Decisidn‘ﬁo. e

BEFORE 95 RAILROAD COMMISSION OF THE SMATE OF CATIPORNIL

ot TN rasery uo‘s‘oao - -
5y ON HOREEE

In the matter of the application of Central
Celifornia Gas Compsny for ax order anthori-
zing the issue by sald compery of bonds of
the face value of 8,000 and commor capital
stock of the per veluwe of $8,800: also order Application
0f the sale of said gsecurities for the pur-

pose of defraying the cost of additions to

ite plant and distriduting systeus.

In, the metter of the epplication of Central
Californias Gas Coumpany for en order authori-

}
)
)
)
suthorizing =nid company to unse the proceeds % Yoo 1427
)
)
)
)
)

g the izauance 0f bonds o0f the fLace value / .
of $6,000 and common capital stock of the par) Lpplication
valune of £3,250 and suthorizing use of the ) ¥o. 1520
proceeds £rom the sele of seid securities for)
cexrtain specified purpoces. }

In the matter of the application of Central )
California Gas Compeny for authority to isame) :
Yords of the fece velue of £26,000 and common) Application
stock of the psr value of 514,500, or in lieuw) No., 1548
of suck issuence 0f ss=id bondes and stock seid)
compeny mey &t its option issue its preferred)
stoek of tho face value of $43,750. )

Sloyd S. Aékézm&n Lor applicant.
EDGERTON, chm;ssioner;

PINLIOX

There are here undor‘cdnsidération throc applicatiors
by Certral Californis Ges Cbmpany. Tnder A@plication No. 1427
an order haé hezetoforé\been made'granting a part of thisuapplicaQ
tién, Tris spplication, together with Application No. 1520 and
- Application No. 1543 wes set down fLor hearing suﬁééquently qndiitv
now'becomes.neceséary %o finally consider and”passlupon ali.tﬁrée’
" of these epplicetions. e
' In Application No. 1427, authorization was-sought'tortgc
 fecue %8,0ooff££st mortgege bonds and §8,800 per valﬁe‘o£ $tock. 
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Undexr tirls application an order was made suthorizing the issue
of $8,000 Zirst mortgage bonds. The rest of the spplication for

the iscsuanco of stoek was 2eld insboyance pending o further in-

vestigetion due to cortain irregularitios disclozod in the finsncisal

mevtrode exployed by the gpplicant. '

The lszt mentioned order was made December 15, 1914, and
immediately theresfier the stock and bond dopertment, the suditing
department and the ongineering department recommended, in view ot
the discovery of these irregularities, thet a coxplete Lnvestige-
tion bo made of the affairs of this company and such investigation
res been continuihg ever since.

In Lpplication Fo. 1520 authorization 4is sought to issue
vords In the fzce velue of 6,000 end common stock of the par .
value of $3,250. Under fLpplication No. 1543 suthorization is
sought to issue bonds of the f£ace veluo of $26,000 end 145 shares
of common ztock of the par velue of $14,500, or in liew of the
above, authorization o isgua‘preferred stock o% a‘pai-value of
$43,750. |

Prouw time to time, 2%t intervals, applicant hss received
Zrom tvris Commission authorizetion to issue stocks and boxzds.
Under the orders of this Coﬁmission, and beginning with the pur-
chazo of‘existing and oﬁera:ing planté et Porterville ana'VESalia, 
this compeny hos built wp & gas generating an& distriduting systeé
in Tulare Couxty of considerabie extent.

A% the hearing heroin the engineers of this Commission
presented ﬁn estimate of reproducing new tho physical elemexnts ot
property besed wpon sll of the information then obtainsble, waich
estinate was very materlislly lesc than the amount cleimed by the
president of spplicant to have been spent in acquiring snd con-~
structing the proverty. | |

Boezuse of this marked discropancy, and for the further .

resson tzat the au&iting depertment of the Commizsion had called'
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attentior to thé comdition oL the accomnts of applicant’s books
end to several'apparentlj dubions trensections engaged in by the
pregident of this comperny with relation to its £inances, it wes
determined +o make a.complete:investigation of the properties o%
gpplicant snd of all of Its accbunts.

This careful end painstaiking investigetion is now ¢om~
rleted. It haos comsumed several months”™ time of g aumber of
~he Commizsion's experts snd hes necessarily delayed e determina=
tion of +the applications hexein.

ot coﬁrse, the Commission was in no wise bommd to
mpe this exheustive invostigat;on ag -the burden of nmaking
sufficiont showing to justify the issuance of the securitios
asked for; was upon applicant. However, it was dotermined to
meke & thorough investigation s0 that no injustice would be
done this corporation, ite stockholderz or vaetrons.

The investigation of the engincers and of the auditor of
this Commission hae boen made first to determine from applidant's
own books of account and date the zeiuwal cost of its proverties and
the condition of its finsnces. In addition, and separately, the
enginoers have produced s careful esitimete of whet 1% would.cést
to reproduce this plent new, taking the Porterville end Vicelis
piants at the cost set up in applicant’s books, and dedueting there~

2rom the proporsy listed as boing ecquirod with ssid plants and which
| tae COmmission'a ongineerz, aftor & most careful investigation, have
beer uneble to find. | |

On the firet branch of thic investigation tho emglneers
heve considored evory vouchker, numbering soversal thousand, with‘
the result thet meny irregularitics #re digelozed by the comvany’'s
bboks.

LApplicent was authorizé& in the variouz orders of this
Commission to sell or exchange for vroperty, stocks and bbnds to'

‘met a totel of §367,778 cash snd property of & roported velue of
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$47,349, and thic amount was reported under oath by Mr. FOrnéy,
president of applicant, to the Commission as having bdeen received
ané expended for plant.

In addifion to the sbove amount, applicant claims to
rave expended $17,429.74 for which ita treasury has not been_éé-
imbursed by‘the sale of ‘securities.

After a most careful investigation by our enginéers
they have beer unable to find parts of the Visalia and Portexrville
plant taken ovei complete, which parts, at the price alleged to‘
have been paid, smount to $19,904.48, exclusive of property known to

have been abandoned.

Mr. Formey, president of applicant, about the time ol the

organization of Central Califoraia Gas Company, applicant herein,
organized a construction company called the “General Operating and
Construction Company", either entirely ox largely é%ned by himself.
Under oath Mr. Forney stated to the Commissior that he could produce
planf for Central California Gas Company cheaper by having the
Constructior Company comstruct this plant and turn it over to -
she Gas Company. Under a contract with the Construction Company
the sum of $106,485 was éaid‘by the Gas Coﬁpany to the Comstruction
Company for a portion of the transmiscion and disfrtbution systen.

on the 12th day of July, 1913, the Comuission made aa
order in Application No. 606, and in the opinion preceling this
order, the following statement is made:

| “It is evident “hat Xr. Forney has

uced his position in both of these com-

nanies to reap for the CGeneral Operating

and Consiruction Company undue prolit out

of +his work at the expense of the Central

California Gas Company.” '

It was determined at thast time that a profit of ap-
proximately 15,000 had been made Ey the Conztruction Company out
of work done for Central Californis Gas Conmpany, bu% & more ex-

tended investigation has been made of the bookes of account, vouchers
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and date 07 tho Comstructior Company, with the result thet it is
shown that.out o $106,485 the Conétruction Company made 2 profit
02 $33,859.47, or, in other:WSfds; for a part of the tranémission
and distribution szyztem, costing Mr. Forney, operating ss the
Cénstruction Company, 572,625.5%3, the Gas Company, of which Mr.
Torrey islpre sident,’ pai& the Conztruction Company a profit of
$23,859.47, wmaking & total cost %o the Gas Company of this
property of $106,485.  Eithor Mr. Fornmey grossly feceived thic
Commiszion fn stating that he could operate cheaply through the
Construction Compeny, or ho must Justify the payment of & profit
%0 bimsel? 0% 46.6 per cont on the cost of the work.  This cost
of $72,625.5% iz arrived 2t efter sllowing kx. Formey or hiz Conm-
struction Compexny the bemefit of every dombvt in the asccounts as
shown by hic books and also includes an allowance to Mr. Forney
of & selery 0% $350 & month and expenszes of $150 o month for four
months.

Mr. Forzey's Construction Company’s books show & book
éntry of profit of £9,830.92. In & letter of tho COﬁmiss;on
datod Jenuary 24, 1914, Lr. Formey's aptentiop wag called to thoi
fact thet the books of his Construction Company showed 2 large
differonce between %the cost to 1t of the properiy contrected for
by Central Celifornmis Ges Company‘and the money pesid taerefor
by the latter compsny, oven allowing a profit of £9,830.92.

Yr. Foyney offored the explenstion that & contract had beon umade
between the Construction Compary and oxne W. H. Brown, by_which
Brown was t0 be paid the same compensation for comstructing &

patt 02 the trencmissiorn line and distributing cyztem 25 had been
ggrecd %0 be paid by Coxtral Californis Ges Company to t1o Cén-
struction Company; <that Brown hed completed opproximately one-hels
o% thic work when he fell Z11 and o settlement was made with kim
b7 the Conztruction Compeny whoreby he was pa;d‘$25;070;80; and

that therezfter the Construction Company completed the work of fin~




stzlling & pert of the tronsmission lino snd distriduting systen,
charging therefor the seme price ss was provided im the dgreemehx
with Central Californis Gas Companye.

| I cammot sccept thic explanation of Ur. Forney becsusge

it £3 entirely wncupported by evidence. Furthormore, it appears
Prom the books of his Construction Company that paymont was made
by the Construction Compeny to other narties for the 1dentical
work which Foruney elleges was done by Brown and for waich Forzey
eleims %o have psid Brown the £25,070.80, referred to above.
Turthernore, thore is no voucher nor roceipt of eny kind to support
this'allogo& payment to Browan, nor iz there any writton.ovidonce '
of & contract with Browm. Iir. Brown is dead, ard notwithstending
+he refusal of Mr. Forney to disclose to the employees‘of this Com-
mission the wheresbouts of his widew, sfter concidorsble effort -
she hae been located and che ststes positively that Mr. Browa
rever received for his work for tho Oporating Comnany in excess

of $1,500.

It gppears thst spplicant nas sctually end properly
oxponied Lor thic pert of the transmission mein snd dlstributing
plant not in excesc of %72,625.53 and if complaint is made by
avplicsat on the score thet thic results in o 1oss to them of
the difference between 3106,485,' waick 1t paid to the Conztruction
Compeny for this property, axd the $72,625.53 which is the maximuxm
that this property cost, wé can ozly suggest that 1t recover tbis
money Lrom The person ﬁho iz responzible fér its diversion.

The accountv of applicant are in such condition that
it s imbo ible 1o dotermine with any accuracy'whar money was
expendod proncﬁgy chargeablcvuo plant or capital account because
the vouckers skow total expenditures.for a number of Ltems, gome
0 wiieh are not »roperly caﬁital 1tems. Therefore, in ordoer 1o

sarrive at & cozelusion &5 to waat this plent cost, it has Yoon

necessary o meke & segregation and anaiysis 02 charges, soperating
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the expendivtures 20 as tb distinguisn between operating eX-
penditures and capital expenditurez. In the majority of instances
even this was impossitle and resort was had to. an eauimate-from
the vouchers obtainable of tue cost of conetructing portions of
the plant. The engineers of this Commission allowed the full
price paid for the Portexville and Visalia plants, ut dedncted
from this price an amount represeating property allegéd to have
veen acquired with sald plants a8 a patt thereoffwhich they
were unable to Lind.

The follow;ng table shows the regulte arrived at by
our engineera withk refe.ence to construction work done by the

Gas Company itselfl as compared with the claine of the company:

C.R.C. Difference

Srm——

Comvany

Material
Laber
Yaterial & Labvoer

Sub~=Total

$43,921.93
11,230.64
1,879.73

$57,032.32

450,530.34

28,611.5%

1,182.53

% 6,608.4).

17,330.91
- 697.22

$80,324.42 $23,292.10
Freight - 1,73%.66
Hnuling 177.39
Indirect. Charge & Overhead 7,836.02
Questionable 3,043.01
0perax;on & Appliances 1,397.27
Error 133.05

Total

1,785.05%
1,093.82
7,585.68

53.39
149.66

$28,984.91

Tha: irregularities may easily arise in the'conduct of:
the financial affairs of this corporation is apparent from the
system wahich has bdeen employed. Mr. Formey acts iz the various
capacifies of péésident, engineer and auditor. Under this
syeten lx. Foraney, af president, may authorize that a certaiz
piece of WOrk,be done, as engineer he estimates the cozt thereo?,
as president be approves his own estimate, and as auditor he
approvéz the disbursements. In this woy the financial
suthority is centered in one individual witkout the usual and

proper check that oréinary business Judgment would dictate.




L complete invesiigation by the auwditor of this Cdﬁ-
mission 0f the accounte, vouchers end other data of applicant
discloses that whoreas applicant clalms a surplus of $611.19 on
Docomber 3L, 1914, im reality it hed s Geficit of$1¢,755,41.

L fictitious surpluc hes been bulli up 22 hereiﬁafter
gpecified in detall by concesling & cortein emount of operating
expenses wkich rgﬁults.in & false statement of surplus.

Dividends have been psaid out reguiarly-and it iz probvabdle
+hat ip order to get the cash in surplug out of wilck té-pay~theée
dividgnds, epplicant hos used moneys derived from the’é&le‘of stocks
2nd bonds whick the Commiszion had ordered 1o be ﬁsed for capital
PRETPOSOS. ' | |

A portibn of the recuest of thesce abplications is fhﬁf
troasury be reimbursed for cgpital ekpenditures, at 1% ie obvious
that the real, vut concesaled, purpose is to obtain money in tho
trossury out of which %0 pay the opersting expenses and to reimburse
<he compary for the money:s palid out in dividonds.

Maere are cortain items of oporating expenzo apd inlerest
applicable to the yeer 1914 which heve been withheld and carried
on the Balance Shoet submitted with the Anmis] Report Zor the yesr
erding December 31, 1914, a8 ascets nnder the caption Tue from
Consumers ond Agents™  Those Ltems total &7 ,334.18. Theso items
include guch expenses.as froight bills, salarios, traveling oexpenses,
telephone vills and genersl current office ezpensos. These items
are co cleerly oporating expenses thot %o charge thom otherwisé evi-

dencez & design to docoive.

More asre cortain additiomsl iteme of oporating expense

emounting to $2,448.87 incurred during, vhe yoar 1914 and'applicable
%o thet yoor but wilch were not entered upon the books wntil 1915.
The result o *this wes thet the operating oxponses in 1914 were

getuslly higher by $2,448.87 than chown on applicsnt’s books.




There is, of courée, no oxcuse Lor *this as the Annual Report for
1914 wes not 2iled witk thiz Commission wntil February 5, 1915,
hence *hore was every opportunity to properly charge ell operdting
exponsze for 19l4. | |
Cortain additionel expounse ifems smounting to $3,319.66 have
beon carried on the books ac mn asset under the ception df "Prepald
Development Expense™. This ic & proper operating charge:and
the fallure <0 propérly set 1t up adds to the apparent dut Lictitious.
surplus out of which dividends have beer paid. |
Tho further sum of $638.96 for ges consumed at %he various
offices of the compeny was cerried om sccounts receivable. - 0L
course, this should not have boen included as o part of the income.
Thero are other items which should be éharged against
gurplus Zor the yoar 1914 and which have not been £oO charged. Theso
Ltems totel $L,622.93. |
It is very significent that slmost the exact emount bY
walek surplus heg been im@roperly swelled is represented by the
emount of $15,069.50 paid out in dividonds in 19l4.
Tt logically follows thet the prectices and methods here
sdopted would plesce the responsible of?iclials of this coxrporetior
in the position of declaring dividends out 0f o deficit: of iszsuing |

bonds for oporating expences, cortrary 4o tho order of this COme

mission: and of obtaining bonds from the trustoe through £al.50

representations of earnings.
Tor thic Commission to suthorize the securities hoero
_applied for =s this-ﬁatter nas been prosented, and in the light
of the diseclosures here revealed, would be for this Commission to
senetion andvto perpetuate these Lfroudulent financial practices.
The Commiszion canmot lawfullydo so, nor would it in tke exorcise
£ 14s diseretion beo willing to do so.  There 13 no provﬁSiBg

1y the Statutes 4hat empowers this body %0 authorize‘aecuritiez

9 ,
277




to reoimburse & public wtility for dividends 1llogelly psid. There
s, on the conirary, oxXprese prohibition agalinst szuch practice.
A3 this application cormot ﬁe grented in view of tke

condition 1o which thiz willity hec been brought, it will
Pe necessexy for mo t0 recommend o denial, It iIs escential,
however,“tﬁat Contral Celifornia Gas Company should continue

40 perform Its vroper public wiility functions and for that reason
steps should be teken. &8s Soon as possidle to restore this corpora~
t5i0m t0 & proper financial bseis. In order to do this it will be
neceésary Zor those responsible for the conduc@ of this public
wtility's affairs to teke steps to restore the moneys improperly |
paid out in dividends €0 s %o eliminaté tho oxisting doficit.
Proﬁer stops should 2lso be takon 1o secure sn accounting &8 %o

“he other sums o which attention kas been called.

I% i3, of course, the desire of tho Commission that the

customers of the company be properly sexrved snd that necessary
sunds bo obtained to instell necessary additions and betterments
srom time %o timo to that end. ”
Then the deZicit nhes boon mede good, and proper ad-
justments have becn made om the books of tkis utllity, end
astisfectory evidence:has\been sabtnitted of such restoration -
8 of s?ch adjustments, or when'this utility chall have sub-~
t4ed and received tbe'apprév&l of this Commission tO'pians
2oy the rostoration of its Linanciel affeirs 10 a proper bacie,
triz utility mey egain epply to this Comxission for such iszuwe
o® stocks or bonds or other evidences oX iniobtedness as may be
pecessary to omsble it to rolse the Zands %o go formerd with its,
publicjutility PUSINne3S.
During the course of this proceeding the applicsnt has
subaitted various other ﬁatters t0 this Commission, none of which

require a ruling or other oxpression from tbhiz Commizsion.

Leocordingly I recommend the Zollowing foxrm of order:
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Centrzl Californis Gas Company having made applications

v this Commiscion as recited In the Loregoing opinion, and & hearing

Zavizg been held and it apposring that for the ressons set out in

the opinion vwreceding this order the spplications should be denied,

IT Is EEREBY OZDERED that the apvlicsiions herein beo snd

the szawme are hereby donied.

Toe forogoing opinion snd order are hereby &pproved and
oxdered 2iled 8c the opinion and order of the Railrosd Commission
of tho State of Califorzis.

Dated at San Frencisco, Californis, this

Juze, 1915.

Commizcionors.




