BASICS

Governance in the Spotlight: What the
Sarbanes-Oxley Act Means for You

ollowing a wave of high-profile corporate business and

governance scandals, Congress passed the Public

Company Accounting Reform & Investor Protection Act
of 2002 (Public Law 107-240), better known as the Sarbanes-
Oxley Act. This legislation contains the most sweeping and

comprehensive set of public-company
governance, financial and accounting
reforms enacted in more than 30 years.
The Sarbanes-Oxley Act, intended to
protect investors and renew public trust in
corporations and their boards, set the stage
for even broader reforms promulgated by
the stock exchanges and other business
and investor protection groups.

These emerging requirements and
standards are widely perceived as
governance ““best practices™ for both for-
profit and not-for-profit organizations
alike. Attorneys, consultants and
governance experts agree that it is only a
matter of time before the Sarbanes
legislation and the rules and regulations
designed to implement it, will be broadly
applied to not-for-profit governance and
used as the yardstick against which board
performance and accountability are
measured.

Sarbanes at a Glance

While the Sarbanes-Oxley Act leaves
many questions unanswered and allows
federal agencies broad discretion in
enforcing its requirements with publicly-
held companies, the following provisions

¢ are applicable to nonprofit organizations:

« The role of independent directors and

i their representation on audit and other key
i board committees

« Executive compensation and loan

i arrangements

« New disclosure requirements for

i changes affecting the company’s financial
i status and the adequacy of company
¢ financial statements and controls

* Detailed codes of ethics, business

i conduct and comprehensive conflict-of-
¢ interest policies.

Each of these areas is discussed in

: more detail below.

Independent directors. Independent

i directors are the linchpin of many of the
i public-company reforms. To be

i considered “independent.” directors must
: be free of relationships with the

{ company/organization or its management
that might influence their decisions.

{ Relationships affecting director

i independence include employment,

i vendor, or consulting arrangements, as

¢ well as indirect links through family,

i business or charitable organizations in

i which the board member may hold an

! officer or director position.

Sarbanes-Oxley and the related rules
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i of stock-listing organizations (such as the
i New York Stock Exchange) sharpen the

i focus on the role of independent directors
i by specifying governance oversight
activities in which only independent

¢ directors should be involved. For example,
¢ independent directors must meet together
foat regular intervals without either inside
directors or management present. Several
important governance-related committees,
© such as the audit committee, the
nominating committee, the corporate

: governance committee, and the
compensation committee must be staffed
solely by independent directors.

Audit committee. The new reforms

make it clear that the audit committee
bears direct responsibility for hiring and
¢ firing the CEO, determining CEO
compensation, and overseeing the
company’s external auditors. Because of
! the importance of maintaining the audit’s
integrity, committee members are

: prohibited from receiving any
compensation from the company other
than directors’ fees and expense
reimbursement.

The Act also requires that:
* The external auditor reports directly

i 10 the audit committee, not to company
i management.

* Audit committees must be given the

i authority and resources to hire outside
i attorneys, consultants and other advisors
i as they think necessary.

* The audit committee must oversee the

i external auditor directly and resolve any
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disagreements between management and
auditors about financial reporting.

* Audit committees must establish
procedures to receive anonymous
employee concerns about accounting or
auditing practices.

« External auditors are prohibited from
providing certain nonaudit services to the
companies they audit, such as consulting,
bookkeeping, appraisal or valuation
services, design and implementation of
financial information systems, actuarial
services, legal services unrelated to the
audit, and management or human
resources functions.

* The audit committee must rotate the
lead external audit partner at least every
five years.

« All audit committee members must
be financially literate.

» Audit committees must have at least
one member who is a financial expert; if
no committee members are financial
experts, the company must disclose that
fact in its financial filings.

The SEC is proposing to define a
“financial expert” as someone who has an
understanding of generally accepted
accounting principles (GAAP);
experience in applying GAAP to how
estimates, accruals and reserves are
accounted for; experience in preparing or
auditing financial statements; experience
with internal controls and procedures for
financial reporting; and a detailed
understanding of audit committee
functions,

Most likely. a health care financial
expert would be defined somewhat
differently—with a more specific
emphasis on health care that reflects the
field’s unique and complex financial,
reimbursement and regulatory demands.

Nominating committee. This
committee is responsible for setting board
membership criteria and identifying
qualified candidates. By requiring that the
nominating committee comprise only
independent directors, the reforms place
key decisions about board candidates in
the hands of independent directors, rather
than management.

Corporate governance commitiee.
The role of this committee is to prepare
and recommend corporate governance
guidelines to the full board that would
address such issues as director

qualifications, duties, and educational
needs and programs. The governance
committee would also be responsible for
recommending appropriate ethics and
busimess-conduct codes for directors,
officers and company employees. These
duties could also be carried out by the
nominating committee,

Executive Compensation. The duties

of this committee include all issues related

to the CEO’s and other senior executives’
compensation, including identifying
future performance goals. evaluating
whether past goals have been met and
overall assessment of appropriate

standards for the CEO’ and other senior
officers’ compensation,

The public-company reform rules
reflect the strong and growing
congressional and regulatory concern
about excessive executive compensation
and “perks.” Some of these concerns are
reflected in the requirement that only
independent directors sit on a company’s
compensation committee. However, in
case this committee is not rigorous
enough in its procedures for relating CEO
performance to compensation, Sarbanes-
Oxley also requires CEOs or CFOs to pay
back any bonus or similar “reward” for
good financial results, if the company’s
financial statements are later restated, as a
result of misconduct or significant failure

to comply with financial reporting
standards. Another notable reform

{ emerging from Sarbanes-Oxley is the flat

prohibition against loans or other kinds of

“extensions of credit™ to directors and

senior officers (e.g., the CEO of a for-
profit corporation) including guaranteeing
or securing personal loans for officers or
directors. The Act also raises questions
about a number of other practices, such as
reverse split-dollar life insurance, a fairly
common executive benefit provided to
not-for-profit hospital CEOs: salary
advances; or advancement of expenses for
legal defense incurred by an officer or
director. _

In addition to their roles in the above
key committees, independent directors
must also make sure there are ways for

i concerned shareholders and employees to

communicate directly with them in order
to avoid situations in which legitimate
whistle-blower and stakeholder concerns
are “brushed under the rug”™ and never
communicated to non-management
directors.

Disclosure requirements and

i executive certifications. To enhance the
i quality and timeliness of important

financial and operational information

i available to public-company investors,

Sarbanes-Oxley specifies numerous
events and transactions that must be
disclosed promptly to investors, such as
information about off-balance-sheet
transactions; cancellations of significant
contracts; and incurrence of significant

i debt and defaults, or potential defaults

under current debt instruments. As has
been widely reported, Sarbanes-Oxley has

also imposed rules that the CEO and CFO

certify the accuracy of financial
statements and other information filed by
the company with the Securities and
Exchange Commission (SEC).

i Certification of all quarterly and annual

reports must stipulate that:
* Financial statements fairly represent

: the organization’s financial condition and

operational results.

* The report does not contain any
untrue statement or omit material facts.

* The CEO and CFO have designed
internal controls to ensure that: they
possess all relevant information; they have
personally evaluated the effectiveness of
internal controls within the last three
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months; and that they have presented their
conclusion about the effectiveness of the
internal controls in the report.

« The CEO and CFO have disclosed to
the auditors and audit committec all
significant deficiencies in the
organization’s internal controls and any
fraud, whether material or not, that
involves management or other employees
who have a significant role in the
company’s internal controls.

Caodes of ethics and business
conduct. In a clear nod to the Enron
debacle, Sarbanes-Oxley requires public
companies to adopt a code of ethics for
the company’s CFO and other senior
financial officers. Furthermore, any
waivers of the company’s conflict-of-
interest policy must be reported promptly
in an SEC filing. The New York Stock
Exchange has proposed requiring all
companies listed on the exchange to adopt
a code of business ¢onduct. Other
exchanges and listing organizations, as
well as shareholder activists, can be
expected to demand that companies both
have and comply with such codes of
ethics and conduct.

Sarbanes-Oxley Creep

As anticipated, several developments
indicate that the bar on governance of not-
for-profit organizations is already being
raised in the wake of Sarbanes-Oxley. In
other words, the governance-related
requirements of Sarbanes-Oxley are
beginning to “creep” into the not-for-
profit health care world.

The Internal Revenue Service recently
stated that it was likely to implement
modifications to the Form 990 reporting
requirements for tax-exempt
organizations. The IRS Announcement
2002-87 stated:

It may be argued that there are
similarities between the need for
veracity in the public information used
by shareholders in making investment
decisions and the need for veracity in
the public information used by
contributors and others in making
decisions regarding exempt
organizations.

The modifications are intended to
increase the public’s confidence in the
integrity of information disclosed by tax-

; exempt organizations and in their leaders’
i integrity. Some of the measures include
i requiring that tax-exempt organizations:

« Disclose whether they have adopted

i conflict-of-interest policies

» Disclose whether their board audit

i committee members are all independent

» Disclose other information
concerning transactions or financial
relationships with substantial donors,
officers, directors and key employees.

The IRS has also recently announced

 that it is aggressively increasing its

scrutiny of CEO compensation in tax-

i exempt organizations.

Clark Consulting, an executive
compensation and benefits firm based in
North Barrington, Ill., recommended in
their September 2002 issue of CEQ

: Hotline, that not-for-profit organizations
i discontinue eight compensation practices
i common in the health care field (see “Risky

Compensation Practices.” page 2).
In November 2002, the Coalition for

Nonprofit Healthcare published a
Corporate Responsibility Guidebook
urging not-for-profit health care
organizations to “implement selected
Sarbanes-Oxley provisions now.”

Further, The Office of the Inspector
General last year released a questionnaire-
style guide targeted at health care boards.
The guide is designed to help governing
boards ensure that their organizations have
effective compliance programs and meet
Medicare requirements.

Several states are also considering
applying Sarbanes requirements to state
statutes. For example, a bill introduced in
California in May 2004 (Senate Bill 1262)
would hold nonprofit, tax-exempt
organizations in that state to many
Sarbanes-like standards, including the
composition and function of their boards
and board committees. In addition, the New
York State Attorney General introduced
legislation modifying the state’s Not-for-
Profit Corporation Act to incorporate a
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number of provisions similar to those
included in the Sarbanes-Oxley Act.

But, perhaps. most importantly for
health care organizations, many financial,
legal and governance experts believe
Sarbanes-Oxley requirements will
eventually be extended to not-for-profits
by the courts, legislators, regulators, bond
underwriters or liability insurers as the
rules come-to be viewed as best practices
in governance. For example, Moody’s
Credit Rating has said its ratings may take
governance practices into account.. The
Coalition for Nonprofit Health Carc, the
American Governance & Leadership
Group. the Governance Institute and the
American Health Lawyers Association
have all urged health care organization
boards to take the new rules seriously. The
Health Care Compliance Association,
Minneapolis, is even starting to consider
good governance a compliance issue.

Two hundred and thirty health care
organizations responding to a 2003 survey
conducted by Clark Consulting suggests
that hospital boards are already reviewing
how their corporate and governance
policies, procedures and practices
compare with Sarbanes-Oxley and other
governance reform mandates and are
taking steps to adopt reforms (see “Ahead

of the Pack.” page 3).

Writing in the January 2004 issue of
American Governance Leader, Clark
Consulting’s Managing Director David
Bjork said that boards may be focusing
too narrowly on Sarbanes-Oxley, which

i concentrates primarily on the audit

function, not on governance generally.
According to Bjork, the proposed

i listing requirements of the New York and
¢ American Stock Exchanges and NASDAQ

i are broader, clearer and more useful for

i real governance reform than those re-
quired by Sarbanes-Oxley, and they repre-
sent a consensus based on many

governance reform proposals, such as

i those by the Conference Board, the Busi-
i ness Roundtable, the National Association
i of Corporate Directors and the Council of

Institutional Investors, Yet, few Clark
Consulting survey respondents indicated
they had looked at the broader set of
recommendations coming from these

i organizations, The survey found that:

* Only 14 percent had formally
reviewed the new rules proposed by the

i stock exchanges.

* Only 46 percent had formally

¢ reviewed other proposals for governance

reform.
* Only 21 percent have a policy calling

for regular meetings in executive session.

* Very few of the boards that do not
already have separate audit, compensation
and governance committees are
considering establishing them.

* Very few of the responding
organizations that do not already bring
CEO compensation information to the
board as a whole are considering doing so.

Next Steps tor Health

Care Governing Boards
Governance reforms, such as Sarbanes-
Oxley. are likely to be applied to not-for-
profit health care organizations in a

i variety of ways. Forward-looking boards
¢ will voluntarily adopt relevant public-
i company financial and governance

requirements because they consider them
to be best practices. State attorneys
general will likely apply them to help
protect the public interest in nonprofit
organizations. Bond underwriters, insurers
and investors in debt instruments will
likely require that such standards be met
before they issue, insure or invest in debt
securities. Over time, the courts and the
IRS are likely to hold not-for-profit
organizations to standards of performance
and accountability similar to those
required for their public company
counterparts. Underwriters of directors’
and officers’ liability insurance also will

i take such standards into account when

writing and pricing D&O coverage.
Given that Sarbanes-Oxley and other
similar reforms are moving their way, not-

i for-profit health care organizations should
consider taking a number of steps now.
i (See “First Steps,” this page).

Clearly, health care boards are rapidly
entering a new era of accountability,
scrutiny, and perhaps even increased
exposure to regulatory sanctions and
liability. Whether or not boards are held
directly accountable to the provisions of
Sarbanes-Oxley. effective boards will read
the handwriting on the wall and begin to
seriously evaluate their structures and
practices to ensure that they would, at a
minimum, pass regulatory, legal and
media muster. More importantly, boards
should aggressively adopt governance best

practices to assure that they actively

contribute to the ongoing success of their
organizations.
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What If the Whistle-blower Is a Current Employee?

If the organization determines that the qui tam relator is a current
employee, everyone must resist any urge to retaliate against him
or her in any way. This includes termination or discipline for pil-
fering organization documents and providing them to the DOJ.
The CFCA protects relators from reprisal, requiring that any
employee who is discharged, demoted, suspended, threatened.
harassed or in any manner discriminated against because of law-
ful acts done to further a qui tam lawsuit is entitled “to be made
whole.” This might include reinstatement, paying the employee
twice the amount of any back pay, and compensating for any
special damages and reasonable attorneys’ fees. Most states have
similar whistle-blower protection laws.

Does this mean that the whistle-blower has an unwritten, life-
time employment contract with the organization, terminable only
at his or her option? No, but it means that the organization should
have persuasive, well-documented support for any disciplinary
action taken. The hospital needs a higher level of proof to sup-
port any discipline than would be otherwise necessary because it
is certain that the whistle-blower will claim retaliation, and man-
agement must be in a position to convince the jury otherwise.

Internal Investigations Are a Must

OIG investigations are serious matters and can involve signifi-
cant civil and criminal sanctions. In appropriate cases, criminal
charges can be lodged against the hospital and its principal offi-

cers. A criminal conviction or plea by the hospital will result in
exclusion from the Medicare and Medicaid program and will
likely result in the hospital’s closure. A criminal conviction of an
individual will likely result in jail time if the loss to the federal
program exceeds $40,000. The stakes are high, and legal coun-
sel experienced in handling such investigations and dealing with
federal agents and assistant U.S. attorneys is crucial. Hospital
leadership should be certain that such representation is in place.

The need for an internal investigation cannot be emphasized
enough. There is no acceptable alternative to performing this
task. If it reveals that no problem exists, fine; if it reveals that
there is a problem, it must be faced. Understand from the out-
set as well, that the hospital must take every step the investiga-
tion dictates.

Finally, hospital leaders must ask why this matter wasn’t
caught earlier by the hospital’s compliance program. This ques-
tion shouldn’t be asked accusatorily. Rather, it is a way to deter-
mine how the organization’s compliance program can be
improved. T
HOWARD E. O'LEARY, JD., a health care fraud investigation and
litigation attorney with the law firm of Dykema Gossett PLLC,
Washington, D.C. He can be reached at: holearvi@dyvkema.com.
SETH M. LLOYD, .. D., is a corporate governance and compliance
attorney with Dvkema Gossett PLLC, Detroit. He can be reached
at: sllovd@dyvkema.com.

“An effective guide for the development
of boards, a useful orientation tool for
new board members, and an invaluable
resource for ongoing education and
self-evaluation. ”

Sr. Mary Roch Rocklage, RSM, Chair,

Sponsor Council, Sisters of Mercy Health
System, St. Louis, MO; Past Chairperson, I
Board of Trustees, AHA [ ?‘:

"The boards of most not-for-profit
health care organizations are
struggling with how their organizations
are fulfilling their missions while
dealing with the economic challenges of
today's real world. This book provides

pragmatic guidance..."

Dan C, Coleman, President and CEO,
John C, Lincoln Health Network, Phoenix, AZ

“This book presents a masterfully direct
guide to the internal workings of ethical
decision making in the boardroom.
David J. Nygren, Ph.D.,

Corporate Gavernance Group Leader,
Partner, Mercer Delta Consulting

Ethical Governance in Health Care

A Board Leadership Guide for Building an Ethical Culture
Roger A.Ritvo, Ph.D.; Joel D. Ohlsen, M.D.; Thomas P. Holland, Ph.D.

SRR Fihical Governance in Health Care helps boards of trustees and CEOs design
programs and allocate resources that strengthen their effectiveness and
accountability in creating legal, moral, and ethical governance environments
that support the confidence health care institutions have traditionally enjoved.

This book helps define the role, function, power, and process of governing
board decision-making and provides real-world direction on how to create
environments and processes that avoid ethical conflicts. It presents an overview
of the major ethical analysis frameworks so board members can explain and
justify decisions when confronted with moral and ethical dilemmas. It explores the differences
berween a facility’s legal and ethical environment and helps trustees translace their organization’s
identity, values, and vision and reconcile past commitments with present plans and future actions,

Ethical Governance deals with building and maintaining trust among the community, staff,
vendors, public regulators and accrediration agencies and details how those within the
organization need to be made aware of and understand the importance of their moral choices and
how to reconcile the conflicts of interest that are a common component in today’s health care
delivery decisions. It is filled with contemporary case studies that explore how boards might
respond to moral challenges where sacietal expecrations may differ from an institution’s legal,
clinical, or business decisions.

“Indispensable! Insightful and pithy, it
provides excellent suggestions for

establishing solid ethical practices
within any health care organization.”

Dr. Robert J. Parsons, Chairman,

Urban South Region Board of Trustees,
Intermountain Health Care, Provo, UT

Order Today!

AHA Catalog Number: 196147
$46.50 for AHA members

$58.00 for nonmembers

Approx. 116 Pages, Soft Cover, 6"x 9”
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