Best Practicesfor Audit Committees

By Robert E. Wilson

The Sarbanes Oxley Act applies
tough new standardsfor financial ac-
countability and transparency on
boardsof corporationsthat issue pub-
lic securities. Although the so-called
SOX Act doesn’t apply to most not-
for-profit organizations, many believe
it'sonly amatter of timebefore states
or thelnterna Revenue Service adopt
similar rulesfor tax-exempt organiza-
tions.

In any event, many hospital and
health system boards are using the
SOX requirementsasaframework to
examine and improvetheir financial
oversight, beginning withtheboard's
audit committee.

While no two boardsor organiza-
tionsareexactly dike, thesebest prac-
ticesareworth strong consideration:

1. Theaudit committeeshould
have at least one member
who qualifies as a financial
expert.

That expertiseshould include:

» An understanding of financial
statementsand generaly accepted ac-
counting principles.

* An ability to understand how the
principles are applied to the health
system’sfinancid statements.

* Experience preparing, analyzing
or evauating financia statements.

* Anundergtanding of internd con-
trolsand proceduresfor financia re-
porting.

Generdly, it'sgood toinclude at
|east one certified public accountant on
the committee. Business executives

who aren’'t CPAs may not have the
requisiteknowledge unlessthey have
been directly responsiblefor the prepa-
ration of financia statementsintheir
companies.

2. Theaudit committeeshould
pre-approve all services
(both audit and non-audit)
to be provided by the inde-
pendent auditing firm.

Pre-approval can be obtained di-
rectly from the audit committee, or if
procurement takes place in accor-
dance with policies and procedures
adopted by theaudit committee.

Best Board
Practices
Checklist

How often should a hospital or
health system engagein acompetitive
process of choosing an audit firm?
About every fiveyearsisagoodrule
of thumb, bothtoverify fair pricingand
also to see how other firmswould ap-
proach theaudit process.

It's not necessary to change ac-
counting firmsevery few yearsto get
an objective assessment, though. If the
audit committee doesitsjobinaro-
bust way, it can be surethat manage-
ment and the audit firm aren’t getting
too cozy. If thecommitteethinksthat’'s
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happening, achangeinthefirmor the
audit partner assigned to the account
may beindicated.

Although many recommend peri-
odicrotation of audit partners, that can
bedifficultin hedthcare becausethere
often isn’t atremendous breadth of
people, eveninthelargeaudit firmsin
somelocales, who really understand
hedthcare.

3. Theaudit committeeshould
foster an environment of
open and transpar ent com-
munication between itself
and the independent audi-
tor.

Theaudit committee should meet
with the auditors at least twice each
year for at least 45to 60 minutes. One
meeting should discussthe proposed
audit planto addressareasof financial
reporting and interna control risk, and
the second should cover theresults of
the completed audit.

4. The content of audit com-
mittee interaction with the
independent auditor should
berobust.

In the spirit of candor, the audit
committee should seek information
suchas:

a The“quality” of thebalance
sheet. Find out the extent to which
audited financial statements are af-
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fected by management’saccounting
estimates and judgments, and where
thoseestimatesand judgmentsfal on
ascalefrom conservativeto aggres-
sve

b. The* quality” of annual
ear nings. Find out the extent to
whichthecurrent year’ soperating
earningsreflect error corrections,
estimate adjustments, or one-time
transactionsthat may distort actua
performancefor theyear.

c. Thenatureand magnitude
of significant year-end account-
ingadjustmentsmadejust before
or duringtheaudit. Largeyear-
end adjustmentsmay indicatethat
monthly financia information pro-
videdtotheboardisunreliable.

d. Thesystem of internal
controls. Most independent finan-
cid auditsonly check oninterna
control processesto the extent
necessary to understand how they
areintended towork andto design
other complementary audit tests, not
tofully verify interna controls.

For example, to seeif the process
of recording revenuesand receivables
isfollowing generally accepted ac-
counting principlesand thehospital’s
own policies anexternd auditor might
takeasampleof asfew as20 patients
out of thousandsduring theyear to see
if all servicesinthe medical record
were processed properly.

Such smdl samplesmay be suffi-
cientfor purposesof thefinancid dae-
ment audit, but they don’t answer the
question, “Doweawaysproperly hill

for all the services we provide, and
onlyfor theservicesweprovide?’ The
answer tothat questionrequiresamore
thorough study, often conducted by an
internal auditor. Theaudit committee
needsto know exactly what internal
control testswere and were not per-
formed sothat it doesn't deriveunwar-
ranted assurancefromthelimitedinter-
na control testing performed by thein-
dependent auditors.

5. Theaudit committeeshould
ensurethat theindependent
auditor isableto communi-
cate directly with the audit
committee regarding any
Issue or concern that may
arisein the course of hisor
her work.

Theregularly scheduled audit com-
mittee meeting should include an ex-
ecutive session without management.
Theindependent auditor should also
be ableto contact thecommitteechair-
man at any timeheor shecongdersit

necessary.

6. Theaudit committeeshould
be satisfied that manage-
ment has established an ef-
fective process for main-
taining adequate internal
controlsand proceduresfor
accurate financial report-

ing.

If the organization hasan inter-
nal audit function to help discharge
this management responsibility, the
internal audit function should report
to both the CEO and the board’s
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audit committee. The committee
should review arisk-based, annual
internal audit plan and an evauation
of theresults.

Aswiththeexternal auditor, the
audit committee should foster an en-
vironment of open and frequent com-
munication with theinternal auditor,
including accessto thechairmanand
the committee at any time.

7. Thefull board should bein-
formed of and knowledge-
able about the audit func-
tion.

Theaudit committee should take
aleadership rolewith managementin
ensuring that the committee and the
entireboard have adequate education
and orientation relating to risk moni-
toring, industry financia performance
driversandfinancid literacy.

8. Theaudit committeeshould
assess its own performance
and continuously improve
ItS processes.

Some ways to do this are
benchmarking againg other audit com-
mitteesin Smilar organizationsor ask-
ing the outside auditor or anindepen-
dent consultant to lead a self-assess-
ment discussion with thecommittee.
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