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FEATURE

As public companies work their way 

through Sarbanes-Oxley compliance, 

some publicly held healthcare 

organizations will, like many other 

companies, simply do the minimum 

to comply.  And many private and not-

for-profi t healthcare organizations are 

breathing a sigh of relief that Sarbanes-

Oxley – with its substantial new 

requirements to document, evaluate 

and report on internal controls over 

fi nancial reporting – does not apply to 

them. 

But it’s clear not everyone sees 

Sarbanes-Oxley as an obligation.  Far 

from doing minimal compliance, some 

public companies are actually using 

the law as a springboard to strengthen 

their overall corporate governance.  And 

their competitors – public, private and 

not-for-profi t – are sitting up and taking 

notice. 

Why are these companies going 

beyond the minimum?  It’s because they 

believe improved corporate governance 

– that is, the systems and processes 

protecting the diverse interests of their 

shareholders, employees, customers 

and other stakeholders – will reduce 

their business risk and, ultimately, 

enhance their competitiveness.  They 

understand that initiatives to strengthen 

corporate governance help set a good 

governance tone from the very top of 

the organization, one they predict will be 

refl ected in the bottom line.  And these 
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companies are not alone: a recent study 

by the University of Michigan Business 

School, as well as recent articles in The 

Wall Street Journal, Business Week, 

Columbia Law Review and Journal of 

Economics assert that strong corporate 

governance programs are associated 

with higher stock valuations and 

increased shareholder returns.

Other organizations are taking a 

cue from these leading companies and 

are starting to see Sarbanes-Oxley as 

an opportunity for all companies, rather 

than an obligation for some. 

For many healthcare organizations, 

strengthening corporate governance 

begins with an effective internal audit 

function that focuses on major risk 

areas such as agency nurse/contract 

labor utilization, emergency department 

practices and patient/doctor/employee 

satisfaction, as well as various OIG 

workplan topics.  At the same time, 

the internal audit function must ensure 

fundamental controls are in place.  To 

take advantage of Sarbanes-Oxley’s 

model, healthcare internal auditors 

need a basic understanding of the 

law, as well as of an implementation 

approach many organizations are 

fi nding effective. 

Understanding Sarbanes-Oxley

Sarbanes-Oxley has many important 

provisions, including Section 404, 

which requires publicly held company 

management to report on their internal 

controls over fi nancial reporting.  Public 

company management must:

! Accept responsibility for the 

effectiveness of the company’s 

internal controls over fi nancial 

reporting;

! Evaluate the effectiveness of their 

fi nancial reporting internal controls 

using a suitable, recognized control 

framework, and support that 

evaluation with suffi cient evidence, 

including documentation; and

! Present a written assessment of 

internal controls’ effectiveness at 

fi scal year-end. 

Structuring the Compliance Effort

To comply with Section 404, 

companies must fi rst select a 

“suitable, recognized control 

framework” for evaluating internal 

controls’ effectiveness.  Many are 

using the framework developed by 

COSO, (Committee of Sponsoring 

Organizations of the Treadway 

Commission), a voluntary organization 

dedicated to improving fi nancial 

reporting quality.  COSO provides an 

integrated, comprehensive model for 

conceptualizing the control of all types 
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of business risk, making it an ideal 

tool for strengthening overall corporate 

governance.  Companies can use COSO 

to evaluate fi nancial reporting controls 

as required by Section 404 along with 

those over operational effectiveness 

and effi ciency and compliance with laws 

and regulations.

Under Section 404, management 

must apply the control framework at 

both the entity and process levels, 

which ensures comprehensive coverage 

of all processes that impact fi nancial 

reporting.  Entity-level processes can 

include strategic planning, budgeting 

and compliance activities.  At the specifi c 

process level, more transactional-based 

processes, such as those involving 

revenue and expenditures, are included 

in the universe of processes impacting 

fi nancial reporting.

As management begins to 

comprehend the number of processes 

that impact fi nancial reporting, the 

compliance effort can grow into a  large 

project as many separate processes 

may require documentation and 

controls testing. 

Steps to Effective Section 404 

Implementation

Many companies are fi nding the 

steps below to be an effective approach 

to Section 404 implementation.

1. Planning.  In this initial phase, a 

Section 404 steering committee 

is formed, a risk assessment is 

performed, and processes are 

prioritized and mapped to the 

fi nancial statements.

2. Assessing Enterprise Controls.  

Corporate governance and 

management controls, as well 

as both general and application-

specifi c IT controls, are identifi ed 

and assessed for effectiveness.

3. Pilot Documentation and Testing.  

From one to three processes are 

documented and their relevant 

controls are tested.  Results 

are reviewed with the steering 

committee, including the external 

auditor, and the documentation 

approach is refi ned.

4. Rollout.  Control documentation 

and testing of key controls are 

rolled out to centralized processes, 

then to decentralized locations.  Any 

control defi ciencies are reported 

and fi xed.

5. Reporting.  Documentation and 

testing results are summarized 

through year-end.

Benefi ts Extend Beyond Corporate 

Governance

In today’s increasingly competitive 

healthcare industry, forward-thinking 

organizations will meet Sarbanes-

Oxley’s requirements – regardless 

of whether the law applies to them 

– to gain competitive advantage.  

While improved governance is the 

law’s intent, companies implementing 

its requirements are fi nding additional 

benefi ts, such as: 

! Improved Management Insight.  

Are local strategies superseding 

corporate ones?  Addressing these 

issues can improve organizational 

alignment, eliminate redundant 

costs, and reduce risks.

! Process Improvement.  Are 

there opportunities to centralize, 

decentralize, streamline or 

reengineer?  Doing so can improve 

effi ciency, lower costs and reduce 

risk.

! Resource Realignment.  Does it 

take a whole group to perform a 

single task?  Looking at those areas 

can provide opportunities to lower 

costs, eliminate redundancy and 

improve quality.

! Establishing/Expanding Enterprise 

Risk Management (ERM).  What 

controls are in place to mitigate 

the key risks to the organization?  

Implementing a comprehensive, 

integrated approach to managing 

risks can strengthen corporate 

governance.

Companies that are implementing 

Section 404 can realize these benefi ts 

by going beyond evaluating fi nancial 

reporting controls to include those tied to 

operational effi ciency and compliance.   

And companies not subject to the law 

can simply adopt and tailor portions 

of the compliance effort to maximize 

the benefi t to their organization.  For 

example, the 404 planning effort alone 

is something many public, private or not-

for-profi t companies should undertake, 

since it involves analyzing processes 

and performing a risk assessment to 

determine which have the greatest 

impact on fi nancial statements.  These 

are the processes that should have 

internal controls documentation and 

testing.

Healthcare Internal Audit Function in 

Section 404

Section 404 requires documenting 

risks that could lead to a fi nancial 

misstatement, and many internal 

audit functions have already adopted 

a risk-based approach to internal 

auditing.  And proper fi nancial reporting 

certainly is essential to maintaining 

public trust.  However, in the context 

of overall corporate governance, risk 

extends beyond fi nancial reporting 

to include any processes that impact 

the organization’s ability to meet its 

strategic objectives.  

Recognizing that effective 

enterprise risk management is a key 

element of strong corporate governance, 

a risk-based internal audit approach 

often leads to the inclusion of more 

operational processes in the internal 

audit plan.  However, developing a plan 

aligned to Sarbanes-Oxley’s objectives 

would suggest including more fi nance 

and accounting processes.  

So what should the internal auditor 

do?  A proactive internal audit function 
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within a healthcare organization has the 

opportunity to develop an internal audit 

plan substantially benefi ting the entire 

organization.  Such a plan balances 

projects that cover fundamental 

process controls with those that reach 

deep into strategic and operational 

areas to improve effi ciencies (Figure 1).

The internal audit function has 

important opportunities both during 

the project selection/audit planning 

process as well as within the scope 

of audits.  If the organization is a 

public company, it may already rely on 

internal auditors’ knowledge and skills 

to document and test key fi nancial 

reporting internal controls.  In those 

cases, internal audit can gain better 

insight into the organization and expand 

the effort more comprehensively to 

include compliance and operational 

controls.  If the audit function is more 
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operationally focused, it can leverage 

management’s awareness of Sarbanes-

Oxley to reinforce the concept that 

strong internal controls are an integral 

part of good corporate governance.  !
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