
By Eleanor Bloxham

Feature

Improving Governance: 
Solutions for the Healthcare Sector

28 New Perspectives Association of Healthcare Internal Auditors August 2008

Introduction
The role of the board of directors of 
any organization is to act in the best 
interests of that organization, and all 
its capital providers and stakeholders. 
Understanding the role of the board, 
and the issues faced by healthcare 
organizations, can provide a benefi cial 
perspective for establishing the structures 
and perspectives necessary to govern 
healthcare organizations and manage 
their risks.

The Governance Structure

All organizations operate in an ecosystem 
defi ned by their primary relationships. 
Whether a healthcare organization 
operates with a shareholder base or not, 
fundamental rules apply.

Exhibit A shows, for example, the basic 
ecosystem for most organizations. No 
matter what the various constituents are 
called, this picture maps the important 
relationships for most organizations, be 
they shareholder-based, governmental, 
membership or organizations of a 
different form.

The center box is the organization, 
including its internal and external 
suppliers. To the left are capital providers 

that make the operation possible. On the 
right are clients and customers who use 
the services of the organization. At the 
top are community and the governmental 
bodies that represent it, and below are the 
critics and commentators that infl uence 
the ecosystem. 

The center box lists some of the suppliers 
responsible for overseeing, managing 
and carrying out the organization’s 
efforts. Taking healthcare organizations 

as the basis, the board oversees the 
organization. Their mandate is to perform 
their responsibilities for the best interests 
of the entity, its capital providers and 
stakeholders. Managing the organization 
is the management team and supporting 
them are employees, supplemented 
often by volunteers, as well as external 
suppliers, which may include outside 
physicians and external suppliers of 
goods and services.

Supplying capital to the organization 
are shareholders, or investors if the 

organization is investor based. Lenders 
supply capital whether or not the 
healthcare entity has investors. If the 
organization is a tax exempt non-profi t 
healthcare system, there are often two 
other important sources of capital: 1) the 
tax benefi t provided by the government 
(i.e. the taxpayers of the community); 
and 2), the donations of individuals and 
organizations from the community which 
address specifi c or general capital needs 
of the organization. 

Despite the ownership structure, 
all healthcare organizations have 
responsibilities to the government and 
regulatory bodies and to the communities 
which they serve (shown in the top 
box). Most importantly, all healthcare 
organizations have obligations to their 
patients and clients. (Shown in the right 
hand box). 

That relationship is unique in its emphasis 
in healthcare organizations. In fact, 
considering the regulatory and legal 
requirements in healthcare, most of the 
regulatory burden stems from this most 

important obligation above all others 
to patients, clients and the community. 
In this way healthcare organizations 
mirror fi nancial services fi rms who, from 
a governance perspective, are obligated 
to act in the best interests of clients, 
and whose regulatory structures share 
this emphasis on client welfare and 
community benefi ts. 

This client focus in healthcare and 
fi nancial services is very different from 
other industries where the focus of 
compliance and governance may be on 
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other stakeholders. The governance and 
regulatory emphasis in manufacturing 
includes regulatory structures more 
focused on employee safety and 
environmental concerns, for example.

As with all organizations, healthcare 
has a variety of critics and watchdogs 
they must address in  governance and 
management processes (the bottom box 
on the Exhibit). As more patient-related 
information becomes available to the 
general public, managing public and 
community perceptions will likely grow 
in importance.  

Implications for Healthcare 
Governance
While the outline of the governance 
structure is fairly simple, many healthcare 
organizations, particularly tax-exempt 
non-profits, struggle with understanding 
their obligations and decision 
frameworks, because of the differences in 
language in their organizations compared 
with other industries and organizational 
frameworks 

Reviewing Governance Processes

A first step in improving governance is 
to make sure the governance framework 
is clear to everyone in the organization 
including the board and top management.

The next step is to use the framework to 
inform the governance processes. There 
are several areas that should be reviewed 
in evaluating the governance processes in 
this light. 

Clearly, healthcare organizations 
whether they be tax-exempt or tax-
paying, are complicated institutions. 
The board’s composition should reflect 
this—and should reflect governance 
practices commensurate with the 
professional responsibility of the board 
to all the stakeholders in the governance 
framework. 

Key questions to review include:

Is the board independent of  1. 
management and the organization? 

Do members of the board have  2. 
organizational ties to major 

suppliers creating a perception of 
lack of independence? 

Do members of the board  3. 
understand the healthcare 
business? The duties to patients? 
The duties to capital providers? 

Do they have the skills and  4. 
experience required to oversee 
a complicated healthcare 
organization? 

If the healthcare organization is  5. 
tax exempt, do they devote the 
time and energy that they would 
be expected to provide on a public 
for-profit board? 

Do they have board governance  6. 
processes that include board 
and individual member self-
evaluations?

Do they have a succession plan  7. 
for the board which includes 
an assessment of the skills and 
attributes required of directors in 
overseeing the organization into 
the future?

Are there job descriptions for  8. 
individual board members and for 
the Chair of the Board?

Is there an orientation for the board  9. 
and does the board avail itself of 
regular ongoing education about 
the business and governance 
practices?

Does the board have the financial  10. 
acuity to oversee the complexities 
of a healthcare organization?

Financial Acuity
After assessing the governance process 
of the board, the next step is to review 
the financial acuity of the organization 
more generally. In the recent financial 
meltdowns, many not-for-profits, 
including hospitals and municipalities, 
have suffered losses associated with their 
participation in the auction rate markets. 
While risk management in healthcare is 
highly developed vis-à-vis patient care, 
these efforts have historically not been as 
focused on financial risk management, 
including risk/return measures of 
portfolio investments and the risk/
returns of particular instruments, as 
well as issues around credit risk and 
collections. 

Here are some key questions to review:

Does the organization understand  1. 
the nature of its investment 
portfolio and the risks imbedded 
in it?

Exhibit A
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Are there controls in place to  2. 
monitor the liquidity of its various 
investments?

Are scenario analyses and shock  3. 
tests performed to measure the 
impacts on the portfolio under 
different markets and conditions?

Are portfolio returns regularly  4. 
monitored and reviewed on a risk/
return basis?

Are controls in place to measure  5. 
and monitor counterparty risks?

Has the organization developed a  6. 
measure of the risk capital required 
to run the operations? 

Has the organization developed a  7. 
measure of the risk capital required 
to withstand shocks in the financial 
markets?

Does the organization have the  8. 
knowledge and experience to 
oversee the collections process 
(internally or through an external 
supplier)?

Does the organization regularly  9. 
review its debt rating goals to 
ensure the proper cost/benefit 
positioning for the organization?

Are individuals in the organization  10. 
held accountable for the 
performance of the investment 
portfolios as well as the 
operations?

The disciplines outlined above require 
sophisticated knowledge and they require 
that the organization develop measures of 
liquidity, counterparty, and other financial 
risks. 

Given the importance of capital to 
healthcare, it is crucial that boards 
properly oversee this arena. It also 
necessary that they insist upon ongoing 
management education and updates 
to management processes as needed. 
The experience and wisdom of financial 
services companies who manage complex 
portfolios and credit risks can be a 
valuable resource here.

There is another area as well, where 
increased financial acuity is important. 
And that is the use of financial measures 
to better manage the business and create 
more effective outcomes for patients. 

For example, while some healthcare 
organizations may find it convenient to 
measure and monitor operating profit 
margins and other numerics favored by 
credit rating agencies, caution should 
be exercised in simply accepting and 

using the typical, individual measures 
suggested by these groups. As it turns 
out, emphasizing such measures can 
actually hurt rather than help the 
stewardship and economic interests of 
the healthcare organizations (and thus the 
communities they serve) in the long run. 

Why can it be harmful? Because 
promoting those measures doesn’t take 
into account the full impacts of any given 
decision on the organization. If partial 
measures of impact (e.g. operating profit 
margin) are emphasized in decision 
making (and pay) this can cause 
organizations to make non-economic 
decisions which unfortunately, over 
time, can have an adverse impact on 
the organization and its ability to serve 
patients. 

To assess this area, consider these key 
questions:

What performance metrics are we  1. 
using to monitor performance and 
reward our managers?

How were these metrics chosen  2. 
and why were they chosen?

Are these partial measures of  3. 
performance? How so?

Do some measures that we use  4. 
conflict with each other?

Do we have any measures that take  5. 
into account the full impacts of a 
given decision on the organization? 
How do we use those measures? 

Measures of Stewardship
Given the importance of healthcare 
organizations to the community and 
economy as a whole, it’s important that 
the organization develop reporting of 
the full value that they provide to the 
community. Although some healthcare 
organizations do this in part, most if not 
all health care organizations today do 
not provide a full report of their value. 
They do not provide a full measure 
of their value as part of their internal 
reporting or in their external reports to 
the communities they serve.

Despite this, the ability to impart a full 
picture of the value they provide is 
critical to the  long-term survival of the 
organization: internally, in assessing 
and monitoring its performance and 
externally, in providing a report to its 
capital providers, including, for tax-
exempt organizations, the taxpayers and 
donors in the community.

While this may seem daunting, it is not 
impossible. Measures of the value the 
organization provides can be calculated 
for financial services organizations and 
they can be calculated for tax-exempt and 
for-profit healthcare organizations as well.

Just as financial services organizations 
face limits on what they can charge and 
stringent requirements on whom they 
must serve, healthcare organizations (tax 
exempt or not) face similar requirements 
and limitations. Despite this, healthcare 
organizations can develop measures of 
the value they provide that they can use 
both internally and externally to gauge 
their performance. 

While today the majority of healthcare 
organizations have some kind of bonus 
plan, healthcare organizations rewarding 
their executives in this fashion need 
to look beyond short-term results in 
tying pay to performance. Short-term 
measures of operating profit margin, 
for example, should be eschewed in 
executive pay. Instead, boards need to 
reward based on the  long-term benefits 
the organization has provided. From a 
governance perspective, it is imperative 
that boards insist on the appropriate 
measures of  long-term value creation for 
the community in terms of their oversight 
role and in terms of their awarding 
short or  long-term compensation. It 
is imperative that the board from a 
governance perspective insist on this 
level of excellence, rather than treat it as a 
“nice-to-do”. 

To accomplish this, however, requires 
a certain level of financial acuity, the 
building block we earlier described. 
And this level of financial insight 
requires persistent cultivation and 
encouragement.

Taking on this work can dramatically 
improve the effectiveness of decision 
making in the entity. By understanding 
and being able to appropriately value 
the stewardship of the organization at 
all levels of the entity and at the level 
of individual decisions, poor decisions 
reflective of unclear guidelines for 
assessing strategies, capital expenditures, 

Most if not all health 
care organizations 

today do not 
provide a full report 

of their value.
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pricing, and other issues can be 
eliminated. This frees up resources to 
provide better care and additional 
services to the community. This of course 
is quintessentially of critical importance to 
the governance of the organization.

With the right extent of financial acuity 
applied to the valuations of stewardship, it 
is possible to eliminate the confusion about 
how margin and mission should interplay 
in any given decision or scenario. 

The degree to which management can 
clearly articulate the basis for decision 
making is one bellwether that has to be 
in place. If management cannot clearly 
articulate how decisions are made, it 
is a clear indication that the ability to 
value the stewardship of decisions is not 
effective or in place. 

Two demonstrable governance issues will 
be the result of this lack: 1) unnecessary 
wheel spinning by individuals inside 
the organization who are trying to 
determine the basis for yeas or nays on 
any given issue and are having difficulty 
in figuring this out, and 2) the number 
of bad decisions that waste or squander 
shareholder or community funds because 
the outcomes have not been fully assessed 
and are therefore not necessarily in the 
best  long-term interests of the hospital 
system or the community.

To assess the need for improvement in 
your organization ask these key questions:

Do individuals understand  1. 
the basis for decisions in the 
organization?

Has this been clearly articulated  2. 
in a paragraph or two and 
translated into numerics in a way 
that describes the full value of 
the impact of a decision on the 
community?

Is the measure of the full impact on  3. 
value used in decision-making the 
same measure used in community 
reports?

How frequently do we measure  4. 
and monitor the impact of 

decisions based on the full value 
they create?

Do we recognize the impact of  5. 
imbedded risk and the benefits of 
diversification in our measure?

Do we recognize the results of  6. 
our financial, as well as operating 
functions in our measure?

Do we use the same measures to  7. 
reward performance, to create 
budgets and develop strategies as 
we do to measure our value to the 
community?

If the measures are different, what  8. 
steps do we need to take to get 
them aligned?

What education does the  9. 
organization need?

Is the Board taking the lead as it  10. 
should to ensure these actions are 
put in place?

Next Steps for Healthcare 
Organizations
As more healthcare organizations adopt 
compensation incentive plans it is 
important that healthcare organizations 
act on the solutions outlined above. 
Because incentive structures can have 
large impacts in altering managerial 
decisions, putting in place a high level 
of financial excellence, taking on the 
hard work of measuring and valuing the 
organization’s stewardship at all levels, 
and tying compensation to the long-term 
value created for the community is even 
more critically important today than ever 
before.

Conclusion
As discussed, the governance framework 
makes clear the variety of constituents 
that all organizations must satisfy and 
the importance of a clear viable financial 
framework to support the requirements 
of the organization. While sometimes 
words can disguise meaning as much 
as reveal it, having a clear governance 
framework, an active board that enforces 

the requirements of a good governance 
process, and an organization with 
strong financial acuity can help any 
healthcare organization, including not-
for-profits, avoid the “we’re unique,” 
“this doesn’t apply to us” syndromes 
and the confusion between margin and 
mission. It can also help to encourage 
the board and management to reach 
out to best practices elsewhere and 
adapt that knowledge to the healthcare 
environment. 

The governance framework and 
the measurement of economic and 
community value as discussed above 
apply in all kinds of organizations. 
Healthcare boards and management 
can benefit by clearly articulating these 
frameworks and measures to all of their 
constituents. In fact, when they do, it is 
often possible to demonstrate a much 
higher value creation for the community 
than may be commonly reported in 
many healthcare community benefit 
reports. 

The creation of goodwill by 
professionally overseeing and running 
the organization from both a financial 
and client point of view is critical to 
the  long-term success of healthcare 
organizations. With more scrutiny 
than ever before, putting in place these 
key building blocks can shield the 
organization from the changing winds 
of regulatory and legislative scrutiny as 
well as public perception. These building 
blocks are key to building  long-term 
value, supporting the oversight work 
of the board, and building a bridge 
of trust with all capital providers and 
stakeholders. NP
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The power of accurate observation is commonly called cynicism by those who have not got it. 
~ George Bernard Shaw


