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CHAPTER ONE

Overview of
Operational Reviews

This chapter provides an overview of ope:ational review concepts and prin-
ciples and terminology. In an ever-changing economic and competitive en-
vironment, management is looking for more than historical financial data.
Managers need and request iuformation about the internal operations of
their organization, and seek recommendations as to how they can manage
and operate more econoxicaily, efficiently, and effectively. The operational
review process is most helpful and beneficial in the following instances:

* Identifying coerational areas in need of positive improvement—Ilooking
for best practices as part of a program for continuous improvements.

* Pinpointing the cause (not the symptom) of the problem—avoiding quick
fix short-term solutions in favor of longer term elegant solutions.

* Quantifying the effect of the present situation on operations—identifying
the cost of present practices and the benefits to be derived through im-
plementation of best practices.

* Developing recommendations as to alternative courses of action to cor-
rect the situation—identifying best practices in a program of continuous
improvements.




3920 P-01 7/2/02 10:05 AM Page 2 $

OVERVIEW OF OPERATIONAL REVIEWS

This chapter will:

* Introduce operational review concepts and principles.
* Provide an update of the current status of operational reviews.

* Familiarize the reader with commonly used operational review defini-
tions and terms.

* Identify the purposes and components of operational reviews.
* Increase understanding of the benefits of operational reviews.

 Introduce the phases in which a typical operational review is conducted.

Pinpoint the Cause, Not the Symptom,
of the Problem
to Identify the Best Praciice

OPERATIONAL REVIEW CONCITTS

Organizations have been in exisience for thousands of years, some success-
ful and long-lasting, others shori-lived. Through the years there have been no
clear cut criteria or formuia for success. Many business organizations have
been successful througl: such intangible attributes as luck, falling into a mar-
ket niche, being the fir;t, consumer acceptance, and so on. Other companies,
even some usitg the best available business acumen and methods, have
failed miserably.

Identifying, implementing, and maintaining the secrets of success is an
elusive target. Banking on what has worked in the past and one’s own in-
ternal Ouija board are ineffective substitutes for objective internal appraisal
and external comparison and analysis—what is called an operational review.
Operational reviews are becoming the tool of choice for gathering data
related to programs of continuous improvement and to gain competitive
advantage.

Operational review can be defined as a process for analyzing internal op-
erations and activities to identify areas for positive improvement in a pro-
gram of continuous improvement. The process begins with an analysis of
existing operations and activities, identifies areas for positive improvement,

e
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OPERATIONAL REVIEW CONCEPTS

and then establishes a performance standard upon which the activity can be
measured. The goal is to improve each identified activity so that it can be
the best possible, and stay that way. The best practice is not always measured
in terms of least costs, but more often may be what stakeholders value and
expected levels of performance.

The Goal Is to Make Each Activity
the Best Possible—
And Keep It That Way

Operational review processes are directed toward the contiiuous pursuit of
positive improvements, excellence in all activities, and the effective use of
best practices. The focal point in achieving these goais‘is the customer or
stakeholder (both internal and external) who estatlishes performance ex-
pectations and is the ultimate judge of resultznt quality. A company cus-
tomer is defined as anyone who has a stcke or interest in the ongoing
operations of the organization and anv<ne who is affected by its results
(type, quality, and timeliness). Stakenciders include all those who are de-
pendent on the survival of the organization, such as:

* Suppliers/vendors: externi!

* Owners/shareholders: internal/external

* Management/sujervision: internal

* Employees/sutcontractors: internal/external

e Customers/end users: external

Operational review results provide the company—owners, management,
and employees—with data necessary for effective resource allocation and
the strategic focus for the organization. The operational review process
provides for those objective measures to determine the success of the com-
pany’s internal goals, objectives, and detail plans, as well as external and
competitive performance measures. Evaluating a company’s performance
against stakeholder expectations enables the company to pursue its program
of continuous improvement on the road to excellence. Effective operational
review procedures encompass both internal and external needs.

e
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Stakeholder Expectations
Are the Key to Evaluating
the Company’s Performance

Managers or supervisors who are responsible for an operational area have
traditionally maintained the operation as they found it; that is they primarily
accepted the organization, personnel, and functions they inherited. They
were not allowed or did not understand how to make their assigned area of
responsibility more efficient. And many times, there were systems in effect
(such as overcontrolling bosses) that prevented such positive changes. The
purpose of the operational review is to assist managers and operations per-
sonnel in looking at their areas of responsibility from an coerational view-
point. This means that operations are viewed with an-¢ye toward whether
they can be improved so as to be performed more cfficiently, effectively,
or economically.

Given today’s increasingly varied and coinpetitive economic environ-
ment, management places more and more eiphasis on the evaluation of the
economy, efficiency, and effectiveness { the organization’s operations.
Managers and employees of an operational area are often too close to oper-
ations, too resistant to change, too erineshed in daily operations, and so on,
to review their own operations:abjectively. Because both internal and exter-
nal consultants have the fact tinding and diagnostic skills needed to perform
such operational reviews;they are frequently asked to do so. In some orga-
nizations, a separate unit is formed strictly to perform operational reviews.

Operational reviewing got its start when management stopped being con-
cerned solely it veviewing the reporting of information and started won-
dering why a transaction was made in the first place and whether there was
a better way to do it. Operational review is the process whereby the reviewer
determines whether members of management are using the resources en-
trusted to them in the most economical and efficient manner, to achieve the
most effective results of operations.

Why Was the Transaction
Made in the First Place
and Is There a Better Way?
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WHY BUSINESSES ARE IN EXISTENCE

What are some of the reasons an operational review should be performed?
The focus and scope of operations in both the public and private sectors
have changed in recent years. Management has increased demands for more
relevant information on the conduct of its operations and related results
than can be found in strictly financial data. Both business and government
management seek more information with which to judge the quality of op-
erations and make operational improvements. That is why operational re-
view techniques are needed to evaluate the effectiveness and efficiency of
operations.

WHY BUSINESSES ARE IN EXISTENCE

Before even thinking about performing an operational rcview of an orga-
nization, it is necessary to determine why the organization is in existence.
When clients are asked this question, invariably the answer is to make
money. Although this is partly true, there arerceily only two reasons for a
business entity to exist:

1. The customer service business. To provide goods and services to sat-
isfy desired customers, so that tiey will continue to use the business’s
goods and services and refcr it to others. An organizational philoso-
phy that correlates with ‘iiis goal that has been found to be success-
ful is “to provide the nighest quality products and service at the least
possible cost.”

2. The cash comnversion business. To create desired goods and services
so that the"iivestment in the business is as quickly converted to cash
as possible, with the resultant cash-in exceeding the cash-out (net prof-
its or positive return on investment). The correlating philosophy to this
goal can be stated as follows: “To achieve desired business results
using the most efficient methods so that the organization can optimize
the use of limited resources.”

This means staying in business for the long term to serve customers and
grow and prosper. A starting point for establishing operational review mea-
surement criteria is to decide which businesses the organization is really in
(such as the two above) so that operational efficiencies and effectiveness
can be compared to such overall organizational criteria.
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Being in the Customer Service
and Cash Conversion Businesses
Enables the Company to Make Money
and to Survive

BUSINESSES A COMPANY IS NOT IN

Once short-term thinking is eliminated, managers realize they are not in the
following businesses and decision making becomes simples:

* Sales business. Making sales that cannot be collected profitably (sales
are not profits until the cash is received and all-the'costs of the sale are
less than the amount collected) creates only nanerical growth.

* Customer order backlog business. Logging customer orders is a paper-
work process to impress internal manpagzement and outside shareholders.
Unless this backlog can be converted-into a timely sale and collection,
there is only a future promise, which may never materialize.

* Accounts receivable business. Get the cash as quickly as possible, not
the promise to pay. But'temember, customers are the company’s busi-
ness; keeping them iti-business is keeping the company in business.
Normally the company has already put out its cash to vendors and/or
into inventory: It :nay even be desirable to get out of the accounts re-
ceivable business altogether. This is particularly true for small sales
where the amount of the sale is less than the cost of billing and collections
or where major customers (e.g., 20 percent of all customers equal 80
percent of total sales) are willing to pay at the time of shipping or receipt
as part of price negotiations.

 Inventory business. Inventory does not equal sales. Keep inventories to a
minimum (zero if possible). Procure raw materials from vendors only as
needed, produce for real customer orders based on agreed-upon delivery
dates, maximize work-in-process throughput, and ship directly from pro-
duction when the customer needs the product. To accomplish these in-
ventory goals, it is necessary to develop an effective organizational life
stream that includes the company’s vendors, employees, and customers.

e



3920 P-01 7/2/02 10:05 AM Page 7 $

BUSINESSES A COMPANY IS NOT IN

* Property, plant, and equipment business. Maintain at a minimum: be
efficient. Idle plant/equipment causes anxiety and results in inefficient
use. If it is there, it will be used. Plan for the normal (or small valleys) not
for the maximum (or large peaks); network to out-source for additional
capacity and in-source for times of excess capacity.

* Employment business. Get by with the least number of employees pos-
sible. Never hire an additional employee unless absolutely necessary;
learn how to cross train and transfer good employees. Not only do people
cost ongoing salaries and fringe benefits, but they also need to be paid
attention, which results in organization building.

* Management and administration business. The more an organization
has, the more difficult it becomes to manage its business. It is easier to
work with less and be able to control operations than.“o spend time man-
aging the managers. So much of management becomes getting in the way
of those it is supposed to manage and meetirg yzith other managers to
discuss how to do this. Management becon.=s the promotion for doing.

Knowing the Busiie:ses Not to Be in
Keeps the Compa=y in the Businesses
It Sculd Be in—

And 19 Grow and Prosper

If an organizatioi: accomplishes both of these goals successfully (paying
attention to its.business and staying out of the businesses it should not be
in), it will more than likely (outside economic factors notwithstanding)
grow and prosper through well-satisfied customers and keep itself in the
positive cash conversion business in spite of itself.

Of course, a company also has to stay out of the numbers business—that
is, looking at short-term reporting criteria such as the amount of sales, back-
log, locations, employees, and the big devil, “the bottom line,” that others
judge as success.

The company must decide which of the above factors it wishes to em-
brace as organizational criteria, which ones it decides not to include as cri-
teria, and which additional criteria to include. These criteria become the
overriding conditions upon which the company conducts its operations and
against which it is measured.
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SOME BASIC BUSINESS PRINCIPLES

Each company must determine the basic principles which guide its opera-
tions. These principles become the foundation on which the company bases
its desirable operational practices. Examples of such business principles
include:

* Produce the best quality product at the least possible cost.

* Set selling prices realistically, so as to sell all the product that can be
produced within the constraints of the production facilities.

* Build trusting relationships with critical vendors; keeping them in busi-
ness is keeping the company in business.

* The company is in the customer service and cash ccnversion businesses.

* Do not spend a dollar that does not need to bz sgent; a dollar not spent
is a dollar to the bottom line. Control costs efiectively; there is more to
be made here than increased sales.

* Manage the company; do not let it manage the managers. Provide guid-
ance and direction, not crises.

* Identify the company’s custoiners and develop marketing and sales plans
with the customers in mind. Produce for the company’s customers, not
for inventory. Servethe customers by providing what they need, not by
selling them what the'company produces.

* Do not hire enrplojees unless they are absolutely needed; and only when
they multipic the company’s effectiveness so that the company makes
more from them than if they did it themselves.

» Keep property, plant, and equipment to the minimum necessary to main-
tain customer demand.

* Plan for the realistic, but develop contingency plans for the positive
unexpected.

Basic Business Principles
Guide the Company’s Operations
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CRITERIA FOR ORGANIZATIONAL GROWTH

There seems to be an organizational trend toward empire building, par-
ticularly from the top, and the power and control that comes with it. Even
with present movements toward downsizing, restructuring, reengineering,
and so on, with their emphasis on getting by with less people and resources,
those in power are trying to hold onto unnecessary empires of people and
budget allocated resources. While management will agreeably reduce an-
other manager’s empire, there is considerable resistance when it comes to
reducing the size of their own area. In many instances, even with short-
term remedies at people reductions, there still remain unnecessary (non—
value-added) individuals and layers of organizational hierarchy. Operational
review principles, with its basic principle of doing the right thing, assists
in building economic, efficient, and effective organizations, and maintain-
ing them properly at all times using the correct techniques {best practices)
for the situation. Operational review techniques asgi:t the company in
identifying its critical problem areas and then in treating the cause of the
problems, not merely the symptoms of the probicius. With sensible busi-
ness principles as the hallmark for the compz:.v 5 operational criteria, the
company can set a clear direction for positiye inovement and avoid merely
improving poor practices. Clear business.niinciples that make sense to all
levels of the organization allow the Cciipany to identify and develop the
proper organizational criteria. In this manner, everyone in the organization
is moving in the same desired.Girection.

CRITERIA FOR QORGANIZATIONAL GROWTH

An organization may choose to implement numerous criteria in its program
of continuous improvements leading toward organizational growth. As part
of conducting an operational review, the reviewer must be aware of these
criteria to be successful in addressing the company’s desired direction, in
total or by business segment or function. Some of these criteria include:

¢ Cost reductions
¢ Price increases
¢ Sales volume increases

* New market expansion
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* New distribution channels

* Market share increases in existing markets

» Selling or closing a losing operation or location

* Acquire another company, division, operation, or product
* Developing a new product or service

 Efficiency or productivity improvements

* Non-value-added activities eliminated

* Making employees responsible

* Organizational structure revisions

Cost Reductions

Many times, costs can be reduced or elimin2icd without any appreciable
diminishment of the organization’s efficicicy or effectiveness. These cost
reductions should be aggressively puisusd. Other times, management is
strictly looking at short-term cost reductions to puff up the company’s prof-
itability. These cost reductions.should be avoided because they typically
only produce short-term gain for long-term pain. Remember the principle
that a dollar of cost reductivi produces a dollar increase to the bottom line
net profits, but use this priaciple effectively.

Price Increascs

Company management may decide at any time to increase the prices
charged to customers for their goods and services. Such price increases may
be justified in the marketplace (and part of a strategic plan) or just manage-
ment’s desire to increase revenues (hoping everything else stays the same).
In this situation, a dollar increase in revenues will not produce a dollar in-
crease in net profits. The best that can be achieved is the net profit margin
of this additional sale (sales dollars less costs = net profit per sale). It is
possible that if the costs of this additional sale exceed the revenues gener-
ated, that each additional sale results in a decrease in the bottom line. In ad-
dition, such price increases may create external competition that may cause
fewer sales or increased costs to make each sale.

10
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Sales Volume Increases

Part of the company’s strategic plan may be to increase the level of sales to
customers, both present and potential. It is usually easier to increase sales
volumes with present customers than to prospect continually for new cus-
tomers. If the company has been operating efficiently, their sales personnel
should be close to its customers. They should know what each customer has
purchased in the past, the sales trends over a period of time by product and/or
product line, what their current and future needs are, whether the company
has been making an adequate profit on its sales to the customer, and so on.
If such things are not known about the customer, it may be an indication of
poor sales practices and a performance gap between present practices and
more desirable results. Part of the company’s strategic plan should be to ear-
mark specific present customers for increased sales: whai products to sell to
them, at what price and what amount, and how to sell 1o them.

The company may also decide to increase theit szles volume to poten-
tial new customers. Again, such sales plans shiould-oe incorporated into the
company’s organizational plan. Overreliance on sales to new customers may
be an indication of ineffective sales and ¢usiomer service procedures with
existing customers as well as costly. saies practices for new customers.

Sales volume increases should aiways be part of overall company plan-
ning and integrated with other organizational functions such as sales and
marketing, engineering, marufacturing, accounting, and so on.

New Market Expansion

As part of the organizational plan, the company may decide to expand its
operations into new markets. It may decide to expand on a local basis, na-
tionally, or internationally. It could decide to introduce new products, en-
hance present products, or expand the sales of its products into new markets.
Each of these decisions should be part of an organized plan with its own
criteria and scheme as to how to achieve such results and the method for
evaluating successful progress. Such expansion may not always be posi-
tive. Management must be sure that this is the best course.

New Distribution Channels

As a criterion for organizational growth, company management may decide
to develop additional channels for marketing and distributing their products.

11
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For instance, if a company has traditionally sold its products directly to cus-
tomers through their own internal sales force, it may decide to use outside
sales groups, sales brokers, sales representatives, and the like. Such arrange-
ments might supplement or reinforce their inside sales efforts or might re-
place the internal sales force in whole or in part. The company might also
decide to distribute its products via additional distribution channels such as
becoming an original equipment manufacturer (OEM), wholesaler, direct
retailer, mail order house, internet seller, direct customer seller, and so on.

Market Share Increase in Existing Markets

The organizational plan may include specific steps designed to increase the
company’s market share in existing markets. The plan may include desired
results by product line, product, or customer. Specific rzsults should be
clearly spelled out and those responsible for successfui-completion of each
work step in the plan should be identified. The p'an snould be realistic and
practical, with achievable results within the organization’s methods of
operations.

Selling or Closing a Losing Operaiion or Location

Sometimes an operation (prodnci line, product, customer, etc.) or a plant or
office location is deemed to.be t00 costly in relation to the value (income or
cost saving) added to the ~cmpany. With the advisable information, com-
pany management can.arrive at the proper decision to retrench. Without
such an adequate inZoimation base, management may come to the opposite
conclusion—to-ailocate more resources into the operation or location. In
this instance, management would be more than likely allocating additional
expenditures to a losing proposition. Management could establish a criteria
of retrenchment, a criteria of developing an adequate information system, or
both. The object of retrenchment is normally to reduce overall expenses
while increasing net income, the bottom line. However, retrenchment will
also decrease gross sales or income which may not be desirable to all of the
stakeholders (e.g., owners or shareholders).

Acquire Another Company, Division, Operation, or Product

Company management may decide that the quickest method for reaching a
desired result (such as increased sales, reduced costs, increased net income)

12
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is through acquisition. This could be accomplished by acquiring another
company, a division of another company, a specific operation (e.g., research
and development, information technology), a product line or product (e.g.,
a food company acquiring a complementary product), and so on. Such ac-
quisitions should be considered using the concept of leverage. The resultant
return on investment should exceed the cost of the investment. For instance,
if the cost of the capital to make the acquisition is six percent, than the ex-
pected (and real) return on the investment should be sufficiently greater
than six percent (e.g., over 10 percent) to cover the potential risk involved.
Obtaining organizational growth through acquisition is not always positive
as the company may acquire another’s problems or may lack the expertise
to take full advantage of the acquisition.

Developing a New Product or Service

Company management may decide that the best/i:ctnod for achieving or-
ganizational growth or reaching a specific result is to develop a new prod-
uct or service. To do this effectively, the ccnnany should have a real vision
of its marketplace, its existing products. its customer’s requirements, the
desired need for the new product, its ¢ficct on existing products, and so on.
The decision to develop and markev.a new product should be based on inte-
grated decisions between the coiij any’s major functions such as sales, mar-
keting, engineering, manufacitring, accounting, and so on.

Efficiency or Productivity Improvements

The ability eithei 1o operate more efficiently at less cost or increase produc-
tivity at the same (or less) cost may also be a workable approach to reaching
a company’s organizational growth desired results. A dollar of costs saved
(all other factors remaining the same) will produce an additional dollar of
earnings to the bottom line. Increasing productivity produces more of the
product or service at relatively the same cost, resulting in less cost per prod-
uct or service produced. Both of these approaches can be implemented and
controlled by internal management and operations personnel. There is usu-
ally more to be gained in the bottom line through cost efficiencies and pro-
ductivity improvements than through the various methods of revenue or
sales enhancements discussed above. Remember that a dollar in sales in-
crease does not add a dollar to the bottom line, only the incremental amount
of net income generated by the additional sale which could be a loss. Cost

13
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efficiencies and productivity improvements are two of the major areas to
be considered in an operational review as part of the company’s program
of continuous improvements and best practices.

Non-Value-Added Activities Eliminated

Functions or activities which add no value to the product or service should
be eliminated. As part of the operational review, such functions or activities
should be identified. Company management should be able to identify those
areas earmarked for elimination. For instance, they may identify all unnec-
essary quality control inspections or the preparation of purchase orders.
They may express the desirability of eliminating an entire function, such as
raw material storekeeping or credit and collections. Th:s establishes the
focus for those areas to be considered in the operationii review. The re-
view team can identify best practices and the most =ificient methods for
eliminating such functions or activities. They can-also consider the resul-
tant ramifications to remaining operations atici the reduction or elimina-
tion of these non—value-added functions s activities. Typically, there is a
multiplier effect, that is the eliminatiot. o~ reduction of one activity results
in similar reductions or elimination of other activities.

Making Employees Respensiole

Make employees responsible for meeting company expectations and results
through motivating ze t-disciplined behavior. With an effective monitoring
system, this eliruinates the need for management personnel to exist mainly
for policing and controlling these individuals with minimal value-added
activities. Use of operating systems that make sense to the workers (where
they have had input in developing such systems), who use them within a
working together atmosphere (rather than a working for atmosphere) will in-
crease productivity to the extent that fewer employees overall are needed.
The trick is not to bring on unnecessary personnel as the company grows,
so that the company is never in a position to have to cut back drastically.
Many times a company penalizes the individuals being downsized or laid
off for something out of their control. Operational reviews help to keep the
company in focus regarding the types and levels of personnel required at
any time.

14
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MENTAL MODELS AND BELIEF SYSTEMS

Organizational Structure Revisions

There are many techniques for building an organization structure which are
not dependent on the typical top to bottom military model that is based on
policing and controlling those reporting to each higher level. Some other
techniques for organizational structure include participative management,
shared management, team management, self-motivated disciplined behav-
ior (no manager), coaching and facilitative supports, and so on. There is no
right answer for all situations. The company must learn to use a combination
of these techniques as they fit the particular situation. The operational re-
view process allows the company to achieve the best organizational structure
overall, as well as within each function and activity. Operational review
principles emphasize controlling results, not people; fixing the cause, not
the blame; and doing the right job right, not just doing tiic job right.

The Operational Review
Must Focus on
the Company’s Divcction

MENTAL MODELS AND BELILF SYSTEMS

Many organizations operate ca the basis of prevalent mental models or be-
lief systems, usually eraanating from past and present top management.
These mental modelz and belief systems have an overriding effect on the
conditions with v'tich operations within the company are carried out. They
can help to produce a helpful working environment or atmosphere or a hin-
dering one. In effect, such mental models become performance drivers—
those elements within the organization that shape the direction of how
employees will perform their functions. Examples of such mental models
and belief systems include:

e Hard work and doing what you are told are the keys to success for the
individual and the company.

* The obedient child in the company survives and is promoted, while the
rebellious child is let go or leaves the company.

* Only managers can make decisions.

15
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* Power rises to the top—and stays there.

* Employees need to be watched to do their jobs.

* Power and control over employees is necessary to get results.

* Managers are responsible, employees are basically irresponsible.
* Those at the top of the organization know what they are doing.

* All functions should be organized in the same manner.

» Higher levels of organization ensure that lower levels do their jobs.
* Policing and control over employees ensures their compliance.

* All employees are interchangeable.

* Doing the job right is more important than doing the right job.

* Control the people, control the results.

* Organizational position is more important-ti an being right.

* Top management has the right to set-a!l policies and procedures.
* Managers create results. Employces do the job.

* Organizational hierarchies ensure that things get done.

* Employees cannot be trustzd on their own.

* You cannot run a business without the proper organizational structure.
* Managers know n:ore than employees.

e Managers have a right to be obnoxious.

* Management is the enemy.

» Each function needs its own organizational structure.

* The more employees reporting to you (and the larger your budget), the
more important you are within the organization.

The accurate identification of organizational mental models, belief sys-
tems, and performance drivers is extremely important in the company’s
operating strategy. If these things are not changed, best practice changes
will change only the system and not company results.

16
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ORGANIZATIONAL CRITERIA EXAMPLE

Mental Model Changes
Create Best Practice Changes

ORGANIZATIONAL CRITERIA EXAMPLE

As previously discussed, the first step in successful operational review plan-
ning is to define the company’s desired criteria for results as related to their
reasons for existence, basic business principles, mental models, belief sys-
tems, performance drivers, and so on. These organizational criteria typically
encompass the company as an entity as well as its major funciions. An ex-
ample of such an organizational results criteria structiz= Js:

Organization-Wide Criteria

Operate all activities in the most econorii=al, efficient, and effective
manner possible.

Provide the highest quality productc t¢ our customers at the least possi-
ble cost.

Satisfy our customers so thai they will continue to use the company’s
products and refer the company to others.

Convert the cash invested in the business as quickly as possible so that
the resultant cash'1a e€xceeds the cash out to the greatest extent possible.

Achieve decired results using the most efficient methods so that the
company can optimize the use of limited resources.

Maximize net profits without sacrificing quality of operations, customer
service, or cash requirements.

Sales Function

Make sales to the right customers that can be collected profitably.

Develop realistic sales forecasts that result in a present or future real
customer order.

Sell those products as determined by management to the right customers,
at the right time, in the right quantities.

17
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Actual customer sales should directly correlate with management’s long-
and short-term plans.

Sales efforts, and corresponding compensation systems, should reinforce
the goals of the company.

Customer sales should be integrated with other functions of the company,
such as manufacturing, engineering, accounting, purchasing, and so on.

Manufacturing

Operate in the most efficient manner with the most economical costs.

Integrate manufacturing processes with sales efforts~and customer
requirements.

Manufacture in the most timely manner considering processes such as
customer order entry, timely throughput, and customer delivery.

Increase productivity of all manufacturiiig operations on an ongoing
basis.

Eliminate, reduce, or improve ali-faccis of the manufacturing operation
including activities such as receiving, inventory control, production con-
trol, storeroom operations, auality control, supervision and management,
packing and shipping, main:enance, and so on.

Minimize the amount ot resources such as personnel, facilities, and
equipment that arc ailocated to the manufacturing process.

Personnel

Provide only those personnel functions which are absolutely required as
value-added activities.

Maintain the levels of personnel at the minimum required to achieve re-
sults in each functional area.

Provide personnel functions such as hiring, training, evaluation, and fir-
ing in the most efficient and economical manner possible.

Develop an organizational structure that organizes each function in the
most efficient manner for their purposes.
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Minimize the hiring of new employees by using methods such as cross
training and interdepartmental transfers and other best practices.

Implement compensation systems that provide for effective employee
motivation and the achievement of company goals.

Purchasing

Purchase only those items where economies can be gained through a
system of central purchasing.

Implement direct purchase systems for those items that the purchasing
function does not need to process, such as low dollar purchases and
repetitive purchases.

Simplify systems so that the cost of purchasing is the iowest possible.

Effectively negotiate with vendors so that the cciipany obtains the right
materials at the right time at the right qualziv at the right price.

Maintain a vendor analysis system sc that vendor performance can be
objectively evaluated.

Develop effective computerize! fechniques for economic processing,
adequate controls, and reliabiity.

Accounting

Analyze the necestity of each of the accounting functions and related
activities, sich 2s accounts receivable, accounts payable, payroll, bud-
geting, and general ledger.

Operate each of the accounting functions in the most economical manner.

Implement effective procedures that result in the accounting functions be-
coming more analytical than mechanical.

Develop computerized procedures that integrate accounting purposes
with operating requirements.

Develop reporting systems that provide management with the necessary
operating data and indicators that can be generated from accounting
data.
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* Eliminate or reduce all unnecessary accounting operations that provide
no value-added incentives.

Organizational Criteria
Focus Operational Review Criteria

The development of such organizational and functional criteria provides the
basis on which to focus the operational review and to evaluate current prac-
tices, identify critical problem areas, analyze detailed operations, identify
best practices, and implement corrective solutions in a program of continu-
ous improvements. Without the definition and communication of such orga-
nizational criteria, the company’s operational review -ecforts may only
succeed in developing best practices for functions and-activities that in them-
selves are bad practices. The operational review n-o¢ess should not be an ef-
fort to improve bad practices but to develop r:ocedures which bring best
practices into the organization. Through the ;erational review process, op-
erating functions and activities are evaluarcd as to their necessity as related
to the achievement of organizational ¢2als and objectives. If a function or ac-
tivity is not necessary, it should he climinated. If it is needed, it should be
considered for improvement, I3oKing for the best present practice, and con-
tinually analyzed in the corabany’s program of continuous improvements.
Through this process, the.company starts to develop itself as a learning or-
ganization, with individuals responsible for achieving their own results. The
operational reviev: process becomes an ongoing integral tool, allowing the
company to do‘hitgs the right way and to keep doing them that way.

ECONOMY, EFFICIENCY, AND EFFECTIVENESS

Operational review procedures embrace the concept of conducting opera-
tions for economy, efficiency, and effectiveness. The following is a brief
description of the “three Es of operational reviews.”

1. Economy (or the cost of operations). Is the organization carrying out
its responsibilities in the most economical manner through due con-
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servation of its resources? In appraising the economy of operations
and related allocation and use of resources, the reviewer may consider
whether the organization is:

* Following sound purchasing practices

* Overstaffed as related to performing necessary functions
* Allowing excess materials to be on hand

» Using more expensive equipment than necessary

* Avoiding the waste of resources

2. Efficiency (or methods of operations). Is the organization carrying out
its responsibilities with the minimum expenditure of ¢ifort? Examples
of operational inefficiencies to be aware of incluce:

* Improper use of manual and computerizec procedures
* Inefficient paperwork flow
 Inefficient operating systems and jrocedures

e Cumbersome organizationcl uierarchy and/or communication
patterns

* Duplication of effort
* Unnecessary work steps

Note that econsmy and efficiency are both relative terms, and it is not
possible tovictermine whether the area under review has reached the
maximum vracticable level of either. However, the reviewer and oper-
ations personnel are continually looking for best practices in a pro-
gram of continuous improvements. Economy and efficiency are
continually being appraised and improved upon; they are not put in
place based on the operational review and then ignored.

Economy and efficiency are concerned with achieving the optimum
balance between costs and results. In performing this part of the re-
view, the reviewer evaluates cost minimization, emphasizing reduc-
tion of costs, but not to the point where results are not accomplished.
In addition, productivity maximization may be analyzed, but not to the
point where the costs become excessive. In evaluating economy and
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efficiency, the reviewer analyzes the use of resources: people, facili-
ties, equipment, supplies, and money. For example, the reviewer might
analyze the following:

e Allocation of responsibilities and authority within the organiza-
tional structure

* Physical deployment of distribution of resources
* Scheduling of resources: when people work, when facilities are used
* Segmentation of tasks into logical groupings

* Match between skill level, capacity, performance capability, and
so on, and the way a resource is used

* Prices paid

e Charges levied

» Rate at which tasks are performed
e Number of tasks completed

Within the economy and efficiency concept, the reviewer does not ask
whether the function is worthvraile in terms of what it accomplishes.
The reviewer accepts thai-the function exists and asks whether that is
the most economical and efficient way to get it done. Results are con-
sidered as part of the review of effectiveness.

3. Effectiveness-iorresults of operations). Is the organization achiev-
ing results or benefits based on stated goals and objectives or some
other measurable criteria? The review of the results of operations
includes:

* Appraisal of the organizational planning system as to its develop-
ment of realistic goals, objectives, and detail plans

* Assessment of the adequacy of management’s system for measur-
ing effectiveness

¢ Determination of the extent to which results are achieved

* Identification of factors inhibiting satisfactory performance of
results.

22




3920 P-01 7/2/02 10:05 AM Page 23 $

DEFINITION

Although it is management’s continuing responsibility to assess the re-
sults of operations, its objectives and measurement criteria are not always
clearly defined. Without such clarification, the reviewer cannot meaning-
fully evaluate the results of operations. If management has not done so prior
to starting the operational review, the reviewer should work with manage-
ment to:

 State the objectives
¢ Establish measurement criteria

» Establish methods for accumulating the data necessary to measure
achievement of operational results.

Effectiveness is concerned with results and accomplishments achieved
and benefits provided. In evaluating the effectivenes: of operations, the re-
viewer asks whether the activity is achieving i uitimate intended purpose.
Analysis is qualitative rather then quantitaiive.

The relationship of economy and eflicicncy and their impact on results
can be seen as a seesaw; that is, there 1s an attempt to balance them to
achieve just the right amount of eacl:. In a perfectly balanced situation, the
cost of operations would be main¢ained at the lowest possible level with-
out sacrificing efficiency (or tiie methods of operations) and effectiveness
(or the results of operations), thus effecting economy. At the same time,
the methods of operatiotis would be performed at the least possible cost
without sacrificing 12sults, thus producing efficiency. Is it clear, then, why
economy and <tirciency are normally reviewed together as part of the
operational review procedure? The three Es—economy, efficiency, and
effectiveness—as well as the seesaw effect between economy and effi-
ciency, are shown in Exhibit 1.1.

Economy, Efficiency, and
Effectiveness
(and Making Money)
Is Everyone’s Business
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EXHIBIT 1.1  The Operational Review Triangle: The Three Es: Economy,
Efficiency, and Effectiveness

Economy
Cost of Operations

Examples:

* Purchasing practices
e Overstariing

e Excecs materials

e Moarz expensive
equipment
Avoidable waste

Economy<—> Efficiency
Without At least cost
sacrificing without
efficiency sacrificing
and results results

Organizausn
to Be Rav ewed

/

Efficiency Effectiveness
Methods of Operation Results of Operations
Examples: Examples:
e Manual vs. EDP * Production/service
* Paperwork flow provided
e Systems and procedures * Planning system:
* Organizational hierarchy goals, objectives,

and communication and detail plans
* Duplication of efforts * Results achieved
e Unnecessary work steps e Expectations
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DEFINITION

Operational review is a widely used term encompassing many aspects and
techniques. However, no uniform, commonly recognized definition has been
unanimously accepted.

The definitions that have been given for operational reviews include the
following:

10.

. An extension of the audit function into all operations of a business.

. The application of internal auditing to operations rather than financial

controls.

The identification of opportunities for greater efficizn<y and economy,
or to improve effectiveness in carrying out operaiicnal procedures.

A control technique for evaluating the <fectiveness of operating
procedures.

Nothing more than a review of comnrols, now including nonfinancial
controls.

Review of activities othes than those pertaining to examination of
financial data.

. Review technique tiiat involves evaluating the efficiency and econ-

omy with which resources are managed and consumed.
Review ¢f cuerations with a management viewpoint.

Review of operations made for internal management, not for exter-
nal third parties, with the results circulated internally rather than
externally.

Combination of economy, efficiency, and effectiveness, or program
results evaluation.

Combining these definitions, it could be said that operational review is
a review of operations performed from a management viewpoint to evalu-
ate the economy, efficiency, and effectiveness of any and all operations,
limited only by management’s desires.

25
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Operational Review
Evaluates Economy,
Efficiency, and Effectiveness
from a Management Viewpoint

TERMS

In recent years various terms have been used interchangeably with opera-
tional review to describe this approach. Examples include:

Program review

Management review

Performance review

Performance review and evaluation
Departmental review

Nonfinancial audit

Compliance review

Cost-benefit analysis

R S AN S A

Economy aud efficiency evaluation

H
©

Effectiveness or results evaluation

p—
p—

. Functional analysis

—
[\

. Full scope audit

—
98]

. Responsibility review

_
o

. Comprehensive analysis and review

—
91

. Internal benchmarking study

—_
@)}

. Activity-based costing/management review

—
~

. Total quality management (TQM) study

26

e



3920 P-01

7/2/02 10:05 AM Page 27 $

FINANCIAL AUDITS VERSUS OPERATIONAL REVIEWS

18. Reengineering study
19. Organizational review

20. Value-added study (value-added vs. non—value-added activities)

Although the terms review, analysis, study, and evaluation are generally
used to describe these procedures, as in the examples just mentioned, it is
often a good idea to avoid the connotation that this is a procedure done by
outsiders, which may have a negative impact upon the organization under
review. To this end, internal review may be a better term to use with specific
organizations. Often, the particular name given to the operational review
procedure enhances internal management’s trust and willingness to work
with the reviewers (either internal or external), which is vital to the success
of the operational review.

Operational Review
Is an Internal Review
to Help Do Things Best

FINANCIAL AUDITS VERSUS OPERATIONAL REVIEWS

Among the differences Yeiween financial audits and operational reviews,
using operational review concepts, is that the reviewer is less concerned
with determining whether purchase requisitions, orders, and suppliers’ in-
voices reflect proper approvals, as in a financial audit, but more concerned
with such operational aspects as whether:

* The materials were really needed

* Quantities used or purchased were reasonable

* There was avoidable waste and exposure to damage or loss

* Requisitioners exercised undue influence over purchasing by designating

sources of purchase.

For example, a typical financial audit step may be to determine whether
vendor purchase requisitions and invoices have been properly approved.
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However, when looking at the operational aspects of vendor purchases, the
reviewer may ask:

» Were materials really needed? For example, were materials mistakenly
ordered that could not be used owing to changes in production specifica-
tions, because the product specifications unit failed to communicate with
the purchasing department?

» Were quantities used or purchased reasonable? For example, assuming
the materials were usable, were goods bought for inventory above calcu-
lated safety stock levels because of the fear of incurring a stock-out?

*  Was there avoidable waste and exposure to damage or loss? For exam-
ple, were steel components and parts that were susceptibie 1o rust bought
and stored in an outside yard, owing to an overcrowded 11side storeroom?

e Did the requisitioner exercise undue influe:'cc by stating specific
sources or brands? For example, did the reguisitioner specify an IBM
microcomputer or a Xerox copier when a les: ‘expensive brand would do
just as well?

Some of the other differences berween a conventional financial audit
and an operational review are summarized in Exhibit 1.2.

A Financial Audit
!s Not an Operational Review

WHY PERFORM AN OPERATIONAL REVIEW?

What are some of the reasons an operational review should be performed?
The focus and scope of many operations in both the public and private sec-
tors have changed in recent years. Management has increased demands for
more relevant information on the conduct of their operations and the re-
lated results than can be found solely in financial data. Both business and
government management seeks more information with which to judge the
quality of operations and make operational improvements. That is why op-
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EXHIBIT 1.2 Financial Audit Versus Operational Review

Characteristic Financial Audit Operational Review
1. Purpose Express opinion on Analyze and improve
financial condition methods and performance
2. Scope Fiscal financial records ~ Business operations
3. Skills Accounting Interdisciplinary
4. Time To the past To the future
orientation
5. Precision Absolute Relative
6. Audience Stockholders, public Internal management
7. Necessity Legally required At option ¢f rnanagement
8. Standards GAAP, GAAS* Econony, efficiency,
effectiveness
9. Opinion Required Not required
10. Audit Opinion, financial Recommendations to
results statement management
11. Focus Financial statemerni Operational positive
presented fairly improvements
12. Viewpoint Financial Management
13. Success Unqualifiesi-opinion Management adoption

of recommendations

*GAAP = generally accepted accounting principles;
GAAS = generally ac:epted auditing standards

erational review techniques are needed to evaluate the effectiveness and ef-
ficiency of operations.

Management, with the assistance of others, both internal and external, is
being asked more frequently to evaluate an organization’s operations.
Although this is not a new service for internal management to provide, re-
quests by top management for such specific operational reviews have in-
creased as a result of the greater emphasis on the economy, efficiency, and
effectiveness of operations and related results. In many cases, members of
operations management do not possess the specific skills necessary for an
objective evaluation of those activities reporting to them; they may be too
close to the operations or they may be part of the problem. The technical
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skills that internal and external consultants possess, particularly those of
analysis, fact finding, and reporting, make them excellent choices for per-
forming such operational reviews.

An operational review involves a systematic review of an organization’s
activities in relation to specified objectives. The general purposes of the
operational review could be expressed as follows:

» Assess performance. To assess performance is to compare the way an
organization conducts its activities with (1) objectives established by
management, such as organizational policies, standards, goals, objectives,
and detail plans, (2) comparisons with other similar functions or individ-
uals within the organization (internal benchmarking), and (3) compar-
isons with other organizations (external benchmarking).

» Identify opportunities for improvement. Increcseu economy, effi-
ciency, or effectiveness are the broad categcrics under which most
improvements are classified. The reviewer.raay. iaentify specific oppor-
tunities for improvement (best practices) ©y analyzing interviews with
individuals (within or outside the organ.zation), observing operations,
reviewing past and current operational vlata, analyzing transactions, mak-
ing internal and external comparis¢ns, and exercising professional judg-
ment based on experience with the particular organization or others.

* Develop recommendatini:s for improvement or further action. The
nature and extent of recemmendations developed in the course of oper-
ational reviews vary considerably. In many cases, the reviewer may be
able to make spetitic recommendations. In other cases, further study out-
side the scave of the review may be required. The reviewer should be
continually looking for best practices (both internal and external) in a
program for continuous improvements. It may seem that operations
personnel would be involved in establishing and implementing recom-
mendations. However, in most instances such procedures are set by man-
agement, causing operations personnel to resist and often sabotage them
and work against their being successful. Organization structure tends to
evolve over a period of time; with minimal regard to economy, efficiency,
and effectiveness.

In most organizations there are built-in incentives to increase organiza-
tional levels; such as budget systems that reward larger organizations and
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politicking to build empires. It is the reviewer’s role to identify such orga-
nizational inefficiencies and recommend improvements. However, the re-
viewers do not put themselves in the position of recommending specific
individual cuts. Assuming that the organization’s personnel are all good
employees (and hiring, orientation, training, and promotion policies and
procedures are adequate), the reviewer may recommend achieving desired
results with less overall personnel. However, it is then management’s re-
sponsibility to decide what to do with extraneous personnel, through such
measures as departmental transfers, retraining, lateral moves, and so forth.
It is usually more desirable to use existing good personnel somewhere else
in the organization than to terminate them.

The Operational Review
Is Performed to
Maintain Organizational Fx<llence

SPECIFIC OBJECTIVES

There are many reasons wity:management might desire to have an opera-
tional review of their cperations performed, such as those given in the
following list. Keep-in imind that management may be looking for a single
objective (i.e., operational efficiency), a combination of objectives (i.e., least
cost but most =tiicient systems—best practices), or their own specific
agenda (i.e., achievement of results on the basis of cost versus benefits).
Financial and Accounting

* Adherence to financial policy

* Performance of accounting procedures

* Procedures performed by individuals with no incompatible functions

* Adequateness of existing audit trail

* Observability of right procedures
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Adequacy of Internal Controls

* Accounting controls
Safeguarding of assets
Reliability of financial records
System of authorizations and approvals
Separation of duties
Physical controls over assets

* Administrative controls
Operational efficiency
Adherence to managerial policies
Adequacy of management information and reperting
Employee competency and training

Quality controls

Procedural Compliance

* Laws and regulations: federal, state, and local

* Adherence to administiative policy

* Performance of authorization and approval

* Evidence of action to achieve stated goals and objectives
* Adherence to long-range/short-term plans

* Achievement of management objectives

» Effective recruiting and training

» Evaluation of organizational policies

Organizational Efficiency
e Clear understanding of responsibilities and authority

* Logical nonconflicting reporting relationships
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* Current job/functional descriptions
* Separation of duties
* Productivity maximization (internal benchmarking)

» Staffing levels compared with those of similar organizations (external
benchmarking)

¢ Elimination of non—value-added functions and activities

* The right number of people to do the right job

Operational Results
* Organizational planning: goals, objectives, and detail vians

* Detail plan development and implementation; coniicering alternatives,
constraints, cost/benefit, and resource allocation

* Evaluation of operational results
Appropriateness of measurement criteiin
Feedback on success or failure
Adjustment of goals, objectives, strategies

* Doing the right job, the right way, at the right time

The Operational Review
Ensures Doing
the Right Job, the Right Way,
at the Right Time

SPECIFIC PURPOSES

In conducting an operational review, the reviewer should be aware of the
purpose for the review. Prior to the start of the operational review, the re-
viewer should communicate clearly his or her understanding of the pur-
pose(s) to appropriate management personnel and the purpose(s) should be
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mutually agreed upon from the start. The purpose may be one or more of
the following seven listed items:

1.

To review and evaluate the adequacy of the accounting system and
related internal accounting controls (including both accounting and
administrative controls).

. To analyze systems and controls, as related to internal controls, func-

tional operations, and legal compliance.

. To analyze the capability to accomplish agreed-upon stated goals,

objectives, and results in management’s approved plan.

. To compare actual accomplishments/results with the goals and ob-

jectives established in management’s plan for the period; and to de-
termine reasons that established goals and objectives were not met.

. To analyze and explain cost overruns or higiiizut costs for each func-

tion/activity for which such data can be tuantified.

. To assess and evaluate compliance w+.h federal, state, and local laws

and regulations; ensuring at least minimal compliance.

. To identify and report deficiencies and areas for improvement and to

provide technical assistance and follow-up where necessary.

BENEFITS OF OPERATIONAL REVIEWS

Depending on its scope, an operational review can be of significant benefit
to top management and staff, in some or all of the following 13 ways:

1.

Identifying problem areas, related causes, and alternatives for im-
provement. This is a major purpose of operational reviews. Although
often aware of a problem, management cannot always define its di-
mensions exactly. The reviewer’s third party objective viewpoint helps
to achieve the proper focus on operational problems. To define a prob-
lem in some instances, the reviewer need merely talk to operations
personnel and then share their viewpoints with management. Keep in
mind that people in operations are usually more aware of problems
and their causes than management personnel.
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The reviewer’s role is also to identify the actual causes (not the
symptoms or believed causes) of problems, which may be the result
of management policy or actions. Finally, the reviewer must formu-
late realistic, practical solutions to these problems. This is where the
reviewer’s experience in working with numerous other departments
and/or organizations is valuable. Remember to always look for best
practices (internal or external) that can be practically implemented in
your situation as part of a program of continuous improvement. A
good rule for reviewers to follow is not to recommend any course of
corrective action that they could not assist in implementing.

2. Locating opportunities for eliminating waste and inefficiency; that is,
cost reduction. Keep in mind that each dollar of cost reduction (with-
out sacrificing efficiency or effectiveness) contribuics dollar-for-dol-
lar to the bottom line. Cost reduction is a sign'ficant element in
operational reviews. However, be wary of shari-term cost reductions
causing long-term problems (for instanee, downsizing of operations
and/or personnel when business falls.01). it is the role of the reviewer
to assist the company to operate at tlie \owest possible cost in relation-
ship to adequate plans. Costs.should always be at the correct level,
and when costs need to be cut, proper decisions are made so as not to
adversely impact operations. T1is is in contrast to typical cost cutting
across the board, which.nouvonly constricts all operations, but also fails
to provide for the necessary resources for those operations which ac-
tually need increasea funds.

3. Locating opportunities to increase revenues, that is, income improve-
ment. Increasing revenues also has an effect on the bottom line, yet
only to the extent of profit margins for this additional amount of rev-
enue. Increasing revenues may, in fact, be detrimental in terms of
profits and operating efficiencies (both short term and long term).
Often revenues or sales are increased to present a more favorable sales
picture in the short term or to fill plant or service capacity, rather than
on the basis of sound planning. Note that in most organizations a
greater amount of resources and emphasis is devoted to revenue im-
provement than to cost economies, even though effective cost cutting
offers greater rewards.

4. Identifying undefined organizational goals, objectives, policies, and
procedures. It would be nice to think that all organizations are doing
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effective long-term and short-term planning. However, in reality this is
usually more the exception than the rule. Therefore, the reviewer will
have to assist management in recognizing undefined goals, objectives,
and detailed plans and developing such plans prior to starting the op-
erational review. Without defined plans, there are no yardsticks or
milestones against which to measure the organization’s effectiveness.

5. Identifying criteria for measuring the achievement of organizational
goals. As mentioned previously and there is great likelihood that plans
and related goals and objectives do not exist and even when they do,
there may not be appropriate criteria for measuring their achievement,
thus requiring the reviewer to assist management in the development
of such criteria.

6. Recommending improvement in policies, proceduves, and organiza-
tional structure. The reviewer may find instances 1n which the cause
of the problem lies with existing policies i procedures. Policies
should be set by senior management ang reiate to the rules by which
the organization conducts its busines: (e.g., service to the customer).
However, many times either such pclicies get in the way of operations
personnel performing their funciions (e.g., excessive controls and
paperwork to process a customer credit) or insufficient authority is
delegated to allow them. tc te most effective (e.g., sending a service
representative to the cusiomer to investigate a complaint). In these
instances, the policies may be wrong and in need of correction.

Procedures are the ways in which functions are performed based on
stated policies. As such procedures refer to operations, it might seem
that operations personnel would be involved in establishing and im-
plementing them. However, in most instances, procedures are set by
management, causing operations personnel to resist them (and many
times sabotage them) and work against their success. Organizational
structure tends to evolve over a period of time, with minimal regard to
economy, efficiency, or effectiveness. In most organizations there are
built-in incentives to increase organizational levels, such as budget
systems that reward the growth of organizations and encourage pol-
iticking to build empires. It is the reviewer’s role to identify such
organizational inefficiencies and to recommend improvements. How-
ever, when reviewers do this, they do not recommend specific indi-
vidual cuts. Assuming that the organization’s personnel are all good
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10.

employees (and that hiring, orientation, training, and promotion pro-
cedures are adequate), the reviewer may recommend achieving de-
sired results with fewer overall personnel. It is then management’s
responsibility to decide what to do with extraneous personnel, possi-
bly effecting departmental transfers, retraining, lateral moves, and so
on. It is usually more desirable to use existing good personnel else-
where in the organization than to terminate them. In most organiza-
tions that have a policy of termination, their personnel departments are
hiring at the same time, often for similar positions.

. Providing checks on performance by individuals and by organiza-

tional units. Assuming that proper results have been defined for in-
dividuals and work units, it is the reviewer’s responsiuility to ensure
that adequate checks or measurement criteria have vbeen established
to monitor progress toward their achievement.

Reviewing compliance with legal requireinenis and organizational
goals, objectives, policies, and procedure:. The reviewer makes sure
that the organization complies with tii-jaws and internal rules under
which it performs its functions. If ticre is a lack of compliance, the
reviewer defines the consequet.ces.

Testing for existence of uwauthorized, fraudulent, or otherwise ir-
regular acts. Such testing 1s normally a requirement for operational
reviews, particulariy.where such acts have an adverse effect on
operations.

Assessing nianagement information and control systems. The reviewer
will addrecs a number of concerns in this area:

* Are such reporting systems adequate to provide management and
operations personnel with the information necessary to effectively
operate all aspects of the organization?

* Is the level of detail commensurate to the level of operations (i.e.,
more detail at lower levels; less detail at higher levels)?

* Is information lacking that should be present?

* Are all key indicators being considered (e.g., units shipped as well
as items rejected and returned)?
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11.

12.

13.

Identifying possible trouble spots in future operations. Many times
the reviewer senses a future problem based on troubles in the past. For
instance, problems with past computer conversions may indicate fu-
ture troubles with an extensive computer processing upgrade.

Providing an additional channel of communication between operat-
ing levels and top management. In many organizations there is a
clear (or unclear) separation between management and operations—
management makes the decisions and operations personnel carry
them out. One of the most important benefits of the operational re-
view is the reviewer’s ability to convey operational concerns to man-
agement in those instances when such concerns are not being
communicated on an ongoing basis.

Providing an independent, objective evaluation-<f operations. Both
management and operations personnel are often oo close to what is
going on within their own operations to evaiuate their results effec-
tively. The independent operational revicwer can do this objectively,
pointing out those areas in need of imrrovement as well as those that
are being performed well.

Operational Review Benefits
Helv to Sell the Review

OPERATIONAL REVIEW PHASES

Operational reviews consist basically of gathering information, making
evaluations, and developing recommendations where appropriate. An op-
erational review is essentially the evaluation of an activity for potential im-
provement. Management has the primary responsibility for proper planning,
conduct, and control of activities. Thus, review and evaluation of the way
management itself plans, conducts, and controls the activities become a
major consideration and focal point in the conduct of the review. In addi-
tion, the review includes analyzing results and being alert to problems. These
also provide insights into the effectiveness of management and the poten-
tial for improvements.
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OPERATIONAL REVIEW PHASES

The five phases through which an operational review progresses are:

1. Planning

2. Work programs

3. Field work

4. Development of findings and recommendations
5. Reporting

The operational reviewer may perform two types of reviews: preliminary
and in-depth. Both types include all five phases. The difference between
the two is the degree of emphasis, the specific techniques chosen, and the
objectives of a particular phase.

In the preliminary review, for example, field work niay-consist of limited
transaction testing and interviewing, and the repcru may be a briefing to
management. In an in-depth review, field work rnay consist of detailed ex-
amination, using techniques such as work meas: rement, workload analysis,
cost-benefit analysis, and so on, and the-sport may be formally written,
with wider distribution. The type and oujectives of the review to be per-
formed will determine the nature of+he work to be done.

Planning

The reviewer obtains geneizl information about the kinds of activities per-
formed, the general nawe of those activities and their relative importance,
and other general irforination to help plan the early portions of the review.

Work Programs

The reviewer prepares the operational review work program for the pre-
liminary review of those activities selected for review in the planning phase.
Well-constructed work programs are essential for conducting efficient and
effective operational reviews. Such programs must be individualized for
each situation, and each work step must state clearly the work to be done
and why.

Field Work

The reviewer analyzes operations to determine the effectiveness of manage-
ment and related controls. Such functions and controls are tested in actual
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operation, with particular emphasis on areas that are difficult to control and
have high potential for weakness. The purpose of this phase is to determine
whether a situation needs improvement, whether it is significant, and what
should be done about it.

Development of Findings and Recommendations

Based on the significant areas identified during the field work phase, spe-
cific findings are developed according to the following attributes:

* Condition: What did you find?

* Criteria: What should it be?

» Effect: What is the impact on operations?

e Cause: Why did it happen?

¢ Recommendation: What needs to be done ta cuirect the situation (based
on present best practices, and always subijece to change)?

Reporting

The reviewer prepares the report based on the results of the review in order
to bring these results to the atieition of those having an interest in, or re-
sponsibility for, the findings. In reality, the majority of findings, if not all,
should have been repoifed to management with remedial action already
being taken or compizted prior to the formal report. The report becomes a
summary of the resuits of the review.

Operational Review Phases
Cover All of the Bases

WHAT FUNCTIONS TO REVIEW

The most critical question for an organization to answer is what function(s)
to include in the operational review. Where shall it review? Does it per-
form the operational review for all functions of the organization or only for
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WHAT FUNCTIONS TO REVIEW

selected areas? A good starting point is to list the organization’s major func-
tions, to check off those where operational review would be most helpful,
and then to prioritize each function as to its criticalness and/or the desired
order of review. Exhibit 1.3 is a sample checklist.

One way to decide which functions to review is to determine how critical
each function is to the overall organizational operation. For instance, for a
manufacturing business, the most critical area may be the inventory or pro-
duction control functions. For a service-oriented concern, where personnel

EXHIBIT 1.3 Checklist of Major Organizational Functions

Board of Directors Cost accounting procedures
M t Borrowing and dab! outstanding
anagemen General ledger and journal entry
Organizational
system
Departmental

Reporting and control Coinpuser Processing
Planning Systems Sysiems design and analysis
FProgramming and software
development

Equipment and hardware
Operating procedures

Data control

Reporting

Organizational
Departmental
Detail planning

Personnel

Hiring procedures
Evaluation procedures Operations
Staffing levels

Payroll procedures Purchasing

Personnel administration
Plant and/or office operations

Accounting Manufacturing and/or service
Assets delivery controls

Liabilities Production control

Budget procedures Inventory control

Payroll and labor distribution Marketing and sales

Accounts payable Engineering

Accounts receivable Property, plant, and equipment
Billing and collections Fixed assets

Financial reporting Insurance and risk management
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costs approximate 70 percent of total expenditures, the personnel function
would be more critical. Normally, reviewers work with a limited budget in
terms of hours allocated to the operational review, so they are greatly con-
cerned with spending these hours on functional areas that offer the greatest
potential for operational improvements in return for their effort. Criteria for
determining a company’s critical areas include:

Areas with large numbers in relationship to other functions; such as rev-
enues, costs, percentage of total assets, number of sales, units of produc-
tion, and personnel.

Areas where controls are weak; for instance, there may be a lack of an ef-
fective manufacturing control system, management repoiting system, or
organizational planning and control system.

Areas subject to abuse or laxity; for example, inventory and production
controls that allow transactions to go unreperioa and undetected, un-
controllable time and cost reporting, and ineifective personnel evaluation
procedures.

Areas that are difficult to control; {or example, ineffective storeroom,
shipping, or time recording proccies.

Areas where functions are nt performed efficiently or economically;
for instance, ineffective niccedures, duplication of efforts, unnecessary
work steps, inefficient ase of resources such as computer equipment,
overstaffing, and excess purchases.

Areas indicateq by ratio, change, or trend analysis characterized by wide
swings up o1 dcwn when compared over a number of periods. Examples
include sales changes by product line, costs by major category, number
of personnel, inventory levels, and so forth.

Areas where management has identified specific weaknesses or needs
for improvement, such as personnel functions, manufacturing proce-
dures, computer operations, and management reporting.

Another factor to consider in choosing the critical operational area to re-

view is the willingness of the personnel in the area to cooperate in the per-
formance of the review. First, those in operational management should
want to have their operations reviewed and be willing to work with the re-
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viewer in the improvement of their operations. Without such top manage-
ment commitment, the operational review is not likely to succeed. Second,
staff and operating personnel must be willing to work with the reviewer both
in performing the operational review and in the subsequent implementation
of operational improvements. Cooperation at all levels of the organization
is essential to a successful operational review.

The reviewer must enlist the cooperation of all personnel: members of
management to ensure top commitment to the review, and operations per-
sonnel to help in identifying areas to review and proposed improvements.
Normally, in most operations, the staff or operating personnel know pre-
cisely what is going on day by day and, with firsthand knowledge of oper-
ations, can help the reviewer to identify the most critical areas to review.

Any and All Functions
Should Be Subject
to an Operational Reyisw

BUDGET

In addressing the number of ‘critical areas to be covered in the operational
review, it is important to tirderstand the relationship between budgeted re-
view time and the scope ot operational review work desired to be accom-
plished. In many situations, the budget hours are established first and then
the scope of the-aperational review is made to fit within the budget. While
this procedure may work from an internal standpoint in regard to budget and
staffing, it does not fully take into account the aspect of such reviews that
require flexibility and expandability of formulated operational review work
programs. In addition, it is important for the reviewer and management to
consider the cost against the expected benefits of the specific operational
review. This is a significant concept in helping to determine how much time
to allocate to the operational review.

In performing an internal or external type financial audit, the audit group
is budgeting staff time and related costs. In effect, the financial audit be-
comes a cost center. In an operational review, on the other hand, operational
benefits and dollar savings should greatly surpass the cost of the review
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(savings should be at least three times its cost). In effect, the operational
review becomes a profit center. Theoretically, the more operational re-
views are done, the greater the savings realized by the organization. In re-
ality, however, some guidelines are needed to establish the extent of an
operational review in a given functional area, once the critical areas for re-
view have been identified.

There are a number of factors to consider in establishing the operational
review budget:

* Scope of the operational review. For example, are all significant opera-
tional areas to be reviewed, or only the major ones identified?

* Frequency of the operational review. Is the operational review to be done
on a one-time basis, which requires more up-front plarring and research;
or is it to be performed for an area that is reviewe¢d on a regular basis
and requires minimal up-front efforts?

* Nature of the business operations. A service business dealing primarily
with selling staff time, such as a medical; 1>gal, or CPA practice, normally
requires less time for an operational reviewv than a manufacturing business
that produces, ships, sells, and servic=s a fairly wide product line.

* Degree of management effectiveness. Functional areas that are ineffec-
tively managed normally require more operational review time than those
that are more effectively ir.anaged.

» Expectation of bencfits. Those areas that afford the greatest expected
benefits, in terms o1 the number of potential recommendations or savings,
should be the-areas reviewed first. However, these areas will take more
time to review than those with lesser expectations.

Operational reviews, to be most successful, require a large amount of
preplanning, fact gathering, and research. This can make the costs of con-
ducting an operational review considerable. However, when compared with
the potential benefits and savings, costs become less significant. That is why,
when determining how much time to spend on the operational review, it is
best to use a cost-versus-benefit approach, tempered, of course, with the
reality of available staff and hours. In effect, an effort should be made to
cover competently as many of the major critical areas as possible within
the limited staffing constraints.
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The More Operational Reviews
that Are Performed,
the Greater the Savings

INITIAL SURVEY

To achieve the greatest results from limited operational review resources,
the reviewer identifies those areas of major importance and those offering
the greatest potential savings or benefits as part of an initial survey, either
prior to or as part of the planning phase of the operationai review. If per-
formed before the planning phase, either because the cliert requests it, be-
cause of a relatively small scope or budget, or for <oiae other reason, the
survey usually consists of some type of manag=muent and operational
questionnaire. The purpose of the questionnai: 2 13 to determine what func-
tions are performed, who performs each function, and why and how each
is performed.

Answers to these questions should o1 5vide insight into the organization’s
objectives, activities, work perforn.ar.ce, systems and procedures, limits of
authority, and so on. The review=: uses the questionnaire as a guideline and
does not rely solely on yes.or o responses. This is a quick review tool to
help identify critical areas for further review when it is not feasible to im-
plement the more desireble, but time-consuming, full planning phase. How-
ever, a survey of this kind should not be used in lieu of the planning phase,
as it is still the reviewer’s responsibility to substantiate, with adequate ev-
idence, the identification of critical operational areas to be reviewed.

Exhibit 1.4 is a sample operational review initial survey form. The pur-
pose of the initial survey is to identify areas of major importance in the
total organization or specific operations to be reviewed. Improper identifi-
cation results in spending unnecessary effort on less significant activities
and insufficient effort in more important areas. The survey should provide
for more detailed answers, rather than simple yes or no responses. The same
questions are reviewed with various personnel, such as departmental man-
agement, functional supervision, and operations and support personnel. The
reviewer thus isolates patterns of agreement and disagreement, as well as
various interpretations and perceptions that lead to the correct conclusions.
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EXHIBIT 1.4 Sample Operational Review Initial Survey Form

Planning and Budgeting

How does the company plan? Describe the system of planning.
Does a long-range plan exist? Attach copy.

Do current short-term plans exist? Attach copy.

What are plans for expansion or improvement?

What are plans for physical plant development?

What are plans for future financing?

What are personnel plans?

How does the organization budget? Describe the budgeting system.
Does a current budget exist? Obtain or prepare copy.

Do budget versus actual statistics exist for the last five.vears of
operations? Obtain or prepare copy.

CoONOOrWN A

—_

Personnel and Staffing

1. Does an organizational chart exist? Obtair-or prepare copy.

2. Do functional job descriptions exist for e2ch block on the
organization chart? Obtain or prepare Gupies.

3. Do staffing statistics by functional ar=a exist? Obtain or prepare

copy.

Is there a system of employee avaluations? Describe procedures.

How are employees recruii=d!, hired, evaluated, and fired? Describe

procedures.

How are new employ=«s oriented and trained? Describe.

What are promoticnal policies? Describe.

How are raises 'ana promotions determined? Describe.

Is there a griavaince mechanism? Describe.

What type of personnel records are maintained? Obtain copies.

o s

COXNO®

1

Management

1. Does a board of directors exist? Attach list of names and credentials.
2. Who is considered top management? Attach list of names and

credentials.

3. Who is considered middle management? Attach list of names and
credentials.

4. Who is considered lower management? Attach list of names and
credentials.

5. How adequate are existing reports in furnishing information for
making management decisions? Describe.
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EXHIBIT 1.4 (Continued)

6. Are there tools for internal downward communication to the staff?
Attach copies.

7. Is authority effectively delegated to management and lower levels?
Describe.

Policies and Procedures

1. Do written policies exist? Obtain copy.
2. Are written policies current?
3. Are systems and procedures documented? Obtain or provide copy.

Accounting System

1. What is the chart of accounts used? Obtain or prepare copy.

2. Is the accounting mechanized? Obtain documentation.

3. What financial reports are produced? Obtain documentation.

4. Is there an internal audit function? By andt<.whom?

5. Are internal operating reports produced?” Cbtain copies and
determine uses.

Revenues

1. What are the sources of revenug for the last five years? Obtain or
prepare statistics.

2. Have there been any substantial changes during this period?
Document any thatihave been made.

3. Are actual versus budgeted data available? Obtain or prepare copy.

Expenses

1. What are the major expense accounts used? Obtain or prepare
copy.

2. What are actual expenses for these accounts for the last five years?
Obtain or prepare copy.

3. Have there been any substantial changes during this period?
Document any that have been made.

4. Are actual versus budgeted data available? Obtain or prepare copy.

Computer Processing

1. Where is computer processing presently located in the organization?
Obtain or prepare copy of information technology organization.
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EXHIBIT 1.4 (Continued)

2.

What computer equipment is used? Obtain or prepare copy of
equipment list and locations.

What is total cost of equipment rental or purchase price?

What are the major applications computerized? Obtain or prepare
copy of list of applications, with general systems applications.

Are management, operational, control, and exception reports
provided? Describe.

Purchasing

1.

2.
3. How are purchase requisitions initiated? Describe general

What is purchasing authority? Obtain or prepare copy of policy
relative to purchasing authority.
Is purchasing centralized or decentralized? Describe Gperations.

procedures.

4. Who determines quality and quantity desired?®
5.
6. Are competitive bidding procedures us2d? Describe procedure.

Are purchase orders used? Describe pro:ecure.

Manufacturing Systems

1.

Is a computerized manufacturing control system being used?
Describe operation.

What type of manufacturing processes are being used? Describe
processes.

How are jobs conirclled in manufacturing? Describe procedures.
Is a manufacturing cost system used by job? Describe system.
Are operaticnal end management reports provided to control
manufactuiing operations? Obtain or prepare copies.

Production Control

1.

Is a manufacturing control system being used? Is it computerized?
Obtain or prepare copy of general procedures.

What types of manufacturing processes are being used? Describe.
What is location(s) of manufacturing facilities? Document.

Are production control cost centers used to control the routing of
manufacturing orders? Obtain or prepare copy of cost centers.

Is a manufacturing cost system used? Obtain or prepare copy of
cost accounting procedures.

Are operational and management reports provided to control
manufacturing operations? Obtain copies.
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EXHIBIT 1.4 (Continued)

Inventory Control

1. Is an inventory control system being used? Is it computerized?
Obtain or prepare copy of general procedures.

2. What types of inventory control procedures are being used?
Describe.

3. Where are inventory storeroom locations? Obtain or prepare copy of

locations and describe storeroom procedures.

How are inventory records maintained? Describe procedures.

Are inventory statistics and data maintained? Obtain data as to items

in inventory, dollar value, usage, on-hand balances, etc.

6. What is basis for reordering inventory items, and how are reorder
quantities determined? Describe procedures.

o s

Responsibility and Authority

1. Are responsibilities clearly defined and uncerstcod by managers and
staff personnel? Describe procedures.

2. Has authority been delegated effectiv< vy to managers and lower
levels within the organization? Desc:ibe process.

Where necessary, each question s supported by available documentation.
This form could also be useii-as part of the more formal planning phase,
but should be more specific to a departmental or functional area.

ENGAGEMEMT DEVELOPMENT

An operational review could be conducted by an external consulting firm,
an internal review group, an independent in-house unit, departmental per-
sonnel, or a combination of staff from these entities. Whichever organiza-
tion has primary responsibility for conducting the operational review, the
major steps in its development and performance should be similar. These
steps are summarized in Exhibit 1.5.

Recognize and Define the Problem

The first step is to recognize and define the problem. Normally, it is man-
agement’s prerogative to identify the major problem area(s) to be addressed
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EXHIBIT 1.5 Operational Review Engagement Development

- Insufficient revenues - Poor service
- Excessive costs Rggg&g'ﬁf; — Inadequate use
- Low productivity PROBLEM — Low morale/
high turnover
Pe'&sac:‘nnel Interviews GATHER THE Information
~ Management APPROPRIATE - Laws
- Operations DATA - Policies/procedures .
- Goals and objectives
— Detail plans
Organization Structure Resources Available
- Management EVALUATE - Capital
~ Administration SITUATION - Facilitias
- Operations - Eavioment
— Support staff — Farsonnel
Internal | Zxternal
- Letter of agreement PROPOSAL | - Proposal letter
__‘_ a\
|
PERFORM
CESRATIONAL
REVIEW
'
CONDUCT PLANNING PHASE
PLANNING
IDENTIFY
CRITICAL
AREAS
LOW SET HIGH
POTENTIAL PRIORITIES POTENTIAL
Report to Management Q/‘
or Skip
PAGE 2
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EXHIBIT 1.5 (Continued)

PAGE 1

IDENTIFY
ADDITIONAL
AREAS

DEVELOP
WORK
PROGRAM

PERFORM
WORK
STEPS

RECOMMENL ATIONS

DEVELOR
FINDINGS AND

REPORT TO
MANAGEMENT

ASSISTTO
IMPLEMENT

WORK PROGRAM
PHASE

FIZ!.D WORK
FHASE

DEVELOPMENT OF
FINDINGS AND
RECOMMENDATIONS

REPORTING
PHASE

IMPLEMENTATION
ASSISTANCE
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in an operational review. However, if requested by management, the re-
viewer can either assist in the problem definition described previously or
perform a preliminary survey to identify significant operational areas to be
reviewed.

Gather Appropriate Data

The second step is to gather the appropriate supporting data a function
usually performed by the operational reviewer. The purpose of this data
gathering is to provide background information relative to the problem
areas defined in the first step, so as to substantiate the problem situation.

Evaluate the Situation

The next step is to evaluate the situation within the oiganization to determine
the organizational structure and resources availah.e. These are the factors on
which the reviewer bases the proposal to map:gement for conducting the
operational review.

Proposal Letter

When the reviewer has gathei<c sufficient background data on the opera-
tional problem areas identitied for review and has decided on the review
plan, a written proposal oi-engagement letter must be submitted. The pro-
posal clarifies for management such considerations as:

» Background ot the situation describing the need for the operational review

* Operational review engagement objectives

* Scope of the review engagement or which operational areas are to be
included.

* The reviewer’s approach to conducting the operational review

* Proposed general work steps to be included in the conduct of the oper-
ational review

* Operational review staff and client personnel who are expected to par-
ticipate in the operational review, including each one’s responsibilities
and expectations as well as time commitments
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* Reporting requirements to management, such as progress meetings and
final reporting, including a description of all deliverable output

* Benefits to be provided as a result of conducting the operational review

¢ Estimates of time and cost

Although an external consulting firm usually submits the proposal letter
to management, it is also good practice for an internal group to submit a
similar proposal prior to the start of the operational review engagement. The
major purpose of an internal proposal letter is to ensure clear communica-
tion, as to the purpose and scope of the operational review, between the re-
view group and management. In this context, the internal proposal becomes
a letter of understanding between the internal review groun and manage-
ment. The contents of the internal proposal letter wonrid 1iffer somewhat
from an external proposal, and would only include thosc areas necessary to
the situation.

Exhibit 1.6 provides an example of an opeiational review proposal, or
engagement letter, for the Example Company;as well as sample time and
cost budget estimates for the planning.2ad field work phases. These cost
estimates are for the reviewer’s useia <ictermining the cost of the engage-
ment and are not given to operations management. An external consulting
firm proposing to perform an op<rational review for a client may have to
estimate time and costs befcre starting an engagement. To enable the re-
viewer to estimate accurately requires sufficient initial survey work and ad-
equate prior experience on similar engagements. Although it is obviously
advantageous to estimate the amount of field work required after completion
of the planning phiase, the client normally wants to know these amounts up
front. The samples provided are for a relatively sizable operational review.
In a situation where potential operational review engagements may be
smaller in scope, the two phases may be combined and the numbers scaled
down.

Perform the Operational Review

Once the proposal letter has been submitted and accepted by management,
the actual operational review begins, using the proposed phase approach of
planning, work program, field work, development of findings and recom-
mendations, and reporting. Should management request it, the reviewer
might also help to implement the recommended operational improvements,
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EXHIBIT 1.6 Samples Operational Review Proposal Letter: The Example
Company

Dear Mr. Worthington:

It was a pleasure meeting with you on January 23 to discuss how Reider
Associates might assist the Example Company in the review and analysis
of Purchasing Department operations. This proposal letter summarizes our
understanding of your situation, the assistance to be provided by us, our ap-
proach to providing such assistance, and an estimate of our time and fees.

Background

You have expressed some concern relative to the quality of present sys-
tems and methods that your Purchasing Department personnel are currently
using. In addition, you are concerned about implementing rnore sophisti-
cated operating and data processing techniques, so tha: Purchasing De-
partment personnel can better manage their operations and provide the
necessary services in an economical and efficient manner.

In response to these and other situations,~\ou have recognized the
need to provide system review and analysis‘a sistance addressing these
concerns. Accordingly, you have requeste«! iiiat Reider Associates submit
this proposal relative to how we might assist your efforts in designing and
implementing such an operational ir:o1ovement to meet your needs.

Objectives
The objectives of the operationa! review of Purchasing Department opera-
tions would be to:

1. Determine which systems and procedures would be best to improve
Purchasing Denartrent effectiveness.

2. Design operating systems and data processing procedures to enable
Purchasing. Department functions to operate more efficiently and
economically.

3. Identify opportunities for operational improvements within the Purchas-
ing Department.

4. Review and analyze present data processing procedures to determine
their effectiveness and to recommend improvements, for greater effi-
ciency of operations.

Scope of the Engagement

This engagement is to be confined to those Purchasing Department areas
reporting to the vice-president of operations, located at your central head-
quarters. Therefore, the engagement will exclude all non-Purchasing De-
partment operating areas reporting to the vice-president of operations
located at central headquarters, as well as Purchasing Department func-
tions at other sites.
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EXHIBIT 1.6 (Continued)

As we discussed, we would plan to review operating systems and pro-

cedures, as well as interview selected management/supervisory and oper-
ating personnel in the following Purchasing Department work units:

Purchasing

Purchasing Supervisor
Buyers | & Il

Clerk Supervisor

Clerical Supervisor

Clerk Typist

Standard Specifications Unit
Standard Specifications Unit Supervisor
Procurement Technician
Management Trainee

Clerk Stenographer

Clerk

Our Approach

We propose to assist you in the review anci-analysis of present Purchas-
ing Department operating procedures ariii-inethods, which will encompass
techniques and procedures needed presently, as well as provide for flexi-
bility for growth and adaptation to cin2nged circumstances. Accordingly, we
plan to provide our assistance.iii-the following steps:

1.

General review of existiiig.operational methods and procedures to pro-
vide us with a clear uriaarstanding of your Purchasing Department func-
tions so that we can provide effective consulting assistance in developing
and implemeniing:mproved procedures. This would include a review of
managemenvadministrative practices and procedures, as well as related
operating systems and methods.

Interviews of a number of Purchasing Department management/
supervisory and operating personnel so that we can assess individual
needs and concerns as well as incorporate such concerns into overall
considerations.

We will, of course, discuss the findings of our general review and in-
terviews with you so that we can jointly agree as to the major issues for
change to be included in our detailed review and analysis.

Detailed operational review and analysis of those critical areas identified
in our general review. We will perform sufficient analytical work to fully
determine the present condition of each area, what it should be, the ef-
fect on operations, the cause of the condition, and recommendations for
improvement.
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EXHIBIT 1.6 (Continued)

4. Development of detailed findings of recommendations for improvement,
which will be developed in a manner that will optimize each Purchasing
Department function’s achievement of its individual goals and objectives,
as well as deal with issues identified by us in our general operational
review and participant interviews.

These findings and recommendations will be documented for your
review in both an oral and a written report.

5. Assistance to you and your staff in the implementation of recommen-
dations that can be accomplished during the course of this consulting
assistance. Other longer-term recommendations will be reviewed with
you at the oral presentation at the conclusion of our fielcwork and sub-
sequently documented in the final report summarizing the results of the
consulting engagement.

Our Patrticipation

Mrs. Betty White, manager in our operational rsview consulting department,
will be personally responsible for the technical conduct and successful com-
pletion of this operational improvement orogram. She has provided similar
assistance to numerous clients.

We plan to assign Mr. Bill Brown; supervisor, and Mr. Joe Super, senior,
of our consulting staff to this engagenient. Both of these people are uniquely
qualified to perform the tasks iequired in this engagement. They will be re-
sponsible for the performaiic of the work steps, as described in this sec-
tion “Our Approach.” We wi'l assign other personnel as necessary, with your
approval. We also plan o utilize the services of Mr. Mike Clark, an indepen-
dent consultant, i the areas of his expertise, which are systems and pro-
cedures, flowchaning, facilities layout and work flow, and data processing.

We are attachiing to this proposal resumes for each of these people.

Client Participation

Based on our experience, we consider client participation to be essential
for such an operational improvement program to be effective and success-
ful. Accordingly, we recommend that a management member be assigned
as part of a task force to work along with us in formulating the details of the
operational improvement program. We would expect this person to partic-
ipate in the engagement as necessary, to be available to attend progress
meetings as scheduled, and to provide us with necessary input (particu-
larly related to his or her functional area) as required. We would recommend
Mr. Cliff Chambers, purchasing supervisor, to assume the overall client man-
agement responsibility.
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EXHIBIT 1.6 (Continued)

In addition, we would suggest assigning an operations staff member from
both the Purchasing and Standards Specifications work units to this en-
gagement to work along with us. We would not expect either one of them
to be assigned duties that would consume more than two days per week
during the course of the engagement.

Progress Meetings

Progress meetings will be held at least every three weeks, at which time
we will discuss such things as (1) progress to date, (2) specific findings and
recommendations, (3) decisions to be made, (4) implementation efforts, and
(5) ongoing plans. We will, of course, document these progress meetings
in brief written reports.

Reporting

At the conclusion of this engagement, we will submit cur findings and rec-
ommendations to you at an oral presentation, whick will provide you with
an opportunity to review and discuss these findings and recommendations.
As a follow-up to the oral presentation, we wiii. subsequently document our
findings and recommendations in a formai, written report.

Benefits to Be Provided

The benefits to be derived from the conducting of an operational review for
your Purchasing Department aie many and varied. However, you should
expect at least the followina:

* |dentification of operaiional problem areas, related causes, and
alternatives for improvement.

» Effective reducuor of unnecessary costs through the identification of
opportunitiesfor eliminating waste and inefficiency.

¢ |dentification of undefined organizational goals, objectives, policies, and
procedures.

* Assessment of the existing management information and control system.

¢ An independent, objective evaluation of operations.

We believe the assistance to be provided by us will also ensure a positive
and effective method of implementing improved operating techniques, which
will enable all levels of Purchasing Department personnel to:

» Understand their basic roles and functions so that all individuals can im-
plement such operational techniques and principles within their own areas,

* Develop meaningful operating procedures that will enable them to better
control, monitor, and evaluate the results of their operations,
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EXHIBIT 1.6 (Continued)

Perform their current job responsibilities more effectively with a greater
level of competency, a better understanding of operational procedures,
and a greater ability to apply their knowledge in their particular situations,
and

Develop a greater sense of teamwork and working together, which should
make operations more effective and efficient.

Time and Cost

We recommend that the operational review be conducted in two phases to
be most effective and to optimize the benefits to be derived by your orga-
nization, as follows:

Phase I: Planning

The planning phase would consist of a general review of your purchas-
ing operatings to provide us with a working knowledge-of your operations,
as well as to identify those significant areas offciving the greatest payout
in operational improvements that we beli¢v=-should be analyzed in
greater depth during the Phase Il field work. We would, of course, bring
to your attention all operational improvezinents and related recommenda-
tions identified by us during Phase | ¢o 'nat you will be able to implement
immediate or short-term positive-changes.

Phase II: Field Work

As a result of the Planning Pnase, we will identify those critical operational
areas where we believa turther review and analysis will result in sub-
stantial improvements which will far outweight the costs of conducting
the operational rexview. Based on our mutual agreement, we would then
develop an opcrational review work program directed toward further
review and ¢naiysis of each of these critical areas, resulting in the de-
velopment of findings which would improve the reporting of specific rec-
ommendations for improvement.

Our fees are based on the amount of time expended on the engagement,

extended by our standard billing rates. Based on our experience in similar
engagements, our initial survey of your operations, and discussions with you,
we estimate our time participation and related costs to be as follows:

Phase I: Planning
Three weeks of elapsed time, at an estimated cost of $10,000 to $12,000

Phase IlI: Field Work
From 10 to 12 weeks of elapsed time, at an estimated cost of $28,000
to $32,000.
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Our estimated costs for the Field Work phase are based on our present
knowledge of your situation and what we believe is necessary at this time.
However, should the situation change, based on what we find out in the
planning phase, we will inform you immediately as to the need to change
our time and cost estimates either upward or downward.

In addition, we are to be reimbursed for out-of-pocket expenses incurred
for travel, lodging, subsistence, and the like. We will, of course, attempt to
minimize both fee and expenses and will bill you only for actual time and
expenses incurred.

It is our practice to submit progress billings at two-week intervals.

We are ready to being this engagement within one week of your accep-
tance of this proposal. However, to meet your desired tim=1able, we sug-
gest starting no later than March 1.

* * * * * * * * * *. *

We appreciate the opportunity to submit this brancsal and look forward to
working with you on this important and challergjing project. If the arrange-
ments described above meet your approval you man indicate your accep-
tance by signing and returning the enclcs2d copy.

Jery truly yours,

Rob Reider, President
Reider Associates

Approved
by

George Wor‘_hh@ton, Vice-President Operations

Date
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Work Program and Operational Review Engagement
Budget Estimate (in hours)

Client Name: The Example Company Date: February 2, 20XX
Phase I Planning

Engagement Work Program

Out. Cli.
Magr. Supv. Staff Cons. Time Total

1. Goals & Objectives
a. Review legislative/

internal materials 6 6
b. Planning systems
& procedures 26 26
2. Budgets 11 11

3. Organizational Chart
and Procedures

Manual 14 14
4. Flowcharts 28 28
5. Reports 18 18
6. Personnel 21 12 33
7. Facilities 4 12 16
8. Review Planning
Phase Results &\ 0 10
Total Time 24 37 25 40 36 162
Other:
9. Prepare Work
Program 12 12 24
10. Review Managenient 24 16 40
Total Other Time 36 28 64
Grand Total Time 60 37 25 40 64 226
Standard Billing Rates $80 $60 $30 $75 —
Total Estimated $4,800 $2,220 $750  $3,300 — $10,770
Contingency: 10% 1,230
Grand Total $12,000
Proposed Fee Quoted $10,000 to $12,000
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Work Program and Operational Review Engagement

Budget Estimate (in hours)

Client Name: The Example Company
Phase II: Field Work

Engagement Work Program
Staff

Magr. Supv. Sr./Jr.

Date: February 2, 20XX

Out.
Cons.

Cli.
Time

Total

1. Company Policy
& Organization
a. Organization
Status of
Purchasing 50
b. Responsibility
for Purchasing 20
c. Authority for
Purchasing
d. Decentralized
Purchasing 29
2. Purchasing
Department
Operations
a. Proceedings
Flowcharts
b. Department
Forms
c. Physical
Facilities
d. Value Analysis
Program
e. Collateral
Operation
3. Review of
Purchase
Transactions
a. Selected
Transactions 8
b. Examination
of Purchasing
Transactions 12
4. Records &
Reports
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16
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50
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Staff Out. Cli.
Mgr. Supv. Sr./Jr. Cons. Time Total
5. Review Field
Work Results 24 24 12 60
6. Development of
Findings 8 8 22 32 80
7. Oral Reporting 10 10 20
8. Written Report 12 20 8 40
Total Time 54 132 40 112 50 102 490
Other
9. Prepare Work
Program 12 8 4 6 2 8 40
10. Review
Management 80 A\ 20 100
Total Other 92 8 4 6 2 28 140
Grand Total 146 140 44 118 52 130 630
Standard Billing
Rates $80 $60 $40 $30 $75 —
Total Estimated Fees  $11,690 $8,400 $1,7€u" $3,540 $3,900 $29,290
Contingency: 10% $2,720
Grand Total $32,000
Proposed Fee Quoted $28,000 to $32,000

but client personnel may ezl confident enough to implement the agreed-
upon recommendations, ¢n their own. As part of the reporting process, it is
also important to igentify other significant operational areas in which the
operational revicw.approach could offer specific improvements and quan-
tifiable benefits. This could lead to a follow-up operational review engage-
ment for the external consulting firm, particularly if it has proven its worth
in the current operational review. For the internal review team, it may re-
sult in management ‘s asking for additional operational reviews. Not only is
such an approach productive in selling the entire operational review con-
cept, but it reinforces the concept of the internal review group existing as
a profit center in conducting operational reviews. The “profit center” concept
is based on convincing management that the benefits to be derived from
operational reviews far exceed the costs involved. This is where the quan-
tification of findings is extremely important.

Another aspect to consider is that if the operational review is performed
properly with the help of departmental personnel, the department retains
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the residual ability to perform operational review procedures in other areas.
As the operational review team cannot normally cover every operational
area that could be improved within the scope of the original operational re-
view, the team should identify those additional areas for further review and,
possibly, for review by the department. Management then decides whether
to pursue these areas on their own or with the operational reviewer’s help.

One of the goals in acquainting an organization with the operational re-
view approach is to multiply the effectiveness of operational reviewers. In
other words, while performing the operational review, reviewers are also
training client personnel. In this way, operational review procedures and
results are quickly multiplied throughout the organization, and the review-
ers can then spend their time on the most significant areas and tasks.

The Operational Review
Is a Learning Process
for the Individua!:
the Work Unit,
and the Orgariization
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