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ABSTRACT

This study investigates the nature and extent fe§tadring of tax preparation services by

U.S. accounting firms. Particularly, the motivaiso for off-shoring tax services and

arguments against its use, the impact of the datitd off-shore on firms and clients, the
levels of disclosure provided to clients with regpe off-shoring, and the measures taken to
assure security of information and competency okliglers are examined. Information on

off-shoring was obtained from thirty-five top acanting firms in seven major U.S. cities to

support the authors’ findings and conclusions anc¢hrrent status and future of the practice
among firms.

Keywords: Off-shoring, Tax preparation, Outsourcing, Accig services, Emerging
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OVERVIEW

For purposes of this study, off-shoring is defiresdthe procurement of services by CPA
(certified public accounting) firms outside the Wwi States through electronic media. The
term outsourcing in this study refers to procuretredrservices outside the firm, but inside
the U.S. A review of current literature indicatbat off-shoring of accounting services has
been increasing and will continue to increase @ftlure. A survey was conducted yielding
a sample of thirty-five (achieving a twenty percezgponse rate from a population of 175) of
the top accounting firms in seven major U.S. citi#ge authors encountered resistance from
several firms in obtaining information becausehaf sensitive nature of this topic. The most
significant finding from the sample data was thatirecreasing trend in off-shoring was not
evident. Thirty-seven percent of the respondingpgiroff-shored only limited amounts of tax
return preparation to India, a country that possesan abundance of English-speaking,
trained accountants. In making the off-shoringiglen, both cost-savings and non-cost
related factors played a role. Almost half of fines reported a negative impact on the firm
from the decision to offshore and most claimedxpeeience negligible cost-savings. More
than half planned to decrease or discontinue aifisg in the future. The increased
disclosure requirements of the American Instituteertified Public Accountants (AICPA)
and various State Boards of Accountancy along whth fear of losing clients may have
influenced firms’ decisions not to pursue off-singrimore vigorously. In the next phase of
research, intermediaries or third-party servicevigiers identified in this study may be
contacted to gain more insight into the actual matative volume of tax work done off-shore
and the future direction of off-shoring activityaecounting firms.
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INTRODUCTION

Current literature regarding the patterns as welt@sts and benefits of U.S. manufacturing
firms in subcontracting or outsourcing productioml @ssembly tasks to newly industrialized
countries (NICs) and emerging markets such as laaiaChina is rich and abundant as these
processes have gained much attention during thé fifas years. Improvements in
productivity, cost efficiency, quality, and perfoante have been among the primary reasons
that have encouraged companies to subcontract erenactivities to locations around the
globe offering a comparative advantage (Dankba8@f72 Slaughter and Soon, 1996).
However, externalizing or subcontracting in theve®s sector to off-shore locations,
specifically in the business services sector, Has been growing rapidly in the past two
decades. Albeit the lack of reliable national dataious published studies indicate that over
a million service-sector jobs in the United Stdtase been sent to off-shore locations to date.

Farrell et al. (2006) report (based on an exanunabf eight industries) that an estimated
eleven percent (11%) of service jobs could be cetedl remotely in off-shore locations as
the specific tasks require “neither substantialaloknowledge nor physical or complex
interaction between an employee and customers ltagoies” (Farrell et al., 2006, p. 24).
Continuous advancements in technology and digitizecthmunications only assure the
increase of off-shoring of "impersonal services" services that can be delivered
electronically over long distances with little oo megradation in quality (Blinder, 2006).
Published work in academic and trade-related jdsrnalthough limited, have focused
primarily on identifying the criteria for succeskhutsourcing (on or off-shore), factors for
choosing the right location and vendor, and thenaxny of operating and strategic processes
suitable for externalization (Farrell, 2006; ArondaSingh, 2005; Shamis et al., 2005).
However, comprehensive studies at the industry fand level of the nature and extent of
outsourcing and off-shoring of services are rangh wne example being in the hotel sector
(Espino-Rodriguez and Robaina, 2005). The residltee hotel sector study indicated that
current outsourcing decisions were being decidedosh factors alone. However, any future
increases in externalization would have to be datesd based on strategic factors, not just
cost reduction. The researchers suggested tha rasearch-based studies be completed in
other sectors to verify their findings. Therefotlee need for additional inquiries regarding
firm strategy and behavior with respect to outsmgrcand off-shoring across sectors is
warranted.

In the accounting services profession, outsouréngmaller accounting firms within the
same country has been a common phenomenon amaagahand larger regional firms for
decades. However, during the past five years,isgnzkertain routine functions off-shore,
such as tax return preparation and compliance viak been reportedly (although with
anecdotal evidence) growing (Danziger, 2000; Goldm&002; Lombardo, 2003;
McCausland, 2004; Mirchandani and Liggett, 2002his growth has been attributed to the
availability of electronic data transfer capabilitpupled with an abundance of cheaper
skilled accounting and English-speaking labor ptxlamncentrated in countries like India
and the Philippines. Friedman (2005) writes abitnet abundance of college graduates
educated in accounting (and in English) in Indfccording to Friedman: “with the help of
high-speed communications, stringent training, stachdardized forms, these young Indians
can fairly rapidly be converted into basic Westaatountants at a fraction of the cost”
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(Friedman, 2005, p. 14). Indian companies speamgiin accounting such as MphasiS, have
established working relationships with small anddimm-sized CPA firms in the U.S. The
process begins with the electronic deposit of sedmiocuments such as the last year’s tax
returns and the current year’s supporting tax demimon to a computer server in the United
States. At the other end, in India, trained actants access these raw data and complete the
tax return directly on the server, without the dajiy of downloading, printing, or copying
any of the confidential client financial information order to assure protection of privacy
(Friedman, 2005).

According to accounting trade journal literatuteS. CPAs are beginning to off-shore tax
compliance work (that does not require personaradtion with clients) not only for cost
reductions but also to allow domestic staff to ®an higher-order services requiring
personal interaction, such as tax planning anduwbng, and to increase the speed of tax
return processing by taking advantage of time zdifierences (Robertson et al., 2005;
Reeves, 2004). It is reported that the numbeaxfréturns electronically prepared off-shore
by Indian accountants was expected to increase #6800 in 2002 to 200,000 by 2004.
One of the leading third-party tax providers hagezienced more than 25 percent increase in
off-shored services during the 2007 tax season €W3007; Breslin, 2007; Gautreau I,
2005; Brody et al., 2004). A study by the Aberd&nup (2003) predicts a one hundred and
fifty percent (150%) growth rate in business prgcesatsourcing (BPO) specifically in tax
processing going off-shore within the next five ngeaAccording to Blinder (2006), further
technological advancements will determine how macbounting work stays onshore and
how-much will be delivered electronically from cades offering skilled labor at much
lower wages. It is also estimated that not only thiere be a significant increase in the off-
shoring of tax return preparation, but other actiognservices will also follow. The labor
shortage within U.S. accounting firms, rising lalsosts, and refocusing on higher revenue-
generating activities such as advisory servicegpa&es-Oxley compliance work, and
financial consultation are some of the reasonghigrincrease (ValueNotes, 2006).

Apart from the aforementioned anecdotal evidermé farecasts on the increase in off-
shoring, no current research exists showing thengxaf, and significant impact, if any, of
off-shoring of tax return preparation services fribra perspective of U.S. CPA firms. Brody
et al. (2006) collected a convenience sample ofcleents to explore their opinions and
feelings about their tax returns being preparedsbéfre. The authors reported that the
majority of the respondents who used a paid-prépas¥e not even aware that their tax
returns may be outsourced to off-shore locationd veere not aware that paid preparers were
not required to disclose the use of off-shoringosiMrespondents appeared to be concerned
that their tax returns may be sent overseas. ttiad, over eighty percent (80%) of the
respondents felt that their privacy was being verdaand there was a loss of trust of their
paid-preparers if they were not informed aboutstfbring. While their findings (because of
the sampling methodology) may or may not applyhe karger population, Brody et al.
(2006) pointed out another important issue plagdiegaccounting profession, i.e., the issue
of disclosure or transparency to clients. The ligat behaviors of large public accounting
firms contributing to corporate bankruptcies sushEaron and Worldcom have caused loss
of public trust in the profession. The authorsexied a request to the trade regulatory body
(the AICPA) to take stronger steps in requiringaaoting firms to disclose the utilization of
off-shore service providers for tax return preparat
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Set against this backdrop, the study describedisnpaper attempts to fill a gap in academic
literature in the sector-specific, firm-level resgmon the use of off-shoring. This inquiry
examines the extent of off-shoring of tax comple@nd tax return preparation work, the
benefits and costs of the process from a firm pEtsge, and the implications of disclosure
requirements to clients.

RESEARCH CONTEXT AND LITERATURE REVIEW

The design of this research paper is based on aew&in themes. First, it offers the
modernization of the theory of comparative advaatagthe accounting services sector as
countries like India and the Philippines build thadvantage with human capital. These
emerging markets contain a sufficient pool of Estglspeaking accountants with extensive
knowledge and training in U.S. taxation. It is egpiate, however, to point out that
advancement in electronic communication and tedgylhas made it possible for these
countries to gain this new advantage in that presho non-tradable services have now
become tradable (Blinder, 2006). With respectattidrs involved in choosing a location for
off-shoring, Farrell et al. (2006) refer to anahgicost factors (in relation to wages and
infrastructure); availability of skills; environmeand risks (e.g., political stability of the host
country) and quality of infrastructure. In judgitige quality of the appropriate labor pooal, it
is also important to determine the degree of soahaliity of the location’s labor pool.
According to Farrell et al. (2006), the growth imetnumber of university graduates in
emerging markets outpaces that of developed casntrin addition, the significant excess
supply of competent professionals in these emergiagkets will keep wages low for some
time. In the U.S., off-shoring tax preparation uegs the need for hiring temporary help
during the busy tax season resulting in a signiticast advantage (Robertson et al., 2005;
Blackman et al., 2004).

The second pervading theme here is the firm-lesa&mination of core and non-core
competencies and a strategic determination ofyjhestof tasks that can be off-shored. In the
context of accounting firms, this becomes the taSknanagement to analyze and make a
conscious decision to keep those tasks receivigh hanks in value-creation and value-
capture in house (for example, tax planning andagament consulting) and consider off-
shoring those tasks that score low in the aboveatuBy (preparation of routine individual
tax returns or payroll data entry) (Aron and SingBp5; Allery, 2004). In this process,
managers make sure that the service providerseobthshored tasks cannot provide the
higher-level tasks as well as they can in-housethab core competencies are not lost to
outsiders. A significant contributing factor to emcrease in firms considering off-shoring is
the changing demography in the accounting profaessitt is predicted that seventy-five
percent (75%) of the members of the AICPA will biggible to retire in the next decade
(Gamble, 2007). This leaves a gap in the supplgamiounting talent needed in the U.S.
(even after accounting for the anticipated increa$eyoung accountants entering the
profession). U.S. accounting firms are facing raitkd supply of young or entry-level
accountants, accountants whose talents cannot ftedvan lower-level more mundane tasks
involved in tax preparation and audit compliande. order to keep the top and brightest
performers within the company for the long hauling need to continuously challenge and
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reward these young talents for performing increglgihigher-order tasks (Robertson et al.,
2005).

The third theme or strand of literature in thigdst addresses the negative aspects of off-
shoring. One of the negative effects of off-shgrimthe perception that the firm is being un-
American by sending jobs to foreign countries. ddem work off-shore can lead to staff
morale problems. Firms and clients are concernidd tve quality of work completed off-
shore and with the risk of loss confidential cliexformation. From a personnel management
perspective, off-shoring limits the tax preparat@xperience of entry-level accountants as
that form of on-the-job training is done by outs&le If the entry-level accountants or fresh
graduates in the U.S. are not exposed to the hamgisactice of preparing tax returns, they
will lack procedural knowledge that may hinder athe@ment in their career path (Robertson
et al., 2005, Brody et al., 2004). Pinto (2005)np to the importance of information
gathering from face-to-face meetings with tax déewhich would be impossible in the off-
shoring scenario. She refers to her own experiasca tax return preparer where many tax
saving areas were detected from simple social asatien with clients. Macduffe (2008)
also mentions the absence of ‘nonlinguistic cuas*small talk’ in electronic mediated
conversations which restrict spontaneous soci@ractions. Pinto (2005) brings out the
significance of understanding of American cultured abusiness practices and their
application to U.S. tax laws which is impossible &mmeone from another country in a
remote location thousands of miles away to realize.

Another significant theme underlying this studypretection of confidential information, a
topic that has received attention in the curraetdture on off-shoring (Ramanujan and Jane,
2006). As employees of third-party providers imefgn countries have access to and are
privy to valuable and sensitive client informati@oncerns about misuse of this information
are placing pressure on U.S. companies to protetomers’ privacy. In light of the fact that
no enforceable international law exists on datausigc both off-shore providers and U.S.
companies are increasingly more responsible fontifygng potential risks and designing
measures to protect against this risk (Basu an@s]a2003; Bierce, 2003). In the U.S.,
Ireland, and the EU, specific laws such as the @rdreach-Bliley Act contain rules
governing the disclosure of personal financial infation. Tax preparers are considered
providers of financial products and services arel therefore, bound by these laws. For
clarification, the usual steps involved in off-simgrtax preparation services are as follows: 1)
the U.S. company collects clients’ tax informatisnans and transfers it into electronic files
and delivers it to a facilitator's website, 2) tfagilitator encrypts the files and makes these
available to the third-party provider in the hostiotry, 3) the third-party provider prepares
the return and electronically posts it along witipgorting documentation on the facilitator’s
website, and 4) the U.S. company then retrievesntioemation from the website, reviews it
and makes adjustment, if necessary, and forwardsetalient for final filing. During this
process, preparers in host countries are not allewnload, copy, or print client information
(Robertson et al., 2005).

As in any electronic transfer of confidential infaation, security risks must be mitigated,
and firms must take measures to ensure that theb-phrty providers have adequate security
controls in place. For those accounting firms abfbring, issues of security and disclosure
must be addressed. Rising concerns within theuwstiow profession as to the disclosure of
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the use of third-party service providers led to AI€EPA’s Professional Ethics Executive
Committee’s (PEEC) Ethics Ruling 112 under Rule #0htegrity and Objectivity. This
ruling requires that prior to sharing confidentidient information with a service provider,
firms inform their clients, preferably in writinghat they may be utilizing the services of an
outside provider for certain professional servicdhe PEEC also issued Ruling 12 under
Rule 202 — Compliance with Standards. This rutlagifies the application of Rules 201 and
202 with respect to firms utilizing third-party see providers for professional services.
Ruling 12 states that firms are responsible forwadtk provided by the service provider.
Finally, the PEEC issued Ruling 1 under Rule 30Qonfidential Client Information. This
ruling applies to the firms’ relationship with thieird-party service provider. Specifically,
the ruling requires firms to enter into contractagteements with providers to maintain the
confidentiality of client information and requirgkat firms take steps to be reasonably
assured that service providers exercise appropseterity measures to prevent unauthorized
access to confidential client information. Theulesg Rulings were adopted in October,
2004, to be effective July 1, 2005. In June 2Q06,PEEC issued sample client disclosure
language that could be used to meet the requirenodriEthics Ruling 112; that is, provided
the firm chooses to disclose the use of outsourcmgff-shoring in writing (AICPA, 2005).

It is noteworthy that Ruling 112 does not requinattfirms provide written disclosure to
clients. Firms may want to protect themselves fitigation by putting such disclosure in
writing. Firms should also be aware that theirt&tBoard of Accountancy may require
different levels of disclosure with respect to tlse of off-shoring.

The AICPA’s suggested language for the writtercldsure of the use of outside providers
reads:

The firm may from time to time, and depending oa ¢ircumstances, use third-party
service providers in serving your account. We rahgre confidential information
about you with these service providers, but ren@mmitted to maintaining the
confidentiality and security of your informatiomAccordingly, we maintain internal
policies, procedures and safeguards to protectctimidentiality of your personal
information. In addition, we will secure confideity agreements with all service
providers to maintain the confidentiality of younformation and we will take
reasonable precautions to determine that they appeopriate procedures in place to
prevent the unauthorized release of your confidémiformation to others. In the
event that we are unable to secure an appropratidentiality agreement, you will
be asked to provide your consent prior to the slgansf your confidential information
with the third-party service provider. Furthermottee firm will remain responsible
for the work provided by any such third-party seevproviders. (AICPA, 2005)

One potential problem with this language is thatoés not specifically inform the client that
their account is being off-shored, only that it mey Firms that utilize off-shoring must be
fully aware of which clients’ services will be dadfiored, and thus be able to disclose it.
Other potential problems with the suggested langwag that it does not include the specific
nature of the professional services to be outsauotehe location of the third-party service
provider. Clients may not want certain types ohfaential information shared, and

particularly shared outside the State or countjo mention of the reasons for the use of
outside services (e.g., to provide quality seratan affordable price) is mentioned. Brody
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et al. (2006) found that the overwhelming majontiytax clients cared or cared to know
whether their return was prepared off-shore aratiypenalf were not sure if, in fact, their
preparer off-shored. The greater majority was aleb aware of the specific disclosure
requirements, but would question the trustwortrsneistheir tax preparer if they were not
informed about off-shoring.

PURPOSE OF STUDY

Based on the above discussion, the purpose ofékearch is threefold. First, the authors
wish to explore and examine the extent of the praaif procuring tax preparation services
off-shore by certified public accounting firms bdda the United States. This study is an
attempt to establish that the phenomena reportetheén literature exist in statistically
significant terms in the U.S. accounting professiddecond, for those firms reporting off-
shoring as a business practice, the study proposetentify the international host regions
that are the recipients of this off-shoring activéind the effect on firm profits as a result.
The researchers also wish to identify the costramdcost factors influencing the off-shoring
decision and the processes firms follow to enshee quality of service providers in the
international arena. Finally, the authors inteodexamine the way that firms utilizing off-
shoring address the disclosure requirements pratedgby the various State boards of
accountancy and the AICPA. The impact of off-shgrion firm/client relationships is
another area of interest in the study.

RESEARCH DESIGN AND SCOPE

Seven major U.S. metropolitan areas were identifsdtargets for this study based on
population size, export orientation, internatiommsfolvement, and review of accounting trade
literature on off-shoring. The study sample waawdr from the regional accounting firms
listed inBook of Listan Atlanta (AT), Boston (BS), Chicago (CH), Los deles (LA), New
York City (NY), San Francisco (SF), and Washingd@ (DC). Questionnaires were color
coded to identify each firm’s location by city. &kop 25 firms in each city were included in
the sample to receive questionnaires.

Information was obtained from the relevant Statard@s of Accountancy from web sites or

via e-mail or telephone to determine the individdiiclosure requirements placed on firms
utilizing off-shoring. Except for the Californiadard of Accountancy, the various state
boards do not have additional or stricter guidalintban the aforementioned AICPA
guidelines on disclosure requirements and assurahoempetency of third party service
providers. The California Board requires writtaactbsure and written permission from the
client (California Board of Accountancy Regulatip8607).

Survey questions were designed to elicit infororapertinent to the research questions and
covered the following areas:
* General business characteristics including agesemedof firm
» The extent of outsourcing and/or off-shoring of taseparation and/or any other
accounting services
* Nature and extent of off-shoring including revemaeact of off-shoring
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* Reason(s) and factor(s) influencing off-shoringisieas including choice of country
location

» Future direction based on current off-shoring eiqree

* Reason(s) for avoiding off-shoring

» Client disclosure practices with respect to outsimgr and/or off-shoring

* Assurance measures of the security of confideaoli@ht information and competency
of third- party providers

A pilot survey was conducted using a sample oft@odirms. The questionnaire pre-test
was completed in February 2007 through face to if@egviews. Tax partners of three firms
in Boston were interviewed to fine-tune the surniegtrument. Questionnaires were
administered to these firms and, therefore, prodiwvedid responses. The revised survey was
sent after firms’ busy tax season in May 2007. |dvolup telephone calls were made to
encourage response. After second requests (byaméia phone), a response rate of twenty
percent (20%) (35 responses) was achieved. Respovexe collected until November 2007
(Table 1). It is appropriate to report here thatsiderable resistance was met in obtaining
information once the topic (off-shoring) was rewshl In at least five instances, during the
initial phone call, a response was promised, howeaygestionnaires were not returned. In
two instances, firm partners (California-based)upby ended the conversation as soon as
they found out that the inquiry involved off-shagiof tax preparation services. Although no
definitive answer can be obtained, this lack ofpmyation revealed two potential problem
areas with obtaining the survey data. First, firnmsy have misunderstood our intentions,
believing us to be selling tax-preparation serviaed, therefore, were unwilling to respond,
either because they already had a suitable offisipagervice provider, or they were not
interested in off-shoring and feared future saliésrts. Alternately, firms may have been
unwilling to share their strategy with respect fbahoring to avoid any negative fallout. In
sum, the nature of the topic may have inherentnespense bias.

TABLE 1: RESPONSE RATE, OUTSOURCING AND OFF-SHORING BY REGION

City AT | BS | CH | LA | NY | SF | DC | Total
Sample 25 25 25 25 25 25 25| 175
Responses 5 10 4 5 4 4 3 35
Rate 20% | 40%| 16% 20% 16% 16% 12% 20%
Outsource in U.S. 2 1 1 1 2 0 1 8
Percent 40%| 10% 25% 20%  50% - 33P0 23%
Off-shore 2 5 1 2 2 0 1 13
Percent 40%| 50% 25% 40016 50% - 33% 37%
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ANALYSIS AND INTERPRETATION OF FINDINGS
The Extent and Nature of Off-shoring

Twenty-three percent (23%) of all firms reportedisourcing services within the U.S.
Thirty-seven percent (37%) indicated that theyafeshoring tax preparation services (Table
1). Seven of eight respondents that utilized autsog also off-shored, indicating a
propensity in those firms to utilize third-partyngee providers. From the review of
literature described earlier, much more evidencefbthoring was anticipated. Regional
variation with such a small sample group canncdredyzed.

Forty-seven percent (47%) of respondent firmssifigésl themselves as local firm, with one
location (Table 2). Of local firms forty percemt0Qo) utilized off-shoring. Local firms
accounted for half of the firms reporting off-shmayiactivity. A large percent of the firms
(41%) responding were regional, with one or moriice$. Thirty-one percent (31%) of
regional firms off-shored, representing thirty-fqaercent (34%) of all firms that utilized off-
shoring. Although only two national and two intational firms responded, accounting for
sixteen (16%) of firms off-shoring, the magnitudetweir off-shoring activity is most likely
very significant. It is interesting to note, thdwighat only two of the four national and
international firms off-shored. In future researithmay be worthwhile to investigate why
some national and international firms off-shorejlevbthers do not.

TABLE 2: FIRM CHARACTERISTICS AND OFF-SHORING

% of % % of Total
Characteristic Firms Off-shoring Off-shoring
Local 47% 40% 50%
Regional 41% 31% 34%
National 6% 50% 8%
International 6% 50% 8%
Autonomous Office 56% 33% 50%
Branch Office 13% 25% 8%
Office Headquarters 31% 50% 42%
Revenue <= $10 million 36% 33% 31%
Revenue > $10 million 64% 43% 69%

Fifty-six percent (56%) of firms reported beingt@omous offices, of which thirty-three
percent (33%) off-shored. This indicates that whleeision-making with respect to off-
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shoring is under the control of the responding fiome-third of those firms engaged in off-
shoring. Half of all firms off-shoring fell intchis category. Firms that are headquarters
reported a greater degree of off-shoring (50%),ctvlalso points to autonomy of decision
making with respect to off-shoring. However, thedence between an autonomous office
and a headquarters may be blurry as some partreeysview a single-location firm with no
branches or subsidiaries a headquarters. In asB;, eaen though firms have the ability to
make the decision to off-shore, many are choosotgaen A majority of the sample firms
(64%) reported revenues of over $10 million. Omedt of these larger firms off-shore,
which accounts for sixty-nine percent (69%) of fatins off-shoring. While this indicates
that larger firms are utilizing off-shoring moreath smaller firms, the smaller firms are still
very much engaged in the practice. The overaltatttaristics of the sample firms show that
local and regional firms with autonomous status mawetnues over $10 million make up the
bulk of off-shoring firms. However, one must nagtect the impact of large international
and national firms as the dollar value and volurhgvork they handle is much larger than
their counterparts.  On the other hand, the tiaat four firms with less than $10 million
annual revenues actually were off-shoring may iatgichat even smaller firms are beginning
to experiment using third- party providers overdedsed by technology.

When examining the characteristics of just thased off-shoring, the results become richer
(Table 3). Of those off-shoring, tax work was ey type of service procured in this
manner. The specific type of tax work off-shoredswexclusively the preparation of
individual income tax returns. When the relativecaint of tax work off-shored is examined
in the firm context, this information is not asrsigcant.

TABLE 3: OFF-SHORING FIRMS’ CHARACTERISTICS

% of Off-shoring Firms

Percent of firm revenues from Tax Services:

Less than 29% 25%
30 - 50% 57%
More than 50% 18%

Percent of total tax services off-shored:

Less than 10% 58%
10-20% 17%
More than 20% 25%

How long has firm been utilizing off-shoring?

Less than 1 year 60%
1-2years 30%
More than 2 years 10%
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Twenty—five percent (25%) of firms that off-shom@ less than thirty percent (30%) of their
total revenues from tax work. Fifty-seven perc@m%) earn thirty to fifty percent of their
revenues from taxes, while only eighteen perceBd)learn over half of their revenues from
the tax area. However, a majority of the firms%@8vho off-shored sent ten percent (10%)
or less of their total tax preparation service wduoverseas. Only twenty-five percent
(25%) of firms off-shored more than twenty perc@t%o) of their tax work. In this context,
the volume and significance of off-shore tax prefjian seems smaller. In addition, all firms
off-shoring reported using service providers iniéndThe results of the study with respect to
the scope and relative volume of work off-shored #éme location of service providers is
surprising based on the literature. The authopeeted to find evidence of more widespread
use of off-shoring both in type of service procuesdl location of service provider. Sixty
percent (60%) of off-shoring firms had used theidndservice providers for only one year or
less, thirty percent (30%) for up to two years, antly ten percent (10%) for more than two
years. This finding supports published literatdhat off-shoring is a relatively new
phenomenon within the accounting services secfbe next section will examine the factors
involved in contemplating and finally making thd-ehoring decision at the firm level, and
the impact of the decision on firm profits and tise of off-shoring in the future.

Decision Factors

In response to the inquiry as to what factors grilced firms’ decision to offshore, several
responses were prominent (Table 4). Firms wemavalll to answer positively to more than
one factor, but also asked to note the most impbffiactor for their firm. Thirty-eight
percent (38%) reported that cost effectivenessamdscision factor for their firm. However,
only one firm

TABLE 4: FACTORS INFLUENCING THE DECISION TO OFF-S HORE

Factor % of Off-shoring Most important
Firms factor

Cost effectiveness 38% 1 firm

Faster service to client 46% -

Opportunity to increase revenues 15% -

Opportunity to better utilize U.S. staff 46% 4 fgm

Limited supply of young CPAs in U.S. 54% 2 firms

Improve quality of life during ta 54% 2 firms

season

Other (tried as a test) 8% -

claimed cost effectiveness to be the most importactor in their decision making. The
limited supply of young CPAs (fresh graduates)ha U.S. and improving the quality of life
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during the busy tax season were the two most premidecision factors at fifty-four percent
(54%). Faster service to clients (by employingdtdparty service providers and taking
advantage of the time difference between Indiathed).S.) and better utilization of staff for
higher order services such as tax planning wereitapt factors for forty-six percent (46%)
of firms. Only sixteen percent (16%) reported tpportunity to increase revenues as a
factor that influenced their decision to off-shor@ne firm (8%) was only taking the off-
shoring step as an experiment. Only nine firmsicateéd the most important factor
influencing their decision. Better utilization sitiaff was chosen as the most important reason
by 4 of 9 firms. The limited supply of CPAs andpraving quality of life were the most
important factors for two firms each. As mentioratlier, cost effectiveness was chosen by
one firm as the most important decision factoronfrithese results, it may be postulated that
firms most likely selected third-party providersiidia because of the available labor pool
offering appropriate knowledge for the most routtag preparation functions. The firms
anticipated that this decision would make it pdgsfbr them to redistribute the firm’'s U.S.
labor resources to tax planning, strategic comsgltand other higher order services. In
addition, the desire to improve the quality of lfier staff (and partners) also played an
important role in the decision to off-shore. Imsuwwhile cost saving was one important
factor influencing the decision to off-shore, ih@ses firms considered several other factors
before making the decision to utilize third-partgndce providers and off-shore tax
preparation work. In all instances, Indian prov&devere chosen and it appears that they
were chosen based on their competitive advantagéfenng educated and skilled English-
speaking accountants at a lower cost.

Firms were questioned on the impact of off-shoongheir firm’s profits: more specifically
if they experienced cost savings as a result osbdiring. Only fifteen percent (15%) of
firms reported experiencing cost savings as a redubff-shoring, while sixty-two percent
(62%) reported no cost savings (Table 5). The nmemg firms did not respond. Those
reporting cost savings indicated a range of saving® one to fifteen percent. Over half
(54%) of off-shoring firms reported that their exipace with off-shoring was positive; that
off-shoring had a positive impact on their openasiowhile forty-six percent (46%) reported
the opposite. When asked if firms were planningntobease their use of off-shoring, five
firms (38%) responded affirmatively. However, th@me firms that reported a negative
impact also stated that they would decrease thssraf off-shoring with the possibility of
discontinuing it completely. The primary reason ¢ontributing to dissatisfaction was that
the quality of work was not as expected. Otheswra for decreasing or discontinuing off-
shoring included having to spend additional timeieewing or re-doing work and not
experiencing cost savings. One can surmise, basdge data collected in this study, that an
increasing trend in off-shoring is neither estdidi$ nor supported. These findings directly
conflict with several predictions reported by vasoauthors as described earlier (Blinder,
2006; Friedman, 2005; Aberdeen Group, 2003).
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TABLE 5: IMPACT OF DECISION TO OFF-SHORE

Result % of Off-shoring Firms
Cost savings experienced 15%

No cost savings experienced 62%
Off-shoring decision was positive 54%
Off-shoring decision was negative 46%

Will increase off-shoring 38%

Will decrease/discontinue off-shoring 46%

It is noteworthy here to mention that this stutbpacollected information from firms that did
not off-shore at all. Of the twenty-two firms thditl not off-shore, sixty-eight percent (68%)
cited the fear of loss of security for confidentédient information as a factor influencing
their decision not to off-shore. Forty-five pertéd5%) expressed that the fear of losing
clients was a reason for their decision. Sevenaisf believed that the cost would outweigh
the benefit of off-shoring (32%). During a faceféaoe interview, one partner declared this to
be the most important reason for not off-shorirgwell as his having access to a sufficient
labor pool within the country. Other factors th#tuenced firms’ decisions not to off-shore
included patriotism (23%) and fear of loss of Ydbs (14%).

The current focus in the professional financiatvee industries on full disclosure,
protection of confidential client information, aadsurance of the quality of work done by
third parties warranted that the authors ask supaticipants about their practices in these
areas. The next section will address the analykimformation collected on disclosure,
assurance of information security, and quality ofkv

Disclosure to Clients and Assurance of Quality
When asked about providing disclosure to clier@s,df the thirteen firms (77%) stated that
they disclose in writing that a third-party providmay be used to service their account

(Table 6).

TABLE 6: DISCLOSURE OF OFF-SHORING TO CLIENTS

Disclosure % of Off-shoring Firms
Written disclosure that a third-party service pomri 77%

may or will be used

Verbal statement that a third-party service provide 15%

may or will be used

No disclosure 8%
Guidelines
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Use AICPA guidelines for disclosure 85%
Use State Board of Accountancy guidelines |for 69%
disclosure

Use Internal Revenue Service guidelines for disoios 46%
Use internally developed guidelines for disclosure 38%

However, none of the firms disclosed the locationhe identity of the third-party provider.
One firm utilized an engagement letter to notifgists in writing. Two firms (15%) verbally
informed clients that third-party providers will lised without disclosing any other details.
Surprisingly, one firm (8%) did not disclose anyommation at all which indicates non-
compliance with the AICPA guidelines. As notedliearthe AICPA requires that prior to
sharing confidential client information with thergee provider, firms inform their clients,
preferably in writing, that they may be utilizinget services of an outside provider for certain
professional services.

It is of no surprise that eighty-five percent (856&hd sixty-nine percent (69%) of the firms
reported following guidelines promulgated by theCRIA and the appropriate State Board of
Accountancy, respectively (Table 6). Forty-sixqeart (46%) used Internal Revenue Service
guidelines. Thirty-eight percent (38%) of firmseavhad internally developed guidelines.
Since the types of disclosure are not mutually wsiek, firms indicated any and all
guidelines they follow. The respondents did nolieve that disclosure of third-party
providers had any effect on their clients’ behavitrmay be inferred that the firms did not
want to disclose the identity or the location ob\ders to clients for fear of this information
having a negative impact on clients’ perceptionseaurity.

With regards to protection of client informatiogleven firms (85%) maintained written
agreements with third-party providers for protegtihe confidentiality of client information,
but only two firms (15%) disclosed the existencéhafse written agreements to clients (Table
7). Only three firms (23%) actually obtained vetitconsent from clients to share their
information with third-party providers. Althouglone of the firms believed that disclosure
would make any difference to clients, the majodigt not specifically disclose off-shoring
activity or the identity of the third-party provideto clients. One of the goals of this study
was to investigate the impact of Ethics Ruling dh2the use of off-shoring and the level of
disclosure that firms provide on off-shoring praiesal tax services. The increasing
concern for security of confidential client infortizan within the profession (Robertson et al.,
2005, Brody et al.,, 2004, Pinto, 2005), and thesimig#y of increased disclosure
requirements may have played an important roleityfsix percent (46%) of firms planning
to decrease or discontinue off-shoring activitglascribed earlier.

As shown in Table 7, thirty-one percent (31%) g off-shoring conducted in-person
reviews of their third-party service providers anained staff face-to-face. The geographic
distance (in all cases to India) made this actidifficult and expensive. Only four firms

trained face-to-face, probably by sending stathttia and thus contributing to an increase in
the overall cost structure of off-shoring. Fifteparcent (15%) of firms conducted this
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review and training on-line. An intermediary walized by forty-six percent (46%) of
firms, in which case these firms had to rely upba teputation of the service providers.
What is very interesting is that seventy-seven gar¢/7%) of all off-shoring firms reviewed
every single return prepared off-shore to assumiracy and quality. Reviewing every
single tax return most likely significantly reducdte cost advantage gained from accessing
cheaper skilled labor of Indian accountants. bt,fawo thirds of those planning to decrease
or discontinue off-shoring reviewed every return.

TABLE 7: ASSURING THE SECURITY OF INFORMATION AND THE
COMPETENCY OF PROVIDERS

Protection of Client Information % of firms
Maintain written agreement with all third-party @ee providers 85%
Disclose existence of written agreements with ptess to clients 15%
Require written consent from clients to share amritial information 23%

Assuring Competency of Providers

In-person review of provider’'s infrastructure diade-to-face training of 31%
staff

Review and training through electronic means 15%
Use of an intermediary 46%
Review every tax return prepared by the provideassure accuracy 7%

CONCLUSION AND RECOMMENDATIONS FOR FUTURE RESEARCH

This study was designed to examine the extent fegtadring of tax preparation services by

U.S. accounting firms, the motivations for off-simgrtax services and arguments against its
use, the impact of the decision to off-shore omsir the levels of disclosure provided to

clients with respect to off-shoring, and the measueaken to assure security of information
and competency of providers. The conclusions drim the analysis are based on data
gathered from thirty-five top accounting firms hetU.S. and a comprehensive review of the
current literature in the field.

Conclusions reached in the area of the natureeateht of off-shoring activity among U.S
accounting firms is interesting in that only thiggven percent of top firms utilize off-
shoring. What is surprising to find is that aletiwork procured off-shore was individual
income tax preparation and the relative amountients’ returns sent out was small. Most
firms earned less than half of their revenues ftaxawork and most that off-shored sent less
than twenty percent of their returns overseas. réddpondents used Indian service providers.
Ninety percent (90%) of off-shoring firms have befming so for two years or less. These
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results indicate that off-shoring activities areroaer in scope and of lower relative volume
than the literature predicts.

With respect to the motivations for off-shoringetmost important factors reported by firms
were the limited supply of young accountants tafqrer lower-level work, improving the
quality of life during tax season, better utilizatiof U.S. staff (which supports the limited
supply factor), and faster service to clients. tGdfectiveness was not the most important
factor, though it was named by almost forty peradrfirms as important. For a majority of
firms that did not off-shore, the fear of loss etasrity for confidential client information was
a motivating factor against off-shoring. They at#ied a fear of losing clients as a reason for
not off-shoring.

When examining the impact of off-shoring on firnagjain the results are surprising. Only
fifteen percent (15%) of firms reported cost sasimg an increase in profitability since
utilizing off-shoring. A little over half of allifms considered their firm’s decision to off-
shore a positive one. Of those, less than fortgee plan to increase their use of off-
shoring. Slightly less than half of all firms caeyed their firm’s decision to off-shore to be
a negative one. Of those, about half plan to @saer discontinue its use. These data are in
direct conflict with the increasing trends preditte the literature.

A majority of the firms followed disclosure regeiments and informed their clients in
writing that their work may or will be sent off-steo It was interesting that while some
provided verbal disclosure, one firm did not diselahe fact at all. Firms felt that their
clients would not be affected by this lack of distire, which is refuted in the literature. A
majority of firms maintained written agreements the security of confidential client
information with their third-party service provideand disclosed this to their clients as well.
Although reasonable measures were carried out sorenthe competency of third-party
providers, a great majority of firms reviewed eveeyurn prepared off-shore for accuracy
and quality. This practice seems to negate sontkeo¥alue of off-shoring. It appears that
some firms are utilizing off-shoring as a patctheatthan a long-term business strategy.

Of course there are inherent strengths and wea&gseés this study. Data was obtained from
some of the top U.S. accounting firms that are alsttengaging in off-shoring. In-person
interviews with partners in three firms strengtreetiee questionnaire and added insight into
the analysis. The small sample size weakens théityaof our conclusions as statistical
significance cannot be ascertained. Potentialrespense bias is also a weakness because,
although off-shoring is legal, there is a negastigma attached to sending work out of the
country for whatever reason. Firms that utilizétishoring may not want to reveal firm
information, even in a confidential study. As mened earlier, the researchers experienced
some resistance in receiving responses to theiqoesin off-shoring due to the sensitivity of
the topic. More research is needed to examinehgheton-responding firms are involved in
off-shoring or not. A possible research angleaisgather information from intermediary
firms or third-party providers. The second phasthis study will focus on intermediaries in
order to gain more insight into the future of dffesing from the perspective of the third-
party service providers and to better gauge thelatessand relative volume of tax work sent
off-shore.
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In conclusion, this study shows that off-shoririgax preparation services is being utilized
in U.S. accounting firms. However, the volume andpe of this practice is limited. The use
of off-shoring does not appear to be growing atrailag rates by any means; in fact, it may
be declining in some firms. One could suggest #idgitough the use of off-shoring may
continue and grow among larger firms with largavidlal tax practices, this phenomenon is
most likely concentrating instead of spreading imithe accounting services sector.
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