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Leading rating agencies have reached the conclusion that nonprofit hospitals and health
systems should voluntarily adopt relevant provisions of the Sarbanes-Oxley Act of 2002.
Contributor Paul Gilbert explains why the benefits of adoption may outweigh the costs despite
some hospitals' reluctance.
Leading rating agencies Moody’s, Standard & Poor’s and Fitch have reached the same
conclusion: Nonprofit hospitals and health systems should voluntarily adopt relevant
provisions of the Sarbanes-Oxley Act of 2002. In a special report entitled 2006 Nonprofit
Hospitals and Health Care Systems Outlook and in its corresponding industry conference call
held in January, Fitch reiterated its expectation that nonprofit hospitals will voluntarily adopt
governance best practices, including those relating to internal controls over financial reporting.
In general terms, Section 404 of Sarbanes-Oxley requires that public company CEOs and CFOs
confirm their responsibility for establishing and maintaining adequate internal controls for
financial reporting, and for assessing the effectiveness of the company’s internal control
structure and procedures for financial reporting. CEOs and CFO are required to then certify
such matters in writing and to disclose publicly the existence of any “material weaknesses.”
Section 404 also requires that public companies obtain an assessment from their independent
auditors with respect to management’s assessment of the company’s internal controls. Several
published studies, including The Governance Institute’s 2005 Biennial Survey of Hospitals and
Healthcare Systems, have confirmed that a significant majority of nonprofit hospitals and
health systems have voluntarily adopted a number of the most important governance
standards developed as a result of Sarbanes-Oxley. However, whether nonprofit boards will
voluntarily embrace the certification requirements of Section 404, and the related assessment
of internal controls over financial reporting remains far less certain. Anecdotal evidence
suggests that many large nonprofit organizations are developing or enhancing internal controls
to satisfy Section 404, and are considering whether to request certifications from management
and outside auditors. But recently, Fitch analysts were aware of only three nonprofit hospital
systems that have fully implemented Section 404 voluntarily. The reluctance to voluntarily
adopt Section 404 is understandable, given complaints about its associated high costs by
those who have implemented. Aside from the initial uproar following the enactment of
Sarbanes-Oxley (which related almost entirely to the requirement that CEOs and CFOs
personally certify the accuracy of financial statements), Section 404 has arguably been the
law’s most controversial provision. Benefits may outweigh costs.
That said, the concerns (and costs) of voluntarily adopting Section 404 practices may be
outweighed by the benefits of doing so. First, it is important to remember that under current
guidance, nonprofit hospitals are not required by federal law to adopt Section 404, although
recent events hint that similar obligations may be imposed. Having adequate internal controls
does make sound business sense, especially when they are tailored to meet the needs and the
risk profile of the adopting organization. Further, fears that 404 compliance may be too costly
may have been addressed by recent Securities and Exchange Commission guidance, which
suggests that significant costs could have been avoided if companies required to comply had
established and documented controls intended to provide “reasonable” rather than “absolute”
assurance regarding the reliability of their internal controls. Finally, it is important to note that
many companies that have adopted Section 404 internal controls have reported significant
financial and operational improvements. Leading outside auditors believe that, in many cases,
these financial and operational benefits may fully offset the cost of Section 404 compliance.
Whether or not they seek to comply with Section 404, it seems that prudent organizations
should establish effective internal controls to ensure accurate and reliable financial
statements. Nonprofit hospitals and health systems have many unique reasons to consider
revisiting the adequacy of their internal controls. In the last 18 months
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local governments have revoked the tax-exempt status of property used by nonprofit
hospitals;
states have considered or enacted legislation to require that nonprofit hospitals create
audit committees, obtain annual audits of their financial statements, and adopt
conflict-of-interest policies;
the Senate Finance Committee, the House Committee on Ways and Means, and the
Joint Committee on Taxation have questioned whether nonprofit hospitals should
retain their tax-exempt status;
the Internal Revenue Service has aggressively investigated executive compensation
paid by nonprofit hospitals, and has proposed regulations indicating that the IRS
intends to aggressively pursue situations involving private inurement and that
emphasize the importance of discovering and correcting private inurement
transactions before the IRS;
and finally, rating agencies Moody’s, Fitch, and S&P have each stressed the
importance of adopting enhanced governance practices. Fitch expressly indicated that
nonprofit hospitals should adopt Section 404.

In other words, it is a gross understatement to observe that nonprofit hospitals and health
systems currently face extraordinary and unprecedented scrutiny and that any abuses or
financial restatements would likely be judged harshly in the current environment. Controls,
but not 404 All hospitals should already have the framework in place for adequate internal
controls over financial reporting. They also should already have in place internal controls for
healthcare compliance issues. These may, in many cases, provide a general guide when
developing internal controls over financial reporting. Given the financial and reputational
catastrophes that can result in the absence of such controls, it simply makes good sense to
assess the adequacy of internal financial controls. Doing so, however, is a long way from
voluntarily adopting Section 404. From the perspective of a director, if any financial
improprieties are found to exist, the director should be able to show that the improper events
occurred despite adequate internal financial controls. Directors in this situation should also be
confident that they have properly exercised adequate oversight in a manner consistent with
the duty of care. Although defined by state law, the duty of care generally requires that
directors act in good faith, with the care an ordinarily prudent person would exercise in like
circumstances, and in a manner believed by the director to be in the best interests of the
organization. The duty is implicated both when decisions are made by the board at meetings
and when directors exercise day-to-day oversight of the corporation. In general, a board’s
oversight function requires that directors make reasonable inquiries with respect to matters of
importance or when alerted by unusual activities. With respect to internal financial controls
and the duty of care, directors should make a reasonable inquiry of senior management to
confirm their expectation that management has established and maintains adequate internal
controls for financial reporting, and to seek management’s assessment as to whether such
controls are effective. While not required by Section 404 of Sarbanes-Oxley, this inquiry
should seek to ensure that reasonable and effective controls exist such that the corporation is
able to prepare accurate and reliable financial statements, deter fraud, and reduce the
possibility that its financial statements will need to be restated. While it is impossible to
predict whether additional obligations will be imposed in the future, boards that make
appropriate inquiries and exercise reasonable oversight with respect to internal controls should
feel confidant that their efforts comply with existing obligations.
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