RIGARIDS

FREQUENTLY AsKED QUESTIONS

What Is the Board’s Role in Financial Audits?

Members of Enron’ s Board of Di-
rectors claim they were duped: by
management and by the energy
giant’ sauditor, Arthur Andersen, so
they had no warning of the
company’s eventual financial col-
lapse. Critics say those directors
shirked their responsibility by leav-
ing financial detailsto management;
that they failed to ask the pointed
questions that could have revealed
Enron’s dire straits in time to save
the company and its investors.

Thedebacle hasshonea spotlight
on the audit committees of boards
of all kinds of organizations, includ-
ing healthcare systems.

Fundamentals of the Audit

Virtudly dl hospitalsand hedthcare
organizations hire an accounting firm
to conduct an annud audit of their fi-
nancia satements. While management
prepares the financid statements and
works closgly with the auditors, it is
the Board of Trustees, through its Au-
dit Committee, that has responghbility
for overseeing therdationship with the
externd auditor.

Theauditor’ sfirg jobisto evauate
the organization's accounting proce-
dures to determine how much it can
rely on management’ sdatain conduct-
ing its own tegts to certify the accu-
racy of the financia statements.

Auditors make a note of any “ma
terid” discrepancies in the financial
datements. What is “materid” varies
depending on the system and the au-
ditor, but usudly fdlsin therange of a
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5 percent to 10 percent deviationfrom
what has been reported on financia
gatements.

Then the auditor gives the Audit
Committee its opinion: Are the finan-
cid satementsatrue representation of
the organization’ sfinancid gaus? Isit
a risk of faling in the next year? Are
there particular risks on which the
board and management should focus?

A second audit—one that’'s less
common in hedthcare—istheinternd
audit, during which a gaff auditor or
outsde auditing firm follow a smilar
process to determine whether internal
accounting systems and departmenta
procedures are in order.

What Experts Advise

Great Boards asked four experts
what a board should expect from the
externa and interna auditors. Our
pand includes:

Bob Wilson, an independent con-
sultant who works with financially
troubled companies, including hospi-
tals. Wilson worked as an auditor and
consultant for Arthur Andersen for 29
years until 2000.

Mike Riley, president of trans-
Action Associates in Batimore, Md.,
ahedthcare management firm provid-
ing project management, capita financ-
ing and financid turnaround services
to hospitals and hedth systems.

Bob LeFever, afinancid and man-
agement consultant in Philadelphia for
25 years, and amember of the Temple
University Health System board.
LeFever dsoisaformer member and

chairman of the JeanesHospita board.

David LeMoine, CEO of Catho-
lic Hedthcare Audit Network in S
Louis, which conducts internd audits
for Catholic hedthcare systems.

Q. Why isitimportant for the board,
and not management, to oversee the
relationship with the auditors?

Wilson: Managementisinvolvedin
organizing the system'’s finances, so
governance should oversee it. Audit
Committee members should not be
members of management and should
be independent of management.

Q. What isan internd audit?

LeMoine: Internd auditing insures
the effectiveness of interna controlsin
three areas. operaiond, financid and
compliance. W€ relooking for weak-
nessesininterna controls, such aslack
of proper billing. We audit managed
care contracts, for example, to make
surethey’ reproperly paid, thet thebill-
ing goes out properly and thet they’re
recelving proper reimbursement for it.

Q. What kinds of problems can an
interna audit uncover?

LeMoine: We've saved a lot of
money for hospitalsby increasing their
reimbursement from managed care
contracts because we found out they
weren't being properly paid; i.e., they
could have billed for items they

see FAQs, page 8
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weren't billing for. We've found out
that hospitd operating roomsand other
departments have billed only for some
procedures—surgery for instance—
but not for others, like anesthesiology.

Q. Do most boards understand the
scope of an externa or internd audit?

Wilson: No. Most board members
think an externa audit is a guarantee
of the accuracy of financid reports, or
tha every sngle finandd thing in the
hospital was looked at 100 percent,
but audits are done on a sampling ba-
Ss Board membersgenerdly don't re-
dize how limited an audit redly is.

Riley: There'sacommon miscon-
ception that theexternd auditisafraud
audit to find every sngle accounting
error. Externd audit procedures are
designed to test the fairness of the fi-
nancid statements' presentation, taken
as awhole—not the accuracy of ev-
ery accounting transaction.

LeMoine: Boards don’'t under-
gtand exactly what an internd auditor
does. In some cases, theinterna audi-
tor will not have the resourcesto audit
nursng homes or home hedth agen-
cies. Ingtead, we do dl of the big op-
erating departments of the hospitd,
and we spend about 30 percent of our
time auditing compliance with govern-
ment regulations.

Q. What, specifically, does the
board have to do to insure that every-

thing is going wdl?

Wilson: The board should be sat-
idfied that management-supplied finan-
cd information is accurate.
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Riley: The Audit Committee should
meet with the lead externa auditor
periodicaly without hospita manage-
ment present. Too often, the externa
auditor comes in once a year, takes
guestions for 15 minutes and leaves.
That doesn't lend itself to developing
the kind of rapport and businessrela-
tionship you want with somebody who
can provide you with alot of informa-
tion when a sengitive topic comes up.

L eFever: At Jeanes Hospitd, the
board committee meets with the ex-
ternd auditors to determine what the
scope of the audit will be. When we
receive a copy of the audit report. we
hold an executive session without man-
agement for an open discussion with
the auditors, which lasts however long
it takes, to ask about any concerns
they have, large and smdll.

Q. What are sometypica common
shortcomings of Audit Committees?

Wilson: Commonly, Audit Com-
mitteesdon’t ask their auditorsenough
tough questions. Memberswithlimited
financid backgroundstend to shy away
from asking quegtions. Othersleavethe
guestions up to managemen.

Riley: A common stumbling block
is overrdliance on the CFO or CEO
because the Audit Committee mem-
berseither don’t havethe background
or the time to understand hospita op-
erationsfor them to makeindependent
judgments on issues, particularly for
internd audits.

LeMoine: Mogt Audit Committees
think their respongbility isonly withthe
externd auditor, but that's only one
smdl piece of it. Internd auditing, fi-
nancia reporting and risk assessment
are dso important respongbilities.

Q. Perhapsthe Enron board should
have asked more questions about off-
balance sheet transactions. Do
hedthcare sysems have any off-bd-
ance shest transactions?

Riley: Suppose ahospital leasesa
medicd office building and islidble to
pay rent on any unleased space. The
terms of the lease should be disclosed
inthe hospitd’ saudited financid date-
ment asacontingent lighility. Such foot-
notes are often written with alot of ac-
counting-ese that the reader may not
fully understand. The board should ask
about any such contingent ligbilitiesand
understand the probability that any of
them could turn into actud liabilities.

Q. What lessons can healthcare
boards learn from Enron?

Wilson: Take your financid over-
sight responghility serioudy. Do not
abrogateit to management. Do not ab-
rogete it soldly to externd auditors.

Riley: The Audit Committeeshould
aways ask, “Why?’" Probe. Look at
things from a common-sense stand-
point. A lot of things Enron was doing
would have flunked the test of com-
mon sense. — SO’'M (Website Extra:
More FAQs at www.GreatBoards.org.)

Contact Our Experts

Mike Riley, president, transAction
Associates. (410) 461-6660,

mriley@transactionassociates.com
Bob Wilson, independent consultant,

(202) 494-6496,
robt_e_wilson@yahoo.com.

David LeMoine, CEO, Catholic
Healthcare Audit Network, (314)
802-2001, dlemoine@chanllc.com
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