EigaT PRINC

’LES OF

EFrrecTIVE (GOVERNANCE

Effective Boards Need 1o Be in Place Long Before

A Critical Decision Looms

t vour board of trustees vanished, would
anvone notice?
If the top management team tlew off to
Tahiti for a year, organizational perfor-
mance would undoubtedly suffer.
Similarly, the departure of the most acrive physi-
cians would visibly and negatively affect patient
care.

But if no board or committee meetings were
held for a vear or two, what value would be lost?
Would financial margins shrink without the
finance committee’s oversight? Would services to
the poor be cut back without attention from the
mission committee! How about clinical out-
comes—would thev deteriorate without board

oversight of the quality of care and medical staff

appointments? Without dedicated and influential
trustees on the job, would community confi-
dence in the ministry decline? Would the organi-
zation’s relationships with the sponsors worsen?

THe VaLue That Boaros Abp

A disappearing board may be fantasy, but these
questions are not merely rhetorical. They are
designed to stimulate thinking about how a gov-
erning board adds value to the organization and
IS Mission.

In publicly owned corporations, “good boards
expect to add value,”™ writes corporate gover-
nance expert Ram Charan in his book Beards at
Work. “Good boards accept as a given the notion
of the value-adding board.™

Adding valueis easier to define and measure in
a private corporation than in a not-for-profit
enterprise. The corporate board ensures that the
organization is run in a manner that increases
sharcholder value, as measured primarily by the
stock price. All the functions of governance—
approving the strategic plan and annual budger,
selecting and evaluating the CEO, monitoring
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financial performance and customer satisfaction—
can be boiled down to a single indicator: Does
the price of the stock increase over time?

The board of General Motors, writes Ram
Charan, was instrumental in getting the company
and its new CEQ to focus on its weakness in mar-
keting and to make other changes that resulted in
a huge turnaround for the car maker in the
1990s.°

Late last year, the directors of Coca-Cola took
the rare step of rejecting a strategic acquisition
proposed by the CEO because they were uncon-
vinced that anticipated actions would boost
sharcholder value.’

Perhaps Coca Cola’s directors feared repeating
the error of the Quaker Oats board, which
approved the purchase of Snapple Beverages for
$1.7 billion. Quaker could not make oatmeal and
fruit juice mix and sold Snapple for a huge loss.
Analysts roundly enticized Quaker’s insider-dom-
inated board for failing to question the purchase
price and management’s rosy projections.’

Like their corporate counterparts, boards of
not-for-profit organizations are expected to add
value to financial performance. Without a margin,
there are no resources to meet the mission.
Several high-profile failures point to the “value-
added” that not-for-profits need from their
boards.

In a modern version of Nero, the board of
Allegheny Health Education and Research
Foundation (AHERF) fiddled as a $2 billion
health system burned cash until it went bankrupt
with more than $1 billion in debt. The board
failed to ask hard questions of its chiet executive
officer and board chief about AHERF’s aggres-
sive strategic expansion and risky financial deci-
sions.”

The board of Eckerd College in St. Petersburg,
FL, allowed the CEO and CFO to tap into the
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PRINCIPLES OF EFFECTIVE GOVERNANCE

endowment to cover
operating deficits with-
out board approval. In
an 18-month period,
assets fell from $34 mil-
lion to $18 million.
Fortunately, this board
awakened from its nap,
raised the funds needed
to save the college, and
revamped governance
so the same mistake
wouldn’t happen again.*

These examples not-
withstanding, success
in not-tor-profit orga-
nizations is measured
not only in financial
terms but also by fulfillment of the mission of ser-
vice to key stakcholders. Patients, their families,
the community, and especially the poor are
among a hospital’s stakeholders. So are its physi-
cians and the employvees who serve the external
constituents. Other important constituents may
include the business community and local gov-
ernment. No stock price judges the organiza-
tion’s value to its stakeholders. Instead, a not-for-
profit’s worth is a composite of clinical out-
comes, customer satisfaction, and improved com-
munity health status as well as its financial and
operating performance.

TrapemARKs oF EFFecTive Not-ror-PRoFIT BoarDs
The effective corporate board knows its role is to
add value. Similarly, the effective board of a not-
for-profit Catholic health care organization
understands that its work should enhance both
the mission and the margin. Effective not-for-
profit boards add value in at least four tangible
wavs.
Better High-Level Decisions. Effcctive boards are a
forum where committed and knowledgeable
trustees raise hard questions about proposed
strategic business and financial transactions.
Sounder decisions result, not because trustees are
smarter than management, but because of the
deliberative process itself. CEOs who expect
sharp questioning by trustees savvy in business
and finance do a better job educating their boards
and preparing proposals to pass muster. When
senior management and the board have discus-
sions that resemble a graduate school seminar,
the give and rake has a synergistic effect, produc-
ing new insights and innovative ideas.

For example, the board of a Catholic health
system on the East Coast turned down the pro-
posed acquisition of another faith-based system at
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the eleventh hour. Led
by trustees with strong
financial and business
knowledge, it instruct-
cd management to
restructure the deal on
a more sound financial
footing, which it did.
In retrospect, the CEO
credits the
courage with paving
the way for an acquisi-
tion that is more likely
to succeed.

Better Organizational Per-
formance. Even the best-
laid plans can succumb
to unforeseen market
torces and implementation problems. When a key
initiative “heads south,” CEOs often think they
can fix the situation, so they sugarcoat less-than-
stellar results. Thev worry that revealing too
much to the board could be a career-limiting act.
Yet, full disclosure is exactly what effective CEOs
do when they can count on a constructive reac-
tion from the board.

For example, one Catholic health system spent
tens of millions ot dollars acquiring physician
practices to implement an integrated delivery sys-
tem strategy, only to see losses reach the hun-
dreds of millions. Ultimately, the CEO was fired.
However, one trustee says the failure wasn’t in
the initial decision to acquire physician practices
or even the high purchase prices it paid.

“Every expert in health care said at the time to
buy doctors’ practices,” he recalls. That wasn’t a
board or management failure. The lapse started a
vear later when the board quietly accepted much
higher than anticipated first-vear losses. If the
board had done a post-project analysis, the sys-
tem could have taken corrective action much
sooner rather than three years later. It wound up
writing oft millions of dollars as it dismantled its
physician network. By contrast, the board and
management of a hospital system in western New
York acted quickly to renegotiate contract terms
and institute productivity requirements that
restored the practices’ viability and kept the net-
work intact and growing,.

An effective board also improves performance
by setting ambitious but realistic goals and moni-
toring performance. Boards that listen passively
to management reports are not doing their job.
Effective boards question, learn, and challenge
the organization to continually excel.

Critical Connections. Not-for-profit boards add value
by keeping the organization attuned and respon-

board’s
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sive to the changing needs of its diverse con-
stituencies. Sometimes trustees make tangible
connections rhat support management’s work.
One hospital was being cut out of an important
HMO contract because of the prior CEQ’s antag-
onism to managed care; the new CEO couldn’t
even get his phone calls returned. A trustee who
knew the HMOs executive intervened and got
the HMO to reconsider its exclusion.

More often, the effective board discusses how

well programs and priornities reflect the needs of
key constituents through its work, from approv-
ing the strategic plan to monitoring program per-
formance. For example, some boards explicitly
discuss how well the organization is meeting the
needs of the clderly, the terminally ill, or new eth-
nic groups that have moved into the community.
Other boards examine the relationship between
the hospital and its physicians or the hospital and
the business community.
Mission and Values Consciousness. Finally, the cttective
board of a Catholic health care facility ensures
that the mission and values are expressed and ad-
vanced in all the organization’s work. Some
boards have a meeting evaluarion form for
trustees to rate how well the meeting incorporat-
ed discussion of the mission and values. Others
engage in a discernment process when consider-
INg 4 Major transaction or new program.

Sull others have developed performance indica-
tors for mission eftectiveness, much like the finan-
cial and quality indicators used to measure those
aspects. Catholic Health Initiatives is implement-
ing a comprehensive mission effectivencss asscess-
ment built around 78 indicators in 10 categories,
including core values integration, ethics, diversity,
health communitics, and advocacy. Boards of
CHI's individual facilities review the assessment
and incorporate the findings into their work and
the goals they set for their organization.

EIGHT PRINCIPLES FOR BuILDING AN EFFECTIVE BoaRD
Why are some boards very effective, adding value
through their work, whercas other boards are
passive at best and meddlesome at worst?
Virtually all trustees of Catholic health care
organizations are committed to the mission and
want to contribute constructively, but they often
have varying expectations of their roles and that
of the board itself. Some have served on boards
of small organizations that needed hands-on
trustee involvement to survive, whereas others are
directors of corporations whose boards work at a
high level on strategic and policy issues. Some
trustees fully recognize their accountability to the
sponsors and the community as a whole, but oth-
ers mistakenly believe their job is to represent the
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interests of a single constituency such as the med-
ical staff, the business community, or a single
geographic area.

Trustees are not the only ones who have differ-
ing views of how the board ought to add value.
Some CEOs want the board to be a fully
informed partner in making kev decisions, but
other exccutives see a more limited role, such as
providing advice and supporting the organization
with key constituencies. No team can operate at
optimal effectiveness unless each member knows
his or her job and all members share common
expectations of how they should work together.
To build shared expectations, boards can discuss
and adopt a written set of governance principles
that define the roles, structures, composition,
and processes that will allow the board to add
value through its work.

Last summer, James Small wrote in this journal
about common shortcomings of boards and
introduced the concept of governance principles
(“Making Boards More Effective,” Health
Progress, May-June 2000, pp. 28-32). Gover-
nance principles aren’t “one size fits all.”
Individual boards will benefit most from develop-
ing a custom set of principles through an enlight-
ening and unifving participative process. As a
starting point for discussion, following are eight
governance principles that are associated with
effective board performance.

Accountability “I'he board understands that its duty
is to see that the organization acts in the best
interests of the sponsors and the stakcholders
whom it serves, including patients and the com-
munity. Board members bring perspectives and
knowledge from outside endeavors, bur they
don’t represent single constituencies. The board
acts with diligence and objectivity on behalf of
the stakcholders as a whole.

Responsibility To govern {and not manage, which is
the CEQ’s job), the board focuses its work on six
major responsibilities:

e Define the ends, policies, and goals of the
organizations, beginning with the mission,
vision, and strategic plan

e Make and support decisions that advance the
ends

e Sclect the CEO, establish goals and expecta-
tions for the CEO and organization, evaluate his
or her performance, and establish appropriate
compensation

¢ Monitor organizational performance and
exercise accountability for results, especially in
the areas of mission effectiveness, financial stew-
ardship, strategic direction, quality of care, and
customer service

e Use influence with kev internal and external
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constituencics to advance the mission and vision
e Take responsibility for the board’s own effec-
tiveness

Exemplary Conduct Trustees exhibit trust and respect
toward colleagues and management, honor the
confidentiality of sensitive information, and
scrupulously observe the conflict of interest poli-
cy.

Mission-Driven Board composition, structure, and
work are designed to enhance the mission, vision,
values, and strategic direction of the organiza-
tion.

Streamlined The board’s size and committee struc-
ture are as lean as possible to facilitate communi-
cation, participative discussion, and efficient deci-
sion-making,

Competency Board members are chosen to bring
specific competencies and personal characteristics

that will enhance the mission, vision, and work of

the board. Competencies are developed fturther
through orientation and ongoing education.
Value-Added Work The board focuses its mectings
and other work on activities that add value for the
organization, with an emphasis on high-level,
strategic matters and critical issues affecting the
future of the ministry.

Continuous Self-Renewal The board regularly evalu-
ates its performance and uses the results to
improve. The board also evaluates its pertfor-

mance as a whole as well as the performance of

the chairperson and individual trustees.

Are principles such as these really valuable or
just high-minded concepts? That depends on
whether a board just adopts the draft principles
with lietle change or uses the principles as a basis
to engage in a soul-searching discussion about
what eftective governance really is. In such a dis-
cussion, a board might explore:

e “What does accountability really mean? Who
are the stakeholders? Are we accountable to
them, the sponsors, or both?”

e “Should governance principles make refer-
ence to required board oversight functions such
as approving major financial transactions and
monitoring financial performance?”

e “Docs competency-based composition pro-
vide for inclusion of key constituencies:”

e “Whart sort of board and committee work
enhances the strategic direction?”

There are no right and wrong answers to such
questions, but through discussion a board can
decide on principles appropriate to its mission
and vision, organization, board culture, and the
authority conferred by the sponsors.

Morcover, the governance principles allow a
board to adopt specific best practices designed to
enable it to add value. For example, the principle
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of competency suggests the need to develop writ-
ten competencies, institute succession planning
for board leaders, and develop orientation and
education programs to enhance competencies.

IMPROVING PERFORMANCE

Do governance principles and best practices really
affect board performance, or is their development
just an academic exercise, the fruits of which are
quickly forgotten? The answer depends on what
happens after a board develops its principles.

The first step is to identify specific policies and
structures and present practices thar need to be
changed to meet the standards set by the princi-
ples. Develop an implementation plan and charge
a committee or task force with responsibility to
oversce it. Perhaps most important, regularly
evaluate the board’s performance against the gov-
ernance principles and develop strategies for con-
tinuous improvement.

Eftective board performance is a goal, not a
destination. It requires regular attention and fine-
tuning, which should be the work of a standing
governance committee, sometimes called rthe
committee on trustees. It is responsible for board
orientation, education, nominations, assessment,
byvlaws review, and other governance-related
work.

The issues facing health care organizations in
the decade ahead, caprured well by Tim Porter-
O’ Grady last year in this journal (“Governance at
the Crossroads,” Health Progress, November-
December 2000, pp. 38-41) make effective gov-
crnance a matter of the highest priority. The time
to ensure that governance is prepared ro add
value is not when a critical decision looms, but
long before, when there is time to recruit, struc-
ture, and educate a talented and committed ream
of directors. o
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