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Good Poalicies: First Line of Defense
for Post-Enron Gover nance

Thegovernance chalengesraisedin
the post-Enron environment are moti-
vating many boards and their generd
counsels to draft new board policies
andtighten up existing ones. Whilethe
three duties of fiduciary respongbility
— due care, loyalty and obedienceto
charitable purpose— haven't changed,
the expectation of what congtitutesrea-
sonable and prudent action by an of-
ficer or director is higher and more
Specific.

Board-approved policies set stan-
dards and define how the board car-

ries out its mogt fundamenta respon-
ghilities from CEO evauationto over-
sght of the externd and internd au-
dits. Strict policies, however, are a
double-edged sword. 1n court, docu-
menting that strong policies were fol-
lowed isthefirg line of defensethat a
board diligently executed its respong-
bilities. At the same time, opposing
attorneyswill pounceif policiesareig-
nored. “It' sfineyou haveapolicy, but
you haveto follow it and demongtrate
that you have followed it,” Stresses
Michadl Peregrine, hedth atorney with

tinent to not-for-profits:

ridly affect financid Satements,

Satements;

committeg

Sarbanes-Oxley: Coming Soon to Your State?

New York State Attorney Genera Eliot Spitzer reportedly plans to
propose a state version of  the Sarbanes-Oxley Act that would apply to
not-for-profit organizations. Thefedera law now appliestoissuersof public
securities and public accounting firms and is designed to promote accu-
racy and religbility of information for investors.

Here are some of the provisions of Sarbanes-Oxley that could be per-

* Requires senior executives to certify the accuracy, honesty and com-
pleteness of financid statements;

* Requires senior executives to certify they've disclosed “dl significant
deficiencies’ ininterna controls and any internd fraud that could mate-

* Prohibits any action to unduly influence an auditor to make mideading

* Providesfor audit partner rotation and bars accounting firms from be-
ing both auditor and performing one of eight non-audit services,

* Requires companiesto disclose materia changesin financia or opera-
tiona condition on argpid and current bas's,

» Requires disclosure of whether a financid expert serves on the audit

» Asksfor disclosure of acorporate code of ethics, and
* Requires attorneys to report violations.

Gardner, Carton &
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Peregrine recommends that boards
adopt 10 specific policiesfor the new
environment of increased corporate
accountability. Some are familiar, but
others are less common and deserve
serious congderation.

1. Policy on governance. This
“overarching gatement” definesthe
individua director’s three core du-
tiesand describesthe board’ sroles
and respongbilities. Peregrinerec-
ommendsthat thepalicy dsoindude
the misson statement.

2. Conflict-of-interest policy. This
policy should be sufficiently detailed
to define conflicts of interes, dis-
closure requirements and proce-
dures for addressing conflicts that
arise. Peregrine says boards need
to go beyond minima IRS require-
ments and address such Stuations
as dud hospital/physician interests
and board members who are in-
volved with vendors, afiliates and
compstitors.

3. Confidentiality policy. Thispalicy
establishes the director’s duty to
keep information and decisions con-
fidentid unlessthey arecfficidly re-
leased or otherwise required to be
made public.

4. Corporate opportunity policy.
This uncommon palicy limitsboard
members from taking advantage of
a business opportunity they learn
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about through their board service.
The policy defines corporate oppor-
tunity and how to addressSituations
that arise.

For example, says Peregrine,
one hospitd’ sphyscian board mem-
bers had an opportunity toinvest in
ajoint venture with the hospital for
ancillary services.

“The policy triggered a look
into whether their investment was
proper (probably yes) and if so,
whether the physicians continuing
involvement on the board presented
S0 much potentid conflict that they
should step down,” Peregrine ex-
plans.

What'shisopinion? Peregrine

refers to the observation of the
“Powers Committee that investi-
gated misconduct at Enron: ‘If you
have to go through so many hoops
to show that something isappropri-
ate, maybe you shouldn’'t do it at
al.”
5. Service on other boards.
This palicy, dso unusud until now,
addresses the touchy subject of
whether service on other boards
could compromiseadirector’ sabil-
ity to fulfill the duties of due care
and loyadlty.

Should outside board service
be prohibited? “No,” Peregrine
counsdls, “but board members and
senior executives should disclosedl
outside board service so it can be
considered in three contexts:

- “Misson context. Some rela-
tionshipsarefundamentally in-
consstent with the mission,
such asamember of aCatho-
lic hospital board servingona

Planned Parenthood board,”
unless the religious board ex-
plicitly approvesit.

- “Conflict of interest. These
gtuaions are normaly identi-
fied through the conflict-of-in-
terest disclosure statements.”

- “Number of boards. Isanin-
dividua on so many boards
that hisor her ability to devote
thetimeand diligencerequired
is open to question?’

6. Oversight of senior manage-
ment. Haveyou ever heard aboard
member, especialy a newer one,
ask: “Is the board entitled to that
informetion?’ This policy afirma
tively definesthe board’ sbasic over-
sight obligations and its “duty to
make inquiry,” says Peregrine.

7. Policy on management’sduty to
disclose. Thispolicy makesitclear
management has a “duty to dis-
closg’ information about organiza
tiona performance, variances from
gods, errors, ethica problems and
so forth.

8. Policy on board compensation
and indemnification. Thispolicy
defineswhether board membersare
compensated for time or expenses,
and therationaefor compensation.
The policy should aso address the
organization’ sobligation to provide
to directors and officers insurance
coverage and its indemnification
policy, including payment of lega
defense expenses.

Peregrine advises that the
policy show how compensation
serves a discernible purpose and
advances the misson and effective
governance. It should also require
that compensationisreasonableand
approved by a disnterested third

party, and that appropriate reports
are made to the IRS and other re-

quired agencies.

Some boards get free or dis-
counted medical care, but Peregrine
cdl that “very risky. Wetdl our dli-
entsnot todo it.”

9. Investment management policy.
No, it's not just “the investment
committee’ s respongbility,” it's the
whole board sjob. Thispolicy de-
linestes basicinvestment guiddines.

10. Policy on maintaining the
independence of the corporate
audit. Smilarly, this policy estab-
lishes the “protocol” by which the
board and the audit committee ful-
fill their responghbilitiesto engagethe
audit firm and meet with the audi-
tors to review reports.

Transparency
Get used to governing in the spot-

light, Peregrinesays. Scrutiny of what

boardsdo and don’t doisgrowing and
won't go away.

“Wewill continueto see grester re-
quirements for transparency” of both
financid information and the board's
oversight processes, Peregrine says.

And good policies scrupuloudy fol-
lowed are essential. “You have a
policy, but you have to fallow it and
demondratethat you havefollowedit.”

Michael Peregrine may be
reached at 312-569-1267 or by e-
mail at mperegrine@ gcd.com.

For more information, see the
Corporate Responsibility Guide-
book, prepared by Gardner, Carton
& Douglasfor the Coalition on Non-
Profit Healthcare, available at

www.cnhc.org. Samplepoliciesare
available from GCD for a fee.



