
Welcome to First Friday Fraud Facts+ (F4+).  This edition will discuss 
fraudulent bond offerings. 
 
Bonds are debt obligations issued by corporations, cities, school 
districts, states, and other governments.  A bond is basically a loan to 
the organization that issued the bond.  The issuer promises to repay 
the amount of the loan, plus interest when due.1  
 
Issuing Bonds 
As stated above, bonds are issued to borrow money.  The issuer can 
be a large corporation such as General Motors, a State, or a 
municipality such as the City of Boise or Ada County.  Generally, 
bonds are issued to raise capital for large expenditures such as new 
roads or buildings, or to improve existing infrastructure, such as the 
sewer system.  Some entities issue bonds to finance daily operating 
activities or to fund pension obligations.   
 
In the municipal bond arena, two types of bonds are issued.  The first 
type is general obligation bonds, which are supported by and will be 
repaid with general revenues, usually tax revenue.  The ‘full faith and 
credit’ of the government is usually pledged to repay the bonds.  The 
second type is revenue bonds which are supported by a specific 
revenue stream.  A good example is a city issuing bonds to build a 
swimming pool and using the entrance fees to repay the bonds.2 
 
When the bonds are issued, the investors (or lenders) expect to have 
their investment repaid and anticipate a certain rate of return on that 
investment.  The issuers promise to pay a specific rate of interest on 
the bonds.  The full amount of the principal is usually repaid at the 
end of the bond term. 
 
Regulating Bonds 
The Securities and Exchange Commission (SEC) of the federal 
government regulates companies that issue stocks and bonds.  
Objectives of the Securities Act of 1933 are that investors in 
securities receive financial and other information about the securities 
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offered for sale, and “prohibit deceit, misrepresentations, and other fraud 
in the sale of securities.”  Companies offering securities for sale must 
register with the SEC and provide frequent updates of their financial 
information.  The SEC also regulates companies that engage in investing 
to minimize conflicts of interest and to protect investors.3 
 
Risks Involved with Bonds 
Many investors purchase municipal bonds because of their tax 
advantages.  Generally, the interest earned is exempt from income taxes.  
Because of this advantage, the interest rate paid is usually lower than that 
paid on corporate bonds.  Risks with purchasing bonds are similar to other 
investments—call risk, credit risk, inflation risk, interest rate risk, and 
liquidity risk.2   Perhaps the greatest risk is that of default by the issuer.   
 
The SEC investigates securities law violations, bringing civil actions in 
federal court or before an administrative law judge.  The SEC also works 
with other law enforcement agencies in the US and internationally to 
maintain the integrity of the securities markets.4   
 
Fraud Cases 
Case #1—City of Allen Park, Michigan 
In 2008, the State of Michigan adopted a 42 percent tax credit for film 
industry activity, which was intended to create jobs and improve the 
overall economy.  The City of Allen Park, which is located near Detroit, 
embarked on a project to purchase land and build a movie studio with 
eight sound stages at a total cost of $146 million, in conjunction with a 
Hollywood producer and a developer.  The City issued $31 million in bonds 
in 2009 and 2010 with the intent to repay the bonds from studio lease 
fees.   
 
Between 2008 and 2010, the City Administrator became aware that the 
studio had been downsized to one building and a vocational school.  
During this same time the City’s budget experienced a deficit of $2 million, 
or 8.4% of the total general revenue fund.  The City Administrator did not 
disclose these facts and the original bond offering documents contained 
numerous material misstatements.  Standard and Poor gave the bonds an 
“A” rating based on the erroneous information in the offering documents. 
 
In late 2010 the producer pulled out of the agreement and the entire 
project collapsed.  The City did not file an annual report for fiscal year 
2010 and in January 2012 their auditor issued a “going concern” opinion.  
The City sold the property for $12 million, continues to lose $300,000 
annually, and will lose a total of about $16 million on the project.  In order 
to improve the budget outlook, the City eliminated vacant positions, cut  
employees’ pay by 10 percent, and increased copays and deductibles for 
the healthcare plans.   
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The former City Administrator and former Mayor have been barred from 
participating in municipal bond offerings in the future.  Additionally, the 
former Mayor was required to pay a $10,000 penalty.  Neither individual 
admitted or denied the allegations as part of the settlement.5, 6 
 
Case #2—City of Harvey, Illinois 
The City of Harvey, Illinois, planned to develop and construct a Holiday Inn 
and issued a total of $14 million in bonds between 2008 and 2010 for this 
purpose.  The bonds were to be repaid with sales and hotel-motel taxes on 
the rented hotel rooms.  Between 2009 and 2011, the City Comptroller and 
other officials used approximately $1.7 million to pay general operating 
expenses of the City, and paid $269,000 to the Comptroller.  Additionally, 
the Comptroller’s private firm provided advisory services to the City in 
regards to the bond issuance and received $1.1 million in return. 
 

The proposed hotel has not been completed; the shell of the building has 
holes in the walls and dangling wires.  The developer of the project has 
received several unauthorized payments from the City; the project has 
stalled. 
 

The City and the Comptroller have been barred from selling municipal 
securities and the Comptroller has been ordered to pay back the “ill-gotten 
gains” plus interest and a civil penalty.  The latest audited financial 
statements for the City are as of April 30, 2008.  The Comptroller states the 
City’s current financial condition is grave.7 
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ANNOUNCEMENTS 

Mark your calendars to attend one of the Annual Internal Control 
Training sessions presented by the Idaho State Controller’s Office: 
 a) Tuesday, April 14, 2015, from 10:00 a.m.  —  12:00 a.m. 
     OR 
 b) Wednesday, April 15, 2015, from 8:00 a.m.  —  10:00 a.m. 


