the intended result.
FM communication plan.
and share relevant information to the appropriate audience.
i Mamigement: address the role of the Facility Manager in supporting or leading risk

nagement planning; emergency preparedness, response and recovery; facility resilience

usiness continuity.
Participants will understand how to:
e Respond appropriately to emergencies affecting the facility.

e Meet the organization's business continuity goals.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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w

Facility Information Management and Technology Management: understand how to
leverage modern tools and techniques for today’s workplaces and occupants.

Participants will be able to:

e Understand secure, efficient data collection supports decision-making processes to
meet core business objectives.

e Conduct technology needs assessments and anticipate the impact of new

technologies.
¢ Understand decisions are made to keep, update, augment, or replace tec
Occupancy and Human Factors: grow your ability to support organizatiorfll a
individual occupant performance, while leading the FM team to develop awt

practices necessary to achieve success.

Participants will be able to:

e Create an environment where motivation, productivity tWghon are the norm.

e Blend safety and security with innovation. Y
* Negotiate service level agreements.
Real Estate: understand real estate principles an ctic’and how they contribute to

achieving the core business strategy.

Participants will be able to:

¢ Develop and implement a real ated¥ to support the core business
including assessing, acquig #Dosing of real estate, and space management.

e Understand proje prifticiples for managing new construction and

the intended € a continuous improvement mindset, and satisfy
stakeholders’

the needs and expectations of stakeholders for the facility and related
requirements.

erstand and describe what comprises a comprehensive quality management
system for FM.

e Measure the FM organization’s performance to make continual improvements.

Sustainability: define the basics of five areas of sustainability and make relevant what it
means to embrace sustainability.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2

All rights reserved
3 Printed on 100% post-consumer waste recycled paper



WIFMA

Participants will be able to:

¢ Understand the management basics of:

o

o

Energy

Water

Materials and Consumables
Waste

Workplace and Site

Course Overview

#Frma

IFMA's Finance and
Business Course

Introductory Activi

» Your name

Participant Introductions

» Company name and/or job responsibilities
» Reason(s) for taking this course — expected outcome(s)
» Your experience in FM — years and work responsibilitj

i IFMA

ctations

B IFMA

©2020 IFMA
All rights reserved
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Facility

Learner Responsibilities onu

» Be prepared — complete class pre-work
» Take part in class discussionsand activities
» Follow the rules of common courtesy

» Provide feedback to the instructor and IFMA

A course evaluation must be completed before you can print the Certificate of
Completion for this course.

Course Audience
This course has been designed for individuals who want to obtain their FMP,
enhance their FM industry professional development.
Course Chapters \
This course consists of the following chapters:

e Finance and Business in the Facility Organization

e Financial Management of the Facility Organiﬂ' n

&a argeback in the Facility

and Financial Reports

¢ Fundamental Cost Concepts, Containment
Organization

e Business Cases, Supporting Docum

e Procurement in the Facility Org n

e Contracts in the Facility Organi

Course Chapters

This course consists of the following chapters:

» Finance and Business in the Facility Organization
» Financial of the Facility Oy

» Fundamental Cost Concepts, Containment Strategie!

the Facility Organization

> B Cases, D d Financi
B in the Facility O
» Contracts in the Fagility Or,

bjectives

yos®omplete this course, you will be able to:

Explain the foundational principles of managing finance and business in the facility

organization.

e Manage the daily financial aspects of the facility organization by understanding key
budgeting elements.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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v:':/ii\ I F M A IFMA's Finance and Business Course

¢ Identify fundamental cost concepts, cost containment opportunities and the use of
chargebacks in facility management.

* Develop business cases that are supported by relevant documentation and financial
data.

e Execute procurement and charge back procedures for the facility organization.

e Manage and oversee contracts within the FM organization. WQ

Course Objectives B iEMA

After you complete this course, you will be able to
¥ Explain the foundational principles of managing finance and business in the

facility organization. Q
v Manage the daily financial aspects of the facility organization by

understanding key budgeting elements.
v Identify fundamental cost concepts, cost containment opportunities and the

use of chargebacks in facility management
v Develop b that are by relevant

financial data.
v Execute and charge back for the facility
Course Introduction Q
Facility Management (F N b
FM encompasses multiple disciplines which ensUg furf@ionality of the built environment,
this profession requires a broad range of kno and skills.
IFMA conducts a global job task anal ) to@entify task, knowledge and skill areas
that are important for competen e by facility managers. The GJTA updates the

% at c

tain the body of knowledge for FM and FM
Role of Facil®Managers as Related to

Finapc Business
IFMAL GJTA identifies the finance and business as a competency area,
r@le of the facility manager as related to finance and business, and identified
ewta

core foundation of comp

professionals.

nowledge statements and competencies that support finance and business.
cording to the IFMA GJTA:

cility managers oversee aspects of the demand organization that represent significant
inancial investment in technology, buildings, structures, interiors, exteriors and grounds.
They are responsible for the oversight, operation and maintenance of the buildings and

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved 6
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Facility

grounds as well as service contracts. The demand organization may choose to contract for
services.

The term demand organization is used throughout this course. ISO 41011
defines demand organization as an entity which has a need and the authorit

to incur costs to have requirements met.

‘?ilj The demand organization terminology brings clarity to the relationshi
between the parties involved by focusing on the process itself. The de
organization and the FM organization work together to define rflfed$o
the core business strategy and to develop FM policies and practices ble

the core business activities of the demand organization.

Due to the dynamic global environment, finance and business geNgent is a complex

undertaking for general management. Finance and busines
o The administration of the financial managemﬁ 0
e Procurement ‘

ganization

e Finances associated with contracts

A facility manager’s role in each area is sha e policies, practices and norms of the

organizational environment.

This Finance and Business course g ntial finance and business concepts
appropriate for facility ma ' orrnMion is self-contained so that an individual

with limited experience pusiness can grasp the contents.

The perspective presen es descriptive and prescriptive information. This course is
Inance and business management for facility managers. It
represents an organizational function, not a stand-alone activity. Facility

o engage finance, legal, procurement, risk managers and others in

to make value maximizing decisions.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Facility

Chapter 1: Finance and Business in the
FM Organization

Chapter 1 Introduction
Chapter 1 introduces the concepts of finance and business and addresses their p e
day-to-day operation of the FM organization.

On completion of this chapter, you will be able to:

e Qutline the importance and key terms in being finance and b ss awa

e Qutline basic accounting principles and practices that are t jon for facility

management operations.

4

Chapter 1: Finance and
Business in the FM

Organization &\
@ Pma
@ IF Q

i MA
Chapter Objectives
On completion of this chapter, you will be able to
v Outline the importance and key terms in being finance and business aware,
¥ Outline basic accounting principles and practices that are tion for
facility management operations.

Lesso ;

nd Business Overview

Q mental Accounting Concepts

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Finance and Business Overview

Lesson Introduction
On completion of this lesson, you will be able to: Q
e Outline the importance and key terms in being finance and business aware w
This lesson contains the following topics: Q
¢ The Importance of Being Finance and Business Aware
e Financial Terminology

ment, and

na t,
din
roNgpS.
The term business refers to the use, intergaata d management of documents related
to the administration and manageme ractgservice providers, lease agreements,

The term finance refers to the usage, analysis, ma
interpretation of financial data. Financial data are ports, spreadsheets, computer

printouts, budgets, pro forma, cost statements,

business cases, charge backs, and t policies and procedures.

Most FM operational deggimms ncial’and business implications. Facility managers
must understand how il finang@l and business practices impact the effectiveness and
efficiency of the deman andation.

r the facility manager is to prepare and manage FM budgets that
organization’s standards. An FM budget is a major discretionary
e demand organization. It offers one of the best options to improve
he short term. Identifying FM needs is fundamental in deciding the

An essential r;

comply with t

icient facility management.

ck of financial expertise can limit facility managers ability to contribute to discussions
bout departmental and organizational strategy. Facility managers who are unable to
recognize financial or budgetary pitfalls may incur unexpected expenses.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Facility

Finance and Business Y

The use, interpretation and The use, interpretation and
of f I

to the financial operation of the to the administration and

facility, including the development, management of contracts, service

use and interpretation of financial providers and leases.
data in any form.
Example: lease agreements,

Example: reports, spreadsheets, business cases, chargebacks and
computer printouts, budgets, pro procurement policies and procedures
formas, cost statements, ratios

among others

achieve this, Exhibit 1-1 lists many financial terms in alphabetical ord
a baseline of terms common to finance and business. These tegns #d in more

detail throughout the course. In addition, other terms and con m e introduced in
the course.

Keep in mind, organizations might define these tern’ iff

Exhibit 1-1: Common Financial and Business T

Accounting A monetary used to inform interested parties about
a firm’s busin® asactions. It does that by recording and

ass and financial operations and analyzing,

eporting the results.

Accrual basis
accounting

s recorded when earned and expenses recorded when

Amortization The systematic reduction of a lump-sum amount; the expense applies
to intangible assets (such as patents, franchises, leaseholds, and

goodwill) in the same way depreciation applies to physical assets.

Item, thing or entity that has potential or actual value to an
organization.

ce Weet A “snapshot” of a firm’s financial position at a specific point in time.

fit-Cost Ratio Ratio in which the present value of an investment or project is
divided by the investment’s or project’s initial cost; a ratio of greater
than one indicates that the investment or project is viable.

Budget A formal, numerical expression of how an organization expects to
operate for a defined period of time. Identifies the resources and

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Facility

commitments needed to set and achieve specific goals over a period,
as well as the sources of the funding to provide those resources.

Capital asset A depreciable item whose cost is significant to the company, who's
expected life-cycle exceeds one accounting period and is typica
much longer.

Capital budget Shows financial impacts resulting from major, long-term out
expenditures for items like property, plant and equipme

Capital loss The loss of the capital value of an asset due to ch#lige
conditions, requiring a devaluation of the asset valUe.

Capital loss is the loss incurred when a capi
investment or real estate, decreases ja v T
until the asset is sold for a price that e

purchase price.
Capital Loss = Purchase Pris - @

Cash basis accounting  Recording accounting tran x _ 2nue and expenses when
corresponding cash is reqgied ayMents made. Cash basis differs
from accrual in that, a&@ua uses on anticipated revenue and
expenses. The maigh nce is the timing of when revenue and
expenses are r

set, such as an
s is not realized
n the original

Cash flow Net cash be Including acquisitions.

Chart of accounts Numer, andard items that an accounting system tracks
ts, s, net assets, revenues, and expenses. It is a tool used
by thegllemand organization that provides a digestible breakdown of
t nancial transactions that a company conducted during a

S Ic accounting period, broken down into subcategories.

Closing fiscal Process of transferring account balances from sub-ledgers to trial
balance account at the end of an accounting period. It is typically
associated with income statement accounts.

S The amount paid or charged for the acquisition, maintenance,
production or use of materials or services.

st center An organizational unit in which budgetary funding is used to sustain
operations.

ost of operation The total costs associated with the daily operation of a facility. It
includes all maintenance and repair costs, both fixed and variable,
administrative costs such as, clerical and timekeeping, general
supervision such as, labor costs, janitorial, housekeeping and other

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Term Definition

cleaning costs, utility costs and indirect costs for example, all costs
associated with roadways and grounds. Could also include the
amortized or depreciation costs of capital assets.

Cost of ownership The cost to the owner of owning the building, servicing the existi
debt and receiving a return on equity. This also includes the ¢
capital improvements, maintenance and repair, operations_an
disposal.

Credit The positive cash entries in a bank account. A creda
due to be paid to, or already residing in, an accoufge
opposite of debit. A credit is always positioned on the
entry. It increases liability, revenue, or equit ounts
asset or expense accounts.

Creditor A lender of money or one to whom ed.

Currency conversion The net rate at which the demangg® i n converts revenues

factor and expenses from one cud®nc er. Often an internally
agreed rate set at the start . gWear so as to remove the
effect of currency fluctu crational budgets; almost
never the same as the @RMW@L exchange rate.

Debit An amount due from, or already paid from, an account.
Debit is the g it. A debit is always positioned on the
left side of a deBit decreases liability, revenue, or equity

accoun 1 es asset or expense accounts.

Debtor ompany or other organization that owes debt to
individual, company or organization, the creditor. Almost
ompensates a creditor with a certain amount of interest,

senting the time value of money.

A noncash charge against assets, such as cost of property, plant and
equipment over the asset’s useful life. An expense associated with
spreading or allocating the cost of a physical asset over its useful life.

Depreciation

The rate at which future cash flows are discounted because of the
time value of money; the interest rate used to compute a present
value amount.

le-entry An accounting system in which each transaction is recorded in at
counting least two places: a debit to one account and a credit to another
account. Also known as dual-entry accounting.

Earnings before A measure of an organization’s earning power from ongoing
interest and taxes operations, equal to earnings before deduction of interest payments
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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(EBIT) and income taxes.
Earnings before An approximate measure of an organization’s operating cash flow
interest, tax, based on data from the demand organization’s income statement.
depreciation and Calculated by looking at earnings before the deduction of inter

amortization (EBITDA)  expenses, taxes, depreciation and amortization.

Equity The ownership interest in an organization’s assets after
of its liabilities or the difference between the assets and
or net worth. Also referred to as shareholder's equj

Equivalent annual cost The cost per year of owning and operating an ass
(EAC) span. This measure facilitates comparisons gf the cost-
of various assets.

Expenses Money outflow that represents goo ice®consumed in the
course of business operations.

Feasibility study Study of a planned schemegr dg % ent, the practicality of its

achievement and its projectedafing .
f fincaWgial Statements for the demand

e used by owners and other internal
parties but primari ed for external parties such as creditors,
investors, gove cies, unions and suppliers. Information is
developed o to s@cific accounting standards.

Financial accounting Relates to the preparati
organization as a who

Financial Accounting | reporting standards-setting body in the United
Standards Board endent, nonprofit group under the authority of the
(FASB) s and Exchange Commission (SEC).

Financial leverage the use of borrowed money in acquiring an asset.

Financial rati Analytical tools examining the relationship of one quantity to
another. Used to show underlying financial conditions and to help

judge the financial health of an organization.

The process of presenting information about an entity’s financial
position, operating performance and cash flow for a specified period.

Documents (e.g., balance sheet, income statement, statement of cash
flows, and statement of retained earnings) that report financial
information about an organization.

ixed asset An asset, such as property, plant or equipment, which has a long life
and cannot be expensed in a single year or cannot be easily
converted into cash.

©2020 IFMA
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Fixed costs Costs that remain unchanged in total for a given time period, despite

wide changes in the related level of total activity, for example, a
licensing fee or taxes.

Fixed expenses Expenses over which a company has little control.

Forecast Comprehension of and the ability to display, how a unit will afggct lle

cash flow of an organization.

General ledger Accounting book of final entry, recording journal tr
separate accounts. Sub-ledgers provide detailed i
individual accounts.

Generally accepted In the United States, rules, procedures and i sed to help
accounting principles  govern an organization’s accounting oper.

(GAAP) of financial statements.

Gross profit An organization's profit before the ¢ of operating expenses,
interest payments, and taxs Al

Income statement Accounting document th

expense transactions for

a
rep&@ing period.
at Wtra®tates from historical data; next year's
arting with the current year's budget as a
justi

each line item for expected changes.

Incremental budgeting A budget method
budget is constr
baseline and

Insurance r ersons, groups or businesses against large

ferring the risks to an insurance company or

exchaglle for premium payments.

Intangible assets hat have no physical substance. Intellectual property, items
such as patents, trademarks, copyrights, business methodologies,

goodwill and brand recognition are all common intangible assets.

Interna

(I

rn  The return on investment a company typically realizes (or targets to
realize) based on its past track record regarding asset investments. It
is the interest rate at which lifetime dollar savings equal lifetime
dollar costs, after the time value of money is taken into account.

ernational Financial A set of international accounting and reporting guidelines and rules
R&@orting Standards that organizations can follow when compiling financial statements.

RS)
Journal A daily, chronological record of business transactions.
Journal entry An entry to the journal, recording a financial transaction, as a debit
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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and then as a credit, by date. Journal entries are eventually posted to
a ledger.

Lease A contract between the owner of real property, the lessor and
another party, the lessee, for the possession and use of the pro
for a specified term in return for rent or other valuable consi

Liabilities Debts a business incurs that are expected to result in fu
cash flows to the firm. For example, salaries and tax liab
also include an assessment of net risk items (e.g.,

License Distinguished from a lease, a license is the degree ©f r
interest the signer has in a property. A leaseporovides

perty
er level

Life-cycle The useable life span of a product,
technology, natural resource and thg |
presumption that all things go t
with creation, use and disp@®al a

tool, system,

sed on the

tinuous cycle beginning
eally start all over again.

Life-cycle costing Process of determining, i @#teSS@a-v erms, all costs incident to
the planning, design, tion, operation and maintenance and
disposition of a stryctu ime.

Liquid assets mediately converted to cash or are

Management _ ®sion of accounting information for an
accounting i nteral users. It is the organizations internal

[ stem, designed to support the information needs of
anadi¥s. Unlike financial accounting, this is not bound by any
accounting standards. Also known as managerial accounting.
The practice of identifying, measuring, analyzing, interpreting, and
communicating the financial information managers require to pursuit
the organization's goals.

An organization’s financial worth. They are the balance that remains
when liabilities are subtracted from assets.

The difference between the present value of cash inflows and the
V) present value of cash outflows over a period of time that occur as a
result of undertaking an investment project.

perating budget A short-term budget projecting all estimated income and expenses
during a given period, usually one year. Excludes capital
expenditures, they are long-term costs.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Opportunity costs Represent "lost" opportunities (measured in monetary units) that
could have accrued to the entity by pursuing an alternate course of
action.

Payback period The length of time it will take to recoup an initial investment cost|
other words, how long it takes to earn back the funds you sp

project.

Period Time interval covered by a financial statement; usually o
external statements but often less (month or quar
statements.

Present value (PV) The method is used to compare costs; all ¢ lows ar nverted to
their present value or the value of past and e dollars
corresponding to today's value. In ofler S, urrent value of a
future sum of money or stream of ca w en a specified rate of
return.

Profitability index (Pl)  The ratio of the present vai of ainflows to the initial

investment cost.

Pro forma invoice A preliminary bill of s to blyers in advance of a shipment or
delivery of goods. oi ill typically describe the purchased
items and other j information, such as the shipping weight
and transpo

prepared as a projection of the future. Attempts
ly accurate idea of a financial situation if

Proforma statement

tax [W¥ied against owner, lessor or occupier of any property based
ssessment of the value of the property, its public

infrastructure requirements or some other determining factor.

Property tax

Revenue v

Cash or properties received in exchange for goods or services.
Revenue, often referred to as sales or the top line, is the income
received from normal business operations.

ate ash A financial statement used to show cash levels across the operating
f period so as to ensure that predicted liabilities due to be paid at any
given time do not exceed the ability to pay.
tatement of A financial statement that starts with the balances from the end of
hareholders’ equity the prior period and shows changes due to net income (loss) and

dividends for the period or any new issuances or repurchases of
stock. In other words, a shareholders’ equity statement is detailing
the changes within the equity section of the balance sheet over a

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Term

T-account

Time value of money
principle

Trial balance

Variable
costs/expenses

Working capital

Zero-based budgeting

IFMA's Finance and Business Course

Definition

designated period. For corporations, shareholder equity, also referred
to as stockholders' equity, is the corporation’s owners' residual claim
on assets after debts have been paid. Shareholder equity is equal to
firm's total assets minus its total liabilities.

An informal term for a set of financial records using double-e
accounting. A graphical representation of a general ledger.th
records an organization’s transactions.

A principle which states that a dollar in hand is wo,
dollar to be received in the future because it can
immediately or put to work to earn a return. The conc
money an organization has now is worth m han th
in the future due to its potential earning ¢

entical sum

to ensure the entries in
athematically correct. If
curred (e.g., mistake in

an organization's bookkeeging
debits do not equal credits,
entry, omission, double p

Costs and expenses th{gfl te and may be influenced by factors
such as occupanc These organizational expenses change in
proportion to organization produces or sells. For
example, fu on mileage driven.

The fu o service the worst cash flow position plus any
in ovision deemed necessary.

Metha@ology which uses detailed asset lists and engineering and

f ance standards to assess resource needs, and market unit
C to create a total budget without reference to previous
expenditure levels. In this method of budgeting all expenses must be
justified for each new period.

M- *ch the a. = to its corresponding term:

PP system used to inform
Interested parti¥s about a firm's business
transactions.

. Price paid for acquisition, maintenance,
production or use of materials/ services.

se of borrowed money in acquiring an asset
Pset that has a long life and cannot be easily
onverted into cash

. C that can be

are easily converted to cash.
+ Funds required to service the worst cash flow
position, plus contingency provision

B IFMA

A. Cost

B. Financial leverage
C. Working capital
D. Liquid assets

E. Accounting

F. Fixed asset

©2020 IFMA
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Fundamental Accounting Concepts

On completion of this lesson, you will be able to: %Q
e Qutline basic accounting principles and practices that are the foundatio
operations. \
This lesson contains the following topics:
e Primary Goals of an Accounting Information System :v

¢ Financial Accounting and Management Accoyntin
e Facility Management and Management Acco

e Accounting Standards

e Accounting Records

e Double-Entry Accounting

e Accounting Cycle

e Accounting Principles foI ments

accounting information system (AIS) to collect, store, manage, process,
its financial data. This system keeps the financial data reliable and

cision-making activities.
h& primary goals of an accounting information system are:

e Create correct and prompt financial controls to guide an organization’s operating
requirements, actions, and resources.

e Ensure correct entry of financial data and economic transactions into the system.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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e Ensure all management and financial information documents and reports are
correct and prompt.

e Ensure financial statements are relevant, reliable, and accurate representations of
the demand organization’s activities.

e Support future business planning through the provision of accurate records of past
revenues and costs.

Collectively, these goals are important in ensuring efficiency and stewardship over the
demand organization's resources, and in satisfying legal and regulatory requirem

A facility manager’s understanding of and compliance with accounting prin
how the demand organization judges the performance of the FM function.
manager should be proficient in using the accounting information sygtem for fo
budgeting, and reviewing expenses as they apply to FM activities. In ion, the facility

manager should be able to communicate and work compete and external

accounting staff to convey the requirements of the FM organiza

Primary Goals of an Accounting eou

Information System

Create correct and prompt | s to guide an i 's
operating requirements, actions, and resources.

v

v

Ensure correct entry of | data and economic into the
system

Ensure all and financial d reports
are correct and prompt.

Ensure financial statements are relevant, reliable, and accurate
representations of the demand organization's activities.

Support future business planning through the provision of accurate records
of past revenues and costs

ial and management accounting were defined in Exhibit 1-1 as:

v

v

v

The terms fing

"b, ing — relates to the preparation of financial statements for the
ganization that is used by owners and other internal parties. It is
ended for external parties such as creditors, investors, government
unions and suppliers. Information is developed according to specific
ting standards.

anagement accounting — relates to the preparation of management reports
and accounts that provide information required by managers to make day-to-day
and short-term decisions. Unlike financial accounting, which provides annual
reports for external stakeholders, management accounting generates monthly or
weekly reports for an organization's internal audiences, such as department
managers and the chief executive officer.

IFMA's Finance and Business Course
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A summary of the definitions above, financial accounting prepares information for external
use. It provides information via financial statements and can be described as external
accounting. Management accounting includes the design and use of information within
organizations. It supports the information needs of organizational managers and can be
described as internal accounting.

Exhibit 1-2 summarizes the basic differences between financial and management
accounting.

Exhibit 1-2: Financial and Management Accounting Differences

Financial Accounting

Management Ac.our no

Provides data for external users such as Provides data for int
creditors, investors, government agencies, departmental mana
unions and suppliers.

d the CEO.

Provides objective and verifiable financial Includes fina non-financial
information, the emphasis on the accuracy infor*atio lcllide subjective
of information. infor

em

i0 is important, but the
S on ance and timeliness of
tior?

i

Must follow externally imposed rules. bolind by any mandatory rules.

Reflects aggregate, summarized data f ReT@ts parts of an organization such as,
demand organization. me®Sures and reports internally about products
and services, departments, managers,

employees and customers, as well as the whole
organization.

Provides a historical ori tiopWecords and Records and reports on events that have
reports on events that hav ady already happened but emphasizes providing
occurred. information about future events.

unting systems provide both financial and management accounting

e variances in the accounting systems and financial and management
counting practices across organizations. Organizational specifics such as size,
S istication, industry, public or private characteristics, will dictate the accounts and

tailed records kept.

©2020 IFMA
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Some demand organizations have a single accounting system that supplies information for

both financial and managerial needs. Organizations of all sizes have multiple systems in

today's market.

The practices and conventions should be consistently implemented within an organization.
The facility manager should understand what is usual and customary and meet those

expectations.

vy

vv

[ALELE]

v

accounting

Financial Accounting

§ IFMA

Provides data for external users

Provides objective and verifiable financial
information, emphasis on precision.

Must follow externally imposed rules.
Reflects aggregate, summarized data for the
entire organization

Provides a historical orientation.

vy

v

Management

v

accounting

v

Management Accounting

§IFMA

Provides data for internal users.
Includes financial and nonfinancial information.
lud i

with the emphasis on relevance and
timeliness.

Not bound by mandatory rules.

Reflects parts of an organization as well as the
whole organization

Emphasizes providing information about future
events.

©2020 IFMA
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Facility Management and Management
Accounting

Directing

Planning

Implementing plans

Formulating
plans

Decision Making

Controlling

Measuring perfo

directing, and controlling intersect with decision making
ctivity. In practice, these activities might not happen in

nting helps managers make well informed decisions about the
epartments. How management accounting data are displayed can be
e format supports a manager’s specific needs. For instance, customized
nt accounting data should support the facility manager’s planning, directing,

ntrolling, and decision making, as shown in Exhibit 1-4.
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Exhibit 1-4: Application of Management Accounting Information

Management
Activity

Description

Planning

Directing

Controlling

O

©2020 IFMA
All rights reserved

Issue: Water consumption in
a commercial building. .
Task: Identify alternatives.

Select a course of action.

Specify how to achieve the
actions.

Issue: Water consumption in
a commercial building.

Task: Mobilize and motivate V'S *
people to carry out plans

and execute operations. &

r consumption in
cial building.

I
a

e:' W

k: Control operations to
ensure plans are carried out
and modify them as
circumstances change.

24

Steps:

Steps:

Review current water consu
reports and water bills.
Set goals and identify
increase profits by damsr
efficiency.
Secure necessary org onal
approvals undin

Assj
e staff in procedures as

r immediate reduction in water
consumption and expenses.

Initiate programs to collect rainwater
and runoff for irrigation systems.

Educate customers, users, and
building visitors about water
resource management efforts.

Steps:

Monitor water efficiency operations
and programs to ensure they are
carried out as intended.

Monitor program costs.

Review performance reports.
Compare current performance data
and any ongoing water bill savings
with old expenditures, planned
reductions, and expected savings.

Solicit feedback from FM staff and
stakeholders about the water
efficiency initiatives.

Take corrective action as needed to
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Management "
g Description FM Examples

Activity

improve plan execution and control
costs.

Decision making Issue: Water consumption in  Steps:
a commercial building.

* |dentify alternatives. Choose §no
goals and methods to t

Task: Make a variety of -
water efficiency plans.

management decisions
throughout planning,

directing, and controlling
activities. e Make smalhand large

decisions a ing FM staff,
cus S€ d building
visit

» Review related e
savings througho

The cycle of management activities shoy
planning models, for example, the Pla

The effective use of this informa efficient property meetings, that exceed
stakeholder expectatio m o support the financial soundness of the data and
effective justification togltakehcfers.

IFMA

Cycle of Management Activities
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Accounting Standards B IFMA

Benchmarks prescribed for reporting of accounting data

» Range from basic to extremely Examples
complex. » Interational Financial Reporting
» May apply to financial accounting Standards (IFRS)
or managementaccounting » Generally accepted accounting
» Organizations may have broad principles (GAAP)
guidelines as well as detailed
procedures.
» Standards may be:
— Sponsor-driven
— Defined as industry best
practices
— Defined by nations

A demand organization may have financial accounting guidelines and proc [
that everyone in the organization must follow. However, the organization uS¥s ajepte
accounting standards as the foundation for these guidelines and progedures.

An accounting standard is a set of principles, guidelines, and proced at serve as the

basis of an organization’s financial accounting policies and p ing standards
apply to assets, liabilities, revenue, expenses, and shareholde

and regulatory agencies depend on accounting standards

nks, investors,
e information they

receive about an organization is relevant and accurat d individual countries

may also have applicable accounting standards an IMizations must follow in

a
their financial accounting policies and procedur AL
these standards as they apply to the FM fu

ty managers should adhere to

derf@nd organization and the facility
manager should know about are the In nal Financial Reporting Standards (IFRS) and

the Generally Accepted Accountei (GAAP).

InternationalgFinghcial Reporting Standards
(IFRS)

Two sets of accepted accounting stan

| Reporting Standards (IFRS) is used globally and is equivalent to
Accounting Principles (GAAP). More than 120 countries, including those

and rules demand organizations can follow when compiling their financial
ements.

e adoption of IFRS as a universal financial reporting language is increasing due to cross-
border transactions and the free flow of international capital. Before IFRS acceptance,
different sets of national accounting standards complicated cross-border transactions. This
added cost, complexity, and risk to companies preparing financial statements and for

©2020 IFMA
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investors and stakeholders using these financial statements to make decisions. IFRS
addresses this challenge by supplying a high-quality, internationally recognized set of
accounting standards that results in transparency, accountability, and efficiency, and sets a
universal guideline for all involved in financial accounting.

Facility managers should know the demand organization'’s financial accounting policies and

ptions,

procedures and apply them to FM as applicable.

Generally Accepted Accounting Principles (

govern accounting practices by standardizing and regulating the defi
and methods used. GAAP includes commonly accepted ways of re
accounting information. GAAP is applicable in the United Stat
International Standards Accounting Board and FASB are wor
and IFRS. P'S

reporting
a. However, the
rd merging GAAP

GAAP accommodates variation in applied accountin the methods adhere

to the following basic principles:

¢ Relevance — the information presenfed ial and other public statements
should be relevant and help readers € the content so they can make
educated guesses about the fu ncial@ate of the organization.

ality of information sources. It instills faith
that the information is w rp to be, and the information is independently
verifiable. Reliabj demand organization presents an unbiased view of
operations. The@emandgkrganization should corroborate that an independent
auditor would p ce same results based on the same information.

¢ Reliability — is a measureg

ility — suggests an organization’s statements reflect the use of
chniques like those used in other demand organizations. In this
ifferentiate real similarities and differences from those caused by
flicting accounting rules. By ensuring comparability, an organization’s
atements and other documentation can be compared to those of similar
zations within the same industry to benchmark how the first organization is

Consistency — all information should be gathered and presented in the same way
across all periods. The same standards should apply over time so financial
statements from differing periods can be compared. However, if the organization
changes how it presents information, the organization should note the change in
the financial statement and should state why the new accounting method adopted
is preferable to the prior method.
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Discussion Question e

Whichof the follow statements is false?
A. IFRS and GAAP facilitate the f financial
different organizations
B. Accounting standards guide the conduct to be followed by organizational
accountants
IFRS and GAAP are both applicable worldwide
Financial statements are expected to present fairly, clearly and completely
the financial operation of the enterprise

oo

journals, and supporting documents such as financial statements, ch

Certain regulatory bodies require companies to keep these regord years should

an audit or a compliance check be required.

No universal agreement exists about what creates a comp

e $8t of accounting
itors, investors, or
pr. es for business

ccounting systems store accounting

records. At different points in the business cycle, par¥egs
corporate governance groups have different and c
documents. Regardless of the differing requirenggn

records in three locations. Discussion of eackaon [loWs.

R

Chart of Accounts

Chart of Accounts

A number list of all standard iter
that an accounting system trac

Captures organizational 4. Allows for accu ancial
revenues and expenses in a comparisons.

systematic manner 5. Facilitates an org 's ability to
Enables the organization to respond to reques 212

make sound financial from regulatory agen
decisions. institutions and others

N

Provides critical data for the,
preparation of financial
reports,

is an index, or list containing the name, a brief description, and an

e of all the financial accounts in the general ledger. An organization uses
afounts to organize its finances and to give interested parties such as investors
shareholders insight into the organization’s financial status. In general, the list of

unts is shown in the order they appear in its financial statements. Therefore, balance
eet accounts are listed first. Next, the accounts in the income statement are listed.

The chart of accounts captures all financial information through a combined system which:

e Enables the demand organization to make sound financial decisions.

All rights reserved 28
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e Supplies critical data for the preparation of financial reports.
e Allows for correct financial comparisons.

» Facilitates a demand organization's ability to respond to requests for financial data
from regulatory agencies, lending institutions, and other interested parties.

Identification or account codes entered by transaction are in the chart of accounts to hel

track costs across projects and within business units.

Account Categories

| IFMA

Typical Chart of Accounts Categories

Assets Physical, financial or intangible resources that retain value for a
period of time after purchase

Liabilities Debts incurred that are expected to result in future negative cash
flows; can also include an assessmentof net risk items.

Netassets An organization's financial worth; Assets - Liabilities = Net assets.

Revenues  Cash or properties received in exchange for goods or services or
from investments; an organization's income sources.

Expenses  Costs of assets used up and the liabilities incurred during
operations

The accounts are listed in the chart of accounts in th‘a @ ey appear in the
financial statements. \
ic va

e Assets — an asset is anything having ec today or in the future. Assets
include physical property such as machi ings, land, raw materials,
inventory, and accounts receivable. o include intellectual property such as
patents and trademarks.

Assets are listed on the balapce descending order of liquidity, beginning
with cash and followed b@e converted to cash within one fiscal year or
©

1

(equipment, buildings, and land), items which
sh are listed on the balance sheet last.

n existing obligation or debt, such as accounts payable

anizations divide their liabilities into current and long-term categories.
ilities are payable within one year, while long-term liabilities are payable
ger period. The balance sheet lists current liabilities first, followed by

rm liabilities.

ATiability is not an expense. Expenses are the costs of an organization doing
business; liabilities are obligations an organization owes. Expenses can be paid
immediately, while liabilities take longer to pay.

¢ Net assets or Owner's/Shareholder's Equity — is what an organization owns
minus what it owes. It is the same as shareholder’s equity or owner’s equity.
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Shareholders’ equity or owners’ equity (for privately held companies) is the amount
of money that would be returned to shareholders after all assets were liquidated,
and all debt paid off. In the case of acquisition, it is the value of the company sale
minus all liabilities owed by the seller that were not transferred with the sale.

Net asset or equity is on the balance sheet and is one piece of data used to assess a
demand organization’s financial health.

Revenues — is the income a business generates from normal operations. It is t
top line or gross income figure from which costs are subtracted to get netg4
Revenue is called top line because it appears first on an organization’s inc
statement. Methods for calculating revenue include accrual accounti
accounting.

For a demand organization, revenue could include income gegerated by
This might include rent, parking fees, onsite laundry costs, etc

Expenses — is an operations cost an organization inc revenue.
Common expenses include payments to suppliers, payroNgaeas nd equipment
depreciation.

One of the goals of management teams is to
increasing revenue and controlling expense
can be detrimental to the demand organj
advertising not only reduces costs but it
and ability to attract potential tena

s. This is done by

g expenses too deeply
. FOWInstance, paying less on

lower the organization'’s visibility

Demand organizations enter e
accounting methods. With cash
are paid. Conversely, un
incurred but not i

r income statements using one of two
couhting, expenses are entered when they
ounting expenses are entered when they are

Account Structur@and Jumbering Conventions

Several factors influence w
accounts. Pri

information appears in a demand organization’s chart of
iderations include:

formation used?
f detail is needed?
js the accounting system’s ability to track information?

at financial reports must the organization prepare?

d on its requirements, a demand organization’s accounting department may organize

chart of accounts by cost center, such as departments, projects, services, or activities.

Each transaction receives an identification or account code to correspond with a cost

center. In this way, the information can be tracked through the financial reports by cost

center, etc.
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved 30

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course

WIFMA

Facility

Exhibit 1-5 depicts an example of a chart of accounts. This hypothetical chart illustrates
some common classifications and numbering conventions. Note that demand

organizations may have their own classification schemes and numbering conventions.

Exhibit 1-5 shows a numbering convention (listed next) used to assign account numbers.

The following numbers could be used as the leading digit in the numbering convention:

©2020 IFMA
All rights reserved

1 for assets

2 for liabilities

3 for net assets

4 or 5 for revenues

7 or 8 for expenses
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Exhibit 1-5: Sample Chart of Accounts — Categories and Numbering Conventions

Assets

1000 Cash
1010 Checking account (name) #1
1015 Checking account (name) #2
1020 Savings account (name) #1
1030 Petty cash
1040 Temporary cash investments
1100 Accounts receivable
1120 Rental property leases
1300 Loans made to others
1400 Inventory — land
1500 Inventory — buildings
1600 Work in progress
1700 Other assets

1710 Prepaid expenses

1800 Fixed assets — general
1810 Business vehicles

1820 Tools and equipm
1830 Office furnishin
fixtures
se era
Liabilities
2000 Accounts
10 Business taxes
n purchase orders

0 Credit card (name) #1
0 Credit card (name) #2

1900 Deprecia

Short-term loans
2101 Loan (name) #1
2102 Loan (name) #2

2200 Construction loans

2201 Loan (name) #1

2202 Loan (name) #2

2300 Other current liabilities

0\0
&

Net Assets/Equity
3100 Construction revenue

3200 Professional services
3250 Property manag
3500 Rental property in
Revenues
4100 Product rey,
4200 Service revehue

5100 Othe enues

Expenses

70 nd wages

anagement
120 Other salaries and
es

ayroll taxes

7320 Unemployment
insurance and taxes

7330 Workers' compensation
insurance

7340 Life and accidental
death and disability insurance

7500 Accounting fees
7510 Outsourced accounting
fees
7520 Outsourced payroll fees
7530 Outsourced auditing
fees
7540 Banking service fees

7600 Office supplies

7700 Telecommunications
7710 Local access
7720 Long distance
7730 Internet access
7740 Wireless

©2020 IFMA
All rights reserved

32

Edition 2022, Version V2017PAFB_1.2

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course ':':!b\ I F M A

Facility

2400 Payroll liabilities 7750 E-mail service

2500 Vendor liabilities 7800 Postage and shipping
2600 Vehicle/equipment loans 7900 Printing
2601 Loan (name) #1
2601 Loan (name) #2

8000 Janitorial services
8400 Corporate travel

2700 Mortgages owned 8410 Airfare
2701 (address) #1 8420 Lodging
2702 (address) #2 8430 Taxi/limo
2703 (address) #3 8440 Auto
8450 Mea
8600 Insu

&

B IFMA

Discussion Question

Why i it important to assign accurate account codes to financial information

entered in the chart of accounts?

A. The information assists in making educated guesses regarding the future
financial state of the organization

B. The codes to records facilitate
information tracking.

C. It ensures that financial statements are prepared according to their proper
accounting standards and reporting practices

D. It fulfils guidelines set forth in either IFRS or GAAP.

Journal

Elements of Journal Entries

and the
credited

The accounts and the The acc
amounts to be debited amounts

General journal
entries

An explanation and the
intended journal ti
(as a cross-c|

ed record of all financial transactions. The journal is a physical record
r a digital document such as a spreadsheet or data within accounting
cal information contained in a journal includes sales, expenses, cash
emeNs, inventory, and debt. For each transaction, the journal states, using a double-
bookkeeping method, the transaction date, the accounts affected, and the currency
mounts.

Information is put in the journal when it happens to ensure accuracy. This is important for
spotting errors, budgeting correctly, and filing taxes.
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Information in the journal is used to reconcile accounts and transfer information to other
accounting records such as to the general ledger.

Journals are often reviewed as part of an audit process, along with the general ledger.

Types of Journals

The simplest journal type is the general journal in which raw business transactions are
recorded (as journal entries) in chronological order according to the date the transagti
occur. It is the first place to record data including the transaction date, the identi
account code, and whether the transaction is a debit or credit. After a trans
recorded in a general journal, the amount is entered in the proper account,
accounts receivable, and equipment.

To streamline basic recordkeeping activities, most demand organizati se accounting

software to record transactions in journals and the general le usly. However,
despite advances in accounting software, there is always a neg non-routine

transactions such as sales of assets, bad debt, and d%reci th® general journal.

Some demand organizations keep specialized journgls
types of transactions.

Specialized journals include:

e Cash disbursement journal — i an organization'’s internal accounts. It
itemizes all financial expenditugs ine akes before posting corresponding
payments to the general | eral, accounting software maintains the cash
disbursement journal whi i he disbursement amount, the check number,

the transaction t e he payer, and any other applicable information.
The cash disbu ent Jlirnal shows whether more cash is leaving the organization
than is coming inGg ws management to adjust to ensure a constant positive
cash fl

rnal — contains a record of all forms of cash received by a

ch as the sale of a capital investment by the owner; cash sales; sale of an
h; collection from customers; collection of interest, dividends, or rent; or
an individual, bank, or any other financial institution. The cash receipts

is recorded in chronological order with the balance updated and verified
tinuously.

Purchases journal — tracks orders placed using vendor credit and the current
balance owed to each vendor. The purchases journal contains the date of the
purchase, vendor account, invoice date, credit terms, accounts payable balance, and
other account balances. This journal only records credit transactions. Any cash
transactions are recorded in the cash disbursements journal.
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A demand organization uses the journal to track the status of each purchase, the
amount owed to vendors, the due dates for each balance, and discount periods.

It is helpful to know the purpose of these four journals. However, most accounting software

packages allow for entering all financial transactions. The packages are programmed to

track and post these transactions to the proper accounts, thus eliminating the need for

these specialized journals.

General Journal

Exhibit 1-6 is an example of a general journal with sample entries for the follo
transactions:

e February 1: €20,000 water efficiency equipment purchased on account fr
Monitoring Systems Company is debited to record cash outla credi

account for an asset.

e February 2: €180 invoice received from Copy Max for b ur omoting water

 February 11: €2,400 credit for merchandise refprn @

Jonitoring Systems

February 1 Equipment €20,000
ou ble
(

chased on water
ciency equipment
account from Aqua
Monitoring Systems
Company)

Company \
Exhibit 1-6 General Journal Example
Date Account Title and Exp Reference Amount
20XX Debit Credit

€20,000

Printing €180

Accounts payable €180
(Received invoice from
Copy Max for water
efficiency brochures)
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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February Printing €2,400
1 Accounts payable - €2,400

Merchandise returns

(Returned equipment
to Aqua Monitoring
Systems Company)

The first column of the general journal shows the date of the transaction. The
column shows the account debited or credited (recorded in columns four a

including a brief explanation. The third column shows a reference to the specific
this column is completed at the time the accounts are posted.

General Ledgers

A general ledger is the record-keeping system for a dema I2¥tion’s financial data,
with debit and credit account records confirmed by 2®ygal contains every

1

financial transaction that takes place during an orgaf#a S cluding account

information used to prepare the organization’s § | statements. Transaction data is
posted to accounts for assets, liabilities, ow uity¥and expenses, as defined by the

organization’s chart of accounts.

The general ledger is the foundation G Anizon's double-entry accounting system.
The transaction details containe

produce a trial balance, i e t, balance sheet, statement of cash flows, and
other financial reports. lowevegait is helpful to run a trial balance to check for errors and
adjust them before run t her financial reports. These financial reports help
accountants, pany management, analysts, investors, and other stakeholders assess the

company's p continuously.
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General Journal with Sample Entries - "™
References Shown

D ‘Account Title and Explanation Reference a5
200 Detit Credit

Feb1  Equipment 1800 €000
‘Accounts payable 2000 0,000

Feb2  Printing 7900 o0
Accounts payadle 2000 €80

Feb11  Accounts payable 2000 Qa0
Merchandise returns. 2300 a0

i 2 " B IFMA

Consider why there is a debit and

credit in accounting?

» Before computers and calculators, double entries probably provided a
checks and balances process

» To ensure that all the wa: for, everything in column A
had to be entered in column B

» Accounting is exact, so If all the information from column A identically
matched that in column B the accounts will balance

Facility managers are not involved with double-entr 0 wever, they should be
familiar with the concept and associated process.

In Exhibit 1-1, debit and credit were defined as f{@lo
e Debit is an amount due to be paid fr ready paid from an account. Debit is
the opposite of credit. In doubl ccogmting, debits are shown as the left-
nt

hand side of a journal entry or cord, where debts and expenses are
recorded. Debit is comm ted as "Dr.”

e Credit refers to ec ies in a bank account. A credit is an amount due to
be paid to or al@&ady resgling in, an account. It is the opposite of debit. In double-
entry accountin ditgre shown as the right-hand side of a journal entry or

account record, wh ayments to the account are recorded. Credit is commonly

abbre s “Cr.”

h displays of journal entries posted for the water efficiency

neral Journal Postings in Ledger Accounts

Equipment No. 1800

February 1 €20,000

The equipment account debit increases.
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General Journal Postings in Ledger
Accounts

Exhibit 1-7: General Journal Postings in Ledger Accounts

Accounts Payable 000
February 11 €2,400 | February 1 €20,000
February 2 €180

Exhibit 1-7: General Journal Postings in Ledger Accounts
Merchandise Returns No. 2300
rudry 11 €2,400

erchandise return account credit increases.
Exhibit 1-7: General Journal P ger Accounts

No. 7900

February 2 €180
The pri ac eDit increases.
atcounting is a system where every entry to an account requires an equal
s

co Ing and opposite entry to a different account. The double-entry system is an
ernationally accepted accounting practice, that standardizes the accounting process,

s for better error detection, and improves the accuracy of financial statements.

or a demand organization to keep accurate accounts, every transaction appears in at least
two of its accounts. This ensures the accounting equation stays balanced. The accounting
equation, Assets = Liabilities + Equity, is the basis of double-entry accounting, where an
organization'’s total assets are equal to its total liabilities plus its shareholder equity.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved 38

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course

W IFMA

Facility

Debits and credits are essential to the double-entry system. Transactions are recorded in a
general ledger or T-account as debits and credits, where a debit in one account offsets a
credit in another account. A debit will increase one account while at the same time, it
decreases another account. For example, a debit increases asset accounts but decreases
liability and equity accounts. On the income statement, debits increase the balances in
expense and loss accounts, and credits decrease the balances of those same accounts.

Debits decrease revenue and gains account balances, while credits increase their balan

In the journal postings in Exhibit 1-7, the “No.” notations of 1800, 2000, 2300 and
refer to the ledger accounts to which the respective items are posted. Every
organization selects its own numbering system for its chart of accounts. In §s cmple,
the "No. 2000" is associated with accounts payable. At the time of posting, thes e
numbers that are entered as references in the general journal.

Exhibit 1-6 shows an example of a general journal with sampl r following
transactions:
e February 1: €20,000 water efficiency equipment pu oWaccount from Aqua

y and credited to
account for an asset.

Monitoring Systems Company is debited to &\

x for brochures promoting water

e February 2: €180 invoice received from
teYRffic®hcy program.

conservation and explaining the FM

e February 11: €2,400 credit for m urn to Aqua Monitoring Systems

Company.
Exhibit 1-8 completes Exhibit 1-6,
Exhibit 1-8 - Example er al with sample entries including Reference
numbers
Date ccount Title and Explanation Amount
20XX Debit Credit
Februar uipment €20,000 €20,000
Accounts payable
(Purchased on water
efficiency equipment
account from Aqua
Monitoring Systems
Company)
February 2 Printing - €180 €180

©2020 IFMA
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Accounts payable

(Received invoice from
Copy Max for water
efficiency brochures)

February Printing €2,400 €2,

11 Merchandise returns
(Returned equipment

to Aqua Monitoring
Systems Company)

Total debits = €22,580
Total credits = €22,580

Discussion Question onu :
Whichof the bout double-ent is false? ‘

A. Debits are shown as the right-hand side of a |uur;1a| entry or account record
The accounting cycle pyl#esS ma ancial accounting of business activities easier. The

B. Debitis an amount due to be paid from or already paid from, an account
C. Credit is an amount due to be paid to or already residing in an account
D. Double-entry posting ensures that a journal is always in balance

Accounting Cycl

accounting cycle ensurd@the adiliracy and conformity of financial statements. Accounting
software and the uniform ly automated process of the accounting cycle help to
reduce error

The eig ntlng cycle process begins with recording every transaction and ends
financial reports of the organization’s activities for the designated
ounting periods depend on demand organization needs and business

ganizations may need to modify the accounting cycle to fit with their business model
ccounting procedures. This may involve modifications for accrual accounting versus

sh accounting, or for the choice of double-entry accounting versus single-entry
accounting. The modifications may also affect creating the income statement, the balance
sheet, and the cash flow statement.
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A facility manager does not have responsibility for the full accounting cycle, but a general
awareness of the steps is helpful.

Exhibit 1-9 shows the steps in the accounting cycle. A brief explanation of each step follows
below.

Accounting Cycle & FMA

A brief explanation of each step follows below.

Step 1: Identify the transactions  fr====== 1

r N
Step 2: Record Transactions in a
Journal 1

Step 3: Post Transactions to the
General Ledger 1

Step 4: Prepare an Unadjusted
Trial Balance

Step 7: Prepare Financial
Statements

Step 8: Close the books ~ f====== 1

Reverse journal entries

Exhibit 1-9

tify the transactions — organizations have many transactions such as

nds, or payment to vendors throughout the accounting cycle that create
eping events.

e St€p 2: Record Transactions in a Journal — transactions are recorded using

journal entries. The receipt of an invoice, recognition of a sale, or completion of
other financial events could trigger a journal entry.

e Step 3: Post Transactions to the General Ledger — once recorded as a journal
entry, the transaction posts to an account in the general ledger. The general ledger
supplies a breakdown of all accounting activities by account.

©2020 IFMA
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Step 4: Prepare an Unadjusted Trial Balance — after posting the journal entries
to their associated general ledger accounts, an unadjusted trial balance is prepared.
This is to find whether the total debits equal the total credits.

Step 5: Create a Worksheet to Identify and Adjust Entries — after running the
unadjusted trial balance, a worksheet is created and used to ensure debits and
credits are equal. If discrepancies exist, then adjustments are made during the ne
step.

Step 6: Prepare Adjusted Trial Balance — at the end of the accounting
adjustments to entries are made. These result from the corrections made

worksheet and from the passage of time.

Step 7: Prepare Financial Statements — after posting the adjusted®entfies dbe
organization prepares the formalized financial statements.

Step 8: Close the books — At the end of the accounting peri e organization
completes temporary accounts, revenues, and expens oS entries. This
includes transferring net income into retained earnings. ,t rganization
prepares the post-closing trial balance to ensure d dits match. The new
repare the financial

accounting cycle begins. Y 2
'Mft e next accounting cycle. A

reversing journal entry avoids double co e amount when the transaction

occurs in the next period. Reversing i re recorded on the first day of the new
period. An example of this migh ac | or deferral recorded on the last day
of the accounting period.

Reverse journal entries — some adjustin

g
statements need to be reversed as of the
t

e An accrual pertains hat should be reported now but have not yet

been record p

expense accrual would be the electricity usage in
neither the bill nor the payment will be processed until
January. The December electricity should be recorded as of December 31
accrual adjusting entry that debits Electricity Expense and credits a
ity’account such as Accrued Expenses Payable.

rual pertains to revenues that should be reported now but have not yet
n recorded nor has the money been received.

An example of the accrual of revenues is a bond investment's interest that
is earned in December, but the money will not be received until a later
accounting period. This interest should be recorded as of December 31
with an accrual adjusting entry that debits Interest Receivable and credits
Interest Income.

e A deferral occurs when money is paid out that should be reported as an
expense in a later accounting period.
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An example is a payment made in December for property insurance
covering the next six months of January through June. The amount that is
not yet expired should be reported as a current asset such as Prepaid
Insurance or Prepaid Expenses. The amount that expires in an accounting
period should be reported as Insurance Expense.

An additional example is the insurance company receiving money in
December for providing insurance protection for the next six months.
the money is earned, the insurance company should report the u
amount as a current liability such as Unearned Insurance Premiu
insurance premiums are earned, they should be reported o
statement as Insurance Premium Revenues.

e Avreversing journal entry example:

$10,000 of revenue is accrued in January because the
the revenue but has not yet billed it to the ¢ e @Istomer is
expected to be invoiced in February, so a revgrs ntNis created in the
in the beginning of February to reverse t al'W10,000 revenue
accrual. The final billing, for a total 2, pleted later in the
month. The net result is the reco In revenue in January,
followed by the recognition of

gni
ﬁon $2,000 of revenue in February.
At the end of the year, financial statements areq. Public organizations must submit

Q, accounting cycle revolves around

ny has earned

financial statements by certain dates.
their reporting requirement dates.

Accounting Principles for Financi
Statements

» Historical Cost - amount g re an asset or for noncash exchanges

» Revenue Recognition - de} guinting period in which revenues
and expenses are recogniy

¥ Recognized, revenue has B

led to cash without extra expense.
it promised to do, such as provide

nagement is a large part of a demand organization's budget. Therefore, the
ility manager should have a solid working knowledge of business, finance, and

ccounting. This knowledge enables the facility manager to recognize what financial
Information needs to be reviewed, who records the FM related transactions, and who has
the authority to approve the financial information and budget submitted.
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Some of the accounts shown in the demand organization'’s financial statements reflect FM
activities. For instance, asset accounts include supplies, inventory, buildings, land, and
equipment. Accounts related to liabilities include items such as mortgages, salaries payable,
and taxes payable. Rents earned, interest earned, and revenues from services provided by

the FM function are part of revenue. FM related expenses include utilities, rent, supplies,
repairs, maintenance, and telecommunication.

Although facility managers are not directly involved in preparing financial statements, tMey
do have a responsibility to provide information in time to allow close-of-period a g

activities. They also should know how historical cost, revenue recognition, a
disclosure affect the information they supply.

Historical Cost

A historical cost is a measure of value. An asset's value is reco alance sheet at
in value over time.
Historical cost is used for fixed assets under GenerallgAcc ounting Principles
(GAAP). Historical cost prevents overstating an asset’ ppreciation might result
PUrchased its main

000 in 1950, and the current

on the balance sheet at $150,000.

from volatile market conditions. For example, if a
headquarters, including the land and buildings,
market value is $25 million, the asset is still

Similarly, asset depreciation is recorde punt@r wear and tear on long-lived assets.
For example, depreciation is recordad for fixed assets, such as buildings and
machinery, over the asset’s usef balance sheet, annual depreciation
accumulates over time pelow an asset’s historical cost. The subtraction of

tion the historical cost, results in a lower net asset value for

the accumulated depre

the item, thus ensuring n atement of the asset's true value.

o tn. “ethod, income and expenses are
ed as sccur, regardiess of whether or not
< actuawy changed hands. Revenue is
recu “hen it is earned, regardless of when it is
collecy
Example: When a company allows you to “buy now and
pay later”, they are looking at your purchase of your new
sofa as income even if you don't pay it off for another 12
months

Although facility managers are not involved with the revenue recognition principle, they
should have a general understanding of what it means.
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Revenue recognition is a Generally Accepted Accounting Principle (GAAP) that stipulates
when revenue is to be recognized and how to account for it. Revenue accounting is when
goods or services are sold. The revenue is recognized when the purchaser pays for the
goods or services.

Revenue recognition is part of accrual accounting. It requires that revenues are recognized

on the income statement in the period when realized or earned, not necessarily when
is received. Realized means the customer received goods or services, but payment i
expected later. Earned revenue accounts for goods or services provided or perfor
respectively. The revenue generating activity must be fully or almost compl
included on the income statement during the period when realized or earn

there must be reasonable certainty the earned revenue payment will be receive

revenue and its associated costs must be reported in the same acco period.

Full Disclosure

B IFMA

Accounting Principles for Financial
Statements

FMs are not directly involved in financial activities, but do play a role in
providing timely ,to allow close-of-period activities

The FM should be aware of basic accounting principles such as
Organizational Assets Liabilities

for example, supplies, inventory for example, mortgages, salaries owed
buildings, land and equipment and taxes payable
Revenues Expenses

for example, rents eared, interest for example, utilities, rent, supplies,
eamed and revenues from repairs salaries, taxes, phones among other

In business, full disclosure refers t f all parties involved in a business transaction

to tell the complete truth eriaWsue related to the transaction.

For instance, full disclo eState typically means the real estate agent or broker

and the seller reveal an defects and other information that may cause an

interested party not to close€the deal. The agent or broker must reveal whether the seller is

willing to acc r offer, must reveal facts or data describing the seller’s urgency level
i e, and must reveal whether the agent or broker has any interest in the
sonal relationship with the seller. Figures and estimates of the property
he property has been on the market, and updates on offers or

placed on the property are typically disclosed too. Legal penalties may result
is disCovered the seller knowingly lied about or concealed significant facts about the
erty.
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Chapter Summary

v

Summarizethe reasons why finance and business managementare key
il in the f facility

v

Define key finance terms prevalent in facility management
Explain basic accounting principles and practices that underpin facility
management operations

v
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Progress Check Questions

1.

What is the term for the practice of communicating financial information to managers?

a. Financial accounting
b. Accrual basis accounting.
c. Statement of cash flows.
d. Management accounting

What statement best describes the contents of the chart of accounts?

A demand organization’s financial information by account.

A list of financial accounts in an organization’s general ledg

a
b
c¢. A demand organization’s financial information by transactio .
d

Financial information organized by account.‘\(

S
tr ctions.
nt type.

A demand organization’s financial information by st

What statement best describes the contents of a jour

A numbered list of items an accounting s

a
b
c. A daily, chronological record of busine
d. Financial information organized by,

What best describes financial acc

a. ldentifying, measuring, @ o}

information to ge

rpreting, and communicating financial

b. Calculating fin@cial refIts using projections or presumptions.
¢. Recording, sum =
iod.

and reporting transactions from business operations

ich all expenses must be justified for each new period.

s, and Net Assets are three categories in a chart of accounts. What are
tegories found in the chart of accounts?

venue and expenses
Cash flow and depreciation
Debits and credits

d. Capital and expense
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6. What statement best describes the acronym GAAP?

a. General Accounting Acceptable Practice
b. General Account Auditing Principles

c. Generally Accepted Accounting Principles
d. Global Accepted Accounting Principles

7. What statement best describes the term debit?

a. A positive cash entry in a bank account

b. A noncash charge against assets over the asset’s useful life
¢. Increase an asset account or decrease a liability account.

d. An operations cost incurred to generate revenue

©2020 IFMA
All rights reserved 48

Edition 2022, Version V2017PAFB_1.2

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course ':'é!'\ I F M A

Facility

Chapter 2: Financial Management of
the FM Organization

Chapter 2 Introduction w

Chapter 2: Financial
Management of the FM
Organization

Chapter Objectives

On completion of this chapter, you will be able to
je the

e Develop, recommend and gaaas
¢ Identify the basic financiz
e Describe the el

Lessons

* Buydge eting Basics
& atements
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Budgets and Budgeting Basics

Lesson Introduction

On completion of this lesson, you will be able to:
e Develop, recommend and manage the facility budget.

This lesson consists of the following topics:
e The Importance of Budgeting L 4
e Budgeting Approaches &\

e Types of Budgets

e Additional Budgeting Concepts

¢ Budget Monitoring

e Budget Closeout

e Multinational B ; g@rati s

u
e State or Cross-Blrder Bgdichmarking and Budgeting

Budg i
Ical expression of how an organization, or a part of the organization,

exgectS@ operate for a defined period of time. This identifies the resources and
t

C
m
onitoring them can differ across organizations.

itments needed to satisfy the identified goals over a period as well as the sources of
nding to provide those resources. Budgets and people involved in preparing and
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Facility

& IFMA

Budgets

Abudget is a formal, numeric expression of how an organization, or part of the
organization, expects to operate over a period of time. It identifies the
resources and commitments required to satisfy the identified goals over a
period as well as the sources of the funding to provide those resources.
Budgets and people involved in preparing and monitoring them can differ
across organizations.

Additional concepts that a facility manager may encounter are discussed in this lessgn,

namely:

the financial

e general budgeting guidelines

¢ high-level international budgeting considerations

e approaches that organizations can apply to develop budgets

Budgeting is the process of gathering information

‘?ilj projections and monitoring progress toward t
budgets directly affect the facility manag’ e

specifics.

ing and capital
the organizational

Discussion Question e

Whichof the following statements is true?
A. Budgets are actionable plans that help to ensure fiscal responsibility.
B. Strategic plans are by sh goals and ob

C. Compared to strategic plans, budgets have a broader focus.

D. F i control than

A budget predicts what will happen and it estimates costs and plans for sufficient
ctionable plans that help to ensure fiscal responsibility, which, in

udgets are important for management planning and are similar to strategic

plans and forecasting.

A comparison of Strategic Planning, Forecasting and Budgets

e Strategic planning — is the process of outlining the direction of an organization. It
contains broad, long-term, significant plans and the methods and actions by which
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the organization will operate. The senior management of the demand organization
leads the strategic planning process, which is given to the stakeholders for
approval. The role of the facility manager in strategic planning is to align the
department's strategy to the demand organization's strategy.

Strategic planning encompasses numerous programs undertaken to implement
organizational strategies; it precedes budgeting and provides the framework for
budgeting. In that regard, resulting budgets portray a slice or segment of a
strategic plan.

e Forecasting — is a technique used for predicting operating results over p
time. Time periods vary; forecasts may be for months, quarters, one,
years, accounting periods, or other time frames. Forecasts typically €
revenues, expenses, and other items that affect cash flows. The financial A
provides historical information that the FM uses to prepare it uired fWecasts. If
a forecast is incorrect the budget amounts will be incorrect, oalld cause
unforeseen budget variances in the FM department. F n tmange. They are

typically updated as new information about changing go onbecomes available.
Forecasting involves planning but lacks a high lev ol and accountability of
budgets. Variances in forecasts are analyzed e e forecaster is not
directly responsible for forecasted outcomesfBuS@Rts | acceptance of

responsibility and a commitment to meejinS@ke buligeted objectives.

Qin sson 2 of this chapter.

easurable terms. A budget is the sum of money allocated for a particular
contains a summary of intended expenditures along with proposals for

‘?il:’ Proforma statements are

Forecasts can a
indicates a chan

ture time or a deficit in which expenses exceed income. Budgeting serves
tiple roles of planning and control, determining what actually happened and
comparing it with the previously planned outcomes.

Budgeting provides an organization with several fundamental benefits, including,
but not limited to the following:

- Improves communication and coordination — budgets help ensure that all
parts of an organization are working together to achieve organizational
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Facility

strategies. An FM budget should be linked to the demand organization’s goals
and objectives and aligned to other business plans and processes.

- Forces management to plan — the detailed plans in a budget are intended

to achieve specific goals and objectives. Budgets encourage managers to

foresee problems and consider how to deal with uncertainty and the future. An

FM budget should provide accurate and realistic cost estimates. Budgets m

effective use of historical data or previous costs, benchmark data from oth

et

chmark

or baseline against which actual performance can be evaluated. It p sa

series of checks and balances on the actions of manage and st

responsible for the various aspects of the budget. An F provides a

financial plan against which the facility manager reactual results

with budgeted results on an ongoing basis. Larg enc®s between

planned and actual results can be investigate eQudget can be revised

going forward if necessary. The budget@ppre untability and a facility

manager's individual responsibility can he performance
evaluation process.

organizations, and industry standard reference data. The data are us
analyze trends in cost spending and exercise industry best practices
budgeting process.

- Provides a basis for performance evaluation — a budget se

- Allows for fine-tuning the strate
characterizes budgets is the so

the detailed planning that
formation for strategic planning.

Example: A strategic plan inclyslies O¥gectivd@l for a facility's real estate master plan.
The first draft of the FM bu ®s estimates for a major renovation to meet
the growing organizatio yever, the estimates seem high. This
information allo an | management to reassess the risk associated with
the investmentglind revige plans before a commitment is made.

Budgeting Benefits

Lonefits, including
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Authoritative

sets from strategic
goals down to
individual items.

employees fulfill
these goals

» Knownas a top-
down - process is

Budgeting Approaches

Participative

» Seniormanagement » Managers atall

levels and key
employees cooperate
to set budgets.

» Lowermanagersand » Top management

retains final approval

» Knownas a bottom-
up or self-imposed
budget

§ IFMA

Combined

» Combines features of
authoritative and
participative
methods.

» Known as an iterative
budget

» Characterized by
two-way
communication.

IFMA's Finance and Business Course

faster and incurs less > Promotes budget
agency costs than acceptance and
bott

P

Approaches to budgeting differ across organizations, but all fall somewher

continuum between being entirely authoritative and entirely participative.
provides an overview of these budget approaches. Currency exampleg are in Ca
dollars (C$).

of the
nsure that:

A facility manager needs to apply the budgeting standards a

1. The financial models used to develop budget‘are
2. The format is appropriate and consistent wit

3. The process for developing the budget fql sta
practices of the demand organization.

rd management and financial

Budget

Advantages and Disadvantages
Approach g g

Authoritative Advantages:

e Budget goals reflect strategic

objectives.
items of the budget for each

artment and expects
lower managers and
employees affected by the
budgets to fulfill these goals.
Also known as a top-down
budget.

e Better control over decisions.

e Top-down budget process is
faster and incurs fewer agency
costs than bottom-up
budgeting.

Disadvantages:

e Dictates instead of
communicates.

e Senior management may be out
of touch with departmental
operations and set unrealistic or

©2020 IFMA
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Budget
Approach

Description

C$200K as the landscape maintenance expense target.

Participative Managers at all levels and
certain key employees
cooperate to set budgets for
their areas. Senior
management participates in
the process at varying points,
particularly the beginning

process and usually retain
final approval. Also known as
a bottom-up or self-impos

budget.

and end of the annual ‘

Advantages:

e Expertise leads to
budge isions.

ployees feeling
nd*empowered.

Can

tes’budget acceptance
c®mprehension.

ni¥ges:
tegic goals may not receive
priority in the budgetary
process.

If managers and key employees
do not give the budget
appropriate focus, it can lead to
managers underestimating costs
and overestimating revenues.

financial ma for review and approval.

Example: A facility ma lops a department operating budget with input from
purchasing, human resourc d administration. Upon completion, the budget is sent to senior

Combi Combines the features of
authoritative and
participative budgeting and
falls somewhere between
these methods. Also known
as an iterative budget.
Characterized by two-way
communication:

e Senior management
understands participants’
difficulties/needs.

Advantages:

e Strategic goals are
communicated top-down and
implemented bottom-up.

e Personal control leads to
acceptance, which leads to
greater personal commitment.

Disadvantages:

e Alonger process, which in a
large demand organization

©2020 IFMA
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Description Advantages and Disadvantages

Approach

can significantly add to the
budgeting timeline.

¢ Participants understand
management'’s
dilemmas.

Example: Senior management provides FM and all other department heads with a clear
understanding of strategic goals. A facility manager works in the team to develop angs
budget that incorporates FM tactical goals aligned to the larger strategic goals. Se
management reviews the FM budget and once any adjustments are negotiateg
approved.

ization's because

n
it provides balance between strategic and tactical inputs. Owngrshg b t by the
budgets that get

The combined iterative budget approach is commonly used in many

department and thorough review by management lead to com en
applied.
Steps in a combined budgeting approach include th 0

1. Budget participants are identified from all S ment as well as key

employees with expertise in a particular Y
2. Top management communicates th ic direction to budget participants.

t of

3. Budget participants create the §i ir budget.

t higher level for review in an iterative
th directions.

4. Lower levels submit budge
process stressing comm

Budget items and approval from management sets

5. Thorough invesji#ation o
the final budge

et Assumptions

‘assumptions about the future

€S
of full-time equivalent FM employees
uirements and expectations for example, level of

personnel and outsourcing costs
Supplier price projections
» Rent, insurance and taxes

egardless of a demand organization’s unique requirements or budgeting approach, the
budget process involves developing a set of assumptions. Assumptions are formulated at
the start of budgeting and are generally described as premises — statements that are
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Facility

assumed to be true, without proof or demonstration, from which a conclusion can be
drawn.

Developing an FM budget requires making reasonable assumptions about the future.

Developing Budget Assumptions o5

Intuition and experience

Historical data

Dynamic
Laws Factors Trade joumnals
Supply and demand for Industry best practices
FM services
Colleagues' input

Research

Once assumptions are in place, the budgeting process unfolds according to org@dional
protocol, culminating in an agreed-upon pact between FM and seni nageme&nt.
Formulating reasonable budget assumptions requires consid ons such as,

but not limited to:

e What are the expectations for revenues in the upc aw
e What are the projected operating expenses?‘
e How many full-time equivalent (FTE) facility@#ana efftemployees will be

needed? How much will the employees ensated?

e What are the projected costs for he benefits?

¢ How many contract personnel
cost?

e Are supplier prices

e What are the re d expectations of service to the stakeholders?
Stakeholders in ess unit leaders, managers and directors.

e What are the stake ers' forecasted needs for the coming year and how will this
et? For example: Is there a reorganization or move planned? Will the
ion be taking on new hires? Will a new workflow process be

¢ Will organizational growth be outsourced? Will there be staff layoff?

h will rent, insurance and taxes be?

that the list of questions will vary.

develop budget assumptions and forecasts, historical data about past performance,
ion and experience — even in changing times — can collectively provide a starting

int. Due diligence is warranted. Conducting research, reading trade journals, reviewing
industry best practices and taking the demand organization's policy and approval levels
into consideration are all appropriate when formulating budget assumptions.
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Facility

Discussions with colleagues and other organizational personnel can provide information
about:

e Senior management — strategic goals

e Finance — records of past performance and forecasts of future trends

e Human resources — shifts in the labor market and expected salary expenses
e Sales — revenue generation

e Purchasing — suppliers and price trends

It's important to realize that the elements behind the questions and assumpi

dynamic. Employment costs and conditions change, the supply of and dem{@d
management services varies, laws that affect business and employment change

et assUnptions,
d, ptions are

wiz&ioIn Future

N\

Technology has brought a revolution to busigesS@rgMizations and FM are being forced

myriad of other factors can shift up or down. To develop reasonable

facility managers need to stay current with what is going on. In th

educated guesses about the future.

FM's Alignment to the Orga
Work Environments

to make rapid changes and meet challengs transformations evolve. This will

affect the budgeting and forecasting g lity managers need to be aware of the
changes and challenges that lie a conscious of how this will affect the future

budget and forecast plans,

Increasing customer ex@@Ectatiogs and stricter government regulations are reshaping the
FM industry in areas su s, b ot limited to:

e health

d safety

s. Sustainability is a key factor and the future for facility managers will involve a greater
s on indoor ecology, energy usage, water conservation and waste management, which
ill change the focus of the traditional budget.

An evolving organizational trend is to elevate the facility manager to a strategic, long-term
planning partner. This involves changing basic skillset requirements, in addition to technical
skills which require building maintenance and compliance to government regulations.
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Facility managers will need to acquire critical thinking, business management and
communication skills to convey the motives for the new budget requirements that will be
inevitable.

The trend to shift away from traditional work styles affects FM from an operational
perspective and how buildings are occupied. Facility managers will be required to

effectively accommodate varying occupancy rates, which in turn will affect power usag
and energy conservation. Global collaboration has become the norm in business and t
requirements to effectively administer the requirements for this to run proficientl
added to facility managers portfolio.

Security and health and safety will still play a fundamental role in the FM or§aniZ@tiom and
FM will need to pay closer attention to factors that contribute to em d

ee heal
productivity. Lighting and ergonomics play an essential role in this a il have to be

factored into future planning and budgets.

Energy conservation is paramount to current and future govlations.
Modifications will need to be made in the conservatign of @ in Teatures such as

i systems.

daylight vs. artificial light, airflow, insulation and heati

Everything discussed in this section will have an | rt,se more substantial than others,
on the planning, budgeting and forecasting req M in the future. These changes
will require creative, imaginative and realisti while investigating trends and

preparing future budgets.

Budget Preparati lines for Future Work

Environmen

Factors that need to be co red by FM when preparing budgets and forecasts for future

work environ clude:

pe€ctations — the generations that will need to be accommodated in
re Gen Z and millennials, many of whom have increased expectations for
work and flexible working patterns. These individuals connect, create,
ute, and collaborate. The main workplace features that they prefer are bright,
n co-working spaces with amenities such as fresh food options, daily cleaning,
24/7 building access as well as on-demand workspaces that have shared or
dedicated desks and provide access to meeting rooms.

e Sustainability — global warming is a paramount environmental challenge.
Organizations need to become more energy and carbon efficient. This can be
achieved by creating or introducing more sustainable buildings. The trend towards
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Facility

sustainable solutions will affect management and maintenance, building design,
and supply and value chains.

‘?ib Sustainability is discussed further in Chapter 5 — Procurement in the FM
Organization.

¢ Technology — there has been a substantial increase in productivity, inco
and the development of industries due to technology. Progress in t
increasing, with the improvement of automation, low-skill labor will
and a skillset will change.

rqMlaced,

New standards
round
js includes air and
\/ity, access to

¢ Health and Well-being — workplace wellness is a growing tr.
and technologies have driven the design of buildings
humans and their health, referred to as “wellness archit
water supply, centralized staircases to encourage ph
nutritional information and health food optiw.

Existing facilities and tight budgets put limitations o %
ways that FM can keep up with the trends.

ager, but there are

Example: Stair climbing is regarded as vig
and heart. A recent study revealed that
a cup of coffee. A facility manager ca

rcise that is good for your health, bones,
stair climbing gives a bigger boost than
that they currently have in the building

Facility managers will a fcial role ensuring that the workplace meets with the

ys pla

employees’ needs. As t orkflce changes, facility managers will need to stay aware of

trends, make provision fo is realistic in their budget preparations, and develop the

skills needed unicate to senior management the negative impact of inaction.

Opeya and capital budgets are two types of budgets that are extremely important in
. From a broad perspective, operating budgets are considered short-term, as they
ty\@eally project only one year at a time. By comparison, a capital budget is long-term and
ay project two, five or more years into the future. Operating budgets and capital budgets
have several other distinguishing characteristics.
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Facility

Operating Budget

§ IFMA

Types of Budgets: Operating Budget

An operating budget is a short-term budget projecting all estimatedincome
and expenses during a given period, usually one year. It excludes capital
expenditures because they are long-term costs. It

» Consists of funds that are used to support daily operations

» Estimates revenue, income and expense items on a monthly basis

» Includes projections for a one-year period

» Is also calledan budget or

Formally defined, an operating budget is a short-term budget projecting a
income and expenses during a given period, usually one year. It excludes c
expenditures because they may be long-term costs.

N

Operating budgets provide an important management planning and [, mechanism.
Development of the budget should take into consideration t imum
requirements:
¢ Management's objectives for the site and fackcy
e Trend data such as surveys, demographic res mark reports
¢ Probable changes in economic factors — ipat&Pchanges in external factors
such as higher utility costs, labor costs/a\@ila , material costs/availability,

regulations and new codes

¢ Detailed information on the sit ility¥age, physical condition and finances

¢ Internal customer needs fq rvices and upcoming projects

¢ Organizational initj

An operating budget ¢ s used to support daily operations. An operating

budget estimates reven me and expense items on a monthly basis and includes

projections for.a one-year od. Specific items contained in an operating budget may

vary. An exaNVtomary operating revenue and expense categories are shown in
Exhibit§
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Exhibit 2-2: Example of Customary Operating Budget Revenue and Expense

Categories

Example of Customary Operating Budget Revenue and Expense Categories

Revenues, if any
Chargebacks, if any
Expenses — categories such as, but not limited to:
¢ General and administrative
e Office — rent and utilities
e Operations and maintenance
¢ Noncapital projects
e Design and engineering

e Taxes \
¢ |nsurance v
e Marketing
e Leasing L 4

e Depreciation (all capital depreciation) \

Operating projections take into account se

riations in expenses and income, for
hat are paid on something other than
a monthly schedule, for example, real 4@ insurance.

An ongoing challenge in FM s tq
management and main ce. oids reactive initiatives of fixing assets as they break.

Developing an annual plaglas a precursor to the operating budget, can result in a

helpful tool to plan and or e expense information about projects, operations,

maintenance r costs and expenditures for the projected period. The annual work

plan (A -term needs, is very specific and based on solid projections.

ote that the list of cost categories reflects the expense categories shown
above in Exhibit 2-2.

Exhibit 2-3 shows an example of customary information found in an annual work plan.
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Exhibit 2-3: Common Cost Categories in Annual Facility Management Work Plan

Common Cost Categories in Annual Facility Management Work Plan

General and administrative
Salaries
Employer's taxes
Employment insurances
Pension payments
Health-care insurance
Other benefits

Office
Purchase
Rental
Clothing and uniforms
Car fleet

Fuel and oil
Maintenance and repairs

Office automation
Telecommunications

Landlines
Mobile phone charg
Switch maintens

Printing

Copier@ases/r@ewals

Mail

Ipment
riers

s and maintenance
tilities

Natural gas
Electricity

Steam
Water/sewage
Fuel oil

*

X

\

@:ov'ng/porter services

Operations and maintenance,
continued

Maintenance

e Preventiv
e Sched
e D

Repair
Cystodial

Cleaning contract
sumables
Pest control

pital projects
Minor construction
Renovation
Repair
Design and engineering
Computer-aided design
(CAD) photography and
renderings
Taxes
Insurance
Building insurance
Liability insurance

Marketing
Leasing
Depreciation (all capital depreciation)
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Common Cost Categories in Annual Facility Management Work Plan

Environmental

Operations

©2020 IFMA
All rights reserved
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Waste management

Landscaping and grounds
maintenance
Health and safety operations

Life and safety

Emergency and disaster
planning

Security
Guards

Systems

Fire precautions

Detection and alarms &
Extinguishers
Snow removal

Employee amenitie

Vendj
eteri
A

Day care

64

are can be used to translate the categories into an actual work plan.
ork plan excerpt showing the general and administrative costs from Exhibit
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Exhibit 2-4: Annual Facility Management Work Plan Sample Excerpt

Cost Categories Amount Comments

General and administrative

Salaries '\

Employer's taxes
Employment insurances
Pension payments
Health-care insurances
Other benefits

This work plan excerpt is just an example of possible categorieg. ded to be a
ready-made template. A category and how it is populated is a what is
appropriate for an organization. There are many possibilitieg$s d exist due to the
types and complexities of facilities. The line items sh‘/n

categories of general and administrative costs but ar g
complete.

ycluded as likely
be all-encompassing or

AMuUnt headers should specify the

In this sample, there are no entries in the fields.
i ful to clarify the costs or expenses can

currency being used. Any remarks that

be included in the Comments colum garding personnel, if the facility

manager is planning to hire one g™ tenance person, the comment might be:
'Includes one new hire FTE main

This annual work plan d De translated into an operating budget. Exhibit 2-5

shows a sample excerp thetical operating budget for general and administrative

ptimize FM department performance — careful and meticulous
ring of expenses against budget allocations allows appropriate adjustments
e made.

Greatly enhances a facility manager’s ability to recognize patterns and trends
— it facilitates a manager’s ability to take appropriate preventive action to avert
potential problems or implement corrective action if problems or unplanned needs
do arise.
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Fiscal Year

: Expended Budget Years- :
Cost Categories Budget Years-to-Date to-Date Variance
Amount
Salaries 250,000.00 187,500.00 166,666.67
Employer's taxes 25,000.00 18,750.00 16,666.67
Employment 81,250.00 60,937.50 54,166.67
insurances
Pension payments 10,000.000 7,500.00 -833.33
Health-care 62,500.00 46,875.00 -5,208.33
insurances
Other payments 25,000.00 8,762.25 .67 7,904.42
Total 453,750.00 330,324.7 0.00 -27,824.75
OrecCad
hense a
0 pe e ange Yea O
O ed 0
ategorie 0 0 ea AQga
OlrecCd 5
budgjge
Salaries 22,315.00 4 3,839.78 270,833.33 | -20,833.33
Employer's 2 .30 847.52 383.98 27,083.33 -2,083.33
taxes
Employment 7,2 6,004.45 1,247.93 88,020.83 -6,770.83
insurances
2.60 739.01 153.59 10,833.33 -833.33
5,578.75 4,618.81 959.95 67,708.33 -5,208.33
250.00 1,000.00 -750.00 17,095.58 7,904.42
38,520.23 32,685.00 5,835.22 481,574.75 | -27,824.75
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Discussion Question e

Why is good due diligence important when preparing an FM operating budget?

Capital Budget

§ IFMA

Types of Budgets: Capital Budget

A capital budget shows financial impacts resulting from major, long-term, non-

routine expenditures for items like property, plant and equipment

It

» Provides a direct, high-dollar response to the organization's business.
objectives

» Requires an to reserve funds and for use
on large investments, oftentimes to realize benefits far into the future

» Includes for a multi-year

e Capital asset — a depreciable item
whose expected life is longer tha

e Capital expenditure — acqui r expanded long-term plant assets.

A capital budget is a direct, high £#® € se to the demand organization’s business
objectives. Capital budgeiiipred Q organization to reserve substantial funds and

resources for use on la inve

ents, often to realize benefits far into the future. A capital
budget may be a multi- ntation, attributable to the magnitude of capital

expenditures.

The demand 's finance department sets organizational rules for capital
ent and finance personnel. For example, the CFO, controller and

d in capital budget approval and monitoring. A facility manager has a

ital budgeting and execution. No capital project should be started without appropriate
ovals by the management levels authorized by organizational financial policy.

rganizations may set capital thresholds or cutoff levels that establish the sphere of
influence that finance and operational managers each have for capital projects. For
example, finance may delegate more authority and responsibility to a facility manager for
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requirement.

Due Diligence Considerations for e

Capital Projects

» Does the project support organizational business objectives and reflect the
priority of those objectives?

» Whatthe boundaries for the project are for example, what the project will do
and what it will not do?

» Is the funding needed to complete an ongoing project?

» Does this project involve maintenance or replacement of worn-out
equipment?

» Whatis the expected return on investment for the project?

» Willthis project modemnize work processes and result in cost savings?

» s this project needed to ensure the organization’s financial integrity?

» s this project to comply with

» Whatare the financial risks associated with this project?

Consider the questions listed in Exhibit 2-6

project approval.

Exhibit 2-6: Considerations for

priority

Wh s for the project are

What is the expected return on
investment for the project?

©2020 IFMA
All rights reserved

Capital projects are evaluated internally. The FM department and other departments
submit capital requirements for approval. Senior management makes the go/no go
decisions through a process that assesses, prioritizes, programs and budgets initiatiyes
before releasing them back to the submitting department for execution. Ideally,
submissions for capital requirements show long-term economic and operati
the demand organization. There can be situations where capital project justgpcatilin i
driven by another reason, for example compliance with a new mandatory regula

)

increase the probability for capital

Does this project involve maintenance or
eplacement of worn-out equipment?

68

Will this project modernize work
processes and result in cost savings?

IFMA's Finance and Business Course

capital requirements below $50K. The finance department then takes ownership for any
expenditure above $50K. Facility managers and all other department managers, must
understand organizational rules, policies and procedures for capital budgeting set by
finance management and they must unconditionally observe the protocol.

"19

Is this project needed to ensure the
demand organization’s financial integrity?
Is this project necessary to comply with
legal/regulatory requirements?

What are the financial risks associated
with this project?

Edition 2022, Version V2017PAFB_1.2
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Capital budgeting is complex. Capital expenditures can have a different tax treatment from
operational expenditures and are sometimes more or less attractive to the CFO, depending
on that tax treatment. Decisions on whether an expenditure can be treated as capital versus
operating expense are determined by finance policy and therefore beyond the control of
the facility manager.

The upcoming discussion of Business Cases in Chapter 4 discusses the
‘?ilj justifications related to capital investments. Capital investment decisid
crucial to an organization’s welfare as they involve large expen

have a long-term impact.

Relationship between Operating
Budget

Operational versus Capital Budget B

» Operational budgets are short-term, one year o less, with intense scrutiny
and close examination of line items

» Capital budgets are multi-year, spanning between two to ten years, they are
created in conjunction with the company's strategic plan

Operational versus Capital Bud
(Continued)

The order of priority for capital budgets is as follows
- Legal compliance and personnel safety requirements
- Protection of corporate financial Integrity requirements.
~ Ongoing project completion
- Maintenance or replacement of wom-out equipment
- Work process moderniza|
~ High expected ROI new

- Average expected RO
- Oher projects

ective, budgets can be categorized by program, such as maintenance,
ace build-out, environmental and security. A continual challenge for facility
ho set up budgets is taking the time to define and set rules for semiannual,
ual and capital expenditures. The facility manager should be capable of managing and
atking each program, both in operating and capital budgets.

Operating Budgets

Conversations in a company regarding budgets typically refer to the operating budget. As
a rule, facility managers are more likely to have control of the operating budget than the

©2020 IFMA

All rights reserved

Edition 2022, Version V2017PAFB_1.2

69 Printed on 100% post-consumer waste recycled paper



(

)

3

’\ I F M A IFMA's Finance and Business Course

capital budget. The operating budget is more likely to be the subject of intense scrutiny
and cost-reducing efforts. There is closer examination of line items in an operating budget
than on a capital budget.

The yearly operating budget is divided into portions which are allocated to each corporate
department to cover day-to-day operations. The total allocation for the FM department is

subdivided into portions allocated to personnel costs, such as, but not limited to staff

salaries and benefits and non-personnel costs such as rent, electrical bills and ming

repairs. Most companies use a large portion of their revenue-generated cash flo r

costs anticipated in the yearly operating budget.

A portion of the cash flow of the demand organization is allocated each mo¥ith {8 sggnd

on running the company's operations. Any income not used to pay ogerating e ses at

ividends (if the

the end of the fiscal year is retained earnings and can be used to pay
company is a public-traded company) or reduce debt.

Operating budgets can be both short-term, which is one yeage and mid-term, which

is between one and two years. Operating budgets re%es @ -pocket costs, which

organizations prefer to avoid if possible. \
Capital Budgets

estéte, office space, interior fit outs,

Capital budgets for FM specifically include
building systems, HVAC equipment/co cement, fire sprinkler line
replacement, tenant improvement an such as solar energy and water

conservation.

Capital budgets appear than operating budgets and involve fewer cost

types and longer term ces are expected to happen slower than with an operating

budget, but sometimes

ts are affected by how operating budgets are managed. For example,
maintenance, if funded and completed, has a beneficial long-term impact on
ital projects by extending the useful life of capital assets. Preventative maintenance
rograms can provide reasonable predictions of how long mechanical equipment will last,
enabling FM to make predictions about planned equipment replacement, which is capital

expense.
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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The demand organization will only benefit from these savings if it remains in the facility or
uses the equipment long enough. This situation generally does not make financial sense for
a leased/rented space unless it is a long-term triple-net lease. A triple net lease (or "nnn"
lease) is a form of real-estate lease agreement where the tenant or lessee is responsible for
the ongoing expenses of the property, including real estate taxes, building insurance, and
maintenance, in addition to paying the rent and utilities.

Capital projects and investments require maintenance and care after they are purchase®or
built. It is vital to examine capital expenditure for the ongoing effects that they w n
the budget. The most commonly used tool to identify these costs is life cycl
analysis. LCC accounts for all costs associated with an item over its expecteq@pife incl

purchase, operation, maintenance and disposal. Large capital investments are o
approved on the basis of LCC claims that they will reduce operating nses.

If these predictions are inaccurate or overstated, the facility r higher

ongoing operational costs, or higher maintenance or housek for each project.
The facility manager may have difficulty proving why cost increase if unable to
research LCC analysis for projects and compare the with actual results. It
is important to remember that operational budget ciation resulting from

purchasing new assets or improving existing ongg I'\g@lse capital budget.

Capital Budgeting Process

amount fora p i iod. The amount is established by the company's
financial positioi nts required, other investment opportunities and

gic business plan the most. If a facility manager cannot demonstrate
rt of the plan, there will be minimal or no capital investment. Government
uirements can force capital expenditure.

jority system should be determined for FM projects. Mandatory projects as required by

gulatory bodies usually take priority, followed by equipment replacement and
discretionary investments. A distinction of mandatory and discretionary may not always be
clear and could depend on the nature of the business strategy. A detailed breakdown in
general order of priority may take the following format:

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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e Legal compliance and personnel safety requirements

* Protection of corporate financial integrity requirements

e Ongoing project completion

e Maintenance or replacement of worn-out assets

e Work process modernization

e High expected Return-On-Investment (ROI) for new capital expenditure capacit

¢ Average expected Return-On-Investment for new capital expenditure cap

e Other projects
Budget Planning Periods

Unlike operating budgets, capital budget time frames are typically m ning

between two and ten years. Governments normally use longer tim

ear, sp
e to the long
ital planning, more
uch as stock issues.

Getting accurate cost estimates on long-range proje‘s is Satic and vital. Consulting

with corporate financial planners on what long-rang ptions are being
implemented by other departments can be helpf

Regardless of applying present value and discouSgin hniques to individual capital
projects, applying present value to the enti budget over several years across the
course of multiple projects will changgai ntighy. The differences between present-
day and discounted dollars will be zag t in the future of the capital budget plan

. W

when the diminished value of th ve its greatest impact. These factors are

who must issue bonds or debentures or take on a

t to differentiate between categories and can be allocated to the
|d follow these guidelines:

major repair — which is above a certain dollar level
alteration
e minor construction

e major construction and replacement

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Facility

The reality is that no set standard is going to suit every demand organization. A facility
manager can define some clear rules and by following them consistently in the absence of
a standard, can ensure that there are positive fiscal impacts and ensure that like to like is
being compared when budgeting or when being audited.

better coordinate efforts with upper management and promote their depa erms
that finance, and business-oriented senior management will understapd.

Several important operating and capital budgeting principles have been present
following overview of some additional budgeting concepts can help faciIity%
erfl in,t

Estimating Revenue and Expense ns

A budget must account for revenue and expense projectio )ity manager needs to

know buildings’ condition and assessment to ascert/‘ if ad organization is
considering past deficiencies or upcoming issues. In the facility manager

must establish what other departments are planni‘gor ¢ nvestments that could

have an impact on the demand organization’s b

Revenue Projections

Revenue Projections e

» The facility manager will realize revenue from leasi
or subleasing retail space on a re jato a
second or third party.

» Some revenues may result fr

» Make adjustments when the ufficient information

Revenue to anticipate future change:

projections

rsdo not have any revenue projections — unless they have space that
ubleasing on a regular basis to a second/third party. The facility

ize monies from these leases. Some FM departments have a chargeback
o their internal customers, where the facility manager would realize revenue
ork provided to internal customers.

based on experience, revenue can be projected with some degree of accuracy.

justments should be made when there is sufficient information to anticipate future
changes. If there are revenue projections, remember that unpredictable events can affect
revenues.

©2020 IFMA
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Expense Projections

§ % i IFMA
Expense Projections "

» Should consider all the costs required to achieve the
organization's objectives for example, capital
expenses and general administrative expenses.

» Based on experience and anticipation of changes and
unknowns for example, personnel costs and
associated expenses, administrative costs, seasonal

Expense S
variations.

projections

‘19

e Increased personnel costs and associated expenses, fogex ensation and
benefits, training, additional office space and supplies a ny itional
supervision.

Expense projections should consider all the costs required to achieve the de
organization’s objectives — capital expenses and general administrative exj@&ns

Experience and historical data can help determine some of the expenges. Upco
changes and unknowns must then be factored in, such as, but not li

e Rising administrative costs, for example, incrdkes gl insurance premiums.

e Seasonal variations, for example, tempora r @ Creases in labor
requirements, periodic maintenance, utilj s and snow removal among others.

Ultimately, revenue and expense projection e cOmpared, even though there is no

rule that says they must always balance. urpluses or break-evens may occur.
Certainly, large deficits are undesirabl n revenues and expenses are not at

desired levels, FM activities are r

Fixed/Varia

Fixed/variable budgeting
organization’ R CSS,

tes costs according to how they relate to other areas of an

sts that remain unchanged in total for a given time period, despite wide
related level of total activity, for example, rent and equipment leases which
t varyduring the term of the agreement and are charged on a regular basis. Despite
changes in the related level of total activity these costs remain constant.

e demand organization is committed to fixed costs for the whole of the accounting
period and in general, such costs cannot be reduced or deferred without incurring some
significant additional risk, business impact or cost of change.

IFMA's Finance and Business Course
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In addition to remaining stable, fixed costs tend to be recurring. Examples are rent held
constant by a lease, annual liability insurance premiums and depreciation. Without a major
change, such as the renegotiation of a lease, an organization’s actual and budgeted fixed
costs should be identical month after month.

Although fixed costs remain stable and do not change up or down for the time period, they

can and often do change between budget cycles. Taxes, for example, can go up or do
but are not activity-driven.

Variable Costs

Variable costs change in total in proportion to changes in the related level to{ activity.

For example, fuel costs depend on mileage driven.

Variable costs vary directly with changes to activity in a budget, such ets and

expenses. If a budget activity increases, so will variable costs sa®Other

examples of variable costs are the costs of mail services or prigti expenses that vary
based on usage.
Discussion Question B 1FMA

Identify the following statements as related to fixed costs or variable costs. \
A. Remain unchanged in total for a given time period, despite wide changes in

the related level of total activity.

B. Change in total in proportion to changes in the related level of total activity.

C. Can be changed in the short term with few constraints.

D. Annual liability insurance premiums and depreciation are examples

E. Mail services or printing costs based on usage are examples

F. Tend to be recurring

Budget Peri o

Budget Periods

Budgets are” ~=red for a set time period

» Typically established for ocreasingly popular method is
year period that correspo g ous budgeting, a rolling
organization 's fiscal year. onvard as month,

y as each period

Often broken down into quarterly
and monthly time periods.

rgaNations must prepare budgets for a set time period. A budget is typically
ablished for the one-year period that corresponds to the fiscal year of the demand
nization, although the demand organization’s fiscal year may not be the same as the
overnment’s tax year.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Annual budgets are often broken down into quarterly and monthly time periods, allowing
managers regular opportunities to compare actual data with budgeted data. This process
can highlight any problems and allows managers to remedy the problems quickly.

An increasingly popular budgeting method is continuous budgeting, also called a rolling
budget, which is a 12-month budget system that rolls forward one month or quarter, as the

current month or quarter, is completed. A continuous budget has a month, quarter or
basis. As each period ends, the upcoming period’s budget is revised, and another perio® is
added to the end of the budget.

Supporters of continuous budgeting maintain that this type of budget will e
relevant than a budget prepared once a year. The continuous budget can reflectiliuant

events and necessities in its estimates. Continuous budgets have the gdyantage reaking

down a large process into manageable steps. It is thought that, beca anagers always
have a full period of budgeted data, they tend to view decisi erm

perspective than with a one-year budget, which will cover a sho orter time period
as the year progresses. Potential disadvantages of continu include the need to

have managers use part of each month working on e budget.

Budget Methods

Budgeting Methods

Incremental

ad
or subtracts from it,
according to > Helps to avoid output
anticipated needs including ineffective ~ » Emp}
activities just 3
because they were in
the prior budget

There are several different geting methods an organization can use; some methods a

facility mana counter could include any one of the following.

geting is a budget method that extrapolates from historical data. Next
is constructed by starting with the current year's budget as a baseline and
n adjusting each line item for expected changes.

nwrcremental budgeting, a manager starts with last year's budget and adds to or subtracts
om it, according to anticipated needs. Of the various budgeting methods, incremental
budgets generally are easier to complete and involve less work. An advantage of the
method is that history, experience and future expectations are used to develop the budget.
The main drawback to incremental budgeting is that such budgets tend to only increase in

©2020 IFMA
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size over the years. Managers may simply use the figures from the past budget period and
increase them by a set percentage rather than devoting appropriate time to research the
realities of the current and future environment. A sense of entitlement may also arise with
the use of an incremental budget.

Zero-Based Budgeting

Zero-based budgeting is a budget method in which the continued existence of items t
se

udget Tocuses on

be justified both financially and operationally before they are included in the ne

Most budgeting methods incorporate some review of historical data. Zero-
budgeting incorporates a unique perspective regarding historical records.

budgets help to avoid situations in which ineffective activities continyge to exist

because they were in the prior budget. While the traditional increme
changes to the past budget, the zero-based budget focuses q@aa of every
assumption and cost justification for all proposed expenditures:

If an organization uses zero-based budgeting, facility ma d other departments,

would be required to rank all its activities from most’ pnt and project costs

for each activity. For example, statutory complianc h ¥ for accessible design

that apply to new construction and alterations highly ranked as essential for
business to continue, a necessity for busine h ahd an important organizational
commitment to improve services.

Senior management reviews these list s itefns that lack justification or are less

critical. In the process, questions ch as, “should the activity be performed and
if it isn't, what will happ r e substitute methods of providing this function,

such as outsourcing?” ior agers may also use benchmark figures and cost-benefit
analysis to help decide t. Only those items approved appear on the budget.
Once the justifseation is made, the budget must be based on the most accurate information

available.

The pri th of the zero-based budget is that it forces review of all elements of a
manager would have to perform an in-depth analysis of each line item
objectives, exploring alternatives and justifying requests.

-bas&d budgeting is more analytic than incremental budgeting and can improve
geting accuracy. It presents some distinct challenges, such as:

e Asignificant amount of budget preparation time
e Added paperwork

e The potential for unwanted competition for resources and morale problems, as
senior management eliminates programs

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Facility

* Potential for inaccurate estimates, if prior budgets are not considered and past
expenses and lessons learned from prior years are ignored

Activity-Based Budgeting

Activity-based budgeting (ABB) is a system that records, researches and analyzes activities
that lead to costs for a company. Activities are any activity engaged in the primary purp

of making a profit. This general term encompasses all the economic activities carried og@by
a company during the course of business, including operating, investing and fina
activities which are ongoing and focused on creating value for the shareholders.

activity in a demand organization that incurs a cost is scrutinized for poten
create efficiencies. Efficiency signifies a level of performance that describes Usin ast
umber

amount of input to achieve the highest amount of output. It requires cing t

of unnecessary resources to produce a given output, including perso and energy. It

is a measurable concept that can be determined using the ra | O®put to total

input. It minimizes the waste of resources, such as physical e en€rgy and time while

accomplishing the desired output. PN

ABB includes the use of activity-based costs to mak ion between resource
e

consumption and output. This allows managers t tter and how resource

demands are affected by changes in activity.
Implementing ABB in developing an FM dget would require three basic steps:
1. ldentifying activities for the d@
Bl a4

2. Estimating the demand f ty's output

3. Assessing the c es equired to deliver the activity output

0
Assuming that two or e actiflkies share spaces or buildings, ABB must naturally be

balanced by some type 0 back system to the activity. This means that each relevant

activity will b ed the costs of building/floor usage.

gebacks are discussed in Chapter 3.

€ ABB approach emphasizes value-added activities and expresses budgeting units in
terms of activity costs. By identifying value-added versus non-value-added activities, ABB
provides opportunities for cost reduction and elimination of wasteful activities.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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ABB proponents maintain that traditional incremental budgeting focuses on departments
or products and services and obscures the relationship between costs and outputs by
oversimplifying the measurements and grouping them into broad categories. Traditional
budgets rely on past/historical budgets; there is more potential to continue funding items
that would be cut if their cost-effectiveness or lack thereof were better known. ABB
supporters believe that an activity-based budgeting approach coordinates and
synchronizes activities of the demand organization to better serve customers.

Determining Appropriate Budget Method

The facility manager needs to see the historical financial cost center and inf@m Qe
facility department; this will provide the financial model and required format for et
dema

preparation. Although there are various budgeting methods availabl

organization will determine the appropriate method to be used.

Using the Appropriate Financial Model to De a Budget

of a real-world

financial situation. This type of model represents a sj ic raentation of the
performance of a department and indicates the fu&: antlCipated Return on
f

Investment (ROI) and the present and future va department. This information is

Financial modeling is the task of building an abstrac‘epr

typically prepared by financial services and cility manager, however, the facility
manager should be aware of where thi atiofesides, how to obtain it and

understand of what it entails.

@

Discussion Question

True or false
A ciiticism of incremental budgeting is that it focuses of
products and services and obscures the relationship b
outputs.

General Budgeting Guidance onu
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Many factors characterize an FM budget. No single factor can lead to an effective operating
or capital budget. FM is a major consumer of organizational resources and FM budgets are
subject to closer scrutiny than those of other departments. Facility managers do not need
to be budget experts, but the high-level visibility of the budget necessitates
comprehension to contribute to the budgeting process. The facility manager should be
able to answer resource questions using both FM and business knowledge, use the
financial language that management understands, and demonstrate the department'’s
efficient and effective use of resources.

Finance and business personnel who review and approve FM budgets are o
with department practices and principles. The budget process provides a f.
with the opportunity to educate those individuals about what FM does to acco
following:

e Support the organization’s core business — when prese rrent budget,
a facility manager can discuss how it supports busines 0 tional objectives
by showing, where possible, how FM costs are deterny response to
organizational requirements.

e Control costs — budget discussions with fina‘ a ss personnel provide
the chance to review FM cost savings, cont NI e strategies and
accomplishments.

¢ Outline anticipated cost increases decreases for the budget period — a
facility manager should identify the changes and the strategies the FM
department is employing to ca anyg@fegative effects. Any requests for funds
should be in sync with obj senior management.

¢ Quantify the imp equirements on the operating budget — a
facility manager, e how capital project requirements influence the
operating budgW@line it§hs for increased or decreased space, increased expenses

or fiscal accountability. Throughout the budgeting content
anizations will vary in how they gather information and implement,
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Exhibit 2-7: Guidelines for Effective Facility Management Budgeting

Guidelines for Effective Facility Management Budgeting

A. Alignmentto the organization's strategic plan and core business and
B. Regular monitoring of expenses against budget levels to track progress

C. Overly optimisticrevenue projections
D. Understanding the concerns of the people making decisions about the FM

Know the demand organization’s strategic plan, core business and operational objectives
Make budget decisions that align FM to these. Demonstrate that alignment to external
reviewers and stakeholders.

Obtain knowledge of the demand organization’s budgeting process — the guideliN®s t
follow, the timing of the process and how the demand organization will use

Be able to identify all line items in the budgets that FM contributes to. A
find out if there is uncertainty about the meaning of items or of how a

Foster buy-in from decision makers. Understand the concerns of the peopl
decisions about the FM budget. Be sure to address those concer the d ment
budgets.

Establish rapport with finance staff involved in the budg sswegularly
communicate and coordinate FM requirements. Ask questi bOoWPpoints that are
unclear or not understood. As appropriate, seek advic t assumptions being
made of the FM budget process. ¢

If other FM personnel are to participate in the b,
involved understands elementary accountin cip

ake sure that everyone

Design the FM budget process to be consis
role in the budget process.

easy to understand. Clarify everyone’s

If time permits, draft a preliminary |#® timates revenues and expenses. If they
are not within senior managemen®@e ook for ways to make adjustments.

Once a budget is implemen monitor expenses against budget levels to track
progress toward bu

If budget problem repared to correct them through formal plans of action and
to offset negative iances.

iscussion Question hl

of the following practices is not likely to contribute to effective FM
jeting?
operational objectives

towards budget goal

budget
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§ IFMA

Budget Monitoring

» Frequency may be weekly, monthly, quarterly, midyear or annual WQ
» Helps to determine if aliocated funds have been spent as specified
» Allows variations between the approved budget and actual spending to be

analyzed and, if warranted, appropriate adjustments to be made.
Monitoring expenses against budget levels is a core management activity f Q
manager.
The frequency, be it weekly, monthly, quarterly, midyear or annual, is i the

detail required, organizational practices and personal preference. Re

each review provides a facility manager with important data. PR itoring the
budget by reviewing reports and accounting records helps t ine”f allocated funds
have been spent as specified. If deviations appear befwee ed budget and

actual spending, variations can be analyzed and app ia ents made.

Weekly Analysis

Weekly analysis facilitates tracking of largg al expenditures on a timely basis.

Most accounting systems routinely up formation on a monthly basis. There
may be an additional reporting lag
ck

budget reports becomgfvailable.

¥ information is available for a facility

manager’s review. Weekly hat there are no surprises when monthly

Combined with Year-over-Year and
ar-to-Date Analysis

IS combination facilitates comparisons of current monthly and year-to-date expenses
with both the authorized budget and previous spending. The combination helps to identify
trends and variances.
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Monthly comparisons of actual expenditures may be made with budgeted expenditures for
that month. Variances between actual and anticipated expenditures can be noted. Actual
monthly expenditures can be compared to the same month last year and budgeted
amounts at year-end can be compared. Lease costs at the end of a fiscal year, for example,
could be compared to budget or lease costs could be compared from month to month or

\\'

e and

the previous year.

Quarterly Analysis

Quarterly analysis coincides with the demand organization’s fiscal calendar,
monitor their targets on a quarterly basis and report to the stock market an®7/or
shareholders on that performance, so it is key from a "whole organizgtion” pers
from a target/results basis.

e Variances identified by quarterly cost reviews can be e- budgets and

reallocate funds as necessary.

i teWIs usually tied to
organizational profit and loss statements, a 4 ity an use the analysis
results to ensure that the department’s budgggi n ing approach is
consistent with the demand organization whoPProtit and loss statements are
ia

discussed in subsequent content on Fin tements.

e As quarterly analysis at the end of the second or t

Midyear Analysis

Actual expenditures for the first si ) €
for the second six monthgglis i @ ep
budgets for the next fi year,

ys

nal

n be compared with budget and projections
t at which some organizations start to plan

Annual

Year-en can provide further insights about how efficient the department is
and wh ments may be needed. Valuable comparisons can be made, such as:

e of maintenance and repair versus new work
s in maintenance and repair versus new work
e Unit costs compared to benchmarks, such as the IFMA benchmarks for facility costs

D3 analysis and statistical analysis software has greatly increased the amount of data and
formation that budget analysis can compile. Spreadsheets, databases and financial
analysis software can produce accurate, up-to-date information for review. In addition,
many organizations incorporate enterprise resource planning (ERP) programs into their
budgeting process. ERP programs have the ability to consolidate all of an organization’s
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operating information into a single computer system. For example, a facility manager and
finance personnel, could use ERP data to estimate and then track the effects that an FM
budget alteration has on other parts of an organization.

The accounting systems that organizations and FM use to monitor budgets may vary.
Regardless of how it is done, there is a clear message for a facility manager:

If expenses against budget levels is not regularly monitored, it is high
‘?ilj probable that the budget status will not be properly understood
is an increased likelihood that wrong decisions will be made ba

Q
Qv

misunderstanding.

Remember, that for some organizations, expenditures can be t {0 a business

unit and a wrong decision can result in a direct loss to that b nit versus profit for

the year or longer. S

.‘\

wn=-time increases will have an impact

Unexpected Budget Impac

The relationship between budget reduction
on business units. This could result in h ople off or discontinuing certain

be tracked throughout the year.

. Either of these impacts will be related to the various
g, contracting and investing.

§IFMA

Examples
» Govemment sectors
« Rigorous closeout of purchase
orders
the finance department « Books closed out at end of
» Reveals how well a facility every fiscal year
manager has managed the budget « Financial audit
» Private sectors:
+ Accounting for accruals

Budget closeout coincides with the end of the fiscal year. As with many aspects of
budgeting, budget closeout can be simple or complex. Some organizations may have
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formal authorization requests to close; others may have a more informal closeout process,
signaled when all administrative actions have been completed and expenses have been
posted to accounts. Simple or complex, the process typically requires coordination between
the facility manager and the finance department.

Legal and financial requirements and even simple tasks may differ across organizations. For

example, in most government sectors, there is a rigorous closeout of purchase orders.
few exceptions, the government closes out its books at the end of every fiscal year sinc
the authority to obligate those funds normally expires at the end of that year. Ex
simply accounted for based on the obligation incurred during the fiscal yearg
funds were appropriated. Customarily, this is followed by a financial audit.

In the private sector, accruals are a part of the year-end closeout progess. An ac refers

to either accrued revenues, which are earned revenues yet to be rece s cash or

be recorded.
FM must follow the rules prescribed by the demand organizaggn its environment.

There are two ways to account for receiving cash or pying @
\ca en it is received or
uch'& accounts payable and

Cash basis accounting is not allo RS or GAAP.

recorded or accrued expenses, which are incurred but unpaid

e Cash basis — or cash basis accounting, acc
spent. Items promised to be paid or recej
receivable, are ignored.

e Accrual basis — revenues are
incurred.

For example, utilig pased on meter readings and self-calculation
of the sum due, i
end purposes.

g is the accepted norm for most organizations.

In FM, an acc ense accounted for at the time the goods or services are
ar-end, a facility manager identifies the value of the goods or services
t not yet invoiced and/or paid for.

the budget as a map. Good budgets are like maps; they allow a facility manager to know
times where he or she is in order to reach a destination.
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Multinational Budget Considerations B

» Legal and regulatory requirements
» Curency

> Collective , employ: and
» Culture

» Risk Management

Multinational organizations have additional considerations in budgeting. O

capital budgeting theory does not change, but the process is more complic#ed

Furthermore, there are many additional complexities in global investrgent analy en
though a facility manager cannot directly influence global budgeting%s, it'ls wise to
u

limited to,

have a general awareness of the major issues and challenges
those listed in Exhibit 2-8. These same issues and challenges pr wgr evaluating global

Global Factor Potential Budget Implications

investments.

Exhibit 2-8: Impact of Select Global Factors on Bu@

untry-specific factors must be carefully
rarched, documented and understood.
ernment policies and regulations can
affect acquisitions and purchases, taxation
and other budget items.

Legal and regulatory requirements

Currency Unpredictable events can sometimes result in
rapid changes in rates of inflation and
monetary exchange rates.

Employees in most parts of the world are

, @mployee protected from actions that impact their
government mandates wages and employment conditions. The
implications for minimum wages, severance
packages and pensions must be understood.

Cultural differences necessitate involving
local contacts to understand usual and
customary practices.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved 86

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course ':'i!b\ I F M A

Global Factor Potential Budget Implications

Risk management There are many potential issues that can pose
high levels of risk to the safety and well-
being of employees and other organization
assets.

B IFMA

State or Cross-Border Benchmarking
and Budgeting

CEN's benchmarking standard identifies many factors that can impact finance
or business in state or cross-border benchmarking

Examples.

» National rules and regulations » Level of outsourcing

» Currency exchange rates > Subletting

» Taxation and value added-tax » Spare capacity - temporary/short

» Accounting rules term vacant space

» Rental basis and service charges  » Effect of internal recharging

» Labor costs

Business standards help facilitate business decisj credSe consumer confidence, lower

costs, and support the growth of economies

The European Committee for Standardi such a business facilitator in Europe.

Through its services, CEN provides a development of European standards
and other technical specification e the national standards in each of its
member countries. CEN w erifan counterpart, the American National
Standards Institute (A , are hgth"Member organizations of the International

Organization for StandNglizatiQ@(1SO).

CEN has dev
These standa

d several European standards for real estate and facility management.

y importance to many of the European Union member countries
lly worked to their own standards. In a globalized world, CEN standards
onformity, provide a transparent basis for management and support the

anizations make better decisions.

p®Cific to measuring, analyzing and comparing performance data important to real estate
nd facility managers, objective and consistent benchmarking across borders poses
challenges. CEN's benchmarking standard attempts to facilitate meaningful comparison
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between services in different geographical locations, especially in different jurisdictions or
countries.

CEN's benchmarking standard identifies many factors that can impact finance or business
in state or cross-border benchmarking, such as, but not limited to:

e National rules and regulations
e Currency exchange rates

e Taxation and value-added tax
e Accounting rules

e Rental basis and service charges

e Labor costs
e Level of outsourcing

e Subletting

e Spare capacity, temporary/short-term vacant space

AY

The impact of these factors, among others, cannot [ ust be understood

e Effect of internal recharging X 2

when deciding whether to use benchmarking o factors to benchmark.

In general, cross-border benchmarking sho ed with extreme care and should
include careful analysis of all relevant fag ly to be a valid exercise when the
objective of the benchmarking is to es leag one of the following comparisons:

e Real operating costs withj L organization so as to make an informed

decision on reloc

e The cost/benefiflisk of g@tential investment in a new operation in a new territory

e Resource usage eness within existing operations in two or more different
territogas to assess best practices within the demand organization

r costs per output unit to assess the impact of best practices on
een organizations in the same or similar industry but in different

gets have been reviewed, look at the example in the case study.
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Case Study: The example provided is an example of an FM budget for two years

increasing annually.

Budget Actual Budget Actual
Description Justification Financial Financial Financial Fina cle

Year 2017 | Year 2017 | Year 2018 | Year. 18 )

SERVICES
Building Engineering  Provide qualified $800,000 $780,000 $820, 8
Services staffing to perform

preventative
maintenance/repair
on building
systems along with
maintaining the
central plant

Janitorial Services Provide cleaning $256,250 $250,000
services to entire
building to ensure
the building
maintains required
health
requirements
along with

maintaing
i ety and $300,000 $325,000 $330,000 $305,000

occupants

Securit te reventative $50,000 $50,000 $52,500 $51,500
Mainte maintenance &

repair of

computerized

security system

and wiring

hWler certification & Required by $20,000 $17,500 $22,500 $18,800
sting Environmental

Protection Agency,

chillers not

properly

Security Services
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Budget Actual Budget Actual
Description Justification Financial Financial Financial Financial

Year 2017 | Year 2017 | Year 2018 | Year 2018

functioning could
cause possible air
contamination or
a/c shut down.
18,300

Required by AQMD
Boiler Certification &  Required by City $20,000 $15,000 $
testing and AQMD if not

tested and certified
could be shut

down
Fire Extinguisher Required by City $7,000 8,000 $5,500
Recharging Fire Department
Regulation 4 testing  Required by City $25,@0 @ ) $26,500 $24,500
Fire Department \
Certify/ maintain/ City requirement to $ 0 $75,000 $15,000 $12,500
repair building be tested on a
backflow devices yearly basis

Maintain/repair/clean Required by h $1 $16,000 $18,000 $17,000
cafeteria exhaust department to

fans prevent

Grease Interceptor $50,000 $50,000 $55,000 $55,000

cleaning
priof to entering
waste stream
Maintai al To ensure $5,000 $25,000 $6,500 $5,450
trasf co r compactor working
at all times
otherwise trash
picked up daily and
trash hauling cost
will rise more than
100%
Water mitigation Service to mitigate $10,000 $15,000 $15,000 $15,000

water intrusion to
prevent oil, mildew
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Budget
Description Justification Financial
Year 2017
and disease
Pest control services  Ensure building is $30,000
free of pests and
rodents
Thermal scanning of ~ Annual services to $6,000
building electrical detect possible
electrical problems
prior to having a
major electrical fire
Water treatment Quarterly $10,000

consulting service
required to test
water system and
ensure building
system including
cooling towers and
chillers are fee of
contamination.

testing and analysis

TOTAL SERVICES 1,
COMPUTER
SERVICES
CAFM system ftware $20,000
upgrades/ repgirs upgrades and
expansion
CAFM m Annual licensing $25,000
licepse fees to software
producer
(o) uipment
TAL COMPUTER $45,000
PLIES
Office Supplies Supplies necessary $25,000

to maintain normal
business

©2020 IFMA
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Actual
Financial
Year 2018

"i?

, \s,soo $5,500

Actual
Financial

Budget
Financial

Year 2017 | Year 2018

$20,000 $25,000

$6,000 $6,0

000 $1,673,500 $1,683750 $1,626,050

$20,000 $15,000
$25,000 $25,000 $25,000
$25,000 $45,000 $40,000
$20,000 $25,000 $22,500
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Description

Computer Supplies

Tools & equipment
TOTAL SUPPLIES

MEMBERSHIPS,
TRAVEL &
CONFERENCES

Membership in IFMA
for 3 staff

Seminar/
conference fees

Travel

©2020 IFMA
All rights reserved
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Actual
Financial
Year 2018

Actual
Financial
Year 2017

Budget
Financial
Year 2017

Budget
Financial
Year 2018

Justification

operations for

Facilities
Printer cartridges, $5,000 $4,000 $5,000 0
storage disks,
anything needed
to maintain daily
operations
functioning
smoothly
$30,000 $24,0 &0,000 $27,500
‘\ b
Provide up to date .& $700 $700 $700
information and
assistance for
facilities staff
Registrati $5,000 $5,000 $3,000
facilities
ren

nspgiation and $5,000 $5,000 $5,000
[ or
attending facilities

nferences

$12,000 $700 $10,700 $8,700

$1,676,000 $1,723200 $1,769,450 $1,702250
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Case Study Discussion Questions Sirua

The budget provided, is an example of an FM budget for 2 years increasing
annually. This is a zero based budget with each budget item being reviewed
and justified

From the example provided answer the following questions

Whatwould you do if you have to reduce the budget?

How would you approach the budget reductions?

Whattrends do you see in the data?

Avre there any line items you would flag as needing attention?

How does the ABB budget approach assist you with your current budget
method?

Whatis the budget decision made and approach being followed in your
organization?

moow>

m
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Financial Statements

Lesson Introduction

# Fma

Financial Statements

On completion of this lesson, you will be able to:

Identify the basic financial statements an organization
elements impacted by FM operations.

Financial Statements

Financial statements portray the current financial health and recent financial
history of an organization. They are prepared from accounting records once the
organization is confident that all accounting data is accurate.

They answer basic questions about an organization, such as:

» Whatdoes it own?

» Whatdoes it owe?

» Whatare its sources of revenue?

» How is money spent?

» How much profit is made or loss incurred?

» Whatis the state of the organization’s financial health?

i IFMA

» Clear

> Timely

©2020 IFMA

Financial Statement Principles

Data presented should be

> Accurate
» Complete
» Consistent

the following topics:

atement Categories
f Financial Statements

De&preciation

Capitalization Versus Expense

Lease or Purchase Considerations for Capital Assets

Proforma Statements

IFMA's Finance and Business Course

escribe the

Summary Guidelines for Effective and Efficient Financial Operations
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¢ Analyzing and Interpreting Financial Documents

Financial Statement Categories By

Internal » Produced on a regular basis, usually monthly

Made available to senior management, staff management
and others with operating or oversight responsibilities

» Serve as essential reporting mechanisms and management

External > ‘F:::u\red by law for publicly traded companies

Prepared in accordance with accounting standards - IFRS or

GAAP and FASB
Audited » Prepared and certified by an auditor, for example a certified

accountant or chartered accountant

Include a rigorous review of the organization’s financials as

well as additional documents

Include an opinion document
Financial statements portray the current financial health and recent fi ial his of an
organization. They answer basic questions about the demand organi , such as, but not
limited to:

e What is owned? v
e What is owed? ‘ h
‘

v

v

v

v

e What are the sources of revenue?

e How is money spent?

¢ How much profit is made or how m is INCurred?

e What is the state of the demand 's financial health?

An organization prepares its financial
which indicates that all data mus

accordance with the GAAP and/or IFRS

e Clear — appropy or ded audience

e Accurate — fre@of err

¢ Complete — incl ny additional information the intended audience might
need erstand the statement. For example, reporting variance against the
actual comparative data from the previous year or including text-based

— fulfilling any applicable accounting standards or requirements

— prepared and distributed so well-thought-out action can correct any
lems

©2020 IFMA
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Provisions of the Sarbanes-Oxley Act of 2002 (SOX) have important implications for FM.
This legislation was enacted in the United States in response to high-profile corporate
financial scandals. The intent of SOX is to protect shareholders and the general public from
accounting errors and fraudulent practices in the enterprise. Key provisions of SOX:

¢ Define the responsibility of boards and senior management to provide accurate and
complete financial reports and address conflicts of interest by auditors and stock
analysts.

e Extend whistleblower protection — legal protection for employees reporti
fraudulent practices, including U.S. workers overseas.

e Apply to all companies listed in the United States and their auditors@SOTylfo
and domestic.

Since SOX applies to organizations trading in or with the United Stat mattfvhere

they are based, it is also applicable to facility managers globally. An
from FM capital or expense projections must be brought to t or finance to
operations.

icant changes

ensure that the organizational financial statements accuratel

Organizations may prepare two sets of financial statgpen or internal purposes —

m
rnal

known as management accounting. A second set for ure — financial

accounting. Publicly traded companies have an a uirement for their external

financial statements — they are required to proqce
Internal Financial St n

a regular basis and made available to senior

audited financial statements.

Internal financial statements are

management, staff man ers with operating or oversight responsibilities.

as es

Internal statements se tial reporting mechanisms and management tools. They

may present informatio e demand organization as a whole or they may report on

data for each artment or units within departments.

Periodic revie e of data provides a management control mechanism and alerts

nizations internally audit their financials. Through a systematic methodology,
ements and supporting documentation are reviewed and analyzed. The specific scope
f Internal audits varies, but they customarily consider items such as compliance with the
demand organization'’s policies and procedures, the efficacy of operations, the reliability of
financial reporting, potential fraud, safeguarding assets and compliance with laws and
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regulations. Such internal organizational audits are different from financial statement audits
required for compliance with accounting standards.

External Financial Statements

Most companies, including the public sector, prepare their financial statements per the
GAAP/IFRS or country specific standards such as IAS (India Accounting Standard). The
terminology in external financial statements is precisely defined by the applicable

accounting standards. Full disclosure, mandated by regulatory bodies, such as th

Securities and Exchange Commission in the United States and Canada, req at
external financial statements be made available to regulatory bodies, banks¥len
institutions, the public and other interested parties. Companies that ot pub traded
do not have a similar mandatory requirement, they still typically prod xternal financial

AY

Audited financial statements are prepared and certifg n r. The credentials of

statements for their private owners, banks and lenders.

Audited Financial Statement;

the auditor may vary. In the United States, an in ent Certified public accountant

(CPA) is the auditor; in the United Kingdom, 2 C Accountant serves as the auditor.

responsible for providing source
. Source documentation includes a

audited financj at the demand organization can then present to interested
ates, for example, the auditor certifies that the financial statements

States that the financial statements are presented fairly

e Provides the highest level of assurance an auditor can supply regarding the
accuracy of the financial statements

¢ Indicates that the auditor is satisfied with the financial statements as a whole

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Qualified Opinion:

e Suggests that there is a material problem with one or more aspects of the financial
statements

e Flags an issue that the auditor has reservations about, such as a minor departure
from IFRS, GAAP or the Sarbanes-Oxley Act

In extreme cases, the auditor may express no opinion on financial statements. Such a
disclaimer of opinion results from incomplete records, unauditable records, litigatiQa.la
of auditor independence and so forth. When an auditor declines to issue an opini
indication that the financial statements are unreliable and unpredictable. Thj i
the demand organization needs to examine and retool its internal accounti
so it can operate according to customary and proper accounting standards.

ncial statement
their
ch as a result of

Increasingly, not-for-profit organizations undergo similar independe

audits, examining the accuracy and completeness of informatf te

financial statements. These audits may be voluntary or legallyge d,
i la

tax exemption regulations, terms of the demand organiza or funding

When reviewing financial information, keep in mi &n nderline designates a

subtotal, a double underline indicates a grand t&§gal umbers enclosed in parentheses
indicate negative values or losses. The curr n in the financial statement examples

requirements.

that follow are in U.S. dollars (USD).

Discussion Question

True or False?
Aqualified opinion of an audited financial statementis a g
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In accounting, the core set of financial statements includes the:
e Income statement
e Statement of shareholders’ equity
e Balance sheet

e Statement of cash flows

Collectively, these four external financial statements capture transactions that reflect th
operations and activities of an entity. All transactions are supported by appropria
documents.

Exhibit 2-9 provides the general order and process used to generate the st
includes brief notes about each one. First, net income is determined, jncluding
shareholders’ equity (on the income statement and the statement of eholders' equity),
then assets and liabilities are determined and presented on thab . The

statement of cash flows is used to reconcile the other statemen

Of the four financial statements, facility managers should n®amental awareness of

the income statement, the balance sheet and the sta lows. Shareholders’

equity is a financial statement that starts with the CS@ro end of the prior period
and shows changes due to net income or loss a ends for the period or any new

issuances or repurchases of stock. Since thisg stdtement that directly impacts FM, we

will focus our attention on the remain@ ents.
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Income Statement &

Record of revenues and expenses for
current period -

Revenues - Expenses = Net
income/Net loss

1

S Statement of Cash Flows
Shareholders' Equity k

Net change in shareholders' equity
e from operations over specified period e Shows sources and uses of ¢
of time

e Three sections: operating, investing,

®  Shown as a footnote to income
financing

statement

Assets - Liabilities =
shareholder/owner's equity

Balance Sheet k l g
Snapshot of performance at one point ‘\

in time

Assets = Liabilities +
shareholder/owner's equity

Exhibit inancial Statements

Review the sample fina at Y keep in mind two points:

ncial statements are prepared by a stand-alone financial
partment.

e In most organiz§ons, fi

accounting divisi

ontent of financial statements comes from departments or divisions

a facility manager have a working knowledge of organizational financial
ility manager must be able to track and report supporting information

anagers need to prepare the statements.
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Income Statements

Sample Adapted Income Statement ony

The income statement is an accounting document that represents the com r
and expense transactions for the reporting period. Also called the profit an®os$aP &)
statement or the earnings statement, it shows the profitability of an qrganizatio a

specific period. In other words, the income statement indicates cumu business results

within a defined time frame. It does not reflect the demand o i n ncial
(SOA) prepared

solvency. An income statement is comparable to the statement S@cti

by not-for-profit businesses.

ted excerpt) reporting

revenues and expenses and the results of operatiq iled for each category

Exhibit 2-10 shows a simple version of an income stzg&
is p

and the difference between the two totals is the@re@ited as the change in net income.
Often referred to as the bottom line, the dif.
including taxes, indicates net profits or S the period. In not-for-profit
organizations, the change in net inco as the demand organization’s
change in unrestricted assets. Un/gfe bted excerpt shown here, in a complete
organizational income st en egovies of revenues and expenses reported would

betWeen revenues and expenses,

be more extensive and @ould v pending on the demand organization.

Exhibit 2-10: Sample A ncome Statement

Sample Adapted Income Statement
(For-profit organization; USD in millions)
Current Year Prior Year
$8,380 $7,757
Cost of operating expenses 4,982 4,594
Cost of goods sold 2,300 2,109
Interest expense 173 172

©2020 IFMA
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Net Operating Income: $925 882
Depreciation and amortization 39 24
Income before income taxes 886 858
Income tax expenses 269 275
Net income $617 5

Legend for key terms in adapted income statement:

e Statement date shown — a specific period of time, in this case, an
year-end, the result of operations is added to or deducted from net¥hco
reported on the balance sheet.

¢ Revenues — also called income; reported as gross not net.

e Expenses — all expenditures to produce the fiscal yea that are not

capitalized; refers to current period debts.

¢ Cost of operating expenses — administrati*co TE salaries and
benefits, rent and other costs not directly rela f delivering a product

or service.
e Cost of goods sold — actual cost to thé@arg&@ation for items sold.

e Depreciation and amortization — as an expense on the income
statement even though it does lve Qt-of-pocket payments.

the demand organization for the

¢ Net income — indicates prgfita
accounting period. It is a he “bottom line"” as it appears as the last line
on the income s n expense, interest, and taxes have been subtracted
from revenue.

¢ Net operating i is a measure of profitability which represents the amount
the copany has earned from its core operations and is calculated by deducting
ses from operating revenue. It excludes non-operating expenses

grams and cost centers.

INWis adapted income statement, FM would principally impact the operating expenses.

n addition to serving as a budgeting tool, the income statement helps management to
understand the financial condition of the demand organization. For example, comparing
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results from one annual period to a previous year will show what items affect the bottom
line.

The next rendition of the adapted income statement, in Exhibit 2-11, shows the dollar and
percentage changes through a comparative horizontal analysis.

Exhibit 2-11: Sample Adapted Income Statement Comparative Horizontal Analysis

Increase (Decrg

Current Year Prior Year
Revenues $8,380 $7,757
Expenses:
Cost of 4,982 4,594
operating
expenses
Cost of goods 2,300 2,109

sold ‘

Interest expense 173 172&\

15 62.5

Depreciation 39 2
and amortization
Income before 88 QSS 28 3.3

income taxes

6
Income tax 75 (6) (2.2)
expenses
Net income 61 $583 $34 5.8

A simple hori sis that studies the percentage changes in these comparative

statem ev he following.

4

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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The dollar change was $623, computed as follows:

$8,380 - $7,757 = $623

nues in the current year increased by 8 percent, computed as follows:

Dollar amount of change

Percentage change =
g g Base — year amount

P t h _ Usse2s 0.080 = 8%
ercentage change = Uss7757 = = 8%
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Facility

While revenue increased by 8 percent in the current year, the bottom line grew by only 5.8
percent. This may be attributed to the fact that expenses grew faster than revenues. The
cost of operating expenses by 8.5 percent and the cost of goods sold by 9.1 percent.

Many decisions in an organization hinge on the trend of revenues, income, expenses and
so on. In addition to the simple horizontal analysis shown here, finance will perform a

variety of additional trend analyses that are critical in management planning.

Our sample adapted income statement shows comparative figures on the same p r
example, current year to prior year. There are different variations of income state r

example, a two-column format may be prepared showing current month to

second column with year-to-date figures. Income statements may show onlY'a spllgudar
period. Generally, analysis is greatly aided in a multi-period format, ajowing the{@#der to

spot trends and turnarounds.

Balance Sheet e ‘
Abalance sheet is a "snap shot" of a firm's financial position at a specific point ‘\
intime.

The balance sheet:

» Reports on an organization's assets, liabilities and net assets at a specified
date

» lllustrates an organization's solvency and cash position

» Does not reflect profitability

> s to the of i ition (SOFP) prepared by
not-for-profit businesses

» Indicates how efficiently an organization is utilizing its assets and managing
its liabilities

A balance sheet is a “snapshot”

time. It reports on an orgagmmati its, liabilities and equity at a specified date. The

divided into two sections, with assets on top and liabilities and

owner' r's equity or net assets listed below.

re resources obtained, owned or controlled by an organization as a

of past transactions or events that will probably result in future economic
efits to the demand organization. Assets are divided into categories and shown
in"the order of their liquidity — arranged from most to least liquid. Typical
categories include current assets; plant, property and equipment (PPE); long-term
assets; and other assets.

e Liabilities — are what the organization owes to others. They are listed in order of
the time frame in which they are due, usually as current and long-term. Current
liabilities or accounts payable, are expected to be settled within the normal
operating cycle or one year of the balance sheet date and include the portion of

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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long-term debt expected to be paid in this period. Long-term liabilities such as
mortgages and bonds are any liabilities not qualifying as current and other are
those liabilities that are not material individually.

e Equity — is the ownership interest in an organization’s assets after deducting all of
its liabilities or the difference between the assets and the liabilities or net worth.
Also referred to as shareholder's equity or net assets. The balance sheet assets m
always equal liabilities plus equity. Exhibit 2-12 indicates that total assets equal jilfita
liabilities and shareholders’ equity.

The balance sheet also indicates:

e The amount the demand organization has invested in assets and whilie
is invested.

e The amount of the monetary investments in assets that come credNgBTs

(liabilities) and shareholders (equity).

Analysis of a balance sheet indicates how efficiently an organi lizing its assets

and managing its liabilities. A balance sheet is prepared by a ts,’out it has
important implications for managers relative to Worki’ng C ancial leverage.
e Working capital — is the amount of money ti of¥-term investments. Too

little working capital can indicate that the &g tion may be unable to
pay bills or take advantage of profitable unities; too much working capital

reduces profitability because it must Re nce® in some way, usually through
loans.

¢ Financial leverage — is the us owg@money in acquiring an asset. A high
percentage of balance shegiss Ive to the capital invested by owners
indicates that the deman, . ] is leveraged. Interest paid on loans may be
deductible but ¢ . the asset doesn't retain value, for example, drops
in value or fails @ prodgle anticipated revenues.

To provide a context for S making, a current balance sheet should be compared to
previous one mparative balance sheet shows a second set of figures for another

other multi-year presentations, a comparative statement allows

&§ IFMA

Sample Adapted
Balance Sheet
(Exhibit 2-12) e
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Discussion Question e

Identify the balance sheet sections, assets, liabilities or equity, described
below:

A. Resources obtained, owned or controlled by and organization

B. Is the ownership interest in an organization's assets after deducting all of
its liabilities or the difference between the assets and the liabilities or net
worth

C. Whatthe organization owes to others
D. How much the owners of a company have invested in the business
E. Divided into categories and shown in the order of their liquidity

Exhibit 2-12: Sample Adapted Balance Sheet

XYZ For-Profit Organization

December 31, 20XX
USD in Millions
Current Year \or Year
Assets v
Current Assets X 2 g
Cash and cash equivalents $192 \ $130
Short-term investments 27
Accounts receivable, net 168
Inventory 7 63
Prepaid expenses and other 363 _ 342
Total current 806 730
Plant, property and 3,280 3,037

equipment, net
878 849

Intangible a
Other S 656 784
ts $5,620 $5,400
Q Liabilities and Shareholder's Equity

urrent Liabilities

Accounts payable and other $1,213 $1,166
current
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Income tax payable 238 208
Short-term debt 10 146
Total current liabilities 1,461 1,520
Long-term liabilities 2,056 2,299
Other liabilities 983 _ 987
Total liabilities 4,500 4,80,
Shareholders’ equity
Common stock 916
Retained earnings 414 2
(accumulated deficit)
Accumulated other _(210) _(249)
comprehensive (loss)
Total shareholder's equity 1,120 ‘ g 594
Total liabilities and $5,620 5,400

shareholders' equity

Legend for key terms in adapted balanc
datcihe statement was prepared — the
e

e Statement date shown — the
snapshot taken at midnight on r 31, 20XX.
e Current assets — cash a @ e lents and assets held for sale or expected to

be realized in th ent ng cycle or within one year of the balance sheet
date. Some exa@bles ingllide; cash, prepaid items, accounts receivable, certificates
of deposit and i to

e Acco receivable — monies owed to the demand organization by customers,

items owned by the demand organization and held for eventual sale.

penses — expenditures made in a current period that the demand
jzation will benefit from in a future period.

t, property and equipment — includes cost, accumulated depreciation and
resulting book value of land, buildings and furniture. All assets are recorded at
original cost, regardless of whether they have appreciated or depreciated in value.

e Other assets — is a grouping of accounts that a company owns or benefits from.
They are referred to as “other” because they are uncommon and cannot be
classified in the main asset categories.

©2020 IFMA
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» Total assets — the subtotal of all four asset accounts — the aggregate value of all
assets held by the demand organization. This total is used in computing financial
ratios.

¢ Current liabilities — amounts owed by the demand organization and due within
12 months of the statement date.

¢ Accounts payable — are amounts due to vendors or suppliers for goods or
services received by the demand organization that have not yet been paid for.

¢ Long-term liabilities — monies owed by the demand organization not d
paid in the current year.

e Other liabilities — is a general category of debts or obligations thaglof fit

the other categories listed.
we d€mand

e Equity — represents the shareholders’ stake in the com tified on a
company's balance sheet. The equity is calculated b trongang total liabilities
from a demand organization'’s total assets. P'S

In this adapted balance sheet, FM would principally j \
equipment asset.

* Total liabilities — the aggregate value of all debts and oblig
organization owes to outside parties.

, property and

Every accounting transaction affects an org 's Balance sheet. In particular, capital

projects can have significant implication titutes capital costs are determined by
tax law and organizational policy, bot omplex and can vary widely across

nations and organizations.

The next rendition of th te e sheet, in Exhibit 2-13 on the next page, shows

the dollar and percent changgs.

Horizontal analysis revea

rew by 4.1 percent.

| by 6.4 percent.

rnings turned from a deficit to a positive balance indicating growth of
s in the current year.

: Sample Adapted Balance Sheet

XYZ For-Profit Organization
December 31, 20XX

USD in Millions
Current Year Prior Year Increase Decrease
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved
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Assets
Current Assets

Cash and cash
equivalents

Short-term
investments

Accounts
receivable, net

Inventory

Prepaid
expenses and
other

Total current
assets

Plant, property
and equipment,
net

Intangible
assets

Other assets

Total assets

Liabilitie

ther current

ncome tax
payable

Short-term debt

Total current

©2020 IFMA
All rights reserved

Shareholder's

$192 $130
15 27
169 168
67 63
363 342
806 730
3,280 3,037
878
656 84
5,620 5,400
$1,166
238 208
10 146
1,461 1,520

109

&\@

Amount

$62

(12)

“x

128
_$220

$47

22

30

(136)
(59)

Facility

Percentage

47.7%
(44%

10.4

8.0

34

(16.3)
4.1

4.0%

14.4

(93.2)
(3.9
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liabilities
Long-term
liabilities

Other liabilities

Total liabilities
Shareholders'
equity

Common stock

Retained
earnings
(accumulated
deficit)

Accumulated
other
comprehensive
(loss)

Total
shareholder's
equity

Total liabilities
and
shareholders'
equity

ut cash receipts and cash disbursements.
ation’s cash came from and how it was used

IFMA's Finance and Business Course

2,056 2,299 (243) (10.6)

983 987 (4)
4,500 4,806 (306)

916
414

(210)

statement of cash flows is used to show cash levels across the operating period to ensure

that predicted liabilities due to be paid at any given time do not exceed the ability to pay.

The statement provides relevant information about cash receipts and cash disbursements

— where the demand organization’s cash came from and how it was used — during the

©2020 IFMA
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time interval specified in its heading. The specific time frame may vary: a quarter, multi-
period or multi-year presentation may be prepared.

As we see in the simple cash flow statement in Exhibit 2-14, uses of cash are recorded as

negative figures and sources of cash are shown as positive figures. A legend of key terms
follows the sample.

Note that this sample provides the traditional (financial accounting) v
cash flow — a year-end annual statement — a “snapshot” of the

‘%@ Nevertheless, a facility manager should be generally aware of thgst me;

and the implications. Later in this chapter, in Exhibit 2-17, the FM pe Ive

of cash requirements at each period end over the year is n.

Exhibit 2-14: Sample Statement of Cash Flows

ABC For-Profit Org®aza

Year End 2
USD in Mi S

Operating activities
Net income $35,000
Adjustments for nonca 0
items
Depreciation $14,000
(24,000)
8,000 (2,000)
33,000
vesting activities
Sale of plant, property and $91,000

equipment

©2020 IFMA
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Net cash flow from 91,000
investing activities

Financing activities

Borrowing $22,000 Q
Payment of long-term debt (90,000)
Purchase of treasury stock (9,000) Q

Payment of dividends to (23,000)
stockholders

Net cash used for financing 1008900
activities
Net increase (decrease) in v $24,000
*

cash
Legend for key terms in adapted cash flow stateme@k
e Operating activities — primarily results fr{Q day™@-day revenue and expense
activities depicted on the income state ; erts the items reported on the
; ccounting to cash.

nd sale of long-term investments and
property, plant and equipment ain transactions involving securities or

other non-operating ass

¢ Financing activi om activities involving cash transactions by and for
owners; reportsflin the gntribution and redemption of equity capital. For example,
the issuance an urcse of the company's own bonds and stock and the
payment of divide d creditor loan repayments.

r

Some of the indings from this statement of cash flows reveal:

rovides less cash than net income; this may be harmless, or it may
Ity collecting receivables or selling inventory.

le"of plant, property and equipment is the major source of cash; due to the
ount, it is probably a one-time situation or a sell-off of unproductive assets. Sale
of plant assets should not persist, or the demand organization could go out of
business.

e There was more payment of long-term debt than new borrowing, a positive
indicator.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Cash flow statements routinely include a section of supplemental information reporting the
exchange of significant items that did not involve cash and the amount of income taxes
and interest paid.

Cash flow statements are prepared by rearranging items from the balance sheet and
income statement. Much like a bank statement for a checking account, a cash flow

statement shows where the demand organization’s money went and how much is left f,

the given period. Further, the statement portrays how an organization is able to tur

accounts receivable into cash. It provides a reasonable indication of solvency and

to pay bills as they come due.

ity
Statements of cash flow are important in understanding investment and cre¥it diii .

To many investors and creditors, the beginning and ending cash balagces on th tement

are the primary barometer of an organization'’s financial well-being.

In large organizations, changes in cash flow do not typically i o-day FM

operations. But cash flow projections may be important cons s during the annual

budget process. If cash is limited, budget spending sgoulq opriately conservative.

hases or investments.

Conversely, good cash levels may present opportuniti
Cash flow for small organizations typically has gregign
operations and the longer-term outlook. !

Statement of
Cash Flow
Example
(Exhibit 2-14)

poth for day-to-day

nancial Statements

ortant part of financial statements because they help to portray an
finances beyond the actual numbers. Notes to financial statements for a
ded organization generally start with highlights of significant accounting
licies and proceed to describe matters of importance such as, but not limited to:

* Major acquisitions
e Changes in operations
e Pension requirements

¢ Any pending litigation

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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* Any special contracts or major agreements

Not-for-profits may have different supplemental notes about contributions receivable,
investments, joint fund-raising costs and so forth.

Auditors review notes and footnotes as part of the annual audit process. Other interested
parties should also carefully review notes and footnotes for the relevant information they

contain.

Accurate assessment of an organization'’s financial health requires a thorough an all
financials plus any supplementary notes. Such analysis is a complex undertaki
analysis of financial statements is not an expectation for a facility manager.
a facility manager to understand some of the managerial issues implicit in the i
statement, the balance sheet and the statement of cash flows. Data f ndard
ratios is derived from an organization’s financial statements.

‘?ilj Ratios will be discussed in more detail ing n

Depreciation

Depreciation is a noncash charge against assets, sucl

plant and equipment over the asset’s useful life. It is a

spreads or allocates the cost of a physical asset over i

> Shows, for most assets, that they have reduced in
and tear, age or obsolescence

» Is customarily associated with tangible assets for exal

butis also to natural

a result of we

ncash charge against assets, such as cost of property, plant and

he asset's useful life. It is an expense associated with spreading or

cost of a physical asset over its useful life. Depreciation is the only expense
re money is not paid out. It reflects the amount of the asset that is used up during that
unting period to provide the associate revenues.

r most assets, depreciation is a way of showing how an asset’s value is reduced because
of wear and tear, age, or obsolescence. Except for land, most assets lose their value over
time, in other words, they depreciate and must be replaced once the end of their useful life
is reached. Land rarely declines in value; therefore, land is not depreciated. In the case of
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buildings, they may depreciate, or they can appreciate in value. Furniture, fixtures, and
equipment are examples of items that depreciate.

To a certain extent, the concept of depreciation may be counterintuitive. For example, a
portfolio may include a priceless historical building that was long ago depreciated to zero
on the financial books but may still be a very valuable property.

In FM, depreciation is customarily associated with tangible assets such as buildings an
equipment. The concept is also applicable to natural resources and intangible ass h
as, goodwill, patents and brand standard. When accounting for natural resource

assets are expensed through depletion and depletion expense is the portio

resource’s cost that is used up in a particular period. For intangible assets ah no

physical form — cost is most often systematically expensed through rtizatio

A facility manager should be aware of the rules of the demand org nd regulatory

bodies and ensure that the FM organization adheres to those ry way. Land
cannot be depreciated. In the United States, depreciation is g by the IRS, who are

very strict on the number of years for depreciation a
can only be depreciated for 37 years. In India, deprea\

of the Income Tax Department.
acticEgthegpst of a fixed asset initially recorded
. In addition to purchase price, the
e ngiessary to get the asset ready for

piece of maintenance equipment should

tered as per the rule

In accordance with standard accounting pr
in financials is not just the cost of acquirin
amount recorded includes all addition
intended use. For example, the figyta f
installation. In some countries, costs

incurred for employee g W8 so be included.

The example below sh the reciable cost for maintenance equipment.

B IFMA

* adhere to those

$200,000
$2,500
$6,500
$1,000
$210,000
$60,000
$150,000

bibit 2-15: Depreciable Cost for Maintenance Equipment

urchase price for equipment $200,000
Freight delivery charges $2,000
Installation $6,500
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Employee training $1,500
Total cost $210,000
Less salvage value $60,000
Depreciation cost $150,000

(Example in USD)

Why Depreciate Assets?

& IFMA

Why Depreciate Assets?

or accounting

Generally speaking, there are two reasons to deprec&‘

purposes and for tax purposes.
From the accounting perspective, expenses inc roducing revenue should match
the revenue they helped to earn for that peig is embodies the following two

he

accounting principles.

enue recognition principle, revenue
ransaction is completed, for example,
recording revenue gan ¢ whe® the customer is billed. For simple cash
transactions, thef€venue orded when the sale is completed, and the cash
received. Howegik for C@lital expenditures, the application of this principle is not
always as simple. @Fr any large project that takes a number of years to

An organization cannot wait until the project is entirely completed before
it bills periodically — for the amount of work completed — and
ents as the work progresses. Revenue is taken into the accounts on
basis. Application of the revenue recognition principle helps to ensure
e is taken into the accounts properly and the earnings statements of the
d organization are accurate.

¢ Revenue recognition — acco
should be recognized at tj

tching — an extension of revenue recognition, the matching principle states
that each expense item related to revenue earned must be recorded in the same
accounting period as the revenue it helped to earn. If this is not done, the financial
statements will not measure the results of operations fairly.

Considering the maintenance equipment in the previous example, if 20 percent of its useful
life is used up in the first year of operation, it should be depreciated by that amount.
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The second reason for depreciation is for tax purposes. Some nations tax the depreciated

value of an asset

using a flat rate. Based on other taxation rules, organizations may be

allowed to depreciate assets according to accelerated schedules — rates faster than their

useful life — or methods that write off assets over a predetermined amount of years that

has nothing to do with the asset’s useful life.

Depreciation Methods

Depreciation Methods

& IFMA

X

llowing:

preciation is the

e

Different depreciation methods exist. Common methods in t
e Straight-line depreciation method — the sindlest
straight-line depreciation method. Straight-lj assumes that the asset
has the same usefulness and repair expen% eal. While this may be

unrealistic, the method is popular b

The straig
division.

raightforward.

ht-line method determine unt to depreciate per year by simple

caait

Depreciation base

Straight — line de l er period =
4 p Estimated service life
Depreciation b t's original cost less its salvage value.

is
Salvage value ome{lhes called residual value or scrap value, is the estimated
value of a

The depreciation base is $210,000 - $60,000 = $150,000

n asset Id at the end of its depreciation period or service life.
ue can be zero.

ovided in the table above and estimating five years of service life, the
ment would be depreciated as $150,000/5 = $30,000 per year.

n Year zero, the asset would be worth $210,000; in year one, it would be worth $210,000 -
0,000 = $180,000; and in year five it would be worth US $60,000, its salvage value.

Depreciating the maintenance equipment attempts to allocate the acquisition cost
of the equipment over five years, what was established as its useful life.

©2020 IFMA
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e Activity method — unlike the straight-line method, the activity method is not
based on the passage of time but on a measure of productivity relative to the total
expected productivity for the asset. This may be applied to machinery or equipment
where utilization varies over a period of time for example a photocopier.

¢ Accelerated depreciation — accelerated depreciation methods have a steadily
decreasing charge so that assets are depreciated quickly in early years, which can
better match the usage patterns of many assets. Items that have increasing
maintenance costs will have more balanced total costs if accelerated depreg
applied. Accelerated methods include the sum-of-the-years'-digits metho
declining balance method.

¢ Modified Accelerated Cost Recovery System — in the United Sta
allows a Modified Accelerated Cost Recovery System (MACRS,) for tax fili
employs straight-line and accelerated depreciation methods. RS inc/®es an
asset classification system that groups similar types of assets t and shows
the number of years of depreciation for each type of al estate, two

obiles and light-

duty trucks) and the seven-year class (including mq y and equipment). A
light-duty truck would be depreciated for fivdy apier would be
depreciated for seven years — both accordi #a4Pn rates set for each
class.
Facility managers do not have discretion in chod een depreciation methods;
rather, they follow organizational protoco ants generally choose the method that

kt closely. Taxation also influences
depreciation methods in different

Depreciation is an import Ware of because facility managers often

manage assets that negisitate de lation. In some organizations, FM may be required to
pay back all depreciati through centralized accounting. In other scenarios, FM

may receive an annual de ion charge equal to the sum of all annual depreciated costs

ets managed by the department. This expense item, which can be
the FM budget throughout the depreciable life of the asset. A
facility cr Wuld have to budget for the amount because it reduces the amount of

for all deprec

significagh sho

vailable for other work.
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Capitalization Versus Expense

» Defined by tax law and organizational policy.
» Typical considerations are:

~ The useful life of the asset, for example, less or longer than one year.

~ The cost of the item, for example, whether it exceeds the organizational

capitalization cutoff point.

Example: A building may have a 50-year life for financial purposes. That
building may have a roof with a 20-year life. Replacementof that roof may be
very costly. Some organizations may characterize that major repair as a capital
activity; others may expense the activity.

Capitalizing vs. expensing refers to how a cost is treated on the financial sta Q

Expensing a cost indicates it is included on the income statement and subtr¥tedro

to be
a capital expenditure and is accounted for on the balance sheet as a t, with only the

depreciation showing up on the income statement. Whether g@a e capitalized
or expensed is defined by tax law and organizational policy.

e Will the item purchased be consumed/used i @

e Does the purchase cost exceed the organj nal 8pitalization cutoff point?

This capitalization cutoff point is a designated |ir\k orWor that is determined by an

revenue to determine profit. Capitalizing indicates that the cost has bgen deter

Typical considerations in making the determination 3&3:

organization, and any purchase over the counts as a capital expenditure, while

anything less as an operating expens

If an item is capitalized, it is reco
th

the fixed assets of the demand organization

and depreciated accordi d oganization depreciation policy.

Returning to the maint@ance ipment purchase, let's say that the demand organization
had a policy of capitalizi and assets with a value more than $20K. Since the

equipment ¢ 200K, it was capitalized and depreciated over its established useful life of

five-years.

nt of the roof may be very costly. Some organizations may characterize that
jor repair as a capital activity; others may expense the activity. This is yet another
eMonstration of why it is important that a facility manager knows and understands the
emand organization's rules and policies.
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Lease or Purchase Considerations for """

Capital Assets

Decisions are driven by specific financial considerations and

recommendations for acquiring capital assets
Often vary depending on the asset
Should involve lfe-cycle cost analysis
Influencing factors include
~ Tax implications
~ The organization's cash position
~ The cost of alternative decisions Q

v

vvy

Whether an organization is public or private, the CFO, finance director or senior ial
manager will have established specific financial considerations and r menda¥ons for
acquiring capital assets. These financial considerations related to le hase often

vary depending upon the asset for example, equipment, land, ¥l inS@and vehicles.
at the end of a three-
year lease term. For other leased assets, managemenama yncerns over ongoing

Management might decide to pay off and buy a maintenancae

operating expenses and the investment in or financia or those assets.

Lease or purchase considerations for capital ass uld'Wivolve life-cycle cost analysis.
Generally speaking, the influencing factors betw&an | and purchase decisions are tax

implications, the demand organization’s n and the cost of alternative decisions.

budgets, cash position a . We will examine this complex issue further
in subsequent content @ busin gSes and financial analysis.

i IFMA

Description
Bmmarizes various component projections
of revenues and expenses for the budget
period. It indicates the expected netincome
for the period. Also called a budgeted income
statement
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Facility

Proforma Statements (Continued) o5

Exhibit 2-16: Proforma Statement Types.
Statement Description

Proforma balance sheet Used to project how assets will be managed
in the future. Starting with the beginning
balance sheet, the figures are adjusted for
expected events during the coming fiscal
year. The adjusted balances comprise the
Proforma balance sheet of the end of the
fiscal year. Also called a budgeted balance
sheet.

i IFMA

Proforma Statements (Continued)

Exhibit 2-16: Proforma Statement Types.

Proforma cash flow statement  Provides an idea of what average cash flow
may look like during a given period. Classifies
cash receipts and disbursements depending
on whether they are from operating, investing
or financing activities (as does the regular
statement of cash flows). Also called a
budgeted cash flow statement.

1N C statements, balance

In finance, the term “Proforma” describes financial stateme
sheets and cash flow statements that have one or m‘e as
conditions built into the data. Stated another way, P
forecasts of goals for a future period. They predic
sheet and the cash flow statement will look in t

8s or hypothetical

w th&@nhcome statement, the balance

if expected events occur.

ut

Proforma statements are the result of thega process. An individual pro forma

statement is a budgeted financial statgs forecasted data — historical
documents adjusted for events asg ®0Occurred. Proformas portray financial

conditions for the end of the sp¢ period if events happen according to plan.

Exhibit 2-16 provides bjlic des 10ns of each type of Proforma statement.

Exhibit 2-16: Proforma nt Types

Description

Summarizes various component projections of
revenues and expenses for the budget period. It
indicates the expected net income for the period. Also
called a budgeted income statement.

rma statements are used routinely in preparing “what-if" scenarios, formulating
usiness plans, estimating cash requirements or submitting financing proposals. Most
Proformas are prepared for one year.
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Discussion Question e

Identify the pro forma statements described below.

A. Component projections of revenues and expenses for the budget period;
indicates the expected net income for the period

B. Classifi h receipts and on whether they are
from operating, investing or financing activities.

[e]

Projects how assets will be managed in the future; adjusts figures for
expected events during the coming fiscal year.

Forecasting Cash Flows

§ IFMA

Estimating Cash Flow Effects

» Whenaccounts receivable decrease, that means that MORE of them have
been converted into CASH that is available for use.

» Whenaccounts payable increase, that means that LESS of them have
been paid and MORE cash is available for use.

» Whenaccounts receivable increase, that means that LESS of them have
been converted into CASH that is available for use.

» When accounts payable decrease, that means that MORE of them have
been paid and LESS cash is available for use.

The importance of forecasting cash flows cannot be@ers
a desirable position for any organization. Even a profj
bankruptcy if it runs out of cash at the wrong tim r ex
large payments are due.

Cash flows are influenced by the collectiogo ts receivable and the payment of

accounts payable. Speeding up the col vables and postponing the payment

payables accounts and i changes in those balances from the beginning of the
year. The following rela

e When accounts re e decrease, MORE of them have been converted into CASH

that i le for use.

tspayable increase, FEWER of them have been paid and MORE cash is
use.

ounts receivable increase, FEWER of them have been converted into CASH
available for use.

en accounts payable decrease, MORE of them have been paid and LESS cash is
available for use.
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Sample Cash Flow Forecast

§IFMA

Exhibit 2-17 provides a sample cash flow forecast showing the monthly effects over

month period.

Exhibit 2-17: Sample Cash Flow Forecast

7a

2O

| / N
/[ ]

fv

'IFMA

Facility

SIX-

Month 1 Month 2 Month 3 Month 6

Cash bal B/F 500.00 470.50 -21.50 -21.00
Revenue

Month of receipt of payment due 500.00 600.00 600.00 750.00
Working Capital

Salaries 200.00 200.00 250.00 250.00
Embplover’s tax pavments 50.00 50.00 55.00 55.00
Other staff costs 1.50 1.50 2.50 2.00
Expenses 3.00 2.00 2.00 2.00
Operating costs 200.00 200.00 250.00
Canital exoenditure 0.00 0.00 0.00 0.00
VAT/sales tax 75.00 90.00 90.00 112.50
Total outgoings 529.50 549.00 599.50 671.50
Surplus (deficit) for month 51.00 0.50 78.50
Capital available (required) -21.50 -21.00 57.50

FM bldgeting process or cash flow forecasting, a facility manager may have to revisit
udget process and re-create the Proforma statements. This reiterative process may
ntinue until senior management finds them acceptable or is convinced there are no

better alternative plans.
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"Smoothing” FM Investments

Planning is critical in FM. Decisions exist in a resource-constrained environment.
Forecasting and other financial analysis techniques can provide voluminous information.
Decision making comes down to what can or should be afforded and when. Financial

statements, Proformas and other cash flow forecasting helps to quantify FM investmen

Critical and noncritical projects are generally obvious. For example, major building
renovations might be mandated to comply with the passage of new occupationa
and health regulations. In FM, there’s often a struggle for funding and reso
mainstream middle-ground items. For example, a major piece of equipmen

repair. The reality is that it needs to be replaced, but adequate funding for the r

is not available because the facility manager did not have a sound pl r repairing and

replacing assets that have exceeded their useful life span.

A simple way to avoid this problem is to develop a five-year ke€W track of assets. A
computer spreadsheet can facilitate the task.

that are of
s a budgeted project

e Assets, both capital and operations and mai

e
ie
can be listed in the leftmost column — cgl A.

considerable expense and are therefore lik

e The Remaining Useful Life (RUL) of t can be listed in the column B.

e Column C identifies the year the as Wtalled.

e The next series of columns repr e next five years, column D being the
current year. Each year is i wo categories — capital expenditures and
O&M expenditur.

e As assets reach @e end @ their useful life, the cost of the replacement is identified
in the appropria .

e Atth ight, a column can be added for comments.

xample of a Five-Year Plan to Track Assets:

Cwresl Ve Tewl Lk Yeard Yearh

Lastel
Wted  Gpl 0B Gpd oSN gl D gl DM gl OB pplormew T
Expeneiitwrs Epewiitmrs Eqpraditues Expradites Expraditores Expeaditures Expeaditures Bpesditoe Expeaditone Expesditus
Lo L N TN pE] SLIN Mot NiSgieespr o
LIE 11 185 k-] 000 3wt
" o faLt 29,000 05 et et

i B L Lk ] b 1] 34000 M5 repiaotmet et

Since this plan is revised on an annual basis, each year the RUL will decrease by one year.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved 124

Printed on 100% post-consumer waste recycled paper



7 ”
IFMA's Finance and Business Course ':'é!b\ I F M A

Facility

The spreadsheet format easily and quickly communicates assets and their costs and the
date of scheduled replacement. It can provide a logical way to augment financial planning
and decision making.

B IFMA

Guidelines for FM Financial
Operations

¥ Understand the organization's mission and how the FM budget and financial
decisions move the organization toward that mission

v Establish rapport with organizational finance personnel and external
customers.

v Clearly define roles in the FM budgeting process, top-down versus bottom-
up and the approval process.
L

practices and pecifi
practices
¥ Maintain clear, well d financial handling
processes.
B IFMA

Guidelines for FM Financial
Operations (Continued)

v Keep accurate financial records.

¥ Compile accurate historical data for evaluating trends and forecasting

¥ Prepare accurate and timely operational and capital budgets.

+ Monitor budgets and take d to
correct/offset negative budget variances.

¥ Know how to discern the managerial implications of external and internal
financial statements.

Simply stated, facility managers must ¥ ien®and effective financial systems and
procedures in place. Reflecting o Nt just presented, we conclude with the general
guidelines in Exhibit 2-1 nagers should keep in mind. Organizations may

vary in how informatio , Implemented, monitored, adjusted and the like, but
the guidelines that follo ropriate in all environments: public, not for profit,

government, organization (NGO), partnerships or sole proprietorships.
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Exhibit 2-18: General Guidelines

¢ Understand the demand
organization’s mission and how the
FM budget and financial decisions
move the demand organization
toward that mission.

e Establish rapport with organizational
finance personnel and external
customers.

e Clearly define roles in the FM
budgeting process (top-down versus
bottom-up and the approval
process).

e Understand fundamental accounting
practices and organization-specific
practices.

e Maintain clear, well-understood and
documented financial handling
processes.

In this topic some of the primary docu
accounting records, budgets, financia
accounting principles have been
that are critical to FM su

IFMA's Finance and Business Course

Keep accurate financial records.

Compile accurate historical data for
evaluating trends and forecasting.

Prepare accurate and timely operatio
capital budgets.

Monitor budgets and take appr
actions/adjustments required to
correct/offset negative bu

n

Know how to discern the a@eri

implications of exterpal and int
financial statements:

O

e have been examined, including;

ts @¥d Proformas. Several important

| analysis is to assess organizational performance in the context of
strategies, which provides insight into financial health and highlights
opportunities. Ratio analysis is the principal tool organizations use for
nalysis. In FM, specific metrics and ratio analysis are also used.

Inancial Statement Ratio Analysis

Financial statement ratio analysis assesses how various line items in financial statements
relate to one another. Such ratio analysis is a more useful exercise than discovering the
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Facility

dollar amount spent because of the variables affecting an organization’s spending that
uniquely apply to it.

Many organizations use ratios to analyze budget and financial report data. However, ratios
are useful at any given point in time.

Many different ratios can be used to analyze financial data. The following are most relev
to facility managers:

e Liquidity/short-term debt ratios
» Asset management ratios
e Profitability ratios

e Return ratios

Note that in

int here is to

All ratio calculation examples are shown in U.S. do
‘?ilj practice, some ratios may have different formula
understand what the ratio measures. No&an ents are shown here;

hypothetical numbers are used to illustr

Liquidity/Short-Term Debt Ratio

& IFMA

Liquidity/Short-Term Debt Ratios

Measures the organization's solvency.
Ratio Description Calculation
Current  Indicates the general
ratio availability of cash to Current lj
pay off liabilities
(debts) as they come
due.
Quick Provides a quick Cash + Cash eq
(acid- measure of an Currei
test) ratio organization's
immediate liquidity.

e current ratio answers the question, "Does the demand organization have sufficient
cUWRNt assets to pay its bills during the year?” It indicates the general availability of cash to
ay off liabilities (debts) as they come due.
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Facility

The equation for the current ratio and an example is shown below. The example is based
on a situation in which:

e Current assets = US$250,000.
e Current liabilities = US$100,000.

Current assests

Current ratio = T
Current liabilities Q
US$250,000
= ——— = 2.5:1
US$100,000
e

The ratio indicates that the demand organization has US$2.5 in current ass

dollar of its current liabilities or 2.5 times the current assets.
The current ratio cannot provide data on cash flow timing. Lowering nt ratiqgPover
time shows declining liquidity, but if too high, could show that the de rganization

A\Y

ediate liquidity. It is

has too much invested in low-yield short-term assets.

Quick (acid-test) Ratio

The acid-test ratio provides a quick measure of an org®g i
generally considered a more rigorous test of liquidiill thalgihe ®rent ratio. It eliminates
inventories and prepaid expenses, (for example @su e premiums), from the current

assets then compares these quick assets to nt liabilities (excluding long-term

liabilities, other liabilities and net assets ess demand organization’s ability to pay
the current liabilities.

The equation for the quick ratio @ DX le appear below. The example is based on a
situation in which:

e Cash = US$200, 0.

e Cash equivalents = 0,000.
ivables = US$10,000.
. n ities = US$100,000.

Cash + Cash equivalents + Receivables

Accou

ratio =
Current liabilities

US$200,000 + US$10,000 + US$10,000
US$100,000
= 2.2:1

The quick ratio may be a more accurate indicator than the current ratio of an organization’s
ability to meet its financial obligations in a short span of time. Since the quick ratio
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excludes the least liquid current assets, primarily inventory, comparing it to the current
ratio shows the effect of inventory on liquidity. A stable current ratio plus a declining quick
ratio imply increasing inventory that could be temporary or permanent.

Asset Management Ratios

Asset Management Ratios onu

how well the ion uses to generate revenue
Ratio Description Calculation
Average Shows how many times an Sales
inventory  organization's inventory is Average inventory
turnover  sold and replaced over a
period

,19

Asset management ratios measure how efficiently an organization’s are used to
generate income — in other words, how well the demand orggRi u esources to
generate revenue.

Average Inventory Turnover TS

Average inventory turnover is a ratio showing how Nes rganization’s inventory

is sold and replaced over a period.
Average inventory turnover is calculated as elow. The example is based on a
situation in which:

e Sales = US$1,500,000.

e Average inventory = US
Ending Inventor

ge inventory = (Beginning Inventory +

Sales
Inv r urnover =

Average Inventory

_ Us$1500000 _
= TUS$300,000 tmes

rage inventory turnover is generally calculated using sales, but it may also be calculated
cost of goods sold (COGS). Although the first calculation is more frequently used,

GS may be substituted because sales are recorded at market value, while inventories are
usually recorded at cost. Also, using average inventory instead of the ending inventory
levels helps to minimize seasonal factors.
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Profitability Ratios

B IFMA

Profitability Ratios

Measures an organization's eaming power.
Ratio Description Calculation
Gross profit Relates sales to production Gross profit
margin costs. Net sales
Operating profit Provide: Operating profit
margin operati Net sales
Net profit margin ~ Provide: ation of how Net income
effect ation is at Net sales

They indicate the effectiveness of management in controlling expens
reasonable return for owners and shareholders in public companie

Gross, operating and net profit margin are three measures ofte mp&ged to each other.
For example, if compared to industry averages over severa profit margin has
been holding steady, but operating profit margin a gin have been

declining, then the cause must be from indirect costggsi Ofit equals net sales less

COGS while operating profit and net profit ded GS :d a number of indirect items.

Gross Profit Margins

This ratio relates sales to production
The gross profit margin is calcul below. The example is based on a situation
in which:

e Gross profit = ross Profit = Revenue — Cost of Goods Sold. Cost of
Goods Sold (CONgA refelto all the direct costs and expenses involved in producing
or delivering goo services.

e Nets 1,500,000. Net Sales = Revenue — Sales Returns, Allowances and

ou

. ) Gross profit
Gross profit margins = —————

US$750,000
US$1,500,000

Net sales

ach dollar of sales, the demand organization generates US$0.50 in gross profit.

et Operating Profit Margin

The operating profit margin is calculated as shown below. The example is based on a
situation in which:
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The operating profit margin is calculated as shown below. The example is based on a
situation in which:

* Net sales = US$1,500,000.

e COGS = US$%1,100,000.

e Selling, general and administrative expenses = US $150,000.

Operating profit
Net sales

Operating profit margin =

(US $1,500,000 — US$1,100,000 — US$150,000)
US$1,500,000

For each dollar of sales, the demand organization makes US $0.167 i rating profit.

Net Profit Margin
Net profit margin provides an indication of how effective ion is at cost control.

i
The higher the net profit margin, the more effectiveﬁ
converting revenue into actual profit.
The net profit margin is calculated as shown beRg. example is based on a situation in
which:
* Netincome = US$140,000.

e Net sales = US$1,500,000. evenue — Sales Returns, Allowances and
Discounts

anization is at

] Net income
margin = —————

US$140,000
US$1,500,000

Net sales

= 0.093

depends on the industry; a relatively low margin could mean that
cing price cuts or that the demand organization has poor cost controls.

nvestment Ratios

B IFMA

Calculation

Gives an idea as to how Net income

effi nagementis at Total assets
sets to generate

Return-on-equity  Reveals how much profit an Net profit
(ROE) organization eamed in Equity
comparison to the total

amount of shareholder equity

found on the balance sheet
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Return-On-Investment Ratios o5
(Continued)
Ratio Description Calculation

Return-on- Measures the efficiency
capital and profitability of EBIT
employed capital investments; Total assets - Current liabilities
(ROCE) also indicates whether
there are sufficient
revenues and profits to
indicate the best use of
capital assets

Return ratios are a subset of financial ratios that measure how effectively the dema
organization manages its investments. Return ratios analyze investments in asset
and calculate the return per dollar they generate. To evaluate the performa
investments the demand organization can compare results to benchmarks

4>
X

A return-on-assets (ROA) ratio indicates how profitable an orga’g@atioMgp relative to its
total assets. ROA gives an idea as to how efficient manage { ing its assets to

ratios of similar investments, companies, or industries.

Return-on-Assets

generate earnings; it is displayed as a percentage.

The return-on-assets ratio is calculated as shown b, \e le is based on a
situation in which:

e Net income = US$140,000.

e Total assets= US$1,800,000.

Net income
Return — on e 04) = ————

Total assets
= —_— 0
0,000 0.116 11.6%

U 0
USEM,
For each dollar invested ssets, the demand organization makes US $0.116 in net

income or 11 cent. A variation adds interest expense to net income to give

organizations ebt financing a more appropriate ratio.

The RO en@e gives an idea of how effectively the demand organization is
C i oney it has to invest into net income. The higher the ROA number, the
ette e the demand organization is earning more money on less investment.

turn-on-Equity

turn-on-equity (ROE) reveals how much profit an organization earned in comparison to
the total amount of shareholder equity found on the balance sheet. The ratio is usually

expressed as percentage.
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The equation for the ROE ratio and an example appear below. The example is based on a
situation in which:

e Net income = US$120,000.
e Equity = US$900,000.
Net Income

Return —on — equity = -
Equity

o USSIZ0000_ a3 o 3y
~ US$900,000 T T U

This 13.3 percent is the return the demand organization is earning on shar Q

An organization that has a high ROE is more likely to be capable of generatMg qikh

Return-on-capital employed (ROCE) measures the profitabilitgo ord@nization by the

pre-tax profit, which is earnings before interest and taxes cMieved on an

organization’s capital employed. The capital employetgg t investment necessary
I

4

internally.

Return-on-Capital Employed

for a business to function. It is commonly represe s less current liabilities.

The equation for the ROCE ratio and an exampl
situation in which:

e EBIT = US$10,000.

e Total assets = US$400,000
e Current liabilities = $3

below. The example is based on a

Ret l d = EBIT
eturn —on— ¢ ovea = Total assets — Current liabilities
> $10,000
~ ($400,000 — $320,000)
US$1,000,000
= .125 = 12.5%

(US $80,000)

iO¥Mmeasures the efficiency and profitability of capital investments undertaken
y an nization. An organization acquires capital assets such as vehicles, computers and
orth to help make its operations more efficient, cut down on costs and realize greater
its or acquire more market share. ROCE also indicates whether the demand
ganization is earning sufficient revenues and profits in order to make the best use of its
capital assets. The higher the percentage, the better.

Ratios such as the ones described highlight organizational strengths and weaknesses. They
either provide assurance of financial health or detect early warning of any significant
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financial difficulties. Ratios should not be relied upon as sole indicators for decision
making. There are many other evaluative measures that may be used in conjunction with
ratio analysis. Balanced scorecards, best practices and surveys are a few of the possibilities.

Financial ratios are used by banks to see if they are able to loan money at a lower rate and
also by shareholders to see if the stock is worth investing in. They can be extremely useful

as benchmarks by which to compare financial performance with industry averages for
organizations of similar type, scope and size and even key competitors. Benchmarksfro
comparable organizations enable facility managers to identify areas of conformit
variance from the norm with similar or competing organizations. For examp
the organization spends a certain percentage of revenue on external buildi
allows for a comparison to the building envelope (made up of siding, masonry,

glazing and window washing) and exterior signage expenditures of a her coMparable

organization.

When using ratios for benchmarking, keep in mind that every d @Yanization's
circumstances are different. Consider any mitigating circu

variance or conformity with a norm. Ratios themselv&&
re

t might explain
riations. Even though

they share a common name, one organization ma merators or

Y,
denominators than another in performing the c &1
Exhibit 2-19: Summary of Financial Rati

Ratio Description

Calculation

Liquidity/short-term debt rati

Current Indicates t Current assets

ratio of cash to

Current liabilities

a quick measure of an | Cash + Cash equivalents + Receivables

's immediate Current liabilities

hows how many times an Sales
organization’s inventory is sold Average inventory
and replaced over a period

Gross Relates sales to production Gross profit

profit costs Net sales

margin
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Operating | Provides a measure of operating Operating profit
profit efficiency Net sales
margin

Net profit | Provides an indication of how Net income
margin effective an organization is at Net sales

cost control

Return ratios

Return- Gives an idea as to how efficient Net income
on-assets [ management is at using its Total asse
(ROA) assets to generate earnings

Return- Reveals how much profit an Net,income

on-equity | organization earned in y
(ROE) comparison to the total amount
of shareholder equity found on
the balance sheet

EBIT
Current liabilities

Return- Measures the efficiency and
on-capital | profitability of capital
employed [ investments; also indicates
(ROCE) whether there are sufficient
revenues and profits to indicat
the best use of capital asse

Benefits and Cautions of Ratio
Analysis
Benefits  » Highlight organizational strengths and weaki

» Either provide assurance of financial health or detect early

‘warning of at gaificant financial difficulties
»

Cautions >

agemient can be challenging, but it is a critical task for a facility manager. Facilities do
enerate sales, so facility managers have to be creative in promoting the financial
ntributions of FM. Documenting cost avoidances and cost savings are two ways this can
be accomplished. Developing specific FM metrics (ratios) to relate, compare or measure
performance against quantifiable standards is another.
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It is challenging to apply metrics across all FM departments. Initiatives such as the
European benchmarking standards processes are developing metrics for real estate and FM
across states and borders.

While no universal metrics exist, per se, several possibilities are shown in Exhibit 2-20.
Computer software can be used to accumulate and process the required data and calculate
ratios. The metrics chosen to track and report should be appropriate to the demand
organization and whatever senior management considers important to financial well- g.

B IFMA

Facility Management Metrics

General FM metrics Leasin g FM metrics

Operating and
maintenance FM metrics

Relocation FM metrics

e Total occupancy cost/square foot . /square foot

Exhibit 2-20: Sample FM Metrics
General FM metrics Operating 'ce FM metrics
To ity c
otf@uti

cost/total staff
al utility costs/square foot

e Total occupancy cost/total staff .
e Total occupancy cost/FM staff

e Budget variance/total budget erg®ons and maintenance costs/square foot

e Total FM budget/FM staff

e Total FM budget/tot ff

e FM salaries/FM sta

e FM budget/total o izatjhal » Garage costs/parking space
administrative budge « Cost/service request

e PM vs DM (preventive maintenance vs deferred
maintenance)

perations and maintenance costs/total staff
ustodial costs/square foot
e Grounds costs/acre (paved and planted)

Relocation FM metrics

ase cost/square foot * Moving costs/staff moved, box move only, with
costs/owned costs (for construction and with construction and furniture
various aspects of FM) moved (typically known as Churn and often
benchmarked)

e Cost/workstation provided or cost/square foot,
administrative personnel, professional staff,
managerial and executive
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Facility

Organizations and bankers may request a number of different figures in order to compare
alternative ratios than presented within this case study. These numbers and ratios are
based on the consolidated statements of financial position for Union Pacific and the
Burlington Northern Railway based on millions of dollars for 2007. This is a good example
of a comparison between two for-profit freight railroad companies. Not all financial
statements are clear cut, for example, the gross profit margin could not be computed t

net sales, due to no indication of gross profit in the financial statement.

This case study serves to demonstrate how to obtain the ratios and why they are t.
If the demand organization wants to invest in infrastructure, they need to k
t
improvement(s). If there is an interest to invest in stock, a good indicator and b

financial position, whether there is funding or if funding is available to fina

to see how profitable the demand organization is.

Case Study: Comparison of financial statements of two c
industry Exhibit 2-21

Union Pacific

Current Ratio urrent Ratio
Current Assets Current Assets Current
Liabilities Liabilities
2594 3041 @ 3235 0.67
y N
Quick ‘ Quick Ratio
Cash + cash rrent Cash + cash Current
equivalents + Li Nt equivalents + Liabilities
Accounts Accounts
Receivabl Receivable
3041 0.50 330+790 3235 0.34
erating Profit Margin Operating Profit Margin
Net Sales Operating Net Sales
Profit
3375 16283 0.21 3486 15802 0.22
Net Profit Margin Net Profit Margin
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Union Pacific

Net Income Net Sales Net Income Net Sales
1855 16283 0.113 1829 15802
Return-on-Assets Return-on-Assets
Net Income Total Assets Net Income Total Assets
1855 38033 0.049 1829 3358
Return-on-Equity
Net Income Equity Net Income
(shareholders)
1855 15585 0.119 0.16
Return-on-Capital Employed -Capital Employed
Earnings before Total Assets - ings Total Assets -
Interest & taxes Current fore Interest Current
Liabilities taxes Liabilities
3375 38033-3041 3486 33583-3235 115
Compare t and indicate which is operating more efficiently. The
‘?ilj railroads inve y in the rolling stock, each engine can cost over one
d ollars.
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Progress Check Questions

1. What is the purpose of the budget?

a. Provide a formal, numerical expression of how an organization expects to operate
for a defined period of time.

b. Define long-term organizational plans that are aligned with a demand
organization’s goals.

c. Provide financial data for external users.

d. Organize financial information by statements. Q
2. What is one of the advantages of the authoritative budget approich?

Improved budget acceptance and comprehension.

a
b. Greater personal commitment to the budget goals.

c. Budget goals reflect strategic objectives.

d. Employees feel involved and empowered. Y g

3. What statement best describes a capital budge

a. Provides a short-term projection of all ¢ti d income and expenses during a
given period, usually one year.

b. Requires an organization to re ial funds and resources for use on
large investments

c. Identifies funds used to4 operations.

Has NO impact dgets

total in proportion to changes in the related level of total activity.
e changed in the short term with few constraints.
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. Facility
5.  What does an Incremental Budget do?

©2020 IFMA
All rights reserved 140

a.

What is true about Internal Financial Statements?

a.

d.

What best describes Balance Sheet Assets? \
a.

b.
C.
d

What information do

Starts with last year's budget and adds to it or subtracts from it, according to
anticipated needs

Helps to avoid including ineffective activities just because they were in the prior

budget

Includes the use of activity-based costs to connect resource consumption and

output :

n®others with

Emphasizes value-added activities

Are required by law for publicly traded companies

Are prepared and certified by an auditor
Are made available to senior management, staff ma
operating or oversight responsibilities

FRS or GAAP and FASB

Are prepared in accordance with accountin%sta

Resources obtained, owned or controli@a b organization

An organization's net worth

How much the owners of a ¢8 vested in the business

Indicates the eral agilability of cash to pay of liabilities, debts as they come

due

s a quick measure of an organization's immediate liquidity
y times an organization'’s inventory is sold and replaced over a

es to production costs
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9. What do Operating Activities do?

a. Report the purchase and sale of long-term investments and property, plant and
equipment

b. Primarily show the results from day-to-day revenue and expense activities
depicted on the income statement

c.  Show the results from activities involving cash transactions by and for owners;
reports on the contribution and redemption of equity capital and creditor laan

repayments

d. Report all expenditures to produce the fiscal year revenues that ar

10. What is meant by Depreciation?

a. A noncash charge against assets, such as property, plant an ipment over the
asset's useful life
b. A cash expense associated with the acquisition of an a
u
and tear, age or

c. A one-time expense reflected in the operating b
A way of showing reduced value of land as@res

\
S

obsolescence

v.
A
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Chapter 3: Fundamental Cost Concepts,
Containment Strategies and
Chargebacks in the FM Organization w

Chapter 3 Introduction

On completion of this chapter, you will be able to:

¢ Identify fundamental cost concepts and subsequent cost behgviors that in

response to business changes and activity levels in the FM or ation.
e Identify cost-containment opportunities.
e Explain the use of chargebacks to allocate facility costs.

~hapter 3: ‘
Fundamental Cost
Concepts,
Containment
Strategies and
Chargebacks in the FM

Organization

i Fma
is chapter, you willbe able to
and cos al

Chapter Objectives

i
¥ Explain the use of chargebacks to allocate facility

ental Cost Concepts
t-Containment Strategies

Chargebacks

©2020 IFMA Edition 2022, Version V2017PAFB_1.2

All rights reserved

1 43 Printed on 100% post-consumer waste recycled paper



o;'gi)\ I F M A IFMA's Finance and Business Course

Facility

Fundamental Cost Concepts

Lesson Introduction

| Cost Concepts :w

ehavior in

On completion of this lesson, you will be able to:

¢ Identify the fundamental cost concepts and the subse
response to business changes and activity levels in th anization.

This lesson contains the following topics:

e Cost Terms and Classifications

‘\
e Assigning Costs to Cost Objects 1&

e Cost Measurement Systems

e Using Costs in Decision MakinQ

FM Costs

FM costs are the price paid for acquisition, maintenance, produc
materials or services. They are the most scrutinized aspect of FM performance.
Facility managers:

» Manage a large cost with

» Must have knowledge of t!

hzations incur costs; however, the term cost has different meanings depending on
organization. In The Facility Manager’s Guide to Finance and Budgeting, authors David
and Edmond P. Rondeau define costs as “the price paid for acquisition, maintenance,
oduction, or use of materials or services.”

In for-profit organizations, profits are the result of total revenue less costs. In not-for-profit
organizations, costs are the expenditures required to fulfill the mission. Ultimately the

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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amount in cash reserves must be higher than the amount spent. If expenses consistently
exceed reserves and revenues, the organization may ultimately fail.

For FM:
e Facility managers manage a large cost center within an organization
e Costs are the most scrutinized aspect of FM performance

e Facility managers must know the costs of doing business

Therefore, this chapter focuses on cost terms and cost accounting concepts enco
FM. Knowing the basic cost terminologies and concepts makes it easier to ¢
with other managers and finance personnel. It also enables effective and ef
management, accurate cost accounting, proper financial analysis, and sound

X

Facility managers must also understand cost behavior or hovwgsos act because of
changes in business activity levels. FM uses this undssta @ predict future costs.

Example: \

A facility manager plans to start a xeriscaping o wise landscaping project next year
and wants to know how it will affect the FM ing Wudget. The facility manager
anticipates that expenses for premises su ioned in the budget, will change in the
following manner:

recommendations to senior management.

e There will be the added cq cape designer to draw up plans.

e The cost of planti at lin
won't expand.

ase, even though the size of the grounds

e Once complete eC for water, fertilizer, maintenance, and pest control will
decrease. However, e consumption WILL decrease, unit costs are still subject to
mark itions.

tional staff will not be required because existing full-time staff will
plan.

curate budget for next year, the facility manager needs to know the

the different costs involved. To help make distinctions about which costs will

nge and by how much, costs are often categorized as hard, soft, variable, fixed, mixed,
tal.

is necessary to predict how a particular cost will behave. Cost behavior doesn't refer to
good or bad behavior but rather, how a specific cost will behave in response to changes in
business activity levels. Costs may stay the same or change proportionately, that is rise or
fall, in response to a change in activity.
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Facility

In FM, knowledge of cost behavior is valuable in a variety of situations such as creating a
budget, preparing a forecast or determining which of two alternatives should be selected.

Example:

A facility manager expects to undertake a xeriscaping or water wise landscaping project next
year. The facility manager needs to know how that will affect the FM operating budget. The
facility manager anticipates that expenses for premises support, mentioned in the bud I
change in the following manner:

e Make provision for the expense of a landscape designer to draw up plans an ta
required.

¢ Planting materials will increase, but the grounds won't expand.
e On completion of the project, costs for water, fertilizer, maintenance and p trol will
decrease. While consumption WILL decrease, unit costs are still cttom

conditions.

et

about which costs will
ed, mixed or total.

behavior of all the different costs involved. To help
change and by how much, costs are often categoriz

cani®e determined or estimated in
pment, and buildings.

relocations may include the costs for actual
moving services, suppli g expenses; costs for move materials, freight elevator
and loading dock usag i curity guard services during a move; new stationery,
business cards, move noti ¢. Other move costs that might be included are design,

furniture, voice, data costs, and so forth.

food service,

at are intangible; therefore, more difficult to determine or estimate.
st productivity because people’s work is disrupted during renovations,
costs because organizational assets and internal staff are not used as

r FM the term soft costs are internal costs, such as the downtime of employees involved
inWranaging the move; and the loss of productivity of employees being moved.
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Variable Costs

Cost Terms and Classifications o5

Costs may stay the same or may change proportionately, that is rise or fall, in

response to a change in activity.

Variable ~ » Expenses thatvary in direct proportion to the quantity of output;
they rise as production increases and fall as production
decreases.

Fixed » Expenses that have to be paid by an organization, independent
of any business activity.

Variable costs - as per Exhibit 1-1, are costs that fluctuate and may be influ
factors such as occupancy levels. Variable costs increase and decrease in p
changes in activity level, such as fuel costs that depend on the mileage driven. F
e type
number of drought-resistant grasses, indigenous or adaptive low water , and rocks

the cost of xeriscaping project materials will vary in direct proportion

and accent boulders that are purchased.
Examples of variable costs in FM:
o Utilities

e Waste disposal

e Travel expenses

‘\
e Costs of materials and supplies :&

R
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Cost drivers — also referred to as allocation base, are activities that have a direct and casual
relationship to the incurring of overhead costs. Cost drivers can be any factor that has a
cause-and-effect relationship on costs. A change in a cost driver will result in a change in
the total cost of a related cost object.

A cost object is anything for which cost data is accumulated. A cost object is used to

determine how much a particular thing or activity costs. In FM, items or activities, such WQ

customers projects and services are considered as cost objects.

Fixed costs typically do not have cost drivers. Fixed overhead is allocated to cost
using an allocation base. w

Fixed Costs

manager’s salary would not be expected to change apprecia rseeing the

Fixed costs — remain unchanged in total for a given period, despite Nges in the

related level of total activity. For example, a licensing fee, tax ios 9 facility

o)

xeriscaping project, nor will the salary of the FTE grounds the landscaping.

In FM, rent, depreciation, insurance, property taxes, |j x‘ 4d salaries are all

examples of fixed costs. Fixed costs remain const to niess they are influenced by
t 'g@xed means that it is fixed within a

an outside force, such as a price change. A cost
relevant range.
Relevant range - is the range of actig ic

variable costs are valid. Relevant rg ally expressed as specific cost drivers, such as

e assumptions about fixed costs and

usage, for a specific duration of

A cost object — is anyt cost data is accumulated. A cost object determines

how much a particular ivity costs. In FM, items, such as supplies, or activities,

such as customer projects services are considered cost objects

Cost drivers ities or factors that have a direct and causal relationship to the
d costs. A change in a cost driver will result in a change in the total
st object. Examples of cost drivers are increased consumption of

of buildings or equipment, increased incidents of extreme weather

ple - The rent for a FM copier is US$200 per month. The amount is based on the

levant range of 0 to 20,000 copies per month. The cost object is the paper, and the cost
driver is the number of copies made monthly. There would be a cost increase for going to
30,000 per month.
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This example puts all these concepts together to illustrate fixed costs and relevant range. The
example is based on a situation in which: The assumption that the rent for a FM copier is
US$200 per month is valid within the relevant range of 0 to 20,000 copies per month. The
object would be the copies and the driver would be how many copies have been made on a
monthly basis. A significant increase in the demand for copy services that greatly increases t
monthly copy count would mean renting an additional copier. The fixed cost of monthly r
for reprographics will increase due to the second copier.

t

Cost pool - is the combining or grouping of cost objects in a way that is meanin
management for assigning accountability. For example, cost objects such a
trenching machine to modify the landscape irrigation system during the xer¥8ca oject

and the labor for a maintenance employee may be included in the mgintenance

department cost pool.

Mixed Costs

e n i IFMA :
Cost Terms and Classifications
(continued) ‘
Costs may stay the same or may change proportionately, that is rise or fall, in
response to a change in activity.
Mixed » Vary with changes in volume or activity, but not by a direct
proportion

» Also called ble; many are a f fixed and
variable costs.

Total » All the fixed and variable costs for a cost object

Mixed costs or semi-variable costs — s that vary when there are changes in

volume or activity, but they do ct proportion to each other. Many mixed

costs are a combination ed lable costs. They change in response to a change in
volume and activity bu less@lan a proportionate or equally corresponding amount. For
example, if there is a fue g crease, the price of other commodities will be subject to

increase.

Total @asts
To

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Assigning Costs to Cost Objects

‘19

spending, and chargebacks. When assigning costs to cost objects, costs are@tas@ied as

X

act®y such as labor
r

Assigning costs to a cost object is required for pricing, profitability studies,

direct or indirect.

Direct Costs

Direct costs — are costs that can be specifically traced to an i
and material costs used to repair a hole in the roof. Anoth e the costs for

maintenance labor and materials required to reduce’ e doors.

Indirect Costs

Indirect costs — are costs that are spread o redardless of specific activities. They

cannot be easily and accurately traced tg t object. Examples include yearly

insurance premiums, overhead, and u#

Indirect costs are also allocated e cost objects. For example, the full-time job

of corporate concierge vyilive responsibilities for supporting both building
occupants and visitors. @herefogl assigning a concierge's salary to any one service, for
example, document dell ring, or event planning, is not realistic. Because the cost is

incurred to sugort a variety of activities, it should be allocated across all services provided.

B IFMA

litate trackingWd quantifying costs and providing customers with high-

lUality products or services, at reasonable costs, in a timely fashion; often

categorized as traditional and contemporary/activity based

» Collects and organizes cost information in some
organized way through an accounting system.
Precedes an activity or takes place without
measurement of the activity; makes assumptions about
the proportion of costs that are assumed o relate to an
activity.

©2020 IFMA
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The demand organization often measures FM in terms of its cost effectiveness. Therefore,
facility managers must be relentless in their efforts to evaluate past cost performance,
reduce necessary costs, and eliminate unnecessary expenditures. This requires FM to have a
cost measurement system that supports its cost control efforts.

Costs are measured to manage them. A cost measurement or allocation system:

e Informs the facility manager of how resources are consumed in creating and
delivering products and services to customers.

e Provides insight into how costs incurred in creating and delivering produ
services contribute to FM overall costs and what factors cause them

e Provides the information necessary to estimate the cost of providing’nevilibrgsuct
features and services.

e Tracks and quantifies costs so FM can better provide customef@&@ith affordable,
timely, and high-quality products or services.

Cost measurement systems are often broadly categorized as al,’or activity based.

Activity based is synonymous with contemporary. ¢

i IFMA

Cost Measurement Systems
(continued)

Facilitate tracking and quantifying costs and providing customers with high- \
quality products or services, at reasonable costs, in a timely fashion; often
categorized as traditional and contemporary/activity based
Cost allocation » Determines the proportional share of a total cost that
belongs to a particular cost object based on data about
The following terms are P yoz better understand the characteristics of

the proportions of the total resource cost consumed by
traditional and activity t Measurement systems.

the costobject

Cost tracing > Assigns direct costs to a particular cost object

Unit costs > Relate outputs or out
provided by those resources in the form of  ratio.

¢ Cost accumulat collection and organization of costs through an
ing system. Whenever a cost is incurred, such as for the purchase of
lies, or a service, that cost is collected by an accounting system.

ion — The process of determining the proportional share of a total cost
to a particular cost object based on data about the proportions of the
urce cost consumed by the cost object. Costs are allocated to different
jects, in proportion to the percentage of the total cost was consumed by
cost object.

Cost assignment — Precedes an activity or takes place without measurement of the
activity, as it makes assumptions about the proportion of costs that are assumed to
relate to an activity. Costs are assigned to costs objects based on assumptions
because:

- The costs are too small to be worth accurate allocation.
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- The data collection would be too expensive or difficult relative to the cost.
- There is reliable historical data on which the assignment can be based.
e Cost tracing — The assignment of direct costs to a particular cost object.

¢ Unit costs — Costs related to resources consumed to outputs or outcomes provided
by those resources in the form of a ratio. The cost of providing one unit of a
product or service is a unit cost. Unit costs include all fixed and variable costs. T
may be based on an average of costs incurred or resources consumed.

There are different schools of thought about the benefits of traditional cost meas
systems compared to those that are activity-based. The different systems pr,

outputs. Facility managers, as a rule, do not have a choice in the matter. HoWevdM it j

important that facility managers understand how the systems differ apd how ea stem

converts data into information of interest to management.

Traditional and activity-based costing both start with the sa t e¥ements. As
shown in Exhibit 3-1, traditional and activity-based cost meaggre t syStems are built on
conceptually different foundations.

Exhibit 3-1: Comparison of Traditional and Activi ; easurement Systems

_ Activity-Based Costing

Basic cost Include salaries and wa Include salaries and wages, utilities,
elements depreciation, materi depreciation, materials and supplies
and taxes. and taxes.

Cost object Use responsibifi ers, e Use activities and operations* as
selection and exampi@Proepar or functional intermediate cost objects in
procedures for areas @& the cost object in tracing costs to final cost objects.
tracking cost trackin * Assign costs to final cost objects
flows based on cost drivers.

Cost allogation e a single base for allocating e Include all traceable activities, for

indirect/common costs. example, marketing, customer
Limit what is included, primarily support, business support and

to materials and direct support non-traceable indirect activities.
costs. e Focus attention on the process of
Focus attention on who does the work.

the work. * Provide comprehensive

information by functions,
resources, activities and
cost drivers.
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_ Traditional Costing Activity-Based Costing

*An activity is generally described as a series of related tasks performed by a person; an
operation is a series of tasks performed by a machine. The distinction is not always definitive.

Traditional Cost Measurement Systems Q
Traditional Cost Measurement b -
Systems

Traditional cost measurement systems are department or opeNgh s&d rather than

activity-focused.

Traditional cost measurement systems support masWod d inventory

management. As noted in Exhibit 3-1, costs are alloc ked by responsibility
centers. A responsibility center represents work u sub™@its, departments, and divisions

based on the functions they perform.

Two popular forms of traditional cost me ystems are job order costing and

process costing. In practice, many org ybrids of the two.

Job Order Costing

ould include labor, material, and overhead costs associated with a job that was done for

a cific customer.

ob costing systems — assign costs that were incurred to create a product or service for a
specific job, batch of products, or service. An example would be applying the direct cost of
materials and labor to a specific job, along with the appropriate percentage of overhead.
Overhead costs are typically applied at a predetermined percentage rate. Each job is given

©2020 IFMA
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Facility

a unique identification code or number and a job cost sheet is used to record and
accumulate job order costs.

A job order costing system assigns costs to individual jobs using the following steps:

e Identify the job by a unique code or other date-specific reference method

e Trace the direct costs for the job Q
e Identify indirect cost pools associated with the job/overhead

e Choose the cost allocation base or cost drivers to allocate indirect costs t

e Calculate the rate per unit of each cost allocation base

e Assign costs to the cost object by adding all direct and indirect cost¥thajregbased

on a combination of machine and labor hours !

izations

The benefits of job order costing systems include the following:
e They provide detailed results of a specific job or opera

e They are flexible enough to be used by a wide varietyd

*

s across different jobs

 They can have strategic value for an organizafo pey give a detailed

breakdown of all the different types of costs

e They can help pinpoint sources of cost o

Process Costing

Process costing — is a traditional costg me¥kystem. Product and service costs are
grouped by process or departme en assigned to nearly identical products by
dividing the total costs by the t units produced. It is used when there are no

distinct jobs associated proc

Process costing is apprOgmiate { automated, repetitive processes where the cost of one

unit is identical to the cost nother. It lends itself well to situations where a continuous

flow of nearl roducts is produced or where there are no distinct jobs associated

erials, direct labor, and overhead are traced to individual departments or
are accumulated for each step in the process and a record of units worked

Its processed in that given time. This is accomplished by dividing the total cost of
uction in that period by the units produced, resulting in a cost per unit.

ob order costing and process costing systems share similarities.

e Both systems assign material, labor, and predetermined overhead costs to products
produced and services provided as a mechanism for computing unit product or
service costs.
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e Both systems use the same basic accounts, such as overhead, materials, work-in-
process, and finished goods.

e The flow of costs through the accounts is basically the same in both systems.

The flow of costs through the accounts is basically the same in both systems.

Despite the similarities, the differences between the systems are significant, as shown in
Exhibit 3-2

Exhibit 3-2: Key Differences Between Job Order Costing and Process Costing

Job Order Costing Process Co .n,

e Used with a wide variety of distinct e Used with similar or identid
products or services. and a steady st of uni

e Total job costs consist of actual direct e Costs are,assj rmly to all units

materials, actual direct labor and passing g epartment during a
overhead applied using a predetermined specifi r
rate or rates. . &ost late by process or
e Costs accumulate by the individual job or a .
order and are tracked separately. he sts is simplified because

e Unit cost is computed by dividing total sts are traced to fewer processing
job costs by units produced or served a artments.

the end of the job. Unit cost is computed by dividing total
process costs of the period by the units
produced or served at end of the period.

Activity-Based Cdliting

Activity-Based Costing

Assign costs to customers ai
resources.

e wo

Wctivity bases, to derive actual
Poroducts o services

t driver, the amount of an activity
cost of the activity and the

ased Costing (ABC) — is a cost measurement system used to track and control
ead costs. It accumulates costs of activities that consume resources.

BC is a method of allocating costs to customers, services, and products based on an
activity’s consumption of resources. It emphasizes the management of activities and
operations rather than the department or functional area that performs the work.
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To allocate indirect and support activity expenses to products and services, traditional cost
measurement systems use direct labor and machine hour as a basis. Engineering changes,
setups and parts maintenance are included. However, activity-based costing segregates the
expenses of indirect and support resources by activities. The expenses are then assigned to
the products and services based on the drivers of the activities.

Instead of applying a flat overhead percentage across the board, ABC identifies and

systems more accurate.

ABC systems are used in organizations that have either multiple products aift s
products and services that use varying amounts of resources. Resourges include

costs, such as materials and indirect costs, such as customer service, control, and
supervision. When products or services consume direct and ing ts ifferent rates,
allocating these costs uniformly makes some products and segvi ppP®ar more profitable

and others less profitable than they really are.

Key steps for designing an activity-based cost measur are included in Exhibit

N

Exhibit 3-3: Implementing ABC in Facility Ma t

From a selection of cost
overhead component of e

Identify separate a Ol oWgrhead activities associated with each cost driver’s
omp and create a cost pool for each of those overhead
each cost pool will be used to accumulate activity base costs

extract all costs that represent the gross
ose activities; set them aside.

ilding, and repairing equipment, among others.

ine how to measure overhead by agreeing on an activity base unit such as
re feet, per person, per hour, per production, among others.

Determine the exact amount or proportion of activity base units consumed by
each cost driver activity.

Consolidate identical activity base units under their appropriate cost pools.

For each associated cost pool, sum the activity base units to arrive at a gross
activity base for that cost pool.

- Calculate an overall cost per unit for each overhead activity by dividing the total
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Facility

cost pool for that overhead activity by its gross activity base.

Allocate future overhead activity costs to non-overhead activities based on usage
by dividing the cost pool proportionally across the cost pools or, by applying the
unit costs derived in step seven.

Periodically repeat the process, particularly steps four through seven, to ens
the validity of the applied overhead activity costs.

Implementing ABC in FM

§IFMA

YYYVYYY VY

ABC Allocation and Apportionment

B IFMA

Let's consider some examples of ABC

©2020 IFMA

pportionment in FM.

Allocation - two basic ¢ t exist before a facility manager can allocate
costs. First, the co nt ave¥caused the overhead to be incurred and
second, the exaglamoun e overhead must be known.

Examples:

er consumption in a stand-alone data center

prery costs, such as FedEx or a similar courier, that can be tracked

nding a reception area, usually in the marketing or public affairs
epartments

Hospitality catering

- Overtime costs for FM staff to keep a building open and provide services, for
example, during a corporate acquisition
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Facility

- Staff canteen subsidy — when FM has usage figures by department, for
example, from payment cards and can allocate by proportion of users or
money spent by each department

- Internal moves requested by a department — where FM can allocate whole
cost and any related “domino effect” costs

e Apportionment — When overhead costs cannot be linked to a specific cost unit
center, find a method of allocating or assigning the overhead costs to the affec
cost units. There may be multiple methods, but the basis for how costs arc/li
should be agreed on and published in advance so departments can budgé

Examples:

- Power consumption in a shared office (and rent, property taxes, wa
apportioned by floor area occupied or by head count

- FM office salaries, apportioned by departmental head n

- Staff canteen subsidy, apportioned by department a nt when there is
no data on departmental usage

- Internal moves dictated by corporate ned, a by departmental head
count or by numbers of heads/desks a

Computer databases have made tracking individaa ts u¥ing ABC more feasible.

Organizations that adopt ABC will be able toguse\@e iMOrmation generated for accounting

and decision making. They can cost prod ices, analyze processes, assess
management performance, and assesg# ilityglfore accurately than organizations that

use a volume-based or traditiona

Disadvantages
» Not all overhead costs can be
related to a particular cost driver;
some may need to be arbitrarily
allocated
Utilizes unit cost rather thanjust ~ » Cost of buying, implementing, and
total cost maintaining activity based system;
> Better understanding of overhead; requires numerous development
measures activity-driving costs and maintenance hours, even with
software and databases.
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Advantages and Disadvantages of o5

ABC (continued)

Exhibit 3-4 and D of Activity-Based Costing

Advantages Disadvantages
I

» Makes dded » Generates vast ts of
visible; allows managementto information, the volume of
better understand how overall information can mislead managers
costvalue are affected if changes into concentrating on the wrong
are made. data

» Facilitates benchmarking

Exhibit 3-4: Advantages and Disadvantages of Activity-Based Costing

Advantages

e Accurate costing of products/services;
reduces distortions caused by traditional
cost allocation methods.

particular cost
be arbitrarily all

e Utilizes unit cost rather than total cost. e Cost of

e Better understanding of overhead;
measures activity-driving costs.

e Makes waste/non-value-added visible;
allows management to better understand
how overall cost/value are affected if
changes are made.

e Facilitates benchmarking.

Discussion Question

Identify the cost measurement system, traditional, activity;

described below.

A. Basic cost elements include salaries and wages, uf
materials and supplies and taxes.

[ depreciation,

B. Assigns costs to final cost objects based on cost dri
C. Uses responsibility centers as the key cost object in
D. Uses a single base for allocating indirect/common costs.
E. Focuses attention on the process of the work

©2020 IFMA
All rights reserved
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Not all overhead cost

W IFMA

Facility

Disadvantar--

#st amounts of information;

e volume of information can mislead
nagers into concentrating on the
wrong data.
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Facility

Costs are an important part of many business decisions in FM. Consider the following:
e What sorts of property, plant and equipment should the FM organization hold?
¢ Should the FM organization modernize or sell an old property?
¢ Should the FM organization upgrade mechanical systems at a property?

¢ Should services be reduced to lower costs, or could they be improved with little
no cost impact?

e Should a service be done in-house or outsourced?
When making FM decisions such as these, it is important to understand the {g %

concepts.

Differential Costs

The differential cost concept implies that costs and revenues diffe e on the
conditions. Incremental costs and relevant costs are other term di ntial costs.
Differential costs — are costs that are not the same when in®alternatives. By
identifying differential costs, facility managers can b

courses of action. When using differential costs, fagi ag nore the costs that are

d compare alternative

the same for all alternatives under consideratio cus only on costs that differ

Example: A facility manager is considerin
replacement machine will have mainten
machine’s maintenance costs are $65,
maintenance per year.

ase of a replacement machine. The
$100,000 per year, while the current
ntial cost would be $35,000 of

The estimated time to outine enance on the machines under consideration varies
significantly because off@low thqlare designed. Some machines are designed for easy access
to parts. Other machines @¥ many more steps to access parts. The differential cost would

time to do routine maintenance using the hourly labor rate.

cOsts — Represent "lost" opportunities (measured in monetary units) that
accrued to the entity by pursuing an alternate course of action.

rtunity costs are an important factor to consider in business decision making,

pecially when resources are limited. The alternative that offers the best investment
opportunity is preferred. However, if another investment is chosen, the opportunity
provided by the first alternative is given up or lost.
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Example: When investing time in a major renovation project, the maintenance employees
cannot work on anything else even if there were other more critical projects.

Sunk Cost

Sunk costs — are money that was spent on decisions that cannot be changed. The mon
once spent cannot be recovered. A sunk cost should be ignored when making decision
about future business activities.

A car is taken to the mechanic and the repair cost is $1,000. Two months |
problems once again and needs to return to the mechanic. The repair cost
Some would say that this cost should not be paid because the initial $1,000 that
paid. However, the $1,000 is a sunk cost — it has been spent and is . A neWdecision
must be made as whether to spend the $1,500. This decision shou e the ‘emotion’
of having already spent $1,000.

ator to run machinery in the
e the generator did not

Example: You purchased a state-of-the-art 400MHZgnotg
plant. The generator cost USD$50,00. However, when
work. Why? Because the machinery in the plant wa d was not compatible with
the newer electronics used in the generator. Insjga at Was needed was an older model
generator. The cost of the newer model cannot Srec8®®ered.

Sometimes facility managers erroneod
continued expenditures in a partig 3 ragRLiowever, in making real estate decisions, sunk

these sunk costs could be dered when setting the sale price. Ideally, the goal is to sell
was paid for it, plus the sunk costs.

Opportunity costs must be included in an investment decision and are typically
treated as a cash outlay at the onset of the project.

e Sunk costs are ignored because they are historical costs that are not relevant to the
investment decision.
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Facility

Cost-Containment Strategies

Lesson Introduction

# Fma

On completion of this lesson, you will be able to:
e Identify fundamental cost concepts and subsequent ¢ jors@at occur in
response to business changes and activity levels in th gaMRation.

¢ Cost-Containment Implementation !&\

This lesson contains the following topics:

e Cost-Containment Opportunities

Cost Containment o

Cost containmentrequires:

» Maintaining organizational costs withina specified bu

» Controlling expenditures so that they meet financial

Many for FM initiatives ef

strategies often involve reducing expenditures or the r. rowth of
expenditures

independent of size, industry, and legal structure must control costs to
rtunately, the time-proven reality is that more costs rise than fall, and

topic covers practices that can transform the task that can never be completed into
o¥itive cost-containment actions no matter what the unique organizational demand and
oncludes with guidelines for implementation.
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Facility

Cost-containment requires maintaining organizational costs within a specified budget and
controlling expenditures to meet financial targets. Cost-containment strategies involve
reducing expenditures or the rate of growth of expenditures.

There are many possibilities for FM cost-containment initiatives. In Exhibit 3-5, several self-

explanatory suggestions based on the collective experience of numerous practitioners are
listed.

©2020 IFMA
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Facility

Exhibit 3-5: Cost-Containment Opportunities in Facility Management

Cost-Containment Opportunities in Facility Management

e Implement zero-based budgeting. » Do a market analysis on current service

+ Promote efficiency programs that to delivery structures to decide whether t
reduce the number of units of resources continue sourcing services interna
units consumed in each activity. externally.

o Work on supply chain consolidation: * Invest in planned maintena ed

reactive maintenance costs

- Reduce costs of buyer
administration and management by * Review risk profiles anf'cOgai
managing fewer suppliers. accepting heightened Yisk e
facilities or serviges.

- Remove duplication of supply chain _
management, administration, and * Investin produc

improvements, for

overhead costs. examplegen t plant.
- Leverage volume purchasing » Change cONgRUsINss activity cycles or
opportunities. ' asgpcrease facility costs, for

ging the period for re-
allocations, and by
g to production planning

¢ Develop multi-skilled staff to reduce total
resource requirements, cover vacations,
and absences cisions

e Reduce staffing levels to meet norms, n
peaks of activity, and procure tempo

resources for peak activity period

Overhaul property disposal by improving
space usage

. - Sublease vacant leased space
e Subcontract services to remoy

on-margin pricing markups
with transparent co  Sell used furnishings and equipment.
procurement and

- Sell vacant property.

e Consider risk sharing with vendors.

* Implement service sto  Introduce effective chargeback practices

educe service to service users.

other resource

ocess reviews to remove
ry steps and thus reduce the
cost.
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Facility

Cost-containment strategies have merit. Management embraces ideas for cost savings but
employees and customers may resist when changes disrupt the status quo.

The need for some cost-containment initiatives may be obvious to employees and

customers; however, when they require employee or customer buy-in, you should be
proactive to reduce the chances of resistance. At a minimum, be clear about the p
the change and give employees and customers the opportunity to ask questions
express their concerns.

Management can set the example and promote cost-containment strategie¥; h
their actions fail to match their words, the initiatives will fail. Imprope, anage
containment initiatives can derail projects, damage morale, and nega impact the

demand organization’s growth, performance, and reputation 4

Successful cost-containment implementation has its challen -6 offers

guidelines that improve the chances of success. V'S

Guidelines for Cost-Containment o5

Implementation

Institutionalize cost reduction, » Provide a format to gather cost-
Pt in de i king i that

processes promote employee involvement

Identify areas with high cost- and buy-in

containment potential and act on » Establisha procedure to ensure

those first that accepted suggestions are

Minimize waste. implemented.

Mitigate fraudulent practices. » Provide incentives for meaningful

Generate specific saving ideas. and accepted cost-containment

suggestions.

b G

v

v

vvvw

Guidelines for Cost-Containmen
Implementation (Continued)

» Develop amethodologytotrack  » Celebrate sses
actual savings » Leadbye
» Integrate cost containmentas part
of the FM departmental objectives.
job descriptions, performance
reviews
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Exhibit 3-6: Guidelines for Cost-Containment Implementation

Guidelines for Cost-Containment Implementation

¢ Institutionalize cost reduction, especially » Provide a format to gather cost-

in decision-making processes. containment suggestions that promote
o Identify areas with high cost- employee involvement and buy-in.
containment potential and act on those e Establish a procedure to ensure th
first. accepted suggestions are img
¢ Minimize waste. » Provide incentives for meani
» Mitigate fraudulent practices. accepted cost-contain
* Generate specific savings ideas. * Celebrate successes.
e Develop a methodology to track actual * Lead by exampl
savings.

* Integrate cost-containment as part of
the FM departmental objectives, job
descriptions, performance reviews.

*

When implementing cost-containment initiatives, h, '
e Strategies need to fit the demand organf@ti
e Actions should be quantifiable and le.
mitl¥ate any harm to the business or

e Strategies should be chosen c

people.
The best cost-containmentgstrat @ | is WP plan. Ultimately, the goal is to be proactive
instead of reactive. Bei roactiVe@®lies that you have anticipated the opportunities for

improvement or preve proactive costs a lot less than being reactive in the long

run.

| IFMA

Discussion Ques

nment potential and act on those last

study:

e Refer to the Case Study example in the State or Cross-Border Benchmarking and
Budgeting topic.

e You've been asked to cut the budget by 10%.
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Facility

e What are some of the actions you might take and why?

B IFMA

Case Study

Case study.

+ Refer to the Case Study example in the State or Cross-Border
Benchmarking and Budgeting topic.

* You've been asked to cut the budget by 10%.

+ Whatare some of the actions you might take and why?

Exhibit 3-7: Case Study: Example of FM Budget

a
guc et Actual
Finar 4l Financial
Year Year
2018 2018

Budget Actual
Description Justification Financial Financ '
Year 2017 | Year 20..,

SERVICES

Building Engineering Provide qualified
Services staff to perform
preventative
maintenance/repair
on building
systems along

Janitorial Services $250,000 $245,000

ing

health standards
along with
maintaining an "A"
rating

Provide safety and $300,000 $325,000
security for

building and
occupants
levator Maintenance | Provide $350,000 $350,000
& Repair elevator/escalator

maintenance and
repairs required by
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Description

Justification

the State of
California and City

Budget
Financial
Year 2017

IFMA's Finance and Business Course

Budget
Financial
Year
2018

Actual
Financial
Year 2017

Security System
Maintenance

Preventative
maintenance &
repair of
computerized
security system
and wiring

$50,000

$50,000

Actual
Financial
Year
2018

Maintain/repair
building management
system

Preventative
maintenance &
repair of
proprietary BMS.
Consists of
automatic controls
and devices for
building heating,
ventilation and air

$80,000

*

testing

and AQMD if not

Computer rooms $50,000 $45,000
cleaning
ilding
er rooms

Chiller certifi Required by $20,000 $17,500
testing Environmental

Protection Agency,

chillers not

properly

functioning could

cause possible air

contamination or

a/c shut down.

Required by AQMD
Boiler Certification & | Required by City $20,000 $15,000
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Description

Justification

tested and certified
could be shut
down

Budget
Financial
Year 2017

Actual
Financial
Year 2017

Fire Department

Fire Extinguisher Required by City $7,000 $5,000
Recharging Fire Department
Regulation for testing | Required by City $25,000 $24,000

Fire alarm repairs &
certification

Required to
maintain properly
functioning fire
alarm system,
provide
certifications of
systems as
required

$10,000

Fire sprinkler repair To repair leaks in $15,000
building sprin
piping
Certify/maintain/repair $10,000 $75,000
building backflow
devices
Roll up door repairs $10,000 $0
r roll up doors
Maintain/repa Required by health $16,000 $16,000
department to
prevent clogging
and fire
Required by City to $50,000 $50,000
remove grease
prior to entering
waste stream
Maintain/repair trash | To ensure $5,000 $25,000
compactor compactor working
at all times
©2020 IFMA
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Description

Justification

otherwise trash
picked up daily and
trash hauling cost
will rise more than
100%

Budget
Financial
Year 2017

IFMA's Finance and Business Course

Actual
Financial
Year
2018

Budget
Financial
Year
2018

Actual
Financial
Year 2017

Repair of vertical
blinds

For repair and
replacement parts
of the building
window coverings

$5,000

$2,500

Repair/replace carpet

To mitigate trip
hazards carpet
needs to be
repaired asap

$10,000

*

Water mitigation

Service to mitigate
water intrusion to
prevent mold,
mildew and
disease

chiller chemicals and
chemical monitoring

provide and add
chemicals for

Pressure wash $15,000 $15,000
building and clean
windows
Pest control Ensure building is $30,000 $20,000
free of pests and
rodents
Annual services to $6,000 $6,000
detect possible
electrical problems
prior to having a
major electrical fire
Cooling tower and Weekly service to $30,000 $25,000
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Budget Actual
Financial Financial
Year Year
2018 2018

Budget Actual
Description Justification Financial Financial

Year 2017 | Year 2017

building water
systems to
maintain proper
chemical balance.
Necessary for
monitoring and
servicing
equipment that
regulates the
chemicals and
water in the

building chillers v
and cooling
L

towers. Reduces
liability of staff
handling the
chemicals and
having hazardous
chemicals stor
onsite

Water treatment Quarte $10,000 $5,000
testing and analysis ul ice
equir st
ater fstem and
uilding
system including
cooling towers and
chillers are fee of

contamination

$2,179,000 | $2,233,500

Provide software $20,000 $0
upgrades and
expansion

upgrades/repairs
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Budget Actual
Financial Financial
Year Year
2018 2018

Budget Actual
Description Justification Financial Financial

Year 2017 | Year 2017

CAFM System yearly Annual licensing $25,000 $25,000
license fees fees to software
producer
Tools & equipment
TOTAL COMPUTER $45,000 $25,000
SUPPLIES
Office Supplies Supplies necessary $25,000 $20!
to maintain normal
business
operations for FM
Computer Supplies Printer cartridges, g,OO 4,000
storage disks and
supplies needed to
maintain daily
operations
functioning
smoothly
Emergency supplies, Replenis $5,000 $1,000
food and water emerg
lie ave
expir r have
d
Tools & equi $35,000 $25,000
bership in IFMA | Provide up to date $2,000 $700
r3 staff information and
assistance for
facilities staff
Seminar/conference Registration for $5,000 $0
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Facility

Budget Actual

Budget Actual ! : . ,
" o . . : ) Financial Financial
Description Justification Financial Financial Year Year
Year 2017 | Year 2017 2018 2018
fees facilities
conferences
Travel Transportation and $5,000 $0
lodging for
attending facilities
conferences
TOTAL $12,000 $700
MEMBERSHIP,
TRAVEL &
CONFERENCES
TOTAL BUDGET $2,271,000
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Chargebacks

Lesson Introduction

# Fma

On completion of this lesson, you will be able to:

e Explain the use of chargebacks to allocate facility cost
This lesson contains the following topics: :

° i ?
What is a chargeback? . 3
a

e Advantages and Disadvantages of Chargeb \
e Chargeback Systems
e Facility Manager's Role in Chargeba*

Chargebacks

Chargebacks, also known as FCA, cross-charging or
ability of FM to charge its services to another group thal
senvices.

ing, describe t
esting those

Achargeback system is a system where companies requi

to charge other for services rendere
Chargebacks are not done in gvery organization. If they are, the practices
must be tailored to the org: d minimize any perceptions about
unfair or unrealistic allocat

an opportunity to create accountability and transparency. The practice
ing a better grasp of business allocations and costs and allows organizations
fecti®ely fund and reallocate resources to match the momentum of business change
evolution, resulting in the moving and sharing of resources across the demand

rdanization. Facility Cost Allocation (FCA) is typically a corporate decision with senior
administrative support from the Finance Department. While the facility manager can
propose and promote FCA, it requires support and commitment from senior management
or else the push-back can be insurmountable.
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What is a Chargeback?

A chargeback is the ability of facility management to charge its services to another group
that is requesting those services. This is also known as cross charging or recharging.

An example of a chargeback is billing an internal department for the space it uses. The
objective is to reduce the inefficient use of space by being explicit about departmental

costs. Chargebacks can be applied to all FM services. A well-designed chargeback syst

e
fo ;e

t where

can provide a fair allocation of facility costs and services to the end user.

Chargebacks were not intended to penalize the workforce for the resources
it uses. Also, the goal is not to create a source of profit. Chargebacks were
FM team to make sure that the workforce has the space and services jt requires

productive, while maximizing company profits. It is about building a ess ab

monies are allocated and improving cost strategies.

In today's business environment workspace dynamics are congt ev@ing and facility

managers need to adjust their strategies to match the gro e
Chargebacks offer both the demand a FM some important benefits. The
main advantages of chargebacks 2

¢ Make FM costs m o] @ d uMderstandable to line managers.

e Allow FM costs @ be mgge easily tied to a product in a manufacturing.

e Promote cost-co ehavior and encourage thrift and efficiency.

M to be cost competitive when end users have the option to use an

rimary disadvantages of chargeback are:
Rdtes may not be market-competitive costs.
Systems may lack flexibility and can be time-consuming and difficult to administer.

e Rates or terms are not determined by negotiation with the customer. Customers
often do not have a choice in whether to use the internal supplier and subsequently
the service levels.
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e If customers have a choice, a facility manager may have to prepare many more
annual cost estimates for customers to convince them that FM is a vendor of choice.

e Chargebacks may involve unrealistic cost allocation rules.

e Chargebacks may penalize departments that have problems in reducing head count
or space occupancy. Q

e Systems may deprive FM of any discretionary budget.

In an office setting, chargebacks can lead the FM department to focus on costs a itics
instead of services. When this happens, chargebacks may not be worth the time

Chargebacks are not applied in every organization. If they are, the &ust be

tailored to the demand organization.

Systems for administering chargebacks may be broad or qus e(WPp. FM may:
e Charge actual direct costs. 4
e Charge actual direct costs plus an overhea %

e Charge an allocation based on specified @ite uch as space occupied or number
of employees.

e Use flat fee rates (tiered or neg
that define objectives.
@

Pdologies are based on external market-based or

internal service-level agreements

e Use a combination of ths or use different ones.

Even more complex ch ck
industry-wide pricing.

B IFMA

Chargeback Bengdits & Services

nefits of Chargeback Systems

implementing a fair equitable chargeback system, there are two primary benefits:

¢ Cost Awareness — FM becomes acutely aware of the costs. Cost awareness
benefits the company as a whole by reducing costs. It helps avoid unnecessary work
by allocating resources more closely in line with the original, budgeted purpose.
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» Fee-for-service - in the early stages of growth most facilities departments are set
up as an overhead cost center, which means that costs are not allocated to the
users. End users will continue to ask for services until they are turned away by the
facilities department due to a lack of funds. Shifting from this mode of operation to
a fee-for-service is usually difficult because corporate attitudes about facilities
services must change at every level of the FM organization. Once this shift is made,
the facilities department will be seen as a service provider.

In a budget, a chargeback is recorded as either revenue or expense recovery to F tffe
chargeback is for another department within an organization, it is recorded as a
expense by the department occupying the facility and using the FM service

Levels of Service

Chargeback systems can be organized into five levels of service. This kdown reflects

the structure of standard lease packages.

1. Basic Rental Cost — basic rental may be standard fo wents or it can be
adjusted to reflect the capital asset value of space. eC®on an appraisal of the
type of construction. The baseline for cost co’ ndard finished office

&|

space. Alterations above the building standa separate, one-time
charge. Basic rentals include the following:

ent of base building construction,
e and taxes.

- Rental per square foot, including th
loan interest, reasonable profi

- Repayment of the cost t equired space to the building
standard specified in jias ork letter in commercial practice.

- Repayment f )| sp&Ce layout and working drawings for standard
alterations

2. Operating Cos socilted with the Space — a single rate for all user
departments is us et, unless they have a sophisticated space accounting and
tracki m that will break out costs by department. Space-associated

operat pically include:
ull S
- Uninterruptible Power Supply
acility administration

- Site management

Ongoing Services Rendered — setting a baseline is important. Some departments
may require more service than others, for example a day porter for executive areas.
Either some means of tracking these differences or a schedule of above-standard
charges is needed. Examples of ongoing services:

- Routine responsive maintenance

©2020 IFMA Edition 2022, Version V2017PAFB_1.2

All rights reserved
1 77 Printed on 100% post-consumer waste recycled paper



©2020 IFMA
All rights reserved 178

- Preventative maintenance, inspections and monitoring
- Security service

- Landscaping maintenance

- Housekeeping service

- Technology services

4. Other Facility-Related One-Time Costs — expenses associated with rearrangi
facilities to support a change in the basic operation of the user constitute ;
related one-time cost. One-time costs are tracked by work orders for spe
and include the following:

- Moving

- Furniture rearrangement
- Space redesign

- Above-building-standard alterations to prepare the\@ace W occupancy

as extra detailing,
ification of systems

- Extra design services for above-standard alteg
millwork shop drawings, installation draﬁ
furniture

rtments — demand for a wide
pensive. If these services are
ices can include but are not limited to:

5. Ancillary Services Provided by Faciliti
range of services that are time consygi
provided, extra charges are levie

- Catering for special meet4

- Chauffeur service

- Picture fra

- Setting up\@d cleJhg of conference rooms

A well implemented char system assists facility managers in fairly allocating facility
. There are challenges in implementing and maintaining the system,
eigh the difficulties.

costs to the

§IFMA

Questions of Fairness

IFMA's Finance and Business Course
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Change in an FM organization can be difficult, and when implementing a chargeback
system, obstacles may occur such as:

» Additional staff requirements — the facilities department has the following five
options where this is concerned:

1. Allocate more staff to manage the system
2. Hire part-time or temporary assistance
3. Eliminate other tasks

4. Estimate where the chargeback system will reduce unnecessary work
the existing staff to manage the service

5. Ensure staffing flexibility and scalability to meet the various needs

impleWiented,
nd

e Compatibility with existing policies — before procedures c
they need to be dovetailed with existing policies, manual pr

automated sequences, so that data can be tracked sm ss'organizational
lines.

¢ Consumer education — the facilities departgent cate the building users
about how the system works and why specifi

ed. If this is not done,
claims of unfairness may arise and end usersf¥il 0 s cooperative.

Once the challenges of implementing a charge em are overcome, additional

challenges can arise, these being:

¢ Imbalance of supply and de

e Definition of
system covers t
life. It does not cov sts of major replacement or renovations that will extend a
buildi ul life. The cost for this is factored into some chargeback systems to
dgvelo fund from which all projects can be funded. This leaves users

asqTor having allocated resources to a long-term investment that does not

ions of fairness — when users become conscious of costs, they also become
scious of how costs are allocated across all departments. Across-the-board
charges are simple for administration, but unless clearly communicated, will cause
concerns about inconsistencies.
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Chargebacks in the Evolving Workplace

The concept of understanding resource usage is not new to FM. This knowledge is used to
forecast future needs, plan for annual budget meetings and ensure that all user needs are
met.

When the chargeback strategy was initially designed, space was allocated by departme

with each individual assigned their own workspace. The chargeback process grouped

collaborative workspace environment, in which teams are comprised of individu

varying strengths from multiple departments. This transformation ha ed may¥gement

teams to adjust their mindset regarding space and asset allocation,

Re-evaluate the Space Allocation Strategy

As greater emphasis is being placed on workspaces @co aborative and
cooperative, a similar shift of emphasis from depart S and cost center level
to space usage, coupled with workforce behavior occ WMe productivity of the
worker is paramount, and the arrangement of s s is shown to have a substantial
effect on this metric. In order to truly analy utilization from every angle, facilities
teams are developing different ways of ringf@ow to allocate space with particular

focus on the different workspace grou th& personal dynamics within them.

Previously clients used their cha ; gh the space cost center, where each
department and each i ¥5igned their own space. A department could be
identified if it was und he allocations and revisions could be made accordingly.

With the evolving works mindsets and tools need to adjust.

While the co
facility e e flexibility required to define their own categories. The view has

ill the same, the cost center has been renamed "category”, so that

llow for more flexibility, with the ability to define different groupings.

t be working on multiple projects, moving around from space to space as
e. Rather than assigning a specific department or space to this individual, it is
tive to group him in multiple categories, based on specific projects, job title or
description. This flexibility empowers the facility manager to run better analytics and
isually see the relationships which will, in turn, allow them to make better decisions
regarding how to enhance the work environment.

This allows for more precision in cost-cutting efforts, expanding efforts to maximize all
resources. Chargebacks can now be addressed more as billing and tracking spaces per
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employee and become tools for examining the needs of the individual as well as the
demand organization.

Chargebacks still have their value and place and will continue to be a valuable tool for data
analysis of space usage. With so much flexibility occurring in modern business practices,
there has to be a shift in the ways the assets are being applied, the spaces allocated and
the needs of the workers addressed. There is a shift toward more collaborative spaces ¢,
there are many organizations that have their staff in more traditional workstation

environments. There is both a shift and continuum; there may be some activities
charged to the customer — if they want it, they have to pay for it from their
the FM. This is a hybrid of chargebacks and traditional costs. The important@gue$lion
who pays for the actual service? Is it part of the facility manager’s budget? Does
from the business unit?

d to be able to

calculate true costs for products and services, incl ¥ Allocation rules can at

Managing a chargeback system is challenging. Faciliyx
h

times seem unrealistic.

Example: Within an organization, two opera ts occupy approximately the same gross

If a facility manager is r@uired Dlement and administer a chargeback system, it will

need to ensure that th artg@®nt has software and hardware to administer a chargeback
budget. The facility mana need to define, justify and apply chargeback procedures
so that:

o at c rge back, on what basis the charges are computed, such as square
r use and on what terms services will be provided are determined,
d and communicated.
. ents with customers on what services to deliver are tracked and charges
INQurred during the agreements are documented and communicated.
e The system used to do the chargebacks is in keeping with the demand
organization’s philosophy and policies regarding chargebacks.

e Actual operational costs are determined.

e A standard method for defining and charging occupied and vacant space is
determined and communicated to the appropriate parties.
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e Business units understand the financial implications of facility-related requests.

e The method used to determine and calculate what is charged back and at what rate
is documented and communicated to the relevant business unit or operation.

customer.

e The services to be charged back are adequately communicated and agreed to by
the customer.

e Where appropriate, a contract or service level agreement is entered with the

e The true cost of the space and services is reflected in the profit and loss s

of the business unit.
It is common for clients or business units in an organization to challenge th®faifllesseof a
chargeback model or to dispute invoices. Facility managers will need go hone th

communication skills; it has been suggested that chargebacks are 209 orting and 80%
‘\ b

politics.
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Progress Check Questions

1.  What best describes a variable cost?

a. A cost that varies with changes in volume or activity, but not in direct proportion
A cost that routinely increases and decreases proportionately with changes in
activity level

c. A cost that remains unchanged in total for a given time period
d. A cost that Is fixed within some relevant range-specific cost drivers for a %
duration of time

fv

gh an

2. Why do cost allocations?

a. To collect and sort cost information in an organized manner
accounting system
b. To relate resources consumed to the outputs or out romded by those

resources in the form of a ratio

c. To assign direct costs to a particular cost o
PQ st elongs to a particular

To determine the proportional share of t

cost object, based on data about the ns of the total resource cost

consumed by the cost object
3. What is meant by differential cos
. i O cisions that cannot be changed
b. Costs that repre ¢ 0 ial b€nefits sacrificed when choosing one
alternative ov ore others

c. Costs that diff two or more possible users of funds
d. Costs that shoul

gnored because they were incurred in the past

4. Whajdoe costing do?

es resource costs from multiple sources that are brought together to

product or service

es costs of materials, direct labor and overhead to individual departments or
rocesses

c. Accumulates product or service costs by process or department then assigns them

to a large number of nearly identical products

d. Determines unit costs for similar or identical products and a steady stream of units

©2020 IFMA
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5.  What is an appropriate practice when implementing cost-containment initiatives?

a
b.
C.
d
6. What are cost containment opportunities in facility management?
a
b.
C.
d
7.  What operating costs are associated with space?
a
b.
C.
d

8. What are examples of ancillary service

a
b
C.
d

©2020 IFMA
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Use a top-down approach

Make sure actions are quantifiable and measurable

Do not implement initiatives unless there are budget challenges
Initiatives should support the status quo

Increasing staff levels to cover forecast peak periods of activity
Deferring or delaying expenditures to another budget period
Bringing subcontracted services in-house

Eliminating chargebacks

Training :
Utilities 4
Financing \

Marketing

d by facility departments?

services

in FM department's discretionary budget

back, cross-charging, or recharging are also known as FCA. What is FCA an

acronym for?

Facilities Calculation Allowance
Facilities Cost Allocation
Facilities Cost Allowance
Facilities Calculation Allocation

Edition 2022, Version V2017PAFB_1.2
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Facility

Chapter 4: Business Cases, Supporting
Documentation and Financial Reports

Chapter 4 Introduction
On completion of this chapter, you will be able to: Q
Case.

e Develop business cases that are supported by clear documentation.
e Determine the relevant financial data that should be included in a b®8in

Chapter 4: Business
Cases, Supporting

Documentation and
Financial Reports
@ FrMa \

Chapter Objectives oh &
On completion of this chapter, you will be able to
v Develop b that are by clear
¥ Determine the relevant financial data that should be included in a business

case. :

Lessons

e  Devel Business Case

e Buysine ncial Data

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved

1 85 Printed on 100% post-consumer waste recycled paper



7
"

'é!)\ I F M A IFMA's Finance and Business Course

Facility

Developing a Business Case

Lesson Introduction

On completion of this lesson, you will be able to:

e Develop business cases that are supported by clear do NN,
This lesson consists of the following topics:

e Promoting Facility Management in Business s

e Writing a Business Case
e Components of a Business Case

e Business Case Sample

Writing A Business Case

When an organization wants to undertake a new projec!
for the use of or 3

created
B

ase is the that

acility manager cannot be successful without aligning the FM organization to the

nd organization in all aspects of its identity. To meet the FM organization’s objectives,
is integral that FM understands the core business objectives. Alignment to the core
business objectives is essential when developing business cases for the FM initiatives.
When preparing a business case, demonstrate knowledge of the demand organization’s

pursuit of profits and reduction of costs.
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Business Case is the document that summarizes the scope of the project and the benefits,
costs, and risks of a proposed solution to a business need.

Important elements of writing a business case include:

e Persuasive writing — encourages careful word choice, the development of logical
arguments and a cohesive summary. A business case should be compelling and
should adequately capture the qualitative characteristics, quantifiable and
unquantifiable elements and tangible and non-tangible benefits of a proposed
undertaking. A well written business case will promote the FM organizatio
valued partner to the demand organization.

¢ A focus on the bottom line — will hold senior managements' atten
funds required, the return-on-investment (ROI) which is the profit antici
saving that will result from the project/initiative, the improve o}
productivity and welfare of employees and the fulfillment of | r mandatory
compliance requirements.

¢ Relevant and accurate supporting documentation ontote understanding
of how the proposed initiative will support the de ation’s objectives.
The FM needs are not always obvious to othdPde nd explaining these in
language that is understood by the decision al function for a facility
manager.

¢ An analysis of the strengths, weaknes

they relate to the proposed initiati ct will provide an assessment of the
current state and rationale for 0S itiative. A key benefit of the SWOT
analysis is that it not only focu ing Or mitigating weaknesses but also shows
how to nurture and leverg @ e . The internal data is more reliable if some of

exté¥nal customers and suppliers. External
icularly for weaknesses that internal stakeholders

pp®Ptunities and threats (SWOT) - as
e

viewpoints add
may minimize.

mands for resources, and working within this framework

e likelihood of the project receiving funding. Proposed capital

in FM have to compete for capital funding. Finance and other senior
ent will review the case and prioritize the project against many other
Ives that may require capital investment. Facility managers who are familiar
the business terms and principles that senior management use and adhere to
business process will increase the chances of their projects being approved.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2

All rights reserved
1 87 Printed on 100% post-consumer waste recycled paper



'lﬁb\ I F M A IFMA's Finance and Business Course

"\
W

% i IFMA
Components of a Business Case e

» Executive summary
» Introduction
» Assumptions
g » Businessanalysis
> Risk analysis
» Recommendation

» Timeline
All relevant narrative and financial data should be linked together into a
cohesive to justify and capital

A business case should follow the preferred or approved organizational for
expected elements. Exhibit 4-1 provides a list of commonly found componéets. o the
diversity of the subject, this list is not prescriptive but more a general,indication. e of

these elements are dealt with in more detail in a subsequent section.

Exhibit 4-1: Common Components of a Business Case

Executive summary A high-level overview initiative, including why it
is necessary and keyglco ns.

Introduction A description of tRAcuM@nt situation, the requirement for the
proposed ini d recommendation and how the effort will
fulfill or onal Wljectives.

Assumptions hat major assumptions are behind the

Business analysis 2 analysis results: Initial cost estimates, funding required
al related expenses, projected cash flows and financial

back.
Business case financial data will be covered in more detail later in

this chapter.

Rationale for change: A discussion of how the solution addresses
issues or opportunities.
» Potential benefits, such as improved customer satisfaction,
increased retention of tenants, or reduced maintenance
<’( costs.

e Compliance with mandatory regulatory requirements, such
as standards for accessible design or legislation related to
health and safety at work.

Risk analysis An overview of:
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¢ Risks involved in the proposed initiative.

¢ Alternative options in ranked order to demonstrate the
optimum solution.

e What will happen if the effort is not undertaken, also
referred to as the do-nothing scenario, where the F
organization would be without the project.

Recommendation Content describing the recommended solution(s).

Timeline Estimates about money, people and time tha@vil n d to

deliver the solution and realize the benefits.

The following information is taken from a sample bL"\es compares two

investment options for the purchase of a new chiller bn highlights a

comparison of long-term financial implications fo ion.

s some of the likely components

This scenario is hypothetical, and the informgtio\g@acl

7]

of a business case. As noted in Exhibit 4 Components of a Business Case,”

additional information would logicall such a business case.

Remember that most organizati quired format for their business cases and
specify the type of finang al ired” It is incumbent on a facility manager to

ensure that FM businesgiicases {@llow organizational protocols.

v.
A
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Facility

!

In researching the best course of action, the facility manager must consider:
e The best equipment to provide the right comfort environment along with the right
temperature, humidity, and ventilation.
e The new equipment must reduce the cost of operation by being more energy efficient.

e The new equipment must be able to integrate into the existing building automation
system (BAS).

e How the alternative option, six 50-ton package units, compares to replacing the 3
chiller.

-to

- What are their costs and maintenance schedules?
- What is the estimated useful life of the equipment?

- What is the life cycle costing (LCC) for each option for 20 years which i
useful life of the chiller? What are the total costs, maintena perati
labor, energy costs for each recommendation?

- Are there physical and/or infrastructure constraints ta six 50-ton package
units? Is there adequate space for either the chiller gg t ackage units?

- How reliable will the new equipment be?

- During installation, how will it affect the bui x ajys?

Q triv,to become more competitive and

ctive workplace possible for employees.” All

Executive Summary

The organization'’s strategic plan mand
effective and provide the best, s
decisions for FM operati d es are measured against this mandate.

In terms of the critical fort ds of the employees in a building, a high-performance

heating, ventilating and tioning (HVAC) system makes a building a more desirable

After an assessment performed by an engineering firm, it has been

nt chiller is beyond its useful life. To continue to provide air

proposal for capital funding is based on the analysis of two mutually exclusive
hvestment choices. The recommendation is a new 300-ton chiller. The new chiller will play
a significant role in creating a more comfortable environment by providing the right
temperature, humidity and ventilation. It will reduce the building cost of operation, provide
energy efficiency and minimize environmental impact.
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Introduction

The reliability of the current chiller is declining; a facility condition assessment performed
by an engineering firm has confirmed that the unit is in a state of disrepair and should be
replaced very soon. It is currently costing more to continue operating the current chiller
than to replace it. Running the HVAC at maximum efficiency is the best way to minimiz
service calls, eliminate surprises and control total cost of operation.

Possible Solutions Q
This proposal for capital funding analyzes two mutually exclusive investmew

e Option one: a new 300-ton chiller to replace the current one.

e Option two: Six 50-ton package units, a change to the

urr
Business Analysis gc

*

& B B IFMA
Business Analysis
Options

1. Option one: 300-ton chiller

2. Option two: Six 50-ton package units 1

The financial analysis shown her s initial cost estimates for the two options
under consideration.

Option one: 300- er

a 300-ton chiller is $295,000.

nce and Utilities costs are $1,725 and $20,000 respectively.
an is 20 years.

oh the manufacturer recommendations a major overhaul of the chiller system
ommended after 10 years. The cost is $170,000.

To determine a life-cycle cost for option one, the finance department used a Net
Present Value (NPV) method.

e A Net Present Value of Option one is $ (636,364). The calculation included the initial
cost, overhaul cost, and maintenance and utilities costs. M&U costs were a subject
to an annual 4% increase.
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Facility

¢ Net present value (NPV) was calculated based on the expected costs of an
investment, where these costs were discounted by a rate that reflected inflation and
opportunity costs. The discount rate used by finance department was ten percent.

Option two: Six 50-ton package units

* Initial Cost of Six 50-ton package units is $265,000. WQ

e Annual Maintenance and Utilities costs are $1,600 and $18,750 respectively.

replacement cost is calculated considering 4% annual inflation.

e To determine a life-cycle cost for an option two, the finance dgpart a Net

Present Value (NPV) method.

* A Net Present Value of Option two is $ (674,585). The glc ded the initial
cost, replacement cost, and maintenance and utilities ¢ M osts were a
subject to an annual 4% increase.

e Net present value (NPV) was calculated base@ t Q -d costs of an
investment, where these costs were discoun e @ reflected inflation and
opportunity costs. The discount rate used inan epartment was ten percent.

Oi:

e purchase of option one, a new 300-ton chiller.

m

e The useful life span is 10 years.
» An equipment replacement cost for the six package units is $392,00
ent

Final Recommendati

Final Recommendation

Option two
Kag

§IFMA
e

Annual Net Cash Flow (Disbursements)
Initial capital cost

S
Maintenance costs*
Annual utility costs*
Useful life span

* Subject to 4% escalation per year

5,080
$1,600
18,750
0 years

**Additional expenses identified at 10 years: Option one, maj
$170,000 overhaul, Option two, equipment replacement $392,2

The recomme

lowing table, when initially comparing two options in a total cost
pections for the initial capital costs, annual maintenance costs and annual
r option one (300-ton chiller) are higher than for option two (six 50-ton
its).

al Net Cash Flow (Disbursements): Exhibit 4-2

Option one Option two
300-Ton Chiller Six 50-Ton Package Units
Initial capital cost $295,000 $265,000
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Annual Maintenance cost* $1,725 $1,600
Annual utility cost* $20,000 $18,750
Useful life span 20 years 10 years

Additional expenses $170,000 equipment overhaul $392,253 equipment
replacement

Life-Cycle cost $636,364 $674,5

* Subject to 4% escalation per year

While the initial inclination may be to select option two (the package units), bec is

less expensive in the short-term, it is not the best choice in the long

d to the 20-
js the uncertainty

Note that the service life of the option two package units is 10ye
year useful life span for the option one 300-ton chiller. A pote th
of future replacement costs. An escalation in cost of 4% perS een considered to

reflect inflation, however, the actual replacement cogcou

Life-cycle cost considers all the costs incurred duringkh oad¥ of an asset, therefore,
the economically sound choice between the tw atives is Option one, the 300-ton
sed on a long-range strategic

chiller. The decision to purchase the 300-tonechilfgk is

evaluation.
Assumptions oQ
P

The following assumpti p choice of the 300-ton chiller:
o

¢ Installation of ti{gec ended 300-ton chiller has zero physical constraints.

e There is adequate s for the chiller.

e The3 r will provide energy efficiency, therefore providing a positive

ille
o ct organization'’s sustainability goals.
-{h chiller model was chosen not only because it's one of the latest and

ble products on the market, but it will enhance the reliability of the
< : Sutll®;

HVAC system.
business case is typically presented as a structured written document, but a case may be
made through a short verbal argument or presentation. Other situations may require a

siness Case Template
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written document in combination with a presentation. Content may vary depending on the

needs and expectations of the demand organization or the size and scope of the initiative.

Below is a template that might be used to develop a business case.

Business Case Template: Exhibit 4-3

It includes the following four sections:

e Executive Summary
e Finance

e Project Definition

¢ Project Organization

Section Heading

EXECUTIVE SUMMARY

FINANCE

Financial Appraisal

Sensitivity Analysis

PROJECT DEFINITION

Background Information Why?
Business Objective Why?
Benefits and Limitations Why?
Option Identification a What?
Scope, Impact and Inte What?
Outline Plan What? When? Who?
Context?
Context?
How?
How?
JECT ORGANIZATION
oject Governance How? Who?
Progress Reporting How?
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Facility

Business Case Financial Data

Lesson Introduction

# Fma

On completion of this lesson, you will be able to:

e Determine the relevant financial data that should be i &ness case.

This lesson consists of the following topics:
e Business Case Financial Data Overview. . 3
¢ Quantifying the Costs and Benefits. &\

e Minimizing Risk in Capital Investments.

Business Case Financial Data
Overview

The recommendations in the business case are based on ent
financial and performance data. This includes

» Payback

» Return on Investment (ROI)

» Present and Future Value

ness case includes relevant financial data in order to justify the capital
demonstrate an understanding of the organization’s concerns for

d costs and similar financial concerns. As most organizations are ever

the bottom line, a business case should define how much money will be
olved in the project or initiative and how much the organization will make (or save)

hUugh the change.

The recommendations in the business case are based on the most current financial and

performance data, this includes:
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Business Case Financial Data Overview: Exhibit 4-4

Discounting Internal rate of return (IRR) — a discounting method that
determines the rate of return promised by an investment project
over its useful life. It is sometimes simply called the yield on a
project. IRR should not be confused with ROI, or return-on-
investment. ROI gives the overall picture of the investment
returns from beginning to end. IRR takes into account the f
value of money; it is very important to calculate.

Present and Future Value — present value is th
compare costs; all cash flows are converted to t
or the value of past and future dollars correspondin
value. Future value is the amount that a g
today at a given rate of return or interest r.
some designated future time.

be worth at

Non-discounting Payback — a non-discounting mefe
required for a demand organiz @

investment, the speed of V8
Return-on-investme Ol) dn-discounting method that is a

measure of cash ge or lost due to an investment. It
measures the ¢ r income stream from the investment
relative to th invested. Return-on-investment is derived

ecover its original
nitial investment.

ROl is a measure of investment profitability not
pvestment size. It reflects the percentage

risk,gle greater the potential investment return, and the greater
otgtial investment loss.

mation and performance information are important components in a
se. Compiling such information involves:

¢ Researching the problem or opportunity.
Identifying the alternative solutions available.

¢ Quantifying the benefits and costs of each solution.

The level of due diligence required to quantify costs and benefits and secure the necessary
funding will vary depending on the specific business case need. The concepts and
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techniques that follow may not apply in every scenario, but a facility manager should
understand their potential utility.

These include:
e Capital Investments and Time Value of Money
e Capital Investment Analysis

e Concept of Best Value

e Life-Cycle Costing

e Benchmarking Q
Capital Investments and Time Value Mw

difficulty
ple facts, all FM

Capital is a limited organizational resource, and organizations can
recovering money tied up in bad capital investments. Given th
capital projects or initiatives must be carefully evaluated.

Determining how to analyze capital investments, rec@res of what constitutes a

capital expenditure versus an operational expense a on of the concept of

the time value of money.

Capital Expenditures and Opera penses

Capital and Operating Expenditure

res (expenses). There are distinct differences between the two,

ective tax treatments.

mples of capital investments include plant and equipment purchases, construction and
eMBvations, and hardware purchases, such as computers.

Operating expenditures (expenses) are short-term in nature and represent day-to-day costs
that are necessary to keep a business running. Operating expenses include rent, utilities,
salaries, and pension plan contributions.
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Time Value of Money

Time Value of Money eou

The time value of money principle states that a dollar in hand is worth more
than a dollar to be received in the future because it can either be consumed
immediately or put to work to earn a return.

» Adollar or any other monetary unit, is worth more today than a dollar
received tomorrow because that dollar can be invested today to earn a
return,

» Adollar tomorrow is worth less than a dollar today because of the interest
foregone.

EXAMPLE
Period Beginning Value Interest Earned  Ending Value
1 $3,000,000 +$300,000 $3,300,000
2 $3,300,000 +$330,000 $3,630,000

Present Value and Future Value o5

more than a dollar

cdiately or put to work

to earn a return.

For example, if a demand organization allocates@un the FM department for a capital
project, the demand organization loses the nity to invest that money today in an
interest-bearing account.

There are two methods that are used t e an investment in a project. They are
discounted and undiscounted c .

Discounted cash flow ([&F) is tf analysis that adjusts cash flows over time for the time

value of money.

Undiscounte flows don't incorporate the time value of money, and solely consider

the normal va flows when it comes to making investment decisions.

Stated nt the time value of money recognizes that:

r another monetary unit, is worth more currently than a dollar received
ow because that dollar can be invested today to earn a return.

A'dollar tomorrow is worth less than a dollar today because of the interest that is
not earned.

finance grants FM funds for a capital project, the demand organization loses the
potential to invest that money in an interest-bearing account.
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Time Value of Money: Exhibit 4-5

To further explain the time value of money, consider the café renovation below:

Results of the current year-end client satisfaction survey highlight ongoing problems with the
building cafeteria. Low user ratings of the café have been a consistent trend in the past three
annual surveys, progressing from “somewhat dissatisfied” to “extremely dissatisfied.” In
current survey, the users’ open-ended comments note numerous issues with the café.

During a survey results review meeting with the demand organization’s regional
mutually agreed with the facility manager that it is time to renovate the 10,0
café. This has been on hold for some time. The facility manager estimates t
$3 million investment and develops a business case to request capital funds*for

t rate, Mither than
years because

As shown below, if finance could invest it and secure a 10% annual i
granting FM that money, $3,000,000 would be worth almost $3,630
of the cumulative interest earned.

Period Beginning Value Ending Value
1 $3,000,000 $3,300,000
2 $3,300,000 $3,630,000

This simple example demonstrates that money Vv over time. It sets the stage for a
discussion of two additional capital invest epts: present value and future value.

ts; all cash flows are converted to their
llarS corresponding to today’s value. PV is the
day at a specific rate of interest. In our example,

Present value (PV) is the method used
present value or the value of past and
amount that a given future amo
the $3,000,000 is the pre al

Future value (FV) is the@nount@at a given amount, invested today at a given rate of return or
interest rate, will be wo e designated future time. The $3,630,000 is the future value.

There's a sim mula used in finance to calculate the time value of money.

t value x Future value interest factor = Future value

$3,000,000 x 1.2100 = $3,630,000

future value amount arrived at in this calculation reveals the same result as
the PV section above.

ere did the 1.2100 future value interest factor come from? Finance has interest factor

s. For years, it was necessary to locate the appropriate interest multiplier in a table and
en do the calculation. In this case, the factor is 1.2100 for 10% over two years. Business
calculators and electronic spreadsheets now have the interest factors and formulas
preprogrammed. If the variables are known, the time values are easy to determine.
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Future value is intuitive; money is invested and interest collected. If the investment is secure,
the future value is expected to increase.

Present value is the monetary value today of a future payment that is discounted at some
appropriate interest rate. The present value of $3,630,000 is $3,000,000. The 10% interest rate
is called the discount rate. As with future value, there are present value interest tables for
calculating the present value of money received in the future.

The formula used in finance to calculate the present value is:

Future value x Present value interest factor = Present value

$3,630,000 x 0.826 = $2,998,380

The present value interest factor for 10% over two years is 0.826. The reason for

not $3,000,000, is because of rounding of the present value interest s in théable. Facility
managers do not have to do manual calculations like this, financial and
spreadsheets perform the calculations.
Two final points about future value and present value:
o The operation of evaluating a present value intoh b e is called capitalization. In
our example, it shows how much $3,000,000 to : in two years.
e The reverse operation, evaluating the present future amount of money, is called
discounting. This explains how much $3,000 ived in two years, at some interest

rate, is worth today.

In many organizations, finance is respg
have little, if any, responsibility rel S lating the numbers, but they should understand

#@P0f money for capital investments. Money for an FM
capital project may be pital investments may also be funded externally through

numerous ways.
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Capital Investment Analysis

Capital Investment Analysis eou

There are four key questions that finance considers when evaluating potential
capital investments.

v Are the projects independent or mutually exclusive?

¥ Do the projects have the same or different size, cash flow pattern and life?
v Are the projects subject to capital rationing?

¥ Do the projects have the same risk?

Various capital budgeting techniques are used to evaluate and select
independent and mutually exclusive projects and make decisions under capital
rationing, for example, net present value, internal rate of retum and the
payback method.

There are four key questions that finance considers when evaluating potentWQ

investments.
1. Are the projects independent or mutually exclusive?
2. Do the projects have the same or different size, cash flow pat’Nlife?

A

ns:

3. Are the projects subject to capital rationing?
4. Do the projects have the same risk?
Let's consider some of the terms and concepts behir

¢ Independent — acceptance or rejection of nd roject has no impact on

the acceptance or rejection of other pro &er onsideration.

¢ Mutually exclusive - situations wh cceptance of one capital budgeting
project prevents or prohibits the f others.

¢ Size, cash flow pattern and | is tM¥'magnitude of the capital investment.
Cash flow is the income fig es less expenses, indicating how much cash is
available at a giventime. @ anOWer way, cash flow is net cash before
financing, inclu . It refers to the actual flow of cash into cash
receipts and sa ut of cash payments of an organization during a given
time period. Esti pital project cash flows is critical because erroneous
assumgtions, inaccurate, or unreliable data can corrupt the entire capital budget.
“Life" text generally refers to the duration of the project or the stages of a

ject INe, from initiation to completion.

ning — capital rationing is the allocation of investment funds to
rojects when senior management places an upper limit on the size of the
investments or the demand organization lacks sufficient money.

Risk — risk, or the chance of loss, is the possibility that the actual benefits provided
by the investment will deviate from the investor’s initial expectations

pital investment analyses can be quite complex and involved. An overview of some
techniques a facility manager may encounter is provided below and includes net present
value (NPV), internal rate of return (IRR), and simple payback period.
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The facility manager needs to be aware of what other departments are planning for capital
investments. For example, in a hospital, if the diagnostic imaging department is planning to
install a new x-ray machine, then the facility manager will need to add lead shielding to the
walls and possibly upgrade the electrical services, backup power, lighting, HVAC, and more.

Capital investments factors are used to aid in decision-making of capital investment

projects. These elements of a project decision, such as cost of capital or the amount of
the investment could take, are to be weighed to determine whether an investment shod
be made. Maximizing utility for the investor is key; the manner in which the inves
made must be in the best interest of the investor. Capital investment factors
described as "factors influencing investment decisions” or "capital investm
determinations.”

F) methods. The
d to analyze

Net present value and internal rate of return are discounted cash flo
payback period is an undiscounted cash flow method. These

the investment projects. The use of DCF method has increased th

Discounting methods recognize the time value of m@ey. present value method
and the internal rate of return are two approaches th ' budgeting decisions
using discounted cash flows. The same basic assurgdion both the NPV and IRR
methods; risk or uncertainty is not factor. They &@al a capital investment by comparing
the equivalent present values of all future n lows for the initial investment.
Discounting methods also acknowledg oSEWojects promising earlier returns are

preferable to projects promising later

Exhibit 4-6 summarizes key char S et present value, internal rate of return, and
the payback method. T ent ¥ information is to assist facility managers to grasp
the principles so they c@ provi@@ the information that finance needs from them. A

ethods follows the exhibit.

discussion comparing th

§ IFMA

Payback
Nondiscounting
Method
» Determines time
required for
organization to
recover original
sonfetimes simply investment — speed
alled yield on of recovering initial
investment
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Comparisons of Capital Investment
Analysis Techniques (Continued)

Net Present Value Internal Rate of Return Payback
(NPV) Discounting (IRR) Discounting Nondiscounting
Method Method Method
» Compares PV of » Estimates discount » Based on target
investment project’s rate that makes PV payback period (PP)

cash inflows, of net cash inflows — maximum cutoff
benefits, to PV of equal to initial considered to be
scash - length of

outflows, costs. discount rate that will time for project.
» Yields monetary make NPV of > Ignores time value of
value. investment zero. money, deficiency.

Comparisons of Capital Investment e
Analysis Techniques (Continued)
Net Present Value Internal Rate of Return Payback
(NPV) Discounting (IRR) Discounting Nondiscounting
Method Method Method
» Yields percentage » Useful as screening

showing retur on measure only.
each dollar invested

Exhibit 4-6: Comparison of Capital Investment Analysis Te

Comparison of Capital Investment Analysis Technique

Net present value (NPV)

The difference between the present value of cash in S PPesent value of cash outflows

over a period of time that occur as a result of ungt an investment project.
Description Advantages and Disadvantages
e Compares the present value of th Agmintages:

project’s cash inflows and benefits
present value of the project]
outflows and costs.

» Recognizes the time value of money.

* May be used to evaluate investments
with uniform net cash flows and uneven

¢ Yields a monetary @lue. cash flows.

e The reference point or accepting
or rejecti rojects is zero.

jects, if the NPV is
an‘investment project is

» Provides theoretically correct
accept/reject decisions.

Disadvantages:

* Does not provide any indication of

exclusive projects, the relative profitability.

t with the highest positive NPV e Present value monetary value can be
be accepted. difficult to understand.

nal rate of return (IRR)
(scounted cash flow method that determines the rate of return promised by an investment
project over its useful life. It is sometimes simply called the yield on a project.

Definition/Description Advantages and Disadvantages
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Comparison of Capital Investment Analysis Techniques

¢ The internal rate of return (IRR) is a
metric used in financial analysis to
estimate the profitability of potential
investments.

e Estimates the discount rate that makes
the present value of net cash inflows
equal to the initial investment, a discount
rate that will make the NPV of an
investment zero.

e The criterion rate, hurdle rate, serves as a
cutoff point. Projects below this cutoff
rate are rejected unless they are
mandatory projects.

e For independent projects, accept if IRR is
equal or greater than the criterion rate;
reject if IRR is less.

e For mutually exclusive projects, the
investment with the highest positive IRR
that exceeds the criterion rate should be
accepted.

Payback
An undiscounted cash flow method tha
recover its original investment —t

Return-on-Investmen
A non-discounting me
ROl is a measure of inv
the investment risk, the gre
investment |

d tha

©2020 IFMA
All rights reserved

nes
ecovering the initial investment.

204

Advantages:

e Recognizes the time value of money.

» The percentage rate of return facilitates
comparisons with the demand
organization’s minimal acceptablgifathf
return or hurdle rate.

e May be used to evaluate in
with uniform net cash
cash flows.

Disadvantages:

f trial ahd error.

Requires a proc

e Delivers gl rc e rate of an
investme ot&@al earnings, not the

magnj ONgyration of cash flows.
‘\

e time required for an organization to

flects the percentage returned based on the capital invested.
ofitability not a measure of the investment size. The higher
the potential investment return, and the greater potential

Advantages and Disadvantages
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Comparison of Capital Investment Analysis Techniques

e Based on a target payback period (PP) -  Advantages:
the maximum cutoff considered to be an
acceptable length of time for a project to
recover its original investment.

e Easy to understand.
e Provides an indicator of liquidity and ri
Disadvantages:

¢ Projects with a PP shorter than the target
are accepted, those with PPs longer than e Ignores time value of money.

the target are rejected. « Based primarily on experien
e For independent projects, except if the PP judgment, no firm guideli
is less than or equal to the maximum the maximum paybac
payback period, otherwise, reject. « Does not measure profita
e For mutually exclusive projects, accept speed of recov origin
the shortest PP that is less than or equal
to the maximum payback period.

Both the NPV and IRR methods have gained widespread e'as decision-making
tools.

In comparing the two methods, it is important to & :
e The NPV method is often simpler to yse Kcau®Pthe IRR method requires a process
of trial and error. However, compute heets can be used to automate the
IRR method.

¢ The NPV method makes a
can be earned on cash fl
about the worthi
method.

e c assumption about the rate of return that
ject. If the NPV and IRR methods disagree
, it might be wiser to use the data from the NPV

¢ A major differen the end result of NPV is a monetary value; whereas, the
final c utation for IRR is a percentage. Because the NPV values of individual

dded to estimate the effect of accepting some possible

rojects, this is an advantage for NPV. IRR yields a percentage.

jects cannot be added or averaged to evaluate any combination of

er advantage of the NPV method is its usefulness in evaluating a project in

ch the required rate of return varies over the life of the project. The total present
value of the cash inflows can be determined and compared with the total initial
investment to evaluate the attractiveness of a project. It is not possible using the
IRR method to infer if the project is unattractive. Different required returns for each
year means that there is no single rate of return or a single IRR value.
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Reliability cautions are evident in both methods:

e NPVis only as reliable as the discount rate that is selected. An unrealistic discount
rate can result in an erroneous decision to accept/reject a project.

e A capital investment project should not be accepted solely on the basis of a high
IRR value. A high IRR result must be investigated to assess if an opportunity to
invest cash flows at such a high IRR is realistic.

Among all the various methods to analyze capital investments, the discounted cash flo
methods are theoretically some of the most reliable. The NPV and IRR methods

similar results as long as there are no differences in:

Compared to DCF methods, such as the NPV and IRR, paybadloe method ignores the
time value of money. This is a critical deficiency. The&yb

e The project size, the amount of the initial investment
e The net cash flow pattern

e The life of the project

e The cost of capital over the life of the project
can lead a manager
to choose investments that do not maximize profits. \‘
The payback and ROI methods are useful as scr &re res and can help identify

he

investment proposals for managers to consider

a proposal doesn't provide a
payback within a specified period, the po
consideration.

ct can be rejected without additional

Discounted and Undiscounted C ods have distinct strengths and weaknesses.

To evaluate investment p should use multiple criteria. Employing

usiness Case

his activity is to perform a payback analysis.

ailroad Capital Budget Business Case

& P Railroad Capital Budget Project

This proposed capital project is very visible and very political.

BACKGROUND:

©2020 IFMA
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T & P Railroad trains provide passenger service between two major cities. Three trains arrive at
the outlying depot and are fueled and serviced daily. These three trains layover at the depot
overnight. At one time, the depot was in a sparsely populated area. However, the area is now
densely populated with residential units. The residents are complaining loudly about the
constant noise overnight along with the diesel emissions.

The locomotives continue to run overnight to provide power to the passenger cars for
servicing, lighting, refrigeration and more. It is estimated that the trains consume mor
137,592 gallons of fuel for the continuous operation of the auxiliary HEP (head en
engines providing power to the trains over the course of a year.

PROPOSAL:

down and "plugged in" to the auxiliary electrical power. This W|II res
consumption, reduce background noise and reduce diesel emission

PROJECT COSTS AND STATISTICS:

» The cost of the project is $850,00
e Cost of Capital - 6%

° MaX|mUm term Of |Oan - ﬁVe year'S (Carbon Monox|de) per year

95 tons NOx (Nitrogen Oxides) per
y€ar

1.01 tons PM (Particulate Matter) per year

Current statistics: Proposed electrical costs:

e Fuel cost $4.30 gallon e $6,590 per month

e 21 gallons of diesejer hour ain for o $347 per day
HEP
e Three-four gallons p additional for

©2020 IFMA
All rights reserved

Edition 2022, Version V2017PAFB_1.2

207 Printed on 100% post-consumer waste recycled paper



N~

'lé!b\ I F M A IFMA's Finance and Business Course

Facility

!

Concept of Best Value

§ IFMA

Concept of Best Value

Extends the conventional wisdom paiing value and money and instead implies
a need to continually strive for something superior at the lowest practicable
cost.

» Value is about the relationship of cost or price and quality or performance
» Ideally, cost and quality should both be considerations in FM decisions

» Cost should take sole priority only when financial constraints are severe and
dictate so.

» Value for money encompassesthe quality of a service and the economy,
efficiency and effectiveness with which it is delivered

In business, value is generally described as an amount of goods, services or

considered a fair and suitable equivalent for something else. Value is often $uaid

satisfaction with the cost of a good or service for the given quality regeived.

In Total Facilities Management, authors Brian Atkin and Adrian Brooks sg best value.

They note that best value extends the conventional wisdom pSg

instead implies a need to continually strive for something suggri th&lowest practicable
cost. PN

Atkin and Brooks make succinct points underpinnin vV sions:

e Value is about the relationship of cost or and $uality or performance.

d money and

ations in FM decisions.

e When financial constraints are s icate as such, cost should take sole

priority.
A demand organization may thi CIN@ing best value when it pays less for goods and
services. Costs are typic Si sur€ and by their nature more readily quantified.

To equate value with a ction in cost can be shortsighted. According to Atkin and

Brooks, value for mone sses the quality of a service and the economy, efficiency

and effectivengss with whic is delivered.

osting

§IFMA

ess of determining, in present-value terms, all
lanning, design, operation and

tem or a compdhent over its entire life span.
asic considerations:
Identify altematives

pute life-cycle costs for each alternative
- Make cash flows time-equivalent by converting them to present values
~ Total il costs

» Conduct iate risk and

Life-cycle costing (LCC) aids the decision-making process by determining, in present-value
terms, all costs incident to the planning, design, construction, operations and maintenance
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and disposition of an asset over time. This process takes into account aspects such as the
total cost of acquisition and support of an item throughout its useful life, including the cost
of removal and disposal. LCC is needed to plan for activities such as maintenance and
preparation for future needs and funds. Life-cycle cost reflects the hard costs or the upfront
costs of an asset, including capital investment costs, operating costs, maintenance costs
and the cost of disposal.

E:l Life-cycle costing is covered in more detail in the Operations and,
Maintenance Course.

Life-cycle costing considers all the costs incurred during the sggvi sset; it

In practice, there are different methodologies for LS 1{%@ReYQ e scope of our
discussion here to present any specific method ut tNe basic considerations inherent
in most approaches are:
e Identify alternatives §
e Estimate costs
e Compute life-cycle costs native
- Make cash tim alent by converting them to present values
- Totalall c
e Conduct appropria and uncertainty assessments

There are dif to test assumptions made and "what-if” scenarios for high-cost
appens if maintenance costs are 15% more or less than planned.
scenario analysis and other ways to assess and mitigate investment risks

ter in this topic.

aluation, such as NPV, IRR and payback methods, that were discussed earlier in the
m le. LCC is consistent with these other common valuation measures when the same
arameters and length of study period are used.

LCC is an analytical process. Although, the concepts underlying LCC are fairly
straightforward, their application can present some challenges, such as uncertainty as to
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when and how LCC should be employed and what assumptions should be made during the
analysis. There are many variables that are key to the assumptions made in the process.

LCC is a useful decision-making tool. It is valuable for ranking and prioritizing projects and
making data-driven recommendations to senior leadership. A facility manager’s
recommendation should take into account the demand organization’s strategic plans and

other environmental factors. The lowest LCC may not be the best recommendation bas
on market economics and the long-term outlook.

[ ]

Benchmarking Q
Benchmarking onu
Benchmarking is a tool to \
+ Provide a rational method to set goals.

«  Ensure that planning and decisions are based on best practices and on
Benchmarking is the continuous, systematic proces sur roducts, services, costs,

objective external comparisons and facts.
+ To establisha baseline and or to establishif there is scope for

improvement, what that might risk, costand what benefit would accrue:
+ To provide an unbiased assessment

quality and best practices against the best level fornfance. A misconception of

benchmarking is that it captures best-in-clasgin a®n, but the practice has a much
wider application. The best performance laue are comparisons to external
benchmarks of industry standards. Th ased on internal benchmarking

information or measures from othgumss Bions outside an industry that have similar

processes. Measuring effectiven may be enhanced through benchmarking
with peers.

Initially, manufacturing primarily used benchmarking to improve products.
Benchmarking w commonly used in service industries as well and applied

other types of departments. Benchmarking studies can differ in
perational or strategic. They can take many formats, including best
process, and competitive.

To provide a rational method to set goals, taking the emotion and bias out of
arguments.

e To ensure that planning and decisions are based on best practices and on objective
external comparisons and facts.
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e To establish a baseline for self-improvement by investigating how peer
organizations/similar buildings/similar functions are performing; to establish if there
is scope for improvement, what that might risk, cost and what benefit would accrue

e To provide an unbiased assessment of what needs to change or what course the FM
department or the demand organization should pursue in an investment.

2 g . § IFMA
Discussion Question
Whatis NOT an f FM ? Why?
A. The identification and evaluation of problems that when solved, restore the
status quo.
B. Helping ensure that planning and decisions are based on best practices.
C. a baseline for self-
D. Providing a rationale method to set goals, taking the emotion and bias out of
arguments.
§ IFMA

Discussion Question

Whichof the ing methods from
nondiscounting methods?
A. Basing primarily on and judgment

B. Promoting projects promising later returns, rather than early returns.
C. Ignoring the time value of money.
D. Recognizing the time value of money

Discussion Question o5

Whatstatement is false?

A. If the NPV and IRR methods disagree about the worthiness of a project, it
might be wiser to use the data from the IRR method.

NPV values of individual projects can be added to estimate the effect of

o

accepting some possible combination of projects.
C. An unrealistic NPV discount rate can result in an erroneous decision to
acceptreject a project.

D. The payback method ignores the time value of money. :

isk implies uncertainty and instability. The following statements are potential risk factors
for a demand organization:

e Future cash inflows can vary unexpectedly throughout the life of a project.
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e The rate of return used in calculations may not be accurate for the life of the
project.

e The cost of financing may increase during the life of a project.

¢ New mandatory regulatory factors can require additional investments at any given
point in time.

e The life of the related product or service could be significantly shorter or longer,
than anticipated.

* Inflationary or recessionary economic conditions may impact the value of
flows.

e Domestic or global political events may impact project cash flows ohe Babiity of
the project.

There are different ways to minimize the risk in capital investments. Sw//‘analysis and
scenario analysis are two useful approaches that one should “ .

Sensitivity Analysis .

Sensitivity analysis measures the change in one vari a change in another

variable. It determines which variables have
outcome.

the gr&§@st inPact on a capital project’s
As it pertains to capital investments, sengilility a is is a "what-if" technique evaluating
how NPV, IRR and other indicators of abil@¥ of a project change if the discount
rate, labor or materials costs, saleg D her factor varies from one case to another.
e

The purpose is to assess se %
measure is to a changef@preadshe®programs facilitate the "what-if" analysis.

, the IRR or another specified profitability

Sensitivity analysis can answer questions such as, but not limited to:

ens to NPV if cash flows increase or decrease for each year of the

main positive throughout a project if there is no cash inflow in the
of a three-year project?

ill happen to NPV if the discount rate increases or decreases?

at would happen to NPV if a major redesign, requiring additional capital
investments, becomes necessary at some point during the project in order to
address competitive new products?

¢ What would be the impact on NPV if the project is extended, with decreasing cash
flows and increased maintenance costs in the extended years?
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The principal merits of sensitivity analysis are the ability to pinpoint forecasting errors and
the fact that computer spreadsheet programs eliminate many tedious manual calculations.
Sensitivity analysis does not account for the probability of any of the outcomes or the
impact of simultaneous changes in variables, and it does not provide a decision rule for
accepting/rejecting projects.

Scenario Analysis

Scenario analysis examines what happens to profitability estimates such as NPV if
set of events, called a scenario, arises. Probability estimates are examined a

sets of assumptions or conditions.
Scenario analysis is a variation of sensitivity analysis. Where sensitivit

lysis m®asures
the change in one variable as a result of a change in another, scengao’a iS measures
the impact of simultaneous changes and reflects a range of o e reflected by a
probability distribution.
An infinite number of assumptions or conditions exidp unalysis often includes
the following three.

» Base-case scenario - is the average scengr sed¥on management assumptions.

Example: Operating revenues and the salv
most likely values.

of an asset could be greater than the

e Best-case scenario —ist | cted scenario.

Example: When calculaf ent value, use the lowest possible discount rate, the

the lowest possible tax rate.

e Worst-_case scenario - considers the most serious or severe outcome that may
iven situation.

culating the net present value, one would take the highest possible
e highest expected tax rate.

oth advantages and disadvantages to scenario analysis. The biggest advantage
hat the scenario analysis provides an in-depth examination of all possible outcomes. It
a[l@%'s management to test assumptions and understand the potential impact of specific
ariables and identify potential risks. For example, performing a worst-case scenario can
help avoid surprises and a tendency to be overly optimistic in projecting a rate of return.
The main disadvantage of the scenario analysis is that it is susceptible to user biases and
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tends to be heavily dependent on historical data. This can lead to incorrect assumptions,

and result in models that are unrealistic.
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Progress Check Questions

1. When creating a business case, how should all relevant narrative and financial data be
treated?

They should be linked together into a cohesive presentation
They should be treated separately to allow for individual presentations

a

b.

c. They should be a combination of narrative, financial, and capital expendi

d. None of the above Q

2.  What element is NOT important when writing a business case?

a. Persuasive writing

b. Having the data available
c. Relevant financial data

d. Health and safety analysis

3. What are the main components of a business 2

a. Executive summary, Assumptions, Busine & R nalysis,
Recommendation, and Timeline

b. Executive summary, Future Status, Analysis, Risk Analysis and
Recommendation

c. Executive summary, Assump nesWanalysis, Risk analysis and Timeline and
Deadline

d. Executive sum siness analysis, Risk analysis and Timeline and

Deadline

4. Each of the following enefit of persuasive writing, except for which one?

development of logical arguments
lates a cohesive summary

ha¥®does SWOT stand for?

Strengths, Weaknesses, Objectives, Threats

b. Sustainability, Wining, Objectives, Threats

c. Strengths, Weaknesses, Opportunities, Threats
d. Strengths, Weaknesses, Opportunities, Time

©2020 IFMA
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6. What is meant by present value?

a. The estimated discount rate that makes the present value of net cash inflows
equal to the initial investment
b. The monetary value today of a future payment that is discounted at some

appropriate interest rate

c. The dollar value of the investment that is made today at a given rate, will be wigrth

in the future
d. The current value of an investment project calculated from assume u %

7.  What is meant by net present value?

a. The estimated discount rate that makes the present value o cash inWows
equal to the initial investment
b. The difference between the present value of cash inf n present value of

I
I ndertaking an

cash outflows over a period of time that occur as a t
investment project. 'S %
c. The equivalent dollar value today of future S
d. The monetary value that an investment ore the investment is over

8. What is meant by internal rate of retur

a. The estimated discount rate t resent value of net cash inflows
equal to the initial invest t

b. The monetary value to n stment project earns after yielding the
desired rate of fo eriod during the life of the investment

¢. The equivaleng@lollar e today of future net cash inflows

d. The equivalent ure value of present net cash inflows

d Cash Flow method?

Investment

ate of Return (IRR)
ck Period

nchmarking
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10. What is one of the basic considerations inherent in most approaches to Life Cycle
Costing (LCC)?

a. Placing asset in the facility register
b. Capital Budget Planning
C
d

Identifying alternatives and computing costs for each alternative
Commissioning plan development

©2020 IFMA

Edition 2022, Version V2017PAFB_1.2
All rights reserved

21 7 Printed on 100% post-consumer waste recycled paper






IFMA's Finance and Business Course ':'é!'\ I F M A

Facility

Chapter 5: Procurement in the FM
Organization

Chapter 5 Introduction

organization’s policies and guidelines.
acility

On completion of this chapter, you will be able to:
e Explain procurement principles and procedures that comply with th
e Determine sourcing needs and implement outsourcing standacds within

management organization.

Chapter 5:
Procurement in the FM
Organization

@ Fma &
Chapter Objectives e

On completion of this chapter, you will be able to.
v Explain procurement principles and procedures that comply with the
demand organization's policies and guidelines.
 Determine sourcing needs and implement outsourcing standards within the
facility management organization

Lessons

. re t Procedures

N
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Procurement Procedures

Lesson Introduction

Procurement Procedures ‘ :w

the demand

On completion of this lesson, you will be able to:

e Explain procurement principles and procedures that c
organization’s policies and guidelines.

This lesson covers the following topics: X 2

e What is Procurement?
e Procurement Principles
e Sustainable Procurement Practices

e Procurement Process

Procurement

is the rocess by which an organizatio
formal agreements for the purchase of the supply of goods and/or services.
When dealing with a supply c] rocess may be called supply
management It

» Is intended to maximize c« rotect unwary would-be
purchasers.
esses that promote

cific buying activity or the placing of
goods or service contract

eements for the purchase of the supply of goods and/or services.

ganizations need goods, materials, and equipment to operate. Procurement ensures
is happens in the right volume and at the right time to meet a demand organization’s
needs. This means the purchasing department makes sure the demand organization has
the goods and services it requires to run smoothly. The purchasing department oversees
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Facility

several functions including handling the procurement process. In general, procurement is
referred to as the final act of purchasing.

Why Procurement Is Important

Organizations in all industries depend on procurement to seek out and manage external
supplier relationships. This makes sure needed items and services are acquired at the best
possible cost so projects and processes can move forward efficiently and successfully.
Procurement helps to streamline processes, reduce raw material prices and costs, apd fiid
better sources of supply. As a result, procurement directly affects an organization

line and business operations by controlling costs, avoiding delays and error
maximizing resources.
Facility Manager's Responsibilities

A facility manager may coordinate the procurement of real estate, eq ent, and

products or services by following the demand organization’s cess, and

Consider the following scenarios that illustrate situatjgns rocurement process
and FM requirements might not align.

e An FM-related incident needs a swift resp , W iSOt conducive to the
prolonged bidding process.

e The facility manager prefers a vend e of best price value and superior
quality of work. However, the ve s notWproved through the procurement
process.

removing the ne

¢ Unforeseen evells req FM to increase the quantity needed shortly after
procurement of through competitive bidding.

The procureng process creates a clear, agreed on, and auditable process for obtaining

raints, may involve the collaboration and cooperation by facility
nt, procurement, and others within the demand organization. FM and
curement should have created a process for managing emergency purchases.

iscussion of the procurement process continues later in this chapter.
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FM procurements take time to complete and involve collaboration and cooperation
between facility management, procurement and others. Each party has an important role:

e The facility manager writes the scope of work and specifications along with
indicating building constraints

* Procurement manages the structure and process

e Purchasing and legal contribute expertise and guidance as required

Procurement Principles e

» Conform with all applicable laws and regulations.

» Treat all prospective suppliers and their representatives fairly and
impartially.

» Achieve the best value for the money on all procured goods and services.

» Reduce procurement process costs and ensure continuous improvement.

» Ensure all procurement activity adheres to organizational policies such as,
sustainability, diversity, equality and workforce issues

Procurement Principles (Continued) b

» Ensure is in th high
standards and ethics,

» Ensure procurement activity is organized in an effective, structured way and
is embedded in the organization.

» Develop and the use of of
procurement.

> Provide d to entities

In addition to procureme ctifor g to applicable laws and regulations,
ples "

practices should follow ded as ethical code of conduct. Although the
following seven princip apply primarily to procurement by organizations in the
public sector, organizati ; private sector should consider them.

s: A demand organization should not give preference to individuals or
pliers. The organization assesses bids objectively based on how well the bids
meet the organization’s requirements.

Competition: A demand organization should get competitive bids from multiple
suppliers unless specific reasons exist not to do so. For example, there may be a
situation where the good or service is only available from one supplier.

e Efficiency: A demand organization carries out procurement processes efficiently to
maximize value and avoid delays.

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
All rights reserved 222

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course ':':!)\ I F M A

Facility

e Transparency: A demand organization should make procurement information
available to everyone interested in the process. Information stays confidential when
legal or other valid reasons exist to keep the information private.

e Integrity: Those individuals who handle the procurement process should strive to be
seen as trustworthy, reliable, honest, and responsible.

e Accountability: People involved in the procurement process need to report their
activities accurately. This includes reporting any errors that occur.

Procurement practices should consider ability, capacity, integrity, financial status,

performance, reliability, quality of product or service and delivery when eval
prospective contractors.

Traditionally, procurement activities were paper based. Like many other organiz

functions, procurement is constantly expanding the scope for doing ess elecCtronically.
This promotes competitive bidding, improves customer-suppli valuating a

potential supplier before and during a purchase contract, assist I down

§IFMA

Sustainable Procurement Practices

Facility managers should seek to damages
with their by the f envi
products.

Environment + Price + Performance

v ¥
¥

Environmentally preferable purcha

Facility manag@mehave been required to consider sustainability for years. With

ainability standards organizations, are applied globally by organizations.
riven sustainability initiatives since the early 2000s. This has led to environmental
rovements and cost savings associated with reductions in energy use. When facility
anagers integrate sustainability into their work routines, the environment benefits
accordingly. With responsibilities centered on the environment, efforts related to green
building materials and energy efficiency have become the focus of facility managers
internationally.
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In 2018, the U.S. Environmental Protection Agency produced a report that estimated 22.2%
of greenhouse gasses in the U.S. could be attributed to industry. This finding suggests that
anyone interested in sustainability must place emphasis on procurement and the entire life
cycle of a product. The life cycle extends from the mining and extraction of materials to the
manufacture and distribution of the goods and finally to the product’'s end-of-life

management.

To optimize sustainable procurement practices, environmental considerations shou
become part of the normal purchasing practice. Facility managers should strive t
environmental damages associated with their purchases by increasing the a
environmentally preferable products.

From a sustainability standpoint, the first guiding principle in procur t shou

Environment + Price + Performance = Environmentally pre chasing

In the practice of sustainable facility management and good co te'QRizenship,
procurement should consider:

¢ Rapidly renewable resources ‘
Includes linseed, straw, cotton, wheat, sunflo, % ber, bamboo, and
cork. These can produce green building gr&@iicts, S®h as linoleum, straw bales,

cotton bat insulation, wheatboard panel$ga o cabinetry, cork flooring, soy-
based foam release agents and fabri

e Embedded energy
The energy used to create an o e energy consumed by all processes
associated with the prod ilding, landscape, or site starting with the
acquisition of na est oo product delivery. It is a significant component of
the life cycle imfilict of the BEMNding, landscape, or site. Also referred to as embodied
energy.

Virtual water

idden” in the products, services, and processes people buy and use
d-user of the product or service does not see virtual water. It is
throughout the value chain, which makes creation of the product or
ible. Also referred to as embedded water or indirect water.

es to protect the product inside. The packaging should be environmentally
friendly and biodegradable, preferably compostable, recyclable, reusable, and non-
toxic. The packaging should be made from recycled products or manufactured
through low impact means.

¢ Indoor environmental quality
The strategies and systems used to provide occupants with a healthful, comfortable,
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and safe workplace. It generally focuses on temperature and relative humidity,
indoor air quality, lighting, noise, and cleanliness.

Consider the Following for Sustainable "™
Facility Management:

» Rapidly renewable resources

» Embedded energy

» Virtual water

» Packaging

» Indoor environment quality

program (discussed later in this topic), to distinguish between the benefits
of green product offerings. Becoming environmentally aware when dgvelo

It is critical for managers, when developing an environmentally preferable g
d cks
ping PP

program does not have to be difficult. Facility managers should consi e following

while achieving this:
Track the Trends

Many manufacturers address the needs of the greengnove their products. There

have been improvements in the overall environmen o@¥ducts such as furniture,
window treatments, and wall coverings. The man re arpeting has made substantial
progress by including more recycled content an PIng emissions by using lower levels

of fossil fuels.

Increased interest in biodiesel and alte pplies more options for ground care

equipment.

The use of compact flug€scents aM®80lid-state lighting or LEDs has changed the lighting

industry.

recycled paints to reduce costs. However, paint is a substantial solid
organizations may have significant disposal problems. Facility

tch the Words

must be cautious when weighing the promised benefits of green products and services.
he increase in demand for environmentally friendly materials has led some manufacturers
to oversell the benefits of their products and position them as green when they may not
be. Facility managers should request data from the seller or seek independent data that
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support these claims. Manufacturers of genuinely green products back up their claims with

facts and details.

Another tactic manufacturers might take is greenwashing. This is an attempt to capitalize
on the growing demand for environmentally sound products by presenting a false
impression or supplying misleading information. It is an unsubstantiated claim made to

deceive people into believing that a product is environmentally friendly.
Facility managers can ensure the sustainability of their environmentally preferable

purchasing (EPP) program by following these steps.

©2020 IFMA
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Obtain Top-Level Support — Within the limits of their responsibility, SS
facility managers should take steps to develop an EPP if one does n® ex|l. @Qbtain
buy-in from someone in senior management who can champipn the eff nd

provide credibility for the program.

Define EPP — Environmentally Preferred Purchasing is ) f products or
services that have a positive effect on human health an e nment when
compared with competing products or services.

Facility managers can fine-tune their definitio C ineligible EPP products
as those that are more durable and less ha nd@e energy or water; and
can be reused, re-purposed, or recycled nd of their intended useful life.

Product content can be taken into ¢ tio™. Products made from plant-based
materials are more environmenta han those made from non-renewable

Fbottom-line approach has successfully been
implemented when deve program. This strategy ensures that the
environment, th al b8 ¥of products and services, and the financial benefits
are all given cor@iderati

Collaborate with s — Facility managers should work with suppliers and

inqui ut their EPP efforts and green alternatives. Suppliers may be able to

t have been recycled, have less toxicity, are more energy efficient,
water. These types of discussions can drive product development.
form researchers about what is being requested in the marketplace,
lead to making products more environmentally friendly to increase sales
ofits.

laborate with Suppliers — Facility managers should work with suppliers and
inquire about their EPP efforts and green alternatives. Suppliers may be able to
offer products that have been recycled, have less toxicity, are more energy efficient,
or save more water. These types of discussions can drive product development.
Suppliers inform researchers about what is being requested in the marketplace,
which can lead to making products more environmentally friendly to increase sales
and profits.
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e Start Small — EPP initiatives can cover a broad range of products, services, and
issues. This can be overwhelming at first. Begin the process by focusing on one
goal and building from there. For example, the goal might be to buy products with
less packaging. When a product or contract is scheduled for renewal, FM should
start looking for options for that product. Success in completing a goal like this
example can encourage the building of the program/initiative.

e Track Results — Track the successes of the effort. Figures showing meaningful
results, such as reductions in energy, water, or chemical use, can encourage
continued support. Use an online greenhouse gas calculator to determin
greenhouse gas emissions, trees saved, and the amount of material
landfills. Sharing these results with senior management shows the Fll degiart
accomplishments and gains support for future EPP efforts.

e Recognition — Recognize FM staff members who show sustai
sourcing initiatives. Share their successes with other membe
organization.

ity in th
emand

. i IFMA
Eight Steps to a Successful EPP .
program:

» Obtain Top-Level Support

» Define EPP

» Ensure Financial Feasibility

» Collaborate with Suppliers

» Create an Environmentally Aware Team

» Start Small

» Track Results

» Recognition

m accounts payable, dictate its procurement process. The procurement process includes
reparation and processing of a procurement requirement, receipt of the item, and

yment approval. This can also involve planning purchases, determining specifications,
researching suppliers, negotiating prices, financing, and controlling inventory.

Procurement and its processes can require substantial organizational resources. This should
result in different areas of the organization working together to ensure effective
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procurement practices. The type and complexity of the procurement and the level of the

expenditure involved also influence the process. For instance, simple procurement with a

low monetary value takes much less time and rigor than a procurement of high monetary

value, or one entailing a public bidding process for an organization in the public sector.

The following are three ways a demand organization could ask for bids from suppliers.

Click each one to learn more.

©2020 IFMA
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Request for proposal (RPF) — An official statement to vendors about the b
activity in works, supply, or service required. A request for proposal (RFP)
business document announcing a project and asking for bids from i
suppliers. The RFP describes the organization issuing the request, t
project including its goals, the bidding process, the criteria for evaluatin
and contract terms. The request includes a statement of work ribing Wre tasks
the winning bidder is to perform and the timeline for complet e,work. The RFP
tells bidders how to prepare proposals, what informati nd specifically
how to format and present the bids. The demand org luates the
feasibility of the submitted bids, the financial healt ding company, and
the bidding company's ability to accept the pfpjec

Invitation to tender (ITT) — The initial step in itl dering, in which
suppliers and contractors are invited to g oft®'s for supply or service contract.
Invitations to tender are also known as c ids or calls for tenders.

red procurement document issued
s to bid on a contract for goods,

demand organi ecide a bidding organization’s suitability for
delivering the pW essfully. Suitability is based on the bidder’s financial
stability, previou ce, core competence, capability, and quality standards.

yorks, supply, or service are already known) and when price is the main
or in selecting the successful bidder.

est for quotation (RFQ) is a process in which a demand organization asks

ct suppliers and contractors to send price quotes and bids to fulfill certain tasks
or projects. This is important to an organization needing a consistent supply of
specific products. An RFQ can be the first step in submitting a request for proposal.
Although these two documents supply details of the project or services needed, the
RFQ asks for a more comprehensive price quote. In addition, an RFQ is for general
products in which the quantity is known. Conversely, an RFP is for unique, niche
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projects, and quantities and specifications are unknown. Also known as an invitation
for bid (IFB).
A demand organization can give its managers procurement budgets with specific values to
spend to obtain the goods or services needed to operate their departments. Although the
procurement process varies among organizations, most FM procurement involves the
activities listed in Exhibit 5-1. The activities supply a sense of customary order but are n

intended as rigid steps in the process.

The type and complexity of the acquisition and the level of the expenditure also i
the practices and process. Along a continuum, simple procurements with a | 0
value generally take much less time and rigor than procurements of high ety value or

those that require a public bidding process.

Even though organizational procurements vary, most FM procureme cesses
conceptually involve the activities described in Exhibit 5-1. Th as®iey are listed
here provide a general sense of customary order and are notj d & prescriptive steps.

Exhibit 5-1: Typical Activities in Procurement 'S

Activity

Identify the need. o Clarify the need.

Develop scope of e Review any ¢

work or procurem
specifications.

gements or similar previous

rs and other parties with interest in the

ho should be involved in the process.
akeholders include FM staff, other organizational

nnel, customers, providers and suppliers, regulatory agencies,
e public.

form due diligence to identify procurement legislation and
other compliance requirements and standards.

Prepar eq . » Create applicable service specifications and service level
agreements.
()

Identify the specifications to include in the bidding process, and
the contract terms and conditions.
e Prepare evaluation criteria, such as how vendor submissions are to
be rated or scored.
Inalize the request e Review evaluation criteria. Involve stakeholders for verification and
and submit it to buy-in as needed.
Procurement. » Revise request as needed.
©2020 IFMA
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Activity What It Involves

Procurement reviews ¢ Procurement determines the scope and scale of the procurement
the request. request.

» Procurement identifies the monetary value.

Purchasing drafts Purchasing/Procurement prepares the first draft of the contract
the contract. because they have responsibility for reviewing the contract and@e
statement of work before sending it out for bids.

Make use of a e Compile a list of potential bidders. Q
current supply * Issue a pre-qualification questionnaire (PQQ) tdlihe Wote
etencqgind

market assessment bidders.
(market survey) or

e Screen for basic conditions and proof of
conduct one.

experience, financial stability, and adequ ources.

e Select a brief list of bidders to re P®YITT, as fits the
procurement requirement.

ate sector, a pre-qualified

Solicit bids. * Open the contract for bi‘ Fo @
. For the public or
open to any qualified

list of selected bidders is s )
government sector, bi gl
vendor.
» Hold a briefing ctive vendors, if called for. The briefing
depends on ro ent scope, scale, and monetary value.
Evaluate bids. e Review the ed Dids. In the private sector, bids and
eval ually performed in private. In the public or
s

v ector, bid openings are performed in public.
e Schgglule formal interviews with bidders as necessary.
e evaluation criteria to assess and score the bids.

e Award contract.

Select the be
» Hold a precontract meeting to review items such as:
- The vendor's plan for contract initiation.

- Insurance coverage with respect to statutory requirements
and eventualities.

- Contract administration of payments, meetings and other key
events.

- How purchase orders will be generated by the
procurement/purchasing department after bid winner sends
in needed documentation, such as insurance and safety
procedures
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Bid Award Selection Criteria o5

BT et R
L

Award selection criteria can range from lowest responsive bid to single source.

¢ Lowest responsive bid
The bidder fully followed all bid requirements, and whose past perfg
reputation, and financial capability are acceptable. The bidder offer&gth@mos
advantageous pricing or cost benefit based on the criteria outlined in th
documents.

¢ Bid evaluation
This process examines and compares bids to select the responsive to
predefined evaluation criteria for supplying goods, w services needed to
achieve an organization’s goals. The best offef rec rom the bid
evaluation is the lowest responsive evaIuate(é\ not be the lowest

priced bid.
ive® the unique, specialized product or

¢ Sole source
This selection is where only one sup

cumentation for this method should

how the demand organization

service the demand organization zag
et the need, and the basis for deciding the

include the unique nature of thel
learned only one supplier is
reasonableness of the co

¢ Single Source
This selection is@line wh¢@ two or more suppliers deliver the required product or
service. However and organization selects one supplier over the others for

reasong such as expertise or previous experience with similar contracts.

i for this method should include the circumstances leading to

atter how the procurement process is executed, it should be carried out in
mpliance with organizational policies and existing laws and regulations. Exhibit 5-2
provides general tips to help ensure procurement success.

Facility
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Additional Procurement
Considerations

Procurement should be carried out in compliance with organizational policies
and existing laws and regulations.

& IFMA

v

Monetary value may require the involvement of a formal procurement
review committee or team.
Scope and scale may necessitate consideration of:
- Life-cycle costs.
- Best-value judgments of quality and costs.
- Risk assessment
Many additional actions, tips, for success.

v

v
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Exhibit 5-2: Tips for Successful Facility Management Procurement

Consider applying these tips for successful procurement.

Try to resolve a known problem area before outsourcing it.

Make sure current levels of contracted and actual expenditure on the services are fully
understood.

Confirm all project or task constraints are understood, especially:
- Existing contract end dates

- Ownership of materials and equipment Q
- Ownership of software used in the services
- Data ownership and location !

- Planned transfer process between contractors
- Retention of any key staff and who employs them

- Roles and availability of client team members, especiagleci makers and

signatories
- Labor unions or work councils ‘
¢ Assemble all the information bidders must hay, No omplete and accurate price.
e Create a complete service specification thaigexX@as how objective measurement will be

©2020 IFMA
All rights reserved

done through performance indicators.
Provide suggested performance indj on applicable current performance.

Do not suggest service methodo
essential. Focus on needed o

Clarify the resources, 0 @ bNS,

available to the co or.
Specify a pricing el th
bids.

tractors who are specialists unless it is
ormation technology (IT), storage facilities, etc.

s sufficiently clear to allow comparison between proposals or

ilization plan and mobilization costs from the bidders as the first phase of
tation. This helps make sure the physical and organizational arrangements
or the activity are in place.

Establish and publish the process for managing steps during the bid process preparation
hase, including:

- Understanding the overall timetable
- Briefing the bidders
- Arranging site visits as needed
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Consider applying these tips for successful procurement.

- Answering questions and clarifying requests

- Returning the proposals to the demand organization

- Allowing for negotiation as needed

- Allowing for mobilization

e Establish clear variation and change control processes.

Discussion Question

Identify the following procurement practices as a request for proposal (RFP), an
invitation to tender (ITT) or a request for quotation (RFQ).

A. Suppliers are allowed to make their best efforts in their response.

B. Used when discussions with bidders are not required and price is the main
or only factor.

Typically includes a suite of formal d specific to
suppliers for compilingand submitting information

Creativity and innovation in a supplier's response may be used to judge
submissions.

Intended to help interested third parties produce a competitive submission
with information requested in the specified format

o

m o

§IFMA

Procurement Documents

+ Specifications

+ Delivery Dates & Milestones

« Authority Level of Purchase

+ Job Scope & Description

+ Schedule Development & Integration
+ Coordination with Multiple Providers
+ Work Breakdown Structure Updates
+ Permits

+ Procurement Metrics

At a minimum, the req

or pr.
for quotation (RFQ) incR@lle the

e Specifications
A spe i

goods or services.

B IFMA

Procurement Documents O\Q

I3

(RFP), the invitation to tender (ITT), and the request
llowing sections:

, also known as a statement of needs, describes in detail the goods or
nd organization requires. This makes sure each potential supplier
idelines to follow when quoting on goods and services, and when

the contractual agreement if selected. The specification is clear and
e¥t includes functional and performance terms, and any needed technical
ements. The specification should provide enough information for suppliers to
d&termine what is required to deliver the expected level of quality and to price their

Delivery Date and Milestone Date

This section states delivery and milestone dates. The delivery date is the actual date
the goods or services are scheduled to be delivered to the demand organization in
fulfillment of the contract. A milestone date is when a partial delivery of goods or

services is expected.

©2020 IFMA
All rights reserved
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e Authority level of purchase
This section lists the individuals in the demand organization who have the authority
to approve and sign documents related to the stages of the procurement process. It
may include reference to the applicable purchasing criteria.

Statement of Work

A Statement of Work (SOW) is a listing of the specific tasks the supplier is to perform. |

describes the work requirements or tasks, the performance, and design expectations fo
project. The SOW defines the liabilities, responsibilities, and work agreements be
demand organization and the service provider. It also lists any milestones, re
deliverables and their associated dates, and goods or services the demand
expects the supplier to deliver.

The statement of work should be written in precise language relevan he business
function, such as to the FM function. This prevents misinterprgati and

requirements. Although detailed, the SOW is a general descript f . If further detail
of tasks is needed, then supplementary documentation sh ed to the SOW as a
scope of work. L 2

}n the Facility Organization.

Scope of work is discussed further in Chapter Six

Other elements that could be part of the S

e Job scope and description
The scope of work and the de

¢ Schedule development
Individuals in the zation or the service provider create schedule for
working on ite j OW. The service provider lists the approval and
project schedul n process the service provider plans to use.

ultiple providers
ovider subcontracts work, then the service provider coordinates,
acks the work delegated to subcontractor.

down structure updates
e provider updates the relevant portions of the work breakdown structure
as needed.

The required permits and their required lead times are listed.

Procurement Metrics

The metrics by which the products or services results will be assessed are listed.
Metrics might include the frequency and level of detail of performance, quality, or
cost data.
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Sample Statement of Work
Facility managers should modify this sample to fit their statement of work

requirements.

Scope:

Title: The title is how the work will be referred to.

Introduction: Provides a brief description of the tasks or services required.

Estimated Value: Provides a total estimate of the overall value of the requirement,
cost of the professional services, the travel and living costs, translation, miscell
GST/HST and any other costs which will be associated with the requirement.

contract. This section may also include a description Whe
previous contract work and its success or failure, biblio

Tasks, Activities, Delivgpat estones (Work Breakdown Structure):

TASKS/ HEALTH MILESTONE TIME
ACTIVITIES LEVEL OF CANADA PAYMENT | TENTATIVE
EFFORT ACTIVITIES & SCHEDULE
REVIEW

ns and Standards: This section identifies the manner in which the work is to be
ivered and will be measured as completed. In some cases, the information provided in the
rable or the method and source of acceptance sections of the SOW will be sufficient. In

her cases, specific reference will be made to the details and qualitative and quantitative
measures which will be used by the demand organization to determine completion and
satisfaction with the work. It also identifies the guidelines and templates that must be followed or
used by the facility manager in completing the work.
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Sample Statement of Work
Facility managers should modify this sample to fit their statement of work

requirements.

Technical, Operational and Organizational Environment: Provides details on the technical
organizational and operational environment in which the work will be completed.

Method and Source of Acceptance: Provides a description of the performance, quality, fq

Reporting Requirements: Describes any performance or status reporting requireme
be expected of the facility manager during the life of the contract. Includes th
number of copies and specific content requirements. It will also identify the n&®d f
presentations, conferences or status meetings, if required between the facility ma
demand organization.

and the

organization will
(dentify how the
throughout the contract.
the work and tasks.

Project Management Control Procedures: Provides details of
control the work, progress meetings, demonstrations and, protot
payment schedule will be matched to the measurement of peds
Contract management and controls in the SOW shou ' @

Change Management Procedures: Provides a descr, ess by which any changes to
the scope will be handled. It clearly defines that ng be implemented without first
obtaining the approval of the demand organizat$@ ( iting and as required the complete

Ownership of Intellectual Property: /t i here will be no intellectual property

Authorities: /dentifies ’m the role of the facility manager and the demand
ill handle administration and invoicing questions. It also
clarifies how the demand O™ zation is to interact with and obtain direction from the facility

manager.

xamples of the contents that may be included under this heading:

uments and proprietary information confidential

asks, deliverables and milestones as identified

Attend meetings with the demand organization, if necessary

articipate in teleconferences

Maintain security clearance with no conflict for the duration of the contract

¢ Conduct and maintain all documentation in a secure area

Location of Work, Work site and Delivery Point: Identifies where the work is expected to be
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Sample Statement of Work
Facility managers should modify this sample to fit their statement of work

requirements.

completed.

Language of Work: Identifies if the work must be conducted in a particular language and i
which role or for which task.

Special Requirements: Indicates if there will be any requirements for special license,
on patents, permits, bonds or import/export details which may be required of eithe

Security Requirements: In order to undertake the work the facility manager
demonstrate that they meet the security requirements in advance of being award

Project Schedule:

Expected Start and Completion Dates: /dentifies the period in
More details are provided in the SOW which identifies the specifi
required for completion of the work.

s to be completed.
hich will be

Required Resources or Types of Roles to be Perform
to be performed by the facility manager's resources, i
minimum requirements for each role.

ief description of the roles
the specific expertise or

Applicable Documents and Glossary:

Applicable Documents: Appends any relg und documents, drawings, specifications,
samples or information which will be i j onstrate what, how and when the work
will need to be completed.

Relevant Terms, Acrony

acronyms or wording ugl in thggbody of the SOW.

Sign-off for proposed re he following phrase will appear at the end of each Statement
of Work. "NotgaBefore signing the Statement of Work, if you have any questions or concerns,
please call th rganization authority indicated above to negotiate any issues."

requirements of this statement of work, please sign and date the document
ted as your proposal.

n original signature copy by mail.

Date:
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Facility

Facility Management Outsourcing

Lesson Introduction

# Fma

Facility Management Outsourcing

On completion of this lesson, you will be able to: \ I

e Determine sourcing needs.

e Implement outsourcing standards within the facility m&neorganiat'on.

This lesson covers the following topics: ¢
¢ Forms of Facility Management Outsourcing \
e Why Outsource FM Activity? &

e The Benefits and Cautions of FM Outgour@iag

¢ How to Prepare for FM Outsourg

O

FM and Outsourcing

Outsourcing generally describes the process of contracting

company or person to do a particular function, it encompasses

done with in-house labor. It

» Is also known as contractj

» Can take many forms
- Fubservice, single-sourc
- Outtasking
- Managem: -ontracting

the process of contracting with another company or person to do a
cula®function. It encompasses anything not done with in-house labor. Therefore,
ourcing is the business practice of hiring a third party outside the demand

rdanization to perform services or create goods traditionally performed by the
organization’s employees. Organizations use outsourcing to cut labor costs, including
salaries, overhead, equipment, and technology.
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Facility

In many countries, outsourcing is the subject of controversy because it can cause loss of
domestic jobs. In addition, communication between the demand organization and external
providers can be difficult. Security threats can occur when multiple entities can access the
demand organization's sensitive data. However, supporters of outsourcing believe
outsourcing creates an incentive to distribute resources where they are most effective.

Facility management outsourcing involves turning over partial or complete manageme

and decision-making authority of FM to a third party outside the demand organization. %M
outsourcing may happen because the demand organization wants to save mone
improve productivity in FM. It also allows the organization to focus more ful
business. Before the demand organization outsources FM to a third party, i
this decision based on capacity and coverage, along with cost.

In FM outsourcing the facility manager’s position can change to one following roles

or models.

Facility Management Agent

eral control, authority,
ion. With this model,
ver procurement specifications.

A managing agent is an entity having and exercising@e r
judgment, and discretion over the business or affair:
the demand organization keeps direct client con
However, it risks delegating responsibility to the\@ci anagement agent without
delegating the direct power to solve problenTs emand organization may also
transactions associated with the
managing agent’s contract.

The demand organizatio g agent model when the organization

decides it does not wa control of its facility to service providers, even
though the organizatio ees do not have the skill or ability to manage the facility

efficiently and cost-effecti

The demand on secures the services of a facility management agent. The agent,
who se ina rvisory role, is paid a percentage of the value of the FM expenditure
and organization continues to supply most of FM support activities
cMde them in the facility management agent’s scope of work. The

still controls procurement of all services and contracts.

ility Management Contractor

anaging contractor is an entity contracted to administer and oversee a project
performed by subcontractors who carry out various parts of the work. A facility
management contractor is an entity that contracts to provide facility services to a demand
organization and is accountable for contract performance.
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The facility management contractor serves as the demand organization’s single point of
contact. The demand organization usually keeps control of service specifications and often
imposes key contract terms to be passed down the supply chain. The facility management
contractor may perform many FM services, but typically subcontracts some or all services
to other service providers. The demand organization may specify suppliers for critical
operations, such as equipment maintenance. Otherwise, the organization is not involve
the relationship between the facility management contractor and secondary service
providers.

The demand organization pays the facility management contractor a fee ref|
percentage of the value of the FM expenditure managed. In addition, the ofgganiftion

responsibility for resources and costs supporting management activitjes are red hen
they become the contractor’s responsibility.

The facility management contractor receives a fee, which incl ion costs

associated with the multiple service provider contracts. It is i contract between
the demand organization and the facility management co des a provision for
open-book accounting. This gives the demand orga i the facility

S

management contractor’'s premises, books, and rec isunderstandings

about the cost of services.

Total Facility Management Contract

Total facilities management (TFM) is t ete (Mtsourcing of FM services to one
facilities management service provider. facilities management contract details the
demand organization’s outsour requirements and responsibility to one FM
service provider at a fix ce. tract can include services such as planned

preventive maintenancq@commlicial cleaning services, water treatment services, and
security services. The de anization’s role becomes that of strategic planning,

performance ement, and budget control.

Itisimp rvice provider understands exactly what the demand organization
needs a and that services are delivered by skilled and experienced individuals

{ chnology. It is also important the demand organization understands the
vider might partially or completely subcontract FM services. This is

ecause the terms and conditions of the contracts between the FM service
vider and the subcontractors might not include the terms and conditions between the
eMand organization and the FM service provider. As a result, performance management
Issues could arise.
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Exhibit 5-3 compares the FM outsourcing roles or models.

keeps direct contr

Characteristics Facility Facility Management Total Facility
Management Agent Contractor Management
Contract
Compensation Percentage of value Percentage of value of Fixed prj
of FM expenditure FM expenditure managed
managed
Client Serves in supervisory | Provides facility services
Relationship role
Has no direct power Is accountable for
to solve problems contract performanc agement
responsibility
Tends to subc ct May subcontract all
or part of FM
services
Features Demand organization nd¥rganization not Demand

d in subcontractor
elationship

organization does
strategic planning,
performance
management,
budget control

and anization
S i st of FM
support activities

Demand organization
keeps control of service
specifications

Demand
organization’s terms
and conditions may

not apply to
subcontractors

Demand organization
controls procurement
and contracts

Demand organization
imposes contract terms
for all involved

Demand organization has
access to contractor’s
premises, books, records
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Outsourcing Models

The following are models demand organizations can use to outsource work:

©2020 IFMA
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Freelancer
This model works on a low cost, per project basis. This model is a quick way to get a
task completed; creating a graphic design is an example of a freelancer project.
Companies or individuals can be found globally through online portals that foc
on presenting freelance workers who bid on jobs. The demand organizatiop
the winning bid according to the organization’s requirements or accordin
bidder's credentials.

Project Work
This model works as a specialized outsourcing center designed to compl

promptly and at a fixed cost. The demand organization gets t ork co
without having to hire more employees. Time zones and la ifferences can
cause barriers to use of this model.

Business Process Outsourcing (BPO)
This model is a method of subcontracting various operations to third party
suppliers. Although BPO originally applied on ring, it now also
applies to outsourcing services such as acc i t processing, FM, IT
services, human resources, tech support ga nd Marketing. BPO tends to rely on
technology and infrastructure to enable s ntractor to perform its role

efficiently.
A demand organization’s BPO 8 Hep@ds on whether it contracts the job
within or outside the borg gme country. BPO is offshore outsourcing if the

demand organizati
lower labor cos

nd ta
ion C

gs exist. BPO is nearshore outsourcing if the
demand organi racts the job to a neighboring country. BPO is onshore
outsourcing or d ourcing if the demand organization contracts the job
withingown country but in a different city or state.

nsfer (BOT) Contract

del used to finance normally large scale, greenfield infrastructure
eloped through public-private partnerships. Examples of these projects
e% highway in Pakistan, a wastewater treatment facility in China, and a power
nein the Philippines. Under a BOT contract, an entity, usually a government,
grants a concession to a private company to finance, build, and run a project. The
private company runs the project for 20-30 years with the goal of recouping its
investment. After that period, the private company transfers control the project to
the public entity.
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Why Outsource FM Activity? B

Reasons for FM outsourcing include, but are not limited to

+ Focus on core FM activity

« Costand efficiency savings

+  Reduced overhead

+ Operational control

+ Staffing flexibility

+  Continuity and risk management

+ Internal staff development

+ More time for managementto focus on strategic issues and planning

Reasons for FM outsourcing include, but are not limited to:

e Focus on core FM activity

Cost and efficiency savings
e Reduced overhead

e Operational control

e Staffing flexibility

e Continuity and risk management

e Internal staff development
e More time for management to focus on t issues and planning

There are other reasons for FM to outso ance, facility stakeholders may
demand more services and amenities FM artment can provide. Through
outsourcing, smaller FM departm ss the resources and capabilities they may

not have otherwise.

Discussion Question

Whichof the following statements about outsourcing adva
disadvantages is false?
A. Outsourcing increases control

B. Outsourcing can improve effigiency and effectiveness
C. Outsourcing may provide

D. Outsourcing can reduce

it 5-4 summarizes common advantages and disadvantages to consider when deciding
hether to outsource a job.
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Exhibit 5-4: Common Advantages and Disadvantages of Outsourcing

Advantages

Saves FM administration and management

Disadvantages

May cost more to go outside the FM

time

strategic revenue-generating activities

Provides FM staff flexibility to complete
other projects

Improves FM staff efficiency and
effectiveness by gaining access to more
sets

costs

services

Provides specialized FM services or best
practices the FM department might be
unable to access otherwise

It is important to note that laws, regulatig
outsourcing. For instance, the demand
laws in the countries in which it
hiring contract employee

Increases FM ability to focus on core and

Reduces operational and staffing/benefits

Improves the quality and timeliness of FM

o

5s because there may be restrictions about

function for specific abilities

Could cause loss of control

May result in poor morale withi
existing FM staff

May cause lost prod
because the outsid
learn about the demand
FM function

Could require
skills

skill ization's

ept supervisory
ernal staffing and
ent approach with

, and management

O
na

*

N

s, and legal conventions may affect

ta

hti hould be aware of the employment

siness transfers from

re are liability cautions in hiring contract employees.
specific in terms of what characteristics differentiate an
. In the European Union, the Acquired Rights Directive specifies

reare liabilities for all statutory rights and claims arising from contracts of
ing the transfer of services such as office cleaning, catering, security.

one entity to another, as in a sale of a business
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current

How to Prepare for FM Outsourcing

The facility manager needs to conduct due diligence.
+ Definition of objectives and key attributes of services required, description of

§ IFMA

services

+ Adequate documentation of costs for in-house and outsourced delivery of

+ Identification of special demands (uniqueness of the service)
+ Identification of high-priority services and risk assessmentof these areas
+ Consideration of flexibility and variability in demands

ps £

the level required

+ Appropriate bid evaluation criteria, (soft and hard measures and comparison
of all costs, not just lowest price)

Facility managers develop and manage FM-related contracts. Before the co

‘19

the facility manager should make sure FM'’s outsourcing goals and require t9Mre clearly

defined. This helps to avoid problems that could arise during the progurement
also helps to make sure the contract’s terms are properly carried out.
the FM outsourcing goals and requirements, the facility mana

ss. It

r clearly defining
r p al from senior

management, with input from procurement personnel and lega ns

To complete these steps, the facility should:

e Define the goals and key attributes of the out

¢

or services, including

the current requirements and the affected eh rs

¢ Document the direct and indirect costs f§@in se delivery so they can be

compared to the cost of outsource
on best value.

e Identify any special demands o

consequences o e, d

r services. Then decisions can be made

ueMess of the goods or services.

or ices, do a risk assessment to document the
ine a plan if a problem arises.

N

e Consider the levil of fleS@ility or variability required in the delivery of outsourced
goods or servicess

©2020 IFMA
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he bid evaluation criteria that includes soft and hard measures, and a
of all costs.
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Progress Check Questions

1. What statement best describes a request for quotation (RFQ)?

a. A special procedure the demand organization uses to generate competing offers
from bidders.

b. The process a demand organization uses to reach an agreement for goods or
services.

c. The process used to ask select suppliers and contractors to quote and bi S

or projects.
d. An official statement to vendors about a business needed activity, ¥ippi,

service.
2.  What statement best describes an invitation to tender (ITR? \
| e

a. The process by which an organization reaches a f

or nt for the
purchase of goods or services.
b. An official statement to vendors about nee , Or service.
¢. The buying activity or the placing of order %e r of a procured goods
or service contract.

d. A formal document issued to invit rs 10 bid on a contract an organization
wants to fulfill.

3. What statement best describ € or proposal (RFP)?

a. The process tha ri ork¥requirements or tasks, the performance, and
design expect#ons fo
nt

ject.

b. An official stat
service required.

endors about the business activity in works, supply, or

reused when discussion between an organization and bidders is

ry.
| procedure an organization uses to generate competing offers from
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4.  As facility manager, you work with Procurement to secure a new janitorial services
provider. When in the procurement process is the service level agreement drafted?

a.  When the bid is sent out for solicitation.
b. When the contract is being prepared.

c.  When procurement request is prepared.
d

. When the contract is awarded to winner. Q
5.  What statement best describes lowest responsive bidder as award selection Q

a. The bidder offers the most advantageous pricing based on the bid
requirements.

b. The examination and comparison of bids to select the best gffer respo to
predefined evaluation criteria. &
c. Only one supplier delivers the unique, specialized prgglu e the
organization needs.
d. The bidder is the preferred supplier due to previg, rrce with similar
contracts. L 4
6. Facility management decides to outsource 't}e services. What potential

advantage is the demand organization ggost\kel realize?

a. Greater flexibility, because the able to customize employee benefits
Improved staff morale by gai bide'®xperience

c. May provide specialize or best practices that the FM Department

cannot provide

d. Greater leverafi® to seglre employee benefits at reduced costs

7.  What is an important n for outsourcing FM services?

a. Toi trol over the facility management services.
privacy and confidentiality.
the morale within the existing FM staff.

a%es FM ability to focus on core and strategic revenue-generating activities.

Whatdoes EPP stand for or mean?

Efficient Product Purchasing program

b. Environmentally Preferable Purchasing program
¢. Environmentally Purchased Product program
Efficient Preferable Purchasing program
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9. What is a common overlooked disadvantage to FM outsourcing?

a.

a

©2020 IFMA
All rights reserved

The time it takes to orient the vendor to the organization’s culture, practices, and
requirements

Reduced overhead for the FM organization

The time required by managers for FM administration and oversight activities
The quality and timeliness of FM services

10. What argument can the Facility Manager use to advocate for outsourcing?
. Different supervisory skills are required, so a change management

necessary

The time it takes to bring the vendor up to speed on the organization’s re

and practices.
Lower operational expenses and increased staff capajgiliti ith ncurring fixed
staffing costs

Exposure of confidential information and potenti
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Facility

Chapter 6: Contracts in the FM
Organization

Chapter 6 Introduction

On completion of this chapter, you will be able to:

e Identify the principles involved in the development and oversight of, Q
management contracts.
¢ Qutline the requirements for administering contracts and monitaring th

performance.

¢ Analyze and interpret contract elements and manage g
¢ Resolve conflicts that arise with vendors in the facility or

This chapter discusses the different types of contrac'sas t o FM, and contract

elements facility managers should understand. It desc%
n

administer contracts and how to address vendor 4%
h

steps used to
ises. In addition, the
chapter explains how to recognize and mitigate

ts in
n

& IFMA

| contract fraud and irregularities.

Chapter Objectivg

On completion of this chapter,
¥ Identify the prigciples involve > Bversight of facility

g contracts and monitoring their

and manage risk

sons

* Contract Development, Management and Oversight
* Types of Contracts
* Contract Administration and Monitoring
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* Resolving Vendor Conflicts
* Analyzing and Interpreting Contract Risks

* Prevention of Contracting Fraud and Irregularities
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Facility

Contract Development, Management and
Oversight

Contract Development,
Management and Oversight

Lesson Introduction w

On completion of this lesson, you will be able to:

e Identify the principles involved in the developmen@ ht of facility
management contracts. \ /
This lesson covers the following topics: \
e Contracts and Facility Management
e Contract Fundamentals and Term
e Contract Considerations
e Scope of Work 0

Contracts arfy F@ility Management

Pr regulatory compliance, reputational
Nt and effective change control; a
jj value and innovation

ility managers must manage and support their organizations effectively and efficiently.
owever, not all managers can support every aspect of the FM function using their internal
M staff. As a result, they need to procure goods or services from external suppliers.
Securing a contract with an external supplier selected through the procurement process is
how the facility manager formalizes the agreement for the goods or services needed.
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Facility

Contracts are legal documents developed with the direct or indirect review and input of
lawyers/solicitors. Even simple contracts have legal jargon. The content that follows won't
make an individual an expert in contract “legalese,” but the fundamentals presented should
enable facility managers to achieve far better negotiated results on behalf of FM and help

in contract administration and management.
In the global marketplace, the quality of contract management is a key indicator of a
demand organization’s performance and integrity. The contracting process, as part of t

procurement process, provides a framework for regulatory compliance, risk man

and effective change control.

In facility management, contracts include the details for delivery of the folloWin of
services.

e Planned services, such as:

- Preventive maintenance
- Predictive maintenance
- Planned maintenance ‘

- Planned minor works \

- Construction

e Unplanned services, such as:

Breakdown and correctivg

Unplanned property

urbishment maintenance

Unplanned

e Property services,
- g services
Se services
S maintenance
aste management
ainable services for the environment, but not limited to:
- Energy Management
- Waste Management and Recycling

- Water Management

©2020 IFMA
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Valid Contract Elements B

oot

Contracts establish agreements between an organization and landlords or t Q

suppliers, and customers as well as other businesses. They are negotiated f&@a ile yariety

of products and services.

The following definitions are of terms often used in contracting discu xplanation of

several types of contracts occurs in the next topic.

e Contract
A contract is a legal device used by two or mare p tities to indicate they
have reached an agreement. A contract is le b rovides terms and

| obligation. To be

conditions that describe the agreement and t
e fOWowing elements.

considered valid, a contract typically requi

e Mutual agreement
Is an express or implied agreeme

s ensure that both parties understand

t should explicitly clarify the terms of the
deal so that when the pay ently agree to formally enter into the
contract, they ar ei e same thing. For example, a contract is a mutually
binding legal d cen a demand organization and an outsourcing firm
to obtain good i
when accepted b

sourcing firm is a type of contract.

hat each party to a contract gets or expects to get from the

deal. Once the parties have met, they must each exchange something of
cMate a contract. This includes goods or a promise to do something, for

I€, the price paid by one side and the goods supplied by the other. The Latin
quid pro quo, meaning “something for something,” can be used to refer to
contract consideration.

Competent parties

Competent parties are those persons legally and competently capable of entering
into agreements enforceable by law. Also, each person who signs the contract must
have the legal authority to sign on behalf of an organization or another person. For
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Contract General Terms and Con

example, minors cannot enter into contracts without the signature of a parent or
guardian.

Proper subject matter
The contract must have a lawful purpose.

Mutual right to remedy

Both parties must have an equal right to remedy a breach of terms by the otherWQ

party. All parties agree to the same terms for remedy.

Agreement to enter into the contract

Once both parties understand the deal and understand what type of cgnsi
will be exchanged by each party, they are ready to form an agreemgfit.
demonstrate that negotiations have ended, and an agreement has b€en agaed

when the parties sign the contract.

hole contract. They
, how changes are

General Terms and Conditions — Are terms that apg
include information such as payment terms, Wns @

handled, etc.
Blanket Terms — A blanket term in contra ngu

same throughout the document. It appli
referenced in a contract as well as t
specific project, such as site acceg

is
eneral terms and conditions

ic terms and conditions relating to the
and security requirements.

one whose meaning is the

general services agreement is that part
of a contract having the g and conditions that apply to all the work the
demand organizatigais g oPthe outsourcing firm. The agreement helps

ensure all parti
obligations of t

Addendum - An a dum, also known as a work order, is a supplement to the
ent. It has detailed provisions for specific goods and services the
is to provide. The addendum includes terms and conditions

of Work (SOW) - A document used for service contracts. It describes
vices the demand organization expects the supplier to perform. It includes
specific tasks expected of the service supplier, where and how the work is to be
performed, and what is due and when. The statement of work uses language
relevant to the business function and the service. This prevents misinterpretations
of terms and requirements. It makes sure deliverables are clear and work is
completed efficiently thus saving time and money.

Scope of Work (SOW) — A document used for contracted deliverables, such as
construction, consulting reports, and the like. It describes what the demand

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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organization expects the supplier to deliver as accurately, clearly, and thoroughly as
possible. It includes the types of deliverable requested, the performance and design
expectations of the project, and defines who is doing what. For example, it
describes the specific tasks the supplier is to perform and the extent to which they
can be changed. It defines the liabilities, responsibilities, and work agreements
between the demand organization and the service provider. It also has a timeline
presented as milestones, reports, deliverables, and their associated dates. Simil

a statement of work, a scope of work uses language relevant to FM function. T
intent is to prevent misinterpretations of terms and requirements. When c

organized, a scope of work helps make sure work is completed efficientl
saving time and money.

Exhibit 6.1 is an example of a contract. It is not meant to imply facility managers
adopt it for their FM organizations.

Company name Company Lo

CONSTRUCTION CONTRA

I. PARTIES AND P

A. This Construction Contract is made on {DateOf
between {CompanyName} and {OwnerNa

e terms of the agreement

B. The property for the construction to be conf@let located at:
{PropertyAddress}

B. The Contractor sha i materials and perform all of the work shown on the
construction plan igthe sit@roperty.

l1l. TERM OF CONTRACT

The term of t
of the ice.

will begin on {StartDate} and will remain active until the completion
rm can be extended with the written consent of both parties involved.

IV. START DATE AND COMPLETION DATE

ruction will begin on {StartDate}.

nstruction shall be completed on or before {Completion Date}.

V. CONTRACT PAYMENTS

A. The Owner should pay the Contractor a total amount of ${Contract Price} for the
completion of the job.

B. Payments for the job will be due as stated below:

©2020 IFMA
All rights reserved
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The Owner should deposit ${Deposit} of the total amount upon contract signing.

Payment Terms

C. Payment will be made by {Payment Method}.

D. Failure to pay when due will result in breach of contract. The Contractor has the right to
stop the construction if payments are not made.

E. Once the final payment on this contract is received, then the parties involved will
released and discharged from any claims for any work performed.

VI. PERMITS AND LICENSES

The Contractor must obtain and pay for all required permits and licenses. The C
also obtain and pay the fees for the governmental inspections if nec

VIIi. LABOR AND MATERIALS TO BE US

construction tools, machinery and transportation.
B. The materials that will be used shall be brand negy an¢

presented to the owner once hag@Reen completed.

Q‘ for t8king all precautions for the safety of its
property. The contractor must take full responsibility for
mployees. The contractor is also responsible for training its

employees and th
the acts or neglige

act Documents. Any issues caused by defective materials or equipment for a
pears shall be remedied by the Contractor.

aintain discipline and order at the Property.

. The Contractor shall be responsible for maintaining the Property clean and keeping it free
from waste and hazardous materials. If hazardous materials or substance are noticed in
the Property such as dangerous chemicals, contaminants or any toxic substances, the
Contractor shall be responsible for notifying the Owner immediately. The Contractor is
also responsible for training its employees about handling hazardous materials and
substances in a correct and safe manner. Any sickness, damages, loss of employees
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caused by these hazardous materials shall be handled by the Contractor.

IX. INSURANCE

A. The Contractor shall be responsible for purchasing and maintaining an appropriate
insurance policy for the construction.

B. The Owner shall maintain to maintain insurance covering the replacement cost in t
event of loss through fire, casualty, an act of nature and theft.

X. TERMINATION

This Contract can be terminated by either party:

A. If the Contractor or Owner breaches any of the obligations specified in this ent.

B. A written notification identifying the breach should be issued by Contra@®r or Owner.

XI. INDEMNIFICATION
A. The Contractor shall indemnify and hold harmless ownerga mpyees against all
liability, claims, demands, expenses, on account of an 3 e or injury.
B. The Contractor agrees to be responsible for pro’ i gainst such liability claims
or demands.

parties involved.

This Contract shall be go e laWs of {State/Country}.

XIV. SIGNATURES

We, the undersigned, he
bounded by i

eed that we have read and acknowledged this contract
s and conditions.
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Contract Classifications

Contract Classifications onu

Before beginning the discussion of contract types, it might help to explain t
contracts can be described

e Contracts based on formation
This includes express contracts, implied contracts, and quasi CN
eed on either

%

- Animplied contract is a legally bindingwlig @ ing from actions,
conduct, or circumstances of one or mor greement. Although
the implied contract has the same le

rc oress contract, it is
assumed to exist without written ogke confirmation.
- A guasi contract, also known a iMlied-in-law contract, is a retroactive
agreement between two p e no earlier obligations to each other.
m

T

ey

- An express contract is a voluntarily entered-into
verbally or in writing by two or more parties.

A judge creates it to corre
at the expense of th

ce in which one party gets something

e Contracts based sideration

ides of the contract. Common examples of a bilateral agreement are
greement, a lease, or an employment contract.

teral contract is an agreement in which an offeror (the party who makes
offer) promises to pay after a specific act occurs. Only the offeror is the
arty committed to an obligation. An example of a unilateral contract is an
insurance policy.

e Contracts based on execution

©2020 IFMA
All rights reserved 260

Edition 2022, Version V2017PAFB_1.2

Printed on 100% post-consumer waste recycled paper



IFMA's Finance and Business Course ':'i!)\ I F M A

Facility

This is about the degree a contract has been fulfilled.

- An executed contract is a contract that has been fully performed by both
parties.

- A pending or in process contract is a contract that has not yet been fully
performed or fully executed. Both parties have important obligations
remaining.

¢ Contracts based on validity

This is about the validity of the contract in terms of it being enforceable.
- A valid contract has all the required elements and is legally enf, I
exam@®,

court. It creates legal obligations between parties to the contr

this

- However, some contracts are not considered enforceabl

r
can happen when one of the parties involved is later fou%incapable of
fully understanding the implications of the agree%

ti ille

- A void contract is a formal agreement that is eff imate and
unenforceable from the moment it is created.
when one of the parties involved is inca’ le

ract can happen
derstanding the
implications of the agreement.

- A voidable contract is a formal agr betWeen two parties that can be
cancelled or altered for qualified leCilh re2®ns, such as:

o Failure by one or both p, lose a material fact
o A mistake, misrepresa d
o Undue influence g
o One party's leg » enter a contract
One or are unconscionable

o A brea@ of cofact

- Finding a de a contract is a common way to void a contract. However,
wplest way to void a contract is for all parties to agree that voiding it is

ract is not valid if it involves doing something that is a criminal act, a
rong, or against the public good.

§ IFMA

lentify the following statements as true or false

A. An informalverbal agreement can be as binding and legally valid as a
witten contract

u cannot bind yourself to a contract through e-mail

e terminology “without prejudice” implies that the contract adheres to all
applicable laws and regulations.
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Discussion Question B 1Fma

Match each contract term with its description

Prescriptive Describe expected results but leave flexibility for the vendor

contract regarding achievement of those results.

Performance-  Pre-established items that provide the legal framework for the
based relationship between the organization and the vendor.
contract

General Outline the exact specifications expected or acceptable
conditions ranges.

Special Items that relate to a specific procurement

conditions

. fi 5 B IFMA
Discussion Question Answers
Match each contract term with its description
Special Items that relate to a specific procurement
conditions
Prescriptive Outline the exact specifications expected or acceptable
contract ranges.
General Pre-established items that provide the legal framework for the

it between the and the vendor.
Performance- Describe expected results but leave flexibility for the vendor
based regarding achievement of those results.
contract
@ IFMA

Discussion Question

Identify the following FM contract terms.
Duties and rights of each party
Hours of operation and use of physical property
Provisions regarding the substitution of a new contract in place of the
original
Unforeseen or unplanned events that suspend contract time limits

Documentation of who is liable for what and to what extent in the liability
clauses

. g & i IFMA
Discussion Question Answers
Identify the following FM contract terms.
Respective roles and Duties and rights of each party
responsibilities
Protocols when on Hours of operation and use of physical property

location

transfer regarding the of anew
provisions contract in place of the original
Force maj L or

contract time limits
D f who
what extent in the liabi

Contra siderations

equire an external supplier, the facility manager should contract with
ch a way that:

lons or requests that violate the terms of the agreement are identified and
prevented.

Situations or requests that may increase costs due to unplanned time, usage, or
additional services are identified, and either avoided or negotiated to minimize any
impact on the budget.
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e Situations or requests which may reduce costs are reviewed to decide that all
contracted services have been met satisfactorily and that a reduction in billed
services is proper.

e Situations where the contractor needs unanticipated support or access to buildings,
structures, or grounds can be arranged to minimize negative delivery impact.

The facility manager should also consider the following to minimize any negative affect
timing and completion of the contracted work:

e Ensure an agreement of what FM needs is in place.

e Determine the impact of collective agreements that the contractor Q
al red@@#fons

have in place.

e Revise the agreement with the contractor; ensure that any adgition
that have been added to the contract meet FM's requirement

e Confirm who will provide direction after contractor se/(Qai¢P"

- If the contractor provides direction, then the co
for this service. ¢
e

ay have to be paid

- Consider staffing needs to manage or m t@ctor.

e If there is a change order for contracted
and consider its effect on other business\in
Summary
The form and substance of contracts ilit

to be fulfilled. Exhibit 6-2 provid of customary terms found in FM contracts.
Not all items or terms a

red d
ed the
dt

cklist of Facility Management Contract Items

rmine the financial impact
s within the demand organization.

S

anagement vary based on the need

ntract. Some contracts may have other items

ry

or terms related to the ddressing. Facility managers should review all

contract terms to unde r meaning and to execute them as needed.

Exhibit 6-2:

Provisions to be Covered

parties  Individuals or business entities?

 If businesses, what type, for example, partnership,
corporation, other?

» Name of person signing on behalf of the business and
indication he or she has authority to bind the business

e Signer's official title

Addresses of the parties
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Purpose(s) of the contract
and relevant definitions

Underlying assumptions
Respective roles and

responsibilities

Description of the work
involved, and outcomes
expected

Performance levels and how
quality will be judged
Terms for incentives and
penalties

Staffing levels

Personnel requirements,
certifications, bonding,
insurance, security
clearances, criminal record
checks and so forth

Schedule

Duration
Rights of access to locat

Protocols wh cation

strictions on
subcontracting

Novation/contract transfer
provisions

©2020 IFMA
All rights reserved
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Provisions to be Covered

Locations to be serviced

e Duties of each party
» Rights of each party

Reports (types and frequency)

N
QV

vel agre ts

» Service specifications and service

19) ig
ctor¥e

nd deadlines

Monitoring

The demand organi
competencies of
advance

heck qualifications and
rsonnel and approve the use in

rr ant dates

of the contract

Hours of operation, dress, badges, where to eat and so
forth

Use of physical property, for example, computers and
office space

How communication with facility staff and occupants is to
be done

Reports and liaison meetings

Provisions regarding the substitution of a new contract in place
of the original

Edition 2022, Version V2017PAFB_1.2
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Payment terms and pricing e Lump sum, COD, installments?
mechanisms e Payment due dates

e Length of period from invoice issue to due date

e Taxes
e |nterest
o Late fees

Termination options Default, bankruptcy, escape clause and other
procedures

Service suspensions What disruptions in service, not excused by a for
clause, are allowable, such as server f s, software glitches,
disputes with copyright owners, lic disputes

r

Force majeure provisions What unforeseen or unplanned ts end contract time
limits, such as:

e Natural disaster,@ rtf Q S i

e Wars, riots or ot &r g

e Performanc &o parties outside the control of the
contracti ty, W example, disruptions in telephone

servic le to the telephone company or labor
acti

Dates by which performance
obligations are scheduled
be met will be extende

a period of time equal @the
time lost due to any del

e The handling of changes in the demand organization's
requirements

Contract vari

e Change order request/change proposal process
e Contract amendments

f individual
ision

pt rights

ispute resolution clause Mechanisms for dispute resolution and how disagreements or
disputes are to be handled

Ownership Copyright issues, patents, and intellectual property
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specifications

Confidentiality and
restrictions on information
obtained/learned

Arrangements for transfer of =
assets at start/end of
contract

Liquidated damages Also referred to as liquidated a ined damages, the

Arrangements for handover
to succeeding contractor at
end of contract

Contingency arrangements

formation of a contra of the parties breach the
contract, for example,

Indemnification agreement ~ Documentation of is le TOr what and to what extent in
the liability clau ample, which party agrees to pay for
any losses t W limitations on liability

Safety .
Ith and safety hazards
HerW@to contractor personnel
yorting requirements
Contractors' safety manuals and protocols

Anti-discrimingtion policy

Drug-free wo

Provisions related to quality management systems/continuous

improvement
eement
jghatures of authorized
ignatories
Notarization If required by applicable law
Governing law Which country or regional laws apply to the contract
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Contracts may require translation into multiple languages.

Additional information is often put in appendices to the contract. For example, request for
proposals (RFPs) usually require the staff and company resumes, a statement of whether
they have completed similar size and type of projects along with references and tender
documentation. Also invitations to bid, prequalification questionnaires, contracting par

responses, and similar documents may be included in appendices.
Exhibit 6-3 lists principles facility managers should consider when reviewing contQ

These principles help make sure contracts are clear and complete and folloyife
requirements. Facility managers should also make sure that legal counsel and s

from procurement review the contracts.
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Exhibit 6-3: Facility Management Contract Do and Don’t

e Title the document “Contract” so that e Include legalese or archaic phrases suc
there can be no mistake as to its intent. as "the party of the first part” or
* Include the date in the first paragraph for “heretofore” as they generally ad
easy reference after contract execution, so in terms of clarity.
the contract can later be identified by ¢ Include overly long senten
date, such as “the January 4, 20XX, sentences down into easil
Contract for Property Snow Removal.” thoughts.
e Make sure the parties are properly » Be repetitive unless it
identified in the first paragraph, names are necessary. It is
spelled correctly and addresses are
accurate. j er than to repeat

e Use common sense headings to make it
easier to find particular contract .
provisions. . If there is any doubt,

e Number the paragraphs for ease of ition in the contract.

reference. Other party’'s oral explanation
a confusing term; include everything

IM writing.

e Pay attention to punctuation and
conjunctions, especially “and” and "or”,
since grammar errors and words ch
can change meaning.

Start acting according to the terms of
the contract until both parties have

e Use plain language wheneve executed it.

e Make sure the contr d @ e Assume that use of a standard or form
possible continge contract eliminates the need for legal
left to chance. review. Even if a standard contract

worked well in the past, a change of

circumstances, date or party can change
the whole equation.

o Agree to a contract modification without
documenting it in writing.

e Rush reading the contract. It takes time
to understand all of the possible
nuances of the language used.

ry page of the contract and
re the other party does the same

so that nothing is missed
e Sign any contract unless it is fully

etain a copy of the contract for the o
understood what it aims to do and what

records. ) .
the terminology means. Clarify any
questions with legal counsel.
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Statement of Work, SOW

SOW should include

+ Glossary

+ Problem Statement
+ Goals & Objectives
+ Deliverables

+ Administration

+ Timeline

The Scope of Work (SOW) is the section of an agreement where the
‘?ilj be completed is described. The SOW should contain, mil
deliverables, and end products that are expected to be

es, rep
The SOW

S

should also contain a timeline for all deliverables

the two parties

disagree on what should have been delivered and

OW does not support

An issue with most scope of work is a lack of specific?,x
f t

i
one interpretation over the other. This problem¢c on in agreements and is often

where disputes arise. The best way to avoid leMm is to avoid any and all ambiguity.

See Exhibit 6.4 for examples.

A Scope of Work should include the fo omponents:
e Glossary o

e Problem State

e Goals of the Ag en

Objectiies of the Agreement/Deliverables

Admin

ine
Gl
ell acronym used in the SOW. Include definitions of odd or unusual terms.

blem Statement

inctly describe the problem to be addressed. Describe the scientific and technological
seline which is the current state-of-the-art or developmental status of the field to be

advanced.

Goals of the Agreement
At the beginning of this section, complete the following sentence: "The goal of this project
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is to..." Complete the sentence with a brief description of the goal(s) and how the goal(s)
will be met. Goals can be technical, economic, or social.

Objective of the Agreement/Deliverables
This section must contain the objectives of the project, what are the quantifiable elements
at the end of this agreement — this is where the deliverables should be listed. Deliverables

are comprised of a task and an end product.

Exhibit 6-4: Poor and Good Examples of SOW Language:

Poor Example: | Task: Assess employee needs for public health awarenes

Deliverable: Write survey to address needs.

The problem with the example is that nothing is specified. The task s
the deliverable must be quantifiable.

Good Example: | Task: Survey four departments of ten emplo i Ith and safety

their general knowledge of heaIth = ey relate to public health.
One reviewer should take about og ;

By reading the task and deliverables, istrg@ve personnel should be able to construct
the budget associated with the SO\ aifoortantly, in reviewing the deliverables, there

should be no question about w
many deliverables, but o al¥roken down into tasks and end products to specify
what is expected.

Administrati

s, conferences, or other “soft” deliverables, they should be
Inistration portion of the SOW. Any requirement that is not an end
¢ task but is required of FM needs to be described in the administration

: Continued:

r Example: | The facility manager will be required to give weekly reports of progress
during the implementation of sustainable practices with more frequent
reports while the wastewater is drained.

The problem with the example is that it does not specify what needs to be in the reports, what
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“more frequent” means and when the “wastewater is drained”.

Good Example: | The facility manager will be required to give weekly reports consisting of
water usage, installation of new sustainable products and potential risk
areas. Bi-weekly reports will be required during wastewater drainage whic
takes place during, May 15 to July 15.

Timeline
This section lays out all dates for the project. It states dates for the tasks and deli
also covers the dates for the administration portion of the SOW.

The glossary, problem statement, goals of the agreement, objectives/delivefabl

administration components of the SOW should not have any ambiguliy as to w

expected of the FM department. Together, these elements should ex what is expected,

when and in what form, while noting any special requirement
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Types of Contracts

Lesson Introduction

On completion of this lesson, you will be able to: WQ

¢ Identify the principles involved in the development and oversight of facility
management contracts.

This lesson covers the following topics:

e Purchase Orders

e Service Contracts

e Contract Pricing Terms \

e Additional Contract Types Q
@ sfully meets its

strategic goals. It also helps facility managers fulfill tﬁ& al goals. This section
C

Appropriate contracts help to ensure the demand organiz

discusses several types of the more widely used co

Purchase Orders

A purch a written contract between an organization and a vendor using a
-purchase (paperless). One-time purchase orders and blanket purchase
on practice in FM. It controls the purchasing of products and services from
iers. The PO gives specific information on the product or service to be
ered¥delivery date, the price, and any other terms and conditions.

-time Purchase Order

A one-time purchase order expires with the individual delivery of a finite good or service.
Exhibit 6.5 is an example of a one-time purchase order.
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Exhibit 6.5: One-Time Purchase Order Example:

Example: Provide 1,500 reams of 80 gsm* white copier paper

*Weight of paper is measured by the amount that a square meter weighs. Here is a value giv
in grams per square meter or gsm. It may be measured in pounds per ream or Ib.

A one-time purchase order should state:

e The quantity and quality of the items being ordered, as above

e The agreed-on unit price
e Any discount from list price, if agreed
e The agreed total price net of any sales taxes

e The total price, including taxes

e A reference purchase number to be quoted on the inygic th¥®'sale
e Date of the purchase order ¢
e The name, signature and contact details of t i2¥ng the PO

Errors and Omissions Excepted (E&OE) is usually4 ed os in the United Kingdom.
There may be additional details such as:

Q

e Reference to sta te conditions of contract

e Earliest/latest day for delivery
e Delivery address

¢ Instructions on packagin

¢ Reference to pa@ent t

e Statement that su

Blanket P

on is not acceptable

rder (BPO)

order allows a stream of procurements over a length of time and/or
Iling. When the duration for a BPO is a year, it may be called an annual
t be reviewed and edited as required. BPOs should contain all the same
as a one-time PO.
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Service Contract =4

Aservice contract is an agreement for the performance of various labor-

oriented services, funded on a periodic basis.

In addition to the contract terms found in Exhibit 8-1, the facility manager
should look for the following provisions when entering a service contract

+ Identity of the parties

+  Description of the service to be performed, where and how often

* and metrics

+  Costs; specifying hourly, weekly, monthly and annual

Service Contract (Continued) Pima

Asenvice contract is an agreement for the performance of various labor-

oriented services, funded on a periodic basis.

« Contract initiation and termination, start and end dates

+ Special provisions, such as insurance coverage, safety gear, emergency
response and overtime

+ Termination provisions

- Signatures of authorized parties

Service Specification Contents ony

» Objectives of the service » Details of any specific exceptions

» General description of the service or exclusions to the service

» Service outputs required requirement, for example,

» Service input ifany or items that would

» Any priorities and constraints, for normally be included but are not in

example, delivery times the particular specification

A service contract is an agreemen ormance of various labor-oriented services,
funded on a periodic basis. It co wing information:
In addition to the contrft term d in Exhibit 6-1, the facility manager should look for

the following provision en giering a service contract:

e |dentity of the parti

e service to be performed, where and how often
e standards and measurement metrics

Ifying hourly, weekly, monthly and annual

ct initiation and termination, start and end dates

Special provisions, such as insurance coverage, safety gear, emergency response
and overtime

e Termination provisions

e Signatures of authorized parties
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Other terms that may be included in a service contract are:
e Escalation clauses for contracts that involve substantial labor
e Acceptable limits to offset cost increases in labor and materials
¢ Right to audit the contractor’s records regarding labor and material costs

e Copies of the contractor’s licenses, certificates for liability insurance and workers’
compensation insurance, company safety manual, and bonds (e.g., bid bond,
performance bond, or fidelity bond)

Other provisions to consider including in a service contract are:

e Adispute-resolution clause to lay out how the parties will resolve di

e A contingency agreement that states which actions under certain conditi
result in specific outcomes

e Performance metrics to provide the standards by whiclath Vi vider and the
facility manager can evaluate the conduct and outcom he

Service Level Agreement (SLAs)

Service Level Agreement (SLAs) eou

Aservice level agreement (SLA) is a document that has been agreed on

between the demand organization and a service provider on performance, \
measurement, and conditions of service delivery. The SLA defines exactly what

services a service provider provides and the expected level or standard for

those services.

In a senvice level agreement

» The senvice provider commitsto deliver an agreed-upon level of service.
> The level of service time may be specified as targets and minimums

» Once defined, the levels can serve as benchmarks

» Expectations should be reasonable and realistic

A service level agreement ts What has been agreed on between the demand

organization and an in ovider, including FM, on performance, measurement,

and conditions of servi SLAs are not contracts; however, similar to Statements of

Description of the scope of services to be provided
The quality and timing of the service

e Pricing

e Customer/service provider communication

e Customer rating and feedback
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e How performance will be monitored

e How problems and disputes should be resolved

¢ Incentives and penalties

e Subcontracting provisions

e Procedures for revising the SLA

e Under what situations the SLA might be waived.

e Transfer of responsibility

Exhibit 6-6 depicts a sample service level agreement.

Exhibit 6-6: Service Level Agreement Template

CUSTOMER NAME

DOCUMENT INFORMATION AND APPROVALS

VERSION HISTORY

IFMA's Finance and Business Course

AN\
v
q,Q

LEVEL AGREEMENT

Version # Date
DOCUMENT APPROVALS
Approver Name Project Rol

Reason for Change

Signature/
Electronic Approval

Date

ervice Costs

Service Provider and Customer Responsibilities

6.0 Problem Management and Disaster Recovery

7.0 Periodic Review Process

AW DN
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8.0 Termination of Agreement 5

9.0 Signatures 5

1.0 SERVICE LEVEL AGREEEMENT OVERVIEW

This is a Service Level Agreement (SLA) between Service Provider (Facilities) and
Organization. The purpose of this Service Level Agreement (SLA) is to identi
services and any agreed upon optional services, to be provided by Facilitie
and grounds maintenance for Demand Organization.

This SLA covers the period from Date to Date and will be reviewed a ised at the end of

this period.

Include a brief description of what the service or applicatio

2.0 DESCRIPTION OF SERVICES ‘

Services D

What services are included in this SLA?

How will service be delivered?

What are the hours of operation (reg
business hours and after-hours s

When will regularly sch a
performed?

TRIC AND SERVICE COMMITMENT

Service Measurement
Commitment
urce Availability
Resource Utilization
Work Prioritization
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Work Quality

3.2 INCIDENT/PROBLEM MANAGEMENT

Incident/Problem Management

Severity Level Description Response | Resolution/ | Status etr
time to Mitigation | Updalis a
begin
working
issue

Severity 1 The entire

Incidents department'’s ability to

perform mission critical
business functions is in
jeopardy or
unavailable. For
example: Power Failure

Severity 2 A department or
Incidents individual's ability t
perform mission gaiti

cy repair for a
water leak.

A department or
individual's ability to
perform a job function
may be impacted or
inconvenienced but
can continue business
as normal operations.
For example: Broken
door/cracked window
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4.0 SERVICE COSTS

List any costs for services described in this SLA (if applicable).

Determine what costs should be centrally managed on a year to year
basis versus costs that need to be individually billed to the customer.
Ensure service, administrative and material costs are accounted for.
Consider overtime costs, costs of outsourcing and emergency and/or
catastrophic occurrences.

5.0 SERVICE PROVIDER AND CUSTOMER RESPONSIBILITIES

5.1 SERVICE PROVIDER DUTIES AND RESPONSIBILITIES (WHAT YRU ARE

ACCOUNTABLE FOR DOING/PROVIDING)

e Duties and responsibilities
e Duties and responsibilities X 2
e Duties and responsibilities

5.2 CUSTOMER DUTIES AND RESPONSIBILIT AT THE CUSTOMER IS

ACCOUNTABLE FOR DOING/PROVIDING

e Duties and responsibilities
e Duties and responsibilities
e Duties and responsg S

NAGEMENT AND DISASTER RECOVERY

nd how they will be managed; contingency plans.
able or flow chart.
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Service Specifications

¢ g 4 B IFMA
Service Specifications o

Asenvice the of service level to meet
customer requirements. It also provides a framework for monitoring actual
services. It may be used as a benchmark to assess the standard and quality of
service provided
As part of the service contract, a service specification includes
» Internal relevant or FM standards and/or past
related service standards
» Exteral standard: gulatory
standards, health and safety laws and regulations, official industry
\ d 50 forth
» Procedures: a particular way of doing something

‘19

A service specification describes the acceptable level of service to meet cust

requirements. It also provides a framework for monitoring actual services. |
a benchmark to assess the standard and quality of service provided.

As part of the service contract, a service specification includes:

e Internal standards: relevant organizational or FM stan t related

service standards

e External standards: conformance to regulato%req s, ¥nternational
standards, health and safety laws and regula ustry standards,

manufacturers’ recommendations and so f&&
depending upon complexity and

e Procedures: a particular way of doing soghe
The level of detail in a service specification
importance. For example, specifications ki
patching sealing would be more detai % lea®ng specifications for an office area.

t maintenance regarding pothole

Prescriptive vs. Performance S

A primary consideratio end ng a service specification is whether it should be a

prescriptive specificatiof@mr a p@ormance-based specification.

Prescriptive

Dictate exactl e done, how the tasks will be performed, and the frequency. They
d on specific inputs. Prescriptive specifications specify inputs and how

et. A risk with creating a prescriptive specification is it can become

ormdnce-based specifications

)cally set quality-related targets that allow the service provider some flexibility in

termining the most appropriate response. These specifications outline the work to be
done (outputs) and the target or requirements to be met. The challenge with creating a
performance-based specification is the ability to convey quality expectations in terms the
contractor can execute and can be measured.
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It is best practice to focus on describing outputs (performance) rather than describing
inputs (prescriptive). Facility managers should consider using prescriptive specifications
only when a clear risk-related reason to do so exists. It is best to avoid prescriptive
specifications that limit a vendor’s ability to supply the best solution, or that impose
resource requirements or a rigid method.

The metrics a facility manager uses to rate a contractor’s performance should do the

following:

quirement.

e Describe the objectives of the service.
e Provide a general description of the service.

e Explain the service outputs required.

e Explain any priorities and constraints.

e Provide details of any specific exceptions or exclusions

ot er
Service specifications describe performance requirements in ter f performance
indicators (KPIs). These are the most relevant metrics in de inq@rhether the outcomes

of an activity contribute to the goals of the entire o iz he aims of the activity.

2 g o § IFMA
Discussion Question

True or false? Key performance indicators (KPls) that are included in a service
specification relate to the level of the service.

tract is based on cost or payment provisions. A guiding principle in FM

Another type

contract hat payment is dependent upon performance. Facility managers
are res i making sure service providers and contractors perform according to
. Therefore, agreements should clearly specify how payments will be

performance deviates.

ed price contract

ed price contract, also known as a fixed sum or lump sum contract, requires a
ontractor to perform the contract and deliver supplies or services successfully for a price
agreed to up-front. A contract is a fixed price contract if the negotiated price is not allowed
to vary unless certain predefined and extenuating circumstances exist. This happens so the
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costs involved can be estimated with a reasonable degree of certainty. Although this might
be helpful for one of the parties, an increase in costs could pose a risk for the other party.

‘19

wable within cost

B IFMA

Fixed Price Contracts

Cost reimbursement contract

A cost reimbursement contract allows for payment of all incurred cosgs within a

predetermined ceiling that can be allocated to the contract, which ar

standards, and that are reasonable. Also known as a reimbursgale price contract,

ri
there are four types of cost reimbursement contracts: cost plu fe®Prost plus incentive
fee, cost plus award feed, and cost per percentage of cost, contract is

beneficial when uncertainties exist such as the expec’

cannot be set accurately.
The following are cost-reimbursement contractl

or a workable price

e Cost type — involves payment of a costs within a predetermined total
estimated cost.

¢ Cost sharing — the demand o on and the contractor agree to split the cost
of performance in a pred e nner. No fee is given.

e Cost plus fixed al payment of all incurred costs within a
predetermined @nount ¢lus an agreed-upon fee that will not change.

e Cost plus incent provides for adjustment of the fee using a
prede ined formula based on the total allowable costs in relation to total

ward fee — provides for negotiation of a base fee with an award fee
given based on an evaluation by the demand organization of the

ctor's performance and cost control.

Thelas cost-reimbursement contract types require considerable monitoring and are
ually reserved for the larger dollar value, more visible procurements.
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Cost Reimbursement Contracts o5

National Buy Contract

A national buy contract is a specialized procurement contract applicable pri
organizations. It provides goods or services at favorable, below retail cost i
an extended agreement to purchase from a sole source. This contract is also kn

national standing offers, national purchasing contract, or framework acting!

Advantages for entering such a national buy contract are:
e Decreased administrative costs

e Faster product selection

e Elimination of unnecessary purchases and inved@ari
e Control over local purchasing and deliver ‘

e Consistent quality

e Streamlined reporting
Two significant cautions go with natio ont@Cts:

e The buyer may become | bad deal if prices fall below the negotiated

price.

e The buyer may @cur mc@lk charges for extras not indicated in the initial list of goods
or services.

o0k contract is an agreement between a buyer and supplier that lays out a
rk/service arrangement where the costs are not finite. There is a margin the supplier can
o the final cost for services provided. Once the project is completed, the supplier
ovides an invoice for materials used based on the actual cost plus the agreed upon

margins set in the contract.
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Time and Materials Contract and Labor Hour Contract

A time and materials contract provides for buying supplies or services based on direct labor
hours at fixed hourly rates and on actual cost for materials. This type may be used when it
is impossible to estimate the extent or duration of the work accurately or to predict costs
with any degree of confidence.

The labor hour contract is a variation of the time and materials contract. It differs in th
the contractor does not supply the materials. As with the time and materials cont

labor hour contract is used only after the contracting organization or managegde
other contract type is suitable.

Indefinite Delivery Indefinite Quantity Contracts

Using an indefinite delivery indefinite quantity (IDIQ) contract is a yer certain FM
ides for an
tract. The IDIQ

ility manager can access

services and reduce procurement process time. This type of co

indefinite quantity of supplies or services for the fixed term of

system can consist of several trade-specific contractwhi @
C

e Floor covering

e Systems furniture disassembly, r ion reassembly
e Furniture repair and cleanin
e Interior electrical work

e Plumbing

as often as the contract terms allow. Trade-specific ¢ FM services such as:

e Painting and plastering

e Carpentry

e Pavinggconcrete and asphalt

pd replacement

rack repair and replacement

ful when precise quantities of supplies or services above a specified minimum
e timing for delivery cannot be determined. The facility manager can place delivery
rs for supplies or task orders for services against a basic contract for individual

pplies or services as needed. The basic contract specifies minimum and maximum
quantities as either number of units for supplies or as dollar amounts for services. Under an
IDIQ contract, FM can place orders for additional quantities of supplies or services which
the supplier must fulfill up to the stated maximum.
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The facility manager should set a reasonable maximum quantity based on market research,
trends on recent contracts for similar supplies or services, surveys of potential users, or any
other reasonable basis. The facility manager should ensure the minimum quantity is more

than a nominal amount but should not exceed the least amount FM is certain to order. The
contract should specify minimum or maximum quantities FM can order under each delivery
order or task. The contract should also specify the maximum orders FM may place duri

specific period.

In administering IDIQ contracts, the FM function acts as general contractor for ex
delivery orders or tasks, or for coordinating projects requiring more than on
facility manager may consider incorporating a full-time contract managemd@t stilf for
dedicated supplier control.

Appropriate contracts help to ensure that the demand organization s sfully meets its

strategic objectives and FM fulfills departmental objectives. F racts may
avoid the risks associated with excessive costs, project delays,g s and similar
problems. Evaluating the soundness of the contracts is an j n@spect of a facility
manager’s job. ‘\

v.
A
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Contract Administration and Monitoring

Lesson Introduction

# Fma

Contract Administration

On completion of this lesson, you will be able to:

¢ Qutline the requirements for administering contracts
performance.

This lesson contains the following topics: ¢

e Contract Administration Review \
e Contract Monitoring &

e Contract Closeout *
Contract Adminis Q Review

@ ¥

Contract Administration

Contract administration is any action from the time a| act is awarded
its closeout. It is the process of ensuring that the inten! rements, terms)
and conditions of the contract are monitored and met.
Primary goals in contract implementation and monitoring \
» Assess contractor performance.

» Evaluate whether the provider follows the terms and condition:

contract

» Documentthe outcomes
» Ensure the continuing rel

otiation, execution, performance, and management of contracts made with demand
nizations, vendors, partners, or employees. It also covers ensuring payment is made
nd disputes are resolved.
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The facility manager begins the contract administration process once the contract is
awarded. If the terms of a contract are complete and clear, contract administration should
be straightforward in achieving the following goals:

» Assess contractor performance.

e Evaluate whether the provider follows the terms and conditions of the contract.

e Document the outcomes.
e Ensure the continuing relevance to organizational needs.
Contract oversight by the facility manager ensures the contractor fulfills expectatQ
b

associated with a project, product, or service in a responsible manner. Monj
helps ensure successful completion of a contract. Monitoring should also uricov
difficulties which could lead to failure of product or project delivery unsati ory
service.

Contract Administration Process

The process includes analysis of:

e Existing contract administration policies and
e Contract administration training progra
¢ Roles and responsibilities of procuregen§icco¥nts payable, and departmental

contract administration staff
e Various position descriptions
e Special processes for rev NE&@Ating contracts
e Requisition and ct ment processes
e Contract admini@rator 3legation process and documentation

e Payment processe

jons notice and dispute resolution process
, and time and materials contracts
ds and services contracts

ble audits

cility Management and Service Specifications, and SLAs

cility manager has management and oversight responsibilities for services provided to

ccupants. This, of course, is true whether the service is outsourced or performed by
internal FM staff. All services must be fulfilled according to expected performance and time
standards. The inclusion of service specifications and service level agreements in a service
contract or as an addendum is extremely helpful in contract administration.
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During service specification and service level agreement (SLA) creation, a facility manager
should:

e Identify and clarify stakeholder interests relative to the types of services needed and
the level of acceptable performance.

e Define critical success factors and KPlIs.
e Consider how to track, report, and address service effectiveness.

e Decide how to resolve service-related disagreements.

e Determine how to review and modify the service specification or SLA as nd

After service specifications and SLAs are operational, the facility manager si@ul

Either serve as point of contact for problems or concerns or make sure s ne is

appointed to this role.
e Coordinate and implement modifications to service spgcifiggian S.
e Assess the effectiveness of service tracking and report%

e Plan and coordinate service reviews.

e Facilitate or take part in conflict resolution prg

e Strengthen working relationships with othﬁs heTacility.

i IFMA

Contract Monitoring

*

General factors influencing the degree of contract adml

» The nature of the work, product or service.

» The type of contract.

» The and of the contracts

Afacility manager is typically involved in contract performance
contgct cost monitoring

f a facility manager’s involvement in contract administration varies.
encing involvement include the nature of the work, product or service,
act, and the experience and commitment of the contractor personnel.
degree of involvement, the facility manager should monitor FM contract
formance and cost. This topic discusses these two monitoring activities.
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Contract Performance Monitoring

Contract Performance Monitoring bl

» Actual progress against work schedules
- » Fulfillmentof time frames and adherence to milestones
» Fulfilmentof quality and quantity objectives

» Conformance to specifications
» C to b: li
metrics

» Conformance to service/quality levels outlined within
the contract
» Conformance to standards

Inspections Feedback Vendor reports Audits

Observations Call reports Tests Meetings
Contract performance monitoring is an essential part of proper contract ad Q

that it helps to:

¢ Confirm the contractor performs its duties and obligations p contr erms.

e Find and address any developing problems or issues.

e Find planned and unplanned modifications that may ari rosg@out the contract
term.

» Negotiate and process contract change ordedp

Contract performance monitoring may be:

e A preventive function
e An opportunity to determine wheth ractor needs technical assistance

¢ A valuable source for informatj ernin@@the effectiveness and quality of goods

consider including the Onitoring tools to be used in the bid request and in
the contract.

anagement center management information systems

Computer-aided facility management (CAFM), where computer aided design
integrates with work management, project management, and asset management
databases

To confirm contractors are complying with contract performance provisions, FM should
monitor the following areas:

e Actual progress against work schedules
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following:

Exhibit

payment scal
penalties for

scores.

dor:BC Elevator Repair Month: March 20XX

Fulfillment of time frames and adherence to milestones
Fulfillment of quality and quantity objectives

Scope of work

Conformance to specifications

Conformance to baseline operational performance metrics
Conformance to service/quality levels outlined within the contract

Conformance to standards

managers can obtain vendor performance information from any co

Inspections
Observations
Tests

Audits
Vendor reports L 4
FM reports \

Solicited feedback from FM stakeholder
Unsolicited feedback such as compl uggestions from FM stakeholders
Scheduled vendor meetings Q

Performance score sheets
Vendor scorecard
Work manage t cenigh call reports if call center support applies

6-7 is a sample p ce scorecard that could be used with a performance
eward the service provider for scores exceeding expectations. However,

the minimum requirements could be tied to low performance
on@t should state clearly what activity causes adverse actions.

ple Performance Scorecard for Monthly Service

rvice Criteria Priority Weighting Monthly Rating* Score

(Weight x Rating)

Preventive 5 2 10
maintenance
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Response time to 5 N/A N/A
breakdowns

Total Score 10
Performance rating % 100%
(Actual total/maximum x 100)

* 0 = Below expectation
1 = Meets expectation
2 = Exceeds expectation

©2020 IFMA
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Discussion Question v

Contract performance monitoring varies, but, done properly, which of the
following are likely benefits? (Select two)

A. Simplifies and streamlines reporting

B. Facilitates early resolution of any vendor performance issues

C. Identifies planned and unplanned modifications

D. Provides best value for the money

Contract Cost Monitoring oh

» Ensure that there are sufficient funds to pay for all services rendered as
required by contract.

Ensure that invoices are paid consistent with most favorable contract
payment terms.
Identify low spending levels and reassign funds, if appropriate.

0\
Contract Cost Monitoring:&

v

v

v

Ensure that vendor payments are commensurate with the level of goods
and services received.

Review vendor invoices and follow the organizational and tal
standard for ing vendor

v

The goal of cost control is anage the delivery of a project within the approved budget.

ens during contract execution review and approve contractor costs.

This inc| ecessary costs involved in the project. Although contractors
| their costs, the demand organization monitors these costs to ensure

Ensuring the availability of sufficient funds to pay for all services rendered

Ensuring invoice payments are consistent with the most favorable contract payment
terms

¢ Finding low spending levels and reassigning funds, if appropriate

e Ensuring vendor payments are equal with the level of goods or services received
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» Reviewing vendor invoices and following demand organization and FM standard
procedures for processing vendor payments

e Preparing reports on cost monitoring activities related to the contract (see Exhibit 6-
8 for a sample report)

Click to view Exhibit 6-8'

Frequency of Contract Performance and Cos w

Monitoring

i IFMA

How Often to Monitor?

Frequently enough; daily, weekly, monthly, quarterly,
annually or by special arrangement

ity o

the work can be quickly addressed and resolved
» So that situations where the contractor requires.
support or access can be arranged to
minimize negative impact

Facility managers should monitor contract work base exity and value of the

contract. That is, activity level should be often en to W@pfi e contractor is
satisfying the contract’s terms and to track actuS@coS@incurred. Activity level could range

from daily to annually.

Exhibit 6-8: Sample Facility Mz % : st Control Report

Propirty XY@Monthly Performance Service Scorecard
Vendor: ABC Eleva e Month: March 20XX
B C D
Changes | Anticipated | Spent to
Expense Date Comments
(A+B)
€20,000 €5,000 €25,000 €12,000 PM program
ahead of
schedule
Response €10,000 — €10,000 — No reactive
jme to repairs to
reakdowns date
Total Score €30,000 €5,000 €35,000 €12,000
*Amounts given in euros
©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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Facility managers should monitor contract performance and cost so that they can:
e Address and resolve any discrepancies in work quality or timeliness quickly.

* Arrange to minimize the effect of situations where the contractor needs
unanticipated support or access to buildings, structures, or grounds.

Facility managers should prepare reports to make sure contract performance and cost
monitoring activities are documented.

& IFMA

Contract Closeout
Contract closeout occurs when the termination conditions of the contract have

been met (and notice of termination served). It includes the completion of all

administrative actions, settlement of any disputes, resolution of any residual

liabilities, arrangements for the transfer of any continuing responsibilities and

actions, and approval for final payment is agreed. Q

oint at which the

*

Closeout is an important aspect of contract adminis

termination conditions of the contract have bee (and¥iotice of termination served). It

includes the completion of all administrative act lement of disputes, resolution of
any residual liability, arrangement for the any continuing responsibilities and
action, and approval for final paymenig

Facility managers should clearly ontract requirements and responsibilities and
execute any FM-related ¢ he T&cility manager should also identify any
yment issues, special property issues, or transfer of
routine services. Exhibit s a sample closeout checklist, that can be modified for

the demand organization’ graphical location and FM requirements for that location.

Exhibit 6-9: jlity Management Contract Closeout Checklist

Closeout Checklist

ator Maintenance

pient:. ABC Elevator Repair

rmance period: January 1, 20XX, to December 31, 20XX

Task Description Date Completed
1 Final technical report
received/accepted

©2020 IFMA Edition 2022, Version V2017PAFB_1.2
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&=

2 All milestones satisfactorily
completed

3 Disposition of classified material

4 Final voucher submitted

5 Method for verifying costs
determined

6 Cost verification process completed

7 Final payment completed

8 Other requirements completed
(Specify these)

9 Issuance of completion statement

10 Contract funds review comple n
excess funds de-obligated

Sample FM Contract Closeout
Checklist

§IFMA

v.
A
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Resolving Vendor Conflicts

Lesson Introduction

# Fma

Resolving Vendor Conflicts

On completion of this lesson, you will be able to:

e Resolve conflicts that arise with vendors in the facility Telp,
This lesson contains the following topics:
¢ Nature of Vendor Conflicts

e Contract Dispute Resolution

Nature of Vendor Con

Conflict means disagreement, opposi , argument, antagonism, or hatred

between two people or groups, Q gony people or groups. Conflict can happen on

issues such as sharing of rd % onsi®ilities, authority, accountability, etc.

Conflict between the d anization and vendors is an inevitable part of the
relationship. However, t nflict is handled distinguishes between it being a

constructive g@adysfunctional experience for all parties. Discussion of these views is next.

e and Dysfunctional Conflict with

i IFMA
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Constructive conflict embraces differing ideas to move towards achieving goals. This type
of conflict leads to beneficial results such as increased productivity, clarification of issues,
and consideration of new ideas. Constructive conflict can transform the way FM and the
vendor interact with each other. It can improve the quality of outcomes. Examples of such
outcomes include:

e Surfacing important problems so they can be addressed
e Analyzing problems thoroughly
e Collaborating and partnering more effectively

Conversely, dysfunctional conflict happens when disagreement moves tow
instead of towards resolution. It leads to an overall decline in communication or
performance, which can erode relationships and derail progress. It b
and has a negative impact on contract execution and outcomes. W ctional

conflict surfaces, facility managers should take quick action to S situation and

Avoiding issues that lead to conflict and contract disgtes @ hallenging. Even

: ract disputes. The key
wheWt arises and mitigate

escalation. Discussion of the issues at hand and otgion can sometimes help the parties

minimize any negative consequences that could result.

carefully drafted contracts do not always succeed in
for facility managers is to manage conflict proacti
resolve the matter and achieve an agreeable e. If not, there is contract dispute
resolution, which is discussed in the ngx

Common Alternative Dispute
Resolution (ADR) Techniques

Adtision

nnnnn

olve a conflict, dispute, or claim. Dispute resolution processes have advantages such as
iding the parties involved with greater participation in reaching a solution and having
ore control over the outcome of the dispute. In addition, they have more flexibility than
in a court trial.
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Dispute resolution supplies a faster and less expensive process than litigation and provides
fair and equitable decision or award. Common methods for dispute resolution include
mediation and arbitration. Discussion of each method follows.

Mediation — is a private process where a neutral third person, called a mediator, helps the
parties discuss and resolve the dispute. The parties describe the issues; discuss their

interests, understandings, and feelings; provide each other with information; and explo
ideas for resolution of the dispute. The mediator does not have power to make a bindi
decision but can help the parties find a mutually acceptable resolution.

Arbitration — is also a private process. With arbitration, the disputing partj
one or several individuals can decide about the dispute after receiving evid®ce
hearing arguments. Arbitration is different from mediation because the peutral rator

ke a trial in that
ften, the
the arbitrator

has the authority to decide about the dispute. The arbitration proces
the parties make opening statements and present evidence t
parties do not have to follow governmental rules of evidenceIn
does not have to apply governing law. After the hearing, t iira" issues an award,
which can either announce the decision only or giveg 0 decision. The

bj@in itration is binding, the
decision is final, can be enforced by a court, anqga ly be appealed on very narrow
grounds. When arbitration is non-binding, the arfrat® s award is advisory and can be
final only if accepted by the parties.

Every contract should have a contract esoftion clause to set out the way the

parties will resolve disputes. It pr, tral set of agreed-upon guidelines to help
maintain a good busines, ti d minimize the amount of time and money spent

working out issues. Corjilfact disgaute resolution clauses include verbiage acknowledging

arbitration process may be either binding or non-

that the parties are kno I ing up their right to go to court.

Exhibit 6-10 |
construed as |

amples of dispute resolution clauses. This verbiage should not be

. The demand organization'’s legal counsel should review and
approv 1 resolution clause before a contract is signed.
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Exhibit 6-10: Common Types of Dispute Resolution Clauses for FM Contracts

e Management escalation

¢ Mediation (non-binding)

e Binding mediation

e Mediation, premeditation, binding mediation or arbitration elective; parties share
expenses

¢ Mediation, premeditation, binding mediation or arbitration elective; parties s
expenses up to the binding mediation or arbitration award

e Arbitration, split fees and costs
e Arbitration, prevailing party receives fees and costs

e Arbitration, three arbitrators, for anticipated large disputes

- Provisions for: ‘
I‘iam t)

As with all parts of a facility manage act.gcility managers should have a deep
understanding of the specific ter pute resolution clause. During dispute
resolution, the facility manager p ensure that:

e Performance guidelines and arbitration

e Performance guidelines and binding mediation
e Binding mediation or arbitration, graduated processes

o Disputes less than (amount)
o Disputes over (amount) but less
o Disputes over (amount)

e The resolution e terms in the agreement.

e The cause of th clear and confirmed.

Lovely Landscapes has not provided the plants that were agreed to, they

have informed you that the plants are more expensive than the original

choice and that this will be for your cost

Due to rain, Lovely Landscapes is running behind schedule and won't be
ished in time for the executive managementvisit. You agreed that under

Id the date of be moved out
ovely Landscapes have broken a large picture window at the front of the
building, but are denying that it was them.
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Analyzing and Interpreting Contract Risks

Lesson Introduction

# Fma

On completion of this lesson, you will be able to:
e Analyze and interpret financial contract elements to

This lesson contains the following topics:

e Risk Management

*

e Risks in Facility Management Contracts
e Importance of Examining Financial Cont ents

This topic explores the basic elements of ri ement. In addition, it discusses how

applying a systematic risk management help to identify and prioritize

financial contract risks while improving between the demand organization

and contractors.

rdless of the type of facility, it is important to make sure that any associated facility
anagement contract has certain essential provisions so that it properly fulfills its required

purpose. The contract clearly outlines the precise scope of the FM services the service

provider is to perform along with the relevant KPIs the service provider is to achieve.
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To a certain extent, facility managers become risk managers in relation to contract
management. Risk is the effect of uncertainty on objectives. It is the chance of something
happening that will have a negative effect. The level of risk reflects the likelihood of the
unwanted event and its potential consequences. The kind of risk involving FM may apply to
situations with property or equipment loss, or harmful effects on the environment.

Risk as it applies to contracts is the possibility of an event happening that could have a
negative impact on achieving contract objectives. Risk varies by contract and create
uncertainty when understanding and evaluating risk. It may relate to preventing
outcomes or it may relate to ensuring positive outcomes. This leads to risk

Risk management refers to coordinated activities to direct and control an of§an
regarding risk. A demand organization’s risk management strategies gclude:

e Acceptance or tolerance of a risk without taking further acti
e Control or reduce the likelihood and potential negative ac risk event

e Share or transfer risk

e Avoid or prevent the risk *
Risk management provides a process for facility QN i ify, assess, manage, and

control potential events or situations that threa heving contract objectives. When

applied, risk management becomes a struc roach that can help a demand

organization and the FM function:

e Save money.
e Improve decision-makin
e Protect or strengihen its tion.

e Reduce the possYglit ersonal accidents.

anizations having risk management departments or personnel,

d organizations offer risk management services and software applications.
ever,’risk management approaches cover the same elements. Although facility
agers are not directly involved in the entire risk management process, it is beneficial
r them to understand these elements.
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Risk Identification

§ IFMA

Sample Risk Rating

Probability Rating Impact Rating
Probability Score Probability Score
Almostcertain 5 Catastrophic 5
Likely

Moderate Serious

Unlikely Marginal

Improbable Negligible
6-11: Sample Risk Rating

Critical

N e s
SN e s

Risk identification is the process for identifying and recording potential risk

the successful delivery or completion of a project. It is the early and contin

identification of events that, if they occur, could have negative impacion the ab o}

achieve goals successfully.

Risk Categories

iness activities. They

Risk categories are the classification of risks by an organiz @
provide a structured overview of the underlying and 3 4’ aced by a business. In

addition, creating categories helps with assessm esponse.
FM contract risk categories include:

e Scope of services and nature of

e Subcontracting

e Geography and vendor d

e Pricing and costj

e Contract durati wal options

e and transition
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High
+
High impact High impact
Low peobabitty High probabiny

Risk assessment identifies and analyzes potential events that may negat've’mg
ingolved

impact can be

individuals, assets, or the environment. It evaluates the potential risks that
in a projected activity.

Risk is rated in terms of probability and impact. Estimating probabilit
rating factors.
andager. Exhibit 6-11
this area.

challenging. The process involves judgment and the consiste
The key is to identify those factors that need focus from the
provides an example of risk rating that could help faslity

Exhibit 6-11: Sample Risk Rating

Probability Rating Impact Rating

Probability Score Impact Score
Almost certain 5 &% strophic 5
Likely Critical 4
Moderate Serious 3
Unlikely 2 Marginal 2
Improbable 1 Negligible 1

Contragi#sk a ent should answer the following questions:
rty does the contract assign the risk of extra costs or time for a
ulsr event?
t is the likelihood of the event occurring?

¢ What is the economic exposure to the risk-bearing party if the event occurs?
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Risk Response

Customary Risk Responses ony

After risks are identified and categorized, facility managers should consider

N

response is to manage the risk. Risk response is the measures taken to avoi e the

impact of a risk or to control the effects of a risk. Customary risk respgnses are:
e Accept and absorb the risk by identifying ways to manage it &sestablishing
contingency plans.

e Control or reduce the likelihood and potential negal the risk.
exl

r

e Share or transfer the risk through a contracwl a t such as insurance or
to other parties.

* Identify ways to avoid or prevent risk ex eo the activities giving rise

to the risk.
When outsourcing FM services, facility mapa uld be aware of contract risks they
could encounter to ensure successful ips Mth vendors.

Discussion Question

Match each risk management term with its description
1. Groups the identified FM contract risks together

2. Answers the question “‘Whatare the contract risks?}

3 i lled risk analysis, the o ris]
and the process of prioritizing it
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Scope of Services and Nature of Work

Scope of Services and Nature of work "™

Single service situations with i

increase potential risk scenarios. Full-service contracts reduce the FM interface
required but present other contract concerns, such as potential loss of control
Example: An FM should require third-party

This mightinvolve guarantees, performance bonds and evidence of appropriate
insurance coverage.

The contract clearly defines the scope of services and nature of work. In addg
conditions specify project deadlines and the cost to fulfill requirements. Th
to monit

conditions also specify the measures and indicators to be used by F
contractor’s performance.

Risks can increase exponentially when the contract is for a sin with multiple
individual contractors.

Full-service contracts reduce the number of FM inte@ce owever, they present

other concerns such as the potential for loss of cont

As a practical way to reduce risk, the facility ma ould*require third-party protection
such as guarantees, performance bonds, or ufficient insurance coverage. To
do this, the facility manager should secugg the contractor’s licenses, liability and

workers' compensation insurance certi safety manuals, and bonds.

Types of bonds:

e Bidbond —is a se a bidder for a construction job, or similar type of
bid-based seleclbn proggss, for the purpose of providing a guarantee to the
project owner t e i der will take on the job if selected.

nce bond — also known as a contract bond, is issued to one party of a
rantee against the failure of the other party to meet obligations
eontract.

d — a form of business insurance that covers any loss of money or
incurred due to fraudulent or dishonest behavior.

risk management considerations include:

A dispute-resolution clause — Specify that mediation should be used to attempt
to resolve straightforward misunderstandings. A neutral third party will need to
mediate in order for disputants to come to a consensus.

* Negotiate liquidated damages — A liquidated damages clause is included in an
agreement so that if the agreement is not fulfilled, a specified amount will need to
be paid.
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e Contingency agreement — is a contract provision that requires a specific event or
action to take place in order for the contract to be considered valid.

¢ Combine dispute prevention and a contingent agreement — this combined
approach can be an effective remedy. This clause gives both sides an incentive to
stay in touch throughout the implementation stage and involve a mediator at the
first sign of trouble.

e Use Performance Metrics — Performance metrics are standards that the servi
provider and FM can used to evaluate the conduct and outcome of the wg
on measures agreed-upon beforehand, they must reflect the demand org
goals, they must be key to its success, and they must be quantifiabl
performance metrics must be written in a clear, concise manner, pr
translated into precise, actionable steps.

Subcontracting

& IFMA

Subcontracting

responsible for the services outiined in the contract regardiess of which entity
actually conducts the operations. FM should also consider including notification
and approval requirements regarding any changes to the service provider's

significant subcontractors.
Example: A contract should normally reserve the organization’s right to ‘
terminate it in the event of a change in the controlling interest of the contractor.
Further, it should ensure that the contractor cannot assign any part of the
contract to another party without the organization's agreement.
Some service providers may contract va par‘s. Although FM can benefit from the
a d with subcontracting exist when services
as no direct relationship.

mary service provider to the same standard

The contract should also specify that the primary contracting service provider is '

specialization of subcontractors, ri
are distributed among parties wij

hold
theMork. Ideally, FM should be notified if the service provider

The fundamental aim i

regardless of who perf
assigns any part of the co to another party. Depending on the contract type,

however, FM be aware of and be able to approve all subcontractors.

bility and reduce contract risk, a primary contracting service provider
in the contract. The contract could also specify that the primary
ce provider handles the services outlined in the contract regardless of
ity“conducts the operations. Some of the risk may be mitigated by requiring the
tractor and any subcontractor to integrate quality assurance or quality management
ms into the process of work completion. FM should also consider including
tification and approval requirements about any changes to the service provider's
significant subcontractors.
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Example: A contract should normally reserve the demand organization's
right to terminate it in the event of a change in the controlling interest of the
‘?ilj contractor. Further, it should ensure that the contractor cannot assign any

part of the contract to another party without the demand organization’s Q
agreement. w

Geography and Vendor Delivery Capabili

AY

ility varies in cross-border

i IFMA

Geography and Vendor Delivery
Capability
Ci

local laws and and even political and social unrest
in some areas of the world also shape and influence vendor delivery capability.
Example: If a facility manager in the United States decides to purchase tables
and chairs from a Canadian vendor, the facility manager must understand that
if the vendor goes bankrupt, any funds previously paid and the legal status for
his/her claim will most likely be the last in line in the Canadian Bankruptcy
Court. Any down payment or related payment funds may be lost and the status
of title to the furniture sitting in the vendor's warehouse may never be cleared

The risk associated with geography and vendor ry c
situations. Risks could be due to cultural conflict§@co@iance issues with local laws and
rs could shape and influence vendor

of these issues when working with

regulations, or political and social unrest. Th
delivery capability. Facility managers s
vendors from other countries. It is be
understanding of the culture ang ate relationships with the people in the

r facility managers to have a deep

e vendor goes bankrupt, any funds previously paid and the legal
r his/her claim will most likely be the last in line in the Canadian
nkruptcy Court. Any down payment or related payment funds may be lost
and the status of title to the furniture sitting in the vendor’s warehouse may

never be cleared.
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Pricing and Costing Options

When a demand organization outsources services, contract type and payment basis
influence risks. The contract type and price or estimated cost and fee result in reasonable
contractor risk and provide the contractor with the greatest incentive for efficient and
economical performance. Other risks include:

e The degree and timing of the responsibility assumed by the contractor for cOsts
of performance.

e The amount and nature of the profit incentive offered to the contra

)
achieving or exceeding specified standards or goals.
To reduce risk, the facility manager could ensure the contractor handis Eerfor e costs.

Profit and fee incentives are tailored to the uncertainties involved in t ntractor’s
performance.

x 2 5 i IFMA
Discussion Question . :
Identify the contract types described below.
» Based on the contractor’s for the ; tailored
sv | Opti

to the uncertainties involved in contract performance.

» Contractor has for the ts and the
negotiated fee (profit) is fixed.

» The contractor has full responsibility for the performance costs and the
resulting profit o loss

Contract Duration

Contract Duration and Renewal
Options
Many risk considerations are a part of contract duratios

learning curves, capital investments and amortization

Example: Consider a contract life cycle, in a cleaning s

contract. It takes time for a new supplier to fully understal

used and how and when best to clean it. This learning cu

months. At the contract end, reprocurement begins around 12

the contract renewal date, so that vendors and their managementwilltend to
concentrate their efforts on cor idding in that last 12 months. The effect of
this is that in a 36-month cor onths, half the duration, might be
at the optimum levels of perf

B IFMA

formance-related extension options or by amending the
to reduce the time spent on bidding by the incumbent

©2020 IFMA
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This type of contract risk involves grasping the specifics about the contract term — whether
it has a specific end date and termination, automatic renewal provisions, or continuance
contingent on performance as evaluated by the demand organization.

Facility managers can reduce contract risk in this area by extending its length, by including
specific performance-related extension options, or by amending the procurement process

to reduce the time spent on bidding by the incumbent provider. However, facility man

should not agree to automatic renewals unless they see a specific benefit to the deman
organization to do so.

Service and Resource Flexibility

Service and Resource Flexibility onu

FM needs to consider what things might change during contract duration
Examples: Situations mightimpact service needs can be either short-term,
flooding or other emergency, sudden changes in production pattems to meet
additional demands or longer-term, an extended economic recession. Effective
FM contracts deal with these by having clear pricing structures
that balance fairness for both the demand organization and vendor, with the
ability to predict and model price changes based on the changed
circumstances.

*

ge M production, or a recession can

Situations such as a weather-related emergency,
affect FM service needs and resource availabili c®¥Ntracts could mitigate the risk of
these contingencies by including clear prigi res to balance fairness for the
demand organization and vendor wit redict and model price changes

based on the changed circumsta

Vendor Com

Vendor Company Failure

If contractors have consiste ative profit margins and/or
accumulated losses, the resul gning situation

Example: A contract should de! a Rat would facilitate
another contractor to take over 3

contractor’s fin: failure such - Aused DY an economic
recession

ntractor could go out of business if it consistently has a low or negative profit margin
it has accumulated losses. This obviously affects its ability to fulfill contractual
igations.

The demand organization could mitigate this risk by prequalifying a vendor and learning
about its financial solvency through the organization’s procurement process.
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Service Failure

Minor mistakes or problems, such as equipment breakdown, happen in service execution.
These do not necessarily constitute a service failure. However, the consistent inability to
manage a contract, or repeated inferior performance may be a service failure and pose
potential serious risk.

To mitigate risk, facility managers should ensure vendors could have a process, inclgding a
contingency plan, to respond promptly to service failures. Business interruption a
continuity insurance could be in force to cover any related loss.

Reputational Risk

§IFMA

Reputational Risk

Contracts statements should specify that all duties are to be performed in

compliancewith governing laws and regulations

Example: In Mexico, the Mexican Federal Labor Law (FLL) stipulates minimum
working conditions that cannot be waived by employees. This applies to both
individual working and collective, organized by a labor union. Under provisions
of the FLL, maximum working time is set to six days, 48 hours per week

General contract provisions should state that the contractor and all ‘

mustbe in the full term of the agreement
0 &d name or standing of a business
ility and valuation. It can occur:

t of men and women

Reputational risk is a hidden threat or dang
or entity. It can adversely affect a comp

e Directly due to a company's ac

e Indirectly due to employs

e Tangentially du pplre

Examples of reputation

ination againSt minorities

f a drug-free workplace policy
iance with immigration laws
ational health and safety violations or inappropriate corrective actions

demand organization can mitigate risk by ensuring contracts specify that all duties are
performed in compliance with governing laws and regulations. The organization can

so mitigate risk through prompt damage control measures to address these violations if
they arise with stakeholders.
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Change and Transition

Change and Transition eou

Some are subject to reg y
Example: In the United Kingdom, a contract must accommodate provisions of

the Transfer of L ( of which
protect the rights of employees in relevant transfer situations. Generally
referred to as TUPE, the regulations preserve the continuity of employmentfor
transferred employees with the same terms and conditions as their former jobs
To comply with TUPE, a contract should stipulate that the existing contractor
will have to provide other tenders, bidders, with information about staff who
would transfer to them.

Change and Transition (Continued) onu

TUPE is the UK. application of the European Union Acquired Rights Directive
Member states in the EU are bound to transform EU directives into national
law. As such, other EU member states may have national laws goveming
transfers.

Good transition management should provide for a ss ntation with minimal

ml
disruption. Considerations to help a smooth transitio 3 ofract begin during the
ou r

planning stage of procurement and continue thro ement process.

A large, complex organization, with notable cha oNgpansition issues may need to

include a transition plan in its contracts to i y issues, risks, tasks, responsibilities,

modate changes approved by the demand
¥a plan for an exit and transition process. The

contract.

Comm so Important in any contract change and transition. It helps to ensure

are aware of the changes, that any issues are identified early, and that
ments are implemented as smoothly as possible. Facility managers should
ommunicating new contract arrangements to all stakeholders, including:

The new contractor
The previous contractor, if relevant
e Staff impacted by the change

¢ Occupants affected by the new contract arrangements
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Facility

Importance of Examining Financial o
Contract Elements
Allows:

» The terms of the agreements to be clearly understood in reference to their
financial, risk and security implications

» An understanding of the controllable and variable items in the contract to
aid cost and resource flexibility.

» Identification and prevention of situations or requests that violate the terms.
of the agreement

4 % i + § IFMA
Importance of Examining Financial Q
Contract Elements (Continued)
Allows:
» Identification and improved control over (or avoidance of) situations or
requests that may impact the budget through increased costs due to
unplanned time, usage or additional services.
Appropriate review of situations or requests that may reduce costs to
determine that all contracted services have been met satisfactorily and that
a reduction in billed services is appropriate.
%;ns, potential risks,

C
atic

facility managers to address a broad range of is@es risks in contract relationships.
e

v

A facility manager should review a contract to undergtand
and how much of that risk the demand organization lyzing and interpreting

financial contract elements in the context of a sys gement strategy helps

Analysis of financial contract elements, leas nts, service contracts, cost

statements, etc. allows the facility mana do following:

e Understand the terms of th
security implications.

s in reference to their financial, risk, and

e Gain an underst ntrollable and variable items in the contract to aid

g o
cost and resour@ flexib#Ry.

e Identify and prev tions or requests that violate the terms of the agreement.

prove control over, or avoidance of, situations or requests that may
t through increased costs from added time, usage, or services.

tions or requests that may reduce costs to determine that all contracted
e met satisfactorily and that a reduction in billed services is appropriate.

ual benefits from systematic risk management include:
Reduced contract risks

Increased revenues

¢ Reduced costs and fewer cost overruns

e Improved contract performance

e Improved compliance

©2020 IFMA
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. Facility

e Effective communication and trust between all parties

B IFMA

Systematic Risk Management

Analyzing and interpreting financial contract elements in the context of a system

Q
QY

ct

"

management strategy helps to address a broad range of issues and risks in
relationships. Good risk management facilitates collaboration rather than “pblici

X

Potential mutual benefits from systematic risk management include:
e Reduced contract risks
e Increased revenues
e Reduced costs and fewer cost overruns
e Improved contract performance
e Improved compliance

e Effective communication and trust betw

0°Q
&
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Facility

Prevention of Contracting Fraud and
Irregularities

Lesson Introduction

& Frma

Prevention of Contracting Fraud
and Irregularities

On completion of this lesson, you will be able to:
e Identify ways to prevent fraud and irregularities.

This lesson contains the following topics:

e Types of Contract Fraud

¢ Indications of Fraud &
e How Fraud Could Occur
e Principles of Contract Fraud C
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Fraud is generally defined as an intentional deception made to gain an advantage or
damage another individual. It encompasses a variety of illegal acts characterized by deceit,
concealment, or violation of trust. To explain, fraud involves the false representation of

facts, whether by intentionally withholding valuable information or by providing false
statements to another party for the purpose of gaining something that may not have been Q

provided without deception.
Similarly, contract fraud happens when a person knowingly makes a false stateme
have someone else agree to a contract. This act is intended to deceive the secon

into signing a contract to which that person might not have otherwise agre

fraud can also occur when a person tricks a second person into unknowingl¥'sigjin

&deter

ist. Descriptions

contract.

Best practices in procurement, valid contracts, and prevention con
contract fraud. However, it helps to be aware of the types of frqglth

of the primary types follow.
‘\

Fraud is defined as an intentional deceptio

In an advantage or damage
another individual. It encompasses illeg terized by deceit, concealment or
violation of trust. These acts are not d
or physical force. Fraudulent actiy : ¥petrated by parties and organizations to
obtain money, property g i oid¥Yayment or loss of services; or to secure

personal or business adlntage.

Similarly, contract fraud when a person knowingly makes a false statement to

have someonggelse agree to a contract. This act is intended to deceive the second person

into signing a which that person might not have otherwise agreed. Contract

when a person tricks a second person into unknowingly signing a

ent practices, valid contracts, check points and prevention control help to
ion, conspiracy or complicity and corruption, the money exchange, goods or
vices and prevent contract fraud.

ald as it relates to contracts can take many forms. The primary ones are described below.
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Collusion between Personnel or Agents

©2020 IFMA
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Collusion

Collusion is a secret agreement and cooperation between interested parties, such as
countries or organizations, for a purpose that is fraudulent, deceitful, or illegal.
Collusion can take forms, such as:

- Accepting bribes or kickbacks

- Sharing insider information
- Setting prices Q
- Limiting production

Price fixing
Price fixing is a written, verbal, or inferred agreement among etitors®o raise,
fix, or otherwise maintain the prices at a specified level. It islleg n it involves
collusion among two or more product or service provi OY@NTaIn artificially

high prices or to keep the prices paid to their suppliegga ow. Price fixing
takes various forms such as, but not limited to the
- Establishing or adhering to price disci\

- Holding prices firm

- Eliminating or reducing discounts

- Adopting a standard formul ting prices

- Maintaining certain price als@€tween different types, sizes, or
quantities of produc

- Adhering to ll or price schedule
- Fixing crec@terms

- Not adverti S

ers should contact the legal department if they suspect price fixing is
ity managers should also consider including the subject of price
Ir ethics training for FM staff.

etitive pricing

mpetitive pricing means conspiring competitors effectively raise prices when
organization acquiring goods or services solicits competing bids.

Bid rigging

Bid rigging is an illegal practice in which competing parties collude to determine
the winner of a bidding process. This practice can be present where business
contracts are awarded through the process of soliciting competitive bids. The goal
is to win a contract and all parties share in the award.

Although bid rigging can take different forms, one of the most common practices
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occurs when companies decide in advance who will win a bidding process. Another
practice of bid rigging involves hiring a competing company as a subcontractor to
subvert the bidding process. A company may also decide to form a joint venture
with a competing company but do this with the sole purpose of submitting a single

bid without any intention of working with the other company to achieve savings by
combining resources or expertise.

Other forms of bid rigging include:

- Bid rotation
A form of market allocation that occurs when bidding companies ta t
being the winning bidder.

- Bid suppression
One or more bidders sit out of a bidding process, so another bidde
guaranteed to win the bidding process.

- Complementary bidding
Companies intentionally submit uncompetitive bi g tee that their

bids are not selected thus helping to ensure thaanON@L, preselected bidder is
chosen. This is also known as courtesy bjddin r

- Buyback
Used in no-reserve auctions where t le n

idding.
buys the auction item
to prevent it from selling at too lo

Irregularities During Executio ract

Fraudulent activity can occur during t/'"gs ion®¥ a contract. This can include:

©2020 IFMA
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Failure to perform to spe n

Falsification of r an ces
Overstatement ork pleted
Unauthorized or il se of confidential or proprietary information

Paym rk not Carried Out
So mes known as phantom charges, payment can occur when charges are
ted for expenses not incurred or for work not performed. It may involve
; epresentation of status or progress to continue receiving funds.
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Fraud Indicators

Signs that indicate both the inadequacy of controls in place to deter fraud and
the p ythat some has already these weak or
absent controls to commitfraud; often referred to as red flags.

Red flags may appear in

» Bid pattems

» Price pattems

» Suspicious documents, statements or behavior

Fraud can occur in almostan; situation; some scenarios are more
likely than others

Facility managers should be aware of how to recognize fraud in the biddin Q

the awarding of contracts. Certain signs, or red flags, point to inadequacy oWornols,to

deter fraudulent activity. Although these signs may cause suspicion, they are no nite

to evaluate a situation carefully to determine whether fraud e

proof of a fraudulent act. They do signal the facility manager to proc ith caution and
g ts

Exhibit 6-12 lists signs or red flags which facility managers shgul awdre of that could

4

Exhibit 6-12: Common Fraud Indicators in Facilit a ontracts

Red flags in bid patterns

v The same company keeps winning a
if one or more companies contin

v The same suppliers submit bi
successful bidder.
v" Some bids are muc er

organizational cos@stimatgl.

indicate activity at odds with a competitive process.

rocurement. This may be more suspicious
it uluccessful bids.

ompany seems to take a turn being the
blished price lists, previous bids by the same firms or
v' Fewer than the nor ers of competitors submit bids.

v' A comp ears to be bidding substantially higher on some bids than on other bids,
t differences to account for the disparity.

pany withdraws its successful bid and subsequently is subcontracted work by the
new winning contractor.

flags in price patterns

©2020 IFMA
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[ Facility

Identical prices may indicate a price fixing conspiracy, especially when:

v" Prices stay identical for long periods of time.
v" Prices previously were different.

v" Price increases do not appear to be supported by increased costs.
v" Discounts are eliminated, especially when discounts were historically given.

v" There is a wide spread of prices for the same work package that is not explained b
resource levels.

Red flags related to suspicious documents, statements or behavior

v" The proposals or bid forms submitted by different vendors contain irre
identical calculations or spelling errors or similar handwriting, typeface or s
may indicate that the designated low bidder may have been inv i
losing vendor's bid.

v" Bid or price documents contain whiteouts or other physi nsTndicating last-

minute price changes.
v A company requests a bid package for itself and a cogf o submits both its and

another’s bids.
v A company submits a bid when it is incapableﬁxf performing the contract,
g

likely a complementary bid.
v A company brings multiple bids to a bi d submits its bid only after
determining or trying to determine,
v" A member of the internal, or buys #ently favors one bidder with no clear

rationale or puts hurdles in thges er bidders or of effective mobilization.

A bidder or salesperso

v Any reference to i e or trade association price schedules.

stry
v Any statement indic
v’ Stateme

vendor.
v St

v

ance, nonpublic, knowledge of competitors’ pricing.
the effect that a particular customer or contract “belongs” to a certain

non nou

t a bid was a “courtesy,” “complementary,” “token” or “cover” bid.

indicating that vendors have discussed prices among themselves or have
understanding about prices.

Almost any bidding or contracting situation is susceptible to fraudulent activity.
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Facility managers can benefit by recognizing scenarios, such as the following, where fraud
could happen.

* Few providers — The fewer the contractors, the easier it is for them to work
together and agree on prices, bidding, etc.

e Little product differentiation — The probability for collusion increases if no
products can be easily substituted for the product the buyer needs, or if restricti
specifications exist for the product being procured.

e Standardized products — The more standardized a product is, the easier |
competitors to reach agreement on a common price structure.

¢ Repetitive purchases — The probability of collusion increases as ve
familiar with other bidders, which can result in opportunities for sharing

e Strong ties — The probability of collusion increases when co

tors kn
other through social connections, trade associations, I% iacss

transactions, or employee migration among the comp

Organizations stand to derive many benefits from recognizj raud may occur

during bidding and award of contracts. Awareness a‘ r ntrols are not enough
to ensure the successful execution of a contract. Facjk ed to provide ongoing

assurance, which is the next topic for discussion.

D

Principles of Contract Fraud Control B

Fraud should be deterred; prevention is preferable to detecti
preventive controls should be applied.

» Segregation of duties

» Proper authorization

» Competitive bidding/tendering

» Documentation and record keeping

» Change order controls

» Budgetary controls

aware of how fraud could occur, facility managers should consider
internal controls to deter and prevent the risks in FM contracting.

organizational information, promote accountability, and prevent fraud. In

ition to preventing fraud, these controls can help streamline operations and improve
ational efficiency. The effectiveness of internal controls depends on human judgment.
herefore, facility managers should encourage their staff to follow them.

Although no two systems of internal controls are identical, standard principles for FM, such
as the following, should be in place to make fraud and error manageable.
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Segregation of Duties

Segregation of duties helps to reduce the likelihood of errors and lowers the risk of fraud

by dividing tasks of a key process among two or more individuals or departments.

Example: In the procurement process, one individual requests the work and another person
authorizes payment.

Proper Authorization

Proper authorization prevents invalid transactions from occurring. This ens
activities adhere to established guidelines and goals and prevent fraud or theft.

individuals authorize certain types of transactions, which confirms an ity has¥®een

seen, reviewed, and approved by the right person before it is proc id.

Example: The supervisor reviews and approves an employee t f

supplies. The approval is not returned to the requestor bu
the order. X 2

rdering cleaning
ther employee to place

Competitive Bidding/Tendering

owest possible cost. Competitive bidding
allows transparency, equality of @ d the ability to show that the outcomes
represent the best valu Cisi®

level authorization.

ation and Record Keeping

ng internal controls rely on supporting documentation to detail the basis for decisions
transactions. Uniform and consistent documentation also ensures conformity with
anizational policies, practices, and compliance with laws and regulations.

Example: Documentation and record keeping of a large capital construction project supports
accurate financial reporting and compliance with associated laws and regulations.
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Change Order Process

A change order is the written document signed by the contractor, designer, and owner that
allows for changes involving cost and time. As an amendment to the contract, it changes
the contractor’s scope of work. A change might be adding a window where there was none

in the original plans.

Example: An omission in the original plans reveals an organization has an inefficient ct®¥hg
order process which caused schedule delays and affected service quality. An audi 0
triple payment for a piece of equipment, which included two times through c
organization updated its change order process to speed up schedule delay
cost validation and comparison to costs listed in the original bid.

Budgetary Controls

A budget is a formal, numerical expression of how an organi r aart of the

organization, expects to operate for a defined period. This e resources and
commitments needed to satisfy the identified goals well as the sources of
funding required to provide those resources. Bud
manager uses a budget to check and control ¢ operations in an accounting period.
For instance, it is a process for facility mana et Mnancial and performance goals with
budgets, compare the actual results, andem rmance as needed. Having budgetary

controls helps to minimize potential ¢ uce security gaps.

Example: A facility manager setg
and control costs relate
to be accountable for

v.
A

h bu

t activity and to separate administration of the budget.
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Facility

Progress Check Questions

1.  What statement best defines a Statement of Work?

a. A supplement to the Scope of Work that has detailed provisions for specific goods
and services the outsourcing firm is to provide.

b. A document that states the legal framework of the general terms and conditi
that apply to all the work the demand organization is requesting of the
outsourcing firm.

c. A document used for service contracts that describes the services

organization expects the supplier to perform.

d. A legally binding obligation deriving from actions, conduct, ircumst s of

one or more parties in an agreement.

2. Responsibility for contracts requires knowledge of contrac i gies. What does

n@consequences of their
actions in the contract.
b. A colleague who can sign a contract orge of the facility manager who is not
available at the time.
or

the term competent party mean?

a. A responsible minor, who fully understands

¢. Anindividual who has the leg sign on behalf of an organization or

a [
another person.
d. A facility manager who ' understand the legalese but has successfully
used the same ¢ C rou¥times.

3. What type of contr equiEs a contractor to successfully perform the contract and

deliver supplies or serviCes for an agreed price?

ent Contract

Contract
ook Contract

What internal control principle helps facility managers prevent contract fraud?

Standardized products
b. Fixed price contract

c. Separation of duties
Purchase order
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5. What is NOT a typical element of a contract?

a. Mutual agreement
b. Consideration

c¢. Competent parties
d. Security services

6. What statement best describes contract administration?

Any action from the time a contract is awarded until its closeout.

a.

b. The maximum level of service acceptable to meet customer needs Q
c. Specific information on the product or service to be delivered.
d. Framework for assessing the standard and quality of service%ed.

7. All of the following components are generally included inge, ice\@Wel Agreement,

except for which one?

a. Pricing and the quality of the service ¢
b. Customer rating and feedback

c. Description of the scope of services to beglovi
d

RFP response procedures and deadlin

8. What statement best describes con

a. A work/service arrangement W g suPplier costs are not finite.

b. The point where termin bons of the contract have been met.

c¢. Framework for in ndard and quality of service provided.

d. Arrangement Wihere cqgtracting manager decides no contract type is suitable
9. What are rnatives to going to court to resolve a conflict?

a.

b g clear and comprehensive service level agreements.

or reducing the negative impact of a risk event.
eering a smooth transition to a new contract.

©2020 IFMA
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10. What is the submitting a dispute to one or more qualified and impartial persons for a
final and binding decision known as?

a. Arbitration

b. Graduated process

c. Management escalation
d

. Mediation Q
11. What is it called when the final resolution process allows the parties to work Q

with the assistance of a trained facilitator?

a. Arbitration

b. Mediation

c. Management escalation
d. Graduated process

12. What statement best describes mediation?

a. Alternative to going to court to resolve a c
b. Proper authorization to prevent invalid tra
c¢. Coordinated activities to direct and co organization regarding risk.
d

Process to help the parties find a Uk acCEptable resolution to a dispute.

13. What statement best describes arfai

a. Alternative to going to Plve a conflict, dispute, or claim.

b. Like a trial in tha opeMing statement and present evidence.

c¢. Coordinated a ¥Ct and control an organization regarding risk.

d. Process to hel s find a mutually acceptable resolution to a dispute.
14. What st t best describes dispute resolution?

0 going to court to resolve a conflict, dispute, or claim.

ent, antagonism, or argument between two people or groups.
s taken to avoid, reduce, or control the impact of a risk.
iderations to make a smooth transition to a new contract.

\What statement best describes risk assessment?

a. Measures taken to avoid, reduce, or control the impact of a risk.

b. Classifies potential risks by an organization’s business activities.

c. Evaluates the potential risks that may be involved in a projected activity.
d. Identifies ways to prevent risk exposure for a project.

©2020 IFMA
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Facility

16. What risk response(s) should a facility manager consider after identifying a risk?

a
b.
C.
d

Avoid

Control or reduce
Share or transfer
All of the above

17. What is included in Reputational Risk?

©2020 IFMA
All rights reserved

a
b.
C.
d

Discrimination against minorities
Categorization of risks

Risk probability and impact
Correct risk response plan
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Progress Check Question Answer Key

Chapter 1: Finance and Business in the FM Q
Organization
Finance and Business Overview
1. d
2. b
3. ¢ \
Fundamental Accounting Concepts

c AN
i‘ {\Q

4. c

W=

Chapter 2: Financi agement of the

FM Organizatio
Budgets and BUdGb
b v

tatements

wonp o=

ina

A\

4.
5.

o Q

oY)
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Chapter 3: Fundamental Cost Concepts,
Containment Strategies and Chargebacks
in the FM Organization

Fundamental Cost Concepts Q
. b
. d w

1
2
3. ¢
4

. a

Cost-Containment Strategies
1. b
2. b

Chargebacks \
" Q

2. a

3. ¢ @

4. b

Chapter 4
Document

ases, Supporting
and Financial Reports

Developl siness Case

usmess Case Financial Data

1. b
2. b
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3. a
4. a
5. ¢
Chapter 5: Procurement in the FM Q
Organization w
Procurement Procedures Q
1. ¢
2. d
3. b \
4. ¢
5 a
Facility Management Outsourcing Q
1. ¢ \
2. d
3. b
4. a
5 ¢
Chapter 6: ts in the FM
Organizati
Contract ent, Management and Oversight
1.
e ontracts
1. ¢
. C
3. d
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Facility

Contract Administration and Monitoring

1. a
2. d
3. b

Resolving Vendor Conflicts

1. a

z Q
5 v

Analyzing and Interpreting Contract Risks Qc
1. \

o
2. d
3.

a <
&

v.
A

S T
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Glossary

Contingency agreement

States which actions under certain conditions will result in specific outcomes.

Business Process Outsourcing (BPO)

This model is a method of subcontracting various business operatio

X

ty f consideration

suppliers.

Agreement to enter into the contract

Once both parties understand the deal and understand

will be exchanged by each party, they are ready to for ment. The parties
demonstrate that negotiations have ended, and®ha has been reached
when the parties sign the contract.

Authority level of purchase

Lists the individuals in the demand atl ho have the authority to approve
f

and sign documents related to the

Bid rigging o

An illegal practice in W@ich c@hpeting parties collude to determine the winner of a

the procurement process.

bidding process.

Bilateral con

The,mo of binding contracts, an agreement between two parties that
' c&sions or obligations owed by both sides of the contract.
Qgetary control
rs to how well a manager uses a budget to check and control costs and
perations in an accounting period.

Build-Operate-Transfer (BOT)
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This is a model used to finance normally large scale, greenfield infrastructure
projects developed through public-private partnerships.

Competent parties

Competent parties are those persons legally and competently capable of entering

into agreements enforceable by law. Also, each person who signs the contract nflist
have the legal authority to sign on behalf of an organization or another pe or
example, minors cannot enter into contracts without the signature of a gar

guardian.

Consideration
Consideration is what each party to a contract gets or exgec m the

contractual deal. Once the parties have met, they must e ch'¥rge something

of value to create a contract. This includes goods or do something, for

example, the price paid by one side and the gootigsu the other. The Latin

term quid pro quo, meaning “something for s th g, e used to refer to

Qns will result in specific outcomes.

A contract is a legal ice u by two or more persons or entities to indicate they

contract consideration.

Contingency agreement

States which actions under certai

Contract

have reached_an agreemeMt. A contract is legally binding. It provides terms and

conditions t ibe the agreement and constitute a legal obligation. To be

contract typically requires the following elements.
onitoring
ring contract execution review and approve contractor costs. This

udes cutting unnecessary costs involved in the project.

ontract performance monitoring
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Facility

An essential part of proper contract administration. It helps to:
- Confirm the contractor performs its duties and obligations per the contract terms.
- Find and address any developing problems or issues.

- Find planned and unplanned modifications that may arise throughout the contract Q
term.

- Negotiate and process contract change orders.

cost control
Manages the delivery of a project within the approved budget. w
Delivery Date \
&@Aed to be
nwact.

The delivery date is the actual date the goods or service

delivered to the demand organization in fulfillment o

*

§

nergy consumed by all processes

Dispute-resolution clause

Determines how parties will resolve dis

Embedded energy

The energy used to create an ol

associated with the productio g, landscape, or site starting with the

acquisition of natural W roduct delivery. Also referred to as embodied
energy.
EPP - Envir tally Preferred Purchasing

The p
andasbe nWlent when compared with competing products or services.

products or services that have a positive effect on human health

C ntract

ontract that has been fully performed by both parties.

Xpress contract

A voluntarily entered-into contract agreed on either verbally or in writing by two or

more parties.
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Facilities Management Outsourcing

Refers to transfer of management and decision making to a third-party outside of
the organisation.

Facility Management Agent

An entity having and exercising the right of general control, authority, judgmen

and discretion over the business or affairs of an organization.

Facility Management Contractor

An entity that contracts to provide facility services to a demand,organizat nd is

accountable for contract performance.

Freelancer

An independent worker who earns wages on a w—j q -task basis, typically

for short-term work. \

Implied contract

A legally binding obligation deriving f s, conduct, or circumstances of one

or more parties in an agreement.

Indoor environmental quali

The strategies and sygiems provide occupants with a healthful, comfortable,
and safe workplace. It focuses on temperature and relative humidity,

indoor air q , lighting, noise, and cleanliness.

rs to bid on a contract for goods, services, or work the organization is
fulfill.

estone Date

A milestone date is when a partial delivery of goods or services is expected.

Mutual agreement
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Is an express or implied agreement that helps ensure that both parties understand
and agree to the essential details, rights, and obligations of the contract. While this
may seem obvious, a mutual agreement should explicitly clarify the terms of the
deal so that when the parties subsequently agree to formally enter into the

contract, they are agreeing to the same thing. For example, a contract is a mutu

all
binding legal document between a demand organization and an outsourcing fi
to obtain goods or services under specified terms and conditions. A purch er
when accepted by an outsourcing firm is a type of contract.
Mutuality of remedy w
Both parties must have an equal right to remedy a breach of te by the Bther
party. All parties agree to the same terms for remedy.
Packaging
Serves to protect the product inside. The packag*% environmentally
% b

ation reaches formal agreements for the

friendly, biodegradable, preferably composta eusable, and non-

toxic.

Procurement
The systematic process by which
purchase of the supply of god
Procurement Metri

The metrics by which the
Metrics mig

ducts or services results will be assessed are listed.

the frequency and level of detail of performance, quality, or
costd

I

TP MmOl works as a specialized outsourcing center designed to complete work
mptly and at a fixed cost.

roper subject matter

The contract has a lawful purpose.
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Quasi contract

A retroactive agreement between two parties who have no earlier obligations to
each other. Also known as an implied-in-law contract.

Rapidly renewable resources

Includes linseed, straw, cotton, wheat, sunflowers, natural rubber, bamboo, and

cork. These can produce green building products, such as linoleum, straw
cotton bat insulation, wheatboard panels, bamboo cabinetry, cork flogas

based foam release agents and fabrics.
“, pply, or

Request for quotation (RFQ)
A process in which a demand organization asi&;\m lers and contractors to
S

send price quotes and bids to fulfill certain rojects.

Request for proposal (RFP)

An official statement to vendors about the business acti

service required.

Risk assessment

|dentifies and analyzes potentb at may negatively impact individuals,

assets, or the environ
Risk category

The classific of risks by an organization’s business activities, providing a

structured o the underlying and potential risks faced by a business.

Ris
or identifying and recording potential risks that can affect the
esstll delivery or completion of a project.

egregation of duties

Helps to reduce the likelihood of errors and lowers the risk of fraud by dividing

tasks of a key process among two or more individuals or departments.
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Statement of Work (SOW)

A listing of the specific tasks the supplier is to perform. It describes the work
requirements or tasks, the performance, and design expectations for a project.

Straight-line depreciation

Straight line depreciation is the default method used to recognize the carrying
amount of a fixed asset evenly over its useful life. It is employed when ther,
particular pattern to the manner in which an asset is to be utilized ov

QY

the straight-line method is highly recommended, since it is the easiedpdelecjation

X

Provides standards for green buildings and other sustaiggb™@e stahdards

method to calculate, and so results in few calculation errors.

The Leadership in Energy and Environmental Design

organizations. ¢

Total Facility Management Contract &‘\

Details the demand organization’s outsourci{y o its FM requirements and

responsibility to one FM service provi d price.

Unilateral contract

An agreement in wh'ch(Qe pdfty who makes the offer) promises to pay
rs.

after a specific act oc

Valid contract

Contains all d elements and is legally enforceable in court. It creates

etween parties to the contract.

"hidden” in the products, services, and processes people buy and use
day. The end-user of the product or service does not see virtual water. It is
nsumed throughout the value chain, which makes creation of the product or

service possible. Also referred to as embedded water or indirect water.

Void contract
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A formal agreement that is effectively illegitimate and unenforceable from the
moment it is created. A void contract can happen when one of the parties involved
is incapable of fully understanding the implications of the agreement.

Voidable contract

A formal agreement between two parties that can be cancelled or altered for
qualified legal reasons.
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Index

accelerated depreciation, 118
accounting, 11
accounting cash basis, 12

accounting cycle, 40 Q
accounting double-entry, 13
accounting principles for financial statements, 43 Q

accounting records, 28

accounting standards, 26

accounting, accrual basis, 11

accounting, financial, 14

accounting, goals of accounting system, 19

accounting, management, 16 v
accrual basis accounting, 11

acid-test ratio, 128 4

activity method, 118

activity-based budgeting (ABB), 78 &
activity-based costing (ABC), 155 *

activity-based costing advantages/disa
activity-based costing allocation, 157
activity-based costing apportion
allocation base, 148 0
Amortization, 11

annual budget analysis,

annual work plan (AWP), 62
Asset, 11

erage inventory turnover, 129

b ce sheet, 11, 104

alance sheet assets, 104
benchmarking, 210

benchmarking, and business case, 210
Benefit-cost ratio, 11
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benefits/costs, quantifying in business case, 196
best value, 208

blanket purchase order (BPO), 273
budget, 11

budget analysis, 82

budget approaches, 54

budget assumptions, 56

budget closeout, 84

budget methods, 76

budget monitoring, 82

budget periods, 75

budget types, 60

budgeting, 52

budgets, expense projections, 74
budgets, revenue projections, 73
business case components, 188
business case sample, 189
business case, costs/benefits, 196
capital asset, 67

capital assets, 12

capital budget, 12, 67

capital expenditure, 67

capital investments, 197

capital investments an
capital investments an
capital investments and risk,

capital invest time value of money, 197

sh disbursement journal, 34
flow, 12
sh flows, forecasting, 122

cash receipts journal, 34
change order controls, 321
chargeback systes, 176
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chargebacks, 174

chargebacks, advantages and disadvantages, 175
chargebacks, facility manager's role, 181

chart of accounts, 12, 29

combined budget approach, 55

combined budgeting, 56 Q
combined iterative budget approach, 56
comparability, and generally accepted accounting principles, 27 Q

competent parties, in contracts, 255
competitive bidding/tendering, 320
consideration, in contracts, 255

consistency, and generally accepted accounting principles, 27
contract consideration, 255

contract dispute resolution, 296

contract duration, 308

contract renewal options, 308

contracts, competent parties, 255

contracts, fixed price, 281

contracts, indefinite delivery quantity, line it
contracts, national buy, 283

contracts, prevention of fraud and irre@gla .3

contracts, proper subject matter,

contracts, risk managem 0
contracts, service level flreemegis,
contracts, service speci ionsgws0

cost, 12

cost accumul

st measurement systems, 151
object, 148

st tracing, 152

cost, unit, 152

costing, job order, 153

costing, process, 154
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costs, assigning to cost objects, 150
costs, differential, 160

costs, direct, 150

costs, fixed, 148

costs, indirect, 150

costs, mixed, 149

costs, opportunity, 160

costs, sunk, 161

costs, total, 149

costs, use in decision making, 160
credit, 13

current ratio, 127

debit, 13

depreciation, 13, 114
depreciation and tax rules, 118
differential costs, 160

direct costs, 150

dispute resolution, 296

documentation and record keeping in fraud .3
double-entry accounting, 13

due diligence, and capital projects, 1

earnings before interest and taxeg )
earnings before interest, el
equity, 14
European Committee fo n ization (CEN), 87

expense projegtions, 74

expenses, 14
accounts, 30
atements, 97

ance, 10
filWgcial accounting, 14, 20

ancial leverage, 14, 105

financial statement ratio analysis, 126
financial statement, income statement, 101
financial statements, 14
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financial statements, balance sheet, 104
financial statements, notes, 113

financial statements, pro forma statements, 121
financial terminology, 11

fixed budgeting, 74

fixed costs, 15, 74, 148 Q
fixed price contracts, 281

fixed price/fixed sum/lump sum contract, 281

forecasting, 52

forecasting cash flows, 122

fraud indicators, 317 !

fraud, change order controls, 321
fraud, competitive bidding/tendering, 320
fraud, documentation and record keeping, 320

full disclosure, 45 :
future value (FV), 196 ‘
generally accepted accounting principles (GAAP), 1 \
Generally Accepted Accounting Principles (GAA &
gross profit margin, 130
hard costs, 146
historical cost, 44 Q
O

IFMA FMP Credential Program,
income statement, 15, 1Q,

tements, 96
rn (IRR), 15, 203

itation to tender (ITT), 228
joNgrosting, 153

b order costing, 153

journal, 15, 33

journal entry, 15

journal, cash disbursement, 34
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journal, cash receipts, 34

journal, inventory purchases, 34

lease or purchase considerations, for capital assets, 120
ledgers, 36

liabilities, 16

liabilities, in balance sheet, 104

liabilities, in chart of accounts, 29

life-cycle, 16

life-cycle costing, 16 Q
liquidity/short-term debt ratios, 127
management accounting, 16, 20 !

matching principle, 116
midyear budget analysis, 83
mixed costs, 149

Modified Accelerated Cost Recovery System (MACRS), 118@:

monthly budget analysis, 82 4

mutually exclusive vs. independent capital inve &}
national buy contracts, 283
national buy/national standing offers, 2

S

nature of work, in facility manageme

multinational budget considerations, 86

net assets, in chart of accounts,
net present value (NPV), 3
net profit margin, 131

notes to financial state

one-time purcRase order, 2

operating bu

rticipative budget approach, 55

ack method, 204

resent value (PV), 17, 196

prevention of fraud and irregularities in contracts, 314

pricing and costing options, in facility management contracts, 307
pro forma statements, 121
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process costing, 154

procurement, sustainable practices, 223
profitability ratios, 130

profitability ratios, gross profit margin, 130
profitability ratios, net profit margin, 131
profitability ratios, operating profit margin, 130
proper subject matter, in contracts, 256

quarterly budget analysis, 83

quick ratio, 128

ratio analysis, 126

ratio analysis, and facility management metrics, 135
ratio analysis, asset management ratios, 129

ratio analysis, liquidity/short-term debt ratios, 127
ratio analysis, profitability ratios, 130

ratio analysis, return-on-investment ratios, 132
relevance, and generally accepted accounting princi&
relevant range, 148

reliability, and generally accepted accounting pig &2
reputational risk, 309

request for proposal (RFP), 228

request for quotation (RFQ), 228
return on assets (ROA), 132
return on capital employ

return on equity (ROE),
Return on investment (

identification, 301
rl anagement, 300

sk response, 303

risk, reputational, 309
Sarbanes-Oxley Act (SOX), 96
scenario analysis, 213
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scope of services, in facility management contracts, 304
sensitivity analysis, 212

service and resource flexibility, in facility management contracts, 308
service contracts, 274

service failure, 309

service level agreements (SLA), 275

service specifications, 280

short-term debt ratio, 127

soft costs, 146

state/cross-border benchmarking/budgeting, 87
statement of cash flows, 17, 110

statement of shareholders’ equity, 17
straight-line depreciation method, 117
strategic planning, 51

subcontracting, 305

sunk costs, 161 4

time value of money, 18, 198 \

total costs, 149 &

traditional cost measurement systems, 153
traditional costing, 153

trial balance, 18, 42

types of bonds, 304
unit costs, 152

variable budgeting, 74
variable costs, 18, 75

vendor comp failure, 30

vendor confli

ro-based budgeting, 18, 77
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