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D
ecisions about downsizing and
outsourcing are made daily in
organizations based upon well-
designed strategic plans, in-

depth financial analyses, long-range
projections, and capital budget models. Yet,
despite all these analyses, too often,
decisions to outsource functions and
downsize operations are ill advised. Ill
advised because long-run productivity
losses and hidden costs may outweigh
short-run financial benefits. The problems
arise because often decision makers pay
little or no attention to how downsizing and
outsourcing will impact the organization’s
key stakeholders, including one of its most
strategic and important assets - its human
resources.

We identify eight types of “at risk”
stakeholders who may be directly effected
by an organization’s outsourcing or
downsizing decisions. Summary
information describing these eight groups
is presented in Appendix 1. Further research
will more fully evaluate the impact of
outsourcing and downsizing decisions on

each of these groups. Incorporating the
impact of downsizing and outsourcing on
these stakeholders, and any indirect impact
to the organization in terms of potential
revenue losses and financial liabilities, is
admittedly a difftcult task. Yet, at a minimum,
decision makers must systematically think
about these stakeholders’ interests to
conduct a comprehensive cost/benefit
analysis.

The Auditor’s Role
The auditor is uniquely qualified to, and
often specifically charged with, assessing
the propriety and efficacy of decisions made
by an organization, and its  senior
management. Thus, we believe that
decisions related to downsizing and
outsourcing clearly fall within the auditor’s
jurisdiction and should be systematically
audited. Presented for the reader’s
evaluation and consideration are the critical
issues that should serve as a guide for an
auditor’s systematic analysis and audit of
an organization’s downsizing and
outsourcing decisions. Of course, logically,

such an investigation and evaluation should
be performed prior to implementing the
decision to outsource or downsize.
However, given the nature of most
operational decisions such as this, the
auditor’s involvement is usually after the
fact. Despite possibly appearing as
Monday-morning quarterbacking, one
a d v a n t a g e  o f conducting post-
implementation r e v i e w s  o f the
organization’s outsourcing and downsizing
decisions is that costs may already be
emerging. As the previously hidden or
speculative costs become tangible and
obvious, it’s easier for the auditor to detect
and describe them.

The Seductive Appeal
Managers often become fixated on the
easily quantified and relatively quick
reductions in fixed costs resulting from
downsizing and outsourcing. Outsourcing
and downsizing offer the promise of
immediately reducing the direct costs
associated with employees’ wages and
benefits, along with employee-related
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indirect costs, such as fixtures, equipment,
cost of space, and utilities. Even after
factoring in the one-time transition costs
associated with downsizing, such as early
retirement incentives, severance pay,
increased human resources administrative
costs (or the cost of hiring an outsourcing
firm to assist  in downsizing),  and
outplacement services, the long term cost
savings provides an almost irresistible
incent ive  to  downs ize  func t ions .
Outsourcing promises not only cost
savings in wages and benefits, but also in
theory what remains is a lean, mean
organization retaining only the functions
performing the organization’s core or
distinctive competencies. Based on this
reasoning, what manager or auditor could
object to the decision to downsize or
outsource?

The problem lies in the hidden human
resources-related costs and productivity
losses almost inevitably triggered by
downsizing and outsourcing. If these costs
and losses were factored into the decision,
would the cost/benefit ratio stiff favor
downsizing and outsourcing? Quite
conceivably, once these difficult to predict
and quantify costs are systematically
analyzed, more often than not, the cost/
benefit ratios would not support the
decision to downsize and outsource.
Against this backdrop, there are several
potentially critical issues surrounding
downsizing and outsourcing that auditors
should investigate. The point of this article
is to outline a variety of “hidden” costs
that directly impact the organization and its
“internal” stakehofdcrs: the senior executive
management, fine managers, human
resources  s ta f f ,  the  “v ic t ims”  and
“survivors” of downsizing and outsourcing
decisions.

Hidden Threats
Productivity losses and increased costs
arising from downsizing and outsourcing
can appear in many forms. First, surviving
employees are likely to wonder if they are
going to be the next victim of outsourcing
or downsizing, how long will it be before
this happens, and how long it will take to
find another job. To maintain some
semblance of control of their fives, carters,
and income, survivors may rationally
choose to proactively seek new jobs
elsewhere “before the axe falls.” This

Appendix 1

‘“At Risk’” Stakeholders  Affected By
Outsourcin ownsizing
Senior executive mana!tement.i n d i v i d u a l s  r e s p o n s i b l e  f o r  u l t i m a t e l yThose--~--t---l-
deciding whether to down&e or outsource functions,

Line management and human resources  staff. The individuals responsible for
actually itnplementing senior, executive management’s decision to downsize or
outsource functions.

Downsized ox^ outsaurced- - - employees-the CC~%%~~Y’. Employees who are left with
no chairs once the music stops. These individuals are “lost” in that they are not
outright tcrminatcd nor have they rctircd or left for ernpfoymcnt opportunities
elsewhere.

Remainine; empbvees  -,the LG~~~iv~r~“‘. Employees who have chairs once the
music stops. Thcsc individuals must do the work of two (or more), for no increase
in pay, and be thankful they still have a job. Stress comes from all points, loyalty
is qucsGonablc, and the me versus them attitude is primal.

&muse. sfenificant other, life oartner  ofthe “victims”. This is a genderIess
position, since it could be either male or femafe. The person must console  the
*‘injured” transitioncd  partner. They may also have to make up for lost incomc,
retoot their career, leave the safety of a sedentary lifestyle and enter the workplace
jungle.

Qhidren  ofthe %4ctim~”-*--L-* These individuals bear the bruntofthe”trickle  down
cfkct”. When one parent is out of wark or is experiencing the effects of critical
organizational change, life as children once knew it will never be the same. Across
the board cost cutting measures arc instituted, and many cut deep into discretionary
funds. Children can no longer possess the trappings of their peer groups and
begin to disconnect from these groups, while harboring rcscntmcnt towards the
individual(s) responsible.

Local communities--.--A’ The entire community suffers, which is evidenced through
economic decline, reduction in property values, brain drain as tatented professiona&
relocate, social service agencies are over burdened in their attempt to keep up with
client demand, service economy suffers through-job loss since discretionary income
is no longer available to support multi-tiered organi&ons.

Society at large, Individuals who feel, justiRabty  or not, that they have been
wronged by the actions of an organization, may openly (or covertly) discriminate
against peoples of ethnic differences whom the disgruntled,transitioned employee
feels are responsible for their  loss of employment, wages, social standing, etc.
Society is affected by the vicious cycle of misinformation, ethnic hatred, and
discrimination.

perfectly reasonable reaction results in increased employee turnover indirectly
decreased organizational loyalty and triggered by the downsizing or outsourcing.
employees spending valuable time and Obviously, there are costs associated with
energy looking for new jobs and gossiping recruiting and selecting new employees,
about rumors of layoffs. Assuming which can be quite high for skilled and
employees successfully find new jobs, there management employees.
are many costs associated with the In addition, for non-routine or complex
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jobs, it may be a long time before the new
employees are “up to speed,’ with a
resulting loss of productivity during the
learning process. Organizations that have
downsized or outsourced may find it
difficult to recruit outstanding applicants,
especially in tight labor markets. Thus, those
people willing to work for the organization
may lack the abilities to reach the same
levels of productivity as the former
employees. This is “bad” turnover, causing
the organization to lose its most valued
human resources in the long run?
Compounding this problem is the fact that
the best employees are likely to be the first

and motivation to perform his or her job.
Pro longed  h igh  s t r e s s  dec reases
employees’ cognitive abilities,
concentration, stamina, and psychomotor
skills. Obviously, impaired ability will
probably decrease productivity, but it may
also increase the possibility of catastrophic
accidents. As their motivation decreases,
workers may simply not exert the effort
necessary to maintain the higher levels of
productivity now required after downsizing.
Even worse, workers may passively rebel
by reducing their effort below their typical
level before the downsizing. In that case,
not only will the workers not compensate

>,,*e.* *,  ̂ ,a/* **&  /> _^^,lll*,  ,,. *I*,.I”..  ,,.^*,_ ,,.., .*.. *,*_,  jI_j  j ,,...;_, _ ;..
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The psycholc@kal effects.of  outstiurcin@ and
downsizing on the remaining employees - the.
survivors, will undoubtedly have a far ranging,
and ~~tentia~~y dramatic adverse, impact on the
organization.

to find new jobs, leaving less productive
employees behind. In summary, downsizing
and outsourcing can trigger predictable, but
indirect “hidden” costs, when critical human
capital is lost due to turnover and lost
productivity.  If  the outsourcing or
downsizing reduced human resources to the
bare bones, the organization can ill afford
to loose the remaining human capital.

A  second  i s sue  i s  whe ther  the
survivors’ productivity will be high enough,
and remain high enough over the long run,
to offset the production capacity lost
t h r o u g h  d o w n s i z i n g ?  U n l e s s  t h e
organization was grossly overstaffed
before the downsizing, the survivors must
perform work that had been performed by
the now departed employees. To offset
these lost human resources the organization
demands greater effort from the surviving
employees. Yet, in the long run, the
increased efforts may cause dysfunctional
stress levels among employees. Prolonged,
high stress levels ultimately result in
“burnout” and decreased organizational
loyalty, work commitment, job involvement,
and job satisfaction.

All of these dysfunctional responses to
stress may destroy an employee’s ability

for lost human resources, but productivity
per worker will drop below pre-downsizing
levels.

In a related vein, when motivation
declines, not only will employees’ “typical”
work performance decrease, but they may
never perform at their “maximum” in a
crunch. Most organizations rely on
employees “going the extra mile” when
needed and performing tasks not in their
job description. If employees become
highly dissatisfied and demotivated, such
extra-role behaviors (often called prosocial
behaviors or organizational citizenship
behaviors) are likely to decrease or cease
altogether. For example, employees may
“work to rule” and not do anything other
than the minimum required to meet their
job’s requirements.

In short, as motivation and ability to
perform decline, the organization becomes
less productive, which is reflected in higher
per unit costs. Revenues may decrease as
well, as customer service and quality suffer
from this “demotivated” worker syndrome.
Determining the extent of these “hidden”
costs is difficult because the costs develop
over time. Thus, the true costs associated
with downsizing and outsourcing are

unlikely to be realized in the short run,
creating the illusion that the downsizing or
outsourcing decisions were effective.
Whereas, in fact, in the long run those
decisions might well have destroyed the
organization’s vitality and viability.

A third issue is whether the adverse
psychological impacts from the downsizing
or outsourcing cause the operating costs
per surviving employee to increase? For
example, increased direct, measurable
operating costs may arise from higher
health, d i sab i l i ty ,  and  workers ’
compensation insurance rates due to stress-
related  illnesses and mental health problems.
Operating costs may also increase due to
additional time lost to occupational injuries,
greater absenteeism and tardiness, and
more paid and unpaid leaves of absence.

A fourth issue is whether disaffected
and disgruntled employees are more likely
to engage in subversive activities, such as
industrial espionage, theft, the destruction
of company property, and sabotage. In the
extreme,  overworked, stressed out,
disgruntled employees may become violent
(active aggression) or completely withdraw
their efforts (passive aggression). As seen
too often in the news, downsizing and
outsourcing victims may engage in
workplace violence. Although the
organization may not be legally liable for
such violent acts, unless there was
negligent hiring, there are “hidden” costs
due to the fear of violence. These include
costs associated with increased monitoring
and security, more rigorous selection and
screening, and increased employee
assistance programs (EAPs).

The fifth, and final, issue is whether there
may be largely immeasurable,  but
nevertheless  potentially significant, costs
arising from the loss of the goodwill of
external stakeholders.  If  the local
community or society in general view the
downsizing or outsourcing as harsh and
unnecessary, motivated primarily by greed
or unsubstantiated claims of financial
hardship, it may boycott the firm’s goods
and services, or in some other way penalize
the organization. While citizens may be
unab le  to  p reven t  p r iva te - sec to r
organizations from downsizing or
outsourcing functions, they can enact laws
increasing the costs and administrative
problems associated with downsizing and
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outsourcing. For example, the Worker
Adjustment and Retraining Notification Act
(WARN) imposes legal constraints on
organizations attempting to lay off more
than 50 workers, along with fines for
violating the law. So while the costs
associated with lost goodwill may be
extremely difficult to quantify, nevertheless
they must be somehow incorporated into
the cost/benefit analysis.

Additional Potential Threats
The threats and exposures outlined  so far
are common to both downsizing and
outsourcing. However, the decision to
outsource functions raises additional issues
that should bc considered. First, will the
quality of the goods and scrviccs provided
by lhc outsourccr continue to satisfy
organizational standards? Once a function
has been outsourced there is the risk that
the outsourcing vendor will reduce its costs
by dccrcasing  quality (an example of what
has been called “moral hazard”). This threat
arises because it is both difficult to cnforcc
quality standards on another firm. and
expensive and difficult to bring the
outsourced operations back inside the
organization should the outsourcing bc
unsatisfactory. Lower quality could reduce
revenues as customers seek higher quality
goods, and seeking replacement parts could
cause expensive delays in production and
the dclivcry  of goods and services.

A related “moral hazard” issue is
whether the cost of the outsourced goods
and services will remain  lower than the cost
of producing them within the organization
over the long run‘? Because of the
potentially high costs associated with
restarting the outsourccd function
internally, or contracting with another
outsourcing firm, the initial outsourccr has
leverage to increase the costs of the goods
and services after the initial contract period.

Perhaps the most difficult issue to
analyze is whether the “transaction costs”
associated with negotiating and contracting
with the outsourcer for the goods and
services will remain low enough to offset
the lower prices offered by the outsourcer?
Transaction costs include the expenses
associated with prolonged contractual
negotiations, expensive legal services, and
extensive monitoring for quality and
compliance with standards. The potential

transaction cos t s  a ssoc ia ted  wi th
outsourcing could more than offset any
reductions in the price of the goods and
services outsourced.

In summary, “hidden” costs arise from
“moral hazards” and “transaction costs.” If
they in fact arise, then even if the initial
outsourcing decision made short-run
financial sense, over the long run any initial
cost savings may be lost. Clearly,
incorporating these costs complicates the
cost/benefit analysis because there is no
way to dctcrmine  in advance whether they
will cvcn  arise. Nevertheless, at a minimum

accurately. Further complicating the
analysis of the probability of additional
costs and productivity losses is the
efficacy of organizational interventions that
a t t e m p t  t o reduce t h e  a d v e r s e
consequences arising from the survivors’
psychological states.  Although the
difficulties inherent in analyzing and
measuring the costs and benefits of
proposed downsizing and outsourcing may
be immense, nevertheless, auditors must be
alert to these issues.

A starting point for auditing downsizing
and outsourcing decisions is to scrutinize

they increase  the risk associated with
downsizing and outsourcing.

Where to Look for Answers?
In light of this litany of productivity losses
and other “hidden” costs, auditors are well
advised to thoroughly and systematically
scrutinize the potentially illusory net benefit
claimed for downsizing and outsourcing.
The psychological effects of outsourcing
and downsizing on the survivors will
undoubtedly have far ranging, and
potentially adverse  impacts on the
organization. The question is how to predict
the risks and estimate the costs of such
impacts?

E s t i m a t i n g  t h e  magnitude  o f
productivity losses will be more difficult
than estimating the magnitude  of direct
costs. Employees’ behaviors depend on
many other factors,  including the
organization’s culture, the organization’s
prior relationship with its employees and
the legitimacy of the downsizing (or
outsourcing) action in the eyes of the
survivors. Indirect costs, especially those
that initially appeared to be externalized in
stakeholders other than the employees and
management, are also difficult to assess

the cost savings and other bcnetits claimed
to arise from the decisions. Obviously, sonic
cost savings are relatively easy to quantify.
Auditors should evaluate the claimed cost
savings for accuracy and completeness.
However, many, if not most, of the factors
will not be amenable to quantification, and
thus be difficult to analyze. Because of this
problem, one solution may be to audit the
processes used by the executives in
reaching the decision to downsize or
outsource.  For example,  if  senior
management has failed to systematically
consider the types of “hidden” costs and
productivity losses discussed above, then
their decision to outsource or downsize
should be considered suspect, meriting
further investigation or review over time.
Implicitly this solution assumes that the
quality of the decision making process is a
proxy for the quality of the decision itself.
Although this may appear inadequate at
first glance, this type of approach has been
used  success fu l ly  in  to ta l  qua l i ty
management with the advent ofthe IS0 9000
series of standards. These standards focus
on the organizational processes for
ensuring quality goods and services, not
on the quality of the actual goods and
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services themselves. This suggestion
simply opens the door, however. Many
other auditing procedures may also provide
insight into the quality of the downsizing
and outsourcing decisions. These other
auditing procedures will be discussed more
fully in future publications by the authors.

Summary
It goes without saying that outsourcing and
downsizing are destined to continue as
strategic management options. Often they
are truly effective strategies. However, this
article cautions that when such downsizing
and outsourcing business decisions are
made, they should be made with an
awareness of their impact on the people
ultimately affected by those decisions, as
well as on the people charged with
implementing such decisions. The authors
believe that too often executives fail to fully
consider the impact when deciding whether
to downsize or outsource functions. The
authors also believe that auditors have a
responsibil i ty to ensure that a
comprehensive cost/benefit analysis,
including the issues raised in this article,
did in fact occur.

The goal of this article was to stress the
significance of the auditor’s role in examin-
ing an organization’s decision to downsize
its workforce or outsource one or more of
its functions.

Original research conducted by Dr.
Marcella in his book Outsourcing,
Downsizing, and Reengineering: Internal
Control Implications, published by the In-
stitute of Internal Auditors, served as a
basis for this fresh new look and re-exami-
nation of the impact of outsourcing and
downsizing on personnel.

This article outlined the types of adverse
impacts that may arise from downsizing or
outsourcing decisions. Future research by
the authors will develop in more detail how
downsizing and outsourcing impacts human
resources and the organization itself, which
should be key concerns of a value-added
audit enterprise. Your thoughts and
reactions to this article, as well as relevant
personal observations and anecdotes (or
trials and tribulations) will help further this
research. Please send your comments to the
authors at  marcela@webster.edu  or
renzga@webster.edu.

Gary Renz, Ph.D., J.D., is an assistant
professor of management at Webster
University in St. Louis, Missouri. He
teaches Human Resources Management,
Organizational Behavior; Employment
Law, and Leadership. He has published
articles on.fairness in selection and on
emotionalitv  in the workplace.

Al Marcella, Ph.D., CDP, CFSA, CISA,  is
an associate professor of management at
Webster University in St. Louis, Missouri.
Dr Marcella,  directs a consulting
practice providing IT audit and training
services to an international clientele. DK
Marcella has written extensively on
audit and information technolog?,
related topics.


