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Thesis Proposal:

Internal Audit and the Consequences of Outsourcing
A. Introduction

Thesis Statement
Are companies better off sourcing their internal audit department rather than performing the function in-house?

Importance of Issue 

With the passage of the Sarbanes-Oxley Act of 2002 (SOX) internal controls were pushed to the forefront of the financial statement audit.  While many companies and their internal audit departments struggle to become and stay SOX compliant, many others decide that a better choice is to co-source or outsource their internal audit department to a third party.  Poor internal controls are no longer an option for most public companies, and the decision to co-source or outsource the internal audit function can have many implications.  A thorough analysis of many of the key issues surrounding this decision will help companies, external auditors, and the marketplace better understand the role that third parties can play in determining the quality of a company’s internal audit function especially in light of the demands created by SOX.
Methods of Investigation

For this paper, my primary source is research studies and other published articles.  I will rely heavily on various academic research studies that have been conducted on the topic.  I will obtain my information from the Internet.  My sources will include the Social Sciences Research Network (SSRN), Proquest, and articles from industry and business publications such as the Journal of Accountancy, The CPA Journal, and Internal Auditing.  I will also conduct informal interviews on the topic with various people in the advisory industry.  However, I will use the interviewing only as a source for generating ideas for further pursuit.  

B. Key Studies

1) “Internal Audit Sourcing Arrangements and the External Auditor’s Reliance Decision” by Steven M. Glover, Douglas F. Prawit, and David A. Wood in the working paper series of SSRN (2006, December).  
Authors examine the effects of internal audit sourcing arrangements on the external auditor's reliance decision.  The paper also examines whether the effect of sourcing is affected by different levels of inherent risk and task subjectivity.  The authors find evidence that external auditors are more willing to rely on outsourced than in-house internal auditors when there is high inherent risk. They also found that external auditors are less willing to rely on subjective work performed by internal auditors especially in the presence of high inherent risk.  
2) “Assessing Internal Audit Quality” by Audrey A Gramling and  Scott D Vandervelde in Internal Auditing (May/Jun 2006). 
The study tests the influence of the source of the internal audit function on both the internal and external auditors' evaluation of the quality of the internal audit function.  The researchers find that for three of the four measured quality characteristics, there was no difference in the assessment of the internal audit function between internal and external auditors, regardless of whether or not the internal audit function was provided in-house or was outsourced.
3) “Cosourcing and External Auditors' Reliance on the Internal Audit Function” by Naman Desai, Gregory J. Gerard, and Arindam Tripathy in the working papers series of SSRN (February 21, 2007). 
The authors conduct a study similar to the first study discussed. In this paper, the authors provide evidence that external auditors are indifferent between internal audit co-sourcing and outsourcing arrangements, and that external auditors place a greater degree of reliance on co-sourced and outsourced internal audit functions in comparison to in-house internal audit functions. The study goes further by providing results that suggest that when company managers are assigned the task of maintaining an internal audit function, they prefer co-sourcing to the other sourcing arrangements. The authors believe that co-sourcing is a win-win situation, which allows the company to reap incremental benefits of co-sourcing over other internal audit sourcing arrangements, and also helps in controlling external audit effort and costs. 
4) “The Impact of Internal Control Quality on Audit Delay in the SOX Era” by Michael L. Ettredge, Chan Li, and Lili Sun in the working papers series of SSRN (January 2006). 
The authors find that the presence of material weakness in internal control over financial reporting is associated with longer delays in the filing of the 10-K.  Additionally, the authors discovered companies with control deficiencies in personnel, process and procedure, segregation of duties, and closing process experience longer delays in filing.  This study identifies a potential incentive companies may have to develop strong internal controls.  If companies want to avoid filing delays, they will need to develop a strong internal audit function.   
5) “Corporate Governance, Audit Quality and the Sarbanes-Oxley Act: Evidence from Internal Audit Outsourcing” by Lawrence J. Abbott, Susan Parker, Gary F. Peters, and Dasaratha V. Rama, in the working paper series of SSRN (August 31, 2005). 
The study results suggest that firms with strong audit committee governance are less likely to outsource routine internal auditing activities to the external auditor. However, the outsourcing of non-routine internal audit activities such as special projects is not impacted by audit committee quality.  The authors interpret these findings as evidence of an effective audit committee's ability to monitor the sourcing of the firm's total (i.e. internal and external) audit coverage, while simultaneously exhibiting concern for external auditor independence. 

C. Key Issues
Company Profile and Incentives to Source Out

Before analyzing the cost and benefits of co-sourcing or outsourcing of the internal audit function, it is important to first gain an understanding of the types of companies that may be good candidates for outsourcing internal audit functions.  It seems that every public company subject to SOX requirements is a potential candidate for seeking outside help in becoming and staying SOX compliant.  While many companies do outsource or co-source the internal audit function, are there certain profiles of companies that should choose or not choose this route?  
Companies with material weaknesses in their internal controls find that they are more likely to delay filing their 10-K report with the SEC (Ettredge, Li, & Sun, 2006).  This study can be used as an indicator that companies have incentives to develop strong internal controls.  If this can’t be done quickly in-house, then the best alternative for these companies is to co-source or outsource the internal audit function.

Additionally, there is evidence that companies with weaker audit committee governance are more likely to outsource routine internal audit functions when compared to companies with strong audit committee governance (Abbott, Parker, Peters, & Rama, 2005).  However, since SOX became law, it has been shown that corporate boards meet more often, are larger, and more independent (Linck, Netter, & Yang, 2007).  The study by Caplan and Kirshenheiter (2000) also found evidence that incentives for outsourcing generally increase as the risk that internal control weaknesses exits increase and the size of monetary loss from undetected weaknesses increase.
Costs and Benefits of Available Options 

There are three main options available to companies when deciding how to staff the internal audit function: In-house, co-source, and outsource.  Each option has its own unique benefits and costs.

Keeping the internal audit function completely in-house is the most traditional approach.  The in-house option benefits the company by allowing it to maintain complete control.  This helps generate employee loyalty, lower overall costs, and allow internal auditors to have a better understanding of the unique business processes of the company (Clinton & Vecchio, 2003).  However, the demands of SOX have made it difficult for many companies to find enough qualified in-house personnel, especially for specialized knowledge areas.  
Co-sourcing is an arrangement in which the company maintains a full or limited internal audit department, but hires third party experts when they are needed.  The co-sourcing option allows the company to maintain more control over the audit process while still allowing it to gain access to specialized knowledge or skill sets that would otherwise be difficult to find internally. Co-sourcing provides the company with a great deal of staffing flexibility and generally increases the audit quality.  The drawbacks of this approach include potential conflicts between the internal audit department and the third party.  Internal audit employees may feel threatened that they will be replaced by the third party (Clinton & Vecchio, 2003).

Outsourcing has the main benefit of allowing the company to have a high-quality internal audit department without having to maintain it.  Company management is able to focus on its core competencies while turning internal audit into a completely variable cost.  The danger of outsourcing is that the company gives up control over the audit process.  Additionally, the outside party is not loyal to the company and may not have a complete understanding of the business and its processes (Clinton & Vecchio, 2003).
Quality of Work
One of the most important issues at stake in the outsourcing debate is whether outsource providers produce higher quality work than in-house internal audit departments.  There is evidence that public accountants provide better quality testing, but they do so at a higher than anticipated price (Caplan & Kirshenheiter , 2000).  A 2003 study by Kevin L. James suggests that while outsource providers are perceived has having higher audit expertise, it does not affect users’ assessment of the internal audit department’s ability to prevent financial statement fraud.  Another study found that while both in-house and outsourced internal audit departments were susceptible to client advocacy, outsourced providers were less susceptible (Ahlawat & Lowe, 2004).  The Prawitt, Smith, and Wood (2006) study found that companies reported fewer abnormal accruals when, among other things, they outsourced a portion of the internal audit function.  It is interesting to note that both the internal auditor and the external auditor appear to similarly assess the quality of the internal audit work whether it has been done in-house or outsourced (Gramling & Vandervelde, 2006).  However, any positive effects on perceived quality might be mitigated, in the eyes of the external auditor, if the third-party provider also provides tax services (Desai, Gerard, & Tripathy, 2007).
Sarbanes-Oxley 

It is undeniable that SOX has played a critical part in many company’s decisions to co-source or outsource their internal audit function.  SOX has had two very notable effects on sourcing decisions for internal audit.  
First, SOX severely limits the external auditor from providing many non-audit services to audit clients.  Before the passage of SOX, it was not uncommon for external auditors to also perform internal audit testing on behalf of their clients.  This is one of the main criticisms of the Arthur Anderson relationship with Enron.  Arthur Anderson was receiving tens of millions of dollars in fees for not only being the external auditor of Enron, but also for providing internal audit services and other consulting services (Smith, 2002).  Studies have been mixed as to whether external auditors impair their independence by providing non-audit services.  The Prawitt et al. (2006) study found no difference between the level of abnormal accruals whether the internal audit function was outsourced to the external auditor or another third party.  While the Felix, Gramling, and Maletta (2005) study found that external auditors who provide non-audit services to their clients appear to be influenced more by client pressure and less concerned about internal audit quality and coordination when making internal audit reliance decisions.  In either case, this is no longer allowed under the current provisions of SOX.


The second major impact of SOX is the compliance requirements that have come out of Section 404.  SOX requires that management must provide an assessment of the internal controls over financial reporting and that the external auditor must provide an opinion on both management’s assessment and the internal controls over financial reporting.  This has the practical effect of requiring every public company to have a robust internal audit department that is capable of assessing risk, creating controls, and testing those controls to a level that will meet the high standards of SOX.  This is simply not possible for many companies.  As a result, co-sourcing and outsourcing have become near mandatory for many companies as this is the only way that they can become and sometimes stay SOX compliant.  
External Auditor  
The external auditor plays a significant role in the decision to co-source or outsource an internal audit function.  External auditors have always had the option to rely, in part, on the work performed by others to assess a company’s internal controls.  Even before SOX, using the work of internal auditors had a significant impact on external audit fees (Felix, Gramling & Maletta, 2001).  Now that external auditors are also assessing management’s evaluation of internal controls and providing their own opinion on the effectiveness of internal controls surrounding financial reporting, being able to convince the external auditors to use the work of others can play an important part in reducing the cost of compliance.  Studies have shown that external auditor’s are more likely to rely on the work of internal audit when it has been outsourced to a third party (Glover et al., 2006).  Additional research has indicated that external auditor rely more on the work produced from co-sourced internal audit departments (Desai et al., 2007).  However, this additional reliance only extends so far.  The Glover et al. (2006) study also indicated that external auditors were no more likely to rely on the work of outsourced internal audit testing when the nature of the work was highly subjective. 
Time
Finally, if a company has decided to co-source or outsource its internal audit function, how long should the company expect that this arrangement should last?  This will vary quite a bit depending on the specifics of the company and the initial nature of the relationship between the company and the third party.  Full outsourcing arrangements are generally temporary by nature, while co-sourcing arrangements can range from a few months to very long-term relationships.  
D. Preliminary Expectations

Internal Audit co-sourcing and outsourcing was a major business before SOX and it has become an even bigger business because of SOX.  M research will show that many companies can benefit from some type of sourcing arrangement for their internal audit department.  While every company possesses a unique set of circumstances and capabilities, it is easy to see that the expertise required and the demands created by SOX are too great to handle completely in-house. 
I expect to find that while many companies can stand to benefit from sourcing arrangements, not all sourcing arrangements will benefit every company.  I expect that there are certain conditions that need to be present in order to make sourcing arrangements successful.  I also anticipate that my research will show that some form of a co-sourcing arrangement will be the best fit for most companies.

My preliminary research has led me to believe that companies do achieve some degree of cost savings in terms of external audit fees by sourcing at least some internal audit testing.  However, this potential cost savings is most likely offset by the higher costs associated with paying third party providers.  While, it may be less expensive to staff a complete in-house internal audit department, the demands of SOX are too great and the supply of qualified personnel is too low for this to be feasible for many companies.

I also expect my research to show that companies will rely more heavily on outsource providers in the first couple of years of mandatory SOX compliance, but that, over time, companies will perform more of the work themselves as they are able to utilize the knowledge gained and work performed by the third-party provider.  However, I expect many companies will maintain some form of long-term sourcing relationship that will allow the company to tap specialized skill sets and knowledge areas that otherwise would not be feasible to develop in-house. 
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