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I, Michael J. Donnelly, declare:

1. Iam the Assistant Treasurer'of the debtor Paciﬁb Gaé and Electric Company
(“PG&E”), a position that I have held since September of 2000. I also am the Assistant
Treasurer of PG&E’s parent, PG&E Corporaﬁon (the “Parent”), which reflects thc fact that
the treasury functions of the two companigs are handled through one treasury unit for
efficiency purposes. Except as othérwise indicated, I make this declaration based upon my
personal knowledge, except as to aﬁy matters stated on inform’aﬁon and belief, as to which
matters I am informed and believe they are true. Ifcalled as a witness,' I could and would
testify competently to the facts stated herein. -

2. I'make this declaratidn'in support of PG&E’s Motion For Authority To Enter Into

~ Certain Hedging Transac_:tiohs In Connedtion With Financihg Under Proposed Plan Of

Reorganization, And To Incur Secured Debt Related Thereto (the “Motion”). Except as
otherwise expressly stated herein, all cépitaliZe,d words or terms used in this declaration have
the meaﬁngs ascribed to them in fhé Motion. Ihave reﬁewed the Motion and am well
familiar with it. In my capaéity as Assistant Treasurer, and working under the supervision of
Leroy Barnes (the Vice President and Treasilfer of the Parent) and Kent M Harvey (thé
Senior Vice Presidenf, Chief Financial Officer and Treasurer of PG&E), I have been .
extensively involved in the consideration of the Interest Rates Hedges and Hedge
Agreements described in the Motion. ; -‘ ' |

3. Pursuant to the Motion, PG&E ;seeks authority to enter into Interest Rate Hedges
and Hedge Agreements with maturity détes (in the case of Perfomiance Interest Rate

‘Hedges) or expiration dates (in the case of Straight Option Transactions) through June 30, |

2004.! PG&E reserves the right to seek further authority with respect to any Interest Rate

! PG&E anticipates 2 March 31, 2004 Effective Date for the currently pending Plan

- of Reorganization under Cha;pter 11 of the Bankruptcy Code for Pacific Gas and Electric
1

Company Proposed Bty Pacific Gas and Electric Comlpan , PG&E Corporation, and the

Official Committee of Unsecured Creditors Dated July 31, 2003 (the “PG&E Plan”). (By its

Order dated July 31, 2003, the Bankruptcy Court approved the Disclosure Statement wﬁg

respect to the PG&E Plan and scheduled a confirmation hearing on the PG&E Plan to

commence on November 3, 2003.) However, PG&E believes 1t is prudent to(provide tc‘i)r )
: ' continued . . .
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‘Hedges and Hedge Agreements as appropﬁate, including, without limitation, in the event

that the PG&E Plan fails to be confirmed and become effective before the settlement dates
of any Performance Interest Rate Hedges and corresponding Hedge Agreements entered into
pursuant to the Motion, or in connection with an alternative reorganization plan for PG&E2

4. The relief sought by the Motion reflects the fact that market interest rates are near

(...continued) T : ,
some flexibility in the event this anticipated effective date of a plan of reorganization is
delayed for any reason. PG&E believes that obtaining authorization to enter into Interest
Rate Hedges with a settlement or exercise date of up to June 30, 2004 provides PG&E with

-adequate and reasonable flexibility, for the following reasons:

In the case of a Straight Option Transaction, the longer the period before the option
expiration date the greater the cost.of the option. The reason for this increased cost is that
the longer exercise period increases the timeframe during which market movements can
occur. As a result, the amount of risk protection provided by the option increases, since the
probability that an option might be exercised increases, and the cost of obtainins such
increased protection correspondingly increases. In short, a Straight Option (as defined
below) with an expiration date of June 30, 2004 necessarily will cost more than a Straight
Option with an expiration date of March 31,2004, =~ : L ' ,

Notwithstanding this increased cost, PG&E believes it is good business judgment to -

urchase an option with an expiration date that allows for some slippage in the Effective
ate of the PG&E Plan, because the price of the option is based in part on current interest
rate parameters as of the option purchase date, and the premium for the longer period is

‘therefore fixed and known at the time of purchase. If, on the other hand, PG&E were to

purchase a Straight Option with an expiration date of March 31, 2004 and there were some
slippage in the Effective Date of the PG&E Plan, PG&E at that time would have to purchase
a new Straight Option with a new expiration date, the price of which is unknowable at the

_present time because the second option necessari‘_f[{uyvould be priced based on interest rate

parameters at the time of such future purchase. s is not a presently quantifiable risk.
Accordingly, if PG&E determines to purchase a Straight Option, PG&E believes that it
generally makes better business sense to purchase a Straight Option with an expiration date
allov}vling for some flexibility, with a cost that is fully determinable and known at the time of
purchase. : : :

: In the case of Interest Rate Hedges that combine one or more of the non-option
hedging devices with an option hedging device, the same reasoning applies. Because
virtually any Interest Rate Hedges entered into by PG&E pursuant to the Motion beyond a
Straight Option Transaction will involve a combination of one or more non-option hedging
devices with an option hedging device, PG&E by the Motion seeks authority to enter into
Interest Rate Hedges with a settlement date of up to June 30, 2004.

2 On July 25, 2003, PG&E petitioned the California Public Utilities Commission (the
“Coxpmission”g’for authorization to hedge interest rates for fixed rate long-term debt
anticipated as part of the financing to implement a confirmed plan of reorganization in
PG&E’s bankruptcy case, prior to confirmation of a reorganization plan. PG&E’s July 25
2003 petition to the Commission builds on the Commission’s prior decision (D.02-1 1-0305 :
and seeks to modify that decision to expand the types of hedges and plans of reorganization
covered by the Commission's authorization for pre-confirmation he fing. PG&E's ability to
engage in the Interest Rate Hedges will be contingent upon receipt of appropriate approval
from the Commission. '
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historiéally lovs} 1evéls when viewed over the last 30 years. Securing the benefits of these
low rates for the debt contemplated to be issued by PG&E uﬁder its morganizaﬁon plan will
enhance the etﬁciency of such plan and will be beneficial to the estate and ihterested parties.
Authoriz'ing PG&E to enter into the Interest Rate ’Hedg‘es and Hedge Agreements wﬁile

forward interest rates are relatively low will provide a tool to help protect against potential

‘significant increases in interest rates that might occur before its reorgamzatlon plan is

implemented, thereby mitigating agamst potentially higher borrowmg costs that may prevail
when debt is issued as anticipated under PG&E’s reorganization plan. PG&E believes that
this is in the interests of PG&E, its creditors and ratepayers alike. '

5. PG&E will be required to issue aﬂd/or reinstate significant amounts of long-term
debt as part of its impiementation financing under virtually any reorganization pian that will
resolve this Chapter 11 case. Under the PG&E Plan, such long-tenn debt is anticipated to
aggregate $8.8 billion, although contingencies could increase the amount to approx1mate1y

- $10.5 billion. Of the $8.8 billion, approx1mately $7.7 billion is estlmated to be new long-

term debt, of which approx1mately $7.4 bllhon_ls antlclpated to be fixed-rate, long-term
debt.? Entering into agreements to preserve the benefits of the currently low market interest
rates is anticipated to provide long-lasting benefits to the estate and interested 'p'arties.“
Because the window of opportunity to secure the benefits of current low forward interest
rates is uncertain, PG&E seeks authorization to i)romptly enter into ther Inferést Rate Hedges
and Hedge Agreements pursuant to the Motion. o

3 Similar amounts of debt would be re quired under each of the reorgamzatlon P
reviously proposed by (i) PG&E and PG&E Coxgoratxon (the “Original PG&E Plan”), and
él) the California Public Utilities Commission and the Official Committee of Unsecured
reditors (the “Commission Plan”). PG&E anticipates that regardless of which
reorganization plan is confirmed in this case, PG&E will be required to issue significant
amounts of long-term debt to implement such plan.

“Generally s eaking, PG&E’s borrowing costs are recoverable in retail gas and
electnc rates (see Commission Decision 02-11-027, 2002 Cal. PUC LEXIS 718), so
controlhntﬁ those costs is in the interest of ratepayers The Settlement Agreement that is the
basis for the PG&E Plan expressly provides that the actual reasonable cost of PG&E’s
interest rate hedging activities with respect to the financing necessary for the PG&E Plan
shall be reflected and recoverable in PG&E’s retail gas and electric rates.

, .
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Interest Rates and Risk o

6.  The attractiveness of current market interest rates is exemplified by the
closing yields on 5-year and 10-yéar U.S. Treasury notes, which were 3.34% and 4.48% per
amiu’m, respecﬁvely, as of August 26, 2003. These U.S. Treasuty note rates, which are
illustrative of similar trends in othef interest rate benchmarks, are at levels close‘to the
lowest rates seen in decades. On August 26, 2003, the 30-year U.S. Treasury bond yield was |
5.27% per annum, which again is among fhe lowest rates prevailing since the Uﬁited States-
Treasury began issuing 30-year bonds on a regular basis. |

7. - Asis typical with corporat'e‘long-tetm debt, the interest rate on PG&E’s
anticipated long-term debt issuances uﬁder its reorganization plan will be based on a
combination of the yield on a comparable ihatuﬁty U.S. Treasury note or bond, which
reﬂecté the time-§alue of money (referred toAas the “risk-free” rate), and a cr_edit-spread,
which reflects a premium for PG&E'’s credit risk. The financial markets offer various
mechanisms for PG&E to hedge the US. Treasury yieldr portiph of the interest rate on its |
future long-tefm debt. ﬁowever, mcsermé.rkets do not offéf instruments that would allow
PG&E to hedge the credit-spread portion of the debt. Thus, PG&E could only hedge for the
impact of Ehanges on a component of the interest rates on PG&E debt to be issued in the
future. Financial market instrumejﬂ'ts, appropriate for that purbos)e would ehable the Debtor
to hedge rates related to U.S. Treasury yields for such a future date (which is referred to as
the “forward yield”), although it is not possible'to lock in today’s current yields (referred to
as the “spot yield”) for debt that will be issued in the future.

8. Under most circumstances, foerd U.S. Treasury yields are higher than
current spot U.S. Treasury yields. As of August 26, 2003, the market’s expectation of the
yield of a 10-year U.S. Treasurj note on March 31, 2004 was approximaterVO.SS% above
the current .spot yield, and for January 1, 2005, the market expectation of the yield was
approximately 0.75% above the current spot yield. These expected rates could change
dramatically if market rates and eXpectaﬁons of future U.S. Treasury rates change.

9. Although it would be difficult to project with any certainty the movement of

4-
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US. Treasury yields in the next year, the current levels are among the lowest in decades.

Since there is a general belief that interest rates normally increase in a growing or recovering
economy, should the U.S. economy rebound from its cuﬁent slump, interest rates are likely
to increase further. Hedging interest rates at or near levels expected in the near term will
partially reduce the expdsure to higher debt costs faced By PG&E’s estate and its
constituents at the tlme that the long-term debt i is antlcxpated to be issued.
Interest Rate Hedge Descrigtlon

10.  PG&E proposes to manage its exposure to potential future interest rate
increases by ﬁsihg the Interest Rate Hedges to hedge, in part, its cost of ldng-term debt
financing upon 1mp1ementat10n ofa conﬁrmed reorgamzatlon plan. By the Mot10n PG&E
requests authonty to enter into Hedge Agreements to engage in the followmg types of

Interest Rate Hedges: interest rate swaps, caps, floors, collars, forward rate agreements and

| options, each of which is described below.

Interest Rate Swaps .
11.  An interest rate swap is an agreement between two parties in which one party

agrees to pay the other party a certain fixed rate of interest, and the other party agrees to pay

the first party a certain variable (or “floating”) rate of interest, fora specified time period. |

PG&E would make or receive cash payments that reflect the difference between the ﬁxed
and floating rates for the épplicable time period. For ekample, if PG&E agrees to pay the
fixed rate and receive the floating rate and interest rates increase beyond the fixed rate
during the applicable time, fhen the pdunterparty would pay PG&E the difference between
the floating and fixed rates.r Coriyersely, if PG&E agrees to pay the fixed rate and receive
the floating rate and interest rates decrease, then PG&E would pay the counterparty the
difference. Interest rate swaps can also involve partiés who both pay floating rates, but
based on different indexes.

Interest Rate Caps. Floors and Collars

12.  Aninterest-rate éap is a financial instrument that sets a maximum rate of

‘interest on variable-rate obligations. An interest-rate floor sets a minimum rate of interest on

5
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vanable-rate obligations. An mterest rate collaris 2 ﬁnanc1a1 mstrument that sets both
m1mmum and maximum rates of i interest on variable-rate obhgatlons

Forward Rate Agreements .

13. PG&E may choose to enter into forward contracts wrth respect toU.S.
Treasury secuntles and/or interest rate swaps A forward contract with respect to U.S.

“Treasury securities is an agreement between two parties to buy and sell a specific U.S.

Treasury note or bond at a speciﬁed price on a forward basis (at the settlement date). On the
settlement date, PG&E would either make or recelve a cash payment that reflects the
dlﬁ'erence between the expectatlon of rates at the tlme of the agreement (the contractual
rate), and the actual level of rates on the date of settlement (the market rate). If PG&E
agrees to sell a specrﬁed U.s. Treasury secunty and the market pnce for the particular
security is above the spemﬁed contractual pnce on the settlement date (e., market interest

rates for Treasury notes have mcreased above the contractual rate), then the counterparty

\would pay PG&E the difference. Conversely, 1f PG&E agrees to sell a specified U.S.

Treasury security and the apphcable US. Treasury secunty market price on the settlement
date is above the specified contractual price (i.e., market interest rates have decreased below
the contractual rate), then PG&E would pay the counterparty the difference.

14, A forward interest rate swap is an agreement between two parties to enter into

an interest rate swap at a later settlement date. Aswitha forward contract with respect to

“U.S. Treasury securities, on the settlement date, the parties cash settle the difference between

the contractual rate and the actual (market) interest rate, instead of actually entering into the -
interest rate swap. If the swap provided for PG&E to pay a fixed interest rate and receive a
floating rate from the counterparty and the applioable market interest rate is above the fixed
contractual rate, then the counterparty would pay PG&E the difference. On the other hand,
if the applicable market interest rate is belowthe fixed contractual rate, then PG&E would
pay the counterparty the difference. R B 7

15.  Ineither of the forward rate agreements described above, a payment to PG&E
would offset the higher interest expense resulting from an increase in tlre risk-free rate

-6- ,
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component of the long-term debt to be issiied under itsreorganization plan, and a payment
by PG&E to the counterparty would be offset by the lower interest expense resulting froma
decrease 1n the risk-free rate component of such 16ng-tenn debt. The net result under either
arrangement is management of the risk-free interest rate apphcable to the portion of PG&E’s |
anticipated debt issuance that is hedged. |

Option Contracts

16.  In general, an option centract is an agreement giving the purchaser the right,
but not the obligation, to buy (call) or sell (put) an asset at a given price (referred to as the |
“strike price”). The option’s strike price and maturity date are determined when the contr_act
is entered into, and an “upfront premium” or .purchase price is established for payment from
the purchaser to the seller. |

17.  PG&E may choose to purchase a floor or a cap, which may be in the form of

single put or call option or a series of put or call options on a specified financial instrument,

such as a U.S. Treasury security or an interest rate swap. Used in this way, options may be
thought of as analogous to an insurance policy, in that an upfront prerrlium is paid in order to
limit total payments. In the case of a put option, PG&E would be purchasing the right to sell
the underlying asset to the counterparty at the strike price; therefore, if interest rates
increase, thereby decreasing the priee of the asset below the put option’s strike price, PG&E |
would exercise the put option and reeeive tﬁ'em the counterparty a payment based on the
difference between the market price and the strike price. Conversely, if interest rates
decrease, thereby increasing the market | pnce of the asset above the stnke pnce PG&E
would not exercise the put option and no payment would be exchanged. In such a case,
PG&E would have paid the upfront premlum but would receive no offsetting payment. Call
options oﬁ'er analogous protection against falling interest rates and rising asset prices. The
purchase of only an option hedging device as described in this pa_.ragraph, whereby PG&E
pays the purchase price upfront at the time of nurchase and has no future payment
obligations to the counterparty, is referred to herein and in the Motion as a “Straight Option
Transaction”, and the product so purchaéed is referred to as a “Straight Option”.

- ,
DECLARATION OF MICHAEL J. DONNELLY




O 00 NN A WL B W N

' NN N N N N red mt pmd e et b e e b e

Combination, Notional AmQunt and Timing of Interest Rate Hedges
| 18. PG&E may choosé to enter into combinations of the above-described Interest
Rate Hedges. For example, PG&E} may purchase a floor in combination with a forward rate
agreement to limit to a defined dollar amount dﬁy potential settlément payment to ‘th'e
cdunterparty that would be 'reqtiired. In this séeﬁario, if intefest rates were to decrease, the
floor would protect against fhe signjﬁcént settlement payment that would otherwise be
required as a reéult of a precipitous interest rate drop. The premium on the floor would
either be paid upfront or embedcied into the forwar& rate agreemént by increasing its fixed
contractual rate. Additionally, PG&E mxght utﬁize a combination of floors and caps to

create a collar—a limitation on interest costs to a pre-defined range.

19.  PG&E is seeking approval to transact up to $7.4 billion in no_tibnal amount of

Interest Rate Hedges, although the notional amount of the actual Interest Rate Hedges may .

be less. This maximum $7.4 bil}ibn in notional amount would cover all or a substantial
portion of the principal amount of long-term fixed rate debt anticipated to be issued by |
PG&E under its reorganization Vplan. o . ”

20.  Other than & Straight Option Transaction, for all other types of Interest Rate

Hedges a payment may be due from either party to the other upon the settlement/maturity

date of the transactions (all such other types of Interest Rate Hedge’s being referred to in the
Moﬁon and herein as “Performance Interest Rate Hedges”).” To maximize the benefits to
PG&E from any Performance hltel;est Rate Hedges, the ending date should be selected with
reference to the anticipated time of issuance of the implemeﬂtation financing for PG&E’s

reorganization plan, but with some reasonable flexibility for slippage.® While the precise

~ Itis critical to this definition of “Performance Interest Rate Hedges” that a pat{ment
magr be due from either g)arty to the other upon the maturity or earlier termination of the
hedge. Accordingly, a Straight Option Transaction is not a Performance Interest Rate Hedge
because although PG&E’s counterparty to a Straight Option Transaction may have a
payment obligation to PG&E upon the exercise of the option, PG&E would not have any
tential gayment obligation to the counterparty beyond the purchase price that is paid in
11 by PG&E “up front” at the time the Straight Option is purchased.

SSee footnote 1 above for an explanation of the jusﬁﬁcation for permitting PG&E to
enter into Interest Rate Hedges and Hedge Agreements with settlement (and, %n e cza\ss,l of )
continued . . .
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date of such financing implementatioh is uncertam, PG&E belives that the relaﬁvely low
forward interest rates available today with respect to the approxirﬁate period when PG&E
expects to impleine_nt financing under its reorganization plan, coupled with the risk of
increasing interest rates, justify entering into any Performance Interest Rate Hedgés and
corresponding Hedge Agreements before the precise reorganization plan financing
implementation date is determined. u '

21.  If the implementation financing occi_nfs prior to a Performance Interest Rb.te
Hedge’s settlement date, the Perfbfmance Interest Rate Hedge can be unwound early or sold.
In the case of a forward rate agreement, the settlément amount would then be based upon the
difference between the Performance Interest Rate Hedge’s contractual Vihterest rate and the
then-eﬁ'ective forward rate as determined by the 'éapital ma;kets. For example, if the
implementation financing occurred three months prior to the Performance Interest Rate
Hedge’s settlement date, then the settlement amount would be based 6n the difference
between the contractual interest rate and thé three-moﬁth forward ihteféét rate at the time of
the unwind. | - _

22.  PG&E seeks authority to enter into Interest Rate Hedges and corresponding
Hedge Agreements with settlement dates (in the case of Performance Iht_erest Rate Hedges) |
and expirations dates (in the case of Straight Option Transacﬁqns) thfough June 30, 2004,
while reserving all rights to seek additional authority with respect to the Interest Rate
Hedges and corresponding Hedge Agreements, as appropriate. For exﬁmple, if it becomes
clear that the PG&E.Plan is not likely to be confirmed and become effective by June 30,
2004, PG&E expects to Seek'authqrity to enter into one or more new Interest Rate Hedges
and corresponding Hedge Agreements with 2 new settlement/maturity date (in the case of a
Performance Interest Rate Hedge) or expiratidn date (in ther case of a Straight Option |

Transaction), depending on market conditions at that time. Alternatively, if it is determined

. . continued)

Stralght tion Transactions, expiration) dates a modest period beyond the anticipated
Effective Date of the PG&E Plan.

9.
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that it is appropﬁate to terminate a Performance Interest Rate Hedge, then such Performance
Interest Rate Hedge eould be unwound prior to its original maturity date.

Sensitivity Analgsns With Respect To The Interest Rate Hedges Based on Changes in
Market Rates

23,  On the settlement date of a Perfonnance Interest Rate Hedge, one party
typically pays the other party a certain amount pursuant to the agreement based on the
difference between the contract and ﬁlarket rates of interest. If the market interest rate fell
below the Performance Interest Rate Hedge contract rate, PG&E would make an appfopriate
payment to the counterparty out of cash on hand and issue additional debt pursuant to its
reorganization plan. The cost of this additional debt would be expected to be effectively
offset by the lower interest rate on the long-tetm debt to be issued by PG&E .plirsuant to its '

reorganization plan. Conversely, if the market interest rate increased above an Interest Rate

'Hedge contract rate (inchiding either a Performance Interest Rate Hedge or a Straight

Option), the counterparty would make appropriate payment to PG&E, thereby increasing
PG&E’s cash on hand and presumably decreasing the amount of debt to be issued pursuant
to the reorganization plan, which would be expected to reduce the overall interest expense
on such debt issued at the then-applicable max:ket rate.

24.  PG&E’s petentiai risk and liab'illityr with respect to any Performance Interest
Rate Hedges and correspondiﬁg Hedge Agreements will necessarily be based on current

forward interest rates and volatility at the time that the Performance Interest Rate Hedge is

commenced. Under recent market conditions, for a $1 billion forward contract on a 10-year
interest rate swap (designed to hedge against ehanges in the interest rate of securities with a
10-year maturity) at a fixed contractual rate of 5.27%, a decline in the swap rate to 427%
would result in PG&E paying approximately $80.7 million to the counterparty. Conversely,
an increase of in the swap rate from 5.27% to 6.27% would result in the counterparty paying |
approximately $73.5 million to PG&E. | ' |

25.  This would indicate that if PG&E were to enter into comparable hedging

-10-
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| transactions with a notional amount aggregating approximately $7 4 billion (the maximum

authority sought by the Motion), 1ts poteﬁtial liability would amount to close to $600 million

for a decline in interest rates of 100 basis points.7 However remote the possibility of such a

decline in interest rates when rates érrerrailready near historic lows, PG&E would not be
comfortable undertaking anywhere near this level of risk. Accordingly, PG&E intends to .
engage in transactions which would lix_nit its p_oteﬁtial liabilities under any and all Interest

‘Rate Hedges to no more than $90 million in the aggregate, and PG&E by the Motion
 therefore seeks authority to enter into Itité:_:est' Ra_te Hedges and Hedge Agreements in a
-notional amount of up to $7.4 billion outsiﬁnding at one time, provided that PG&E in so .
doing uses devices that limit its maximum lisbility to an aggregate of $90 million.* PG&E

believes that this $90 million maximnm liabirlity‘a’l_nount provides PG&E with adequate
authority to carry out a reasonable hedging program to carry out the objectives of the
Motion.? | L |

26.  Inaddition to considering PG&E’s maximum poteﬁtiél liability under the
proposéd Interest Rate Hedges, it is important to consider the potential impact of not

’For technical reasons, the impact is not comgletely proportional to the change in
rates. For example, a decline in interest rates of 50 basis points would result in a potential
liability of approximately $290 million, and decline in interest rates of two hundred basis
points would result in a potential liability of a%groximately' $1.25 billion. In any event, the
exact nature and structure of the Interest Rate Hedges that PG&E enters into may be

different from the examples contained in the Motion. _ . ‘
® This maximum $90 million amount includes the dggregate of (a) the costs of the

- hedging devices that PG&E may utilize to limits its potential liability under the Interest Rate

Hedges, (b) PG&E’s potential hiability to counterparties under the Interest Rate Hedges and
corresponding Hedge Agreements resulting from changes in applicable interest rates, and
(c) the purchase price for any Straight Options). . : ~

®Using a $7.4 billion aggregate notional amount of comparable hedging transactions,
an increase in interest rates ot 100 basis points above a locked-in rate for a Performance
Interest Rate Hedge or a strike rate in a Straight Option Transaction would result in the
hedging counterparties having payment obligations to PG&E aggregating approximately
$500 million. Because, theOre_tlcalg,' there is no limit to the amount that interest rates can
increase, there is no upper limit to the hedgi f countela)arties’ potential obligations to
PG&E. For this reason, and in order to the address and mitigate the risk of any counterparty

- not being able to perform its obligations upon the settlement of any interest rate hedge

transaction, PG&E is requiring that, subject to negotiated uncollateralized thresholds, each
hedgmg counterparty’s potential obligations to PG&E under the Interest Rate Hedges be
secured by collateral consisting of cash or relatively liquid securities.

-11-
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entering into Interest Rate Hedges in the current favofable interest rate environment. If

PG&E does not enter into any Interest Rate Hedges and PG&E issues the maximum
potential $7.4‘bi11_ion amount of fixed-rate debt anticipated under the PG&E Pian; each
increase of 200 basis points in interest rates would increase PG&E’s annual pre-tax interest
expense by $148 million. Assuming (for illustraﬁon purposes only) that the maturities of all
fixed-rate debt issued under the PG&E Plan were 10 years, such an unhedged 200-basis-
points increase in interest rates would amount to additional interest expense to PG&E with Va
present value of approximafely $lrb‘illi0171.1 Under any feasoned analysis, PG&E believes
that it is sound business judgment to use the available financial tools to hedge against this
interest rate risk, particularly in view of the currently low market interest rates. PG&E
believes that this n'skv mitigation BeneﬁtsA thctrbankruptc‘:y estate and interested parties alike.
Counterparties for the Interest Rate Hedges a:jd I-iedge Agreements )

27.  Consistent with thevSetﬂer'heﬁt Agfeement that is the basis for the PG&E Plan
(a copy of which is attached as Exhibit D to the PG&E Plan), PG&E has agreed to name

UBS Securities LLC and Lehman Brdﬂlefs Iﬁg. as exclusive book runners, lead managers

‘and hedging providers of all financings pursuant to the PG&E Plan with equal economics for

~ 80 percent of the aggregate total fees and commissions payable on such ﬁnancings.“’

Accordingly, PG&E anticipates that Lehman Brotheré Special Financing Inc., together with
Lehman Brothers Holdings Inc., as guarantor, or any affiliates thérqof agreed to in writing
by PG&E (collectively, “Lehman”) and/or UBS AG or any affiliates thereof agreed to in

‘ writing by PG&E (collecdtively, “UBS”) will be PG&E’s counterparﬁes with respect to 80

percent of the Interest Rate Hedgés, provided that such Interest Rate Hédges and
corresponding Hedge Agreements are on c*ommercially'reasonable terms and rates. PG&E
under all circumstanées may enter into Interest Rate Hedges and Hedge Agreements with
any institutional coﬁnterpartiés for the femainfng 20 pefceﬁt of the hedging transactions.

Y PG&E also has been directed b 3' by the Comm1ss1on to work with UBS Securities
on implementation financing for PG&E’s
emergence from Chapter 11.

-12-
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28.  To the extent that PG&E enters mto Interest Rate Hedges and Hedge
Agreements with Lehman and/or UBS, PG&E notes that affiliates of such parties (i.e.,
Lehman Brothers Inc. and UBS Secuntles LLC) are acting as the ﬁnanc1a1 advisor and -
capital markets arranger to PG&E and the Comm1ss1on respectively. PG&E also notes that
it antlclpates that the function of “Caleulauon Agent” under any Interest Rate Hedge and
Hedge Agreement that PG&E enters mto — i.e., the agent that performs certain settlement
calculations under a Hedge Agreement, except if a deﬁned “Even_t of Default” or
“Termination Event” occurs, in _which case the‘calculatiens are performed by the non-
defaulting party (in the case of an Event;of Default) or the non-affected party (in the case of
certain Termination Events) under the applicable Hedge Agreement — may be performed by
one of the parties to the Hedge Agreement or an independent third party. These matters are
still under discussion and have not been ﬁnally deterknined. Thus, it is possible that under
certain circumstances Lehman, UBS, or otner counterparties may act as the Calculation
Agent under one or more Hedge Agreemente perta'ining to one or more Interest Rate Hedges,

and in such role would be responsible for the,caleulation of certain settlement amounts with

'respect to those Interest Rate Hedges. In any event, each counterparty acting asa

Calculation Agent is obligated to perform its calculations in good faith and in a
commercially reasonable manner. ,

'29.  ‘PG&E has been advised by Lehman Brothers that, consistent with what the
financial markets would require for financial institutions to enter into these types of complex
finance-related agreements with a Chapter 11 debtor, the Hedge Agreements pertaining to
one or more Interest Rate Hedges will require the Bankruptcy Court to have entered a final -
order (in form and substance satlsfactory to the institutional counterparty):

(1) Authonmng PG&E to enter into the Interest Rate Hedges and the
correspondmg Hedge Agreements, and with respect to any Performance Interest Rate Hedge
and corresPondmg Hedge Agreements, to mcur,secured debt pursuant to Bankruptcy Code
Section 364(d); | |

| (2) Finding that the counterparty to each Hedge Agreement pertaining to a

-13- -
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Performance Interest Rate Hedge is extending credit tb PG&E in gbod faith within the
meaning of Bankruptcy Code Section 364(e);!! and
(3) Authorizing the counterparty to eac]; Hedge Agreement to exercise its rights

and reniedies under the Hedge Agreément(s)‘with such counterparty, notwithsfanding the
automatic stay provisions of Banldut;tcy Code Section 362." |
Secured Debt Requirements Related to the Interest Rate Hedges

30.  Asamatter of pfudént bﬁsiness practice, and consistent with PG&E;s risk |
inanagement policies and practices w1th respéct to hedge counterparties, PG&E expects to
require its couﬁterparties to post collateral fo secure their potenﬁal payment obligations to

'PG&E with respect to certain Interest Rate Hedges based on market movements adverse to

the counterparty’s position, which'obiigations may be cjuite substantial. PG&E believes and
represents that if PG&E so requires i/t:srhed'ge counterparties to post collateral, the
counterparties will fequire PG&E to post éollat&al to secure PG&E’s pbtential payment
obligations to the counterparty with 'réspect to Performance Interest Rate Hedges based on
market movements adverse to PG&E’s position.

31.  For éxample,v in the situatibxi where the market interest rate rises above the
rate used in ﬁ Performance Interest Rate Hedgé, th_e. counterparty may need to post collateral
in an amount that represents all or a portion of the payment to PG&E that would be due if

11 As discussed above, PG&E also may enter into Interest Rate Hedges and Hedge
Agreements with other institutional counterparties (each an “other institutional
counterparty”). PG&E understands that any such other institutional counterparty, like
Lehman and UBS, will require a “good faith” determination pursuant to B‘:Scmgtcy Code
Section 364(e) as a condition to entering into any Performance Interest Rate Hedge and
corresponding Hedge Agreement with PG&E. Because all such other institutional
counterxarties have not yet been selected, to facilitate such other counterparties entering into
Hedge Agreements with PG&E consistent with the Motion, PG&E as part of the Motion has
proposed a streamlined procedure for such proposed other counterparties to seek and obtain
a good faith determination pursuant to Bangruptcy Code Section 364(e).

12 As will be provided in the Hedge Agreements gertaining to any Performance
Interest Rate Hedges, time is of the essence in respect of any Xayment or collateral-posting
gghgations due from PG&E or any ,a%plicable counterparty. Accordingly, each of PG&E

d any applicable counterparty shall be entitled to demand and receive prompt payment of
collateral calls and termination payments in accordance with the provisions of the Hedge

Agreements pertaining to Performance Interest Rate Hedges.

14 _
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the hedge were to cash settle on the-ekpome measurement date. Conversely, in the
situation where the forward interest rate curve drops below the ferward tate usedin a
Performance Interest Rate Hedge, PG&E may be reQuired to post collateral that represents
the payment to the counterparty that veouldr be reqﬁhed if the hedge were to cash settle on
the exposure measurement date. o

32.  Aspart of the Motion, PG&E secks authorization to enter into Performance
Interest Rate Hedges and corresponding Hedge Agreements with collateral-posting
requirements, granting liens on collateral in favor of the counterparties, end obtaining liens

‘on collateral from the counterparties (and, with respect to Straight Option Transactions,

obtaining liens on collateral f‘rom'the counterparties), as follows: PG&E would be required
to post collateral from time to time to ,thf? extent of PG&E’s potential payment obligations as
a result of changes in applicable market interest tate parameters in any Performance Ihtefest
Rate Hedges, and would be entitled to the return of collateral from time to time to the extent
that PG&E potential payment obhgatlons dropped below the amount of collateral then
posted as a result of changes in apphcable market mterest paramters.

33. Lehman UBS and any other counterparty under any Interest Rate Hedge and

corresponding Hedge Agreement Would each have an uncollateralized exposure threshold

_ (the “Counterparty Collateral Threshold”) as follows ifa counterparty or the guarantor of

such counterparty s obligations under the Hedge Agreements(s) with such counterparty (a
“Guarantor”) has a long-term senior unsecured debt rating (a “Ratin ting”) of at least “AAA”
from Standard & Poor’s (“S&P”)_ and “Aaa” from Moody’s Investor s Service Inc.
(“Moody’s™), the Counterparty Collateral Threshold for such counterparty shall be $60
million; if a counterparty or its Guarantor has a Rating of (or, after enteﬁng into a Hedge
Agreement with PG&E, such counterparty’s or such Guarantor’s Rating is reduced to)
anywhere from “AA+" through “AA-” from S&P and anywhere from “Azal” through “Aa3”
from Moody’s, then the Counterparty Collateral Threshold for such counterparty shall be
$40 million; if a counterparty or its Guarantor has a Rating of (er, after entering into a Hedge
Agreement W1th PG&E, such counterparty’s or its Guarantor’s Rating is reduced to)

. -15-
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anywhere from “A+” through ‘;A-“_ frbm S&P and anywhere from “A1” through “A3” from
Moody’s, then the Counterparty Collateral Threshold for such counterparty shall be $20
nﬁuion; andifa couhterparty and its Gua:antor hesa Rating of (or, after entering into a
Hedge Agreement with PG&E, such counterparty’s or its Guarantor’s Rating is reduced to)‘
below “A-“ from S&P or below “A3” ﬁ'oin Moody’s, the Counterparty Collateral Threshold
for such counferparty shall be zero." |

34, Basedon PG&E’s maximum obligatibns under the Interest Rate Hedges as
discussed above, PG&E by the Motion Seeks authority to utilize up to $90 million in cash or
cash equivalents for pui'poses of posting éollateral with counterparties in connection with the
Performance Interest Rate Hedges and corresp‘onding Hedge Agreements.!* PG&E expects
to fund such collateral-posting requirements under the Hedge Agreements pertaining to
Performance Interest Rate Hedges from its cash and cash equivélents on hand.
Lien Of Indenture Trustee Under 1920 Indenture |

35.  BNY Western Trust Company has a lien on substantially all of PG&E’s real
and personal property in its capacity as the -éucces;sor trustee (the “Indenture Trustee™) under
that certain Indenture dated -Dccembér 1, 1920 as amended to date (the “1920 Indenture”),
which is the subject of that certain “Stipulation (I) Authorizing and Restricting Use of Cash
Collateral Pursuant to 11 U.S.C. §363 and Bankruptcy Rule 4001 and (II) Granting
Adequate Protection-Pursuant to1l lrU.S.C. §§361 and 363” entered into between PG&E and
the Trustee on Méy 9, 2001, as amehdéd to date (the “Cash Collateral Stipulation”) and
approved by the rBankruptcy Court by 1ts Order theréon dated the same date and by

BPG&E as a Chapter 11 debtor does not have a credit rating that would su;;port any
collateral threshold for PG&E under this collateral threshold matrix. PG&E therefore has a
collateral threshold of zero and, as set forth above, must fully secure its potential payment
obligations under the Performance Interest Rate Hedges and corresponding Hedge

~ Agreements it enters into pursuant to the Motion.

Such collateral posting obligation will include an “independent amount” that will be
based upon assessment of risk and volatility with respect to any Performance Interest Rate
Hedge and PG&E’s ability to fulfill its potential payment obligations on such hedge in the
event of a termination or default event with respect to PG&E. Consistent with the $90
million agﬁ:'egate liability limitation, in no event can the total amount of collateral posted, -
including the “independent amount,” exceed $90 million. .
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subsequent Orders approving the amendments to the Cash Collateral Stipulation.

36. PG&E believes the interest of the Indenture Trustee is fulIy secured and
adequately protected by a substantial equity cushmn as has been repeatedly demonstrated in
previous motions filed by PG&E in this case. As set forth in the Debtor’s Operating Report
ﬁled with this Court (Docket No. 13037); as of Mey 31, 2003; the Debtor’s total reported
assets exceeded $26 billion (including cash on hand of approximately $3.5 billion), while the
Debtor’s outstanding obligaﬁons under the mortgage bond indenture, which are secured by
substantially all of the Debtor’s assets aggregate approximately $3. bllllon

37. PG&E has had d1scuss1ons with the Indenture Trustee concerning the Motion
and the use of cash collateral that it entaﬂs in order to provide secunty to the hedge
counterparties pursuant tovBankruptcry Code Se’ctio’n 364(d). The Indenture Trustee has
indicated that it has no objection to PG&E’s filing of the Motion, but at the same time,
pending its further consideration of the relief requested, the Indenture Trustee has reserved
the right to object to the use of cash collateral and to require that PG&E carry its burden of
establishing that the Indenture Trustee’s interests are adequately orotected.

38.  As discussed above, as a matter of prudent business practices, and consistent
with PG&E’s risk management pohcles concemmg the obhgatlons of its hedge
counterparties, PG&E expects to requlre its counterpartles to post collateral to secure at least
a portion of their potential payment obhgatlons to PG&E (subject to the Counterparty
Collateral Threshold as described above) with respect to certain Interest Rate Hedges based
on market movements adverse to the counterparty’s position, and the counterparties in turn
will demand and require PG&E to post collateral to secure its potential payment obligations
to the c_ounterpartyv with respect to Performance Interest Rate Hedges based on market

- movements adverse to PG&E’s position. Thus, PG&E is effectively unable to engage in

 Performance Interest Rate Hedges unless it provides credit on a senior secured basis to its

counterparties as described above.
39. PG&E believes that sound business justifications support PG&E’s decision to
enter into the Interest Rate Hedges, as it deems appropriate, subject to the maximum $90
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million limit. As discussed above, authorizing PG&E to enter into Interest Rate Hedges

(particularly while forward interest rates are relatively low) will provide a tool to help

- protect PG&E from potential increases in interest rates that might occur before its

reorganization plan is implemented, thereby miﬁgating against potentially higher borrowing
coéts that may prevail when new debt is issued under PG&E’s reorganization plan. PG&E
believes this will benefit the bankruptcy estate and interested parties. |

I declare under penalty of perjury under the laws of the United States of America
that ﬁe foregoing is true and correct. Executed this 29th day of August, 20037, at San

Francisco, California.

WD 082903/1-1419911/1099085
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