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utsourcing, or using outside contractors
to provide services (legal, cafeteria, janitorial,
etc.), has increased exponentially over the
past decade. The origins of the large increase

in outsourcing are primarily economic. As a response to
increased competition, organizations are under pressure
to reduce costs and improve quality. Noted management
expert Peter Drucker  has continually stressed that the
best strategy for increasing profitability is to concentrate
on core business functions, and hire outside specialists to
do the rest. Thus, if an organizational function is not
directly involved in generating profits, it can be contracted
out. Because benefits from stronger controls and
improved efficiency are difficult to quantify, the internal
audit function is often a prime candidate for outsourcing.
While we concede that Drucker’s advice is sound in
general, we are specifically concerned about outsourcing
of the internal audit function. In this article, we outline
our concerns and suggest strategies to challenge
outsourcing solicitations.
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Companies often jkd themselves
“training” new outsource
auditors every year, a problem
that can be more easily
controlled if the internal audit
department is in-house.

Timothy Louwers Bob Richardson

Key Issues
We have several concerns about public
accounting firms’ efforts to increase their
internal auditing practices (or, as the firms
call them euphemistically, “extended audit
services”). First, public accountants may
adopt a different standard of materiality than
internal auditors. As an example, a Louisiana
State Legislative Auditor was called by a
small, rural state hospital to investigate a
suspicious expense reimbursement
submitted by one of its employees. The
reimbursement, for two medical books, only
amounted to $150, but the invoice’s
appearance looked suspicious. It was a
photocopy, and the invoice amount
appeared darker than other writing on the
document. The Legislative Auditor
followed up on the invoice, requesting that
the vendor fax a duplicate. The auditor
found that the original invoice was only for
$50. The perpetrator had added a “1” to the
invoice, and then, not happy with his
handiwork, wrote over the “50” so that the
printing (at least for the amount of the
invoice) would appear uniform. Believing
that “where there’s smoke, there’s fire,” the
internal auditor extended the investigation
to another area in which the perpetrator may
have had access to hospital resources-
payroll. To this small hospital (which
averaged no more than five patients a day),
the employee, an X-ray technician, was
charging massive amounts of overtime
(approximately 40 to 60 hours each biweekly
pay period!). When the final investigation
was completed, the auditors found that the
individual had embezzled over $20,000 from
the hospital.

Having experience in public accounting
ourselves, we seriously doubt whether a
public accountant would have even begun
the investigation on the suspicious invoice.
The concept of materiality is a difficult one

to abandon, and we are concerned that
public accountants-turned-internal auditors
will find the transition difficult. There is also
a difference in the detail-orientation (scope)
of the nature of external vs. internal audit
work that makes the transition difficult.
While many public accounting firms have
specifically hired individuals with extensive
internal auditing experience, it remains to
be seen whether these individuals will be
able to overcome the cost-benefit
thresholds imposed by public accounting
filTllS.

Reporting Responsibilities
Reporting responsibility is another concern.
Suppose that a team of outsourced internal
auditors finds a material fraud or error
previously missed by their external audit
compatriots. To whom will the outsourced
internal auditors report their findings?
Disclosure of the findings to the client could
potentially embarrass their firm by
generating negative publicity. In addition,
disclosure may potentially expose the firm
to legal liability to third parties relying on
the misstated financial statements. Finally,
what if the reverse occurred? Would the
external auditors blow the whistle on their
extended audit service colleagues who may
have missed a material item? These
scenarios illustrate some of the serious
independence issues that are raised when
the same public accounting firm performs
an organization’s internal and external
audits. Because the allegiance of the public
accounting internal auditor is in question,
these issues may have to be resolved in the
outsourcing contract.

Value
Many companies have outsourced internal
audits to cut costs. While total costs may
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decrease, hourly billing rates are often so
high for the outsource providers that it
leaves one wondering what really is being
cut. Craig Collette, chief executive officer
of Landmark Bancorp, La Habra, CA, says
an outsource auditor failed to detect a $2.1
million fraud (Lee Berton, “Who Is Going
to Audit the Auditors?” Wall Street
Journal,  March .5,1996, B 1). A bank officer
was stealing from unused lines of credit and
using an outside address to receive the
customer’s billing statements. The internal
auditor ignored or overlooked the fact that
four different customers were receiving their
statements at the same post office box. One
contributing problem cited was that the
outsource auditor only showed up once a
month. Costs may have been cut, but so
was value.

Differences in Cultures
Because internal auditors are part of their
client organization, they share common
objectives, values, and corporate culture
traits with the other employees of the
company. As a result, internal auditors have
a direct interest in helping to meet corporate
goals that goes beyond simply improving
the bottom line. Internal auditors can build
and maintain relationships of trust with
employees based on the fact that “we all
work for the same team.” A cosourcing firm
can market its services as a tool to improve
your company. However, the objectives and
values your company shares with the
cosourcing firm are largely limited to
economic goals specified in the outsourcing
contract. In addition, cosourcing firm
personnel often do not “live” with the
client. Cosourcing auditors thus cannot
adapt as quickly to a company’s culture as
can internal auditors. Employees may be
reluctant to form trusting relationships with
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Internal auditors have a direct interest in helping to meet corporate
goals that goes beyond simply improving the bottom line.

cosourcing auditors because the cosourcing
firm will soon move on to another
assignment-perhaps with a competitor.

Loss of Knowledge
Outsource auditors often invoke their
knowledge base to sell services. They assert
that they know the best practices of many
organizations, and that they can share that
information with your organization. But
don’t forget, when they say they will sell
you their knowledge, they can also sell your
knowledge to others. Any practice that
currently gives your organization an edge
can easily be shared with competitors.
Indus t ry  spec ia l i za t ion  by  publ ic
accounting firms may exacerbate this
problem.

Moreover, organizations sometimes end
up without the access to the technical talent
they hoped to secure. In the worst case,
the customer may fall prey to a “bait and
switch” scam in which the accounting firm
attracts a buyer by showing off its top
people, and then reassigns them once the
contract is signed. Technical talent might
also be lacking due to the traditionally high
turnover in public accounting firms.
Companies often find themselves “training”
new outsource auditors every year, a
problem that can be more easily controlled
if the internal audit department is in-house.

Most critical to the future prospects of
the organization, with internal audit
personnel turnover, organization personnel
are often transferred to other accounting
and managerial posts within the company.
In these cases, organizational experience
and expertise stays within the company.
Unless the organization tries to consistently
hire personnel from the outsourcing firm
(which may raise independence issues for
the accounting firm), the expertise to be
gained in other accounting and managerial
positions in the company is lost (potentially
to  compet i to r s )  wi th  tu rnover  o f
outsourcing firm personnel. Your best and
brightest internal auditors will always be

targets for competitors; in these cases, your
organization usually has the opportunity
to retain these individuals by matching
competitor offers.  However,  when
outsourcing, organizations place
themselves at the mercy of the outsourcing
firms’ human resource and personnel
policies. There is little that the client
organization can do to help the public
accounting firms retain top outsource
auditing personnel.

Other problems may be built into the
outsourcing arrangement. For example, if
the outsourcing vendor is required to hire
all of the buyer’s internal audit personnel,
then unless these people are well cared for,
a lower morale could result in poor service
during or after the transition.

STRATEGIES
So, how do you defend your shop against
outsourcing solicitations? We propose that
this can be accomplished by lowering costs,
improving quality, selectively cosourcing
low value jobs, and, most importantly,
marketing your accomplishments.

Reduce Costs
l Take a close look at your costs.

Outsourcing vendors keep a close watch
on their value added time (i.e., billable
hours); so too must internal audit
departments. Make sure that non-value
added costs are low. Michael Lapelosa
recommends that no more than 20
percent of costs should be dedicated to
non-value added activities (Michael
Lapelosa, “Outsourcing: A vulnerability
checklist”, The Internal Auditor,
December 1997, pp. 66-67). Track the
time spent on actual testing, workpaper
preparation and review, and report
writing. Are you auditing or just
shuffling papers? Can you reduce the
number of administrative assistants, the
amount of office space, or equipment
requirements?

l Incurring costs that directly lead to
increased profits are desirable, so spend
time developing ideas that save or make
money. George Batavik, director of
internal auditing at Texaco Inc., notes,
“We’re spending more time
understanding revenue streams as
opposed to just verifying recorded
revenues” (Gary Stern, “15 Ways
Internal Auditing Departments Are
Adding Value,” Internal Auditor, April
1994, pp. 30-33). Don’t just monitor the
business,  improve i t .  Audit  for
effectiveness!

l Reduce external audit costs. Meet with
the external auditors and find out what
your department can do to reduce
external audit costs. Request from the
external auditors a detailed letter with
requirements and estimated time
savings. Then make sure that it does
indeed result in lower bills. Would an
outsource internal auditor do that?

Improve Quality
l An internal audit department should be

able to compete on price, but they also
need to reinvest efforts to compete on
quality. Training employees is one of
the best ways to ensure quality. Quality
continuing education can serve as both
a benefit to your company and a reward
to the employees. Set a minimum number
of continuing education hours (at least
20) to be completed each year. Then
make these hours count by developing
experts within your department who can
share their acquired knowledge during
in-house seminars. Planned training
should also be directed in order to help
internal audit personnel learn more about
their organization-how it works and
how its systems work. This investment
makes internal audit specifically
valuable to the organization-the
expertise is organization-specific;
outsourcing firms can only offer their
employees more general internal audit
technique training.
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l Many outsource auditors have high
profile certifications that attract the
attention of management. You can
encourage certifications (CPA, CIA,
C.F.E., etc.) within your department by
providing time off for certification exams
and covering some of the fees. Reward
employees who earn certifications with
higher salaries or bonuses.

Selectively Cosource
l Your department must remain efficient.

This objective can be difficult if project
loads fluctuate throughout the year. One
way of combating this problem is with
part-time employees, but a more
effective way might be cosourcing.
Cosourcing involves using an outside
vendor for some audit work. Use
cosourcing to assist with staffing
problems, but don’t let the outsourcing
auditors get a good foot in the door.
Pass on the necessary but less
distinctive projects to the outsourcing
vendors. Target areas for cosourcing
(returning to Drucker’s logic) could
include areas that may require special
expertise in non-core areas (for example,
an employee benefits audit). As your
department works with cosourcing firms,
take the opportunity to learn as much
as possible about the specialized areas
and develop the skills necessary to audit
those areas in the future.

l Another strategy is to diversify
cosourcing suppliers-accept bids for
each cosourced job, and, where feasible
and cost-efficient, choose different
suppliers for different jobs. Finally, keep
your department’s visibility high by
making the upper-level decisions on the
cosourced project and requiring the
report to company management to go
through you.

Marketing Yourself
Outsourcing vendors will submit highly
polished proposals to management. Just
having built a better mousetrap is not
sufficient to defend your shop-you also
have to broadcast your department’s
accomplishments. A brief internal audit
newsletter can not only be a good source
of information for all employees, but can

also act as a vehicle for marketing the
department’s efforts and achievements.
Include articles that document dollars
saved, employee accomplishments (for
example, certifications), personal profiles of
members of the internal audit department,
and humor. The latter two elements will often
encourage more people to read your
newsletter. You might even consider
including an article on failed outsourcing
in other organizations. Make sure that the
newsletter is brief (one or two pages),
however; your targeted audience (upper
management) often has little time for lengthy
newsletters and may wonder why so much
time is being spent on non-auditing
activities.

Conclusion
On management’s decision to outsource the
internal audit function hangs assets that
are difficult (if not impossible) to replace
once gone. Do outsource internal auditors
care about your organization as much as

employees do? Remember that if your
business fails, outsource internal auditors
have other clients. An internal audit
department has a more direct interest in
seeing your company succeed. For some
functions (janitorial services, cafeterias),
that kind of loyalty may not be important.
For internal auditors, loyalty to the
organization may result in taking that next
step to investigate a potential fraud, or
spending an extra 15 minutes examining
supporting documentation, or asking one
more question that may mean the difference
between organizational success or failure.
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