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REGULATION OF PUBLIC UTILITY SECURITY
‘ ISSUES IN CALIFORNIA
BY
DUDLEY E PEGRUM

INTRODUCTION
Tl-n; conTroL of security issues of the enterprises coming under

their jurisdiction is probably the most important single func-
tion exercised by public service commissions. Successful regu-
lation is impossible without comprehensive supervision of financial
practices, and, in the opinion of the writer, control of security issues
must be the starting point of any satisfactory regulatory scheme. Yet,
it is only in recent years that this aspect of regulation has received any
appreciable attention, and even today this phase of the public utility
question is far overshadowed by the controversy over reasonable rates
which, in the end, derive their real significance from financial require-
ments. The California Railroad Commission has achieved outstanding
success in the control of public utilities in the State of California, and
no small part of that success is attributable to the policy which has been
followed in regulating the security issues of the utilities. It is with this
phase of regulation in this State that this monograph deals.
Regulation of public utilities, and the legislation pertaining thereto,
has had a long and colorful history in California.* Down to 1911,
attempts at control were singularly incffective and it was not until the
Public Utilities Act was passed in that year, effective March 23, 1912,
that a satisfactory program was put into force. This legislation was the
combined result of the accumulation of experience in California and
a thoroughgoing study of existing regulatory practices throughout
the country. It was designed to deal with public utility control in all
aspects necessary to ensure to the public adequate service at reasonable
and just rates, In keeping with this aim was the affirmative responsi-

* Superior figures refer to notes on pages 201-233.
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152 REGULATION OF PUBLIC UTILITY SECURITIES IN CALIFCRNIA

bility, imposed upon the commission which was created, of seeing to
it that the utilities of the State should receive adequate protection and
that public utility development should be fostered. For the first time
in California, State authorities were charged with the duty of super-
vising carefully the financial practices of all utilities under their juris-
diction. )

The system of regulation thus set up contemplated that the supervi- {
sion of public utility finance would be an integral part of the program
of public utility control. That the persons responsible for the formula-
tion and early interpretation of the legislation intended this to be so,
is evidenced by the remark of Mr. Max Thelen, legislative investigator,
member of the first board of commissioners and later president of the
commission :

In my opinion, control over the issue of securities and the disposition of
]

their proceeds is the keystone of the entire arch of public utility regulation.

‘The Railroad Commission was given very comprehensive powers
to carry out the letter and intent of the law, although it is not quite
possible to agree with one commentator who said, in 1918, that the

" California commission had complete and unrestricted powers over
security issues.' Numerous amendments and additions to the original
act have been necessary, to overcome limitations which experience dis-
closed and to extend the commission’s jurisdiction over types of busi-
ness not comprehended by the original law. Thus, section 52 of the
Public Utilities Act was amended in 1915 so as to permit a utility
to issue securities to reimburse the treasury for surplus earnings ex-
pended for capital purposes.’ In 1917 it became possible for public
utility corporations to issue capital stock without par value, when
and as permitted by the commission.” Again, in 1925, section 52 was
amended so as to clarify the wording and establish the commission’s
contro] over all types of public utility securities.’ In the same year,
section 5214, forbidding any utility to assume any obligation as guar-
antor, indorser, surety, or otherwise, when the securities are payable
at periods of more than twelve months, without first obtaining the
permission of the Railroad Commission, was added.” Similarly, the
Auto Truck Transportation Act of 1917 extended jurisdiction to spedi-
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fied types of automobile transportation and included control over
securities of the businesses falling within the purview of the act.” This
legislation also has been amended many times so as to strengthen the
hands of the commission.”

The direct jurisdiction of the California Railroad Commission over
security issues by steam railroad companies has been limited by fed-
eral legislation. By the Federal Railroad Control Bill of 1918 authority
over securities issued by railroads coming under the scope of this act
was vested exclusively in the hands of the federal government. The
Transportation Act of 1g20 required the Interstate Commerce Com-
mission to file with the governor of each state in which the railroad
operated a copy of the application for the issuance of securities sub-
mitted to it by a carrier. Some steamn railroads have taken the position
that the Interstate Commerce Commission has exclusive jurisdiction
and hence have not filed applications with the California Commission.
It has been the practice, however, for the governor to refer these appli-
cations to the commission for review.”

POWERS OF THE COMMISSION

THe controL of security issues of public utilities by the California
Railroad Commission is governed by sections 51, 52, 52Y% of the Public
Utilities Act and scction 6 of the Auto Truck Transportation Act.”
Section 51 provides that no public utility shall “sell, lease, assign, mort-
gage, or otherwise dispose of or encumber the whole or any part” of
its property necessary or uscful in the performance of its duties to the
public, nor merge or consolidate its property franchises or permits,
either in whole or in part, without first having obtained the consent
of the commission.” All contracts made otherwise than in accordance
with the orders of the commission are null and void. However, a util-
ity may dispose of property not necessary or uscful in the performance
of its duty to the public (presumably without application to the com-
mission), but such disposition “shail be conclusively presumed to have
been of property which is not useful or necessary in the performance
of its duties to the public, as to any purchaser of such property in good
faith for value?
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Section 52 of the ‘act contains extensive and comprehensive provi-
sions with respect to evidences of interest or ownership and of indebt-
edness. The issuance of such securities against public utility property
situated within this State is “a special privilege, the right of super-
vision, regulation, restriction and control of which is and shall be
continued to be vested in the state, and such power s shall be exercised
as prov:dcd by law and under such rules and rcgulauons as the com-
mission may prescribel’ A utility may issue evidences of ownership or
of indebtedness payable at periods of more than twelve months after
the date thereof for the following purposes, and no others: acquisition
of property; construction, completion, extension or improvement of
its facilities; improvement or maintenance of its servvice; discharge
or lawful refunding of obligations, reimbursement of moneys actually
expended from income, or any other moneys in the treasury not se-
cured by or obtained from security issues. Such securities cannot be
issued for maintenance of service™ and replacements, and the applicant
is to keep the record of its expenditures in such a way that the com-
mission can ascertain the purpose for which they were made. The
- authorities must sanction all such issues and must satisfy themselves
that the money, property, or labor to be acquired or paid for is reason-
ably required for the purposes specified in the order. Any conditions
deemed reasonable and necessary may be attached to the order, and
a public utility corporation may issue evidences of indebtedness greater
than its authorized or subscribed capital stock if the commission sees
fit.” Notes, for proper purposes and payable at periods of not more
than twelve months from the date thereof, may be issued without the
consent of the commission but they cannot be refunded without appli-
cation. Furthermore, the commission cannot authorize the capitaliza-
tion of the right to be a corporation, nor of a franchise or permit, nor
the right to own or operate such, in excess of the amount (exclusive of
tax or annual charge) actually paid to the state or political subdivision
thereof. Similarly, contracts for consolidation or lease cannot be capi-
talized nor can evidences of indebtedness be issued against such con-
tracts. Accounting for proceeds may be required in such manner as
seems fit, and all security issues made without authorization by the
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commission are null and void.” Every public utility which violates the
law or the commission’s order is subject to a fine of not less than five
hundred dollars, nor more than twenty thousand dollars for each of-
fense. Every person who knowingly violates the law, or order, or con-
stitution of the State, or falsifies information is guilty of a felony. The
provision is also specifically made that the State of California is in no
way obligated to pay or guarantee any of the securities issued under
the supervision of the Railroad Commission.

Section 52Y provides, in part: “No public utility shall henceforth
assume any obligation or liability as guarantor, indorser, surety or
otherwise in respect of the securities of any other person, firm or cor-
poration, when such securities are payable at periods of more than
twelve months after the date thereof, without first having secured
from the railroad commission an order authorizing it so to do?” (Added
in 1925).

Sections 6 and 6(c) of the Auto Truck Transportation Act, in effect,
apply sections 52, 52, and 57 of the Public Utilities Act to motor
carriers embraced by the Auto Truck Act.

Supplementing the general legislation are two items of significance,
issued by the commission, namely, General Order No. 24, and Rules
of Procedure of the Railroad Commission. The rules of procedure,
compiled in accordance with section 53 of the Public Utilities Act, set
forth in detail the procedure to be followed in formal proceedings
before the commission. General Order No. 24 prescribes in detail the
formalities to be complied with in regard to the issuance of securities.”
Strict adherence to the rules laid down is required before authority to
issue securitics is given. Frequently, applications to issue securities are
made when the technicalities, for some reason or other, have not first
been met; and the commission usually gives its authorization subject
to the fulfillment of all requirements. Sometimes, when the failure to
conform is more fundamental, the application is denied, without prej-
udice, until the necessary conditions have been complied with.

It should be noted here that the commission has ruled that it is
not necessary for companies to obtain permission to issue qualifying
shares of stock to directors.”
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GUARANTEE OF SECURITY ISSUES

THE rorEcoNG brief outline of the law which governs the issuance of
public utility securities in California indicates that the statutory basis
upon which the commission operates in this state is broad indeed.
Furthermore, a considerable number of precise rules are contained in
the legislation and from time to time these are aufmented by new
statutes. Security regulation evidently rests on a firm legal basis for,
so far as the writer has been able to ascertain, no case concerned with
the issue of securities has been taken to the courts. The administrative
detail involved in applying the law has been-enormous and a tremen-
dous volume of decisions has been handed down. Consequently, a
large body of principles has been evolved and it is with the enunciation
and analysis of these that the major part of this study deals.
Although the law specifically provides that the State of California
in no way guarantees any securities issued under the authority of the
Public Utilities Act, yet the commission has deemed it necessary, time
and again, to reiterate this fact. In regylation, the dividing line be-
- tween the responsibility of management and that of the administra-
tive aathorities is, frequently, very difficult to draw, A commission
possessed of broad powers is faced with the necessity not only of
safeguarding the public but also of following a policy which will
encourage the development of public utilities under its jurisdiction.
Hence, satisfactory evidence must be offered that an applicant for a
security issue has reasonable prospects for success and will be able to
pay returns on the money invested, unless there is some valid reason
why these conditions need not be fulfilled. Thus, in Central California
Gas Co., the applicant, engaged in the construction of new properties
and in the acquisition of the Home Gas Company of Porterville, re-
quested a certificate of public convenience and necessity as well as
permission to issue securities. In dealing with the application the com-
mission said:
It should be clearly understood in these three applications and in all

other cases of issuance of certificates of public convenience and necessity
. and approval of franchise rights, secured or to be secured, and of issues
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of stocks, bonds or other securities, that the Commission does not and can-
not guarantee the financial success of the enterprise. People who finance
public utilitics in this State must continue to take the risk of success of
the venture just as they have always done in the past. The Public Utilities
Act is no magic talisman insuring public utilitics against failure in case
good judgment is not exercised in the financing and construction thereof.
Under the Public Utilities Act, the projectors of public service enterprises

'nay rest assured that in so far as the Commission has jurisdiction, the
utility will be permitted to collect rates sufficient to yield a fair return on
the money wisely and sancly expended in serving the public, but more
than this they have no right to expect.”

In this same connection it should be noted, as we shall see later, that
the authorities have been aware of the statement in Smyth vs. Ames
relative to securities and hence have, to a degree, correlated security
control with rate regulations.

Although no guaranty is established, nevertheless there is a pre-
sumption that when an application for the issuance of securities is
granted it has passed a test, which at the time of the hearing estab-
lishes reasonable ground for belicf that prospects for the success of the
enterprise arc good, unless reasons to the contrary are given in the
opinion. i

While this Commission has repeatedly pointed out that it cannot guar-
antee the success of a public utility to which it has given authority to issue
stocks and bonds, the Commission cannot escape the condusion that pur-
chasers of public utility securities have at times invested their money at
least partly in reliance on this Commission’s authorization, without mak-
ing the independent investigation which they ought 1o make.”

When, however, the success of an enterprise or the return upon
securities is in doubt, the commission, if for some reason it grants the
authorization, demands that the purchasers be given full information.
Thus, in Marin County Electric Railways the authorities felt that the
application should be granted. However, there was some doubt con-
cerning the investment nature of the securities to be issued and there
was a possibility that losses might ensue. For this reason the company
was required to give prospective purchasers of the stock complete in-
formation about the nature of the enterprise. The order in the case
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provided that the utility submit to the commission for the latter’s ap-
proval the prospectus which was to be used in the sale of the securities.
In short, the commission’s attitude is that legally it assumes no re-
sponsibility for the value of the securities issued, nor for the future suc-
cess of any project, but it does take all possible precautions to see that
public interest shall be served and that the securities shall rest on a
business undertaking which reasonably warrants their issuance.

TECHNICAL CONDITIONS OF ISSUANCE

WHEN APPLICATION to issue securities is made to the commission, con-
formity to many technical matters is required as well as compliance
with conditions considered requisite to sound financial procedure. In
the first place, .

The Commission has ruled that sccuritics are issued only when ex-
changed in good faith for value. A conference was called on this and re-

lated subjects, and after views of all interested parties had been presented,

the Commission held that once a bond returned to the obligator’s hands
it was extinguished, and that when it went out again there was a reissue®

The, too, it has been held that consent is not required when a cor-
poration authorizes a bond issue; action is necessary only on the
issuance of bonds authorized by the utility.” There is also, in this
connection, a distinction between issuance and sale. A utility is fre-
quently authorized to issue more securities than are deemed pecessary
for immediate use, When this is done, permission may be given to
sell the entire amount authorized at the time and use such of the pro-
ceeds as is specified in the order, for the purpose prescribed, or, the
order may stipulate that a certain amount may be sold at once and
the remainder as need arises. In cither alternative the money obtained
may be used only for the purposes stipulated.® Morcover, the commis-
sion has interpreted issue to mean execution and delivery of the instru-
ment.” Thus, supplemental opinions are frequently rendered; these
deal with modifications or continuations of the original cases.

The consent of the State Commissioner of Corporations is necessary
when securities are to be issued or when provisions of the charter with
regard to capitalization are to be changed, but these proceedings are
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apart from the jurisdiction of the Railroad Commission and it is not
concerned with them.” The authority exercised by the two agencies is
distinct and applicants must be prepared to satisfy both. If this is not
done the security issue involved is void.”

Before 2 utility can obtain permission to issue securities, it must
establish proof that it has the legal right to exist and operate as a

| public utility, Thus, in Sar Diego, Riverside and Los Angeles Ratlway
Company the commission found that the franchises under which the
applicant proposed to operate were subject to forfeiture because the
conditions pertaining thereto had not been complied with, and there
was quite a possibility that the disputes would not be settled in a man-
ner satisfactory to the utility. Consequently, the company was required
to supply evidence that it had composed its franchise difficultics before
any of the bonds authorized in the order could be issued. The authori-
ties stated that they would be uawilling to sanction, in the future, the
issuance of securities, especially if a large amount was involved, unless
the applicant manifested good intentions in its formation and with
regard to its franchise rights. A clear title to legal existence and com-
pliance with the ordinary dictates of good faith is the sine qua non to
the privilege of the sale of stocks and bonds.”

Similarly, when bonds are involved, the corporate life of the issuing
company must extend beyond the maturity date of the obligations.
The Nevada County Narrow Gauge Railroad Company applied for
an order authorizing the issuance of $500,000 of thirty-year bonds. The
corporate life of the company terminated in 1924, eleven years after
the date of the application and nineteen years before the maturity date
of the bonds. The railroad proposed to extend its existence by appro-
priate proceedings to January 1, 1963, The commissioner in charge
recommended that the application be granted “upon the condition
precedeat that the proceedings to lengthen the corporate life of appli-
cant be completed so as to extend beyond the maturity of the bonds
hercin asked to be authorized™

Where a substantial proportion of a utility’s property is involved in
litigation, the outcome of which is uncertain, as is often the situation
in disputes over water rights, the sanction for the issuance of bonds
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will not be given.” If the controversy covers a relatively small part of
the property of the applicant, conditions may be attached to the au-
thorization. Thus, the Southern Sierras Power Company wished to
issue bonds to finance a project, bu the city of Los Angeles had insti-
tuted condemnation proceedings against part of the land. The proper-
ties involved in the suit constituted a relatively small proportion of the
entire properties of the applicant. As a protection to bondholders
against the eventuality that the company should lose the suit, the com-
mission stipulated that any loss arising therefrom should be properly
recorded. Then the amouat of bonds outstanding was to be reduced
accordingly or surplus earnings were to be plowed back to cover the
loss.”

Stock appears to be treated in a slightly different manner, but when
it is to be sold to the investing public the commission insists that the
purchasers be given adequate protection. In application of Srerra Val-
ley Water Co,” the utility agreed to require subscribers to sign a
consent and waiver agrecing to abide by the results of the litigation
before the certificates were issued.

CORRECTION OF PAST ABUSES

Because the public utility industry was quite well advanced in this
State when effective legislation was established, the commission neces-
sarily was faced with many conditions which it would not have sanc-
tioned in the first instance. Although the provisions of the legistation
could not be made retroactive, nevertheless the sweeping powers con-
tained in the Public Utilities Act made it possible for the authorities
to cofrect, or at least materially to improve over a period of time, evils
which they found. At the very beginning, the policy to be followed on
this score was announced:

Particularly intricate and involved is the problem of securing a true
relation between outstanding capitalization and capital assets. The finan-
cial operations of public utilities, unregulated and unrestricted for years
and contaminated with practices no longer permissible in law and funda-
mentally unsound, have resulted in many instances in gross overcapitaliza-
tion. And this in turn has led to fictitious entries upon the asscts side of
the balance sheet. ... Not only because past corporate practices have led
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to claims of right to earn returns upon securities unrepresented by values
but as well because new securities are sold te purchasers who repose faith
in the correctness of corporate accounts, is the Commission engaged in the
highly important task of not allowing new securities to be put upon the
market until inquiry first has been made into the affairs of the company
and an carncst endeavor, where conditions demand it, to bring about a
sound and healthy basis for the issue.™

J

This statement emphasizes the fact that, while the commission may
lack positive powers to prevent or to undo certain acts, yet the negative
power of being able to refuse sanction to new security issues may prove
to be controlling. The authorities have not hesitated to take a definite
stand on this matter. In Reorganization of Prople’s Water Company a
considerable difference of opinion arose over the question, What form
shall the new capitalization take? To this the commissioner in charge
replied:

Hence, while the authorization of this Commission may be persuasive,
it cannot be enforced upon anybody. The various bondholders, creditors
and stock holders of this corporation must determine for themsclves whether
or not they will proceed under the authorization of the Commission. But
attention is called to the fact that the action of this Commission will finally
be contrelling, because whether this company be reorganized by agree-
ment or whether it go through foredasure, no stocks or boads can be hnally
issued without its authorization ™
In actual practice, this attitude has brought decisive results.

Positive steps have been taken on a2 number of occasions, to correct
evils which arose prior to the date on which the Public Utlides Act
took effect, by attaching conditions to orders or by refusing applica-
tions until financial structures have been improved. In Central Gas
Company of California the applicant asked permission to issue bonds
for acquisition and extension of facilities.® The company had unques-
tionably followed finandial practices, prior to the effective date of the
Public Ulities Act, which the commission would not have sanctioned,
for the par value of the outstandiag securities so far exceeded any
reasonable valuation of the property that the common stock was ad-
mittedly all water. Public convenience and necessity demanded the
devdopments proposed, and the suggestions for these steps alone
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would have met with approval, For the construction of onc part of the
work the gas company had entered into an arrangement with its affili-
ate, the General Operating and Construction Company, whereby it
had issued to the latter all its common stock of the par value of $50,000
and preferred stock of the par value of §15,000. It now asked permis-
sion to issue bonds of the par value of $40,000 in return for which the
construction company was to build a plant costing approximatelyl
$40,948. Bonds of $33,000 were authorized (80 per cent of cost of plant)
and the construction company was required to turn over to the com-
mission the 360 shares of common stock which it still retained, to be
stamped “Issued for control only and not to be transferred without the
consent of the Railroad Commission”™

For another part of the construction the applicant proposed to issue
bonds to the amount of 125 per cent of the cost of the property to be
acquired. The commission refused this request because there was no
other property not already covered by other outstanding securities, to
serve as additional security. Instead, authorization was given to issue
bonds to 8o per cent of the cost. This left the problem of raising other
money to which the suggestion was made, )

As the applicant’s entire common stock has already been issued, and as
the preferred stock will be taken up. .. it will be necessary for the appli-

cant to derive the additional funds needed. .. by assessment on the stock-
holders or in some other manner.™

In Application of the Oro Electric Company for a certificate of pub-
lic convenience and necessity authorizing it to do business in certain
territories, the commission found that the financial relations between
the applicant and its affiliates, particularly a construction company,
were such as to leave in doubt the utility’s ability to render adequate
service at the rates specified. The certificate was granted only on
condition that the obligations arising from the bond transactions al-
ready consummated with the affiliates be thenceforth entirely at the
discretion of the commission. In taking this position the authorities
disavowed any intention of trying to exercise indirect control over
securities lawfully issued prior to the effective date of the Public Utili-
ties Act. If the financial position of an applicant is such that there is
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strong likelihood that it will be unable to render adequate service at
reasonable rates, a certificate of public convenience and necessity will
be denied. If, on the contrary, financial improvement is possible and
assurance of reasonable service is also given, a certificate will be granted
on the stipulation that requirements for financial success be fully sat-
isfied.”
¥ A similar stand hasbeen taken on the refunding of present outstand-
ing indebtedness. The mere fact that new securities do not add to
already existing obligations is insufficient grounds for granting an
application. The entire financial structure must be considered and the
request granted or denied accordingly.”

Positive refusal to grant applications for security issues, until existing
evils have been corrected satisfactorily, has also been resorted to. Thus,
the application of the Economic Gas Company® was refused, except
with respect to $270,000 of bonds used to pay a legitimate capital in-
debtedness, because of financial malpractices. Bonds of $365,000 had
to be settled for because of illegal issue. Many of these were held for
sale merely to avoid the jurisdiction of the commission. In any event,
the company needed to raise a rather large amount of money, but it
was found that the entire capital stock had been issued for practically
no consideration. The opinion stated that it would be necessary to
raise the additional funds from the stockholders (the promoters), al-
though the order did not contain this stipulation.

VALUATION OF PROPERTY

Tz rounpatioN upon which the entire security regulation program
of the California Railroad Commission has been erected is the valua-
tion of the property. In determining “fair value” the commission in
this state has used historical cost. This is simply the estimate of the
investment in a utility deemed reasonably necessary to erect it into a
going concern.” This does not mean that “fair value” and the rate-base
are the same thing, for a utility may have items of property which are
excluded for rate-making purposes.

In decisions on applications for security issues the authorities have
constantly resorted to the value of the property as a means of testing



164 REGULATION OF PUBLIC UTILITY SECURITIES IN CALIFORNIA

the validity of the application. Thus in Angels Flight Raslway Com-
pany, it was stated:

It is obvious that the earning basis is not the proper one upon which
to base capitalization, for the reason that public utilities being subject to
rate-fixing, capitalization based on earnings would have entirely different
security and probability of payment were these ratescchanged by a rate-
fixing body tomorrow. Hence, the Commission has long since determined
that a safe basis for determining what capitalization should be permitted
on a given property, is the value of such property.®

How that value is to be determined is not indicated and, in the major-
ity of decisions rendered, the statements on valuation are as indefinite
as the one quoted, but the figures arrived at and the methods used in
ascertaining them indicate that consistency has been maintained. Fur-
thermore, the writer has discovered no decision in which reproduction
cost has been allowed as a basis of valuation for security issues. On the
contrary, it has been condemned many times as being unsuitable for
such purpose. In Application of People’s Water Company™ for reorgan-
_ ization, the commission presented an extensive analysis of valuation
for new security issues. This utility had got into finandal dificuldes
and found it necessary to reorganize. It was felt that it would be to
the public interest to avoid foreclosure if satisfactory arrangements
could be made. The engineer of the applicant urged that reproduction
new, less depreciation, should be used as the basis for determining the
value of the plant. The commission did not feel that this was proper
and then indicated that the method to be used was similar to that em-
ployed in rate-making cases. It pointed out that capitalization of earn-
ings is appropriate in finding the value of commercial property. Pub-
lic utility earnings, however, are fixed by the rate-making body. Hence,
an independent basis must be found and this is the valuation of the
property upon which the return is calculated. This in turn determines
the earning power of the plant.®

An estimate by the applicant of $g00,000 for the reproduction cost of
paving over mains was rejected because this item admittedly cost the
company nothing. The amount allowed on this score was only the
cost of the paving which the company had actually paid for. Similarly,
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going-concern value was limited to an approximation of cost. When
proof is established that reasonable expenditures have been made by
a utility in obtaining its business, these may be capitalized in a manner
similar to any other legitimate item of investment.”

The theory of reproduction cost as the correct basis for determining
valuation for security issues came definitely to the fore in the years
just preceding the depression. Applications for consolidation of prop-
erties were very numerous and holding-company activities in the ac-
quistion of operating utilities called for special attention. It was under
these circumstances that the California Railroad Commission took the
unequivocal stand that valuation for security issues, capitalization, or
purchase must be determined by precisely the same principles as valu-
ation for rate-making.

‘The most extensive discussion of this issue was given in California
Water Service Company,” a Foshay affiliate, On two previous occasions
the commission had passed on this case and had reaffirmed its stand
on valuation. However, on the theory, apparently, that perseverance
brings success, the company made a petition for rehearing in which
the policy of the California authorities was directly challenged. First
of all, the commission reiterated the previous decision, in which it
had said:

In authorizing the issue of stocks and bonds the Commission has here-
tofore held that the actual cost of constructing public utility properties, or
if such cost is not known, the estimated original cost giving due regard to
the earnings thereof, is the proper basis for the capitalization of the prop-
erties, In case of refinancing existing properties, consideration must be
given to depreciation, To deviate from this policy merely because someone
has acquired operating public utility property and for some reason has seen
fit to pay for the property more than its actual or estimated cost depreciated,
is in our opinion neither sound finance nor in the public interest. We be-
lieve that when we are called upon to authorize the issue of stock and
bonds to refinance public utility properties, we should adhere in general
to the same principles as are followed by us when authorizing the issue of
securities to finance properties to be constructed anew. An estimate of what
it would cost to reproduce the properties now, whether depreciated or not,
an alleged sound value or even what a purchaser may have or has agreed
to pay for the properties, are too fanciful to warrant serious consideration.”
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The autherities pointed out that their policies had been satisfactory

both to the utilities of the State and to the public and that they saw no

reason for changing their attitude merely because persons from out-

side California wished to invest in its utilities. They also emphasized

the effect of slight variations in prices on common stock equities if
“reproduction cost new were used’

In Coast Counties Gas and Electric Corp., application was made to
recall stock in exchange for a new issue based on revaluation. To this
the commission replied that it had never allowed a utility to refinance
because the reproduction cost new exceeded the investment against
which securities had previously been issued. In the present case, the
original cost of all the property was not available. The authorities felt,
however, that rate bases already established, plus additions, better-
ments, and net current assets gave the maximum figures that could
be used for capitalization purposes.”

. The foregoing discussion does not warrant the conclusion that valu-
ation and capitalization are synonymous, quantitatively, nor does it
- mean that the value of the property is the sole basis upon which an
application to issue securities is appraised. Other factors, as will be
pointed out below, must be given due weight, but the commission
does not authorize securitics where the “fair value” of the property is
less than the money or equivalent which is received in return.”

'The principles which govern the determination of the fair value of
public utility property also set the standard for reasonably capitalizable
items. Anything which is rejected as being inappropriate for inclusion
in the valuation figure is also excluded from the purposes for which
securities may legitimately be issued. Much detail is involved in this
connection and the commission constandy has to decide whether a
particular item adds to the investment in the property and, if so, what
the precise amount is.

Expenses connected with promoters’ services and the organization
of an enterprise are legitimate for capitalization if they are honestly
and wisely incurred. On numerous occasions it has been stated that
reasonable promotion and organization expenses are as necessary to
the success of a utility as is investment in physical plant and may just
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as legitimately be capitalized. Whenever possible, actual expeaditures
are ascertained and inquiry is made, with respect to the time given to
organization by the promoter. In estimating the value of promoters’
services the commission has been liberal in order to attract ability and
to assist in the development of the utilities of the State. Additional
‘remuneration is frequently allowed also, in order to compensate for
risk of failure and for money invested by organizers.” Thus, in the
application of Central California Gas Co., careful examination of the
facts convinced the authorities that $22,000 was a fair figure for pro-
motion and organization expenses. Against this figure the commission
allowed $27,500 par value six per cent preferred stock because it was
expected that the stock would sell at 80. The corporation, however,
had legally issued $15,000 of this stock before the effective date of the
Public Utilities Act, so it was now authorized to issue $12,500 to make
up the total.®

When, however, individuals take stock without having rendered an
equivalent in return, the commission voices its disapproval and takes
such steps as it can to correct the resulting evils. This was the stand
taken in Economic Gas Company, in which case it was found that
$1,500,000 of stock had been issued to the promoters, the corporation
having received no benefits therefrom. It was recognized that the
promoters held legal title to the stock but the authorities registered
strenuous objection to the practice whereby utility corporations issued
such stock when nothing had been paid into the treasury for it. The
constitution and laws of California intend that paymeat shall be made
into the treasury and this intent is not altered by the fact that the
promoters take the stock as their own property, sell it to the public,
and pocket the proceeds.”

In practically the same category as promoters’ profits is the item of
intercompany profits. The Southern Sierras Power Company™ made
application for an issue of bonds, An analysis of the company’s affairs
disclosed that the properties of the applicant had been constructed by
affiliates and that intercompany profits appeared in the coastruction
costs. The Southern Sierras Company also purchased power from the
Nevada-California Power Company and the latter guaranteed the
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bonds of the former. The commission disapproved the practice with
respect to intercompany profits, demanded an elimination thereof, and
also ordered an accurate accounting for all the operating relations be-
tween the Southern Sierras and its affiliates before the final order was
given for the bond issue.”

This same question came to the fore again in PicRwick Stages Sys-
tem. The authorities found that the prices which the company was tw
pay for its equipment were excessive because of arrangements with
the parent company to construct the equipment. The commission
reiterated its refusal to permit a construction company to profit at the
expense of a public utility when the former controlled the latter,”

Pickwick Stages, subsequently, protested the ruling on the ground,
among others, that the order was unconstitutional, ultra vires, and
took property without due process of law. To this the commission
replied that the authority granted could not deprive the applicant of
the right to earn a reasonable return upon its investment. Rate cases
and applications to issue securities present two distinct situations;
- valuation in a rate proceeding is not limited by securities outstanding
nor by the figures contained in fixed capital accounts. As a matter of
fact, the logical and actual approach is really the reverse of this.” Con-
sequently, the manufacturer’s profit was not allowed although recog-
nition was given to overhead costs and depreciation on equipment
used in the construction of the properties.

Mention was made earlier™ of the fact that the law is somewhait
ambiguous on the question, Are expenditures for the maintenance of
service properly capitalizable? This was dealt with in Oakland, Anii-
och and Eastern Ry. Co.” The applicant was in financial difficulties
and asked permission to issue notes and bonds to meet certain re-
quirements. Protestants argued that the proceeds were to be used for
items not properly capitalizable and contended that the commission
had no power to authorize the issuance of bonds, stock, or other evi-
dences of indebtedness, the proceeds of which were to be used for
operating expenses or to care for a deficit caused by the operation of a
utility. Commissioner Edgerton replied that the legislature had placed
wide discretion in the commission to pass upon proposed capitali-
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zation of public utilities and that the regulatory agency had the power
to approve such a capitalization as the applicant requested. The com-
missioner, however, objected on principle to such a procedure, main-
taining that expenses could be capitalized only in extraordinary cases.
He said:

1 am not here contending the operating expenses or the cost of main-
taining service should ordinarily be capitalized. In fact, I believe only in

extraordinary cases should this be permitted, but I do contend that the
Commission has the power in proper cases to make such authorization.”

‘The company was granted permission to issue bonds for payment
of bond interest where it had been earned but spent for capital pur-
poses; the commission refused, however, to allow the capitalization of
bond interest expended on noncapitalizable items. In another case™
the capitalization of interest on the money being used for construction
purposes was rejected because the concern was in operation. This
differed from the preceding situation since, in the latter case, income,
which might have been used for paying interest, was not expended for
capital purposes.

Past deficits are normally not capitalizable™ since fair return is fixed
as of the time of the inquiry. However, the amount by which a utility
has failed to earn a fair return during a reasonable developmental
period (usually about five years), provided that the amounts were not
counterbalanced by earnings in excess of a fair return at a later date,
may be capitalized."

Discount and premiums on securities issued have been handled in
a way similar to that of dealing with other items. Ordinarily, these are
connected with the cost of capital and must be amortized out of fair
return. When, however, this has not been done because the earnings
have been expended on property appropriately chargeable to invest-
ment, securities may be authorized against such discount or premium.
This is merely another way of authorizing the reimbursement of the
treasury for capital expenditures.”

The rulings in regard to the capitalization of bond sinking funds
and depreciation funds have been made on the same basis. The pur-
pose of sinking funds, ordinarily, is to reduce indebtedness. This must
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be done by the stockholders and may be accomplished either by the
sale of stock or by the accumulation of a surplus, When the objective
of the sinking fund is to reduce outstanding indebtedness, this fund
must be accumulated ¢ither from earnings or from some source which

- does not create new obligations. To permit the capitalization of such
money would be to defeat the purpose for which the appropriation
was made. On the other hand, if the sinking:fund arrangement is
merely designed to protect the bondholders and the financial position
of the utility is such that the continuation of the existing amount of
outstanding indebtedness is warranted, then the capitalization of the
fund will be allowed.”

When the reserves for sinking funds appear in surplus out of which
dividends may be declared, the application will be refused.” Nor is it
possible to treat these items as an operating expense,” but when the
funds have been invested in appropriately capitalizable investments
or it is desired to increase the property, and this is in the public interest,
reimbursement is possible.”

Depreciation funds are not capitalizable, because they can, under no
circumstances, represent additional investment in property. Depre-
ciation is an operating expense, covered by rates prescribed, and in all
cases involving security issues where it is necessary to examine the
property as a whole, the commission demands that adequate allow-
ance for depreciation be made. Thus, in the application of the Valley
Natural Gas Co. to declare a stock dividend, it was found that the
company had made an inadequate allowance for depreciation. Since
the property of this utility had a short-term life, the function of the
depreciation reserve was to return the investment to the investors.
However, no matter what the circumstances may be, depreciation
accumulations cannot be capitalized. Consequently, the commission
ordered that the surplus be adjusted before the securities were author-
ized.”

Although the law specifically provides that franchises, contracts for
merger, lease, or consolidation, operating rights, and so forth, shall
not be capitalized at more than the amount paid to the governmental
agency granting them, nevertheless, the commission has been forced,
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time and again, to reject applications made under various pretenses
to do so. This, of course, conforms to the rulings in regard to valu-
ation,™

Motor-transport companies have continually appeared before the
state body secking permission to cover alleged costs of securing fran-
chises and operating rights. Thus, the United Stages Co. applied for
authority to issue stock to acquire the Morgan Motor Co.,and said that
$24,500 represented the cost of various franchises. Nothing had been
paid for these, and the testimony showed that this really was claimed
for the cost of developing the business. The request was denied.™

EARNING CAPACITY AND FINANCIAL STRUCTURES

‘THE PROSFECTIVE earning capacity of a utility is a factor which is given
thorough consideration by the commission when it is passing on ap-
plications for security issucs. Before the authorization is made, it is
necessary to show that there are reasonable prospects of providing for
fixed charges together with a margin that will accrue to stockholders.
The moral responsibility the authorities have assumed in regard to the
authorization of security issues necessitates a careful examination of
prospective earnings. Furthermore, in its rate-making capacity the
commission assures the utilities of an income adequate to make them
financially successful if this is possible, and if the financial structure
is sound. Hence, when new securities are applied for, steps are taken
to ensure sound finance, or at least to see that there are reasonable pros-
pects for the success of the enterprise. Thus, rate-making and security
regulation are definitely integrated although the decisions clearly indi-
cate that the former is primary.

In Los Gatos Telephone Co., the utility applied for permission to
issue capital stock of par value of $15,000 to be sold at par. Of the
money derived, $12,000 was to be used to secure a lot and erect a build-
ing thereon. It was evident that the applicant would have to look for
new business if it was going to pay the usual dividends on its present
outstanding and additional capital stock. This presented some un-
certainty. The commissioner in charge was unwilling to say that the
company should not make the proposed expenditures, but he drew at-
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tention to the necessity of conserving resources for future expansion.
He also stated emphatically that a utility’s first duty is to serve its pub-
lic adequately and at reasonable rates, regardless of the expansion pro-
gram it undertakes.”

Again, in San Francisco-Richmond Ferry Co.," the oft-repeated state-
ment was reiterated that regulation does not ensufe public utilities
against failure in the event that good judgment is not used in financing
and construction, but that rates will be fixed with the objective of pro-
viding a reasonable return on money wisely expended in serving the
public. In the application of Pacific Gas & Electric Co., for an increase
in rates it was found that the company was not carning a fair return
and that the cost of new capital was rising.

The evidence introduced showing the increased cost of money shows
that while certain securities cost approximately § to 614 per cent prior to
the war, the financing during the past year and one-half has been at a rate
of between 7 and g per cent, and the money which has been borrowed by
the Pacific Gas & Electric Company to carry on the development it is now

_ commencing, according to the evidence, is costing 8.88 per cent. It is ap-
pareat that the former rate of return cannot apply to additions and better-
ments of applicant when the present money is costing it from 1 to 2 per
cent in excess of moncys previously obtained,™

In fizing the fair return, g per cent on the new capital was allowed.

A great deal of leeway is granted to management in financial mat-
ters, especially where it is demonstrated that an applicant’s financial
position will be improved. If doubt exists, the issue is resolved in favor
of the utility. In Stockton-Terminal & Eastern Raslway Co., the cor-
poration sought permission to issue bonds for extensions and improve-
ments. The company was operating at a deficit, but it was expected
that this would be corrected by the new constructions. The evidence
presented left some doubt that the concern would carn the revenue it
anticipated. It was felt, however, that the doubt should be resolved in
favor of the railway. The commission cannot say that an enterprise
will succeed. The best it can do is to obtain reasonable assurance of
success and to see that money obtained from the sale of securities is

invested in the property.”
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Nevertheless, the authorities are very cautious when bonds are
applied for and take every care to see that there is little prospect that
the bonds will not be adequately protected.

I think where the whole enterprise is to be financed upon the sale of
bonds, that this Commission should be put upon information showing the
feasibility of the enterprise. A different situation would be created if the
promoters proposed to expend their own money to finance this enterprise
because being on full information, people should not be restrained from
investing their money in enterprises calculated to develop the country even
where considerable risk may be entailed on making such investments. But
we are asked to authorize the issuance of bonds which will be sold to the
public, to some extent on faith of the Commission’s authorization.”

It should not be concluded from the foregoing remarks that the Cali-
fornia Commission passes upon security issues and then in subsequent
rate proceedings fixes a fair return designed to pay interest and reason-
able dividends on the securities outstanding, The reverse is nearer the
truth, Rates are designed to yield a fair return on money reasonably
and wisely invested, which means, of course, that, normally, the se-
curities of a soundly financed utility will be a good investment. The
opinions on applications for security issues indicate clearly that the
estimates of future carnings are based on independent calculations
and that autharizations are designed to fall within the rate-making
formula. The authorities are aware of the implications, however, and
always take steps to protect themselves on this matter.™ A utility must
see to it that its financial structure is such that reasonable financing is
possible. Thus, in Southern Sierras and San Francisco Power Co., it
was found that the company required applicants for service to advance
the total amount for extensions costing more than $50. The company
paid 6 per cent interest on this and returned the amount by a 20 per
cent deduction from monthly bills. The reason given for this proce-
dure was that financial difficulties made it impossible to borrow the
necessary funds because the utility could not sell its bonds; and lack
of revenue prevented it from making the necessary extensions, The
commission drew attention to the fact that any utility which wishes
to continue its existence and maintain its monopoly must put itself in
a financial position which will enable it to meet the demands of its

b, -4
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territory. If reasonable financing is impossible, the situation must be
remedied promptly, even if this requires drastic action.”

As a matter of general policy, the California commission during the
carly years of its jurisdiction held to the principle that a public utility
should not encumber its property for more than 8o per cent of its
value.” This, of course, meant that the authoritic® looked with dis-
favor upon any application for obligations of indebtedness which re-
sulted in a long-term debt structure exceeding 80 per cent of the value
of the property. As a rule this stand has also applied to the acquisition
of new property and extensions, although in exceptional instances
bonds have been authorized up to the full amount of the property
to be purchased. Where an unusually large unbonded equity existed,
wisdom might dictate the issuance of bonds for the full amount of the
new construction. If this were not the situation, both stocks and bonds
should be used.” The public has a direct interest in the capitalization
of a public utility corporation because the absence of conservative
financing means inevitably that consumers suffer from lack of service.”

An interesting exception to the rule was provided in Citrus Belt
Gas Company.” This involved the transfer of properties approximat-
ing $550,000, which was less than the indebtedness against them. The
commission authorized the assumption of a mortgage of $350,200,
issuance of a note of $25,000 to cover minor obligations, and $200,000
par value of stock for general creditors. The stock, however, was un-
satisfactory to banking institutions who were creditors. This was ad-
justed by authorizing certificates of indcbtedness of $200,000 bearing
interest not to exceed 5 per cent and variable at the option of the com-
pany. The case was decided on May s, 1915, and it provided that the
certificates must be converted into stock before January 1, 1918, at the
ratio of one and one-quarter shares of stock for each $100 certificate.
The certificates were to be placed in escrow pending the exchange.

In the years following the war the commission adopted the policy
that bond issues should not exceed 60 per cent of the depreciated his-
torical cost of public utility properties.” Thus, in Southwestern Gas
and Fuel Company,” the authorities stated that it was their policy not
to allow bonds to exceed 6o per cent of the cost or reasonable value of
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property to be acquired except under extraordinary conditions. The
writer has not been able to discover in any decision the reason for this
change in policy, but it seems to have become a permanent one.

Decisions have been rendered which indicate that preferred stock
is considered to be in practically the same category as bonds because
of the implications arising from the dividend contract.

n While the holder of preferred stock occupies no different relation to the
public than does the holder of common stock, yet the buyer of such stock
purporting to bear interest at a certain rate expects that the interest will be
paid. When this Commission authorizes the issuance of bonds at 6 per cent
and preferred stock at 6 per cent, in an aggregate sum in excess of the value
of the property to be acquired from the proceeds thercof, and thereafter
fixes rates on the fair value of the property devoted to the public service, it
may follow that the purchaser of the preferred stock cannot receive from
the legitimate income which is the result of reasonable rates the interest
which his preferred stock specifies.”

In agreement with this attitude was the decision made in Northern
California Power Company, a request to sell preferred stock to stock-
holders at 8. The commission stated that an issue of preferred stock
calls into question the entire condition of the property involved.” An
appraisal of the utility had not been made nor had the equities been
determined. Hence, the order was rendered with the stipulation that
the present stockholders of the company should supply any deficiency,
that might be discovered, between the obligations of the applicant and
its preferred stockholders on the one hand and the value of the prop-
erty as fixed by the commission on the other.”

In authorizing bonds against property the commission scrutinizes
the relation existing between the par value of the bonds and the value
of the property. When bonds are sold at a discount it is not permissible
to sell bonds enough to provide all the money to be raised. Only in
exceptional circumstances do the authorities allow bonds to be issued
at the par value of the purchase to be made. Under any circumstances,
if the bonds cannot be disposed of at par, it is evident that the differ-
ence between the par value of the bonds and the value of the property
must be supplied in some way by the stockholders. In this manner,
overcapitalization by bond issues is generally prevented.”
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Where the conditions mentioned above do not cbtain, other steps
are taken by the authorities to assure the position of the bondholders.
Thus, in the application of the Tonopak and Tidewater Railroad Com-
pany” to issue $364,000 of bonds it was found that the value of the
property did not equal the outstanding indebtedness of the applicant
and that, furthermore, the company was unable to pay all its existing
bond interest out of carnings. The Borax Consolidated, Limited, of
London had made up the deficit. The application was denied because
insufficient proof had been furnished of the value of the guaranty of
the Lonidon company in the present application. Again, in the case of
the Coast Valleys Gas and Electric Company” application was made
to issue $100,000 of 6 per cent bonds for the purpose of retiring certain
notes and financing additions and betterments. The purposes for
which the bonds were to be issued were quite valid, but 2 question
arose with respect to the applicant’s liability as guarantor of principal
and interest of the bonds of the Monterey and Pacific Grove Railway
Company, which had defaulted on its interest payments. The com-
. mission recommended that the difficulties be adjusted and that the
company do nothing to weaken the position of the bondholders in
question. Consequently, only $10,000 of bonds were authorized for
extensions, which it was estimated would strengthen the position of
the utility by bringing in revenues many times the interest charges
incurred.

When the situation seems to warrant the authorization of bonds,
but the future of the business is somewhat uncertain, other steps may
be taken to avoid financial embarrassment. In Oakland, Antioch and
Eastern Railway” it was felt that the authorization of the bond issue
applied for was warranted, but that earnings for a few years were an
uncertain quantity. As a condition of its sanction the commission re-
quired that the railroad raise by stock assessment, if so ordered by the
commission, the amount necessary to extinguish any deficit that might
accrue from operation, maintenance, repairs, taxes, and bond interest
during the first three years of the life of the bonds. A similar stand was
taken in Clear Lake Railroad Company.™ This involved the construc-
tion of a new railroad for which it was necessary to raise $661,705.30.
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For this purpose the authorities sanctioned a $500,000 bond issue to be
sold at 80-and ordered that the remaining $261,705.30 be raised from
the sale of stock at par, all of which was to be subscribed for and
sold before the bonds were issued. The company also had to present
2 plan “of cither securing from the purchasers of the bonds a waiver
of the interest during say the first five years or a guarantee from re-
yponsible parties satisfactory to the Commission that such interest as
was not waived would be paid:™

Overcapitalization can obviously arise in connection with stock
issues. A great deal of the time, the sale of these at less than par has
been sanctioned. This, coupled with the fact that stock is frequently
authorized to supply funds needed, over and above that realized from
the sale of bonds, continually presents a situation of technical over-
capitalization. Evidence with respect to the commissien’s attitude on
this point is decidedly obscure. There have been indications that the
authorities regard the par value feature as objectionable, since common
stock in the end is only a residual claimant.” However, stock can be
disposed of only for authorized purposes, and below 80 per cent of par
only in exceptional instances. The problem of future financing is al-
ways given careful attention when applications for the issuance of
securities are acted upon and in view of the fact that the commission
requires that stocks as well as bopds be used in raising capital, over-
capitalization is necessarily discouraged. Stock assessments have fre-
quently beea resorted to in order to protect future financing. When
reimbursement for expenditures made out of earnings is requested,
the genuineness of the accumulated surplus, as we shall see below,
must be established, Finally, the commission has on occasion eriticized
dividend policies on the ground that disbursements have been made
when surpluses should have been accumulated to increase financial
strength.” Overcapitalization in regard to new securities does not
arise, because such securities cannot be issued except for value received,
and the conclusion seems warranted that the elimination of even tech-
nical overcapitalization is encouraged by relating security issues to
earnings so as to make possible accumulations of surplus.” The cor-
rection of financial structures, unsatisfactory because of conditions
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obtaining prior to the commission’s jurisdiction, presented obstacles,
but even here the same objectives obtained. Securities authorized,
whether for refunding or new acquisitions, have been designed to im-
prove financial structures deemed to be unsatisfactory.™

CONDITIONS OF SALE OF SECURITIES

WuEN appLicaTIONS for the authorization of securities have met the
tests required by valuation, prospective carnings-, and public interest,

it is still necessary to impose conditions upon their sale. From the be-

ginning the commission has avoided arbitrary procedure and has en-
deavored to safeguard both the utility and the public. In all cases the

minimum sale price is fixed and that price is determined by what the

authorities believe to be the best market price obtainable at the time of
the application.

An illustration of this attitude was given in the request by the
Southern California Gas Company for permission to sell $1,000,000
of first and refunding bonds at 93%. On September 26, 1921, the utility
. had entered into a contract, subject to the commission’s approval, for
the sale of these bonds at that price. The application for authorization
was not filed until October 10, and the matter was finally submitted on
October 28. In the meantime, conditions of the market had changed.
"The authorities refused to be governed by the contract. They felt that
market quotations, at the time the application is passed upon, should
be controlling. Heace they ordered a minimum price of g5 and accrued
interest, without the payment of any commission or brokerage fee
whatsoever.”

As a general rule a sale price below 80 per cent of par is frowned
upon although it may occasionally be permitted.” In Pacific Gas and
Electric Company,” the utility had arranged to give capital stock at
$65 a share for property. The commission approved the entire trans-
action, of which this was a part, but stated that it would estimate that
at least $30 had been received from each share of stock and that any
excessive amount paid for the property would have to be written out
of surplus. Somewhat the reverse of this situation was presented in
Mill Valley Railway Company.™ The company wished to sell new
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stock but could not get more than par for it. The value of the property
appreciably exceeded capitalization, To protect themselves the stock-
holders proposed to organize a new corporation, issue new stock to
themselves on a 3 for 2 basis, and then raise the necessary funds by the
sale of new stock at par. To this plan the authorities assented.

In the application of the Standard Osl Company, the commission
gvidmccd its disapproval of the sale of stock to stockholders at par
when the market price is appreciably higher.”* The stock was selling
at §2;77 a share. It was felt that as a general policy such a procedure was
unwise. It was pointed out that a utility’s ability to raise new capital is
a matter of consequence to the public, and especially so to the com-
pany’s patrons. Capital stock is an important means of raising new
money. Sale of that stock at less than market value deprives a utility of
part of its opportunity to do so and to that degree the public is in-
jured.™

Sanction was given to this particular application because the Stand-
ard Oil had always followed the policy of selling stock to its stock-
holders at par and there was no doubt that the company would be
able at all times to finance that part of its business which fell into the
category of public utility. Departure from the customary method of
financing used by the Standard Oil might be a matter of serious em-
barrassment. The commission was not concerned, of course, with the
effect of the authorization on the nonutility part of the business.

A similar situation was encountered in a number of applications
presented in 1929, in which the companies all sought permission to
issue stock to stockholders at par, although earnings and market price
showed a much higher value. The commission did not seem to regard
these requests with favor, although in each application authorization
was granted. The attitude on this matter was expressed by the follow-
ing statement:

It is urged that we should continue to permit the company to issue its
common stock at par regardless of what the market price of such stock
might be, We do not agree with this general conclusion for the reason that
we believe that the public has an interest in the price which the company
receives for its stock. However, the relation between applicant’s rate-base,
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as disclosed by previous decisions of the Commission, and reports filed by
applicant, and its outstanding securities, is such as to warrant the granting
of this application. It should be understood that if the Commission is here-
after called upon to fix applicant’s rates or any of them, it will not regard
the dividends paid on common stock issued by applicant at par when the
market value of such stock is substantially above par, as representing the
cost of money obtained through the issue of such stock."™

Reclassification of common stock by the reduction of par value has
reccived the sanction of the authorities on the ground that a better
market price could be obtained and hence the public would be bene-
fited™ In Modern Warehouse, Inc.,™ however, application was made
to transfer properties to a new corporation, to reduce the outstanding
capital stock, and to distribute the stock of the new corporation to the
present stockholders in proportion to their holdings. The commission
ruled that it had no jurisdiction over the diminution of outstanding
stock nor over the distribution of the stock received in payment for
the properties. In connection with no-pdr stock it has ruled that this
should not be sold for less than $25 a share.™

The price at which bonds should be sold to a holding company was
determined by market comparison in Southern Sierras Power Com-
pany.” The applicant wished to sell these to the controlling concern at
a yield of about 6. per cent. The market price of the bonds of other
utilities indicated, however, that they could have been marketed on
a 5% per cent basis. Consequently, it was ordered that this price or
better should be obtained.

Excessive commissions on the sale of securities are forbidden and
the authorities require that these commissions be paid only on the
actual cash received. Thus, in Big Four Railway Company,” it was
found that the Avery Investment Company was to sell all the stocks
and bonds which the applicant might issue at a commission of 15 per
cent. Furthermore, the investment company had been a party to a
transaction whereby 6,000 shares of stock of the applicant had been
exchanged for 4,000 shares of stock of the Tidewater and Southern
Railroad Company and 2 similar commission had been paid on this.
The Railroad Commission disapproved of the 15 per cent as being ex-
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cessive, severely criticized the contract with the investment company,
and forbade the practice of paying commissions on stock sales except
for actual cash received. Similarly, it disapproved of the 15 per cent
commissions proposed by the Golden Gate Ferry Company and also
of the proposal that the applicant’s management be paid as salesmen
on the ground that “they should receive a reasonable compensation for
their services rendered and such compensation should not be depend-
ent upon their success of selling securities!™

The matter of profits which may legitimately be allowed to promot-
ers has received an appreciable amount of attention by the California
Commission. The attitude which has been maintained consistently
on this point is that promoters are entitled to reasonable compensation
for their services, and that their work is useful and to be encouraged.
Before they are allowed to receive their rewards, however, the fruits of
their work must be established, and whether they benefit or not de-
pends upon the success of the enterprise which they foster. The pay-
ment of the promoter’s fee must be in the manner and at the time
designated by the commission. In C. 4. Irwin and Winters Gas Com-
pany a fee of $2000 was allowed and common stock of the par value
was authorized to be issued as payment. The value of a promoter’s
services to a community depend upon the completion of a project and
its subsequent successful operation, Hence, the order provided for the
immediate issuance to Mr. Irwin of stock of the par value of $500. The
remaining $1500 was to be turned over to him after the plant had been
completed and placed in operation and only upon a specific order of
the commission.™ '

The fact that stock may have been issued legally to promoters but
without the commission’s consent does not prevent steps from being
taken to compel restitution. When the Economic Gas Company made
application to issue securities it was found that all the common stock
had been issued to the promoters before the passage of the Public
Utilities Act. In answer to the request under consideration, the com-
mission gave only a modified order for the issuance of bonds and
pointed out that it would be necessary for the company to raise some
money from stockholders. Because stock had been issued to the pro-
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moters from whom no compensation had been reccived by the treas-
ury, this order stipulated that no more money could be realized from
bonds until the utility had raised something from the stock which the
promoters held.™

The authorities also refuse to allow the issuance of stock, even with-
out par value, for control purposes only. Thus in the application of
Western Warehouse and Transfer Co.™ to issue stock, attention of the.
company was drawn to the fact that requests, by utilities, to issue stock
for control purposes had been denied repeatedly. The policy in this
State has been to see to it that control of a torporation rests in those
individuals who purchase stock and pay cash therefor. The mere fact
that no par stock was involved in this request was of no consequence.
The intention was to give control to one George E Schaeider who had
supplied less than 20 per cent of the tangible capital. The request was
denied™

Because of its determination to see that enterprises applying for
authorization of security issues have reasonable assurance of success,
. the commission has found it necessary to safeguard investors against
purchasing securities in a business which is unable to raise capital ade-
quate to embark upon the undertaking. The usual procedure in this
event is, to quote:

In the case of new utility enterprises the Railroad Commission in various
instances has required that the proceeds obtained from the sale of stock
and bonds be deposited in a bank with some trustee until such time as the
promoters have sold a sufficient amount of securities to carry their enter-
prise to a successful completion. If unable to comply with the terms and

conditions of the Railroad Commission’s order, the money is returned to
the subscribers or purchasers of the stocks and bonds.™

In agreement with this view was the ruling in the Big Four Electric
Ry. Company.™ The applicant did not have money enough to assure
the completion of the enterprise, so it was required to impound all
money received from the past or future sales of stock and had to obtain
the consent of the authorities before it could use any of these funds. This
order did not apply to the expenditures arising in connection with a
grading contract nor to the necessary current office expenditures. Simi-
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larly, in San Rafacl and San Anselmo Valley Railway Company,™ in
order to safeguard the investors, it was required that construction
should not begin until go per cent of the bonds authorized and go per
cent of the stock had been subscribed by responsible parties and until
the sum of §50,000 in cash had been paid into a separate bank account.
JLater on, it was discovered that these conditions could not be met.
‘Permission was sought to return the money to the subscribers, less
deductions for expenses incurred. The commission fixed the reason-
able expenses and ordered that the balance be paid ratably to the sub-
scribers.™

Finally, the issuance of assessable stock is not allowed and stock can-
not be turned over to subscribers undil it is fully paid for. Thus, the
application of the Alameda Belt Line'™ to sell all its stock on the con-
dition of an initial payment of 10 per cent of the par value, and the
balance of the subscription to be paid when called for, was refused.
The commission stated that it had not been its policy to authorize the
issuance of assessable stock and that neither stock nor stock certificates
should be issued until they were fully paid for. It should also be noted
that the authorities object to the sale of noncallable long-term bonds,
although they gave permission to the San Joaquin Light and Power
Company to issue thirty-year noncallable bonds because of exceptional
circumstances.™

SHORT-TERM FINANCING

TuE pusLI¢ UTILITIES ACT states that utility corporations may issue
notes for proper purposes, if such notes are payable at periods of not
more than twelve months after the date of issuance, without the con-
sent of the commission. These may not be refunded, however, without
due application. This part of the legislation and the reason for its
enactment was discussed by Commissioner Thelen in Pacific Gas and
Electric Company.™ He pointed out that it was the intent of the law
to enable utilities to obtain short-term loans on promissory notes and
to take care of emergency matters without the necessity of applying
for an order of authorization. The purpose of requiring commission
sanction for refunding, if the final date of payment was more than
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twelve months from the date of original issue, was to prevent utilitics
from taking their financial operations out of the jurisdiction of the
commission.” The word “refund” was interpreted to mean: “, .. that
no note issued for a period of aot more than twelve months without
the consent of the Commission shall be refunded or taken up by any
note ‘of any serm or character, whether running to the same payee or
another payee’™

The fact that the law was designed to allow ﬂcxlblllty in short-term
financing has led the authorities to regard with disfavor the use of
short-term notes for the financing of additions and betterments. Money
for these must be provided by more permanent means.™ Whea the
market for long-term securities is unfavorable notes may be allowed.
In Antioch and Eastern Ry. Company,™ the applicant sought to exe-
cute notes to pay off a part of the floating debt and to pledge bonds in
a2 to 1 ratio as security, The commission gave its sanction because the
bond market was not favorable at the time.

Demand notes must receive the approval of the authorities because
* it is possible that they may not be called within twelve months. Col-
lateral trust notes of any maturity must be authorized because the
securities pledged require sanction.” Similarly, interest coupons at-
tached to bonds have been designated as “notes” and “evidences of
indebtedness” and must be sanctioned in so far as they are payable at
periods of more than twelve months from the date of issue.”™

HYBRID CORPORATIONS

Because THE commission has jurisdiction over the financing of all
public utilitics, enterprises doing both a utility and a nonutility busi-
ness find it necessary to seek permission to issue securities. This matter
first came to the attention of the authorities in Farmers’ Warehouse
Company,” an application to issue capital stock. It was pointed out by
Commissioner Eshleman that hybrid organizations present a difficulty
in the disposition of the proceeds of security sales. The language of the
statute contemplates a public utility business, and a strict construction
of the law, he believed, would prevent dual activities. He felt that, in
many businesses, joint operations are desirable and, therefore that the
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law should be interpreted as embracing them. It was necessary, how-
ever, to keep careful records of the different businesses, to see that the
utility activities were not burdened with an unreasonable part of the
expense of the entire enterprise, and to sce that any of the proceeds
of the securities devoted to the utility part of the business should
be strictly in accordance with the Act. Although authorization was
necessary, irrespective of the purpose for which the funds were to be
used, the commission had no jurisdiction over the disposition of that
part of the proceeds devoted to the nonutility part of the business. It
was emphasized that it was desirable to separate the activities into
distinct corporations whenever possible.”

Subsequent decisions have been precisely the same as the one stated
above, and in the application of the Winterburn Improvement Com-
pany,” authorization was denied because the affairs of the two busi-
nesses which the company conducted were so inextricably interwoven
as to make the separation of records impossible. The commission
ordered a readjustment so as to limit the petitioner’s business to public
utility. In the same connection the authorities have ruled that they
have no power to allow the encumbrance of public utlity property for
nonutility purposes.™ Jurisdiction has even been exercised over the
securities of a corporation which was not engaged in public utility
business, but which was permitted, by its articles of incorporation, to
participate in such business. Los Angeles Terminals Inc.,”™ was in this
category and it sought authorization to issue securities in order to re-
move all doubt of their legality, The case was passed upon in the
usual manner.

REIMBURSEMENTS AND STOCK DIVIDENDS

WHEN uTiLITIES make application to issue securities to reimburse the
treasury, it is necessary to satisfy the authorities, first, that the meney
was spent on properly capitalizable items, and second, that the funds
so disbursed were contributed by the stockholders or out of surplus
earnings which might have been distributed to the stockholders.™ In
Mill Valley and M. Tamalpais Scenic Ry,,™ it was pointed out that it
was necessary to show not only that the expenditures could appropri-
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ately be refunded, but also that the capitalization would be reasonable
after this was done.

This stand has been reaffirmed many times. When Haines Canyon
Water Company applied for authorization to issue bonds to reimburse
its treasury on the theory that it was entitled to do so, because §24,633.94
had been expended on additions and betterments, the commission said:

Such a conclusion does not necessarily follow. Section 52 of the public '
utilities act requircs the Commission to make a finding that the money,
property and labor to be procured and paid for through the issue of secur-
ities is reasonably required for the purposes stated in the Commission’s
order, and further provides that a public utility may issue stocks, bonds,
notes or other evidences of indebtedness if authorized by the Commission
for the reimbursement of moneys actually expended from income or from
any other moneys in the treasury of the public utility not secured by or

cbtained from the issue of stocks, bonds, notes or other evidences of in-
debtedness.™

When permission is sought to reimburse the treasury for expendi-
tures from surplus, it is necessary to show that the accumulations are
"legitimate.™ On the same basis disbursements spent from depreciation
funds on items legitimately capitalizable may be used as the basis for
security issues.” Similar treatment is accorded sinking funds if the
money could legitimately and wisely have been disbursed as divi-
dends.”™
Akin to the question of reimbursement is that of stock dividends.
The commission has pointed out that the Public Utilides Act makes
no provision for a stock issueas a bonus against surplus and therefore
the authorities do not possess the power to grant such an application.™
However, virtually the same thing has been accomplished in other
ways. In Campbell Water Co. the utility showed that it had accumu-
lated a genuine surplus out of earnings. It made another application in
which it asked permission to form a new corporation and to transfer
the property to it. This was allowed and thus the surplus was capital-
ized. It has been held, on the contrary, that when a company has re-
invested stockholders’ money, stock may be issued against it. Such
stock may then, at the option of the company, be distributed as a divi-
dend.™ The distinction between reimbursement and a stock dividend
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is that the former requires 2 complete investigation into the sources
and uses of the funds involved in the application. When the reimburse-
ment is authorized, the commission investigates the accounting care-
fully and demands any adjustments in surplus necessary to conform
to its rulings.” This issue came prominently to the fore in the years of
prosperity following the World War. A very large number of applica-
tions to issue stock dividends were made and the commission was
forced to analyze surplus carcfully to see whether or not reimburse-
ment was warranted. On innumerable occasions it was necessary to
emphasize that many items customarily appearing in company surplus
accounts were not appropriate for capitalization. In the request of
Bell Water Company to issue stock for the purpose of paying a divi-
dend, the authorities said:

When a utility applies to the Commission for permission to issue stock
for the purpose of paying a dividend, it is incumbent upon such utility to
prove that it has had surplus profits from its business and that such surplus
profits have been invested in its properties. In our opinion, neither assess-
ments on stocks, nor advances by consumers, nor reserve for accrued de-
preciation, nor donations, nor an increase in the asset accounts due to a
revaluation of properties, results in surplus profits available for dividend
purposes. Such items not being available for the purpose of declaring a

dividend, they cannot be used as a basis for the issue of stock to reimburse
a utility’s treasury, which stock in turn is to be used to pay a dividend,"

Furthermore, utilities are not permitted to issue stock for such pur-
poses of a par value greater than the unappropriated corporate sur-
plus." Nor may they issue stock to stockholders at par, receiving cash
in return for a part of the purchase price and charging the balance to
surplus. If a stack dividend is desired, it must be handled directly, not
indirectly.™

CONSOLIDATION PROCEEDINGS

A vERY LARGE number of important cases invalving consolidation have
been passed upon by the commission. The first question to be setded
is whether or not a consolidation is in the public interest. Then come
the problems of the conditions of the consolidation, valuation, trans-
fer price, and the securities to be issued, if any.
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Applicants to consolidation praceedings must demonstrate that
the public will benefit in service or in rates, or in both, as a result of the
transactions. It is required that the benefits of consolidation resulting
from the elimination of duplication, and so forth, be passed on to the
public. If there is no prospect of this, the application will be denied.
Ordinarily, when one company owns all of the stocE of another, it is
considered desirable that the ownership of the property also be ac- .
quired. If it should develop that the financial tondition of the sub-
sidiary is unsatisfactory and the transfer of assets would result in the
embarrassment of the controlling company because of the extension of
the liens, the merger will be denied.”

Valuation proceedings loom large in consolidation cases because of
the necessity of determining the value to be received for the securities
to be issued. The principles applied here are the same as those dis-
cussed in connection with valuation of public utility properties. His-
torical cost, including land at present values, is the basis, and usually
duplications resulting from the consolidation are eliminated from the

- figures. In Tulare County Power Company,” however, the commis-
sion did not evaluate the property involved, though there were many
duplications, because the vendor was headed for difficultics. The pro-
posed consolidation promised to benefit consumers, and it was believed
that the purchaser would have an adequate margin of revenues on
the acquired property to amortize duplications out of these carnings.

Consolidation proceedings were very numerous in the postwar
period of prosperity, and, as has already been noted, reproduction cost
was constantly advanced as the proper basis for valuation, It has al-
ready been pointed out that the commission took a determined stand
in favor of the same principles as were used in determining the rate
base, and nothing more needs to be added on this score.”™

In authorizing the issuance of securities to consummate consolida-
tion proceedings, the commission, except in unusual cases, takes the
value of the property involved as the upper limit. The authorities,
however, are constantly faced with requests to sanction consolidations
which in themselves are desirable, at prices in excess of the valuation
fixed for the property. The procedure usually adopted is to give consent
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to the arrangement but to require the purchaser to pay the excess from
surplus. Thus, in Santa Barbara Gas and Electric Co,” the commis-
sion fixed the value of the property at §620,000 but the purchase price
agreed upon was §825,000. The authorities were willing to allow §825,-
000 to be paid for the properties because the consolidation was evi-
dently to the interest of the public. The amount of bonds authorized
Ifor the acquistion was limited, however, to $620,000. The difference
between the proceeds from the sale of these bonds and the purchase
price agreed upon had to be made up by the stockholders of the vendee,
either by the appropriation of surplus earnings or in some other man-
ner which would not result in an increase in permanent capitali-
zation,™
Actually, the commission does not fix directly the price which a
utility may pay for properties, It has even expressed the doubt that it
possessed this power. It refuses, however, to allow the purchaser to
capitalize the excess price and will prohibit the consolidation if the
purchase price agreed upon will embarrass the buyer. In South Coast
Gas Co. it was stated:
The Commission has not heretofore undertaken to fix the price which
a public utility may pay for properties. As a matter of fact, it is doubtful
whether it has sufficient authority to fix such price, The Commission, how-
ever, has unquestioned authority over the amount of securities which a
public utility may issue to finance the purchase of propertics, over the
utilitics’ accounts and over its rates and services, It has repeatedly held
that if purchasers of public utility properties agree to pay more for such
propertics than appears reasonable to the Commission, the excess purchase

price should be charged to profit and loss accounts rather than to fixed
capital accounts.”

In the application of the Associated Telephone Co., Ltd., to acquire
properties, a stipulation designed to protect existing security holders
against an excess purchase price was required. The amount to be paid
over and above the figure fixed by the commission was to be repre-
sented by a nonnegotiable evidence of indebtedness which was to be
“junior to the rights of the preferred stock of Associated Company,
and junior to the payment of annual dividends on said company’s
common stock at the rate of not less than $1.50 per share and in the
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case of liquidation or dissolution of said company to the payment of
not less than $125 per share to holders of said common stock”™ Where
the financial condition of the company is strong, however, and the
excess can satisfactorily be charged to surplus this procedure will be
allowed.”

Provisions of the same sort are applied to the elithination of dupli-
cations in properties to be consolidated. This was pointed out in the
application of the Sanza Barbara Telephone Co.:

We cannot agree that in determining the amount of securities which
shall be authorized, the amount should be issucd against the “structural
value” of the combined properties . . . without reference to existing dupli-

cation of property. If losses arise from this situation, they should be borne
by the utilities which have created the duplication and not by the public,”™

In some instances, however, it is possible to issue more securities than
the value of the property would justify, but it is necessary for the
utility to make provisions for the reduction of the capitalization in
the future. This was the situation in Cloverdale Light and Power
- Company,” in which application was made to transfer property for
securities of par value of $200,000. The commission concluded that
capitalization should not exceed $100,000, but, because of special cir-
cumstances, authorized $125,000 on condition that $25,000 gradually
be taken care of by stockholders, If there was still a desire to carry out
the terms of the original agreement, the additional §75,000 of stock
would have to be provided by stockholders out of their holdings. Simi-
larly, in Southern California Edison Company,"' it was pointed out
that the capitalization requested was not such as would ordinarily be
sanctioned, but that the consolidation applied for was a step in the
right direction. The authorities made it quite clear, however, that the
relationship between the property value and capitalization would
gradually have to be brought to a more conservative basis by amortiza-
tion of the excess out of income.

The commission does not regard the relative bargain between the
various utilities as of particular significance, provided the entire trans-
action is reasonable. Thus, when the Southern California ‘Telephone
Company wished to consolidate 2 number of properties, it was found
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that the news of the proposal had leaked out, with the result that the
stocks of one of the companies to be acquired rose rapidly on the Los
Angeles Stock Exchange and this utility was able to drive a particu-
larly advantageous bargain. The adjustment was made by the authori-
zation of only a moderate amount of securities for the entire property
to be acquired from the Pacific Telephone and Telegraph Company.
The authorities felt that the division of the purchase price between the
vendors was of little significance to the public if the total amount of
stock on which dividends would have to be paid was not too great.
The question of the bargain was one for the consolidating companies
to settle among themselves.™

Although the commission continually states that it will recommend
that the application be granted on the condition that the price involved
“shall not be binding on this commission or any other public body as
a measure of value of said properties for rate-fixing or for any other
purpose other than the transfer hercin authorized;™ yet it is concerned
with the amount of securities, not only because of financial considera-
tions, but also because of court decisions on rate-fixing. Hence, when
it was urécd by counsel for the Los Angeles Gas and Electric Com-
pany that bonded indebtedness had no influence on rates because the
latter were based on fair value of property, the commission replied:

While there is much to be said in favor of this contention, it should
be remiembered in this connection that the Supreme Court of the United
States, in the leading case of Smyth vs. Ames, 169 U. S. 466, held that all
clements of the problem should be taken into consideration, including the
amount of bonds and capital stock outstanding. In view of this declara-
tion and of the natural tendency of the courts to award a rate at lcast high
enough to pay interest on the outstanding bonded indebtedness, it becomes
very important that due consideration be given to the item of bonded
indebtedness."™

The consideration of earnings is given a prominent place in consoli-
dation proceedings. While valuation sets the upper limit for the
securities to be issued, except in unusual cases, the maximum cannot
be approached if earnings do not warrant it, The application of Pacific
Public Service Corporation to purchase the Ukiah Gas Company was
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denied, in part, because analysis indicated that probable net revenues
could not possibly make the Ukiah Corﬁpany a paying proposition.™
Furtherome, the commission takes the attitude that the results of
consolidation should never be taken as the basis for increased rates,
but rather that the public should benefit from better service or 2 de-
crease in rates or both.” In response to the application of the Sourhern
California Telephone Company to purchase properties, the authorities
even went so far as to stipulate as a condition of the authorization that
no rate increases were to be requested for at least five years from the
date of the decision.™ An even more positive stand was taken in the
consolidation proceedings of the Pacific Gas and Electric Company:
While witnesses for applicant did not commit themselves definitely on
this matter, a reading of the petition and a study of the record shows clearly
that the company commits itself to the policy that the public shall be bene-
fited directly through the acquisition of the stock and the purchase of the

properties of the companies mentioned. If for any reason applicant does

not voluntarily reduce its rates because of savings which can be effected,

the Commission will take such steps as it deems proper and necessary.™

REORGANIZATIONS

WirH REsPECT ta reorganization cases coming before it, the California
Commission, with a few exceptions, has been particularly strict. It has
shown its determination to make one reorganization final and to en-
sure the financial soundness of the new company.

Valuation, in reorgapization as in other financial proceedings, forms
the cornerstone upon which the commission’s decision rests. A very
thorough discussion of the principles used in arriving at the valuation
upon which securities are to be issued in rcorgamzatlon cases was given
in People’s Water Company.™ The commission analyzed the value
of the properties under heads similar to those employed in finding
“fair value” for rate-making. Land was appraised at current market
value, whereas the amount attributable to the physical plant was ar-
rived at by the historical-cost method, reproduction cost being rejected
as unsatisfactory. In regard to going concern it was said:

I believe that where it can be shown that as a matter of actual cost a
company expended a given sum of money to obtain its business and this
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was done economically within a reasonable time and with good judgment,
the resulting business is of value to the company to the extent of its ex-
penditure to obtain.”™
It was also pointed out that the value fixed was not the same that would
be arrived at in a condemnation case, nor was it the equivalent of the
rate-base, since the latter applied only to property used and useful in
;endering public utility service, In San Francisco-Oakland Terminal

Railways™ the authorities said they were not bound by the foreclosure
price in authorizing the transfer of the properties, but that they should
have before them the evidence of the actual or estimated cost.

Similarly, they disapproved the use of reproduction cost in the re-
organization of the Stockton Terminal and Eastern Railroad Com-
pany. It was pointed out that the Interstate Commerce Commission
had valued the property of this railroad on the basis of the 1914 price
level with additions and betterments made since then valued at cost, to
which was added the increase in land values. This formed the basis
of the commission’s valuation in the decision.™

In authorizing the issuance of securities, the authorities have defi-
nitely taken the position that no plan will be approved which does not
ensure, in their opinion, the success of the reorganized enterprise.
They are as liberal as possible, however, in order to avoid foreclosure
proceedings because these, invariably, are long drawn out and impede
development and service. The case of Citrus Belt Gas Company'™ is
an excellent illustration of the procedure generally adopted in refi-
nancing. The valuation figure was fixed at §550,000, and against this
amount the company proposed to issue $812,000 of bonds and $440,000
of stock. The commission criticized this as a method designed to make
the public pay the debts in the form of higher rates. Furthermore, it
condemned the proposal to pay defaulted interest by bonds as the
capitalization of bankruptcy in which a higher premium was paid for
failure than for success. It also disapproved income bonds because they
would be a barrier to future financing, which was imminent. Conse-
quently, the Citrus Belt Company was given permission to assume
$351,200 of underlying bonds and to issue $25,000 of five-year promis-
sory notes. This left an equity of between $158,800 and $198,800 which
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was about 50 cents on the dollar for outstanding claims. The company
was refused permission to issue stock at less than 80 per cent of par.
Because no organization expenses or bord discount appeared in the
claims, and because net earnings were made available for additions
and betterments, stock of the par value of $200,000 was allowed.

Where the earning prospects under the proposed arrangements are
such that they leave the future in doubt or impose obstacles in the wayl
of future financing, the authorities either disapprove the plan or make
suggestions for acceptable changes, or both.™ Where exceptional cir-
cumstances obtain, adherence to the valuation figures may not be
insisted upon and the requirements with respect to future earnings
may be dealt with more leniently. Thus, in United Light and Power
Company,”™ the authorities fclt that the plan presented, by itself, left
no prospect that the new company, the Consolidated Electric Com-
pany, would be solvent. However, the Great Western Power Company
agreed to guarantece the bonds that were to be issued and it was also to
acquire all the capital stock. The Great Western Power urged that the
combination would make the Consolidated Electric pay, and the earn-
ing statemnents of the Great Western Power indicated that it could live
up to its guaranty without embarrassment. The commission asseated
to the plan.

A slightly different situation was preseated in the reorganization of
the Western Pacific Railway Company,”™ in which there was some
doubt that interest charges could be met, espedially if dividends on
preferred stock were included. However, since the new setup was such
an improvement over the old one and there was a fair chance of suc-
cess, assent was given.

The legal rights of the various parties interested in reorganization
proceedings are not matters for the commission to decide. Neverthe-
less, it does not hesitate to direct attention to the equity of the situation
and it endeavors to see that matters are fairly adjusted.

Of course, our action . . . is permissive only, that is to say, the Commis-
sion has power to declare what capitalization it will authorize to be issued
and for what purpose the proceeds thereof shall be used. Hence while the
authorization of this Commission may be persuasive, it can not be enforced
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upon anybody. The various bondholders, creditors and stockholders of this
corporation must determine for themselves whether or not they will pro-
cced under the authorization of the Commission. But attention is called to
the fact that the action of this Commission will finally be controlling, be-
cause whether this company be reorganized by agreement or whether it

go through foreclosure, no stocks or bonds can be finally issued without its-

authorization.™

*It should be noted that the definite opinion has been expressed that
investors of money in utilities should retain the rights usually apper-
taining thereto and that stockholders should possess the power and
control to which their ownership entitles them. But when the stock-
holders, by agrecment, surrender some of these rights, the commission
will give its assent.™

The authorities have been particularly critical of the practice, so
prevalent in reorganization proceedings, by which every conceivable
person makes reorganization a Roman holiday at the expense of the
security holders. In a particularly lengthy and caustic condemnation
in the reorganization of the Western Pacific Raslway Company,”™ it
was emphasized that the purpose of a reorganization was to give the
new company a fair chance, Hence, every dollar not fairly and reason-
ably necessary for the payment of the expenses of the receivership
and other expenscs in connection with reorganization should be saved
to the new company for purposes of rehabilitation. The commission
has stated that reorganization expenses must be amortized out of in-
come, because:

. . . the security owners who control the reorganization, and not the pub-
lic, must bear the expense, The reorganization expenses represent no addi-
tion of tangible property, and it would seem wholly improper that such
expense should be added to permanent capital investment.'™

Nevertheless, it did allow reorganization expenses, which it con-
sidered reasonable, to be capitalized by the Western Pacific Railroad
Company.”™ This rule seems to be the exception, however, for the
usual procedure is similar to that adopted in People’s Water Company:
“...said company will at such times, in such amounts, and in such
manner as the commission may order, amortize out of income the
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reorganization expenses referred to in the opinion preceding this
order?™ Care is also'taken to analyze carefully and approve the reor-
ganization expenses to be amortized.

INTERSTATE COMMERCE

THE PUBLIC UTILITIES ACT states that the issuance 8f securities by any
public utility in this State shall be void unless aythorized by the com‘,-
mission. In its first application the Southern Pacific Railway Com-
pany”™ sought permission to issue equipment trust certificates to
acquire rolling stock to be used primarily in interstate commerce. A
blanket order was requested in order to remove all doubts of the
legality of the issue because the lien would embrace some of the prop-
erty in California. The commission, after a perfunctory examination
of the earnings of the company and the terms of the purchase, decided
that public interest and the needs of the railroad would be served and
so gave its consent.

Shortly afterward, however, the same company made a request for
another issue and formally questioned the jurisdiction of the commis-
sion. The authorities directed attention to the fact that section 85 of
the Public Utilities Act specifically excludes jurisdiction over inter-
state commerce except as permitted by the Constitution of the United
States and the acts of Congress. It was found that a part of the equip-
ment to be purchased was to be used by the Pacific Electric Railway,
which operates entirely within the State, and that much of this equip-
ment was to be used solely in intrastate commerce. It was held that the
commission had jurisdiction over this part of the application, particu-
larly in the absence of the regulation by the federal government of
securities of common carriers, Consequently, the part of the certifi-
cates to be used for the purchase of equipment, over which the com-
mission has jurisdiction, was calculated and the necessary application
fee charged thereon™ Consent was given to the entire application in
order to remove any doubt of legality.

The Federal Transportation Act of 1920 changed the situation. The
commission now advises the governor with respect to applications re-
ferred to him by the Interstate Commerce Commission.
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In Interstate Transit Company,™ a utility engaged in the operation
of auto stages solely in interstate commerce, an application was made
to issue stock. This company did not operate under a certificate of
public convenience and necessity obtained in California and the com-
mission pointed out that it had no authority over the company’s oper-
ating privileges. In order to remove all doubt of the validity of the
stock to be issued, the corporation filed an application for issuance of
stock with the California commission. After investigation the authori-
ties gave the authorization.

Adifferent type of case arose in Winnemucca Water and Light Com-
pany,” which was a California corporation operating entirely in
Nevada. The commission acted in order to remove any possible doubt
with respect to the legality of the bonds applied for, but the proceed-
ings were quite perfuactory in nature.

The reverse of this situation was presented in the application of
Albers Bros. Miiling Company,™ a foreign corporation, to issue bonds.
This was dismissed for lack of jurisdiction and the company was
ordered to cease and desist immediately from transacting a public
utility business in California.

CONCLUSION

A review of the California Railroad Commission’s work discloses a
decided improvement in financial practice and procedure since 1912.
Cognizance must be taken, of course, of the developments achieved
in the general theory and practice of accounting. Even giving due
weight to this, however, it must still be recognized that public utility
accounting practices were far from satisfactory when regulation was
first begun. Too often, surplus had little meaning, depreciation re-
serves were sadly neglected, decidedly improper items were capital-
ized, duplicate capitalization frequently appeared, and often inside
manipulations, cither covered up or ignored in the accounting, took
place.™ Needless to say, satisfactory financial structures were impossi-
ble under such circumstances and the public was bound to suffer. Even
downright fraud appeared and common stock, to say the least, was
anything but an investment of cither principal or income.™
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The change in this situation has been a truly great tribute to the
success of the policy pursued by the California commission. It has
‘been necessary to repeat, continuously, the admonitions, condemna-
tions, refusals, and recommendations of earlier days. It should be
noted, however, that this has occurred, in general, when new devices
such as the holding company, or new industries such as automotive
transport, have entered the public utility field. Successful regulation
of any sort never becomes mere routine; the problem, so to speak, is
never solved. It is at least comforting, however, that in spite of this
a structure has steadily risen which it has not been necessary to re-
build. In financial regulation, as in every other line of development,
the frontier always presents a problem of conquest, but bechind the
fronticr a stable and mature settlement has been erected.

The financial regulation of the California commission deserves high
recognition for the building up of a system of financial control which
-has proved to be flexible, adaptable, and workable. A tradition of regu-
lation and spirit of codperation has developed which makes possible
. continuous improvement both in regulatory practice and in the finan-
cial status of public utility securities.

Shortcomings in both legislation and policy are inevitable in any
system of regulation not only because of the fallibilities of the authori-
ties, but also because of the difficulties inherent in many of the situa-
tions which they face. There may be quite a difference of opinion,
however, respecting the nature of these shortcomings and respecting
what would have been the wisest policy to pursue in many cases.

Although the legislation in California is particularly broad and
flexible, yet there are some phascs which, the writer belicves, could be
improved. More positive control by the commission over consolidation
programs would have the advantage of facilitating the clearing up of
some unsatisfactory local competitive situations. Control over the
actual price to be paid by one utility to another for its property should
be included in the law. Too frequently, excessive prices have been
agreed upon, and although these are not directly translated into secur-
ity issues and rate bases, yet they have been the cause of many admoni-
tions on the part of the authorities. The development of the holding
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company brought this problem to the fore and it would seem wise to
deal with the issue at its source.

Complete control of reorganizations should also be given to the
commission. As it has pointed out in its opinions, such a provision
would reduce expense, ensure greater protection to interested parties,
and result in more satisfactory financial rehabilitation.

The law on hybrid corporations should be more positive. This situ-
ation presents some complications but, except in unusual situations,
enterprises doing a utility business should be restricted to that type of
activity. This would not eliminate control by some other corporation,
and it is doubtful if that would be desirable, but it would make con-
trol of public utility activities easier.

Foreign corporations are definitely limited with respect to the pub-
lic utility business which they may transact in California. As a matter
of courtesy, and of practical control as well, the law of this State should
forbid the formation of a corporation which is to conduct public util-
ity activities entirely outside the State’s boundaries.

In the writer's opinion the legislation permitting public utilities to
issue no-par stock was a mistake. There is a general consensus among
present-day students of corporation finance that no-par stock creates
many more difficulties than it solves, and therefore the privilege of
issuing it should be stopped.™

The California Commission has indicated that it regards a share of
common stock merely as a proportional claim on the residual assets.
This view is indisputable as 2 general concept, but the costs of obtain-
ing capital and financial solvency are integral parts of regulation. Con-
sequently, it is desirable that common stock fall defnitely into the
investment category. Par value assists in achieving this aim. It is true
that this frequently makes the sale of stock at a discount necessary, but
there seems to be no reason why the amortization of that discount
should not be counted in cost of capital and made a definite part of
dividend policies.

This problem is closely related to that of a fair return. The Califor-
nia authorities, in common with other regulatory agencies, have taken
the attitude that the public is interested in the total fair return but not
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in the division of it. With this view the writer disagrees. The division
of the fair return determines the total which a corporation requires.
If the division of the fair return is not of significance, how can the
return of a particular utility be fixed, other than by taking an arbitrary
figure like seven or eight per cent?™

The policy of security regulation of the California Railroad Com-
mission has, on the whole, been excellent. It has been flexible, fa
sighted, and very practical. Security regulation is, however, only part
of a general program. Unity in the general program in this State has
been achieved by keeping security regulation within the rate-making
formula. The latter has not been so flexible, and the difficulty seems
to be that the rate-making policy has given inadequate attention to
the financial structure of particular wutilities, dividend policies, and the
fluctuations in business activity.



NOTES

* For & summary of the history of regulation in California, see Pegram, D. E, Rare
Theories and the California Railroad Commission (Berkeley, 1932), chap. L.

* Thelen, Max, “Desirable Scope and Method of Federal Regulation of Railread Securi-
tics,' Annals of the American Academy, 76, 191, 197 (1918). See also California Water
Service Co., 31 CR.C. 327.

*Sec Barron, Mary L., “State Regulation of the Securities of Railroads and Public
Service Companics;’ Annals 76, 167, 190 (1918).

! See Annual Report of the Railroad Commission, 1 (1916-1917).

* Statutes 1914, chap, 713. :

* Statutes 1925, chap. 406.

Y Statutes 1925, chap. 398.

* Statues 1917, chap. a13.

*'The Public Utilities Act, published biennially, contains all the legislation directly
peruining to public utilities in California. On the first page is also to be found a com-
Pplete list of all the statutes directly affecting public utility regulation.

W Annual Report of C.R.C., 1929-1930, chap. 4, 40. For a history of the relations
between the I, €. C. and the C, R. C,, see Brundige, H. W., Pres., Annual Report 1921-
1922,

! Other section of the Public Utilities Act also have a bearing on security issues, par-
ticularly sections 26, 50, and 57. Scction 26 deals with the right of foreign corporations
to trapsact a public utility business within the State, and section 50 sets forth the require-
ments in regurd to certificates of public convenience and necessity, Section 57 establishes
the schedule of fees to be collected by the commission on decuments filed with it by the
utilides,

 This section of the law has also been interpreted as requiring commission approval
for an operating agrecment. See County of Sacramento vs. Northern Electrie Railway
Company et al, 4 CR.C. 725 (1914); 4 C.R.C. 1203 (1914). The commission has ruled,
too, that when auto-transport companies find it necessary to finance additional equip-
ment by purchase contracts, the latter must be sanctioned. Golden State Stages Co., 33
C.R.C. 426 (1929); Central Pacific Ry. Co., 34 C.R.C. 153 (1930). Similarly, an existing
lease cannot be altered without commission consent. Sowthern Pacific Coast Railway
Company and Southern Pacific Company, 4 CR.C. 484 (1914).

While it is necessary to obtain the consent of the commission to encumber public-utility
property in any way, the granting of permission to execute a mortgage to secure a bond
issue does not authorize the issuance and sale of bonds nor does it limit the commission's
power to determine the conditions of issue, sale, or pledge of bonds secured by such
mortgage. Bast Bay Water Company, a0 C.R.C. 712 (1921); San Gorgonio Power Co,,
22 C.R.C. 717 (1923). ‘

But of course the authorities will not authorize the issuance of securities where the
conditions of the deed have not been complied with, Grear Western Fower Co., 19 C.R.C.
45 (1920),

 There seems to be a contradiction in the law on this point, but presumably the first
reference to “maintenance of service™ is to be interpreted as cobrdinate with improve-
ments, Scc Oakland, Antioch and Eastern Ry, Co., 8 C.R.C. 452 (1915).

[201]
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™ T this is also added the qualification, “except as otherwise permitted in the order
in the case of bonds, notes or other cvidences of indebtedness, such purpose or purposes
are not, in whole or in part, reasonably chargeable to operating expenses or to income?’
See Oakland, Antiock and Eastern Ry. Co., B CR.C. 452 (1915).

*® Sections 309 and 456 of the Civil Code are declared to have no application to public-
utility corporations, in so far as they conflict with this provision.

** This docs not apply “except as to a corporation or person taking the same otherwise
than in good faith and for value and without actual notice?” But sec Econemic Gas Co.,
3 C.R.C. 66 (1913}, "Of course this Commissicn has nothing to say nor authority over ¢
the right of action of the parties who bought these bonds in good faith, but the bonds
are absolutely void under the law and these parties will cither be compelled to make
other arrangements with this company or to pursue whatever action they have for the
return of the purchase money” In the order given, the commission followed its custom-
ary coursc of action authorizing bonds equal in par value to those voided by the order
on c¢ondition that the former be exchanged for those illegally issued. The commission
had already found that the bonds previously issued wexe for proper purposes. See also
Pacific Gas and Electric Company, 3 CR.C. 167 (1013).

¥ This order is printed in full in Annual Reporz, 1912-1913, 171. In one section it
stipulates: “A separate bank account shall be opened with a state or national bank, to
which shall be charged or credited all receipts and disbursements of money derived from
the sale of stock, bonds or other evidences of indebtedness authorized to be issued by
the Commission]’ Each order of the commission authorizing the issuance of sccurities
contains a stipulation similar to the following: .

“Ir 1s HeresY FURTHER ORDERED, that Pacific Gas and Electric Company shall keep
- such record of the issue, sale and delivery of the stock herein authorized to be issued and
of the disposition of the proceeds as will enable it to file on or before the twenty-fifth
day of each month a verified report, as required by the Railroad Commission’s General
Order No. 24, which order, in so far as applicable, is made a part of this order’ Pacific
Gas and Electric Company, 37 CR.C. 94, 96 (1932).

™ Davis Water Co., 4 C.R.C. 404, 405 (1914): “Applicant asks authority to issue one
share of stock to cach of the five persons who are designated as directors in its articles
of incorporation. This Commission has heretofore held that it is not necessary to sccure
its autherity for the issue of stock for such purpose, and the order in this proceeding
will consequently make no reference to this request’

*® Central California Gas Co., 1 CR.C. 134, 14x (1912). See also San Francisco-Rich-
mond Ferry Co., 8 CR.C. 889 (1915).

® San Rafsel and San Anselmo Valley Railway Company, 3 CR.C. 874, 883 (1913).
See also, Northern California Poswer Co., 1 C.R.C. 407 (1912); Empire Water Co., 3
C.R.C. 673 (1913).

In Pacific Gas and Electric Co., 6 CR.C. 926, 928929 (1915), the matter was dis-
cussed at great length, The applicant asked for the authorization of a stock dividend and
urged that matters of valuation and rates could be based only on the actual assets of
the corporation without reference to security issues. To this the reply was made:

“In this matter I confess to certain difficultics. When this Commission authorizes an
issue of stock there is always the danger of 2 misunderstanding on the part of the in-
vestigating public that in making the authorization this Commission, in some degree,
inferentially expresses its belief that that stock is supported by reasonable asscts. Upon
the faith of this view investors might be led to purchase securities which they would
otherwise not acquire. [t would be extremely unfortunate if the idea should become
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lodged in the public mind that Commission authorization to issue stock entails a recog-
nition or belicf on the part of the Commission that such stock is necessarily a good invest-
ment, The Public Utilitics Act dees not contemplate that the Cornmission shall exercise
any such function. It does contemplate that the Commission shall, in the exercise of jts
duties, see that the utility receives an adequate return for the stock which it issues. But
this Commission cannot go into the past and breathe value into stock which has no
value, nor can this Commission go into the future and say that values of today shall not
shrink next year, or the year after, or ten years hence.

It has been the aim of the Commission, as far as could reasonably be done, to safe-
guard the issue of stocks and bonds. It has never pretended to say that stocks and
bonds which it authorized were necessarily good stocks and bonds for an intending in-
vestor to buy. On the contrary, it has specifically and repeatedly stated that stocks and
bonds issucd upon Commission authorization must take their place in the financial world
with stocks and bonds heretofore or hereafter issued, and were, therefore, liable to the
same economic laws to which all investment is necessarily subject. There is no guarantee
by the state.

“In many instances the Commission is obliged, under the necessities of a corporation,
to authorize securities to be issued, even when it may believe that such securities, though
bencficial to the corporation, might not be beneficial to the intending purchaser, Take,
for example, a new enterprise, as an electric rallway. The project is organized and in
order to construct the line it is necessary to sell stocks or bonds. The most conservative
way is perhaps the sale of stock. An application is brought to the Commission thereupon
to sell stock to build such a railway. It is the most conservative way in which the project
can be presented. It may appear to the Commission that the project is not wholly
feasible; that the investors may perhaps lose a part, and, it may be, all of their invest-
ment. In such an instance it is not the province of this Commission to assume to set up
its judgment as a barrier to the investment by those who are willing to assume the
risks involved. It is the duty of the Comumission to see that the project is surrounded
with all reasonable safeguards, to see that the enterprise is carried forward honestly
along approved lines, and beyond that it cannot go!

T4 CR.C 503, 512 (1914): “Purchasers of this stock must share, not only in the
hope of reward, but in the responsibility of losses as well, Because of the nature of this
enterprise, no investor should be encouraged to purchase stock until he has been placed
in possession of full information bearing upon the enterprise. The order in this case will
provide, therefore, that the applicant must submir to this Commission for its approval
a prospectus for the bencfit of prospective purchasers of stock?

In this case the railway which was projected would benefit the community consider-
ably but the investment nature of the sccuritics was in doubt, It was expected that
the restrictions imposed by the Commission would limit the purchasers of the stock
largely to those who resided in the community and who would benefit by the project.
Sce also Sierra Water Co., 19 C.R.C. goo (1921), in which case the commission ordered
the applicant to require subscribers to stock to sign a consent and waiver agreeing to
abide by pending litigation. This was to be done before any stock certificates could
be issued. .

™ This is particularly true with respect to bonds, See Empire Water Co., 3 CR.C, 673
{1913). For a carcful statement by the commission of its conception of its responsibility
in sanctioning sccurities issues sce Annual Report 1911-1912, 92; also Annual Report
1912-1913, 174 .

® Annual Report 1912-1913, 169. The same ruling applies to treasury stock; see
Annual Report 19241925, 59, and United Stages, Inc., 25 C.R.C. 506 (1924).
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M Home Telephone Co. of Covina, 3 CR.C. 466, 458 (1913): “As this Commission’s
authority is not required for the initial authorization of a bond issue, but merely for
the actual issue of bonds so autharized, it will not be necessary to pass on that portion
of the prayer which asks this Commission to authorize the creation of a possible bonded
indebtedness in the amount of $z00,000"

® See San Diego and Southeastern Ry. Co., 3 CR.C. 84 (1913); Corcoran Mill and
Parehouse Co., 8 C.R.C. 793 (1915); Black Diamond Water Co., ¢t al, 17 CR.C. 260
(1919); Rt‘d'ondo Home Telephone Company, 26 CR.C. 1 (1929).

® Death Valley Railroad Company, 11 C.R.C. 608, 610 (1916): "Applicant testified
that it understood at the time of the transaction that its bonds were issued when they
were executed and placed with its treasurer ready for sale, although not then sold or
delivered. Until actual delivery of a contract note or bond no legal obligation is created
against the maker. The word ‘issuc’ as used in the Public Utilities Act means execution
and delivery of the instruments referred 10! See also Tidewater and Southern Railway
Co., 1 C.R.C. 232 (1912).

¥ Western States Gas and Electric Co., 16 CR.C. 162, 167 (1918): “The Commission
determines whether public convenience and necessity will be served by the grant of the
application and the terms and conditions, if any, necessary to this end. It docs not deter-
mine whether the proceedings which have preceded the filing of the application or those
which are contemplated thereunder apart from the Public Uslities Act are regular’
(Italics mine.)

* Delta Warchouse Company, 20 C.R.C. 28y (1921); Gray Linc Motors Tours, 33
C.R.C. 26 (1929). -

* 1 C.R.C. 888, 899 (xgrz): “This Commission will not be disposed hereafter to
view with favor the petition of an applicant to issue securities, particularly in large
amounts, unless it shall appear to the Commission that the applicant has manifested
good faith in its formation and in the acquisition and retention of its franchise rights.
Applicants should certainly be required to clear away all clouds upon their legal exist-
ence and to show a compliance with ordinary dictates of good faith before this Com-
mission can well consider a request for an authorization to incur the responsibilities and
abligations imposed by the issuance of stocks and bonds:'

In Application of Northern Electric Railway et al, 4 C.RC. 735 (1914), to transfer
property, the request was dismissed without prejudice because transferee had no fran-
chise rights to operate the property involved. If a proper franchise was secured, the
matter could be resubmitted, This case involved the consolidation of properties but no
new securities were asked for. See also, Tracy Gar Co., 30 C.R.C. 22 (1927).

¥ 2 C.R.C. 1025, 1027 (1913). See also, Yreka Railroad Co., 32 C.R.C. 260 (1928).
The railroad was ordered either to secure a new charter or to arrange its financing so
that it would fall within the present life of the applicant.

® *The Commission manifestly cannot autherize an issue of bonds based on a law-
suit, where a substantial issue is involved in the suit” Indian Valley Electric Light and
Power Co., 4 CR.C. 1365, 1366 {x914). Sce also Plumas Light and Power Co., 6 CR.C.

267 (1915).

™ Southern Siervas Power Co., 20 CR.C. 663, 664-665 (1921), and 21 CR.C. 91
{1922).

® 19 C.R.C. goe (1g21).

Y Annual Report 1911-1912, 93.
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¥ 2 C.R.C. 597, 616 {1915). Sce also, People’s Water Co., 4 CR.C. 1187, 1192 {1914):
“For what happened before than dme [March 23, 1912] this Commission is not re-
sponsible. The most this Commission can be expected to do is to see that by none of its
acts does the condition of utilities become worse than it was before March 23, 1912,
When a utility which has been improvident or recklessly financed prior to March 23,
1912 comes before this Commission, the Commission will seek to compel the utlity to
better its financial condition, instead of making it worse. And while the Commission
must, perforce, permit for a while many conditions to continue which it would never
have sanctioned, initially, it will constantly strive to bring public utility financing mere

“Pearly to the level which it should have assumed at the start”

®; CR.C 134 (1912).

¥ The commission added: “As an original proposition the Railroad Commission
would not have consented to the issue of common stock to the extent to which it has
been issued by the applicant. In this case, however, as the stock was issued prior to the
effective date of the Public Utilities Act, and as the danger of sale to purchasers will be
removed by the adoption of Mr. Forney's suggestion [to turn the stock over to the com-
mission], the Commission will not exercise authority with reference to the common
stock further than to make as a condition of its order the turning in of the stock for the
purpose of having stamped thereon the language hereinbefore quoted or language to the
same effect)’ I&id., 140.

Similarly in Tidewater Southern Railway Company, t CR.C. 232 (1912), 2,188,600
shares of stock (par valuc §1.00) had been issued to B. A. Bearce for right of way by
Tidewater and Southern Transit Company, a party to the consolidation. As a condition
to the order given by the commission, Mr. Bearce agreed to return 188,600 shares, when
issued, to the treasury for cancellation. The remaining 2,000,000 were to be turned
over to the railroad commission to be stamped: “Issued for voting purposcs only. Not
to be transferred, and to be cancelled and returned to the treasury on or before July 1,
19ty, as provided in agreement dated July 1, 1912, between Byron A. Bearce and Tide-
water Southern Railway Company?’ {235.) It was also stated “that the Commission does
not by this opinion commit itself to a policy of sanctioning the issue of stock for con-
trol only’

® 1 CRC. 134, 141 (1513).

"1 C.R.C. 253, 257 {r912): “It should be plainly stated that in taking this position,
this Commission disavows any intention to try by indirection to exercise control over any
securities lawfully issued prior to the effective date of the Public Utilities Act. It is merely
announced as a principle, that when the facts in any particular case show that the utility
secking to enter a territory is so situated financially that there is strong likelihood that
it will be unable to render adequate service at reasonable rates, regardless of its desire
to do so, its application for certificate of public convenience and necessity will be denied
if there is no way of improving its financial condition; or, if a way is open to it 50 to
change its financial status as to insure its ability to render adequate service at reason-
able rates, its application may then be granted, but solely contingent upon its satisfying
the requircments of the Commission as to financial condition, because otherwise the
public convenience and necessity would not be subserved by the grant of the application!

47 believe that under ordinary circumstances the financial condition of a wility
should always be considered in allowing the issuance of stocks and bonds, whether the
same are for refunding purposes, or will result in additions to the already outstanding
obligations!" Nerthern California Power Co., t CR.C. 407, 409 (1912). See also, Mill
Valley and Ms. Tamalpais Ry. Co., 1 C.R.C. 422 (1912}. The railway wished to reim-
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burse the treasury for money spent for capital purposes from income. ‘The commission
insisted that the financial structure should be analyzed as a whole and that the applica-
tion should be granted only if the entire capitalization warranted it.

When expenditures from income have been made prior to the effective date of the
Public Utilities Act it still remains to be determined whether they were for purposes
properly capitalizable. Western States Gas and Electric Co., 1 CR.C. 587 (1912).

3 CRC. 66 (1913). In 4 CRC. 117 {1914) the company presented 3 revamped
structure and corrected many of the abuses. The commissioh gave its assent although
$850,000 of the common stock remained outstanding, over which the commission had...
no jurisdiction. For further cases regarding stockholders’ readjustments see: San Dieg® -
Consolidated Gas and Electric Co., 2 CR.C. 264 (1913); Coast Counties Gas and Elec-
tric Co., 3 C.RC. 1012 (1913); Southwestern Home Telcphone Co., 4 CR.C. 247
(1914); Midiand Counties Public Service Corp., 13 C.R.C. 321 (101%).

4 The methed of valuation which the California commission has used is now being
challenged in the courts. The decision of the commission in Pacific Gas and Electric Co.,
39 CR.C. 53, was challenged on the grounds that the method used was unconstitutional,
since cost of reproduction was not considered. In Pacific Gas and Electric Co. v. Railroad
Commission, 13 Fed. Supp. 931 (1936}, the Federal court held that the order of the
cornmission detited due process of law and therefore the order is unconstitutional. No
appraisal of the facts was given, A rehearing has been denied (October 16, 1936}.

4 See Pegrum, D. E, op. cit., chap. IL. See also, Stockton-Terminal and Eustern Railroad
Company, 2 CR.C. 777 (1913); City of Palo Alto vs. Palo Alto Gas Company, 2 CR.C.
300 (1913). The commission reiterated its stand again in Los Angeles Gas and Electric
Corporation, 35 C.R.C. 442, 445-446 (1930), although the hedging pature of the
language in parts of the decision was particularly unfortunate. To quote:

“This Commission for many years, in the exercise of its jurisdiction to establish
reasonable rates for utilities of this character, has fixed rates to yield upon the historical
or actual cost of the prop'erty. taking land, however, at current values and depreciation
calculated on a sinking fund basis, a return somewhat in excess of the cost of the moncy
invested in the property. When the books have been accurately kept these have been
deemed to most accurately reflect the actual cost of the structural and other property.
Sometimes when these are not reliable it has been found necessary to estimate what it
cost to produce the whole or parts of the property historically’’

%2 CR.C. 694, 695 (1913).

“7 C.R.C. 597 (1915). For discussion of reorganization and consolidation proceed-
ings see infra.

“1bid., Go6: “With ordinary commercial property a value may be arrived at by
considering the carning power of such property and capitalizing the same, but here the
earning power is fixed by the same body, the Railroad Commission, which fixes and
determines the value of the plant, and in dctermining the earning power of the plant,
the value of the plant must be taken into consideration. Hence, the value of the plant
must first be established and upon this valuation rates are fixed which determine the
earning power of the plant?’

In San Dicgo Consolidated Gas and Electric Co., 16 C.R.C. 809 (r91g), it was stated
that a public utility will be permitted to issue securities for the purpose of increasing its
working capital to an amount equal to that allowed in a rate-fixing inquiry, but it will
not be permitted to issue securities to purchase construction materials when it also
intends to issue securities to pay for estimated extensions to be made during the next
year. This was designed, of course, to avoid duplicate capitalization. The rate decision
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for this company had allowed $386,000 for working capital, so stock of the same amount
was sanctioned.

In El Pizma Water Co., 29 CR.C. 261 (1927}, application was made to purchase the
Pplant of Citizens' Water Company. In a previous decision the commission had fixed the
rate-base for the lattern concern. As the same property was to be transferred and securi-
ties were to be issued in exchange, the same figures were used by the authorities. Perhaps
attention thould be called to the fact that depreciation is not deducted in fixing the
rate-base because the California Commission uses the sinking-fund method in caleular-
ing depreciation. Hence, in transferring propertics, depreciation must be deducted from

e rate-base. In the rate case the depreciation charges had been caleulated, and hence
the total deduction was arrived at by using these same figures.

#1bid., 610: T belicve thar where it can be shown that as a matter of actual cost a
company expended a given sum of money to obmin its business and this was done
economically within a reasonable time and with good judgment, the resulting business
is of value to the company to the extent of its expenditure to obtain it)’ See also, Mona-
han vs, San Jose Water Company, a rate case, 4 CR.C, 1101 (1914). The same engineers
investigated both cases for the commission and similar conclusions were reached. The
Monahan case was referred to in People’s Water Company with the indication that the
same principles of valuation were followed in each.

¥ 31 C.R.C, 327 (1928). The original case was decided in 29 C.R.C. 466 (1927). A
supplementa! opinion was given in 30 C.R.C. 876 (1927) and then an opinien and
order on rehearing in 31 C.R.C. 327 (1928). For other cases involving the Foshay
interests, with similar problems presented, see: Santa Crux County Unlities, 31 CR.C.
32 (1928); Hollister Water Co., 33 C.R.C. 345 (1929); Francis Land and Waier Co., 33
CR.C. 560 {1929).

“ 30 C.R.C. 876, 882 (1927).

% For other cases emphasizing this attirade on valuation see: Southern Countics Gas
Co., 16 C.R.C. 799 (1919); Harbor City Water Co.,, 21 CR.C. 638 (1922); Shasta
Transit Co., 24 CR.C. 165 (1923); Golden Gate Ferry Co., 28 C.R.C. 268 (1926); Peer-
less Stages, Inc., 30 CR.C. 346 (1927).

® 32 C.R.C. 703, 707 (1929): “In no instance has the Commission permitted a public
utility to refinance its propertics because the reproduction cost new might exceed the
original cost which the Commission theretofore permitted to be capitalized through the
issue of stock and bonds. While the original cost of some of applicant’s properties is not
available, we believe that the rate bases heretofore established by the Commission for
applicant, plus the nct cost of addivions and betterments and net current assets, pre-
sents the maximum figures which should be recognized for capitalization putposes®
For other cases involving valuation for security issues see: Pacific Gas and Electric and
Western States Gas and Electric, 23 CR.C. 736 (1922); California-Nevada Stages, Inc.,
26 C.R.C. 259 (1925); Stockton-Terminal and Eastern Railroad Co., 28 C.R.C. 419
{1926); Los Angeles County Water Works, 30 CR.C. 577 (1927); Twolomne County
Electric Power and Light Co., 31 C.R.C. 189 (1929); Santa Rosa Warer Works Co., 35
C.R.C, 766 {1931).

! The relationship of par value to fair value presents a different situation in, which
other factors must be taken inte account. This matter is discussed below.

®“The Commission is of the opinion that promotion and organization expenses,
honestly and wisely incurred, are as necessary to the success of a public utility and are
as properly subjects of capitalizadon as the cost of the component parts of the utility's



268 REGULATION OF PUBLIC UTILITY SECURITIES IN CALIFORNIA

physical plant or system, and that the same should be paid for, in cash, where possible, at
their reasonable value to the utility. Wherever possible, the moneys actually spent on
these items should be ascertained and reimbursement made for them. While it is not
always casy to estimate the value of a promoter's services, inguiry should be made as
to the amount of time which he has devoted to the organization of the udlity and to
the reasonable value of the work such as that which he performed during that time. A
public authority, in estimating the value of such services, should be liberal so that men
of ability may be attracted to the development of new utility enterprises where needed
for the development of the State. The nced for a liberal policy in this regard is par-
ticularly apparent in states like California, in which there is still a wide field for lcgiti‘
mate new public utility development. It may well be that in addition to a reasonable
compensation for the time devoted to the work, the promoter should be allowed an
additional rernuneration to compensate him for his risk of failure and the use of such
moncy as he may have invested in the organization-and premotion of the enterprise.
In this, as in other respects, this Commission belicves that the State of California should
deal liberally with those who, by the establishment of utility enterprises, are aiding in
the legitimate development of the State” Central California Gas Co., 2 CR.C. 116, 120
(x913). See also: Sowthern Termina Warehousing and Stge. Corp., 22 C.R.C. 652
(1922); Dillingham Transfer Co., 23 CR.C. 115 {1923).

® Central California Gas Co., 2 CR.C. 116 (1913). Expenses connected with reorgani-
zation are scrutinized with the same care and only reasonable amounts allowed, West-
ern Pacific Railroad Co., 10 C.R.C. 563 (1916); Southern Terminal Warchousing and
Stge. Co., 22 CR.C. 652 (1922); Central Mendocine County Power Co., 23 CR.C. 933
(1923); Dillingham Transfer Co., 23 CR.C. 115 (1923),

™ 3 C.R.C. 66, 73—74 (1913): “While unqucstionably the legal title to the stock which
has heretofore been appropriated by promoters of enterprises for which nothing has
been paid into the treasury of the corporation is in such promoters or their assignees,
yet the Commission is mot impressed with the prapriety of such a procedure notwith-
standing. It has always been the design of the coastitution and laws of this state that
payment should be made into the treasury of a corporation for stock issued, and it does
not change the design of the laws for corporation promoters to take this stock as their
own property, sell it to the. public and retain the proceeds as their own private funds!
See infra 181-182, for further discussion of the case, See also: Tidewater and Southern
Railway Co., 12 C.R.C. 182 (1917); Western Motor Transport Co., 17 CR.C. 798 (1920).

™6 C.R.C. 217 (1915).

® “In view of the situation herein found to exist, I recommend that a final order be
granted to this applicant to issue bonds only after it shall have adjusted its accounts with
its affiliated and associated companies, to the end that any profit heretofore made or
proposed to be made by such afiliated or associated corporations at the expense of this
applicant be eliminated. . .. The practice cannot be defended and the recommendation
hercin made will suggest that bonds be authorized only after the proper adjustments
have beea made to give to this applicant all that rightfully belongs to it” 14id., 224. For
a parallel treatment of the same sort of situation in a valuation case see Central Pucific
Company, 8 C.R.C. 640 {x915). In Frather River Power Co., 27 C.R.C. 43, 47 {1925),
the commission said: “The contract bas not been awarded under competitive bidding.
The record shows that the contractor has an interest in this project other than construc-
ing the same. While the extent of such interest is not disclosed, the contract does have
the earmarks of an old time practice which has repeatedly come into disfavor, We will
not approve the construction coatract. . .."
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¥ 30 CR.C. 761 (1927), and 31 C.R.C. 49 (1928).

® “The authority granted can not deprive applicant of the right to carn a reasonable
rerarn on its investment and, in cur opinion, is not confiscatory. The question of rates
and return is not invelved in this proceeding. In fixing rates it is not the practice of the
Commission to use as a rate base the amount of securities outstanding, nor does it use
as a rate base the figures carried in the fixed capital accounts on the untilities’ books,
unless such figures at the time the rates are fixed, represent, in the opinion of the Com-
mission, the reasonable value of a wiility’s property’ Pickwick Stages System, 31 CR.C.
746. 750 (1928), second supplemental opinion.

™ See footnote 13,

® 8 C.R.LC. 452 (1915).

® 1bid., 465. Sec: Citrus Belt Gas Co., 3 CRC. 725 (1913); Midway Gas Co., 7
C.R.C. 246 (1915); El Segundo Water Co., 21 C.R.C. 695 (1922).

® Los Angeles and San Dieyo Beack Ry. Co., 5 C.R.C. 623 (1914).

® Black Diamond Water Co., 17 C.R.C. 260, 262 (1919): “It is true that at times the
Commission has fixed rates designed to yield an 8 per cent return, but it should be re-
membered that in all rate, as well as in all other proceedings, the orders of the Commis-
sion are based upon the facts before it. . . . The proper remedy in case of a loss would
appear to be to ask for a revision of rates before or shortly after the effective date of the
Commission's decision and not wait for three years and then apply for permission to
capitalize the difference between the actual net return and an assumed return! See
Pegrum, D. E, og. ait., chap. III, on this point.

M cloverdale Light & Power Co., 2 CR.C. 1002 (1913); City of San Diego, 4 CR.C.
go2 {1914); San Joagquin Light & Power Corp., 9 C.R.C. 543 (1916). See also Pegrum,
D. E, op. cit., chap. I. In Southern Counties Gas Co., 5 C.R.C. 110 (1914), the com-
mission refused to allow the company to fund money expended in the purchase of gas
stoves and other gas appliances which the applicant had sold in the development of its
business. Since the consumers had paid for these appliances, the expenditures were prop-
erly chargeable against income and therefore not capitalizable. In Mesmer City Water
Co., 31 C.R.C, 661 {1928), application was made to issue securitics in the transfer of
properties, against operating losses which the previous owners had incurred. The appli-
cants asked permission to issue securities for good will to the amount of $15,000, con-
tending that this represented amounts which had been advanced and which would have
to be advanced to cover operating losses. The commission said it did not possess the
power to grant such a request.

For another illustrztion of refusal to allow capitalization of intangible good will sce,
California-Nevada Stages Co., 26 C.R.C. 259 (1925).

® Sce: San Diego Consolidated Gas & Electric Co., 2 CRC. 264 (1913); 3 CRC.
80 (1913), and 7 C.R.C. 244 (1915); Grear Western Power Co,, 2 CR.C. 276 (1913).

® “The main purpose of a sinking fund is to gradually reduce indchbtedness created
by the issuance of bonds, and in order to carry out such purpose, the sinking fund
should, under ordinary circumstances, be maintained from the carnings of a corporation,
or at least from sources other than thase which create new obligations. Manifestly, ro
permit the issuance of new bonds with which to acquire underlying bonds to be placed
in a sinking fund, in effect, continues the indebtedness of the company and defeats the
real purpose of the sinking fund. Of course, if the financial condition of the company
is such that its earnings and margin of property over indebtedness warrants the con-
tinuance of its obligations undiminished, the process might not be objectionable, but
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unless this condition is disclosed the rcal purpose of creating the sinking fund should be
adhered to and it should be maintained out of earnings, thus diminishing the obliga-
tions of the corporation.’ Pacific Light and Power Corporation, 3 C.R.C. 787 (1913). In
Western States Gas & Electric Co., a7 CR.C. 312 (1925), the cotnmission refused to
allow the refunding of sinking fund payments through the issuance of preferred stock
until such time a5 the company's net earnings were substantially in excess of preferred
stock dividends. This was done to prevent jeopardizing the equity and dividends of
the preferred stocks, :

But sinking fund payments cannot be treated as expenses. Sec Asrociated Telephone
Co., 21 CR.C. 130 (1922). .

¥ Pacific Gar & Electric Co., 9 CR.C. 492 (1916).

® Great Western Power Co,, 13 C.R.C. 654, 656 (1920): "No doubt, applicant’s ofhi-
cers are aware that sinking fund payments arc not and cannot be regarded by this
Commission as an operating expense and that such payments are an obligation assumed
by the stockhalders, and must be paid out of funds contributed by stockholders or out
of surplus earnings which might be distributed to stockholders!”

= See below for discussion of reimbursement.

14 C.R.C. 708, 799 (1917): “Becausc of the fact that this property is viewed as
having a short term life, the function of the depreciation reserve seems to me, in this
case, to be not so much to replace the property as worn out and thus to keep the invest-
ment intact, as to restore the investment to the investors. ...

“No matter for what purposc the depreciation fund has or will be used, 1 am of the
opinion that it should not be capitalized. Counsel for the petitioner agrees with me on
this conclusion?

™ “This Commission cannot, of course, authorize the issue and sale of stock to cover
the cost of franchiscs in excess of the zctual cost of the same (Public Utilities Act, sec. 52).
The order herein will limit the amount of stock which the petitioner may issue and scll
for this purpose to such amount as petitioner may show as its actual cost!’ Colorado Tele-
phone Co., 12 C.R.C. 708 (1917). See also Bowlevard Express, Inc., 23 CR.C. 299
(1923} in which the commission refused to allow the capitalization of a leasehold be-
cause rent on a lease is an operating expense.

™y5 CR.C. 175 (1918). See also Pickwick Stages Co., 20 C.R.C. 672 (1921).

In Inland Navigation Co., 1 CR.C. 245 (1912}, 2 request to capitalize contracts made
with private concerns for transportation, the claim was made that considerable time and
expense was involved in sccuring these. Permission was sought to issue stock of the par
value of $20,000 against these contracts and a steamer valued at $10,500. The commis-
sion gave consideration to the cost of securing the contracts and authorized $12,000
of stock.

“It must be borne in mind that in fixing the rates and fares which it will charge the
public as a common carrier, applicant may reasonably be expected to ask for such rates
and fares as will give fair return upon its investment, and in view of this fact, I am of
the opinion that this Commission cannot consistently permit applicant to capitalize its
contracts in the manner asked forl' (246).

™2 CR.C. 273, 274 (1913): “T am not disposed to say to applicant that it shall not
expend the sum of $12,000 for a lot and a new building thereon, but I desire carnestly
to draw applicant’s attention to the necessity of conserving its resources to take care of
the growing demands of the territory which it holds itself out as serving. Applicant
should understand that this Commission will expect it to furnish adequate service on
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reasonable demand entirely irrespective of whether applicant purchases the new lot and
erects the proposed building thereon. ...

“It should be borne in mind that a utility's first duty is to render cfficient and suffi-
cient service for both its present and its prospective consumers!

The commission has even refused to allow a purely private payment for a certificate
of convenience and necessity because such payment would financially embarrass the
applicant. C. N. Clark and E. |. Ramsey, 21 CR.C. 505 {1922).

" 18 C.R.C. 889 (1920).

) ™18 C.R.C. 471, 480 (1920). Sce also Grear Western Power Co., 18 CR.C. 494
(1920). But bonds may be refused when the interest rate is too high. Sec Pasadena
Electric Express Co., 26 C.R.C. 568 (1925).

™2 C.R.C. 352, 357 (1913): “I am unable to say from the evidence whether or not
the applicant will be able to earn the revenue it anticipates. In this case as in all others
involving the development of the State, in which there is a reasonable doubt, I belicve
that the doubt should be resolved in favor of the utility. The Commission can see to it
that the money derived from the sale of the securities goes into the property, but it
cannot say whether or not the enterprise will succeed and will be able o pay the hoped
for interest on bonds or dividends on stock! 2 C.R.C. 352, 357 (1913). See also: San

Jose Terminal Ry. Co., 1 C.R.C. 708 (1912); Losr Angeles and San Dicgo Beach Ry. Co.,
5 C.RC. 623 (1914).

™ Empire Water Co., 3 C.R.C. 673, 674 (1913). Unusual conditions surrounding the
business of a utility are also grounds for greater latitude, Midway Gas Co., 7 CRC.
246, 268 (1915):

“The ordinary principles of public utility finance, which imply a fixed condition of
asscts and a stable and continuous condition of income, are not applicable to the affairs
of a natural gas corporation, such as is here under consideration. It partakes more of the
nature of an oil or mining enterprise. For that reason the regulating body should allow
the greatest latitude commensurate with the public interest? And in a supplemental
opinion, B C.R.C. 9, 13 (1915): "The ability to carn on the stocks, bonds, and notes
herein authorized is dependent upon so many elements of hazard that there has been
no endeavor herein to limit stocks, bonds and notes to a basis upon which the applicant
might reasonably be expected to carn a return?’ But it should be noted that the financing
approved of presented a marked improvement over that which had previously existed.

™ Central California Gas Co., 1 CR.C. 134 (1912); Tonopak and Tidewater Railroad
Co., 3 CR.C. w57 (1913); Jemes Murray and Ed. Fletcher, 4 CR.C. 1204 (1914);
Oakland, Antiock end Eastern Ry. Co., 5 C.R.C. 117 (1914); Long Beach Consolidated
Gas Co., 6 CR.C. 419 (1915); Pacific Gas and Electric Co., 6§ CR.C. 926 (1915);
Santa Barbare Telephone Ca., 11 C.R.C. 740 (1916); San Joaguin Light and Power Corp.,
16 CR.C. 440 (1919); Southern Sicrras and San Francisco Power Co., 16 CRC. Bas
(1919); Union Home Telephone and Telegraph Co., 18 CR.C. 80 (1920); El Pismo
Water Co,, 29 C.R.C. 261 (1927).

“The Commission does not use the value or cost of propertics as the sole measure
in determining the capitalization but gives consideration to earnings and various other
elements. It will not, for example, permit the issue of securities to acquire a propeity,
equal to the value thercof, if the carnings have not been and apparently will not be
sufficient to mest fixed charges on such securities. To this extent the revenue is a limit-
ing factor!* Amnual Repors 1926-1927, 56,

™16 CR.C. 825, 829 (1919): "I the company cxpects to continue its existence as
an active utility rendering reasonable service to the public and Ffulfilling its obligations
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and continuing as a monopely in the district, it must put itself in such financial condi-
tion as will make possible financing of sufficient magnitude to enlarge its system and
maintain service to mest the demands of the territory it holds itself out to serve. If its
financial structure is such as to make impossible reasonable financing it is its duty to
promptly remedy the same even if this requires drastic action on its part!’

® Annual Report 1912-1913, 174 .

* Pacific Gas and Electric Co., 2 C.R.C. 931, 933 {1913} "As a matter of geperal
policy I am strongly of the belief that public utility corporations should finance addi-
tions and bettcrments both through bonds and stock. In cases in which a corporation
has an unusually large unbonded equity it may be the part’of wisdom to issue bonds
for the full amount of new construction. Where such is not the case, however, and a
merely normal relationship exists between outstanding bonds and the value of the
property, I believe utilities should be encouraged to raise their additional funds partly
from bonds and partly from stock? See Central California Gas Co., 1 C.R.C. 134 {(1912);
Szn José Terminal Ry, Co., 1 CR.C. 708 (1912); San Diego, Riverside and Los Angeles
Ry, Co., 1 CR.C. 888 (1912); Lindsay Home Telephone and Telegraph Ca., 10 CR.C.
715 (1916).

™ Torrance Water, Light & Power Co., 3 C.R.C. 361 (1913): "The public has 3 direct
interest in the capitalization of a public utility corporation. If such a corporation i
conservatively capitalized it makes it possible to obtain money to make extensions,
additions and betterments as they are needed; whereas if the corparation is overbonded
it becomes impossible to use the property of the company as security for sach purposes,
and the public suffers the lack of much needed service!”

% & CR.LC. 776 (1915).
™ Annual Report 1927-1928, 10.
® 30 C.R.C. 411 (1927). Sec also, California Water Service Co., 30 C.R.C. 876 (1927).

* Central California Gas Co,, 1 CR.C. 664 (1912); “Heretofore this Commission has
only allowed issnes of bonds against property in an amount substantially less than the
value of the property, The difference necessary to be added in order to produce the
property should ordinarily be raised from the sale of common stack the holders of
which have no promise implied or otherwise, that they will participate in any amount
of dividends”’ (664) Bonds and preferred stock of par value greater than the value of
the property were allowed because of exceptional circumstances and because much of the
financing took place before the cfective date of the Public Uulities Act.

"5 CR.C. 639, 640 (1914); see also: Santz Barbara Telephone Co., 11 CR.C. 470
(1916); Home Telephone Co. of Covina, 27 CR.C. 179 {1925).

™ Ibid., 642. The commission required: “That any order made be made upon the con-
dition that the present stockholders of this applicant shall supply any deficiency, if such
be found to exist, between the sum of the abligations of this applicant and its preferred
stock on the one hand and the value of its property as it may be determined by the
Commission, on the other hand?’

In San Gorgonio Power Co., 25 CR.C. 484 (1924), it was said: “While it is true that
the dividends on the preferred stock are not a fixed charge, yet it is a fact that many
purchasers of preferred stock belicve or are led to belicve that dividends on such stock
are puaranteed and will be paid without &il)’ (487). But in El Pizmo Water Co., 29
CR.C. 261, 262 (1927), it was definitely stated: *Neither the articles of incorporation
nor any action taken by this Commission guarantees the payment of dividends on pre-
ferred stock!" For other cases on the care taken to safeguard preferred stock, see: Sen
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Joaguin Light and Power Corp., 24 C.R.C. 377 (1924); Western States Gas and Electric
Co., 27 CR.C. 312 (1925); San Joaquin Light and Power Co., 28 CR.C, 864 {1926);
Lor dngeles-Long Beach Despatch Line, 36 CR.C. 754 (1931).

® See: Central California Gas Co., t CR.C. 134 (1912); Sen Jose Terminal Ry. Co.,
1 C.R.C. 708 (1912); Great Western Fower Co,, 2 C.R.C. 296 (1913); Parific Gas and
EBlectric Co., 2 CR.C. 931 (1913); San Dicgo Electric Ry. Co., 5 C.R.C. 517 {1914);
San Francisco-Richkmond Ferry Co., 22 CR.C. 52 (1922).

* 3 CRC. 1057 (1913). See also, Trona Ry. Co., 5 C.R.C. 620 {1gtq); Reorganiza-
J#ion of United Light and Power Co., 6 C.R.C. BoB (1915); Minarcts and Western Ry.
Co. 22 C.R.C. 39 (1923), and 23 C.R.C: 257 (1923).

“ 2 C.R.C. 246 (1915).

®3 C.RC. 24 (1913).

™ 3 C.R.C. 817 (1913).

™ Ibid., BaB.

* See Pacific Gas and Electric Co., § CR.C. 926, 929 (1915): “The cvil in the whole
situation of common stock arises primarily from the par value feature by which a certifi-
cate bears a fixed par value and assumes to represent that par value when, as a matter of
fact, it represents nothing more than a proportional interest in the remaining assets and
profits!’ See footnote 20, supra.

® United Railroads of San Francisce, 2 CR.C. 140 (1913); San Diego Cons. Gas and
Electric Co., 2 CR.C. 264 {(1913); Sar Joaquin Light and Power Co,, 28 CR.C. 864
(1926).

" Thus, in East Bay Water Co., 22 CR.C. 370, 371 (1922), *...the Commission
recited that there was no objcction to the rcf'unding of funded debt through the issue of
stock, provsdcd that the company’s properties were reasonably capitalized. If the capi-
talization is in excess of the reasonable value of the properties, surplus earnings should
b used to pay funded debt and no stock issued to reimburse the treasury because such
earnings were used to mect sinking fund requirements”

™ Northern California Power Co., 1 CR.C, 407 (1912); Oakland, Antioch and East-
ern Railway Company, 4 C.R.C. 142 {1914}, and 5 C.R.C. 117 (1914); Midland Coun-
ties Public Service Corp., 13 CR.C. 321 (1917). In Coast Valleys Gas and Electric Co.,
20 C.R.C. 873, 875-876 (1921), the commission said:

It occurs to me that applicant should refund 2il of its outstanding stock and bring
its capitalization in line with its rate-base plus a proper allowance for non-operative
income producing properties.

“Improper financing, carricd over from the period when this Commission did not
have control aver the issue of stocks and bonds, has resulted in some utilities depending
entircly on borrowed funds or earnings for moneys to pay for additions and betterments.
‘The result has been the payment of high interest rates for loaned capital. The inability
to sell stock is not always due to low earnings on property used and useful in rendering
service to the public, but frequently is caused by the fact that a large amount of stock
is outstanding which does not rest upon any real equity. It is only through refinancing
and the sale of stock that such conditions czn be remedied. It is unfortunate that the
Commission has not sufficient power to take positive action in these matters. I am con-
vinced that antiquated financial structures have seriously handicapped utilities in their
financing and have been a cause in rendering unsatisfactory service to the public?’

But bonds were nuthorized even though overcapitalization existed and earning pros-
pects were unsatisfactory in Somoma Water and Irrigation Co., 36 CR.C. 461 (1031),
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because of the serious service situation which obtained. Public interest was considered
of paramount iportance and funds were urgently needed for reconstruction.

® 20 C.R.C. 799 (1921). See: Santa Monica Bay Home Tel. Co., 21 CR.C. 766
(1922). In Senthern California Telephone Co., 31 CR.C. 255, 258 (1928), the com-
mission said: *. .. the mere fact that in 1921 the applicant executed an instrument pro-
viding for the issuc in 1927 of 7 per cent notes is not in itself sufficient reason for this
Commission to now authorize the issue of the notes!'

®In California and Southern Railway Co., 8 CRC. 36 (191 5:), sales below 8o were
allowed but there was the prospect that the railroad would receive bonuses from settler:
and land companies which would assist in the premotion of the enterprise. Sce also
Federal Telegraph Co., 22 CR.C. 661 (1922); Palm Valley Water Co., 24 CR.C. 615
(1924).

¥ 2 C.R.C. 618 (1913). In Twlare County Power Ca., 2 CR.C. 227 (1913), the com-
mission authorized the sale of bonds at 8o although it felt that 85 should be the mini-
mum price, Conscquently, it ordered the company to raise the balance from stockholders
and to invest that amount in additions or betterments. '

5 C.R.C. 610 (1913).

® 4 C.R.C. 127 (1914). This was an instance of concern doing both 2 utility ard non-
utility business; see infra, pp. 184 £.

™ Ihid., 129: “It must be admitted that a public utility’s ability to raise money when
needed for extensions, additional service, improvements of service, etc., is a matter of
importance to the public, at least that part of the public represented by the patrons of
public utilities. And it must also be admitted that capital stock is a very important assct
which may be sold to raise money for these purposes.

“Obviously, then, to sell stock at less than its market value is to deprive the utility
company by that much of an opportunity to raisc money for the purposes above men-
tioned and to that extent the public is injured”’

1 Southern Counties Gas Co., 32 CR.C. 570 (1929); San Diego Consolidated Gas
Co., 32 CR.C. 573 (1929); Pacific Gas and Electric Co., 32 CR.C. 504 (2929}; South-
ern California Edison Co., 32 C.R.C. 659 (1929).

1% Pacific Gas and Electrie Co., 32 CR.C. 594, 596 (1929). The Southern Counties
Gas Co. and the San Diego Cons. Gas Co, were both subsidiaries of holding companies
which owned practcally all the common stock. The same remarks applied to both
however.

3 Southern California Edison Co., 27 C.R.C. 761 (1926); Pacific Gas and Electric Co.,
29 CR.C. 139 (19326).

% 35 C.R.C. 144 (1930).

¥ Sierra Water Service Co., 38 CR.C. 809 (1933).

12 30 CR.C. 168 (1927).

1 C.RC. 510 (x912). The exchange of securities was alsa illegal because the rail-
way had not received the consent of the commission. See also, Sacramento Valley Elec-
tric Ry. Co,, 1 C.R.C. 389 (1912).

8 Golden Gate Ferry Co., 19 C.R.C. 238, 243, (1921). See also Donsean Transpor-
tation Co., 24 C.R.C. 723 (1924). For other cases objecting to excessive selling costs,
see: Richmond-San Francisco Transportation Ca., 24 CR.C. 257 (1923); Pasadena Elec-
fric Express Co., 26 C.R.C. 568 (1925).

In Consolidated Motor Freight Lines, a7 CR.C. 813 (1926), the commission found



REGULATION OF PUBLIC UTILITY SECURITIES IN CALIFORNIA 215

that the company had paid more in selling commissions and expenses than it had been
authorized to do. “When this Commission grants a utility permission to issue securities
and fixes the terms and conditions under which such securities may be issued and sold,
it expects and must require the officers of the utdlity to comply with its orders, If such
orders ar¢ violated, we believe that they and not the company or its innacent stock-
holders should be required to make restitution? (813) Restitution was ordered and no
new securities were to be issucd until these instructions were complied with.

% 3 CR.C. 980, 983 (1913). See also: San Rafiel and San Anselmo Valley Ry. Co.,
B 3 C.R.C. 874 (1913); Sausalito Incline Ry. Co., 5 CR.C. 448 (t914); Cdlifornia and
Southern Ry. Co., 8 CR.C, 36 (1915); Tidewater and Southern Ry. Co., 12 CR.C.
182 (1917). In Marin County Electrical Rys., 4 CR.C. 8B40, 851-842 (1914), the
commission said: “This Commission has heretofore found that the promoter of a
public utility enterprise is entitled to liberal reward for his service, If the promoter is
entitled to his profit, he must be willing to bear his responsibility. It may often happen
that a promoter risks nothing, and if the stock sale is unsuccessful, the financial loss
falls solely upon those whom his efforts have persuaded to invest. It is proper that the
expense of preliminary organization and of stock selling should be borne at the begin-
ning by the promoter, If the enterprise fails it is his loss, If he succeeds then he is en-
titled to reimbursement either in stock or in cash from the company's funds.’

14 3 C.R.C. 66 (1913); see supra, note 54.

U8 26 C.R.C. 118, 119120 {1925): “The records of the Commission show that it has
repeatedly denied requests for permission to issue stock for control purposes. It has
followed the policy that those who purchase stock and pay cash therefor should control
the affairs of a corporation rather than those who transfer to the corporation in exchange
for stock, intangible property values, such as franchise rights, good will and going con-
carn value. True, heretofore, stock sought to be issued carried a par value, but the mere
fact that stock may be without par value, does not alter the situation. In the present
instance, the end sought through the issue of no par stock, is control of the corporation.
George R Schneider, as said, though furnishing less than 20 per ceat of the tangible
capital, is to be given control. I believe that the policy of the Commission not to author-
ize the issue of stock for control purposes is sound and have no intention to recommend
a departure therefrom in this proceeding?’ Sce also, Public Usilities Storage Co., 27 CR.C.
539 (1926). In Cdlifornia-Oregon Power Co,, 36 C.R.C. 717 (1931), the commission
refused an application to issue no-par common stock at $25 because the preferred had
a par of $100 and each share had one vote. The granting of the request would have
vested contrel in the common stockholders whe had contributed the smallest part of
the investment.

M Annual Report 1915-1916, 1, 107.

™ Big Four Electric Ry. Co., 2 CR.C. 546 (1913).

8 4 C.R.C. 874 (1913). Sec also Marin County Electric Rys., 4 CR.C. B40 (1914).

W e CRC. 613 (1914).

.6 C.R.C. 8o: (1925). Scc also, Sam Jodguin Compress and Warchouse Co., 26
C.R.C. Bos {1925). On the same grounds the commission refused to allow the Pittsburg-
Sacramento Auso Ferry Co., 22 C.R.C. 355 (1932}, to require notes for deferred pay-
ments on subscriptions.

W a1 C.R.C. 468 (1g92a).

=+ C.R.C. 167 (ig13).
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1 “Before the Public Utilities Act was drawn, one of the members of the Public
Service Commission of New York drew attention to the fact that under a similar pro-
vision in the public service commission law of New York, some utilities were giving
notes for periods of less than twelve months and then refunding these notes by means
of other notes also runnmg less than twelve months with the result that in this way
their financial operations were being taken out from the jurisdiction of the Commis-
sion’ 1bid., 169.

™ 1bid,, 169,

1% See, People’s Water Co., 3 CR.C. 448 (1913); Southern Counties Gas Co., - 1
C.XR.C. 106 (1920).

™ ¢ CRC. 177 (1914). In San Diego Home Telephone Co., 3 C.R.C. 856 (1913),
application was made to issue notes to be secured by bonds due serially from one to five
years. The bonds were to be pledged in a 3 to 1 ratio. “This Commission has never
authorized the pledging of bonds in so large a ratio and I can not believe that it is
necessary it this case. Bonds in the ratio of 2 to 1 will give the lenders on the notes
ample security! {859) |

W Pucific Gas and Electric Co., 3 CR.C. 382 (1913); Tidare Home Tdep&.aue and
Telegraph Co., 4 CR.C. 621 (1914).

8 United Railroads of San Francisco, 9 C.R.C. 40, 42 (1916); “As the interest cou-
pons which United Railroads of San Francisco, attached to the bonds of Ferrics and Cliff
House Railway Company are clearly promises to pay interest, they constitute ‘notes’
and ‘evidences of indebtedness] as those words are used in section 52 of the Public
Utilitics Act. Hence, in so far as such interest coupons were payable at periods of more
than twelve months after the date of their issue, this Commission’s autherity for the
issue thereof should have been secured:’

2 C.R.C. 124 (1913).

™ See also, Farmers’ Warchouse Co,,' 3 C.RC. 661 (1913); Griffin Transfer and
Storage Co., 3 C.R.C. 977 (1913); Standzrd Odl Co., 4 C.R.C. 127 (1914); Southern
Pacific Milling Co., 5 CR.C. 630 (1914); Modcsto Farmers Union, 13 CR.C. 233
(1917); Security Wholesale Cold Storage Co., 17 CR.C. 584 (1919); Western States
Warchouse Corp., 19 CR.C. 527 (1921).

W rr C.R.C. 888.

8. Clay Needham, 8 CR.C. 403 (1915). See also, Laguna Heights Water System,
18 C.R.C. 116 (1920},

In its order the commission usually includes some provision such as the following:
““The order hercin will require applicant to file with the railroad commission & stipu-
lation duly authorized by its board of directors agreeing that it, its successors and
assigns, will never ask the Railroed Commission, or any other public body having
jurisdiction, to include in a rate-base such an amount of the proceeds realized from the
stock herein authorized as may be expended for nonpublic utility property or pur-
poses?’ Northern California Wool Warchouse Co., 19 CR.C. 593, 594 (1921). See :lso.
Butte Meadows Tel. and Tel, Co., 28 C.R.C. 304 (1926).

25 CRC. 231 (1924).

¥ When the Public Utilities Act was first passed, refunding of this nature was limited
o expenditures made within five years next prior to the filing of the application. This
time limit was removed in 1915.
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iy C.R.C. 422, 427 (1912). "It should be distinctly understood that this Commis-
sion does not in its decision on this application commit itself to the extent that it will
necessarily authorize the capitzlization of moneys spent from income whenever the
fact of such expenditure for the purposes authorized by law is shown. The Public Utili-
tics Act gives the Commission in this regard a wide discretionary power. The Commis-
sion will on such applications always take into consideration the amount of capital
stock and of bonds, notes or other cvidence of indcbtedness already outstanding and
will in cach case determine on the facts of that case whether, in view of all the facts,
.including particularly, the amount of stock and securities alrendy outstanding, the
additional capitalization prayed for should be permitted:’

1% 29 C.R.C. 158, 161 (1926). See, Pacific Gas and Electric Co., 21 C.R.C. 268 (1922);
Pacific Tel. and Tel. Co., 21 C.R.C. 522 (1922); Key System Transit Co., 29 CR.C.
33 (1926).

W Sawrtelle Water Co., 4 CRC. 723, 734 (1914): “An application for reimburse-
ment must be substantiated by proper showing that such moncy has been earned and
thereafter invested for purposes properly chargeable to capital account’’ See also, Sam
Joaquin Light and Power Co,, 16 C.R.C. 885 (1919); San Diego Consolidated Gas and
Electric Co., 27 CR.C. 678 (1926); San Joaquin Light and Power Co., 28 CR.C, 864
(1926),

W Pomona Velley Tel: and Tel. Union, 21 CR.C. 367 (1922); Wiimi;lgiou Transpor-
tation Co., 24 C.R.C. 407 (1924); Associated Telephone Co., 26 C.R.C. 514 {1925).

I Western States Gas and Electric Co., :7 C.R.C. 917 (1920); Great Western Power
Co., 18 CR.C. 654 (1920).

M Compbell Water Co., 3 C.R.C. 863 (1913). In Aute Transit Co., 25 CR.C, 184,
187 (1924), it was stated: “The Commission under the Public Utilities Act has no
power to authorize the issue of stock for the purpose of paying a stock dividend. It can,
however, upon proper showing authorize the issue of stock for the purpose of reim-
bursing the company's treasury because of carnings invested in the properties and
business of the company and if such order is made the company thereafter can distribute
the stock as a stock dividend!' See also, San Diego Consolidated Gas and Electric Co.,
27 CR.C. 678 (1926).

12 Campbell Water Co., 4 C.R.C. 961 (1914). The amount of the surplus was deter-
mined by valuation of the property.

M gnnual Report 1923-1924, 59; Valley Narural Gas Co., 14 C.R.C. 798 (r917);
Truckee Light and Power Corp., 24 CR.C. 385 (1924).

8 Purific Gas and Electric Co., 6 CR.C. 926 (1915); Valley Natural Gas Co., 14
C.R.C. 798 {1917); Southern Countics Gas Co., 22 C.R.C, 740 (1922).

"While I recognize that the relation of a corporation’s assets to its capitalization may
be such as to make it relatively unimportant whether sinking funds reserves be atlowed
to remain in surplus, T am convinced that, as has heretofore been shown, the relation of
applicant's assets to its capitalization at this time is such as to make it improper that it
thould set aside sinking Funds reserves which are designed to reduce capitalization as
compared to assets, and at the same time allow these reserves to appear in surplus out
of which dividends will be declared, thus in effect, nullifying the benefits by way of
decreased capitlization which would result if the money represented by the dividends
had been allowed to remain in assets!’ Pecific Gas and Electric Co., g C.R.C. 492, 408~
499 (1916).
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¥ 25 CR.C, 858, 860 (1923), Similarly in Redondo Home Telephone Co., 26 CR.C.
1, 4 (1925): “An issue of stock for the purpose of paying a dividend is limited by the
amount of money not cbtained from the issue of stock, bonds or other evidences of
indebtedness expended for the purposes mentioned in section 52 of the Public Utilities
Act, and by the amount of unappropriated corporate surplus?’ See also, California
Transit Co,, 21 CR.C, 211 (1922).

' Redondo Home Telephone Co., 26 CR.C. 1 (1925); San Dicgo Consolidated Gas
and Electric Co., 27 C.R.C. 678 (1926).

2 Ojai Power Co., 26 C.R.C. 756 (1925). ) {
" Coast Valleys Gas and Electric, 1 C.R.C. 839 (1912), and 1 C.R.C. 1016 (1912).

"8 Palley Fuel and Gas Co. et al, 2 C.R.C. 589 (1913); Cloverdale Light and Power
Co., z C.R.C. 1002 (1913); Livermore Water and Power Co., 2 CR.C. 618 (1013);
San Joagquin Valley Farm Lands, 4 CR.C. 375 (1014); Hughson Water Co., 5 CR.C.
251 (1914); Santa Barbara Telepkone Co., 11 C.R.C. 470 (1916); Pacific Public Service
Corp. 14 CR.C. 53 {(1917); New Freeport Telephone and Telegraph Co., 14 CR.C.
729 (1017); Santa Barbara Gas and Electric Co., 16 C.R.C. 799 (1919).

* Tulare County Power Co., 7 CR.C. 703 (1915). San Dirgo Consalidated Gas and
Electric Co., 10 CR.C. 230 (1916).

™ For comsolidation cascs involving valuation sce: Pacific Gas and Electric Co. and
Western States Gas and Electric Co., 22 C.R.C, 736 (1922); Califernia-Nevada Stages,
26 C.R.C. 259 (x925); Peerless Stages, Inc,, 30 C.R.C. 346 (1927); Los Angeles County
Water Works, 30 CR.C. 377 (1927); California Water Service Co., 30 C.R.C. 876
(1927); Santa Crux Usilities Co., 31 C.R.C. 32 (1928); Tuolumne County Electric Power
and Light Co., 31 CR.C. 189 (1928); Cdlifornia Water Service Co., 31 CR.C. 327
(x928); Great Western Power Co., 31 CR.C. 718 (1928); Sonth Gas Co., 33 CR.C. 52
(1929); Hollister Water Co., 33 C.R.C. 345 (1929); Francis Land and Water Co., 33
C.R.C. 560 {1939}; Santa Rosa Water Works Co., 35 C.R.C. 766 (1931); Sicrra Water
Skrviee Co., 38 C.R.C. 809 (1933). .

¥ 36 CR.C. 79 (1919). The opposite of this situation was presented in application
for consolidation by Sacramento Northern Railroad, et al., 20 CR.AC, 679 (19ar). Inter-
venors in this case objected to the application on the ground, among others, that the
price offered for the properties was such that the transfer would resuit in actual or implied
fraud upon the rights of the stockholders and bondholders who had not deposited
their securities. The commission stated that it had announced on several occasions that
it did not have sufficient jurisdiction to determine charges of fraud and that these would
have to be adjudicated in the courts. It pointed out also that g7 per cent of the stock-
holders and 98 per cent of the bondholders had deposited their securities and that the

' consolidation was in the public interest. The application was granted. Sce also, Western
Facific Railroad Co., 12 C.R.C. 624 (1917).

W See alsa, Livermore Water and Power Co., 2 CR.C. 618 (x913); Cdlifornia and
Oregon Telegraph Co., 4 CR.C. 168 (1914); San Diego Cansolidated Gas and Electric
Co., 10 C.R.C. 230 (1916); San Dicgo Consolidated Gas and Electric Co., 13 C.R.C. 481
(1917); Pacific Public Service Corp., 14 CR.C. 53 (1917); San Diego Consolidated Gas
and Electric Co., 21 C.R.C. 858 (1922), and 22 C.R.C. 167 (1923); Tuclomne County
Electric Power and Light Co., 31 C.R.C. 189 (1928); California Water Service Co., 31
C.R.C. 327 (1928); Great Western Power Co., 3t CR.C. 718 (1928).

1® South Coast Gas Co., 33 C.R.C. 53, 55 (1929).
M 36 C.R.C. 433, 439 (1931).
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33 San Diego Cons. Gas and Electric Co., 10 CR.C. 230 (1916); Tuolomne Electric
Power and Light Co., 3t C.R.C. 189 (1928); Southern California Edison Ca., 31 C.R.C.
263 (1928); California Waier Service Co., 31 CR.C, 327 (1028); Parific Gas and Elec-
tric Co,, 34 C.R.C, 814 (1930); San Diego Cons, Gas and Electric Co., 35 CR.C. 366
(1930} ,

W Sante Barbara Telcphone Co., 11 CR.C. 470 (1916). Scc: Riverside Home Tele-
phone and Telegraph Co., 11 CR.C. 922 (1916); Pacific Gas and Eleciric Co., and
Western States Gas and Electric Co., 22 CR.C. 736 (1922).

I 3 C.R.C. 1002 {1913).
’:'13 C.R.C. 262 (1917).

= Southern California Telephone Co,, 11 CRC. 806, 851 (1916): “The general
pubtic, however, is not so much interested in the amount of securities which will be
issued to the Home Company and the Pacific Company, respectively, as in the toral
amount of securities issued by the Southern company, on which it will hereafter expect
to carn interest and dividends. If the total amount of securities to be issued by the
Southern comnpany is not unfairly high, the general public is not so much interested in
the divition of these securities as between the Home company and the Pacific company,
or in the question as to which of these companies has driven the better bargain’

In reality this amounted to writing the excess out of surplus since the Pacific Tele-
phone owned the Southern Telephone Company. However, the autharities have pointed
out that in an application of one utility to acquire by exchange outstanding stock of
other utilities any action that they or the applicant may take in the matter is not com-
pulsory, and any holders of stock not desiring to accept the offer of exchange may
.continue the ownership of stock held by them. Pacific Gas and Electric Co., 30 CR.C,
756 (r927).

1% S$anta Barbara Gas and Eleciric Co., 16 CR.C. 799, 806 (1919},

% Yalley Gas and Fuel Co., 2 CRC. 589, 592 (1913); also, Livermore Water and
Power Co., 2 CR.C. 618 (1913). In view of the arguments advanced by utility attor-
neys in rate cases, it is no wonder that the authorities are wary.

¥ Pacific Public Service Corporation, 14 C.R.C. 53 (1917). The Commission “is
firmly convinced that its policy of limiting security issues to the actual cost of the prop-
erties, allowing the present land value, due consideration being given to carning rather
than the sale price of such properties, is sound and in the interest of both the pur-
chaser of public utility securities and the patron of the utility.” Annnal Reporr 1927-
1928, 10, See also Annnal Report 1926—1927, 56.

M Tulare County Posver Co., 73 CR.C. 703 (1515); San Diego Cons. Gas and Electric
Co., 10 C.R.C. 230 (1916); Sansa Barbara Telcphone Co., 11 CR.C. 470 (1916).

™ 11 C.R.C. Bo6 {1916). Of course, this order applied only with respect to a request
for increased rates resulting from the conditions of the consolidation.

1% 24 C.R.C. 661, 670 (1930), On the contrary, demands for rate reductions, as a
condition of consolidation, or protests that consolidations would lead to an increase in
rates are deemed inappropriate in financial procecdings because they belong to rate
cases. See Pacific Gas and Electric Co., 21 C.R.C. 268 (1922); Los Angeles Water Service
Co., et al., a8 C.R.C. 403 (19a6).

W CRC. 507 (1915); see also Citrus Belt Gas Co., 3 CR.C. 725 (1913). Sam Fran-
cisco-Oakland Terminal Rys,, 24 CR.C. 231 (1923).
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% Ybid, 610. In connection with finding the value the commission also said: “With
ordinary commercial property a value may be arrived at by considering the earning
power of such property and capitalizing the same, but the earning power is fixed by
the same body, the Railroad Commission, which fixes and determines the value of the
plant, and in determining the earning power of the plant, the value of the plant must
be taken into consideration. Hence the value of the plant must first be established and
upon this valuation rates are fixed which determine the earning power of the plant”
(606) .

™24 CR.C. 231 (1923).

1% 28 C.R.C. 419, 420 (1926): “We do not believe that ‘the capitalization of the
properties should be based on prices prevailing on December 31, 1925, or on any other
particular date. Capitalization should be based on cost of the properties. It is of record,
however, that the original cost of the properties is not available. We are of the opinion
that a valuation of this property based on the 1914 price level plus the cost of additions
and betterments, the increase in land values and the current assets afford a sounder
basis for the issuc of stock than a valuation of today, based on present prices:

™2 CR.C. 725 (1913).

¥ Los Angeles Railway Corp., and City Railway Co., 6 C.R.C. 272 (1915); People’s
Water Co., g C.R.C. 447 (1916). Tropico City Water Co,, 12 CR.C. 174 (1957); Oak-
land and Antioch Ry., et al., 16 CR.C. ggo (1918).

e C.RC. 808 (xo15).

1o C.RC. 438 {1916). See also: Midway Gar Co., 7 CR.C. 246 (1915), and
8 CR.C. 9 (1915); United Rys. of San Francisco, 19 CR.C. 180 (1920); California-
Oregon Power Co., 19 C.R.C. 447 (1921); San Francisco-Oakland Terminal Rys., 24
CRC. 231 (1923).

™ People’s Water Co., 7 C.RC. 597, 616 (1915). This company did not go through
foreclosure. The commission’s attitude on this score has been very salutory and has given
it virtually complete control over the reorganization situation. See also, Union Home
Tel. and Tel. Co., et al., 19 C.R.C. 436 (1921}, In Central Counties Gas Co., 25 C.R.C.
489 (1924) (not a reorganization case), the commission objected to a bond indenture
which excluded recourse, for the payment of principal or interest, against the incor-
porators, stockholders, directors, or officers. Objection was also registered against a
clause by which the bond house sought the special privilege of examining the books.
It was felt that the ordinary provisions were quite adequate. This, of course, was at
the time when proportional liability obtained in California. This particular question is,
apparently, only of academic interest now,

™ Peaple’s Water Co., 9 C.R.C. 447 (1016); Northern Electric Railway Co., 15
C.R.C. 747 (1918). In San Francisco-Oakland Terminal Rys., 24 CR.C. 231 (1923), the
commission frowned upon the establishment of a voting trust and would not compel
the stockholders to deposit their stock. It afso would not “direct that the bondholders
be given a voice in the management of the properties’ Neverthcless, approval was
given provided the matter was handled voluntarily. (248) Sce Fresno-Hanford and Sum-
mit Lake Interurban Ry. Co., 3 CR.C. 687 (1913), for a similar position in ordinary
financing.

W10 C.R.C. 563, 568-569 (1916). The remarks deserve to be quoted in their en-
tirety:

“It seems to be entirely too usual when a railroad or other udlity passes through
reccivership, for everybody connected therewith, the lawyers, the bankers, the re-
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organizers, the officers of committres and the special masters, to regard the unformnate
corparation as legitimate prey for the most exorbitant claims——claims which would
pever be presented by a rational person, for services of the same value, to a going con-
cern. Why services of this character should be deemed so much more valuable when
performed for a bankrupt concern than for a going concern is difficult to understand.

“Among the most extravagant of the claims presented in the federal court are, of
course, the claims for various counsel fees. Fees amounting to five times the entire salary
roll of the legal department in San Francisco prior to the receivership, are demanded

_ by the counsel for the receivers, and fees amounting to three times the annual salaries of

e entire San Francisco legal department [of the company) are demanded by the coun-
sel for the Equitable Trust Company of New York. The claims would, of colirse, never
be*presented except in the case of a receivership. ...

“It is significant to draw attention to the fact that for the simple service performed
by the special master, he is to receive 2 compensation within $1,000 of the annual salary
of the members of the Supreme Court of the State of California.

“The history of this and similar receivership proceedings from one end of the United
States to the other prompts us to suggest that the time has come for a complete change
in the handling of such proceedings. Instead of having such proceedings handled
by special attorneys, special experts and special officials of various kinds, all claiming
extravagant compensation, they could be handled far more cconomically and generally
more efficiently through the Interstate Commerce Commission in case of federal re-
ceiverships, and through the state railroads or public service commissions in case of
state receiverships of public utility properties, These commissions have available im-
partial experts, trained in every branch of public utility business. With the necessary
changes in the laws, the Comumissioners and their experts could handle receivership
matters more expeditiously, generally more efficiently and always at tremendously less
expense than the present court proceedings.’

M Annual Report 1918-1919, 100,

Mo CRC. 438 (1916). The proceeds of part of the authorized bond issue were
to be used for the following purposes:

“To pay the distributive shares of non-assenting bondholders, underwriting commis-
sion, expense of foreclosure and reorganizatio, including court costs, compensation and
allowances of the receivers and their counsel, the mortgage, taxes on the creation and
issue of new securities, compensation and expenses of the protective and reorganization
committees, their depositaries and counsel, fees of engineering, accounting and other
experts, engraving, printing and miscellancous requirements, oot to exceed the sum
of $2,000,000" {468)

In a supplemental opinion, 10 C.R.C. 563 (1916), this was reaffirmed, but it was
stated that any additional items would have to be borne in some other way.

I Reorganization of Prople’s Water Co., 12 CR.C. 323, 327 (1917). See also: Pesa-
luma and Santa Rosa Ry. Co., 15 CR.C, 1079 (1918); Qakland and Antioch Ry., 16
C.R.C. g60 (1919); Sam Francisco-Oakland Terminal Rys., 24 C.R.C. 231 (1923).

™ 2 C.R.C. Soa {(1913). See also, Sonthern Pacific Co., 4 CR.C. 191 (1914).

* Southern Pacific Company, 3 CR.C. 562 (1913). See also: Southern Pacific Co.,
18 CR.C. 365 (1020); Los Angeles and Salt Lake Railroad Co., 13 C.R.C. 119 (1917).
In the last-named case the larger part of the money derived from the issue was to be
spent on conbstruction in California although the railroad was part of an interstate line.
A careful analysis was made of this part of the application.

28 CR.C. 262 (1926).
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1% 23 C.R.C. 903 (x023). See also, California-Oregon Power Co., 30 CR.C. 2 (1927),
an application for consolidation, In another application of the same company, 36 C.R.C.
717 (1931), in which request was made to refund indebtedness and to sell common
stock without par value, the commission made a thorough cxamination and refused
the request on common stock because the granting of it would prejudice the control by
preferred stockholders who had made the larger investment.

3o CR.C. 851 (x1928).

¥5 See: San Diego Cons. Gas & Blectric Co., 2 CR.C. 264 (:9:5); Econoemic Gas Co.,
3 C.R.C. 66 (1913); San Dicgo Electrie Ry. Co., 5 C.R.C. 517 (1914); San Dicgo Cons.
Gas & Electric Co., 5 CR.C. 724 (1914); Central California Gaé Co., 7 CR.C. 67 {1915),
and ¢ CR.C. 62 (1916); Pacific Gas and Electric Co., 9 C.R.C. 492 (1916); Hanford
Gas & Power Co,, 12 CR.C. 135 (1616); Coast Valleys Gas & Electric Co., 20 CR.C.
873 (1921). .

™ Sec: United Railways Co., 4 CRC. 1124 (1914), 6 CR.C. 961 (1915), and 8
C.R.C. 693 (1915).

™" See Austin, J. A., Stock Without Par Value, Scnate Document 92, part 73-A, 7oth
Congress, 1st Session, 83 ff.

™ See Jones & Bigham, Principles of Public Usilities, 274 [; Pegrum D. E, op. «it.,
148; Pegrum, D, E, “Legal vs. Economic Principles in Valuation;' Jewr. Land & Pub. Util.
Econ., 6:127-135 (May, 1930); 235-240 {August, 1930).



