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Internal auditors have not 

traditionally played a large role in 

helping organizations manage strategic 

business risks. Rather, they have 

focused on ensuring compliance with 

internal policies, maintaining controls, 

mapping processes and suggesting 

improvements within specifi c areas, 

such as payroll or invoice processing.  

All of that is changing. 

In light of recent corporate 

failures and more stringent regulatory 

requirements, many business leaders 

are developing more comprehensive 

risk management functions.  They have 

realized that risk permeates virtually 

every activity of their organizations.  And 

they are taking steps to ensure that risk 

is managed and controlled throughout 

the enterprise.  

Internal auditors can play an 

important role in making sure their 

emerging Enterprise Risk Management 

(ERM) function delivers the value it is 

supposed to. For example, many internal 

audit teams now prioritize their efforts 

based on a formal risk assessment 

process.   This perspective allows them 

to focus on the most important risks in 

the organization and allocate resources 

appropriately. More importantly, it 

allows them to see patterns and 

suggest effective long-term solutions 

to problems. By adopting an ERM focus, 

internal auditors can offer fi ndings 

and recommendations that improve 

management’s decision-making.  

Helping Manage the Risks of 

Contract Healthcare Labor

Forward-thinking healthcare organi-

zations are now turning to their internal 

audit leaders for help in achieving 

the maximum benefi t from ERM.  An 

effective ERM approach calls for the 

integration of business planning and 

risk management.  Risk management 

activities are aligned to key business 

strategies.  The organization shares a 

common risk language so that critical 

business issues are discussed and 

understood across departmental 

boundaries.  By sharing this perspective, 

internal audit leaders expand their 

responsibilities to encompass risk 

management across the enterprise.  

When their risk management activities 

are coordinated with those of other 

risk-related functions, internal 

auditors become catalysts for ongoing 

organizational improvement. 

From compliance to controls to 

processes to comprehensive risk 

assessments, internal auditors can 

serve a vital role across the entire risk 

management spectrum. The area of 

outsourced labor – nursing, in particular 

– provides a compelling example of 

how internal audit can deliver greater 

strategic value to business managers 

and top executives. 

Contract Nurses: An Essential (But 

Risky) Alternative 

It comes as no secret to anyone 

working in U.S. healthcare that nurses 

are in short supply. On average, 

healthcare organizations cope with a 13 

percent shortage in nursing resources, 

and one in seven hospitals reports a 

nursing vacancy rate of more than 20 

percent.1  Nursing openings account 

for roughly 75 percent of all open 

healthcare positions. These statistics 

demonstrate one of the most serious 

workforce shortages in years. The 

repercussions of this situation extend 

beyond a business-viability perspective.  

They can signifi cantly impact the quality 

of healthcare and patient-recovery 

outcomes.  

What can be done to address this 

labor challenge? Some healthcare 

leaders strive to make their hospitals 

and healthcare settings more attractive 

places to work. This is an admirable 

goal.  Given the scope and severity of 

the nursing crisis, however, this strategy 

will rarely correct the problem in the near 

term.  An increasingly viable alternative 

involves using contract temporary help.  

There are a number of reasons 

why pursuing outsourced nursing labor 

makes sense: 

! It can improve work-hour and 

employment stability for the regular 

workforce.  Some organizations have 

dedicated from 10 to 33 percent 

of nursing activities for temporary 

staff.  Doing so provides a “safety 

net” for the regular workforce when 

fl uctuations in demand occur.  
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! It creates a ready candidate pool for 

recruiting full-time regular workers.  

A company can be more selective 

in hiring new employees by choosing 

the best workers from a temporary 

workforce that has proven its 

abilities repeatedly to co-workers 

and supervisors.

! It provides access to additional 

resources and expertise.  Some 

highly skilled people do not want 

to tie themselves down to a single 

employer or to a full-time employment 

relationship.  Offering their skills on 

a part-time basis can be a win-win 

opportunity for all parties.

! It can reduce aggregate costs.  Many 

companies fi nd outsourcing to be a 

cost-competitive option.  The use 

of contract temporary workers 

eliminates recurring costs of hiring, 

training, and providing long-term 

benefi ts.  

! It can enhance organizational 

fl exibility.  Because outsourcing 

vendors serve as third-party admini-

strators, the organization can obtain 

or release temporary help as needed.  

For these workers, management is 

largely relieved of obligations related 

to unemployment compensation, 

benefi ts administration, and other 

concerns common among full-time 

employees.

With these potential benefi ts, 

however, come signifi cant risks.  Some 

are operational, which generally affect 

organizational effi ciencies. Tactical 

issues, such as contract administration, 

require risk management processes 

grounded in budget-control mecha-

nisms.  These processes usually focus 

on making operational adjustments that 

ensure compliance and effective cost 

management. 

Other, more signifi cant risks are 

strategic.  An example is labor utilization.  

If a hospital doesn’t have the resources 

in place when needed, the quality of 

patient care is likely to suffer, as will 

the hospital’s reputation. Ultimately, 

the impact will reach the bottom line 

and could affect the future direction, 

culture, and even the viability of the 

enterprise.  For this reason, strategic 

outsourcing risk should be on the radar 

screens of internal auditors before a 

problem occurs.  

Unfortunately, some healthcare 

organizations fail to recognize the 

strategic risks associated with out-

sourcing until it is too late.  They enter 

into outsourcing agreements as a “quick 

fi x” to boost patient care and reduce 

nursing costs.  By taking a limited 

view, they often ignore the full range of 

risks- and greater costs- that can arise 

in a contract labor arrangement. The 

most signifi cant risks that can arise in 

strategic sourcing include inadequate 

performance, strategic confl icts, and 

lawsuits.  Other risks include additional 

executive time spent managing non-

core activities, lower total returns 

brought about by investment in marginal 

activities, and increased costs for other 

support functions arising as a result of a 

contract labor agreement.  

As more healthcare organizations 

opt for outsourced nursing support, 

the industry is experiencing a rise in 

strategic outsourcing risk.  A health-

care organization can reduce its 

outsourcing risk by focusing on its core 

competencies and maintaining the 

right balance between cost, quality, 

and effi ciency in all its outsourcing 

arrangements. Internal auditors can 

add value by identifying and monitoring 

these risks.

Internal Audit’s Role in Outsourced 

Labor Review 

When it comes to mitigating risk 

in outsourced nursing arrangements, 

internal audit can add value in four high-

risk areas:  1) Agency Invoice Processing, 

2) Agency Resource Utilization, 3) 

Agency Contract Management, and 4) 

Human Resources (HR) Strategy. The 

level of value that an internal audit 

function can bring to an outsourced 

labor review depends on two things:  

! Management’s perspective of 

the internal audit function.  For 

example, a chief fi nancial offi cer 

may be more concerned with 

accurate invoice processing. A 

chief nursing offi cer may be more 

concerned with utilization of agency 

nurses versus nurse employees.  

How internal audit is viewed within 

the organization largely dictates the 

ultimate value it can provide. 

! The focus that internal audit 

typically applies to its activities.  

For example, if the internal audit 

function employs an internal 

controls focus, its goal may be to 

ensure that nursing agency invoices 

are accurate prior to payment. If, 

however, internal audit has adopted 

the perspective of ERM, it will be 

able to focus on many of the risks 

discussed above, including HR 

strategy.  

Based on these two factors, internal 

audit can scope its involvement in the 

overall sourcing project appropriately.  

Figure 1, and the descriptions that 

follow it, illustrate the potential scope 

and outcomes for various scenarios.  

! Invoice Processing: The most 

basic tasks for internal auditors 

involve compliance and controls for 

discrete activities. Invoice process-

ing is one. Through processing 

agency invoices, the organization 

is able to identify the hard, direct 

costs for outsourced nursing labor.  

Back-end processes ensure that 

invoices refl ect correct information 

– standard work for auditors.  

Specifi cally, the internal auditor 

examines the existing invoicing 

processes to ensure the person on 

the invoice fi lled the actual request.  

Internal audit also ensures the 

rate applied is accurate and in 

accordance with the contract.  

Finally, internal auditors can 

selectively test the process by 

reviewing invoices, as well.

! Utilization:  As organizations move 

toward ERM, internal auditors 

typically assume a process focus.  
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Management’s Perspective

Invoice

Processing:

Verify agency

invoices are

accurate prior

to payment

Utilization:

Verify approvals 

for agency request 

and compliance 

with utilization 

policies

Vendor Contract 

Management:

Verify vendor 

contracts exist 

and are adhered 

to

HR Strategy:

Verify an 

outsourced labor 

utilization policy 

exists and is 

adhered to by 

management

Figure 1:  Outsourced labor scope demonstrates the curve of 

increasing value realized by adopting the perspective of ERM.

Even though an organization can 

have a defi ned policy and an 

effective contracting process, there 

is still a risk that the process used 

to request an agency nurse—and 

have the right nurse deployed to 

the right place at the right time—

may be complex, bureaucratic, 

or haphazard. Requisitioning and 

deploying nursing resources 

correctly is key to ensuring the 

success of the outsourced labor 

strategy.  

An internal audit function is skilled 

at understanding and documenting 

these types of processes.  By laying 

out the process in a fl owchart, 

the internal auditor can identify 

gaps (or potential risks) that can 

undermine an outsourcing strategy.  

For example, internal auditors may 

be able to determine the process 

does not allow the organization to 

identify or approve agency nurse 

requests in a timely manner.  This 

means resources may not be 

available when needed.  In addition, 

internal auditors can verify that 

the process accurately captures 

information about the resource 

fulfi lling the request, e.g. the type 

of resource and when the resource 

worked.  This important information 

will then be used in the process for 

approving nursing agency invoices.

! Vendor Contract Management:

Once an organization confi rms that 

outsourced labor is an appropriate 

and necessary way to fi ll resource 

gaps, it stands to benefi t by 

developing closer relationships with 

key labor agencies.  Purchasing or 

procurement departments typically 

manage major contracts for the 

organization.  Agency contracts, 

on the other hand, are often left to 

operating management’s discretion.  

Since many departments use out-

sourced labor, multiple contracts 

may exist for the same vendor.  

For example, a cardiac unit and 

neonatal ward may both have a 

contract with the same agency. 

Through research and analysis 

of vendor payment fi les, internal 

auditors can bring such contracting 

issues to management’s attention.  

This knowledge can lead to 

greater negotiation leverage as 

the units (or health systems for 

multi-location organizations) combine 

their bargaining power to obtain 

high-quality resources at favorable 

prices.

! Outsourcing as an HR Strategy:   

Internal audit provides optimal 

value to an organization when 

it helps shape mission-critical 

business decisions. In the case 

of outsourced labor, bringing in 

agency nurses is often a reactive 

response to an immediate need.  

Internal audit can help healthcare 

organizations make contracting 

decisions part of a comprehensive, 

well-planned HR strategy.  

One of the fi rst steps in developing 

a successful HR strategy involves 

determining how much purchased 

labor is needed.  Internal audit can 

help assess existing nursing levels 

and identify areas where nursing 

gaps are most profound.  Another 

initial step in developing a HR 

strategy involves defi ning a policy 

that outlines the organization’s 

“tolerance” for outsourced labor.  

Such a policy will drive future 

decisions related to entering into 

agency contracts and approving 

agency nurse requests.  Internal 

audit can often bring the lack of 

a defi ned policy to management’s 

attention.  

Thoughtful analysis of the 

outsourcing issue can help 

organizations better defi ne their 

policies, as well as the level of 

resources needed to deliver high-

quality services at competitive 

prices. The internal auditor may 

determine that the necessary level 

Labor, continued on page 29
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the survey.  Our analysis indicates that 

signifi cant differences exist among 

the relative risk perceptions of senior 

management across the fi ve hospital 

size classifi cations. In general, we fi nd 

that the senior managers of larger 

hospitals are more sensitive to risk 

factors.  That is, hospital managers in 

the largest size classifi cation (more than 

450 beds) assign higher risk rankings to 

more of the billing fraud schemes than 

hospitals in smaller size classifi cations. 

Management risk perceptions and their 

use in assessing compliance risks is an 

issue worthy of further exploration.  The 

survey discussed in this paper is limited 

to hospitals. Future risk perception 

surveys could easily be extended 

to other industry segments. Future 

surveys could also include additional 

risk factors. A pilot research project 

could include additional risk factors.  

Examples of additional factors are 

patient mix, level of services provided, 

percent of revenues from Medicare 

reimbursements, teaching versus non-

teaching hospitals, urban versus rural 

settings, and whether a healthcare 

organization is operating under an 

involuntary compliance agreement with 

OIG/HHS.   

The internal auditing profession 

may fi nd it feasible to sponsor a pilot 

research project to evaluate the use-

fulness of risk perception surveys for 

benchmarking and risk assessment 

purposes. The results of a pilot 

research project could be disseminated 

to internal auditors and healthcare 

managers for the use in identifying and 

managing compliance risks.  !  
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Labor, continued from page 20

of analysis is missing.  Even more 

important, internal audit can often 

associate this lack of analysis 

with overall organizational issues.  

Two of the most common issues 

include a lack of alignment between 

operations and human resources, 

as well as undefi ned metrics (it’s 

diffi cult to improve what you cannot 

measure.)

Regardless of the approach 

internal audit takes to an outsourced 

labor project, management will derive 

value.  By being involved in the review 

of outsourced labor, the internal audit 

function can cover many areas of 

the organization and provide helpful 

insights to the management team.  

Based on these insights—from invoice 

processing to HR strategy—healthcare 

organizations will be better prepared 

to anticipate and control risks.  They 

will be able to manage their resources 

more effi ciently.  And they will be in a 

more knowledgeable and confi dent 

position to assume business risks that 

competitors don’t fully comprehend.  In 

short, internal audit’s involvement in 

an outsourced labor review can help 

healthcare organizations reduce risk, 

improve patient service, and achieve a 

competitive advantage.  !

Footnote:

1 Source: American Hospital Association 
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