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NOTICE OF MOTION AND MOTION
PLEASE TAKE NOTICE that on September 26 2003 at 10: 30 a.m., or as soon

thereaﬁer as the matter may be heard in the Courtroom of the Honorable Dennis Montah
located at 235 Pine Street, 22nd Floor, San Franc1scp, California, Pacific Gas and Electric
Company, the debtor and debtor in pbésession in the above-captioned Chapter 11 case
(“PG&E” or the “Debtor”), will and héréby does move the C(r>urtA for authority to enter into
certain interest rate hedging transécﬁons in connecﬁon with financing under fhe plan of
reorganization for PG&E, to enter info and perform its obligations under related agreements,
and to incur secured debt related thereto (the “Motion”). The Motion is based on this Notice
of Motion and Motion, the accompanying: McmOrandum of Points and AutImn'ties, the |
Declarations of Michael J. Donnelly (“DonnelIy Declaratioii”), Joseph Sauvage (“Sauvage
Declaration”) and Walter S. Hulse (“Hﬁlse Declaration”) filed concurrently ,here,\i.vith, the |
record of this caseA and any evidence or argument presented at or prior to the heaﬁng on this
Motion.. | o , | 7

PLEASE TAKE FURTHER NOTICE that pursuant to Rule 9014-1(¢)(1) of the

Bankruptcy Local Rules of the United States District Court for the'Northern District of '

California, any written opposition to the Motion and the relief requested herein must be filed -
with the Bankruptcy Court and served upon appropﬂate partles (incIuding'cbunsel for '
PG&E, the Ofﬁce of the United States Tmstee and the Ofﬁcial Committee of Unsecured
Creditors) at least 14 days prior to the scheduled hearing date. If there is no timely
opposition to the requested relief, tIle Court may énfer an order gfanting such relief by -
default and without further hearing.

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING -
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MEMORANDUM OF POINTS AND AUTHORITIES!
~ INTRODUCTION S

By this Motion, PG&E requests authority, pursuant to Section 363(b)(1) and
Section 364 of the Bankruptcy Code; to enter into certain interest rate hedging transactions
in connection with financing under the réorgaination plan for PG&E, and to incur secured
debt related thereto. More specifically, and as explained in more detail below, PG&E seeks
authorization to enter into interest-rate Swaps, ‘caps,rcc'ﬂlars, forward rate agréements, options
and floors (collectively, the “Interest Réte'Hédges”) in‘connecti_on Wlth debt that PG&E
contemplates issuing to implement a i‘éorganization pian in this ¢ase, and the agreements
with counterparties to the Interest Rate Hedges with respect thereto (coilectively, the “Hedge
Agreements”), subj ecf to an aggregate liaBility limitation amount for all Interest Rate
Hedges and Hédge Agreements as deécribed below. | Further, PG&E}by this Motion seeks |
an order authorizing PG&E to incur sécu;cd ‘o'bli_gations and post collateral to secure its
obligations under certain Interést Rate Hedges and Hedge Agreementé pursuaht to -
Banlcrupféy Code Section 364(d)( l); as ,descﬁbéd more speciﬁcaliy below. =

Pursuant to this Motion, PG&E seeks authority to enter into Interest Rate Hedges
and Hedge Agreements with matuﬁty dates (m the case of Pérfotmance Interest Rate Hedges

| as defined below) or expiration dates (in the case of Straight Option Transactions as defined

| below) through June 30, 2004.> PG&E re'servesythe right to seek further authority w1th 7 |

 !'The evidentiary basis and support for the facts set forth in this Motion are contained
in the Donnelly Declaration filed concurrently herewith. ‘ .

2 PG&E antic?ates a March 31, 2004 Effective Date for the currently pending Plan
of Reorganization under Chapter 11 of the Bankruptcy Code for Pacific Gas and Electric
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”). (Btﬁ, its
Order dated July 31, 2003, the Bankruptcy Court approved the Disclosure Statement wi
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 it is prudent to provide for
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:

AR ‘ - . (continued...) .
MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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respect to any Interest Rate Hedgeé énd He,dge Agreements as appropriate, including,
without lindjtaﬁOn, in the event that the PG&E Plan fails to be confirmed aﬁd become
effective before the settlement datéé of any Performance vIntére'st Rate Hedges and
corresponding Hedge Agreements enteréﬂ into pursuant to this Motion, or in connection
with an alternative reorganization p_lan‘fo'r‘ PG&E} |

The relief sought »by‘thisA Motion reflects the fact that market interest rates are

near historically low levels when ifieWed over the last 30 years. Securing the benefits of

(...continued)

. Inthecaseofa Straitﬁht 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 obtaining such
increased protection corres;g)ndin ly increases. In short, a Straight Option t%aasIl efined
below) with an expiration date of June 30, 2004 necessarily will cost more a Straight
Option with an expiration date of March 31,2004. . .

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 1g»igce of the ?tion is based in part on current interest
rate parameters as of the option purchase date, and the premium for the'lonéer eriod is
therefore fixed and known at the time of purchase. If, on the other hand, PG&E wereto - -
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 necessaﬁ%uwould' be priced based on interest rate
parameters at the time of such future purchase. This is nota present‘lg 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
allovls;ing for some flexibility, with a cost that is fully determinable and known at the time of
purchase. - o

In the case of Interest Rate Hedges that combine one or more of the non-option
devices with an o;i_liion hedging device, the same reasoning applies. Because

y any Interest Rate Hedges entered into by PG&E pursuant to this Motion beyond a.

Straight Option Transaction will involve a combination of one or more non-option hedging

devices with an 3pt10n hedging device, PG&E by this Motion seeks authority to enter into

Interest Rate Hedges with a settlement date of up to June 30, 2004, :

3 On July 25, 2003, PG&E petitioned the California Public Utilities Commission (the
“Commission”) 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-conﬁrmatioq_hedging. PG&E's ability to
engage in the Interest Rate Hedges will be contingent upon receipt of appropriate approval
from the Commission. ) '

hedgin.
virtual
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these low rates for the débt cdhtemplated to be issued by PG&E under its vr'eorgai_lizétion
plan 'willrenhance the efficiency of such plan and will be beneficial to the estate and
interested parties. Authorizing PG&E to enter into the Interest Rate Hedges and Hedge

Agreements while forward interest rates are rélatively low will provide a tool to help protect

against potential significant increases in interest rates that might occur before its

reorganization plan fs implemented, thereby mitigating against potentially higher borrowing
costs that may prevail when debt is isSued as anticipated undef_ PG&E'’s reorganization plan.
This is in the interests of PG&E, its creditoré and ratepayers alike.
I 4
' FACTUAL BACKGROUND
A. General Background o |

PG&E filed a voluntary petition for relief uﬁder Chapter 11 of the Bankruptcy
Code on April 6,2001. A truétee has not been appointed, and PG&E continues to function
as a debtor in possession purs‘uant‘ to Sections 1107 and 1108 of the Bankruptcy Code. |
' B. PG&E’s Reorganization Plan
PG&E will be required to issue and/or reinstate signiﬁcant amounts of long-term
debt as part of its implementation ﬁnancing under virtually any reorganization plan that will
resolve this Chapter 11 case. Under the PG&E Pian, such l_oﬁg-term debt is anticipated to

aggregate $8.8 \billion, although contingencies could increase the amount to approximately

'$10.5 billion. Of the $8.8 billion, approximately $7.7 billion is estimated to be new long-

term debt, of which approximately $7.4 billion is antic.ipatcd to be ﬁx.ed-rate,r long-term

"debt.* Entering into agreements to preserve the benefits of the currently low market interest

% Similar amounts of debt would be required under each of the reorganization plans
reviously proposed by (i) PG&E and PG&E Corporation (the “Original PG&E Plan”), and
gi) the California Public Utilities Commission and the Official Committee of Unsecured

reditors (the “Commission Plan”). In view of the PG&E Plan, the Bankruptcy Court has

-stayed confirmation proceedings with respect to the Original PG&E Plan and 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. : ~

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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rates is anticipated to provide long-lasting benefits to thé estate and interested parties.’

Because the window of opportunity to secure the benefits of current low forward interest
rates is uncertain, PG&E seeks authorization to prbmptly enter into the Interest Rate .He-dgesk
and Hedge Agreeménts pursuant to this Motion.‘ o

" C. Interest Rates and Risk ,

The attractiveness of current market intérést rates is exefnpliﬁed by the clbsing
yields on 5-year and 10-year U.S. Treasury nétés, which were 3.34% and 4.48% per anﬁum,
respectively, as of August 26, 2003. These U.S. Treasury note fatés; which are illustrative of
similar trends in other interest rate benchmarks, are at levels clqse to the lowest rates seen in.

decades. On August 26, 2003, the 30-year U.S. Treasury bond yield was 75.27% per annum,

- which again is among the lowest rafes prevailing since the United States Treasury began

issuing 30-year bonds on a regular basis.

As is typical with corporate lorig-term debt, the interest rate on PG&E’s

anticipated long-term debt issuances under its reorganization plan will be based on a

combination of the yield on a comp'ara‘ble’ 'maturity US. Treasury note or bond, which
reflects the time-value of monéy '(referrgd‘ to as the “risk-free” rate), and a credit spread, -
which reflects a premium for PG&E’s credit risk. The financial markets offer various"
mechanisms for PG&E to hedge the US Tréésury yield pdrﬁon of the ihterest rate on its
future long-term debt. However, these mérkcts do not offer instxfumcnts that would allow ‘
PG&E to hedge the credit-spread portioh of the debt. -Thus, PG&E could only hedge for the |
impact of changes on a component of the interest rates Oﬁ PG&E debt to be issued in the
future. Financial markef instrumeﬁté gppropriate for that pﬁfpdse ﬁvould enable the Debtor
to hedge rates related to U.S. Treasuryvyields for such a future date (which is referred to as

SGenerally speaking, PG&E’s borrowing costs are recoverable in retail gas and
electric rates (see Commission Decision 02-11-027, 2002 Cal. PUC LEXIS 718, at *11), so
controllintﬁ 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 res(gect to the ﬁnancinﬁ necessary for the PG&E Plan
shall be reflected and recoverable in PG&E’s retail gas and electric rates.

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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- the “forward yield”), although it is not possible to loek in today’s current yields (referred to

‘as the “spot yield”) for debt that will be issued in the future. s

Under most circumstances, forward UsS. 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. Treasury note on March 31, 2004 was approximately 0.35% above the current
spot yield, and for January 1, 2005 ‘themarket e)rpectation of the yield was approximately
0.75% above the current spot yleld. These expected rates could change dramatlcally if
market rates and expectations of future U. S. Treasury rates change.

Although it would be difficult to project with any certainty the movement of U.S.
Treasury yields in the next year, the current leveIs are among the lowest in decades. Since
there is a general belief that interestrr'ates norma!ly increase in a growing or recovering
economy, should the U.S. economy rebound from its eurrent slump, interest rates are likely |
to increase further. Hedging interest rates at or near levels expected in the near term will
partially reduce the exposure to h'igherv de:btrcos'ts faced by PG&E’s estate and its
constituents at the time that the long-term debt is antieipated to be issued.

D. [Interest Rate Hedge Descriptlon .

PG&E proposes to minimize its exposure to potential fw:ure interest rate
increases by using the Interest Rate Hedges to hedge, in part, its cost of long-term debt
financing upon implementation of a conﬁrmed reorganiZaﬁon plan. By this Motion, PG&E -
requests authority to enter into Hedge Agreements to éngage in the followmg types of
Interest Rate Hedges: interest rate swaps, caps, floors, collars, forward rate agreements and
options, each of whlch is described below.

1, Interest Rate Swaps _

An interest rate swap is an agreement between two parties in which one perty
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, for a specified time period.
PG&E would make or receive cash payments that reflect the difference between the fixed

and ﬂoatmg rates for the applicable time penod. For example, if PG&E agrees to pay the

MOTION FOR AUTHORITY TO BNTER INTO HEDGING TRANSACTIONS RE PLAN FINAN CING
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fixed rate and receive the ﬂoatmg rate and mterest rates mcrease beyond the ﬁxed rate :
during the applicable time, then the counterparty would pay PG&E the difference between
the ﬂoatlng and fixed rates. Conversely, 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 mvolve partles who both pay floating rates, but
based on different indexes. A

2. Interest Rate Caps. Floors and Collars ‘

An interest-rate cap is a financial instrument tlrat sets a maximum rate of interest
on variable-rate obligations. An interest-rate floor setsa minimum rate of interest on
variable-rate obligations An interest rate collar is a ﬁnancial instrument that sets both
minimum and maximum rates of i mterest on vanable-rate obhgatlons

3. Forward Rate Aggeement .

PG&E may choose to enter into forward contracts with respect to U.S. Treasury
securities and/or interest rate suvaps A forward ccntract Witlr respect to U.S. Treasury
securities is an agreement between two partles 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 receive a cash payment that reflects the difference
between the expectation of rates at the time 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
specified U.S. Treasury secunty and the market price for the particular security is below the
specified contractual price on the settlement date (i.e., market interest rates for Treasury
notes have increased above the contractual rate), then the counterparty would pay PG&E the
difference. Conversely, if PG&E agrees to sell a specified US Treasury security and the
applicable U.s. Treasurysecurity 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. 7 | '

. A forward interest rate swap is an agreement BetWeen two parties to enter into an

interest rate swap at a later settlement date. As with a forward contract with respect to U.S.

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
-7-




1

2

3

4

5

6

7

8

9

10

11

12
- g
::NA.:?"% 14

Treasufy securities, on the settlement date, the parties cash settle the difference between the
contractual rate and the actual (market) interest rate, :inSteed 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 applicable 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 below the fixed contractual rate, then PG&E would

pay the counterparty the difference. -

In either of Athe forward rate agreements described above, a payment to PG&E
would offset the higher interest expense resulting from an increaée in the risk-free rate
component of the long-term deb'tr to be issued under its reorganization plan, and a payment
by PG&E to the ceunterparty would be offset by the lower interest expense resulting froma
decrease in the risk-free rate component of such long-term debt. The net result under either
arrangement is management of the fisk-freé intereet rate applicable to the portion of PG&E’s
anticipated debt issuance that 1s hedged.

4. Option Contracts

In general, an option cohtrect is an agreement giving the purchaser the right, but
not the obligation, to buy (call)ror seﬂ (put) an asset at a given priee (referred to as the
“strike pﬁce”). The option’s strike price and maturity date are determined when fhe contract
is entered into, and an “upfront prénlium;’ is established for payment from the purchaser to -
the seller. - o |

PG&E may choose to purchase a floor or a cap,kwhic'h may be in the form of a
single put or call option or a series of put or cellbptions on é specified financial instrument,
such as a U.S. Treasury security or an interest rate swap. Used in thxs way, options may be
thought of as analogous to an insurance policy, in that an upfront premium 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; therefere, if interest rates

increase, thereby decreasing the price of the asset below the put option’s strike price, PG&E

would exercise the put optlon and receive from the counterparty a payment based on the

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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difference between the market price and the strike price. Conversely, if interest rates
decrease, thereby increasing the market price of the asset above the strike price, PG&E
would not exercise the put option and no payment would be exchanged. Insucha case,

PG&E would have paid the upfront premium but would receive no offsetting payment. Call

“options offer analogous protectioﬁ against falling interest rates and rising asset prices. The

purchase of only an option hedging 7device as described in tlﬁs'paragréph, whereby PG&E
pays the purchase price upfront at the time of plirchase and has no future payment
obligations to the coﬁnterparty, is }referred to in this Motion as a “Stfaight.Option
Transaction”, and the product so pﬁrchased is referred to as a “Straight Option”.

E. Combination, Notional Amount and Timing of Interest Rate Hedges

'PG&E may choose to enter mto combinations of the above—descnbed 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 any potential settlement payment to the
counterparty that would be requiréd; ‘ In th1s scénﬁrio, if interest rates were to decrease, the
floor would protect agaihst the signiﬁcaht settléinent bayrhent that' would otherwise be

required as a result of a precipitous mterest rate drop The premium on the floor would

‘either be pald upfront or embedded into the forward rate agreement by increasing its fixed

contractual rate. Additionally, PG&E Imght utilize a combination of floors and caps to
create a collar—a hm1tat10n on mterest costs to a pre-defined range. |

PG&E is seeking approval to transact up to $7 4 bllhon in notional amount of

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

be less. This maximum $7.4 billion in no_tlonal 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 plan. '

>0ﬂ1er' than a Straight Option Transaction, for all other types of Interest Rate
Hedges a payment rmay be due from éither party to the other upon the settlement/maturity
date of the transactions (all such other types of Interest Rate Hedges being referred to in this

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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Motion as “Performance Interest‘Ra'te. Hedges”).® To maximize the benefits to PG&E from
any Performance Interest Rate Hedges, the ending date should be sdected with reference to
the anticipated time of issuance of the implgmentdtion ﬁnancing for PG&E’s feorganization
plan, but with some reasonable flexibility for slipp'arge.7 While the precise date of such
ﬁnanciﬁg implementation is uncerté.in, PG&E submits that the relatively low forward

interest rates available today with respect to the approximate peridd when PG&E expects to

“implement financing imd_er its reorganization plan; and the risk of increasing interest rates

| justify entering into any Performi;nce Interest Rate Hedges and corresponding Hedge

Agreements before the precise reorgaﬁizaﬁon plah financing implementation date is
determined. ' 'y | |

If the implementation ﬁnéncing 6ccﬁrs prior to a Performance Interest Rate
Hedge’s setﬂement date, ‘the Performénce'lnterest Rate Hedge can be unwound early or sold.
In the case of a forward rate agreement, the settlement amount would then be based upon the
difference between the Performance Interest Rate Hedge’s contractual interest rate and the
then-cffective forward rate as determined by the éapital markets. 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 on the di_ﬁ'e’r;nce
between the contractual intérest rate and the three-month forward interest rate at the time of -
the unwind. |

As discussed abo{'e, PG&E seeks authority to enter into Interest Rate Hedges and

%1t is critical to the definition of “Performance Interest Rate Hedges” in this Motion
that a payment may be due from gither party to the other upon the maturity or earlier
termination of the hedge. Accordingly, a Straight Option Transaction, as defined in Part
11.D.4. above, is not a Performance Interest Rate Hedge because although PG&E’s o
counterparty to a Straight Option Transaction may have a payment obligation to PG&E upon
the exercise of the cg)tlon, PG&E would not have any %?tentlal gayment obligation to the
counterparty beyond the purchase price that is paid in full by PG&E “up front” at the time
the Straight Option is purchased. c

"See footnote 2 above for an explanation of the justification for permittinﬁlPG&E to
enter into Interest Rate Hedges and Hedge Agreements with settlement (and, in the case of
Straight Option Transactions, expiration) dates a modest period beyond the anticipated
Effective Date of the PG&E Plan. - ,

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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corresponding Hedge Agreements With settlement dates V(in the case of Performance Interest
Rate Hedges) and expirations dates (in the case of Stralght Optlon Transactions) through
June 30, 2004, while reserving all nghts to seek additional authonty with respect to the
Interest Rate Hedges and corresponding Hedge Agreements, as appropriate. For example, 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 authority to enter into one or more new Interest Rate |
Hedges and corresponding Hedge Agreements with a new settlement/matunty date (in the
case of a Performance Interest Rate Hedge) or explration date (in the case of a Straight

" Option Transaction), dependmg on market conditions at that time. Alternatlvely, ifitis

determined that it is appropriate to termmate a Performance Interest Rate Hedge, then such

. Performance Interest Rate Hedge could be unwound prior to its original maturity date.

F. Sensitivigi! Analysis With Respect To The Interest Rate Hedges Based on
: hanges in Viarke ﬁites o

On the settlement date of a Performance Interest Rate Hedge, one party typically

rpays the other party a certain amount pursuant to the agreement based on the difference

between the contract and market rates of interest. If the market interest rate fell below the

Performance Interest Rate Hedge contract rate, PG&E would make an appropriate payment

| to the counterparty out of cash on hand and issue additional debt pursuant to its ‘

reorganization plan. The cost of this additlonal debt would be expected to be effectively
offset by the lower interest rate on the long-term debt to be issued by PG&E pursuant to its |
reorganization plan. Conversely,' if the market interest rate increased above an Interest Rate
Hedge contract rate (including 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 decreasmg the amount of debt to be issued pursuant

' to the reorganization plan, which would be expected to reduce the overall mterest expense

on such debt issued at the then-applicable market rate.

PG&E’s potential risk and liability with respect to any Performance Interest Rate

- Hedges and corresponding Hedge Agreements will necessalily be based on current forward

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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interest rates and volatility at the tiﬁié that the Performance Interest Rate Hedgeis
commenced. Under recent markct_ conﬁiﬁons, fof a $1 billion forWard ¢ontract on a 10-year
interest rate swap (designed to hedge .agaihst changes in the int'e'res'tvrate of securities with a
10-year maturity) at a fixed contractual rate of 5.27%, a decline in the swap rate to 4.27%
would result in PG&E paying approﬁﬁawly $80.7 million to the counterparty. Conversely,
an increase of in the swap rate fron’i'Si.2A7% td 6.27% would result in the counterparty paying
approximately $73.5 million to PG&E. 'A o i |

This would in(iicate that if PG&E were to enter into comparable hedging
transactions with a notional amouﬁt aggregaﬁng approximately $7.4 billion (the maximum |

authority sought by this Motion), its potential Liability would amount to close to $600

“million for a decline in interest rates of 100 basis points.® However remote the possibility

of such a decline in interest rates when rates are already near historic iows; PG&E would not
be comfortable undertaking anywhere near this level of risk. Accordingly, PG&E intends to
engage in transactions which would limit its potential liabilities under any aﬁd all I_nterest
Raie Hedges to no more than $90 millioniﬁ the aggregate, and PG&EV by this Motion
therefore seeks authority to enter info ,Inier'est Rate Hedges and Hedge Agreements in ar
notional amount of up to $7.4 billion outstanding at one time, provided that PG&E in so
doing uses devices that limit its maxim‘um liability to an aggregate of $90 million.” PG&E
believes that this $90 million maximum liability amount provideé PG&E W1th adequate
authority to carry out a reasonable hedging pfqgram tb carrj} out the objectives of this

¥For technical reasons, the impact is not cdmgletely 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 agfrommately $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 this Motion. v '

9 This maximum $90 million amount includes the aggregate of (a) the costs of the
he?ing devices that PG&E may utilize to limits its potential liability under the Interest Rate
Hedges, (b) PG&E’s potential hability to counteiparties 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).

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINAN CING
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Motion."? _ , _ ,

In addition to considering PG&E’s maximum potential liébility under the
proposed Interest Rate Hedges, it is important to consider the potential impact of not
entering into Interest Rate Hedges in the curreﬁt favorable interest rate environment. If
PG&E does not enter into any IntereSt‘ Rate Hedgés and PG&E issues the maximum -
potential $7.4 billion amsunt of ﬁxed-rafe debt anticipated under the PG&E Plan, each
increase of 200 basis points in inte;éSt rates would incrcase PG&E's annual pre-tax interest

expense by $148 million. Assuming 4(for illustration purposes only) that the maturities of all

fixed-rate debt issuecf 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 a
preseﬁt value of approximately $1 billion. Under any reasoned analysis, PG&E believes
that it is sound business judgment’t,(.‘) use the avarilablev financial tools to hedge against ﬂﬁs
interest rate risk, particularly in view of the currently low market i;iterest rates. This ﬁsk
‘mitigation benefits the bankruptcy estate and interested partiés alike.
G. Counterparties for the Interest Rate Hedges and'Hedge Agreements
Consistent with the Settlement Agreement thét is the basis for the PG&E Plan (a

- copy of which is attashed as Exhibit D to the PG&E Plan), PG&E has -agfeed to name UBS

Securities LLC and Lehman Brothers Inc. as exclusive book runners, lead managers and
hedging providers of all financings pﬁrsuant to the PG&E Plan with equal economics for 80

percent of the aggregate total fees and commissions payable on such ﬁnancings.l"

YUsing 4 $7.4 billion ag%revatejnoﬁonal amount of comparable hed%iné_ transactions,
an increase in interest rates of 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, theoretlcalg, there is no limit to the amount that interest rates can
increase, there is no upper limit to the hedging counterparties’ 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 Eerform its obligations upon the settlement of any interest rate hedge
transaction, PG&E is requiring that, subject to neéotiated uncollateralized thresholds, each
hedgigg counteqnar?"s potential obligations to PG&E under the Interest Rate Hedges be
secured by collateral consisting of cash or relatively liquid securities.

" PG&E also has been directed b&l the Commission to work with UBS Securities
LLC in Commission Decision 02-11-030 on implementation financing for PG&E’s
: e _ , (continued . . .)
MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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Accordingly, PG&E anticipates that Lehmztn Brcthers Special F inancing Inc., together with
Lehman Brothers Holdings Inc. as guarantor, or any affiliates thereof agreed to in writing by
PG&E (collectively, “Lehman”) and/or UBS AG or any affiliates thereof agreed to in
writing by PG&E (ccllectiver, -“UBS”) wi-ll hePG&E’s ccunterparties with respect to 80
percent of the Interest Rate Hedges prov1ded that such Interest Rate Hedges and
corresponding Hedge Agreements are on eommerclally reasonable terms and rates. PG&E
under all circumstances may enter mto Interest Rate Hedges and Hedge Agreements with
any institutional counterparties for the remaining 20 percent of the‘hedging transactions.

To the extent that PG&E enters Intc Interest Rate Hedges and Hedge Agreements
with Lehman and/or UBS, PG&E notes that afﬁhates of such partles i.e., Lehman Brothers
Inc. and UBS Securities LLC) are actmg as the financial advisor and capital markets
arranger to PG&E and the Conmnssron, respectlvely. PG&E also notes that it anticipates
that the function of “Calculaticn Agent” under any Interest Rate Hedge and Hedge |
Agreement that PG&E enterslinto —i.e., the agent that performs certain settlement .
calculations under a Hedge Agreement, except ifa deﬁned “Event of Default” or
“Termination Event” occurs, in which case the calculations are perfonned by the non-
defaulting party (in the case of Event of Default) or the non-affected party (in the case of
certain Termination Events) under the applicable Hedge Agreement — may be perfonned by

-one of the parties to the Hedge Agreement or an 'ind‘ependent third party. These matters are

still under discussion and have not heen finally determined. Thus, it is pdssible that under
certain circumstances Lehman, UBS, or other counterparties may act as the Calculation -
Agent under one or more Hedge Agreements pertaining to one or more Interest Rate Hedges,
and in such role would be responsihle for the calculation of certain settlement amounts with
respect to those Interest Rate Hedges Inany event each counterparty acting as a
Calculation Agent is obligated to perform its calculatlons in good faithandina

commerclally reasonable manner.

(. .. continued)
emergence from Chapter 11.

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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PG&E has be'en advised by Lehman Brothers Inc. thet, consistent with what the
financial markefs would require for ﬁnaneial institutions to enter into these types of eomplex
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 saﬁsféct’ofy to the institutional eounterparty):

(1) Authorizing PG&E to enter iﬁtb_ the Intereserate Hedges and tﬁe- 7
comresponding Hedge Agreements, and, with respect toAany: Performance Interest Rate Hedge
and corresponding Hedge Agreements, to incur secured debt pursuant to Bankruptcy Code
Section 364(d); | o o . |

(2) Finding that the counterparty to each Hedge Agreement pertaining to a
Performance Interest Rate Hedge is extending credit to PG&E in good faith w1thln the
meaning of Bankrﬁptcy Code Section 364(e);and

12 Because PG&E anticipates entering into 80% of the Interest Rate Hedges and
corresponding Hedﬁe Agreements with Lehman and UBS, the evidentiary basis for the good
faith of Lehman and UBS as prospective hegge counterparties are contained in the Sauvage
and Hulse Declarations, res%:;tively, and PG&E by this Motion seeks a good faith
determination respecting Lehman and UBS pursuant to Section 364(e). Further, as discussed
above, PG&E also may enter into Interest Rate Hedges and Hedge Agreements with other
institutional counterparties (each an “other institutional counte artg’ . PG&E understands
that any such other institutional counterparty, like Lehman and , will require a “good
faith” determination pursuant to Bankruptcy Code Section 364(e) as a condition to entering
into any Performance Interest Rate Hedge and corresponding Hedge AFreement with PG&E.

e

| Because all such other institutional counterparties have not Xet been selected, to facilitate

such other institutional counterparties entering into Hedge Agreements with PG&E
consistent with this Motion, lg(?&E by this Motion also seeks the Court’s approval of a
streamlined procedure for such gro osed other institutional counterparties to seek a good
faith determination pursuant to a.tﬁcruﬁ)tcy Code Section 364(e), as follows: Any proposed
other institutional counterparty with whom PG&E ‘intends to enter into a Performance '
Interest Rate Hedge and corresponding Hedge Agreement pursuant to this Motion would file
and serve on counsel for each of the Debtor, the Official Committee of Unsecured Creditors,
the Commission and the United States Trustee (collectively, the “Served Parties”) a
declaration establishing such progosed other institutional counterparty’s good faith,
discussing the types of matters addressed in the Sauvage and Hulse Declarations; the Service
Parties would have until five calendar days after service of such declaration to file with the
Court and serve upon the Served Parties any opposition to a good faith determination with -
respect to such proposed other institutional counterparty; if no timely opposition is submitted
by one of the Served Parties, the Court (in its discretion) may enter an order determining the
ood faith of such proposed other institutional counterparty without further proceedings. In

1¢ event that any of the Served Parties files and serves on obgectic’m, the Court, in its
discretion, may do either of the following: (1) overrule the objection and issue its order

| determining the good faith of the proposed other institutional counterparty, or (2) advise the

B : (continued...)
MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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3) Authoriziné the counterp_éftj to each Hgdge Agreément to exercise its rights
and remedies under the Hedge Agreement(s) with such counterparty, notwithstanding the
automatic stay provisions of Bankruptcy Code Sebtion 362.2 |

" H. Secured Debt Req uirements Relatéd fo'tlie Interest Rate Hedges |

| As a matter of prudent business practice, and consistent with PG&E’s risk
management policies and practices with respéct to hedge countelparties,' PG&E expects to
require 1ts counterparties to post éollateral to secufe'. their pbfentiél paynic_:nt obligatiéns to
PG&E with respect to certain Interésf Rate I—Iedgéé based on market movements adverse to
the counterparty’s position, which obligaﬁdhs, as indicated in footnote 10 above, may be
quite substantial in view of the magnitude of the contemplated transacﬁohs. PG&E b‘eliveves
and represents that if PG&E so re(juiré’é iits hedge counterparﬁeé to post collateral, the
counterparties will require PG&E to post édllateraj to secure PG&E’s poténtial payment
obligations to the counterparty with r'es'peét to Performance Interest Rate Hedges based on
market movements adverse to PG&E’s poSiﬁon.

For example, in the situation where the market interest rate rises above the rate -
used in a Performance Interest Rate Hedge,'ﬂie countérpafty may need to post collateral in
an amount that represents allora portion of the payment to PG&E that would be due if the

hedge were to cash settle on the exposure measurement date. Canersely, in the situation

. . . continued) ; -

Served Parties that it is declining to further consider or to determine the good faith of the
]f)roposed other institutional counterparty without a noticed hearing. Notwithstanding the

oregoing, in addition to the Declarations on behalf of UBS and UBS Securities LLC and
Lehman and Lehman Brothers Inc filed and served herewith, PG&E prior to the hearing on
the Motion may file and serve good faith declarations of one or more dpropose:d other
institutional counterparties who are identified after the Motion is filed but prior to the
hearing on the Motion, and PG&E will request at the hearing on the Motion that the Court
include in its Order granting the Motion good faith determinations pursuant to Bankruptcy
Code Section 364(e) with respect to such proposed other institutional counterparties.

13 As will be provided in the Hedge Agreements ;fgertaining to any Performance
Interest Rate Hedges, time is of the essence in respect of any Kay’ment or collateral-posting
obligations due from PG&E or any applicable counterparty. Accordingly, each of PG&E
and any applicable counterparty shall be entitled to demand and receive prom tpairlment of .
collateral calls and termination payments in accordance with the provisions of the Hedge
Agreements pertaining to Performance Interest Rate Hedges. ?

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACI'IONS RE PLAN FINANCING
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where the forward interest rate curve drops below the forward ;'éte used in a Performance

Interest Rate Hedge, PG&E may be required to post ¢ollat§ral that represents the paymenf to

the counterparty that would be required if the hedge were to'cash settle on the exposure

measurement date. ,
As part of this Motion, PG&E secks authoﬁzatioxi to enter into Performance

Interest Rate Hedges and corresponding' Hedge Agreements with collateral-posting
requirements, granting liens on collatefal in favor of the counterparties, and obtaining liens
on collateral from the counterparties (and, with respect to Straight Opﬁon Transactions,
obtaining liens on collateral from the counterparties), as foliows: PG&E would be required
to post collateral from time to time to the extent of PG&E’s potential payment obligations as
a result of changes in applicable market interest rate paramgtéré in any Perfo@ance Interest
Rate Hedges, and would be entitled trovthe' return of collateral from time to time to tl}e extent
that PG&E potential payment obligations dropped below the amount of collateral then
posted as a result of changes in applicébl_é rﬁarkef interest parameters. o S

| Lehman, UBS or any othef counterparty under atiy Interest Rate Hédge and
corresponding Hedge Agreemént would each have an dncoliateralized exposure threshold
(the ;‘Countexparty Collateral Threshold”), as follows'*: ifa coﬁﬁterparty or a guarantor of
such éounterparty’s obligations under the Hedge Agreement(s) with such counterparty (a
“Guarantor”) has a long-term _sénior'unsecured debt rating (a “Rating”) 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 cduntcipaxjty shall be $60
million; if a counterparty or its Guarantor has a Rating of (or, after entering into a Hedge

“Because PG&E has no potential future payment obligations under a Straight Option
Transaction, there is no basis or need for PG&E to seek to incur secured debt or secure
obligations under Section 364 in connection with a Straight Option Transaction. However,
because the counterparty to a S‘h’alt'ﬁht Oftion Transaction does have payment obligations to
PG&E if interest rates rise above the ceiling specified in the option, the countegaarty toa
Straight Option Transaction will be required to post collateral in favor of PG&E (subject to
such counterparty’s Counterparty Collateral Threshold) if interest rates rise sufficiently
before the expiration or exercise of the option.

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING |
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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 “Aal” through “Aa3”
from Moody’s, then the Counterparty Céllaferal Threshold for such cduntcrparty shall be
$40 million; if a counterparty or its Guarantor has azRatiﬁg of (or, after entering into a Hedge
Agreement with PG&E, such counferparty’s or such Guarantor’s Rating is reduced to)
anywhere from “A+” through “A-“ from S&P @Q"anywhere from "‘Al” through “A3” from
Moody’s, then the Coﬁntexpartbellateral Threshold for such counterparty shall be $20
million; and if a counterparty and its Guarantor has arRating of (or, after eﬂtering into a

Hedge Agreement with PG&E, such counterparty’s or such Guarahtor’s Rating is reduced

o) below “A-“ from S&P or below “A3” from Mdbdy’s, the Counterparty Collateral

Threshold for such counterparty shall bé zero. ! |

Based on PG&E’s maximum .obligations under the Interest Rate Hedges as
discussed in Part ILF. above, PG&E by this Motion seeks a‘ﬁthority to utilize up to $90 |
million in cash or cash equivalents for purposes of posting collateral with counterparties in
connection with the Performance Ihtérest Rate Hedgés and correspondinQ Hedge
Agrec-ments."6 PG&E expects to rﬂrmd such collateral-posting réQuireinents ﬁnder the Hedge
Agreements pertaining to Performance Ihterést Rate Hedges from its-r'cash and césh
equivalents on hand. Becéuse the counierparty would have a senior lien on such collateral
posted under any such Hedge Agreements, the obligations under such Hedge Agreements .
would constitute senior secured debt within the meanmg of Bankruptcy Code Section 364(d)
to the extent of the value of the collateral posted pursuant to such Hedge Agreemenfs. |

BPG&E as a Chapter 11 debtor does not have a credit rating that would SDI;POﬂ 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 secure its potential ﬁayment' ,
obligations under the Performance Interest Rate Hedges and corresponding Hedge
Agreements it enters into pursuant to this Motion. : :

%Such collateral posting obligation will include an “independent amount” that will be
based upon assessment of risk and volatility with respect to anyPerformance 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 aggegate liability limitation, in no event can the total amount of collateral posted,
including the *independent amount,” exceed $90 million.

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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I. Lien Of Indenture Trustee Under 1920 Indenture
BNY Western Trust Company has a lien on substantlally all of PG&E’s real and

personal property in its capacity as the successor trustee (the “Indenture Trustee”) under that :
certain Indenture dated December 1, 1920 as aniended to date (the “1920 Indenture”), which
is the subject of that certain “Stipuiaﬁon (I) Authorizing and Restricting Use of Cash
Collateral Pursuant to 11 Us.C. §363 and Bankruptcy Rule 4001 and (II) Granting
Adequate Protection Pursuant to i_l U.S.C. §§361 and 363" entered into between PG&E and
the Trustee on May 9, 2001, as amended to date (the “Cash Collateral Stipulation”) and
approved by the Bankruptcy Court by 1ts Order thereon dated the sente date and by

| subsequent Orders approving the amendments to the Cash Collateral Stipulation.

PG&E has had d_iscussioﬁs’ with the Indenture Trustee concerning this Motion
and the use of cash collateral that it entails in order to provide security to the hedge
counterparties pursuant to Bankruptcy Qede Section 364(d). The Indenture Trustee has
indicated that it has no objection to PG&E’e ﬁling of the Motion, but at the same time,
pending its further consideration of the relief requested, the Indenture Trustee hae 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 1nterests are adequately protected

PG&E SHOULD BE AUTHORIZED TO ENTER INTO THE

INTEREST RATE HEDGES PURSUANT TO BANKRUPTCY
| CODE SECTION 363(b)(1) |

In determining whether to authorize the use, ‘sale or lease of property of the estate
under Bankruptcy Code Section 363(b)(1), courts require a debtot to show that a sound
business purpose justifies such actions, applying essentially the same “business judgment”
test that is used in detem'tining whether to apptove the assumption or rej ection of an
executory contract. See, e.g., Stephens Indus., Inc. v. McClung, 789 F.2d 386, 38§-90 (6th
Cir. 1986); Comm. of Equity Sec. Holders v. Lionel Corp. (In re Lionel Corp.), 722 F.2d

1063, 1070-71 (2d Cir. 1983); 3 Lawrence P. King, Collier on Bankruptcy §363.02[1][g]

. MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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“(15th ed. rev. 1998).

The burden of establishing a valid business pﬁmose for the use of prbperty 6f the
estate outside the ordinary coursé of business falls upon'the debtor. See In re Lionel Corp.,
722 F.2d af 10-71; Once the debtor has articulated a 'rationa'l businessv justification, however,
a presumption attaches that the}dccis'io}n was made on an infoﬁned -baéis, in good faith and in
the honest belief that the action was in the best iﬁterest’df the debtor. See, e.g., Official |
Comm. of Sl_lbordinéted Bondhoiders V. Integrafed Res., Inc. (In reEIntegratled Res.LInc.),
147 B.R. 650, 656 (S.D.N.Y. 1992) (citing Smith v. Van Gorkom, 488 A.2d 858, 872 (Del.
1985)). | / o

Sound business justifications support PG&E’S decision to enter into the Interest
Rate Hedges, as it deems appropﬁaté, subject to the maximum $90 million limit, As
discussed above, authorizing PG&E to enter into Interest Rate Hédges (partiéularly while
forward interest rates are relatively iow) will provide a tool tb help protect PG&E ftd_m
potential increases in interest rates that might occur before its reo'rganization plan is |
impleménted, thereby mitigating against potentially higher bori'_owiﬁg 6osté that may prevail
When new debt is issued under PGI‘&E"s reorganization plan. This will éccofdingly benefit
the bankruptcy estate and interested parties. | |

- IV.

PG&E SHOULD BE AUTHORIZED TO tNCUR SECURED
- DEBT PURSUANT TO BANKRUPTCY CODE SECTION 364

Bankruptcy Code Section 364(d)(1) provides, in pertirient part, as follows:
“The Court, after notice and 2 hearin , may authdrize the obtaining of
credit or the incurring of debt secured by a senior or equal lien on
property of the estate that is subject to a lien only if— '

(A) the trustee is unable to obtain such credit otherwise; and

(B) there is adequate protection of the interest of the holder of the lien

on the property of the estate on which such senior or equal lien is
proposed to be granted.” (11 U.S.C. §364(d)(1))

Thus, the only statutory prerequisites for obtaining credit on a senior secured

basis is that the debtor be unable to obtain such credit _otherwise; and that there be adequate

MOTION FOR AUTHORITY TO ENTER INTO HEDGING TRANSACTIONS RE PLAN FINANCING
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protectlon for the exlstmg llenholder Thls test is clearly satlsﬁed in tlns case.

First, as dlscussed above asa matter of prudent business practlces and consistent

Vw1th PG&E’s risk management pohcles concermng the obhgatlons of its hedge

counterparties, PG&E expects to requ1re 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 in Part ILH above) with respect to certain Interest Rate
Hedges based on market movements adverse to the counterparty’s pos1t10n, and the

counterparties in turn will demand and require PG&E to post collateral to secure its potentlal

payment obligations to the counterparty vv;th 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
bas1s to its counterparties as descnbed m Patt ILH above ,

Further, the interest of the only emstmg potentlal llenholder—the Indenture
Trustee—is fully secured and adequately protected by a substantial equity cushion, 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 May 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 obligations under the mortgage
bond indenture, which are secured by substantlally all of the Debtor’s assets, aggregate
approximately $3 billion. _ o |

The existence of an equlty cushlon ora “value cush10n —the value of the |
collateral i in excess of the amount of the secured claim at issue—" is the classic form of
protection for a secured debt,” and it is well settled that “the existence of an equlty cushion,
standing alone, can provide adequate protection.” In re Mellor, 734 F.2d 1396, 1400 (oth
Cir. 1984). Accord, Travelers Ins. Co. v. Plaza Family P’ship (In re Plaza Family P’ship),
95 B.R. 166, 171 (E.D. Cal. 1989). In In re Mellor, the Ninth Circuit Court of Appeals held

that a creditor’s 20% value cushion constituted adequate protection as a matter of law, and

reversed the lower court’s finding to the contrary as “clearly erroneous.” Pistole v. Mellor
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(Inre Mellbr)' 734 F.2d at 1401. The Court of Appeals also made elear that a cushion of

less than 20% could constitute adequate protectlon, and cited with approval authontles
holdmg that value cushions of 10% to 20% constituted adequate protection. Id. . Here, by
stark contrast, the Indenture Trust has an equlty cushion of in excess of 700%. Thus, the
Indenture Trustee’s interest here is adequately protected by a substantial equity cushion,
Wthh will remain equal to many txmes the value of the Indenture Trustee’s lien mterest after
g1vmg affect to the maximum amount of collateral that PG&E seeks to grant a senior lien on
pursuant to this Motion. - | | |
In determining whether to apprbve a transaction under Section 364, courts act in
their “informed discretion.” n re Ames Dep’t"S'tofes, Inc., 115BR. 34, 37 (Bankr. |
S.D.N.Y. 1990) Courts have established that such discretion is to be utilized to permit the
debtor’s reasonable business Judgment to be exercised so long as the ﬁnancmg agreement
does not contam terms that are pnmanly demgned to benefit the secured party at the expense
of the estate or leverage the bankruptcy process. Id. at 39-40; In re Simasko Prod. Co., 47

B.R. 444, 449 (D. Colo. 1985). In undertaking such analysis, courts focus on the following

pﬁncipal factors: proposed terms that would tilt the conduct of the bankruptcy case;
prejudice, at the early steges, to the powers and rights that the Bankruptcy Code confers for
the benefit of all creditors; or terms that leverage the Chapter 11 process by pfeventing
motions by partles in interest from being decided on thelr ments Inre Tenney Village Co.,
Inc., 104 B R 562, 567-70 (Bankr. D N H. 1989), Noms Sgu;are Cmc Ass'nv. St Mary

Hosp. (In re St. Mary Hosp.), 86 B.R. 393 401-02 (Bankr E.D. Pa 1988), In re Crouse
Group, Inc., 71 B.R. 544, 550- 51 (Bankr. E.D. Pa. 1987).

Based on the foregoing, PG&E submits that the Court should authorize PG&E to
incur post-petition secured debt of up to an aggregate of $90 million outstanding at any one
time in favor of the counterparties to Performance Interest Rate Hedges and the
correspondmg Hedge Agreements under Section 364(d), and to grant a senior lien in favor of
such counterparties in cash or cash-equivalents of PG&E up to an aggregate of $90 million

at any one time.
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DATED: August 29, 2003

CON CLUSION N

For all of the foregomg reasons, PG&E respectfully requests that the Court make
and enter its Order as follows: - |

1.  Granting the Motion;

2.  Authorizing PG&E to enter into and perform its obligations under the
Interest Rate Hedges and the Hedge Agreements as descnbed above, provided that the
aggregate maximum amount of all of PG&E’s hablhtles thereunder does not exceed $90-
million; | ‘ |

3., Authorizing PG&E to post collateral and grant a semor lien on collateral
consisting of cash or cash equlvalents uptoa maximum aggregate amount of $90 million
outstandmg at any one time, in favor of the apphcable hedge counterparties to secure
PG&E’s obligations under Hedge Agreements pertaining to Performance Interest Rate
Hedges pursuant to Bankruptcy Code -Section 364(d)(1), as more particularly described
above; a | o o

4. Determining that each of Lehman, UﬁS, and any other institutional
counterparty who has submitted a satisfactory declaration as described in footnote 12 above,
upon entering into one or more Hedge -A‘greements with PG&E pertaining to one or more

Performance Interest Rate Hedges pursuant to this Motion, is extending credit to PG&E in

. good faith within the meamng of Bankruptcy Code Sectlon 364(e); and

.5._ ~ Qranting such other and further relief as may be Just and appropriate.

Respectfully,
HOWARD, RICE, NEMEROVSKI, CANADY,

FALK & RABKIN
A Professional Corporation

By: L &RY

EF@GY L. SCHA@ R
Attorneys for Debtor and Debtor in Possession
PACIFIC GAS AND ELECTRIC COMPANY
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