Voluntary board accountability

Informational overview

The Sarbanes-Oxley Act of 2002, with overwhelming support and a majority vote by both chambers of the U.S. Congress, was a direct response to the deterioration of public confidence in financial governance institutions and recent scandals involving public companies. Currently, the Act only applies to public companies, but many believe there may be a cascading effect, eventually causing nonprofit entities to be affected by similar regulations.

The Act includes provisions that affect attorneys, securities analysts, accounting firms, Management, audit committees and boards of trustees. Below are highlights of the major provisions related to Management and Boards:

	Requires CEOs and CFOs to certify the appropriateness of financial statements and disclosures, subject to civil and criminal penalties.

	Makes it unlawful for any officer or trustee to mislead an auditor.

	Prohibits loans to officers and Trustees.

	Auditors will report to and be overseen by an audit committee appointed by the board, not Management.

	Requires all members of the board and its selected audit committee to be independent.

	Requires disclosure of whether a code of ethics for senior financial officers has been adopted.


Recent financial failures in the health care industry, particularly Allegheny Health and HealthSouth, have attracted the attention of government officials, investors and consumer groups. There are also indications that individual states will be taking leadership roles in advance corporate accountability standards as can be seen from passing of legislation in California and in a proposal for legislation in New York which included, among other things, application of Sarbanes-Oxley Act standards to not-for-profits.

Organization of an audit committee

Informational overview

As discussed on the previous page industry trend topic, the audit committee has become an increasing focus area for many Organizations due to the Sarbanes-Oxley Act of 2002. Although each Organization is unique, in order for the audit committee to be effective, general requirements are essential. The following summary is intended to provide you with a framework of what nonprofit health care organization across the nation are considering.  Some of these organizations have formalized audit committees, some have finance committees who serve as the audit committee, and others are still developing structures that make sense for their specific organizations.  Please review this information and adapt the items that make sense for Hudson Memorial Hospital, Inc.
	Audit committee basic structure
	· Usually made of three to six members

· Should have no term limit, although the board should have a means of rotating members regardless of the term limit

· The Board of Trustees should appoint audit committee members and the chairperson

· The size and responsibilities should be tailored to fit the needs of the Organization

· Do not overload the audit committee

· The audit committee should be evaluated

· Individually every two to three years

· To see if following the charter

	Appointing the audit committee
	· Characteristics of effective members

· Independence

· Financial literacy

· The ability to read and understand basic financial statements including balance sheet, income statement, and statement of cash flows

· At least one member should have an expertise in accounting or finance

· Understanding of Organization’s economic, operating, and financial risks

· Understanding of the interrelationship between operations and financial reporting

· Inquiring attitude and sound judgment

· Understanding of the difference between decision-making function and oversight function

· Willingness to challenge management in an appropriate manner

· Independence requirements

· Should not be current employees

· Should not be former employees during the last three years

· Should not have immediate family members that are in executive positions of the Organization

· Should not be an executive, partner, or controlling shareholder of companies that have a business relationship
· Should not have direct business relationship with the Organization 


	Educating the audit committee
	· Members should have the proper background and maintain or be made aware of current knowledge about new developments in accounting, risk, controls, and auditing

· The Organization should provide training but make outside resources available

· The Organization should hold an orientation session for new members 

· There should be periodic briefings for all members on specific aspects of business and financial aspects of the Organization

· Management and the external auditor should provide updates on new accounting practices, standards, and regulatory requirements

	Responsibilities of the audit committee
	· Primary responsibilities

· Choosing, reviewing, and replacing the external auditor

· Evaluating the external audit plan

· Reviewing the audited financial statements

· Monitoring and overseeing the external auditor work and independence

· Monitoring and overseeing the internal control of the organization

· Monitoring the work of the corporate compliance officer

· Completing a self-assessment

· Communicate findings to management and board memebers
· Additional responsibilities include the oversight of 

· Code of ethical conduct

· Litigation matters 

· Investigations

· Legal and regulatory compliance

· Business risks

· Expense accounts

	Not-for-profit entity issues
	· Trend of implementing a corporate model audit committee to provide oversight and focus on policy matters in order to free-up the CEO so that the CEO can devote more time to operations

· The corporate model generates greater accountability and quality of services through maintaining effective controls over financial reporting, compliance, and operations

· The responsibility and authority is essentially the same as a for-profit organization

· Should pay more attention to sensitive areas such as professional fees, consulting fees, executive compensation, travel and entertainment, and donations

· The number of meetings should be based primarily on how often financial statements are issued

· Proper compliance systems help protect a organization from material criminal penalties and helps protect directors from liability

	Operations/meetings of the audit committee
	· General meetings

· Generally hold two to four meetings annually

· Adequate time should be allotted for the meetings

· There should be authority to call special meetings

· Chairperson should prepare an agenda with time allocations for each meeting to help maintain focus and order

· Management should not organize or dictate the agenda for a meeting

· Information should be distributed prior to the meeting

· Minutes and attendance should be recorded

· The CFO, controller, representative of the organization’s financial management and internal audit should be present at each meeting 

· Specialists and legal counsel should attend as needed

· The CEO should only attend meetings when invited

· Executive sessions

· Meeting with the key members of the executive management and financial management teams on a one-on-one basis

· Should occur with every meeting of the audit committee but not necessarily with everyone

· Minutes are not recorded

· Purpose is to create a safe environment so questions are answered without intimidation

· Ask open-ended questions

· Follow up on answers that are not readily understood

· Let it be known that you are always available

	Legal liability issues
	· Directors, including the audit committee, have a fiduciary responsibility to the organization and shareholders

· Duty of care

· Act in good faith

· Use prudent judgment

· Act in organization’s best interest 

· Duty of loyalty

· Must put the interest of the organization ahead of personal interest

· Must disclose potential conflicts of interest

· Directors may rely on information provided by officers, employees, external auditors, legal counsel, and others that the directors feel are professional or experts in the respective area

· There is no differential liability for audit committee members unless rule, regulation, and/or legislation establishes it

· The business judgment rule should protect the audit committee from legal liability if the audit committee works thoroughly at its duties and records evidence of its work in the minutes and other documents including the charter

	Audit committee charter
	· Approved by the Board of Trustees
· Lists the scope of the audit committee’s responsibilities and how to carry out those responsibilities

· Lists the structure, processes, and requirements for membership

· A tailor-made charter will provide flexibility

· Audit committee members, chairperson, internal and external auditors, legal counsel, and financial management team members should all contribute and play an active role in forming the charter

· Important from a legal liability view because it helps focus and guide the committee to pay attention to legal and regulatory compliance 

· Should state that the external auditor is ultimately accountable to the Board of Trustees and audit committee

· The committee and board have the responsibility and authority to hire, evaluate, and replace the external auditor

· The committee is responsible for making sure the external auditor submits a written statement that accounts for all relationships between the organization and external auditor and ensuring that the external auditor is independent
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