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Regulatory Oversight Requirements 
Healthcare organizations should routinely 
examine their internal controls and 
look for areas of improvement. A strong 
internal control process is one that is 
implemented by the board, management 
and other personnel. It should be 
designed to provide reasonable assurance 
about the achievement of objectives in 
the following areas: effectiveness and 
effi ciency of operations; reliability of 
fi nancial reporting; and compliance with 
applicable laws and regulations. 

Recent experience has shown that 
healthcare boards often do not fully 
address or understand the nature of the 
signifi cant oversight responsibilities 
imposed upon them by federal and state 
regulations. Medicare and Medicaid, 
for example, require long term care 
facilities to have a governing body 
“that is legally responsible for establishing 
and implementing policies regarding the 
management and operation of the facility.” 42 
C.F.R. § 483.75(d)(1) (emphasis added). 
Historically, many boards may have 
believed that they had discharged this 
duty by appointing a chief executive 
offi cer or administrator who is 
responsible for the management of the 

facility. Boards have often been reluctant 
to get too involved in the establishment 
and implementation of policies for fear 
they would be accused of micromanaging, 
a sentiment often shared by management. 
Board involvement may also have been 
hindered by a belief that quality of care 
and other “operational” policies belong 
to the realm of risk management or 
administration and not in the board room. 

State licensure laws may impose 
additional or more specifi c obligations 
on the governing body. Many state 
regulations and accreditation standards 
contemplate that the governing body 
will not only adopt and enforce effective 
administrative and resident care policies 
and bylaws, but that it will also ensure 
that such polices are operational; in 
writing; dated; made available to the 
members of the governing body; and 
reviewed and revised, in writing, as 
necessary. 

The Evolution of a Healthcare 
Director’s Fiduciary Duties
A director of a healthcare organization 
has three basic fi duciary duties:  the duty 
of care; the duty of loyalty; and the duty 
of obedience to purpose. The duty of care 

means that directors must act in good 
faith, with the level of care an ordinarily 
prudent person would exercise in like 
circumstances, and in a manner they 
reasonably believe is in the best interest 
of the corporation. Directors generally 
perform two basic functions, that of 
decision-making and that of oversight. 
In the context of internal controls, how a 
board discharges its oversight functions 
is crucial.

Directors have a duty to attempt in 
good faith to assure the existence of a 
corporate information and reporting 
system that it is adequate to assure the 
board that appropriate information as 
to compliance with applicable laws will 
come to its attention in a timely manner 
and in the ordinary course. The failure 
to do so under some circumstances may, 
in theory at least, render a director liable 
for losses caused by non-compliance with 
applicable legal standards. In re Caremark 
International Inc. Derivative Litigation (Del. 
Ch. 1996). The Caremark court specifi cally 
acknowledged that no rationally designed 
information and reporting system could 
be expected to completely remove the 
possibility that an organization would 
violate applicable laws or otherwise fail 
to identify corporate acts potentially 
inconsistent with the law, but suggested 
that the failure to have any information 
system could be a breach of fi duciary 
duty. 

Immediately following the Caremark 
decision, some boards heeded its 
warnings and began to work with 
management to create appropriate 
information and reporting systems. 
Others did not believe that their 
organizations needed to take any action. 
Still others remained oblivious to the 
warning signs.
Ten years later, in Stone v. Ritter, the 
Delaware Supreme Court confi rmed 

Executive Summary
The healthcare industry is one of the most highly regulated and scrutinized 
industries in the country. The governing boards of many such organizations, 
however, are surprisingly uninformed about the regulatory environment in which 
their institutions exist, tending to concentrate more frequently on matters pertaining 
to the fi scal health and strategic future of the operations without necessarily 
considering issues of internal controls and compliance. The increasing focus of 
enforcement activities at both the state and federal level, as well as the risk of 
adverse civil litigation, requires that all levels of healthcare operations improve 
and strengthen their internal controls to assure that appropriate reporting and 
information systems are functioning at all times. This article presents a general 
overview of the governing board’s fi duciary obligations. Additionally, the article 
suggests ways in which boards and management can work together to improve 
communications and offers strategies to strengthen internal controls.
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Caremark’s holding that for a director 
to violate a standard of good faith to 
establish director oversight liability 
there must be a “sustained or systematic 
failure of the board to exercise oversight.” 
At issue in this litigation was a claim 
by shareholders that the directors 
“utterly failed to implement any sort 
of statutorily required monitoring, 
reporting or information controls that 
would have enabled them to learn of 
problems requiring their attention.” The 
shareholders believed the board should 
have known of the banking law violations 
that resulted in the assessment of a $50 
million penalty against the corporation.

The Court rejected the shareholders’ 
claims. There was no evidence that the 
board was ever aware of “red flags” or 
that the board chose to do nothing about 
problems it allegedly knew existed. 
The Court established the necessary 
conditions for director oversight 
liability:  directors must have “utterly 
failed to implement any reporting or 
information system or controls, or having 
implemented such a system or controls, 
consciously failed to monitor or oversee 
its operations thus disabling themselves 

from being informed of risks or problems 
requiring their attention.”
In Stone, the Court found that the 
organization had a compliance program, 
and that the board received and approved 
relevant policies and procedures. The 
Court also found that the board exercised 
its oversight duties by relying on periodic 
reports from compliance personnel. The 
Court refused to equate a bad outcome, 
the $50 million fine, with bad faith. “In 
the absence of red flags, good faith in the 
context of oversight must be measured 
by the directors’ actions” to assure that 
a reasonable compliance program exists, 
and not by “second guessing” after the 
occurrence of employee conduct that 
creates the legal risk.

Resources to Help Implement 
Information and Reporting Systems 
through Effective Compliance 
Programs
In the wake of Caremark, many 
government and private entities began 
to issue guidances and resources to 
encourage healthcare providers to 
develop, among other things, information 
and reporting systems to help ensure 

that governing bodies would be able to 
discharge the fiduciary obligations. A 
central theme of these guidances is the 
importance of establishing an effective 
compliance program. Several of these 
guidances include roadmaps and sample 
questionnaires to help organizations 
move forward in assessing where they are 
with respect to compliance, and where 
they should be. These resources include:

“Corporate Responsibility and 
Corporate Compliance: A Resource 
for Health Care Boards of Directors,” 
The Office of Inspector General (OIG) 
and the American Health Lawyers 
Association (AHLA) (2003);

“An Integrated Approach to 
Corporate Compliance, A Resource 
for Health Care Boards of Directors,” 
The OIG and the AHLA (2004); 

“Corporate Responsibility and Health 
Care Quality: A Resource for Health 
Care Boards of Directors,” The OIG 
and the AHLA (2007); 

“Principles for Good Governance and 
Ethical Practice: A Guide for Charities 
and Foundations,” The Panel on the 
Nonprofit Sector (2007);

“Draft Recommendations for Good 
Governance Practices for Non-Profit 
501(c)(3) Organizations,” Internal 
Revenue Service (IRS) (2007);  

“Driving for Quality in Long-
Term Care: A Board of Directors 
Dashboard” OIG and Health Care 
Compliance Association (HCCA) 
Roundtable on Long-Term Care 
Board of Directors’ Oversight of 
Quality of Care (2008); 

“Effective Compliance and Ethics 
Program,” U.S. 2006 Federal 
Sentencing Guidelines Manual, 
Chapter 8, § 8B2.1.

While not binding on healthcare 
providers, these guidances can be useful 
working tools for organizations trying 
to strengthen and improve existing 
compliance activities. The IRS, like other 
authorities, believes that successful 
governing boards include individuals not 
only “knowledgeable and passionate” 
about the organization’s programs, 
but also those with specific expertise 
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Practice Tip:  Boards should periodically review applicable state and federal regulations that establish expectations. It is not 
uncommon for some board members to be reluctant to engage in a dialogue with administration concerning policies and 
procedures because they misapprehend the scope of their obligations and believe that to do so would infringe on management’s 
role. A review of legal authorities may help to break down such reticence and lead to greater transparency in the delivery of 
services at the facility. A periodic review of the board’s compliance with applicable governing body regulations should be a 
standard element of a facility’s compliance program. 

Test Your Compliance Program Using the Same Questions a Federal Prosecutor 
Might Ask

Is there sufficient staff to audit, document, analyze & utilize results of 
compliance efforts?

Are employees adequately informed about the compliance program?

Are employees “convinced of the corporation’s commitment” to compliance?

Is the compliance program adequately designed for maximum effectiveness?

Does the program prevent and detect wrongdoing?

Does management enforce the program?

Do corporate governance mechanisms exist to detect and prevent misconduct?

Do directors exercise independent review over proposed corporate actions and 
not unquestionably ratify officers’ recommendations?

Are directors provided with sufficient information to enable exercise of 
independent judgment?

Are internal audit functions independent and accurate?

Do directors have an information and reporting system designed to provide 
management and the board with timely and accurate information to allow an 
informed decision regarding compliance with laws?

Derived from “Principles of Federal Prosecution of Business Organizations,” U.S. Deputy 
Attorney General Paul J. McNulty, December 12, 2006.
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in critical areas involving accounting, 
finance, compensation, and ethics. 

The IRS suggests that directors exercise 
due diligence by assuring that policies 
and procedures are in place to help 
them meet their duty of care. Expanding 
slightly upon the IRS draft to make it 
more directly applicable to healthcare 
providers, these policies and procedures 
should ensure that each director is 
familiar with the organization’s activities 
and knows whether those activities 
promote the organization’s mission and 
achieve its goals, including the delivery 
of quality care; full information about the 
organization’s financial status; full and 
accurate information to make informed 
decisions.

These guidances should be shared 
with board members. Some board 
members may be more receptive to the 
“compliance” message if it is “delivered” 
by the IRS, than they might be were it 
ascribed to other sources. 

A Compliance Wake-Up Call
For those organizations that have been 
lulled into complacency about the need 
to have an effective compliance plan or 
to assure that their boards are adequately 
informed about issues related to quality 
of care and compliance, the time for re-
evaluation has arrived. Section 6032 of 
the Deficit Reduction Act of 2005, codified 
at 42 U.S.C. § 1396a(a)(68) (“DRA”), 
became effective on January 1, 2007. The 
DRA requires, as a condition of Medicaid 
participation, that providers who make or 
receive more than $5 million in Medicaid 
funds have policies and procedures in 
place designed to detect and prevent 
fraud, waste and abuse in the federal 
healthcare programs. Covered entities 
are also required to have policies that 
specifically address the federal False 
Claims Act, 31 U.S.C. §§ 3729 - 3733; 
administrative remedies for false claims 
and false statements established under 31 
U.S.C. § 3801; any state laws pertaining 
to civil or criminal penalties for false 
claims and statements; whistle-blower 
protections under the foregoing laws. 

They must include these policies in their 
employee handbooks and educate their 
employees, agents and contractors about 
them as well.

The DRA significantly changes the 
compliance landscape for large Medicaid 
providers. Entities that receive more than 
$5 million per year from Medicaid can 
no longer rely on statements made by 
the OIG about “voluntary” compliance 
programs. If an entity is covered by the 
DRA, minimal compliance policies and 
procedures were mandatory as of January 
1, 2007. Entities that are not in compliance 
and continue to submit Medicaid claims 
after January 1, 2007, face a loss of 
payment and could potentially be liable 
for submitting false claims under the 
federal False Claims Act.

These DRA mandates and the potential 
loss of Medicaid funding, coupled with 
the likelihood of false claims allegations, 
have been a wake-up call. As a result 
of the DRA and actions by the IRS, 
many healthcare organizations across 
the country are re-examining their 
compliance programs and looking for 
new ways to strengthen internal controls. 

Strategies for Strengthening Internal 
Controls

An effective compliance program helps 
an organization ensure that its internal 
controls are working properly. Successful 
programs share many attributes. 
Both management and the board are 
knowledgeable about the content and 

operation of the compliance program. The 
board exercises reasonable oversight of 
the compliance program’s implementation 
and effectiveness. The compliance officer 
is a high-level employee who is given 
sufficient resources and reports directly 
to the board. There is effective and on-
going training for board, management, 
employees and agents. There is 
commitment to auditing, monitoring, and 
ongoing risk assessments to refine the 
program and reduce risk. Policies allow 
for anonymous reporting and enforce 
non-retaliation. Management consistently 
provides appropriate incentives and 
disciplinary measures regarding 
reporting, compliance and correction of 
violations. 
To strengthen your internal controls, start 
with an assessment of your compliance 
program. Integrate compliance in all 
aspects of operations. Assure that the 
program is developed from the top 
down, which can be demonstrated by 
board approval of a Code of Conduct and 
compliance policies/guidelines. Schedule 
the compliance officer for quarterly 
reports to the board, more frequently if 
serious compliance issues are identified.
 It is critically important to establish an 
auditing and monitoring system to verify 
whether policies and procedures are 
properly implemented and followed, and 
that there be appropriate responses to 
reports of any non-compliance. 

Practice Tip:  Organizations should 
ensure that they have appropriate 
processes in place to communicate 
“red flag” events to their boards. 
This should include full and open 
discussion of all licensure and 
certification survey results, so that 
board members can measure facility 
quality performance.

continued on page 48
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component E/M codes from those used 
by physicians.

Hospital auditors are encouraged to 
audit the technical component E/M 
mappings used by the ED and provider-
based clinics as well as the integrity of the 
overall E/M coding process. Hopefully, 
sometime soon CMS will issue guidelines 
that all hospitals can follow. Until that 
time, hospitals are on their own to show 
that appropriate mappings have been 
developed.

OIG’s FY2008 Work Plan
The OIG’s Annual Work Plan seems to get 
longer each year with more concerns and 
associated studies. Many of these issues 
involve coding, billing and reimbursement. 
Auditors should study the issues with care. 
Some of our old favorites always seem 
to be there in some form. For instance, 
the OIG has a long-term concern about 
diagnostic testing in the Emergency 
Department. This year the concern is with 
diagnostic radiology testing. There are 
new issues as well. For instance, on the 
physician side the OIG is going to study 

the proper use of the -54 and -55 modifiers 
relative to post-operative care.6 While this 
is a physician issue, hospitals will become 
involved because of the interplay with 
provider-based situations such as the 
Emergency Department and provider-
based clinics.7 Under APCs there is no 
GSP or global surgical package.8 For the 
MPFS or Medicare Physician Fee Schedule 
using RBRVS (Resource Based Relative 
Value System) there are extensive rules 
concerning post-operative periods (0-days, 

10-days, or exclusively, 90-days) and the 
transfer of care between physicians during 
the post-operative periods.

Auditors should not only look at current 
issues; possible future issues should be 
identified now so that steps can be taken 
to assure compliance. For instance, the 
OIG has studied the use of the -25 and -59 
modifiers by physicians. The -25 modifier 
is used with Evaluation & Management 
(E/M) codes and the -59 modifier is 
used to bypass the National Correct 
Coding Initiative edits.9 These same two 
modifiers are major for the APCs. Thus, 

hospital auditing staff working in the 
coding and billing area should consider 
auditing for the correct use and associated 
documentation for these two modifiers.

A relatively new issue is that of pain 
management services.10 While this issue is 
in the physician section of the OIG’s work 
plan, many, if not most, hospitals provide 
pain management services. These services 
may be provided by anesthesiologist or 
interventional radiologists. The typical 
form of service is a series of injections. 
The physician assesses the patient, 
provides injections, and then reassesses 
the patient. Thus, both technical 
component E/M codes as well as injection 
and pharmaceutical codes are used. The 
OIG has noted a significant increase in the 
provision of these services over the past 
several years. Hospital auditors should 
be careful to include pain management 
service audits as a part of their overall 
provider-based clinic audits. NP
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Abbey & Abbey Consultants, Inc., specializ-
ing in healthcare consulting and related areas. 
He also teaches workshops and makes presen-
tations to hospital associations and medical 
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APGs/APCs. He may be contacted at Duane@
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6 See page 9 OIG Work Plan FY2008.
7 See 42 CFR §413.65.
8 Observation services are a slight exception. Certain associated services may occur the day before and observation itself can span three dates-of-service at least for Medicare.
9 See USE OF MODIFIER 25, OEI-07-03-00470, November 2005 and USE OF MODIFIER 59 TO BYPASSMEDICARE’S NATIONAL CORRECT CODING INITIATIVE EDITS 

OEI-03-02-00771, November 2005 
10 See page 12 of the OIG Work Plan for FY2008.

For a hospital, a patient is new only if they do not have a 
medical record number.

The board and management should 
work cooperatively to build a culture 
of compliance and openness by 
demonstrating leadership buy-in and 
frank communication. By creating a 
program that fits the organization’s 
culture, the board and management will 
achieve a higher degree of buy-in from 
all stakeholders, leading to a higher 
level of success for implementation 
of the program and a greater level of 
sustainability.

In evaluating where your organization 
is in terms of its internal controls, 
consider what the board knows 
about government expectations and 
regulations for your industry sector. 
How and what information is provided 
to board? Is there sensitivity to the 
changing environment? Where does 
your organization draw the line between 
operations and oversight? Review 

established communication channels. 
Identify key strategic information areas 
and reporting mechanisms between the 
board and management team. Encourage 
and make time for questions. Reevaluate 
data and information reported on a 
continuous basis. Clearly define scope of 
work and parameters, as well as the roles 
of the compliance/audit committee, the 
compliance officer and board chairs. 
Create a culture of ownership by changing 
perceptions about compliance. Educate 
the organization that compliance is not 
looking for fault but for opportunities to 
supply interactions for clarification and 
direction. Provide tools and processes 
for “doing it right” and make sure all are 
being ethical. Remember to be flexible, 
and seek out expertise internally and 
externally when appropriate.
The guideposts for effective leadership 
include establishing a strong relationship 

among trust, ethical behavior and 
compliance. Achieve this by integrating 
governance, accountability and 
operational efficiencies with strong 
internal controls. Be sure to define and 
operationalize your organization’s 
covenants and commitments. Success will 
be measured when you demonstrate that 
knowledge is responsibility. NP
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