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INTRODUCTION OF KEY DECISIONS AND DECISION MAKERS 

 

Preface  

To disguise the actual case from students, we have changed the names of the company, 

individual parties involved, dollar amounts, locations, and dates.  The case instructor 

manual and the solutions to discussion questions include all the actual names, cases, and 

citations for instructor use only.   The company name used in this case is Insignia, Inc. 

Introduction 

This case is based on actual fraud and the litigation that followed the discovery of the 

fraud.   The SEC filed suit against Insignia, Inc. (the Company) in U.S. District Court in 

2011.  This court case involves falsified journal entries, misappropriation of assets, 

securities fraud, violation of Sarbanes/Oxley, and responsibilities of the independent 

auditor.  The key decisions and key decision makers are outlined below. 

Key Decisions 

Falsified Journal Entries  

o Alan Nixon, CEO and shareholder 

o Bobbie Grant, Controller and shareholder 

 

                                                           
*
 The authors are, respectively, Assistant Professor, Towson University, Graduate Accounting Student, 

Towson University, and Professor, Towson University. 
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Misappropriation of Assets 

o Alan Nixon, CEO and shareholder 

Securities Fraud 

o Alan Nixon, CEO and shareholder 

o Charles Hoover, Former CEO and shareholder 

o Bobbie Grant, Controller and shareholder 

o David Polk, Company Attorney and shareholder 

Key Decision Makers 

Alan Nixon - CEO 

The CEO, Alan Nixon was falsifying journal entries and diverting money from the 

company into personal accounts.  The journal entries debited payroll tax liabilities on the 

balance sheet and credited shareholder loans. Insignia, Inc. then made payments on the 

shareholder loans by paying Nixon.  Securities fraud was the result when the falsified 

financial statements were filed with the SEC.   Nixon also misappropriated additional 

cash by directed purchasers of newly issued or stock to transfer funds to accounts 

controlled by Nixon.  The FBI website had the background information on the CEO as 

reported by the U.S. Attorney’s Office in 2014 including the following: 

1. Nixon had transferred funds to his personal bank account and other accounts 

under his control. 

2. Nixon manipulated the financial statements by understating the amount of payroll 

tax liabilities. 

3. Nixon overstated the amount of loans made to him by the company. 

4. Nixon directed purchasers of newly issued shares to transfer funds to accounts 
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under the CEO’s control. 

5. Nixon stole $6 million and spent it on himself. 

The city newspaper reported that in Federal court, Nixon’s family and supporters 

presented another side of Nixon describing how hard he works on the small farm he 

leases and the good father he is to an 18-month old son.  The SEC countered that the 

Nixon lied, cheated, and stole from the company for over 2 years and that this is a side of 

Nixon as an individual that family members have never seen. 

 

Charles Hoover - Former CEO 

The former CEO Charles Hoover was also associated with the Insignia fraud 

activities.  Hoover appears to have been motivated by his need for an over the top upper 

class lifestyle. An online business newspaper had the following description of the 

Hoover’s rather extraordinary life style which included a vacation home in the Caribbean, 

a large brokerage account, and other personal assets.  The Hoover later agreed to turn 

over $5.5 million in assets to the SEC.  The SEC asked a federal judge to appoint a 

receiver to sell the former CEO’s assets, including the vacation home in the Caribbean, a 

brokerage account, a custom motorcycle, Rolex watches and upscale jewelry. 

 

Bobbie Grant - Controller 

Based on Grant’s 2012 SEC Administrative Hearing the controller, age 35, was a 

certified public accountant. The SEC alleged that the controller, at the direction of Alan 

Nixon and on her own accord, was engaged in the fraud scheme.  The result was false and 

misleading financial statements for 2006 and 2007.  The SEC Administrative Hearing cited 

falsified journal entries, understating expenses, understating liabilities, and providing false 
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information to Insignia’s independent auditors.  As a result of this SEC Administrative 

Hearing, Grant was suspended from appearing or practicing before the SEC as an 

accountant. 

 

David Polk - Company Attorney     

Based on the company attorney’s 2012 SEC Administrative Hearing, the David Polk, age 

50 was an experienced attorney licensed to practice in multiple states.  He served the 

company as an attorney to assist with SEC filings and other corporate matters.  The SEC 

alleged first, that Polk drafted two post-effective amendments and a supporting legal opinion 

that he knew or should have known contained false statements regarding the registration of 

millions of shares of Insignia stock; and second, that Polk sold Insignia securities without a 

filed registration statement. The SEC suspended him from appearing or practicing before the 

SEC as an attorney. He can apply for reinstatement with the SEC after two years.  

 

Insignia Auditors – Rigby Stevens., LLP 

As the independent outside auditor, Rigby Stevens, LLP certified:   

1. “that it had audited Insignia’s financial statements in accordance with generally 

accepted auditing standards;  

2. that it had planned and performed its audits "to obtain reasonable assurance about 

whether the financial statements are free of material misstatements", 

3. That, in its opinion, the Company's financial statements "present fairly, in all 

material respects, the financial position" of Insignia in conformity with generally 

accepted accounting principles; and that its audits provided "a reasonable basis for 

(its) opinions” (Sarbanes Oxley Act of 2002, Sec. 302). 
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Rigby Stevens, LLP was named as a defendant in the class action claim filed against 

certain of Insignia’s former officers and directors, its then external auditor, Rigby 

Stevens, LLP, and its stock transfer agent, Stock Registration, Inc. for violations of the 

SEC Act of 1934. 

 

COMPANY BACKGROUND AND FORENSIC INFORMATION 

Company History 

Alan Nixon, CEO and Charles Hoover, former CEO formed Health Care Staffing, 

Inc. in 2001. In 2004, a shell company called Insignia, Inc., (Insignia), was formed which 

never actually earned any revenue or did any business.  In February 2005, Health Care 

Staffing, Inc. and Insignia performed a reverse merger.  As a result, the new entity kept 

the name Insignia, Inc. and  Health Care Staffing, Inc. became Insignia’s subsidiary. 

Insignia then started operating exclusively in the health care staffing industry. Insignia 

was a publicly traded company, and was therefore subject to SEC regulations.  

 When Nixon joined Insignia in 2005, Insignia’s annual revenue was $3.5 

million.  By 2006, Nixon had managed to increase the revenue to over $40 million.  One 

of the ways Nixon increased the revenue was through acquiring small companies. The 

acquisitions were financed through a combination of Insignia stock, promissory notes, 

and cash. According to Form 8-K, Nixon held a Bachelor of Science (1998) in Business 

Administration from a large state university, a Master’s Degree (2002) and a Doctoral 

Degree (2003) from an Internet based university.  However, it was later confirmed that 

Nixon did attend the large state university but did not graduate with a B.S. degree.  Nixon 

claimed to hold masters and doctoral degrees, but this online university is a known 

diploma mill offering degrees over the internet with no substantial work to be completed, 
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According to the class action complaint filed in Federal District Court, Nixon owned 

6,000,000 shares, or 22.5% of all common stock as of April 2006.   Nixon became CEO 

in 2006. 

 Charles Hoover, former CEO, held the position from 2005 to 2006 while also 

serving as a Board member. Hoover never attended any of the Board meetings. As the 

CEO of a public company, there are certain burdens and responsibilities placed on CEOs, 

such as reviewing and verifying certain documents and signing off on them before they 

are filed. Hoover signed off on many documents without even reading them, let alone 

reviewing for accuracy. Additionally, the Hoover’s lack of understanding as to how the 

accounting system at Insignia worked made it extremely difficult to verify anything 

related to Insignia’s finances.    

 Bobbie Grant served as controller for Insignia from 2005 through 2007. In 2006, 

she became a licensed CPA, in the jurisdiction where Insignia’s central office was 

located. Grant made false journal entries under the direction of the Alan Nixon. As a 

CPA, she knew that the entries she made were incorrect and misleading.  Her motivations 

were unclear, but the 2012 SEC Administrative Hearing stated that Grant not only made 

false journal entries at the request of the President and Chief Executive Officer, but that 

she also made false journal entries on her own initiative.  The result was Insignia filing 

materially false and misleading financial statements in the company’s annual and 

quarterly reports from 2005 through the first quarter of 2007.  

The company attorney, David Polk was not an employee of Insignia, but provided 

services to Insignia from April 2006 to June 2007. Polk had been practicing law for 

nearly ten years prior to his services to Insignia. Polk also had credentials in securities 
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regulation and his practice centered on financial securities. He filed forms for Insignia 

with the SEC that were later determined to be false.  Polk was fined and enjoined from 

further violating Sections of the Sec Act of 1933 and ordered to pay disgorgement and 

prejudgment interest and a civil penalty while also suspending him from appearing or 

practicing before the Commission as an attorney for two years. 

 David Polk came into the picture when Insignia needed to file post-effective 

amendments to some of its SEC filings. They intended to use the amendments as a way to 

register a new issue of stock, but regulations stated that the amendments cannot be used 

for that purpose. They also reported the number of outstanding shares at $1 million less 

than it actually was. Additionally, the company attorney attached a legal opinion to the 

filings, which stated that he performed due diligence in preparing the forms. The class 

action complaint alleges that he was reckless in filing the forms because he knew, or 

should have known based on his title and experience, that what he was doing was wrong.  

 Ultimately, David Polk consented to an order permanently enjoining him from 

violating Sections 5(a), 5(c), 17 (a) (2) and 17 (a) (3) of the Securities Act of 1933  as 

well as requiring him to pay disgorgement and prejudgment interest of $160,000 and a 

$20,000 civil penalty.  He also agreed to settle a related administrative proceeding by 

consenting to the entry of an order suspending him from appearing or practicing before 

the Commission as an attorney for two years. 

 

CEO Resignation and Class Action Lawsuit 

 Insignia appeared to be profitable and successful until August 2007 when Nixon 

suddenly announced his resignation. One day after Nixon announced his resignation, 
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Insignia’s stock price dropped by nearly 48%. A few days later, Insignia announced that 

it would be launching an investigation into a variety of accounts and transactions that 

seemed unusual. The stock price kept decreasing and subsequently led Insignia to file 

Chapter 7 bankruptcy.  The SEC then filed civil charges against Nixon, Hoover, Grant, 

and Polk in 2011.     

The Insignia Board of Directors generally consisted of three members after the 

merger.     Insignia’s Board of Directors included: Alan Nixon, CEO/chairman, and two 

other individuals, Michael Shaw and Frank Young. Board members Shaw and Young 

were appointed by Nixon in 2006. The board held no annual meetings in 2005 or 2006, 

and public shareholders did not elect any directors.  

 According to the 2010 federal bankruptcy case for Insignia, Nixon had general 

authority to execute Shaw’s signature on board related documents.   Therefore, Nixon 

had the power to execute documents on behalf of the majority of the board (two board 

members out of three).  Nixon was directly involved in the fraud. Nixon also served as 

chairman of the Board during his time with Insignia. Bobbie Grant and the David Polk, 

who were not Board members, were also named as defendants.  In the 2006 Proxy 

Statement, Shaw was discussed as having financial expertise in asset structuring, 

corporate structure finance, and multi-location profit centers. The CEO, Shaw and Young 

served as the entire Board of Directors. 

A class action suit was filed in the United States District Court the class action suit 

alleged: 

1. manipulations that enriched Nixon at the expense of the Company ;  

2. manipulations that artificially inflated Insignia’s operating income and 
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reported margins; and  

3. manipulations that enabled Insignia to increase its borrowing, thus postponing 

the time when the Company would run out of cash.  This resulted in investors 

in Insignia common stock losing their investments. 

 

The board members were named as defendants in the class action suit included 

Nixon; Frank Young, member the board of directors and Chair of the Audit Committee; 

and Michael Shaw member of the Board of Directors and the Audit Committee. Others 

named in the suit included Jamie West, Chief Operating Officer and acting CEO after the 

departure of Nixon; Rigby Stevens, LLP, the independent auditing firm; and Stock 

Registration, Inc. who failed to keep a proper accounting of the number of shares of stock 

issued by Insignia. 

 The class action complaint also noted that during 2005 and 2006, Insignia 

acquired six healthcare staffing companies as subsidiaries financed as follows: 

 

 Subsidiary 1: December 2005, for $4 million cash, 300,000 shares of common 

stock, and assumption of $400,000 debt; 

 Subsidiary 2: April 2006, for $13 million cash and 100,000 shares of common 

stock;  

 Subsidiary 3: May 2006, for $250,000 and additional contingent payments; 

 Subsidiary 4: June 2006, for $2 million cash, 700,000 shares of common stock , 

and additional contingent payments; 

 Subsidiary 5: October 2006, for $6 million cash and 750,000 shares of common 
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stock, with additional contingent payments to be made in stock; 

 Subsidiary 6: November 2006, for $7 million cash, 200,000 shares of common 

stock, and assumption of $250,000 debt. 

 

According to the class action suit, Insignia’s reported revenue grew to over $40 

million in 2006 from $3.5 million in 2005, and its disclosed market capitalization 

quintupled from $21 million on March 25, 2006 to $120 million on March 31, 2007. By 

the end of 2006, Insignia had over 300 corporate employees and 1,000 full time 

equivalent healthcare staffing professionals.   

Nixon exercised immense power over the company as President of Insignia from 

February 2005 until his resignation in August 2007. He also served as CFO for the 

majority of his time as President as well as CEO and Board Chairman from June 2006 

until his resignation.  Nixon was in complete control of Insignia during his time there. 

This control allowed him to direct funds out of Insignia for his personal benefit, 

improperly issue Insignia stock, and make false journal entries which led to incorrect 

financial statements and SEC filings.  Because of his control over the company, Nixon’s 

actions constituted the largest part of the fraud and are discussed in more detail below.  

Since Insignia was under $75 million in sales, it did not need an internal control report 

from its external auditors per SOX regulations.  However, the external auditors still had 

to review internal control in order to determine the appropriate audit procedures needed 

to support the client’s financial statements when rendering their audit opinion on this 

publicly-held company.  We will explore this issue in a discussion question involving the 

auditor’s role.  
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KEY ISSUES 

Falsified Journal Entries 

During his time as CEO period, Nixon personally made entries for payroll 

accounts into the Insignia’s computer system. Nixon also had administrative access to the 

computers of all employees at company headquarters, giving Nixon the opportunity to 

alter or delete any employee's documents, without their knowledge. The suit claims that 

the other defendants were aware that Nixon served as the only internal control at the 

Company, and no one made any effort to determine whether his reports to the other 

defendants were verified independently   

Insignia payroll software correctly recorded the amount withheld from each 

paycheck as a liability of Insignia and the entries included a credit to a payroll tax 

liability account. However, the payroll tax liability was later reduced by an offsetting 

entry to the "Alan Nixon loan" account.  The effect of this misclassifying journal entry 

was to eliminate the payroll taxes payable balance by reclassifying them as amounts 

owed to Nixon. These reclassified amounts originating as payroll liabilities, appeared in 

Insignia’s published financial statements for the quarter ended June 30, 2006 as a related 

party loan of $1.5 million without further explanation.  By September 30, 2006, the 

related party loan to Nixon was $3.5 million and was $3 million at December 31, 2006, 

with this reduction in loan amount in the fourth quarter due to payments to Nixon.  The 

loans were undocumented and had no interest.   

 Nixon made, and directed the controller to make, a number of fraudulent journal 

entries to Insignia’s books. Rather than debiting the proper expense account, Nixon 

would debit a liability account called Loan Related Party. This account represented the 
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loan from Nixon to Insignia. Due to the false entries, Insignia’s financial statements led 

the reader to believe that Insignia was paying down a liability when it was actually 

incurring expenses by debiting a liability instead of debiting an expense. These entries 

made both the balance sheet and income statement appear healthier than they actually 

were. The pair also ran expenses through the Additional Paid-In Capital (APIC) account 

decreasing APIC.  Although Nixon decided to book a lot of expenses to the wrong 

accounts, there were also expenses that were not placed on the books at all. These 

missing entries related mainly to the expenses of issuing stock to employees. All of the 

expense-related false journal entries led the annual reports to understate expenses by up 

to 1,500 percent during the years Nixon was in control.  

 When Insignia encountered a liability, such as payroll taxes, Nixon would record 

the liability into the Loan Related Party account rather than the correct liability account. 

When Insignia’s external auditors, Rigby Stevens, LLP questioned the large balance in a 

liability account titled Payroll Clearing, Nixon made a back-dated entry to move $1 

million from the Payroll Clearing account to the Loan Related Party account. After 

making that entry, Nixon and the controller still signed a Management Representation 

Letter stating, among other things, they did not know of any fraud in the financial 

statements.  

Misappropriation of Assets 

Nixon also used false journal entries to allow him to pull money out of Insignia 

for himself. The entries to the Loan Related Party account that were discussed above 

made it appear that Insignia owed Nixon $3.1 million more than it actually did. He also 

pocketed $3.3 million by personally selling stock to investors and keeping the money for 
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himself.  Nixon also appeared to be selling his own stock in Insignia to a hedge fund, but 

he was actually issuing new stock to the hedge fund. This allowed payments from the 

hedge fund to be deposited to his personal bank account. In total, Nixon was able to steal 

$6.5 million dollars from Insignia over a period of approximately two and half years. 

Securities Fraud 

 Form S-8 is required to be filed with the SEC to register newly issued shares of a 

company but no audit of an S-8 is required. When filing Form S-8, a stock issuer 

incorporates by reference, the audited financial statements of its Form 10K.  The issuer 

may include the accountant’s consent to use the accountant’s report either directly or 

indirectly in the registration statement as an exhibit or via incorporation by reference to a 

consent filed with the Form 10K. 

When Insignia issued new shares, Nixon provided false information on the forms 

regarding the number of shares and to whom the shares were being issued.  Nixon and 

Hoover both signed off on these forms asserting that the information being provided was 

accurate, although they knew the information was incorrect. They also signed off on the 

quarterly and annual forms which grossly misrepresented the number of shares 

outstanding.  

The independent auditing firm of Rigby Stevens, LLP had accepted Nixon’s verbal 

explanation.  Rigby Stevens did not review the reclassifying journal entries in detail.  If 

they had, they would have seen adjustments to the payroll tax liability account on the 

same day there were adjustments to the loan account.   

Insignia paid over $2.5 million to Nixon during the first quarter of 2007.  The ending 

balance of the loan account dropped to $1 million by March 31, 2007.  There were over 
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$4.5 million of unpaid payroll tax liability assessments from the IRS found in Nixon’s 

office when he resigned.  In the February 2008 federal bankruptcy filing, Insignia cited 

tax liabilities, penalties, and interest of $7 million. 

Improper Accounting for Issued Shares 

Insignia, Inc. December 31, 2006 annual report stated that Insignia had 

45,000,000 shares outstanding.  Stock Registration, Inc. was responsible for the 

stockholder registration list.  The Stock Registration list stated that there were several 

million additional shares outstanding.  Stock Registration, Inc. sent Nixon the correct 

registration list in an Excel file.  Nixon edited the Excel file, and reduced the number of 

shares outstanding.  Nixon then provided the edited list to the independent auditors.  

Rigby Stevens, LLP did not independently verify the number of shares outstanding by 

obtaining the official list from Stock Registration, Inc. as required by AU § 326.21(a).  

Rigby Stevens, LLP should have obtained the official registration list and compared it 

with the data provided for the Insignia financial statements.  Not doing so was a serious 

GAAS departure.   

The plaintiffs in the class action suit believed that the unreported shares were sold 

by Nixon on the open market.  Under AU § 316.85, inadequate segregation of duties 

should have alerted the auditor to the opportunity for the misappropriation of assets. 

 

SOX Section 302 False Financial Statements and False Certifications 

There were multiple instances of securities fraud including: 

1. Book $1,000,000 in additional revenue by debiting accounts receivable and 

crediting revenue from a nonexistent reality television show. 
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2. In the first quarter 2007, inappropriately reported income from operations from 

the exercise of stock warrants. 

3. Increase in debt borrowing limit with Cap Source by providing false certification 

of income.  Insignia then borrowed close to the maximum new debt borrowing 

limit. 

4. Form 8-K, Form 10-QSB, and Form IO-KSB filed with the SEC were all false, 

and misled the investing public. 

5. Nixon signed false financial statement certifications under the Sarbanes-Oxley 

Act including for Form 8-K, Form 10-QSB, and Form IO-KSB. 

Based on AU § 316.85 A.2, Section titled "Opportunities",  subsection b, Rigby 

Stevens, LLP should have been alerted to the risk associated with the lack of separation 

of duties and the consolidation of authority in one individual. The class action law suit 

alleges that Rigby Stevens knew of misrepresentations in Nixon’s educational history and 

that the certifications included misrepresentations.  The class action suit states that the 

auditing firm was reckless in failing to make themselves aware of clear deficiencies in 

Insignia’s internal controls especially related to Nixon. 

Information released to the public on August 16, 2007 caused an immediate drop in 

the price of Insignia stock from $3.50 per share to $2.35 per share on volume of over 

20,000,000 shares.  Investors who contacted Insignia between August 16 and 19 received 

false reassurances that the Company was financially stable despite the resignation of 

Nixon.  However, Nixon, at the time of his resignation, had a personal brokerage account 

worth over $40 million with more than half of it in Insignia stock.   
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SOX Section 404 Internal Controls  

 

Section 404 states that each annual report required by the SEC must contain an 

internal control report.  Each public accounting firm that prepares or issues the audit 

report shall attest to, and report on, the required internal control assessment made by 

management.  The standards for performing the attest function shall be made in 

accordance with standards of attestation adopted by the PCAOB.  The text of Section 404 

is below. 

SEC 404. MANAGEMENT ASSESSMENT OF INTERNAL CONTROLS 

(a) Rules REQUIRED 

.—The Commission shall prescribe rules requiring each annual report required by section 

13(a) or 15(d) of the Securities Exchange Act of 1934 (15 U.S.C. 78m or 78o(d)) to 

contain an internal control report, which shall—  

(1) state the responsibility of management for establishing and maintaining an 

adequate internal control structure and procedures for financial reporting; and  

(2) contain an assessment, as of the end of the most recent fiscal year of the 

issuer, of the effectiveness of the internal control structure and procedures of the issuer 

for financial reporting. 

 

(b) INTERNAL CONTROL EVALUATION AND REPORTING.—With respect to the internal control 

assessment required by subsection (a), each registered public accounting firm that 

prepares or issues the audit report for the issuer shall attest to, and report on, the 

assessment made by the management of the issuer. An attestation made under this 

subsection shall be made in accordance with standards for attestation engagements issued 

or adopted by the Board. Any such attestation shall not be the subject of a separate 

engagement 

 

Auditor Responsibilities 

The auditor of Insignia was Rigby Stevens, LLP.  In the April 21, 2008 class action 

complaint filed in U.S. District Court Rigby Stevens, LLP was named as a defendant 

along with Insignia former officers for misrepresenting the financial condition of Insignia 

through the SEC filings.  There were three general categories of fraud identified in the 

class action complaint as interconnected frauds that ultimately resulted in Insignia 

common stock investors losing their investments. 

1. Manipulation that enriched former CEO Andy Nixon at the expense of the 
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company. 

2. Manipulations that artificially inflated Insignia’s operating income and reported 

margins; and 

3. Manipulations that enabled Insignia to increase its borrowing, thus postponing the 

time when the Company would run out of cash.   

The Rigby Stevens CPA firm provides tax, audit, and consulting services on a 

regional basis in Florida. The audit fees charged by Rigby Stevens, LLP to Insignia were 

not disclosed at the time of publication of this case study.   

In a Form 8-K/A filed with the SEC on August 30, 2005, the Company announced 

that its former auditors, Rigby Stevens, LLP discussed audit difficulties with the Audit 

Committee of Insignia.  Rigby Stevens, LLP informed the Audit Committee of 

difficulties it had encountered in performing the audit of Insignia’s financial statements 

for the year ended December 31, 2006 regarding the untimely receipt of documents 

including asset acquisition documents, board of directors’ resolutions, and confirmations 

from management.  The filed Form 8-K/A stated that despite encountering these 

difficulties, Rigby Stevens’ reports on Insignia’s financial statements did not contain an 

adverse opinion or a disclaimer of opinion.   
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FINAL THOUGHTS 

 The four defendants all agreed to settlements for their civil charges that involved 

repaying the amount of money that they received from their involvement in the fraud. 

Nixon settlement included a ban from being an officer or director of a public company 

and to pay back the $6.5 million of funds he stole from the company plus interest. 

Hoover’s settlement included paying $5.5 million plus interest and a $100,000 civil 

penalty, as well as a ban from being an officer or director of a public company. Grant’s 

settlement included a permanent injunction and paying $400,000 plus interest. Polk 

agreed to pay $160,000 plus interest and a $20,000 civil penalty, as well as settling an 

action banning him from appearing before the SEC as counsel for two years. Based on 

their individual financial positions at the time of settlement, Nixon’s and Grant’s 

payments were waived. Thus, the financial penalty was reduced based on inability to pay. 

However, Nixon will still have to pay $40,000 to one former Insignia shareholder. 

This shareholder was the only person who took action seeking repayment of his losses.  

Once the civil charges were settled, some of the defendants still had pending criminal 

charges. In April 2014, Grant was sentenced to five years’ probation for her role in the 

fraud.  On December 4, 2014, Nixon was sentenced to 130 months in prison, beginning 

January 1, 2014.  Upon his release, he will have to serve three years’ probation. Although 

this fraud was estimated to have cost investors well over $200 million, the court reduced 

this amount to $40 million based on un-ability to repay.  One of the reasons for Nixon’s 

reduced sentence is that he cooperated with prosecutors and aided the bankruptcy trustees 

in reinventing Insignia under a new name.  When asked why he committed the fraud, 

Nixon’s response was simply that he wanted to appear successful. 
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INSTRUCTOR MANUAL 

ACTUAL SEC CASE 

SEC v. Richard E. McDonald, et al., Civil Action No. 09-CV-01685 (United States 

District Court,  W.D. Pa., filed Dec. 29, 2009).  

 

The following changes were made to disguise the actual case from students: 

 

Names Changed 

 

 Company name was changed from World Health Alternatives, Inc. to Insignia, 

Inc. 

 Richard McDonald. CEO and shareholder to Alan Nixon 

 Marc Roup Former CEO and shareholder to Charles Hoover 

 Diana Seruga, Controller and shareholder to Bobbie Grant 

 Joseph Emas, Company Attorney and shareholder to David Polk 

 Name of auditing firm from Daszkal Bolton, LLP to Rigby Stevens, LLP 

 Board member Frederick R. Jackson to Michael Shaw 

 Board Member John W. Higbee to Frank Young 

 Manhattan Transfer Co. to Stock Registration, Inc. 

 John Sercu, Chief Operating Officer and acting CEO  after McDonald’s 

resignation to Jamie West 

Changed Dates 

 All dates have been changed by 2 years 

Rounded Amounts 

 Dollar amounts, share amounts, and other amounts have been rounded 

 

A full reference list and citations are provided in the References section. 
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CASE SYNOPSIS 

The following case synopsis uses the actual names of the parties in the SEC case and is 

for instructor use only.  See above summary of changes to names, dates, and amounts. 

This matter involves a wide-ranging financial fraud at World Health Alternatives, 

Inc. ("World Health" or the "Company"), a now defunct medical staffing company 

located in Pittsburgh, Pennsylvania. Defendant Richard E. McDonald, who served at 

various points in time as the Company's Chief Executive Officer ("CEO"), President, 

Chief Financial Officer ("CFO"), Principal Accounting Officer, and Chairman of the 

Board of Directors, was the principal architect of the fraud, and misappropriated $6.4 

million from World Health for his personal benefit.  These amounts were material to the 

financial statements.    

From at least May 2003 through August 2005, McDonald, along with defendants 

Deanna J. Seruga, the controller, and Marc D. Roup, who served as CEO for a period of 

time, engaged in a wide array of fraudulent and improper conduct.  A key aspect of the 

fraud involved manipulation of WHA accounting entries.  During the relevant time 

period, McDonald and Seruga repeatedly falsified accounting entries in WHA’s financial 

books and records, understating expenses and liabilities.  This made WHA appear more 

financially sound than it truly was and masked McDonald’s misappropriation of funds. 

Based on this and other fraudulent activity described in more detail below, 

McDonald caused World Health to make misrepresentations and omissions in documents 

publicly filed with the Commission concerning, among other things, the Company's 

financial performance, the registration of millions of shares of WHA stock, certain 

material financial transactions, the number of shares authorized and outstanding, and the 
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Company’s business plan.  McDonald certified these filings knowing they contained 

misstatements. 

During his tenure as CEO, defendant Roup also signed and certified false public 

filings and did so with no basis to assess the veracity of the information contained 

therein. McDonald and Roup also failed to properly publicly report their personal sales of 

World Health stock to the SEC.  

McDonald also improperly attempted to issue and register for immediate sale 

millions of shares of World Health stock by misusing a Form S-8 registration statement. 

In addition, McDonald also caused World Health to file with the Commission two false 

post effective amendments drafted by defendant Joseph 1. Emas, World Health's outside 

securities counsel.   

Where were the auditors with all this going on?  The following is a letter from 

Daszkal Bolton LLP to the SEC dated June 21, 2005 provides some insight (SEC, 2005).   

 

EX-16.1 3 dex161.htm LETTER DATED SEPTEMBER 1, 2005 

FROM DASZKAL BOLTON LLP  
Exhibit 16.1  

[Daszkal Bolton LLP Letterhead]  
September 1, 2005  

 
Securities and Exchange Commission  
100 F Street, N.E.  
Washington, DC 20549  
RE: World Health Alternatives, Inc. File No. 0-51001  
 

Gentlemen:  

 
Daszkal Bolton LLP has read the statements that World Health Alternatives, Inc. 

included under Item 4.01 of Form 8-K filed regarding the recent change in the 

registrant’s certifying accountant. Daszkal Bolton LLP disagrees with such 

statements made regarding our firm. We have no basis to agree or disagree with 

other statements made under Item 4.01.  

 
In connection with the audit of the Company’s financial statements for the year 

ended December 31, 2004, Daszkal Bolton LLP received the documents, 
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resolutions, confirmations, and other information it requested from the Company 

before it consented to the filing of the Form 10KSB for the year ended 

December 31, 2004 

 

In connection with the review of the three and six month periods ended June 30, 

2005, there were disagreements with the Company on matters of accounting 

principles or practices, financial statement disclosure, or auditing scope of 

procedure, which were not resolved to Daszkal Bolton LLP’s satisfaction, which 

caused Daszkal Bolton LLP to be unable to complete the review of the three and 

six month periods ending June 30, 2005.  

 

During the review of the June 30, 2005 quarterly financial statements prepared 

by management, Daszkal Bolton LLP discovered and reported, in writing, to 

management and the audit committee chairman, the following reportable 

conditions, which are also deemed to be material weaknesses, which were 

pending and not satisfactorily responded to by the audit committee or 

management at the time of our dismissal on August 19, 2005.  

 
1) The Company’s consolidating worksheet did not agree to the individual trial 

balances of its divisions. The Company’s CFO made an unsupported 

topside entry of approximately $2.29 million to goodwill.  
2) The inter-company advances and payable accounts between divisions were 

not in balance resulting in a $7 million discrepancy.  
3) In addition to the amounts listed in #3 above, the Company’s trial balance 

had a $12.1 million payable and a $2.2 million receivable to/from JCN, a 

division, without corresponding amounts on JCN’s accounting records.  
4) The Company did not record stock based compensation granted to the 

members of the audit committee. On August 18, 2005 the Audit Committee 

Chairman, John Higbee, represented to us that the common stock grants 

were cancelled and no additional compensation was needed. The Company 

failed to produce the minutes of the board of directors or compensation 

committee canceling these common stock grants.  
5) Due to the recent inability to rely on the financial statements and other 

information including future cash flow projections, we notified the 

Company in writing that going concern and illiquidity issues should be 

addressed in their June 30, 2005 10Q-SB filing.  
6) The Company represented to us that approximately $200,000 of personal 

expense for the former owners of JCN was paid by the Company in error. 

The Company did not provide us with the American Express bills or other 

supporting documents for the classification of this amount as a receivable 

from the former owner.  
 

During the review of the June 30, 2005 quarterly financial statements prepared 

by management, Daszkal Bolton requested, in writing, to the Company’s 

management and the audit committee chairman, the following open items and 

information, which were pending and not responded to by the audit committee 

or management at the time of our dismissal on August 19, 2005.  

 
1) The Company did not produce certain supporting documentation regarding 

the amount outstanding on the CapSource loan agreement, principally the 

borrowing base certificate. This prevented Daszkal Bolton LLP from 

verifying the propriety of the outstanding loan balance.  
2) The Company failed to return the consolidated management representation 

letter and the divisional management representation letters for the June 30, 

2005 quarterly financial statements through the date of our dismissal. The 
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Company would have been subject to providing updated management 

representation letters based on the foregoing reportable conditions and for 

any subsequent events had Daszkal Bolton LLP completed its review 

procedures.  
3) The Company did not provide a copy of all General Journal entries posted 

in the second quarter and through August 15, 2005 as requested by Daszkal 

Bolton LLP.  
4) During the three months ended June 30, 2005, Daszkal Bolton LLP noted 

that the Company received $1,046,359 and $450,000 from a company 

named HPC Advisors. Prior to our termination the Company did not 

respond to our August 15, 2005 inquiry regarding the identity of HPC 

Advisors.  
 

The issues listed above were ascertained during Daszkal Bolton LLP’s review of 

the Draft 10QSB for the quarter ended June 30, 2005 and were brought to the 

attention of the Company’s management and the audit committee chairman. The 

CEO, COO and CFO did not disclose these matters to Daszkal Bolton LLP. 

Management’s failure to disclose or respond to these accounting issues 

precluded Daszkal Bolton LLP from relying on managements financial 

statements and managements representations and completing the review 

procedures of the second quarter financial statements.  

 
In light of the reportable conditions listed above, the Company’s failure to 

provide a response to these issues, Daszkal Bolton LLP’s inability to rely on the 

June 30, 2005 financial statements and Daszkal Bolton LLP’s inability to 

complete the review procedures, Daszkal Bolton LLP did not provide its consent 

for the filing of June 30, 2005 10QSB and related financial statements. Daszkal 

Bolton LLP notified management and the audit committee chairman on August 

18, 2005 of our inability to rely on the financial information contained in the 

Company’s trial balances and therefore could not provide our consent to the 

10QSB filing prior to our dismissal.  

 
Subsequent to Daszkal Bolton LLP’s dismissal, we have become aware of the 

following two issues:  

 
1) Daszkal Bolton LLP was unaware and had never been informed verbally or 

in writing by the Company of the issuance of the $22 million in debentures 

on May 17, 2005 until after the 8-K had been filed on August 24, 2005. 

Rich McDonald, CEO, and Deanna Seruga, Controller, signed a 

management representation letter for the review of March 31, 2005 

quarterly financials stating that there were no material subsequent events 

through the date of the representation letter dated May 12, 2005. The 

debentures were not recorded in the Company’s books that were provided to 

Daszkal Bolton LLP for the quarter ended June 30, 2005.  

2) Prior to Daszkal Bolton LLP’s dismissal, we were not informed of the 

existence of the Company’s investigation, or the issues allegedly being 

investigated by the Company as represented in the Press Release issued by 

the Company on August 19, 2005.  

 

Very truly yours,  

/s/ Daszkal Bolton LLP  
Daszkal Bolton LLP  
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INDUSTRY INFORMATION 

The Medical Staffing Industry 

Medical staffing firms connect nurses, doctors, pharmacists, physical therapists, 

and other clinical and administrative personnel to various health care organizations for 

permanent, temporary, temp to permanent, and per diem employment.  Healthcare 

organizations generally include hospitals, nursing homes, physician practices, assisted 

living.  Employment positions may include: Registered Nurse, Licensed Practical Nurse, 

Physician, Physician Assistant, Phlebotomist, Certified Nurse Aide, EKG Tech, 

OR/SCRUB Tech, Monitor Tech, Dialysis Tech, Psychologist, Social Worker, 

Pharmacist,  X-Ray Technician, Mammography, CT Tech, MRI Tech, Nuclear Medicine 

Tech, Echo Tech, Radiation Therapist Chemistry Tech, Hematology Tech, Blood Bank 

Tech, Lab Assistant, Physical Therapist, Physical Therapist Assistant, Occupational 

Therapist, Occupational Therapist Assistant, Speech Pathologist, Respiratory Therapist 

Medical Practice Administrator, Medical Biller, Medical Collector, and Medical Claims 

Processor (Bureau of Labor Statistics, 2013). The U.S. Census Bureau describes NAICS 

Code 561310: Employment Placement Agencies as follows: 

This industry comprises establishments primarily engaged in listing employment 

vacancies and in referring or placing applicants for employment. The individuals 

referred or placed are not employees of the employment agencies.  

NAICS 561310 is comprised of these parts of the following SIC industries:  

 7361 (pt) Employment Agencies, (Except Executive Placement Services)  

 7819 (pt) Casting Bureaus  

 7922 (pt) Casting Agencies  
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LEARNING OBJECTIVES 

1. Application of the Fraud Triangle 

The three factors generally present when fraud occurs are incentive/pressure, 

opportunity, and rationalization (AU 316.07). These conditions together are commonly 

referred to as the fraud triangle.  Students should discuss how the fraud triangle applies to 

this case.   

2. The Auditor’s Role in this Case 

What are the requirements of AU 316?  AU Section 316, Consideration of Fraud in a 

Financial Statement Audit, is the cornerstone of the AICPA’s comprehensive antifraud 

and corporate responsibility program.   AU 316 addresses the role of the auditor in 

detecting fraud.  It discusses professional skepticism, discussion of the audit among 

engagement personnel, obtaining information, inquiries, confirmations, analytical 

procedures, fraud risk factors, and designing audit procedures to identify fraud risks., 

linking audit procedures to identified risks of material misstatement due to fraud, risk 

assessment, considering the entity’s antifraud programs and controls, responding to the 

assessed risks, risk of management override of internal controls, and misstatements that 

can result in fraud.  Using AU 316 as a guide, students should discuss the role of the 

auditor in this case  

3. Related Party Transactions 

To determine the likelihood of related party transactions, the auditor must consider 

things such as management’s responsibilities, the controls over management activity, and 

the relationship of each of these items to how the entire business operates (AU 334.05).  

If the related party transactions are not clearly labeled as they were in this case, there are 
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a number of steps auditors can take to discover related party transactions. These steps 

include, but are not limited to, items such as reviewing legal invoices, reviewing board 

minutes, providing the engagement team with a list of known related parties in case they 

come across the name, and reviewing conflict-of-interest statements (AU 334.08). 

Students should be able to discuss the responsibilities of the independent auditors for 

related party transactions. 

4. Sarbanes Oxley Act Section 404 

 The Sarbanes Oxley Act was passed in 2002 in response to the numerous business 

and accounting failures that severely damaged the business community.  According to the 

first few lines of SOX, its purpose is “to protect investors by improving the accuracy and 

reliability of corporate disclosures made pursuant to the securities laws, and for other 

purposes”. Section 404, titled “Management Assessment of Internal Controls” is the main 

source of internal control requirements in the Sarbanes Oxley Act. Section 404(a) states 

that it is the responsibility of management to establish and maintain adequate internal 

controls and procedures for financial reporting.  Section 404(b) states that with respect of 

the internal control assessment of 404(a), each independent auditor shall attest to, and 

report on, the internal control assessment made by management, in accordance with the 

standards for attestation engagements. Any such attestation shall not be the subject of a 

separate engagement.  An excerpt from a July 2013 SOX update from the (shouldn’t this 

be PCAOB, not AICPA) discusses Section 404 and notes the exclusion from 404(b) for 

companies with less than $75 million in market capitalization. 

“The Sarbanes-Oxley Act requires that the management of public companies assess the 

effectiveness of the internal control of issuers for financial reporting.  Section 404(b) 

requires a publicly-held company’s auditor to attest to, and report on, management’s 

assessment of its internal controls.   
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The AICPA has consistently urged implementation of Section 404(b) for all publicly held 

companies.  Section 404(b) has led to improved financial reporting and greater 

transparency.  The AICPA believes that all investors in public companies should have 

equal benefit of the same protections.  Some small companies have argued that the 

regulatory cost and burden of having the assessment outweighs the benefit to investors. 

 

During consideration of the bills that became the Dodd-Frank Wall Street Reform and 

Consumer Protection Act, there were several amendments offered that would have 

exempted a large number of public companies from section 404(b).  Ultimately, there 

was an exemption enacted for non-accelerated filers (companies with less than $75 

million in public float).  These smaller issuers were never required by the SEC to comply 

with section 404(b) since enactment of Sarbanes-Oxley Act. 

 

There were also 2 studies required by Dodd-Frank.   The first required the SEC to 

conduct a study on the burden caused by section 404(b) compliance for companies with a 

market capitalization between $75 million and $250 million.  The SEC study 

recommended maintaining existing investor protections of Section 404(b) for companies 

with market capitalization above $75 million and encouraged activities that have 

potential to further improve both the effectiveness and efficiency of Section 404(b) 

implementation. 

 

Dodd-Frank also required the GAO to conduct a study to evaluate whether exempt 

issuers have fewer or more restatements, and how their cost of capital compares with 

issuers subject to section 404(b).  The study is due by July 2013” (AICPA, 2013). 

 

 

If the $75 million exclusion was available for the company, then the protections 

of SOX 404 would not have been available to shareholders, creditors, and other parties.  

Students should be able to discuss Section 404 of the Sarbanes Oxley Act, including who 

is responsible for maintaining an adequate system of internal controls and who is 

responsible for internal controls. 
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APPROPRIATE COURSES FOR THE CASE 

1. Auditing I   

2. Auditing II 

3. Fraud Examination   

a. In a fraud examination course, this case should tie to key fraud 

examination topics including the nature of fraud, who commits fraud and 

why, recognizing symptoms of fraud, and how it applies to the financial 

statement fraud and misappropriation of assets in the current case.  This 

case also includes discussion of AU 316, Consideration of Fraud in a 

Financial Statement Audit. 

 

IMPLEMENTATION GUIDELINES 

The case can be used in an undergraduate or graduate auditing course, fraud examination, 

forensic accounting, or as a module in a course emphasizing fraud, Sarbanes Oxley, and SEC 

regulations.  

The case should be assigned approximately one week before it is covered in class, 

followed by three hours of class discussion.  The three hour class discussion should include 

discussion of the Fraud Triangle.  The professor can also assign some or all of the discussion 

questions as a written assignment. 
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DISCUSSION QUESTIONS 

1. Describe Nixon’s actions in terms of the fraud triangle.   

2. Discuss the requirements of AU Section 316, Consideration of Fraud in a 

Financial Statement Audit.  Discuss the role of the auditor in the case of Insignia, 

Inc. under AU 316.   

3. A lot of the fraudulent transactions were run through the Loan Related Party 

account. What audit procedures under AU 334 should be undertaken when 

evaluating related party transactions? In your opinion, should the external auditors 

have discovered the fraud through the Loan Related Party account?   

4. One reason that the Insignia fraud was able to happen was due to a nearly non-

existent internal controls. The Sarbanes Oxley Act was passed in 2003, and 

companies were required to be in compliance for FY 2005 which is when the 

Insignia fraud came to an end. What Constitutes an Effective System of Internal 

Control as it Relates to the Requirements of Section 404?  Who is responsible for 

establishing internal controls? 
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INSTRUCTOR NOTES: SOLUTIONS TO DISCUSSION QUESTIONS 

The following solutions to discussion questions use the actual names of the parties in the 

SEC case and are for instructor use only.  See above summary of changes to names, 

dates, and amounts. 

 

Question 1: Describe McDonald’s actions in terms of the fraud triangle. 

 The three factors generally present when fraud occurs are incentive/pressure, 

opportunity, and rationalization (AU 316.07). These conditions together are commonly 

referred to as the fraud triangle. There is a higher risk of material misstatement when all 

three factors are together, but it is important to note that just because all three of these 

conditions may not be present in a situation does not mean material misstatements are 

eliminated (AU 316.35). 

 Incentives and pressures are factors that provide a reason to commit fraud (AU 

316.07). McDonald’s reason was that he did not want his company to fail because he 

wanted to look successful. This led him to become somewhat greedy and money hungry. 

He needed to keep the stock price up as high as possible Thereby permitting him to 

swindle more money out of people who thought they were investing in WHA.  

Another reason that McDonald wanted to keep the stock price inflated was 

because part of WHA’s business plan was to acquire a lot of small companies. One of the 

ways McDonald financed the purchases was with WHA stock (Gazarik, 2009). He would 

not have been able to close on those deals if the true stock value of WHA was released to 

the public. The better WHA looked on paper in filings and financial statements, the more 

money he would be able to pull out of the company for his personal benefit. 
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 As mentioned in the case, McDonald was in total control of the operations of 

WHA. There was a major breach in the segregation of duties that provided tremendous 

opportunity to McDonald to commit and cover up the fraud since he was the CEO, CFO, 

and chairman of the Board and Principal Accounting Officer.  By having all of these titles 

and corresponding duties, he was able to prevent implementation of nearly any system of 

internal control or internal audit that could have decreased or mitigated the opportunities 

available to him.  

WHA had a relatively small Board of Directors and one of those members, Roup, 

was involved in the fraud with McDonald while another was McDonald himself.  

Roup was involved in the filing of fraudulent financial statements because he did not live 

up to his duties as CEO.  Roup never attended any of the Board meetings. As the CEO of 

a public company, Roup was also responsible for reviewing and verifying certain 

documents and signing off on them before they are filed.   But Roup signed off on many 

documents without even reading them, let alone checking for accuracy.  Additionally, 

Roup’s lack of understanding as to how the accounting system at WHA worked made it 

extremely difficult to verify anything related to WHA’s finances.   

The controller, Deanna Seruga, may have been the only person who was able to 

prevent or stop McDonald’s fraud since she knew that the entries being made were false. 

However, it is not uncommon for an employee to become a participant in the fraud at the 

CEO and/or CFO’s insistence.  As discussed earlier in this case study, Seruga apparently 

made false journal entries both at the direction of Richard McDonald, CEO and also on 

her own initiative.  According to filed the class action complaint, Seruga falsified the 

books by understating expenses and liabilities through numerous false and improper 
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accounting entries, and knowingly provided false statements to WHAs outside auditors. 

The ability to create falsified journal entries presented a fraud opportunity for McDonald 

to understate expenses, understate liabilities, and to misappropriate assets into personal 

accounts for his own benefit. 

 Rationalization is something that allows people to “knowingly and intentionally 

commit a dishonest act (AU 316.07)”. As the incentives or pressures increase, it becomes 

easier to rationalize one’s actions. In McDonald’s case, his incentive was the $6.4 million 

he received from the fraud over a period of two and a half years. 
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Question 2: Discuss the requirements of AU Section 316, Consideration of Fraud in 

a Financial Statement Audit.  Discuss the role of the auditor in the case of World 

Health Alternatives under AU 316.   

When examining the requirements of AU 316, the auditor’s role in this case study 

should include, including: 

a. Obtaining information needed to identify risks of material misstatement 

due to fraud 

b. Identifying risks that may result in a material misstatement due to fraud 

c. Assessing the identified risks after taking into account an evaluation of the 

entity’s programs and controls 

d. Responding to the Results of the Assessment 

e. Evaluating audit evidence 

f. Communicating about fraud to management, those charged with 

governance, and others. 

g. Documenting the auditor’s considerations of fraud 

 

 AU Section 316.07 identifies the three conditions that are generally present when an 

accounting fraud occurs.  One of those conditions is the “incentive” of management or 

other employees to commit fraudulent acts. Clearly, major strategic blunders by client 

management can create an environment in which client executives and their key 

subordinates have a strong incentive to distort their entity’s accounting records and 

financial statements.  More generally, the overall quality of top management’s 

decisions affects the “inherent risk” presented during a given audit.    “Assessing the 

quality of key decisions made by client executives” is not an explicit audit procedure; 
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however, auditors need to be cognizant of the competence of top management and the 

wide-ranging implications of that competence, or lack thereof, to all facets of an audit.     
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Question 3: A lot of the fraudulent transactions were run through the Loan Related 

Party account. What audit procedures under AU 334 should be undertaken when 

evaluating related party transactions? In your opinion, should the external auditors 

have discovered the fraud through the Loan Related Party account? 

 To determine the likelihood of related party transactions, the auditor must 

consider things such as management’s responsibilities, the controls over management 

activity, and the relationship of each of these items to how the entire business operates 

(AU 334.05).  If the related party transactions are not clearly labeled as they were in this 

case, there are a number of steps auditors can take to discover related party transactions. 

These steps include, but are not limited to, items such as reviewing legal invoices, 

reviewing board minutes, providing the engagement team with a list of known related 

parties in case they come across the name, and reviewing conflict-of-interest statements 

(AU 334.08). 

Once the related party transactions are identified, the audit procedures performed 

need to be more extensive than management inquiry. The audit tests should help 

determine the nature, purpose, and affect the related party transactions will have on the 

financial statements. Some of the procedures also assist in determining the business 

purpose of the transaction and to assess if it was approved by those charged with 

governance.  

However, many of the procedures in AU 334 apply more to related party 

transactions with other businesses and not necessarily with related individuals (AU 

334.09). In the WHA case, these tests would have been difficult since the Loan Related 

Party account involved an individual, not a business. Based on all of the auditor’s 
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evidence and testing, one must then determine to what extent disclosures are required 

(AU 334.11). 

 “The auditor should place emphasis on testing material transactions with parties 

he knows are related to the reporting entity (AU 334.07)”. Since it was known that 

McDonald was considered a related party to WHA, the Loan Related Party account 

should have undergone testing for the material items in the account.  The related party 

loan account has a balance of $1,518,571 per the unaudited June 40, 2004 financial 

statements which were included with the Prospectus filed with the SEC in 2004, without 

further explanation of the amount.  The related party loan account was zero in the audited 

financial statements for the years ended 2003 and 2002. WHA had total assets of 

approximately $37 million and any account of $1,518,571 would represent a material 

amount as a percentage of total assets.  The related party loan balance can be found in the 

financial statements. In addition, Form 1-QSB for the third quarter of 2004 listed a 

related party loan of $3,644,307, again without any explanation (World Health 

Alternatives, Form, SB-2, October 8, 2004). 
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Question 4: One reason that the WHA fraud was able to happen was due to a nearly 

non-existent internal controls. What constitutes an effective system of internal 

control as it relates to the requirements of Section 404? Who is responsible for 

internal controls?  

What constitutes an effective system of internal controls as it relates to the requirements 

of SOX 404? 

The following are excerpts from the Institute of Internal Auditors, SOX 404 guide 

for management (IAA, 2008). 

“Management needs to determine whether the system of internal control in effect 

as of the date of the assessment provides reasonable assurance that material 

errors, in either interim or annual financial statements, will be prevented or 

detected. 

 

Management is able to make this assessment by: 

1. Identifying, assessing, and testing the design and operating effectiveness 

of the key controls that will either prevent or detect material errors in the 

transactions that constitute the balances in significant accounts in the 

financial statements, or in the way the financial statements are prepared 

and presented.  

2. Assessing whether any control deficiencies identified in the above process 

represent, either individually or in aggregate, a reasonable possibility of a 

material error (i.e., a material weakness). 

 

 

If the scope and quality of management’s identification, assessment, and 

testing of key controls is sufficient to address all major risks to the integrity of 

the financial statements and no material weaknesses are identified, then 

management will normally be able to assess the system of ICFR as effective. 

However, the presence of a single material weakness precludes management 

from making such an assessment. This is appropriate, as a material weakness 

by definition indicates that the system of internal control does not provide 

reasonable assurance regarding the reliability of the financial statements.” 

 

Who is responsible for internal controls? 

The following are excerpts from the Institute of Internal Auditors, SOX 404 guide 

for management (IAA, 2008). 
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 “Sections 302 and 404 of Sarbanes-Oxley make it clear that management — 

specifically the CEO and CFO — are responsible for the adequacy of internal 

controls. The certification by these officers required by Section 302 states that: 

 

(4) the signing officers — 

 

 are responsible for establishing and maintaining internal controls. 

 have designed such internal controls to ensure that material information 

relating to the issuer and its consolidated subsidiaries is made known to 

such officers by others within those entities, particularly during the period 

in which the periodic reports are being prepared. 

 have evaluated the effectiveness of the issuer’s internal controls as of a 

date within 90 days prior to the report.  

 have presented in the report their conclusions about the effectiveness of 

their internal controls based on their evaluation as of that date.” 

 

While the CEO and the executive team as a whole may look to the CFO for 

overall leadership and accountability for financial reporting, other parts of the 

organization have a significant part to play. For example, the system of ICFR 

typically includes processes in the procurement, inventory management, 

manufacturing, sales, and information technology functions, not all of which 

report to the CFO. 

 

Responsibility for the system of internal control within a typical 

organization is a shared responsibility among all the executives, with 

leadership normally provided by the CFO. 

 

The audit committee of the board of directors has a significant role in a 

company’s system of internal control, which it performs on behalf of the full 

board and ultimately the shareholders. Specifically, the members: 

 

Provide oversight of management. Both management and the external 

auditor are required to consider the effectiveness of the audit committee as 

part of their assessments of ICFR. COSO describes their role: 

 

“Management is accountable to the board of directors, which provides 

governance, guidance, and oversight. Effective board members are 

objective, capable, and inquisitive. 

They also have a knowledge of the entity’s activities and environment, and 

commit the time necessary to fulfill their board responsibilities. 

Management may be in a position to override controls and ignore or stifle 

communications from subordinates, enabling a dishonest management 

which intentionally misrepresents results to cover its tracks. A strong, 

active board, particularly when coupled with effective upward 

communications channels and capable financial, legal, and internal audit 

functions, is often best able to identify and correct such a problem.” 
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 Provide direction and oversight of the work of the external auditor, who is 

appointed by and reports directly to the audit committee. 

 Direct and oversee the performance of the internal auditing function, 

which typically reports to the audit committee. 

 

The external auditor is engaged by and directly accountable to the audit 

committee, a requirement of Sarbanes-Oxley. Through their audit of the annual 

and review of the interim financial statements, and their audit of the system of 

internal control over financial reporting, they provide the audit committee, board 

of directors, investors, and management with assurance of the reliability of the 

financial statements. Although the external auditor provides assurance to the audit 

committee relative to the financial statements filed with the SEC, management is 

not permitted to place reliance on their work for purposes of Section 404. Instead, 

management must have a system of internal control that is sufficient without 

relying on the external auditor. “ 

 

By contrast, the internal auditing function is considered part of an organization’s 

internal control system, even though it also is directly accountable to the audit 

committee in most public companies. While the chief internal audit executive 

(CAE) may report to a senior executive for administrative matters, he or she 

should report functionally to the audit committee. The internal auditing function 

provides assurance to both management and the audit committee regarding the 

effectiveness of all aspects (i.e., not only financial, but also operational 

effectiveness and compliance) of an organization’s system of internal control, risk 

management, and governance practices.  Its activities are considered part of the 

“monitoring” layer of the system of internal control and, therefore, are included in 

both management’s and the external auditor’s assessment. COSO describes their 

work:  

 

“Internal auditors play an important role in evaluating the effectiveness of control 

systems, and contribute to ongoing effectiveness. Because of organizational 

position and authority in an entity, an internal audit function often plays a 

significant monitoring role.” 

 

The audit committee can and should rely on the assurances of management, 

internal auditors, and the external auditor in forming their own assessments and in 

approving financial statements that are filed with the SEC. Additional information 

on the role and responsibilities of each participant can be obtained from the 

company’s CAE or The IIA.” 
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EPILOGUE 

The following epilogue uses the actual names of the parties in the SEC case and is for 

instructor use only.  See above summary of changes to names, dates, and amounts. 

 The Sarbanes Oxley Act was passed in 2002 in response to the numerous business 

and accounting failures that severely damaged the business community.  According to the 

first few lines of SOX, its purpose is “to protect investors by improving the accuracy and 

reliability of corporate disclosures made pursuant to the securities laws, and for other 

purposes”. Section 404, titled “Management Assessment of Internal Controls” is the main 

source of internal control requirements in the Sarbanes Oxley Act. The responsibilities in 

Section 404 are divided between the company and the firm that releases the audit report.  

 On the company side, every annual report that is required by the Securities 

Exchange Act of 1934 must contain a report about the company’s internal controls.  The 

report must contain a statement acknowledging that management is responsible for 

implementing and enforcing adequate internal controls over financial reporting (SOX 

404.a1), as well as an assessment of the effectiveness of the internal controls during the 

period (SOX 404.a2). Section 302 reinforces the fact that management is responsible for 

establishing and maintaining internal controls. Section 302 also requires that management 

disclose significant deficiencies or fraud related to those who are essential in maintaining 

the internal controls to the auditors and the audit committee (SOX 302.a6).  

The four defendants all agreed to settlements for their civil charges that involved 

repaying the amount of money that they received from their involvement in the fraud. 

McDonald’s settlement included a ban from being an officer or director of a public 

company and to pay back the $6.4 million of funds he stole from the company plus 
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interest. Roup’s settlement included paying $5,324,187 plus interest and a $120,000 civil 

penalty, as well as a ban from being an officer or director of a public company. Seruga’s 

settlement included a permanent injunction and paying $383,662 plus interest. Emas 

agreed to pay $163,083 plus interest and a $15,000 civil penalty, as well as settling an 

action banning him from appearing before the SEC as counsel for two years. Based on 

their individual financial positions at the time of settlement, McDonald’s and Seruga’s 

payments were waived (Former execs, 2010). However, McDonald will still have to pay 

$39,140 to one former WHA shareholder. This shareholder was the only person who took 

action seeking repayment of his losses (Boselovic, World Health Alternatives CEO 

sentenced in fraud case, 2012). 

 Once the civil charges were settled, some of the defendants still had criminal 

charges to worry about. In April 2012, Seruga was sentenced to five years’ probation for 

her role in the fraud (Lord, 2012). On December 4, 2012, McDonald was sentenced to 

130 months in prison, which he is scheduled to start serving on January 1, 2013 

(Boselovic, Sentencing white-collar criminals still vexing, 2012). Upon his release, he 

will have to serve three years’ probation (Bowling, 2012). Although this fraud was 

estimated to have cost investors well over $200 million, the court reduced this amount to 

$41 million. One of the reasons for McDonalds reduced sentence is that he cooperated 

with prosecutors and aided the bankruptcy trustees in reinventing WHA under a new 

name (Mandak, 2012). When asked why he committed the fraud, McDonald’s response 

was simply that he wanted to appear successful (Bowling, 2012).    However, according 

to the FBI Pittburgh Division online, McDonald misappropriated over $6 million dollars 

and spent the money on himself  (FBI, 2010). 
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