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The role of internal audit has 
expanded as the organizational 
governance and risk assessment 
processes for healthcare organizations 
have evolved. Accompanying this 
growth in responsibility, internal 
auditors are turning into advocates for 
improving organizational governance 
and fi nancial reporting controls for 
healthcare entities. They are joining forces 
with their organizations’ executives 
and boards of directors in looking at 
the strategic implications of fi nancial 
decisions, including the evaluation and 
implementation of risk management 
processes.

Some of these changes are being 
fueled by sheer growth as the healthcare 
industry increased from 5.1 percent of 
the U.S. gross domestic product (GDP) 
in 1960 to 16 percent of U.S. GDP in 2004 
or $1.9 trillion. That translates into an 
average of $6,280 spent on healthcare for 
every adult and child in the nation.

As reported frequently in 
newspapers, magazines, and TV 
broadcasts, this growth has affected 
the pocketbook of every company, 
man, woman, and, by extension, child 
in the United States. From companies 
to individuals, all are paying more for 
healthcare insurance and costs, and an 
alarming proportion, 15.7 percent of 
the U.S. population, has no healthcare 
insurance.

The healthcare industry and its 
skyrocketing costs are a major issue for 
government, business, and individuals 
in every corner of the U.S. economy. 
For internal auditors, opportunities 
to streamline processes in healthcare 
organizations and the risks are greater 
than ever before.

Besides growing exponentially in 
dollars, this change has increased the 
scope and variety of healthcare entities, 

which, in turn, affects the required 
skill set of today’s internal auditor. The 
risks and complexities of the healthcare 
continuum now stretch beyond acute 
care hospitals and health systems to 
also include physician practices and 
clinics, outpatient care facilities, skilled/
intermediate/nursing and personal care 
facilities, psychiatric hospitals, specialty 
hospitals, medical laboratories, home 
healthcare services, kidney dialysis 
centers, health and allied services, 
medical equipment and suppliers, health 
maintenance organizations (HMOs), 
long- term and community care, and 
pharmaceutical providers. The provider, 
location, and source of risk change daily.

What do so many healthcare 
organizations mean for internal auditors? 
It requires more specialized training 
to understand the complexities of the 
different types of organizations and 
analyze the best practices for managing 
their risks effectively.

Additionally, the role of internal 
audit is changing due to the attention 
being paid to organizational governance, 
such as complying with the Sarbanes-
Oxley Act (SOX) and the Committee 
of Sponsoring Organizations of the 
Treadway Commission (COSO) enterprise 
risk management (ERM) framework. Also, 
institutional investors are demanding 
more transparency and the portion of 
Section 303A of the New York Stock 

Exchange Governance Rules is requiring 
every listed company to have an internal 
audit function. 

Within the profession, The Institute of 
Internal Auditors (IIA) standards, such as 
2130, support the progress toward stricter 
adherence to best practices in internal 
audit for all organizations, including 
healthcare.

For large health systems, bond rating 
agencies such as Moody’s, Standard 
& Poor’s, and Fitch, also play a role. 
Additionally, more regulatory oversight is 
on the horizon. 

Healthcare chief executives agree that 
more intense state and federal regulation 
of their organizations throughout 2007 
and beyond is certain. For example, 
data previously shared only among 
hospital workers, such as medical errors, 
infection rates, mortality, and follow-up 
procedures, will soon need to be reported.

As a result, internal audit 
departments in healthcare organizations 
have to build multidisciplinary teams 
that comprise different specialists for 
addressing fi nancial, clinical, operational, 
and compliance issues. One internal 
auditor may do medical reviews, while 
another focuses on the accounts payable 
function, and a third on Medicare and 
Medicaid rules. Ideally, the chief audit 
executive (CAE) operates at a high level, 
not a tactical one, and is proactively 
engaged in setting strategic goals and 
objectives with other senior managers. 

In a culture of tougher regulations 
for healthcare organizations as well as 
more specialized knowledge required for 
internal audit departments, can internal 
auditors rise to the challenge? According 
to Thomas Warga, 2005-2006 chairman 
of the IIA Board of Directors, internal 
auditors are increasingly recognized as 
control experts, providers of leadership 
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for SOX compliance, and trusted advisers 
for organizational governance and ERM.

By embracing proactive and strategic 
roles, internal auditors are becoming 
recognized as key contributors to good 
organizational governance in healthcare 
organizations. And the internal audit 
profession is realizing that its knowledge 
of overall business practices and the big 
fi nancial picture have to be in sync with 
its organizations’ executives.

Defi ning Organizational 
Governance in Healthcare
For different healthcare constituencies, 
organizational governance has various 
meanings. Generally for internal 
auditors working in the many settings 
of healthcare, organizational governance 
serves as the systems and processes 
in place for an entity to safeguard the 
interests of, and enhance its value to, 
diverse stakeholders — shareholders, 
healthcare employees, customers, 
suppliers, and the neighboring 
community.

But specifi cally, each type of 
healthcare entity has distinct differences 
from one another and has to make specifi c 
adjustments to the implementation 
of organizational governance to fi t its 
circumstances. For example, hospital 
administrators, policy makers, and 
researchers have to consider multiple 
developments in healthcare and 
healthcare policy to formulate and 
implement good hospital governance.

On the other hand, pharmaceutical 
companies have different considerations 
to become leaders in organizational 
governance. The most important one for 
their good organizational governance is 
eventually strengthening their bottom 
lines.

Executives at Pfi zer pharmaceutical 
company think the push for effective 
organizational governance starts at 
the top with champions in senior 
management, and on the board of 
directors, and comes down the line 
through mandatory education and 
training manuals for all employees. 
Pfi zer’s internal audit department makes 
regular presentations companywide 
about the paramount importance of 
complying with governance, and laws 
and regulations such as SOX.

Each of these healthcare niches 
comes with different inherent risks 
and complexities. The internal audit 
department has to be aligned with 
and continually aware of the leaders’ 

organizational strategies and goals while 
implementing controls to mitigate risks 
and complying with a multitude of 
regulations.

Alignment with Organizational 
Governance
To reach an advanced level of alignment 
with a healthcare entity’s leadership, 
internal auditors have to cultivate an 
organization-wide view, integrating their 
planning with the entire organization. 
Internal auditors serving in hospitals, 
HMOs, or clinics have to keep up with 
the inherent risks in using technology, 
ensuring privacy for patients, and 
keeping electronic medical records. The 
high level organization-wide view has to 
be balanced with the day-to-day reality of 
controlling operational risks.

Progressive internal audit 
departments increase their role in 
organizational governance through the 
creation of multidisciplinary teams that 
include fi nancial, operational, clinical, 
and information technology specialists 
to address the dynamic and continually 
changing healthcare entity they serve.

When chief internal auditors serve 
as thought leaders on ERM, they can 
exert more infl uence on an organization’s 
governance. Internal auditors play 
a distinct role in monitoring the 
effectiveness of ERM, fi nancial reporting, 
compliance with federal and state 
regulations, and other aspects of risk 
management. If they are effective and 
align their processes and reports with the 
organization’s strategic goals, the entity 
can be more successful. 

HealthSouth: A Lesson in Inadequate Organizational Governance
Some analysts have stated that the June 2005 acquittal of Richard M. Scrushy, founder 

and CEO of HealthSouth, on federal fraud charges may result in diminished prosecution 
of executive leaders. This line of reasoning is dangerously short-sighted and misleading. 
Federal and state prosecutors in the post-Scrushy era have made clear their continuing 
commitment to vigorous anti-fraud litigation under Sarbanes-Oxley (SOX). 

Additionally, any claim that Scrushy’s case reduces the risk of SOX-related prosecution, 
moreover, ignores the guilty verdicts brought in several recent, well-publicized executive 
fraud trials. To comply with SOX, healthcare organizations have to perform compliance 
audits and provide adequate risk assessments. When internal audit does not play a major 
role in control and compliance activities, a healthcare entity is not leveraging an important 
asset.

HealthSouth is an example that demonstrates the impact of unmitigated risks, 
lack of appropriate monitoring, follow-up, and good governance. Fortunately for most 
organizations, internal audit plays a more signifi cant role in strengthening governance by 
implementing controls and compliance, and risk management processes, such as enterprise 
risk management, to ensure better business practices.

But in the late 1990s through early 2000s, HealthSouth did not practice good 
governance.

One of the nation’s biggest healthcare providers, the organization overstated its 
earnings by at least $1.4 billion between 1999 and the second quarter of 2002, according to 
the U.S. Securities and Exchange Commission. Spearheaded by HealthSouth’s founder, CEO, 
and Chairman of the Board Scrushy, the overstatement took place to meet or exceed the 
earnings expected by Wall Street analysts.

When HealthSouth’s earnings fell short of those expectations, Scrushy directed the 
organization’s accounting staff to offset them by artifi cially infl ating the company’s earnings. 
To balance HealthSouth’s books, the fabricated increases in earnings were matched by 
falsifi ed increases in assets. By the third quarter of 2002, the organization’s assets were 
overstated by a minimum of $800 million or about 10 percent of its total assets.

While the scheme was going on, HealthSouth’s senior offi cers and accounting staff tried 
to persuade Scrushy to abandon this practice of falsifi ed earnings and assets. He insisted on 
continuing the subterfuge because he did not want HealthSouth’s stock to falter. As a result, 
Scrushy personally profi ted from this fabricated earnings tactic and sold nearly 7.8 million 
shares of HealthSouth’s stock since 1999 when its share price refl ected the false earnings.

Additionally, Scrushy received at least $6.5 million in 2001 from HealthSouth for his 
bonus and incentive award. From 1999 to 2001, he gained $9.2 million in salary, of which $5.3 
million was based on the organization’s achievement of certain budget targets.

What’s the lesson? Internal auditors have to work hand-in-hand with a healthcare 
organization’s boards, audit committees, and key executives to show the value of 
implementing strong controls and risk assessment processes.
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Organizational governance has many 
interconnected areas for the internal 
auditors of healthcare organizations to 
pursue. These include: 

Interacting with the board of directors 
and audit committee; 

Participating in improved disclosure 
and transparency, such as for SOX; 

Implementing best business practices 
and reviewing codes of ethics; 

Identifying legal and regulatory issues 
for assessing risks and compliance; 

Helping to evaluate risks and gauge 
performance management throughout 
the organization; 

Monitoring organizational governance 
undertakings and ensuring compliance 
with the healthcare policies; and 

Improving communication among 
various constituencies, such as the 
chief operating offi cer, chief fi nancial 
offi cer, board of directors, members 
of the audit committee, and other key 
executives. 

Overall, internal auditors should 
serve as the champions in evaluating 
arenas where organizational governance 
can be enhanced and recommending 
improvements in risk management that 
are customized to fi t their individual 
healthcare entity’s needs. 

Steps to Assess Internal Audit 
Capability
Internal auditors have to evaluate their 
capabilities and decide where their roles 
begin and how to align their capabilities 
with the healthcare organization’s needs. 
The fi rst step is to understand the role 
of the internal audit function within 
the organization. Are internal auditors 
playing strategic roles or primarily 
operating at the compliance level? What 
role does the board want internal auditors 
to play? 

The second step is to assess the status 
of the internal audit function. Identify 
current practices, evaluate tools for 
enhancing its capabilities, and determine 
resources for improving the organization. 

•

•

•

•

•

•

•

Moving forward, the third step 
detects the gaps between the internal 
audit function’s current practices and 
its desired role. For example, how 
can internal audit improve its risk 
assessment approach? Or make the leap 
to ERM? Does it have the support of the 
organization’s leadership? If not, how 
does it gain executives’ backing?

Finally, the fourth step goes to the 
core of improvement: developing the 
action plans and gaining organizational 
support to address the opportunities 
for improvement identifi ed in the third 
step. Is internal audit aligned with the 
business’ strategic vision? Does internal 
audit have the capabilities to enhance the 
organization’s overall effectiveness? Can 
internal audit provide recommendations 
to help improve the organization’s 
competitiveness?

To evaluate those four steps 
adequately, internal auditors have to 
honestly assess themselves including 
the level of management support, 
their function’s structure and staffi ng, 
the organization’s mission and 
approach, their risk orientation, and 
their involvement with organizational 
governance. The assessment may run the 
gamut from early to advanced levels. 

Journey of Internal Audit
The leaders in healthcare organizations 
are seeking more contributions from the 
CAE and internal auditors. But it is a 
two-way street where internal auditors 
add greater value in proportion to how 
an organization’s risk management 
processes have evolved. Internal audit’s 

transformation to being more strategic 
will often mirror the organization’s level 
of support and expectation of internal 
audit.

Consider internal auditors traveling 
on a journey toward greater value that 
starts with being more fi nancially focused 
and proceeds through ERM. Imagine 
that internal audit travels along fi ve 
levels, beginning with compliance (Level 
1), control (Level 2), process (Level 3), 
risk management (Level 4), and ERM 
(Advanced Level). See Figure One: The 
Five Levels in the ERM-Based Internal 
Audit Journey. 

Compliance: For internal auditors, 
monitoring fi nancial areas compliance is 
an important core responsibility every 
healthcare organization expects that has 
to be maintained no matter how high a 
level the internal audit function reaches. 
Compliance covers policy and procedure, 
offers a checklist-style orientation for 
protecting assets, and adheres to laws and 
regulations.

Control: Within a healthcare 
organization’s operations, internal audit 
manages to ensure assets are safeguarded, 
evaluate the accuracy of fi nancial records 
and reports, and advocate adherence 
to policies and procedures. Internal 
controls help to assure the achievement 
of the entity’s goals and objectives, 
ensure reliable fi nancial reporting for 
management decisions, and provide 
compliance with laws and regulations.

Process: Internal audit crosses into 
the higher value realm of management 
and conducts its work across 

The Five Levels in the ERM-Based Internal Audit Journey.
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departments, delivers more effi cient and 
effective recommendations, and provides 
process documentation, for example, 
process mapping, to the organization. 

Risk Management: Internal audit 
helps develop a common risk language, 
facilitates organization-wide risk 
prioritization efforts, and performs 
process mapping. Like process, risk 
management offers more value and takes 
a different focus from the internal audit 
function.

ERM: Internal audit takes a 
more holistic view of organizational 
governance and aligns its skills and 
activities to assess, improve, and monitor 
a healthcare entity’s organizational 
governance capabilities. To accomplish 
this successfully, a CAE would be 
fully aligned with all aspects of an 
organization’s governance processes.

The higher the level a healthcare 
organization reaches in aligning with 
its internal audit function, the better 

for its risk management, capabilities, 
and compliance perspectives. However, 
CAEs have to understand what role 
their organization wants them to play 
and customize their approach to the 
distinctive characteristics of their 
individual organizations. 

For example, internal auditors have 
to consider each healthcare organization’s 
maturity, business strategy, capabilities, 
not-for-profi t or for-profi t culture, and 
competitive position in the industry. And 
these factors will continually evolve, 
so the overall internal audit approach 
must be adaptable to change — subtly 
or dramatically — as the circumstances 
dictate.

Conclusion
An internal audit function cannot be 
at the ERM, or advanced, level if its 
organization is not there yet. And internal 
audit cannot successfully perform at the 
strategic level if it is not performing well 
at all the other levels in the spectrum. 

Tolerating calculated risks does result 
in rewards. No healthcare organization 
wants an internal audit group whose 
only response to risks is to prevent them 
entirely. Every business venture has 
risks. That is where internal auditing 
can add more value by knowing which 
risks are acceptable and which ones are 
not. Internal auditors have to be ready 
to accommodate changes within their 
healthcare organizations.

Even more important to operating at 
the strategic level, internal auditors need 
to understand all facets of a business, 
and possess keen insight, discerning 
judgment, and skillful diplomacy. NP
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best case scenario, when the government 
believes the provider has been open 
and honest in their dealings, the issue 
was accidental, and has a functioning 
compliance program in place to prevent 
future incidents, the provider may only 
have to pay back overpayments with 
no associated fi nes or penalties. In the 
worst case, the provider may have to 
pay signifi cant fi nes and penalties, 
have a corporate integrity agreement 
for fi ve years with rigorous reporting 
requirements, and the case may be 
referred for criminal prosecution. Having 
experienced legal representation to guide 
the process can assist the provider along 
the way in putting the appropriate controls 
in place to mitigate the risk of increased 
fi nes, penalties, and criminal prosecution.

Conclusion
There are signifi cant risks and benefi ts 
that must be factored into the decision to 
disclose a known overpayment. While the 
facts of each case will be determinative, 
given the legal framework described 
above, in most cases the better course 
of conduct when an overpayment is 
discovered is to take immediate corrective 
action, including disclosing the past 
misconduct and making reparation 
for an appropriate period and in an 
appropriate amount. How and when the 
disclosure is made will vary from case to 
case depending upon the circumstances, 
though in recent years providers have 
obtained positive results through the OIG 
Self Disclosure Protocol. NP
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