
Six Sigma Project 

Financial Valuation Guidelines

General Background

It is the intent of Six Sigma that problem resolution projects should address the needs of the business in terms of its key goals and objectives. The Six Sigma effort is primarily aimed at eliminating inefficiencies, problems and defects associated with our products and services that increase costs but add no value to the product or service provided.  Spending reductions that improve the P&L Vis a Vis the actual incurred costs, not cost avoidance, are the primary targets of this effort.  The emphasis is on eliminating defects (inability to meet current or achieve new levels of expectations or requirements) that cause our processes to cost more than they should.  

The finance organization and specifically the Finance Rep, has a significant role in the successful application of Six Sigma. As a general rule, a Black Belt’s project should have a beneficial impact in terms of reduced cost of operation to the company. Finance’s goal is to assist the Champion and the Black Belt to create and measure value from the Six Sigma initiative. Sometimes the financial benefit resulting from the improvements are not immediately apparent to the Champion or the Black Belt, it is appropriate for the Finance Rep to help them identify the areas of financial benefit to be obtained.

These guidelines establish the definitions of savings types and the general approach of the valuation process for Six Sigma projects. These guidelines are put into practice through the use of defined analysis worksheets and a project tracking and reporting system.

Finance Responsibilities

The Finance organization has the following responsibilities:

· Acts as a local expert/consultant in the financial definition and forecasting of projects.

· Ensures that the financial management of the Six Sigma project is per the Six Sigma handbook.

· With input from the Champion determine whether the savings are potential savings, hard savings or soft savings.

· Ensure that the savings being reported are net of any added expenses due to the elimination of the defect

· As projects evolve and assumptions change, work with Black Belts to update the financial information. 

· When the project advances from the Control Phase into Realization, the process owner takes ownership for ongoing tracking from the Black Belt and provides the inputs to Finance 

· Ensure that the actual realization of the savings can be tracked and periodically audited

· Participate with the company-wide Finance Representatives team to grow and improve the financial processes that support Six Sigma.
· Finance has the only authority for determining and reporting savings from Six Sigma projects
Financial Measurement

In cooperation with the Black Belt, the Finance Rep must identify the financial measurement of the improvement being made.  

· The Black Belt must determine the method to be used to measure the process output characteristic (Y1,Y2, etc) that requires improvement to justify the savings forecast

· The Finance Rep must determine the method to be used, during the Realization Phase of the project, to monitor and verify the ongoing savings accumulation.  

· It is expected that the Black Belt, the Process Owner and the Finance Rep will use the same method for verification of the improvement.

· After identifying the method for tracking the improvement, the Finance Rep must validate the cost savings of the improvement as proposed by the Black Belt.

· The Savings is then calculated by determining the cost benefit from the original baseline performance to the new improvement goal.

The Finance organization has five measurement periods during the life cycle of a Six Sigma project as follows:

1. Initial forecast – Made during the Define phase to estimate the potential benefit of the project with existing data (baseline performance and the objective statement), The confidence of this forecast is 80%. The Champion is the primary owner of the integrity of the forecast at this point.


2. Validated forecast – Made at the end of the Measure phase to validate the savings potential of the project. Because of the increased amount of data available due to the work of the Black Belt, the confidence of this forecast is around 90%.

3. 
In process forecast – Through the Analyze to Control phases the Finance organizations logs savings, called actual prior to realization, which occur prior to the completion of the project. Additionally if the Black Belt believes that the Validated forecast made at the end of the Measure phase has change by more than +/- 25%, the project is re-validated by the Finance organization. This is done to maintain the accuracy of the combined forecast of all the projects that are being worked on.

4. Final forecast – This forecast is made at the end of the Control phase based on the latest information from the project. At this point the level of actual improvement is usually known and the cost savings, as a result the confidence of this forecast is around 95%

5. Realization tracking – For the first two months following the implementation of the solution to the problem, project has left the control phase and moved into the Realization phase, the Black Belt will check the metric(s) to determine the amount of savings actually realized on a monthly basis. For the remaining 10 months of the Realization phase, the Finance organization will check the metric(s) to determine the amount of savings actually realized on a monthly basis. The data for the metric(s) will come from the Process Owner of the area that was improved. 

Savings Categories

Cost avoidance is not an appropriate metric for determining Six Sigma savings.  The primary savings category is hard savings, savings that contribute and are traceable to profitability of the company as a whole, for a period of 12 months upon entering the realization phase. The vast majority of Six Sigma projects are straightforward reductions of spending and result in hard savings. Second is potential savings, which is similar to hard savings except some action must be taken to realize the savings and third is soft savings. Soft savings generally are hard to trace, but a realistic approximation of the benefit can be made. Hard savings will be the metric that is reported as the benefit of the project and soft savings will be a reference metric indicating that our projects have a form a value that is not measurable in hard dollars.

Hard Savings

P&L Savings
Savings, which flow to Earnings Before Interest & Tax and c
an be tracked and reported by the Finance organization. It is
 usually a reduction in labor, material usage, material cost, or overhead. 
If revenue is increased, then the current rate of the company’s %EBIT can be considered as savings. It 
can also be the cost of money for reduction in inventory or assets.

Example 1.

A Six Sigma project reduces the amount of labor required to perform an operation or operations. As a result a resource, the person, becomes excess to the current need. If that person is removed from the company, then the hard savings results from netting the employee’s salary against their severance package. If the person remains in the process and the additional labor remains, then this is no savings. If that person fills another job for which there is a beneficial need, then it is a hard savings, i.e., we made beneficial utilization of that asset. A job with a beneficial need is defined as a job which either has an open requisition which is filled by the excess person, a growth in the output which utilizes that person or an addition to the process which utilizes that person.

Balance Sheet Savings

Generally, balance sheet changes are not considered hard savings.  It is not the reductions in the assets that are the savings, it is the cost of capital associated with the asset reduction.  For all balance sheet improvements, there is clearly a “cost of money” improvement to the P&L. The “cost of money” credit as hard savings will be calculated at the current interest rate as a WACC calculation.  We must be able to demonstrate that the working capital clearly has left our process, not merely been pushed forward or backward in the supply chain.

Savings in Capital Spending

If a process has been improved so that $24M of budgeted capital additions will not have to be purchased, it is not appropriate to call the $24M hard savings if they were never budgeted. If they were budgeted and not spent, then only one year of amortization can be used for calculating savings. 

Potential Savings

Savings opportunities, which have been documented, but require some form of action before any actual savings can be realized. An example is capital equipment, which has been categorized as excess due to increased efficiencies in the process. If we only take the equipment out of service, i.e. move it to a warehouse, the savings for the equipment cannot be realized if we are still paying for the equipment. It has the potential for generating savings if it could be sold or put back into gainful reutilization because of increased customer demand. Some form of a management decision or action is generally required to turn potential savings into realized savings.

Example 1.

A Six Sigma project improves the capacity of a test system and ten of the testers now become excess to the need of the production requirements. If those testers are taken off line (storage) then it is considered potential savings. If they are put back on line such that the overall output is increased without buying additional testers, than this project is eligible for hard savings as it relates to the cost of ownership for these testers.

Soft Savings

There are some projects that are chosen because they are the right thing to do for the business where dollar savings or other benefits exist but they are not easily identifiable to the project. When the 
projected benefits have a reasonable probability, i.e. 70% to 80%, that they will occur, a recognition of soft savings benefit will be given. The amount of benefit given will be based on some form of a
 rational/logical savings forecast that has been developed. If a rational/logical forecast can not be developed the 
assessment of the benefit may be viewed in terms of strategic value to the company, improving customer satisfaction, ease of doing business, etc.

Example 1

A process is optimized so that it is easier for the customer to do business with us. It is believed that this improvement will increase the amount sales from our customers because it will be easier for them to order, receive and pay for product.

A projection of an additional 10% increase in sales is forecasted. However, there are too many other factors present to be able to determine that an increase, if any, was directly because of the optimization. However, this project has strategic value by creating a more value/satisfaction added experience for the customer.
Cross Divisional Savings

Some Six Sigma projects will be initiated at one division and will produce benefits at another division as well as the division where the project was initiated.  The Champions in the two operations should jointly determine which Champion will be responsible for the project and that Champion then assigns the project to one of his/her Black Belts.   There can only be one owner for a project and we don’t want to initiate duplicate projects.

When this is done, the Finance Rep for that project will coordinate with the Finance Rep at the other division to determine how the savings are going to be tracked. The two Finance Reps must establish a mechanism for the tracked savings to be reported.  There is no formal procedure for the Finance Reps to follow in this situation, and the practice may well vary by organization.  However, the validation of the savings forecast must be done by the Finance Rep who is expected to track the realization of the savings. The responsibility for tracking the savings will be the site that directly incurs the benefit. To promote cross-divisional and site improvement efforts, the amount of savings from such projects will be split evenly between the two sites/Champions unless otherwise negotiated between the Champions.
Example 1

A Six Sigma project takes place at a Design Center which improves the yield of the product while it is being manufactured at another manufacturing site. Hard savings are affected as the result of a yield improvement. The project was initiated and/or performed at a site different from where the benefit will occur. The primary rule still applies concerning the duration of accumulation which is 12 months after the start of realization. 
Arbitration of disputed savings

Disputes about the determination of any form of savings should be resolved with the Six Sigma Leader, the Champion and the Finance Representative.  The ultimate determination, if a decision can not be made, rests with the business unit’s  controller.

Earnings Definition for Foreign Currencies

The savings are to be calculated in local currency.  For reporting purposes these savings need to be converted into U.S. dollars based on the budget rate of the year the project started.  This will eliminate any effect that the currency market will have on the originally stated savings.

Reporting and Documentation Tools

Our selected tracking  software will be used to track the Six Sigma projects. This tracks all the appropriate information from Recognition to Realization.  This software allows for only one “project owner” with input capabilities at any given time.  Everyone else has read-only capability.  The ownership of a project can be changed periodically; the normal progression of ownership is Champion, Black Belt and then Finance Rep. as discussed below through the various stages.    The “project owner” is responsible for the input of all financials into tracking system once received by the Financial Rep utilizing the Financial Worksheets.   

Financial Worksheets; there are two excel spreadsheets that have been designed for use by the Finance Rep, and then input into the tracking system by the current “project owner”.  

· Six Sigma Project Forecasted Financial Worksheet:  allows for the identification of the forecasted financials for tracking of hard, potential and soft savings and the cost associated with each project.  Each of these savings types will be allocated to appropriate categories.   

· Six Sigma Project Actual Financial Worksheet:  allows for the identification of the actual financials for tracking of hard savings and the cost associated with each project.     


The Finance Rep responsibilities with regard to tracking system and the Financial Worksheets are:

Original Forecast – This forecast is calculated utilizing the Six Sigma Project Forecasted Financial Worksheet.  The Finance Rep completes the Six Sigma Project Forecasted Financial Worksheet as FORECAST #1 and forwards it to the “project owner” (Champion) who is responsible for the input of the values into PROJECT TRACKING SYSTEM.  


Validated Forecast – This forecast is calculated utilizing the Six Sigma Project Forecasted Financial Worksheet.   The Finance Rep completes the Six Sigma Project Forecasted Financial Worksheet as FORECAST #2 and forwards it to the “project owner” (Black Belt) who is responsible for the input of the values into PROJECT TRACKING SYSTEM.   The Finance Rep, Black Belt, along with the Champion and Process Owner(s), are required to sign the Validated Forecast form which is generated by the Black Belt from PROJECT TRACKING SYSTEM.  Upon receipt of signature, the Black Belt enters the Validation status in PROJECT TRACKING SYSTEM.

Project Support While in Progress – If the prior forecast is projected to change by + or – 25%, the Finance Rep completes the Six Sigma Project Forecasted Financial Worksheet as FORECAST #3, #4, #5 (as many times as is required) and forwards it to the “project owner” (Black Belt) who is responsible for the input of the values into PROJECT TRACKING SYSTEM.   Upon receipt and agreement of the worksheet, the Black Belt enters the Validation status of the new value in the project tracking system.  


The Finance Rep monitors project tracking system to ensure that the Black Belt is properly updating the information, with regard to the financial benefits. This includes making sure the forecast details are those that are validated and that the validation status is correct.  

If “Actual Prior to Realization” savings occur (savings dollars realized before the project is complete), the Black Belt and Finance Rep review and discuss these savings.  The Finance Rep completes the Six Sigma Project Actual Financial Worksheet which is forwarded to the Black Belt for input of the values into PROJECT TRACKING SYSTEM.


Final Forecast -This forecast is calculated utilizing the Six Sigma Project Forecasted Financial Worksheet.  The Finance Rep completes the Six Sigma Project Forecasted Financial Worksheet as FORECAST # (whatever the next number is) and then after discussion and review with the Champion and Process Owner, the Finance Rep forwards it to the “project owner” (Black Belt) who is responsible for the input of the values into the project tracking system.   The Finance Rep, Black Belt, along with the Champion and Process Owner(s), are required to sign the Final Forecast form. Upon receipt of signature, the Black Belt enters the Validation status in the project tracking system.

Project Realization – The Black Belt has the responsibility to track and document the actual savings for 2 months into the Realization Phase, after receipt of the Six Sigma Project Actual Financial Worksheet from the Finance Rep.  After this 2 month period, the project will be transferred to the Process Owner for continued tracking over the last 10 months of the Realization Phase.  The Process Owner is now the “owner” of the project, and as the project owner, is now responsible for the regular updating of the project file.  The Process Owner will work in partnership with the Finance Rep to update the project financials.

