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vf there’s a single definition that characterizes the demands currently being made of
healthcare auditors, surely it must be the one above. Working in an industry where
challenge and change are constants, auditors are being asked to perform more functions,

_ _ provide greater value, and meet higher standards.
Evidence of these trends was reported in New Perspectives on Healthcare Auditing this past

year in both the AHIA Healthcare Auditing Survey results (spring 1999) and the interview with
John Femandes, audit committee chairman at Bon Secours Health System (summer 1999).
Behind the demands is a widespread concern over the effectiveness of organizational governance.
Audit committees and their interaction with internal auditors have been the focus of much of this
concern, as recently expressed by a “blue ribbon” panel created in response to SEC alarm over
widespread manipulative accounting practices.

As the relationship between internal audit professionals and the audit committee continues to
evolve, a number of questions arise. What are some of the characteristics that can make this rela-
tionship effective? How can their mutual work add value to their organizations? In this
article, we address these questions by identifying several areas of concern. Each represents a key
point of interaction that merits auditor attention, especially in companies whose audit
committees are newly formed or are otherwise seeking direction in establishing a meaningful
agenda.

New Perspectives Spring 2000 5



Redd ‘l‘urpen

Keeping a forward-thinking focus
Among the most important ways in which
auditors can benefit their organizations is
by encouraging audit committees to keep
looking ahead. Indeed, consulting and
professional service firms advocate using
the internal audit function to drive process
improvements and sharing of best practices.
Whatever their degree of initiative, internal
auditors have become keenly aware of the
need to make risk management a priority
throughout the enterprise. The audit
committee, however, may fall into a pattern
of focusing on the reporting accuracy of
historic data. Indeed, one of the unintended
dangers of the current regulatory focus on
f?aud is that committees may expend their
energies on after-the-fact assessment to the
exclusion of everything else.

Of course, it is a potentially fatal mistake
to underestimate the importance of this
function. Overseeing the financial reporting
process must remain a toppriority of every
audit committee. Attorneys emphasize that
keeping the board of directors focused  on
financial disclosure on a continuing basis
is oneof  the committee’s  most significant
responsibilities. Still, effective governance
requires that the committee adopt a broader
agenda, one that includes evaluating
management’s system of risk identification,
assessment, and response. Thus, while the
audit committee must establish its own
agenda, the internal auditor can provide
useful experience-based insight by
encouraging a pro-active rather than re-
active orientation.

In such areas of audit  focus as
physician billing, for cxamplc,
noncompliance or fraudulent activities are
obvious concerns. However, in tilfilling its
monitoring responsibility, the audit
committee must adopt a perspective that
goes beyond mcrc  “fault finding.” The
internal auditor can help shape that

perspective by emphasizing to the
committee the larger, value-driven reason
for maintaining strong billing controls. In
particular, controls are important not just
because fraud is wrong but because
noncompliant practices prevent the
organization from achieving its mission, e.g.,
to provide high quality patient care in a
responsible manner.

With internal auditors being called upon to make
new judgment calls, an environment that promotes
candid assessment will be more important than
ever. Yet achieving that atmosphere is likely to
prove more difficult in light of increasing
competitive pressures facing healthcare
organizations.

Coordinating overall audit effort
Although adopting a more positive,
forward-thinking focus is likely to make a
bigger contribution to organizational
success, there still is one familiar financial
statement-related concern that requires
committee attention and the input of the
internal auditor. Typically an area of limited
committee concern, leveraging the audit
staff to maximize external audit bcncfit
requires careful planning. At a minimum,
this means sufficient coordination to
eliminate duplication and reduce overall
audit cost. In a more integrated setting, it
approaches  true collaboration, with sharing
and review of audit plans designed to go
beyond mere checking and verifying. Here
such steps are replaced with strategic-based
procedures  that generate  knowledge.

Of course, the external auditor’s final
program must be directed toward assessing
financial statement integrity and
demonstrating compliance with Generally
Accepted Auditing Standards (GAAS). In
this regard, it is worth noting that internal
auditors and the audit committee soon may
find their discussions with external auditors
taking on a new tone. The American
Institute of Certified Public Accountants
(AICPA) has proposed  an amendment to
GAAS that would require external auditors
to communicate their judgments about the
qualiy ~ not just the acceptahili+  ~ of the
accounting principles organizations use in
preparing financial statements. The

discussion would include management as
an active participant and would cover such
matters as the clarity, consistency, and
completeness of the financial statements
and related disclosures. If this proposal is
adopted, internal auditors may need to
devote more time to carefully evaluating the
accounting choices made by senior
management.

As a result of another proposed
amendment to GAAS, part of this increased
scrutiny may include assessing
management’s judgments about materiality,
particularly in relation to such estimate-
sensitive areas as third-party payor
contractual adjustments and allowances
and liabilities for prepaid service costs. This
proposal would require external auditors to
obtain written representations from
management that summarize uncorrected,
nonmaterial financial statement
adjustments. The external auditors would
be further required to inform the audit
committee of any such uncorrected
misstatements. Given the unavoidable
subjectivity surrounding materiality,
questions seem sure to arise. When they
do, the professional judgment of the
internal auditor may well play a critical role
in their resolution.

Maintaining independence and
open communication
With internal auditors being called upon to
make new judgment calls, an environment
that promotes candid assessment will be
more important than ever. Yet achieving that
atmosphere is likely to prove more difficult
in light of increasing competitive pressures
facing healthcare organizations. As the Blue
Ribbon Committee indicates in its Report
arid RecornnieMdations,  the internal auditor
is in a unique position: Employed by
management, but expected to review its
conduct; “independent” of management for
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purposes of objective assessment, but
“dependent” on it for continuing livelihood.

Recognizing this tension, the
Committee urges companies to put into
place formal mechanisms that permit
confidential exchanges between the internal
auditor and the audit committee. It suggests
that these mechanisms take the form of
regular meetings, independent of
management, or regular confidential memos
or reports circulated only to the audit
committee. As healthcare
organizations respond to
Oflice  of Inspector General
(OIG) directives with new
compliance initiatives, for
instance, management
ought to endorse efforts to
provide auditors with the
means to communicate
candidly with the audit
committee.

Of course, the question
of what organizational
structure is best suited for
facilitating these exchanges
continues to be debated.
Communicating to the audit

“soul” of the board of directors, the audit
committee in turn is responsible for
ensuring that management establishes and
communicates the appropriate tone.

In this regard, the internal auditor may
wish to make sure that the audit committee
has direct access to appropriate outside
counsel. Legal experts suggest that the
resolution creating the committee authorize
it to retain and consult with attorneys and
other specialists whenever necessary.

As the industry
struggles to meet the
demands of a variety
of stakeholders, the
need to form effective
governance structures
will take on added
urgency. In tern al
auditors will continue
to play a critical role
in this process.

Should a situation
indicating the need for
such access ever arise,
the ability to respond
quickly may enable the
committee to protect the
organization and restore
its credibility. Thus, a
related recommendation
the internal auditor may
wish to make is that the
organization determine
whether ample care has
been taken in drafting
the audit committee’s
charter.

committee alone may foster an internal audit
mentality that is too removed from
management. On the other hand, reporting
directly to the chief executive officer can
create pressures that  may lead to
compromises in the internal auditor’s
integrity. At best, such an arrangement
makes it difficult for the auditor to comment
o n - a n d therefore influence-the
organizational culture and ethical
atmosphere.

Monitoring the “tone at the top”
This cultural and ethical climate is where
the hierarchy issue becomes critical, since
it is here that the internal auditor stands to
make the most significant organizational
impact. It is generally agreed that the tone
set by senior management is the key factor
contributing to the overall integrity of any
organization. Therefore, structural
arrangements must be such that the auditor
feels encouraged to bring ethics-related
matters to the audit committee’s attention.

Conclusions about compliance with
codes of conduct, healthcare hiring policies,
and other relevant procedures should be a
regular topic of this communication. As the

Doing “more” with less
As AHIA’s  survey indicated, even as they
are being asked to increase the range of
services they provide, auditors in the
healthcare field have to confront the reality
of pressures throughout the enterprise to
reduce staff and lower costs. As the
industry struggles to meet the demands of
a variety of stakeholders, the need to form
effective governance structures will take on
added urgency. Internal auditors will
continue to play a critical role in this
process.
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