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Is an energy-based holding company headquarterod in San Francisco, Cslifornia.
Tne Corporation’s businesses provide energy services throughout Korth America. PG&E Corporation’s
Northern and Central California energy utility subsidiary, s pro-
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vides naturzl gas and slectric service to one of every 20 Amercans. PGAE Corporation’s four unragu-
tated businesses provide a wide range of energy producte and services:

deveiops, bullds, operates, owns, and manages power generation facllities that serve whoiessls and
ingustrial customers; sperates approximateiy 9,000 miles of natural gas
pipeiines, natural gas storage facilities, and naiural gas processing plants In the Pacific Northwest
and Texas; purchases and resells energy M‘Mramm
instrum~nts in major North Amorican markets, serving PG&E Corporation's oth~r unregulated bus -
nesses, unaffilisted utilities, and large end.uie customers; and providos setall

competitively priced elactricity, natural gas, and related services to lower overall energy costs for

‘ndustrial. commercial, and institutionai customers.




Iette ¥ to shareholders

The National Energy Marketplace




We are choosing to

focus our resources -

that is

your investment -

tor years, and by year-end, about 50,000 customers, whose annual electric use represents more
than 10 percent of the company’s delivered electricity, elected to switch to alternate electric

commuodity providers.

We announced or completed utility power plant divesuture  The investments we

transactions totaling $1.5 billion in value.

Our Diablo Canyon Pewer Plant retained the top position
in ats industry, the only nuclear power plant to have cont.au-
ally received a No. 1 rating, the highest granted by the
Institute of Nuclear Power Operations. And Diablo Canyon's
Unit | set a world record in 1998 among comparable units for 1998.
contnuous net generation.

The mvestments we made in systems and infrastructure paid off during severe storms i the
winter of early 1995, with fewer customer outages, shorter outages when they did occur, and

better information easily and quickly shared with customers who needed it,

Unregulated Businesses
Our unregulated businesses also had an excellent year.

In our business lines that operate in wholesale energy markets, we completed the acquist-
tion of New England Electric System’s conventional power plants. This added about 600 new
team members and approximately 4,800 megawatts of generating plants and purchased-power
capacity, and more than doubled the size 00 US. Generating Company, making it one of New
England’s largest competitive electric suppliers. Among this vear's achievements, our power
plant in Pittsfield. Massachusetts continued for a sixth year its
operation without a lost-time accident, and our Northampton
and Scrub -ass plants 1 Pennsylvania were both recipients of the
our people and 1998 Gove: a0#'s Award for Environmental Excellence.

Our Teaas gas operations beat their previous operating relia-

sgquarely on rapidly bility record for natural gas liquids products, reaching 99.69 per-

growing opportunities cent. In the Northwest, our pipeline surpassed its prior annual

in the North American

Onergy

throughput record, delivering almost 915 billion cubic feet of

natural gas. And our energy trading unit had revenue growth of

markets ji
75 percent in power trading and natural gas operations.

Our retail energy services business, i its second year of start-up, reached more than $2 bil-
lion in contract awards for large-scale energy projects and commodities, as markets opened
acioss the United States and as customers seek to lower their expenditures for energy,.

We completed the divestiture of our Australian pipelin. business in 1998, choosing to focus

our human and financial resources = that is. our people and your investment ~ squarely on

rapidly growing opportunities in the North American energy markets.

1998
In 1998, we tocused on being the prenier energy services company as measured by shareholders,
customers, and employees

For sharcholders, we focused on growing carnings per share and growing the proportion of

carnings from paregulated businesses.

made in systems and
infrastructure paid off
during severe storms

in the winter of early



We aim to deliver

invested in “PCG.”

For customers, we focused on providing energy commodities and services - safely, rehably,
and at fair prices.

For employees, we strive to provide a safe work environment, the tools and tramning to do the
job well, and a clear understanding of how to measure the operational and financial success of
their work. And we motivate all of our leaders to constantly improve their teams and to surround
themselves with members of the “A Team,” those men and women

with high personal standards, low tolerance for mediocrity, impa-

sustained, superior tience with the status quo, and the zeal, commitment, and skills to
financial growth so deliver better every day.

our shareholders will In 1998, we grew the responsibility of many existing team
be pleased they have members, and we added a number of strong, experienced team

members in key leadership posinons. And in domg so, we raised the
leadership performance bar for us all.

That was a lot of the good news about 1998,

But, we're not satisfied with our financial periormance. Our Texas natural gas operating busi-
ness is underperforming and the start-up costs of our ene. gy services unit exceeded budger. And
all of our businesses have room to improve. We are focused on making all of our businesse. top

performers in the future.

1999 and Beyond
It's already 1999, and we want to share some of the things that are down the road

We see great opportunities in the North American energy marketplace to provide strong,
sustained growth in each of our businesses. These opportunities are driven by changes in the
energy industry, from the opening to competition of markets previously closed or constrained,
and from the demonstrated desire of customers to lower their energy costs through choice and
competition. We conduct business in many locations in North America, and we have sub tantial
business presence in the Northeast, Texas, Califorma, and the Northwest. There are opportum-
ties to continue to grow value in those locations as well as to move into other attractive regions,
leveraging the assets and skills already in place.

To achieve success for you from these opportunities, we will continue to raise the bar for
ourselves to deliver to each of our constituencies. We aim to deliver sustained, superior financial
growth so our sharehoiders will be pleased they have invested in “PCG to deliver energy com-
modities and services that thrill customers with their value, and to provide a work environment
that will bring out the competitive best in every employee.

Thank you for being our sharcholders, our customers, cur employees ~ i some cases, all

hree. We feel good about 1998, We're working to make 1999 — and beyond ~ even better.

it sl

Rosert . GLynNN, Jr.
Chairman of the Board, Chief Executive Officer, and President

February 8, 1999







Pacific Gas and Electric Company
At A Glance

PG&E Corporation's regulated utility, Pacific Gas and Efectric Company,
is ane of the largest investor-owned gas and electric utilities in the
United States.

Operating revenue 1998 1997
$8.9 billion $9.5 pillion
Earnings per common share  $1.82 $1.7%

Service area 70,000 square miles of territory in
Northern and Central Calitornia, with
a population of 13 million, about
one in 20 Americans

Delivery systems 131,000 circuit miles ef electric
transmissiun and disteibution lines

43,000 miles of natural gas transmission
and distribution pipelines

Recent ‘nvestments  $1.4 billion .n 1938, “ 8 billion in
in infrastructure 1996 and 1997

Sources of power  California Power Exchange®

Value of generating assets  $1.5 billion in sales of fossil-fueled
sold in 1998  and geothermal generating assets:
$501 million in sales completed in
1998, more than $1 billion expected
to close in 1999

A few of the busmesses 970 wineries, 38 gold mines, 2,682
served by Pacitic Gas  bakeries, 1 048 shoe stores, 1,809 vigeo
and Electric Company rental stores, 588 golf courses, 1,217

florists, and 1,009 car washes

Estimated energy savings 340 million kilowatt-hours of electricity
through energy efficiency or the equivalent to supply 51,000
programs  households

8.3 million therms of natural gas, or the
equivalent to supply 15,000 homes

* As a result of eiectric dereguiation in Colifornia, Pacific Gas and Electric Company
and other California investor-owned electric utilities sell ail of their generated
power to the Calitornia Power Exchange (PX). which also obtains power from

other generuting sources The PX then distrit utes power to the utilities based on
customer demand

utility susiness

We Deliver Energy

Step into a new construcvon site in Silicon Vallev, a
winter storm in w2 Sierra, or a customer Call Center in
Fresno, and you will see Pacific Gas ana Electric
Company in action — installing electric lines for the next
technology powerhouse, restoring service to a hillside
town, and talking with a customer, scheduling a time
when she can expect a visit from one of our service
spectalists.

Qur utiiity, Pacific Gas and Electric Company, con-
tinued to do all of this and much more in 1998, in order
to deliver electricity, natural gas, and customer service to
the 13 million people and thousands of businesses we
serve in Northern and Central California, one of the
most robust economies in the world.

From a growth rate of only 1 to 2 percent in rhe
1980s and early 1990s, demand for electricity has d
bled in parts of our service territory during the last
three years. We serve some “boomtowns” with average
growth rates as high as 9 percent, and there is more

growth coming.

Investing In Service and Reliability

The focus of our utility business today is best captured
in its “tag line” ~ We Deliver Energy = seen by millions
of customers cvery day on its trucks, advertising, corre-
spondence, and web page. Customers also see how we
live out this commitment every day through the ser-
vices our utility provides. Substantial infrastructure
mvestments signif:cantly reduced service interruptions
in 1998, Even through the El Nifio winter of 1997-
1998, Pacific Gas and Electric Company reduced the
average time a customer was without power during
storms by 46 percent compared to the previous year's
storms. Because of improved service, faster restorations,
and better communications, 90 percent of our utility
customers now rate our utility service as good. very

good, or excellent,

Delivering Energy and Cholc
We delivered energy in 1998, but we also dehvered

something more. We delivered choice.
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Unregulated Businesses
At A Glance

Theough its unregulated businesses, PG&E Co:poration provides a tyll
range of energy products and services to a growing base of industrial,
cemmercial, and instiiutional customers in the United States and Canada.

Operating revenuve 1998 1997
$11.7 bitlion $6.4 billion

Earnings per common share  $0.06* ($0.04)

Products and services
Wholesale Power generation

Development of new power generation
facitities

Electricity and natural gas commodity
supply

Natural gas processing. storage, and
transporting

Energy cemmodity trading and price risk
management services

Retail  Electricity and natural gas for industiial,
commercial, and institutional customers
nationwide

Energy billing and information management

Energy efficiency aad power quality
solutions

Clean Choice™, renewable electric service
for customers in Califorsia

Capital for energy solutions

Operating power plants 30, representing more than 6,500
megawatts of capacity

Power plants in development 11, representing mere than 8,000
megawatts

Energy trading volume in 1998
Gas  9.37 billion cubic feet per day

Poser 83 million megawatt-houts

Gas pipelines 9,000 miles for natural gas, 500 miles
for natural gas liquids

Average daily natural 6 billion cubic feet
gas throughput

Average daily natural gas liquids 94,500 barrels

production

Total value of energy  More than $2 bifiion
services managed under
retatl contracts that
extend through the year 2003

* Earnings per comman share were $0 12 from Gpetations betare a $0 0F chatge
felated to the sale of PGAE Corporaticn's Australian gas assets

unregulated businecces

The National Energy Marketplace -

A World of Profitabl: Opportunities

Step into a General Electric Plastics facility in New York,
a power generating facility in  Massachusetts, a
McDonald’s restavrant in Los Angeles, a Chevron gas sta-
tion in Texas, and you will see PG&E Corporation’s
national energy strategy in action,

In 27 states and in Canada - in power plants and high
technology firms, manufactu,ing facilities and diverse
utility operations = PG&E Corporation’s unregulated
businesses are bringing power, heat, and light to millions
of new customers, and delivering growing returns to
shareholders along the way.

PG&E Corporation’s unregulated businesses provide
wholesale and retail energy products and services across
North America, bringing together the expertise and
energy resonrces needed to help each customer take
advantage of today's expansive energy marketplace.
Through our subsidiaries, we generate power in 10 siates
for sale to wholesale and industrial customers; we
process, transport, and store natural gas and natural gas
liquids in Texas and the Northwest: we provide trading
and price risk management services to wholesale cus-
tomers nationwide; and we provide innovative, custom-
tatlored energy management solutions to retail customers
in a broad range of industries and localities, along with
the capital for these energy solutions.

Our unregulated businesses do it all, nativawide,
helping to make PG&E Corporation the premier energy

services company in North America.

Premier Power Generation

In 1998, PG&E Corporatior completed the $1.59 billion
acquisition of 18 hydroelectric and fossil-fueled generat-
ing plants from New England Electric System. The sale
was ong of the largest utility asset acquisitions in U.S. his-
tory, transferring three fossil-fucled generating plants, 15
hydroelectric stations, and 23 multi-year power purchase
agreements, which in total added approximately 4,800
megawatts of capacity to PG&E Corporation’s power gen-

erating subsidiary, U.S. Generating Company (USGen),
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Selected Financial Data

fin millions, except per share amounts) 1998 1997 1996 19956 1994
PGAE Corporation -
For the Year ‘
Operating revenues $19,942 $15,400 $ 9,610 $ 9,622 $10,350 |
Operating income 2,007 1,728 1,896 2,763 2,424
Net income 718 716 722 1,269 950 |
Earnings per common share 1.88 1.76 1.78 2.99 2.21 |
Dividends declared per common share 1.20 1.20 1.77 1.96 1.96 |
At Year-End
Book value per common share $ 21.08 $ 21.30 $ 20.73 $ 20.77 $ 20.07
Common stock price per share 31.50 30.31 21.00 28.38 24.38
Total assets 33,234 31.11% 26,237 26,871 27.738
Long-term debt (excluding current portions) 7,422 7,659 7,770 8,049 8676
Rate reduction bonds (excluding current portions) 2,321 2,611 - — — :
Redeemable preferred stock and securities of |
subsidiaries (excluding current portions) 635 750 694 694 725 |
|
Pacific Gas and Electric Company |
For the Year |
Operating revenues $ 8924 $9495 $09610 §$ 9622 $10,350 |
Operating income 1,876 1,831 1,896 2,763 2,424 |
|
Income available for common stock 702 735 722 1,269 950 |
At Year-End 5
Total assets $22,95) $25,147 $26,237 $26.871 $27,738 |
Long-term debt (excluding current portions) 5,444 6,218 7,770 8,049 8,676 ‘
Rate reduction bonds (excluding current portions) 2,521 2,611 - — |
Redeemable preferred stock and securities
(excluding current portions) 579 694 694 694 725
PG&E Corporation became the holding company for Pacific Gas and Electric Company on January 1, 1997 The Selected Financial Dats of PG&E
Corparation and Pacific Gas and Electric Company (the Utility) for the years 1994 through 1996 are identical because they reflect the accounts of the
Utility as the predecessor of PGAE Corporation. Matters relating to certain data above are discussed 1 Management’s Discussion and Analysis and in Notes
to the Consahidated Financial Statements
17



Management's Discussion and Analysis

PG&E Corporation is an energy-based helding
company headquartered 1n San Francisco, California.
PG&E Corporation's businesses provide energy ser-
vices throughout North America. PG&E Corporation’s
Northern and Central California energy utility sub-
sidiary, Pacific Gas and Electric Company (the Jtility),
srovides natural gas and electric service to one of
every 20 Americans. PG&E Corporation's four unregu-
lated businesses provide a wide range of energy prod-
ucts and services through its wholesale and retail
unregulated business operations.

PG&E Zorporation'’s wholesale unregulated bu si-
ness operations consist of U.S. Generating Company
(USGen) which develops, builds, operates, owns, and
manages power generation facilities that serve whole-
sale and industrial customers; PG&E Gas Transmission
(PG&E GT) which operates approximately 9,000 miies
of natural gas pipelines, natural gas storage facilities,
and natural gas processing plants in the Pacific
Northwest (PG&E GT NW) and Texas (PG&E GTT);
and PG&E Energy Trading (PG&E ET) which pur-
chases and resells energy commodities and related
financial instruments in major North American mar-
kets, serving PG&E Corporation’s other unregulated
businesses, unaffiliated utilities, and large end-use
customers.

PG&E Corporation’s retail unregulated business
operations consist of PG&E Energy Services (PG&E
ES) which provides competitively priced electricity,
natural gas, and related services to lower overall energy
costs for industrial, commercial, and institutional
customers.

This is a combined annual report of PG&E
Corporation and Pacific Gas and Electric Company.

It includes separate consolidated finarcial statements
for each entity. The consolidated financial statements
of PG&E Corporation reflect the accounts of PG&E
Corporation, the Utility, and PG&E Corporation’s
other wholly owned and controlled subsidiaries.
The consolidated financial statements of the Utility
reflect the accounts of the Utility and its wholly
owned subsidiaries.

PG&E Corporation was formed in 1997 as the
parent holding company for the Uulity and the
unregulated businesses. Informatton for 1996 in PG&E
Corporation’s consolidated financial statements is iden-

tical to information in the Uulity'’s consolidated finan-

i8

cial statements because they represent the accounts of
Utiity as the predecessor of PG&E Corporation.

This combined annual report, including our Letter
to Sharcholders and this Management's Discussion and
Analysis (MD&A), contains forward-looking statements
about the future that are necessarily subject to various
risks and uncertainties. These statements are based on
the beliefs and assumptions of management and on
information currently available to management. These
forward-looking statements are identified by words

Sy "o

such as “estimates,” “expects,

"o

anticipates,” “plans,”

“believes,” and other similar expressions.

Factors that could cause future results to differ
materially from those expressed in or implied by the
forward-looking statements or historical results include
the impact or outcome of:

* the pace and extent of the ongoing restructuring of
the electric and gas industries across the United
States;

* the outcome of regulatory and legislative proceed-
ings and operational changes related to industry
restructuring;

any changes in the amount the Utlity 1s allowed to
collect (recover) from its customers for certain costs
which prove to be uneconomic under the new com-
petitive market (called transition costs) in accordance
with the Utlity’s plan for recovering those costs;

the successful integration and performance of our
recently acquired assets;

our ability to successfully compete outside our
traditional regulated markets;

internal and external Year 2000 software and hard-

ware 15sues;

the outcome of ongoing regulatory proceedings,
including: the Utlity’s cost of capital proceeding; the
Utility’s 1999 general rate case; the Utility's proposal
to adopt performance based ratemaking (PBR); the
Utility’s transmission rate case applications; and the
California Public Utilities Commussion’s (CPUC)
regulatory proceedings including its audit of the
Utility's affilhate transactions;

fluctuations in commodity gas and electric prices
and our ability to successfully manage such price
fluctuations; and

the pace and extent of competition in the California
generation market and its impact on the Utility’s

costs an/! resulting collection of transition costs.




Although the ultimate impacts of the above factors
are uncertain, these and other factors .nay cause future
earnings to differ materially from results or outcomes
we currently seek or expect. Each of these factors is
discussed in greater detail in this MD&A.

In this MD&A, we first disc ... our competitive and
regulatory environment. W then discuss earnings and
changes in our results of operations for 1998, 1997,
and 1996. Finally, we discuss liquidity and financial
resources, various uncertainties that could affect future
earnings, and our risk management activities. Our
MD&A applies to both PG&E Corporation and the
Utility. The MD&A should be read in conjunction
with the associated consolidated financial statements
of both PG&E Corporation and the Utility.

Competitive and Regulatory Environment

This section provides a discussion of the competitive
environment in the evolving energy industry, the
Califorma transition plans, the New England electric-
ity market, and regulatory matters.

The Competitive Environment in the Evolving
Energy Industry

Historically, energy utilities operated as regulated
monopolies within specific service territories where
they were essentially the sole suppliers of natural gas
and electricity services. Under this model, the energy
utilities owned and operated all of the businesses nec-
essary to procure, generate, transport, and distribute
energy. These services were priced on a combined
(bundled) basis, with rates charged by the energy com-
panies designed to include all of the costs of providing
these services. Now, energy utilities face intensifying
pressures to make competitive those activities that are
not natural monopoly services. The most significant of
these services are electricity generation and natural
gas supply.

The driving torces behind these competitive pres-
sures are customers who believe they can obtain
energy at lower unit prices and competitors who want
access to those customers. Regulators and legislators
are responding to those customers and competitors by
providing more competition in the energy industry.
Regulators and legislators are requiring utilities to
“unbundle"” rates (separate their various energy services
and the prices of those services). This allows customers

to compare unit prices of the Utlity and other pro-
viders when selecting their energy service provider.

In the natural gas industry, Federal Energy Regula-
tory Commussion (FERC) Order 636 required inter-
state pipeline companies to divide their services into
separate gas commodity sales, transportation, and stor-
age services. Under Order 636, interstate gas pipelines
must provide transpostation service regardless of
whether the customer (typically a local gas distribution
company’ buys the gas commodity from the pipeline.

In the electric industry, the Public Utilities
Regulatory Policies Act of 1978 specifically provided
that unregulated companies could become wholesale
generators of electricity and that utilities were required
to purchase and use power generated by these unregu-
lated companies in meeting their customers’ needs.
The National Energy Policy Act of 1992 was designed
to increase competition in the wholesale unregulated
generation market by requiring access to electric util-
1ty transmission systems by all wholesale unregulated
generators, sellers, and buyers of electricity. Now, an
increasing number of states throughout the country
have either implemented plans or are considering pro-
posals to separate the generation from the transmission
and distributton of electricity through some form of
electric industry restructuring,

To date, the states, not the federal government, have
taken the initiative on electric industry restructuring
at the retail level. While at least five bills mandating
deregulation of the electric industry were introduced
in the US. Cengress over the past two years, none have
been passed. As a result, the pace, extent, and methods
for restructuring the electric industry vary widely
throughout the country. For instance, California,
linots, Pennsylvania, and several New England states
have passed electric industry restructuring legislation.
Other states are considering restructuring proposals.
There are also some states that have passed legislation
precluding or significantly slowing down deregulation.
Differences in how individual states view electric
industry restructuring often relate to the existing unit
cost of energy supplies within each state. Generally,
states having higher energy unit costs are moving more
quickly to deregulate energy supply markets.

Implementation of our national energy strategy
depends, in part, upon the opening of energy markets

to provide customer choice of supplier. Undue delays
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by states or federal legislation to deregulate the electric
generation and natural gas supply business could
impact the pace of growth of our retail unregulated
business operations.

California Transition Plans

The Electric Business:

In 1998, California became one of the first states in
the country to implement an electric industry restruc-
turing plan. Today, many Californians may choose to
purchase their electricity from (1) investor-owned util-
ities such as Pacific Gas and Electric Company, or (2)
unregulated retail electricity suppliers (for example,
marketers, including PG&E Energy Services, brokers,
and aggregators). The restructuring plan contemplates
that the investor-owned utilities, including the Utihty,
will continue to provide distribution services to sub-
stantially all customers within their service territories,
including providing electricity to customers who
choose not to be served by another service provider.
Califormia electric industry restructuring has two
major componeiits: the competitive market frame-
work and the electric transition plan, which are
discussed below.

Competitive Market Framework:
To create a competitive generation market, a Power
Exchange (PX) and an Independent System Operator
(ISO) began operating in 1998, The Utility 1s required
to sell to the PX all of the electricity generated by
its power plants and electricity acquired under con-
tract with unregulated generators. Also, the Utility 1s
required to buy from the PX all electricity needed to
provide service to retail customers that continue to
choose the Utility as their electricity supplier. The 1SO
schedules delivery of electricity for all market parnci-
pants to the transmission system, The Utility continues
to own and maintain a portion of the transmission sys-
tem, but the 1SO controls the operation of the system.
During 1998, the Utility continued its efforts to
develop and implement changes to its business
processes and systems, including the customer infor-
mation and billing system, to accommodate electric
industry restructuring. To the extent that the Uulity is
unable to develop and implement such changes in a
successful and timely manner, there could be an adverse
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impact on the Uunlity’s or PG&E Corporation’s future

resules of operations.

Electric Transition Plan:

Market-based revenues, determined by the market
through sales to the PX, may not be sufficient to
recover (that is, to collect from customers) ali of the
Uulity’s generation costs. To allow California investor-
owned utilities the opportunity to recover their tran-
sition costs (generation costs that would not be
recovered through market-based revenues) and to
ensure a smooth ‘ransition to a competitive market, the
California legis’ature developed a transition plan in the
form of state ‘egislation that was passed in 1996, The
transition ran will remain in effect until the earlier of
Decemb.r 31, 2001, or when the Utility has recovered
its authorized transition costs as determined by the
CPUC, with provisions that certain transicion costs can
be recovered after the transition period. At the con-
clusion of the transition period, the Utility wiil be at
risk to recover any of its rcmaining generation costs
through market-based revenues. The transition plan
contains three principal elements: (1) an clectric rate
freeze and rate reduction, (2) the recovery of transition
costs, and (3) divestiture of utlity-owned generation
facilities. Each element 1s discussed below.

Rate Freeze and Rate Reduction: The first element of the
transition plan s an electric rate freeze and an electric
rate reduction. In 1997 and 1998, the Utility held rates
for its larger customers at 1996 levels, and it will hold
their rates at that level until the end of the transition
period. On January 1, 1998, the Utility reduced elec-
tric rates for its residential and small commercial cus-
tomers by 10 percent from 1996 levels, and 1t will hold
their rates at that level until the end of

the transition period. Collectively, these actions are
called a rate freeze.

To pay for the 10 percent rate reduction, the Utility
refinanced $2.9 billion of its transition costs with the
proceeds of rate reduction bonds (see Note 9 of Notes
to Consolidated Financial Statements). The bonds
allow for the rate reduction by lowering the carrying
cost on a portion of the transition costs and by defer-
ring recovery of a portion of these transition costs

until after the transition period.



Transition costs are being recovered from all Unility
distribution customers through a nonbypassable charge
regardless of the customer’s choice of electricity sup-
plier. As the customer charge for transition costs is
nonbypassable, the Utility believes that the availability
of choice to its customers will not have a material

impact on its ability to recover transition costs.

Revenues from frozen electric rates provide for
the recovery of authorized Utility costs, including
transmission and distribution service, public purpose
programs, and nuclear decommissioning. To the extent
the revenues from frozen rates exceed authorized
Utlity costs, the remaining revenues constitute the
-ompetitive transition charge (CTC) which recovers
the transition costs. These CTC revenues are subject to
seasonal fluctuations in tb + Utility's sales volumes and
certain other factors.

Transition Cost Recovery: Transition costs consist of: (1)
above-market sunk costs (sunk costs are costs associ-
ated with Unlity-owned generation assets that are
fixed and unavoidable and currently included in the
Utility customers’ electric rates) and future costs, such
as costs related to plant removal of Utility-owned gen-
eration facilities, (2) costs associated with the Utility's
long-term contracts to purchase power at above-mar-
ket pi.ces from qualifying facilities and other power
supphiers, and (3) generation-related regulatory assets
and oblhigations. (In general, regulatory assets are
expenses deferred in the current or prior periods to
be included in rates in subsequent periods.)
Above-market surk costs result wheu vhe book
value of a facihity is in excess of its market value.
Conversely, below-market sunk costs result when the
market value of a facility 15 in excess of its book value.
The total amount of generation facility costs to be
included as transition costs will be based on the aggre-
gate of above-market and below-market values. The
above-market portion of these costs is ehgible for
recovery as a transition cost. The below-market portion
of these costs will reduce other unrecovered transition
costs. A valuation of a Utility-owned generation facil-
ity where the market value exceeds the book value
could result in a material charge to Unlity earnings
if the valuation of the facility is determined based
upon any method other than a sale of the facility to
a third party. This 1s because any excess of market

value over book value would be used to reduce
other transition L osts.

The Utility will not be able to determine the exact
amount of above-market non-naclear sunk costs that
will be recoverable as transition costs until a market
valuation process (appraisal, spin, sale, or other valua-
tion method) i1s completed for each of its generation
facilities. Several of these valuations occurred in 1997
and 1998, when the Utility agreed to sell seven of its
electric plants. The market value of these facilities
determined by these sales exceeded the book value
and will therefore reduce the amount of transition
costs to be recovered. In addition, in December 1998,
the Uulity requested that the CPUC allow it to hire
appraisers to set the value of its hydroelectric genera-
tion system. (See Generation Divestiture below.) The
remainder of the valuation process i1s expected to be
completed by December 31, 2001, Nuclear sunk costs
were separately determined through a CPUC proceed-
ing and were subject to a final verificaton audit. This
audit was completed in August 1998, the results of
which are currently under review. (See Regulatory
Matters below for further details.)

Costs associated with the Utility's long-term con-
tracts to purchase electric power at above-market
prices are included as transition costs, Over the
remaining life of these contracts, the Utility estimates
that it will purchase 322 million megawatt-hours. To
the extent that the individual contract prices are above
the market price, the Utility will be able to collect the
difference between the contract price and the market
price from customers, as a transition cost, over the term
of the contract. The contracts expire at various dates
through 2028. During 1998, the average price paid per
kilowatt-hour (kWh) under the Uulity’s long-term con-
tracts for electric power was 7.4 cents per kWh. The
average cost of electric energy for energy purchased at
market rates from the PX for the period from Apnil 1,
1998, to December 31, 1998, was 3.2 cents per kWh.

Generation-related regulatory assets and obligations
(net generation-related regulatory assets) are included
as transition costs, These net regulatory assets consist of
those created prior to the transition period and those
created during the transition period. In 1998, the staft
of the Securities and Exchange Commission (SEC)
issued interpretive guidance related to assets which are

being transitioned to a deregulated environment. The
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guidance srates that an impairment analysis should be
performed for such assets and that the impairment
analysis should exclude transition cost revenues. The
Utility has determined that certain of its generation
facilities are considered impaired under the SEC’s
mterpretive guidance. Because the Utility expects to
recover the impaired assets as a transition cost, it
recorded a regulatory asset for the impaired amounts
as required. As a result, in 1998, $3.9 billion was reclas-
sified from property, plant, and equipment to regula-
tory assets on the Utility’s balance sheet. Prior year
amounts were also reclassified. The Utility’s genera-
tion-related regulatory assets total $5.4 billion at
December 31, 1998,

Under the transition plan, most transition costs can
be recovered until December 31, 2001, This recovery
period is significantly shorter than the recovery period
of the generation assets prior to restructuring and is
referred to as accelerated recovery. Accordingly, the
Utility 1s amortizing its transition costs, including most
generation-related regulatory assets over the transition
period. The CPUC believes that the transition plan
reduces risks associated with recovery of all the
Utility's generation assets, including the Diablo
Canyon Nuclear Power Plant (Diablo Canyon) and the
hydroelectric facilities. As a result, during the transition
period, the Utility is receiving a reduced return on
common equity for all of its generation assets, includ-
ing those generation assets reclassified to regulatory
assets. In 1998, the reduced return on common equity
was 6.77 percent as compared to an authorized return
on common eguity of 11.20 percent. The reduced
return on common equity related to generation assets
will be in effect throughout the transition period.

Certain transition costs can be included in a non-
bypassable charge to distribution custorers after the
transition period. These costs include: (1) certain
employee-related transition costs, (2) above-market
payments under existing long-term contracts to pur-
chase power, discussed above, and (3) unrecovered elec-
tric industry restructuring implementation costs. In
addition, transition costs financed by the issuance of
rate reduction bonds are expected to be recovered over
the trrm of the bonds. Further, the Utility's nuclear
decommissioning costs are being recovered through a
CPUC-authorized charge, which will extend antil
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sufficient funds exist to decommission our nuclear
facility. During the rate freeze, this ct arge and the
rate reduction bond debt service will not increase
the Utility customers’ electric rates. Excluding these
exceptions, the Utility will write-off any transition
costs not recovered during the transition period.

Under the terms of the transition plan, revenues
provided for the recovery of most non-nuclear transi-
tion costs are based upon the acceleration of such costs
within the transition perioa. For nuclear transition
costs, revenues provided for transition cost recovery are
based on: (1) an established incremental cost incentive
price per kWh generated by Diablo Canyon to recover
certain ongoing costs and capital additions, and (2) the
accelerated recovery of the investment in Diablo
Canyon from a period ending in 2016 to a five-year
period ending December 31, 2001,

The /Jtility 1s amortizing its eligible transition
costs, including generation-related regulatory assets,
over the transition period in conjunction with the
available CTC revenues. Effective January 1, 1998,
the Utility starved collecting these eligible transition
costs through the nonbypassable CTC. During 1998,
regulatory assets related to electric utility restructuring
decreased by $609 million. This decrease reflects the
recovery of eligible transition costs of $486 milhon
through accelerated amortization and $123 million
through the gain on the sale of generating plants.

During the transition period, the CPUC will
review the Utility’s comphance with the accounting
methods used by the Utility to recover transition
costs and the amount of transition costs requested for
recovery. The CPUC is currently reviewing non-
nuclear transition costs amortized during the first six
months of 1998. The Utility expects the CPUC to
issue decisions regarding this review 1n the second half
of 1999, Transition costs that are disallowed by the
CPUC for collection from the Utility customers will
be written off.

Generation Divestiture: In 1998, the Unlity completed
the sale of three fossil-fueled generation plants for
$501 million. These three fossil-fueled plants had a
combined book value at the time of the sale of

$346 million and had a combined capacity of 2,645
megawatts (MW)




Also in 1998, the Utility agreed to sell three other
fossil-fueled generation plants and its complex of geo-
thermal generation facilities. The winning bids total
$1,014 million. As of December 31, 1998, these four
plants had a combined book value of $523 million and
had a combined capacity of 4,289 MW. The sales are
subject to the approval of regulatory agencies, includ-
ing the CPUC, and conditioned upon the transfer of
various permits and licenses. The Utility expects to
complete the sale of these four plants in 1999.

The Utility will retain a liability for required envi-
ronmental remediation related to all of its fossil-fueled
and geothermal generation plants of any pre-closing
soil or groundwater contamination at the plants it has
or will sell. The Utility records its estimated liability
for the retained environmental remediation obligation
as part of the determination of the gain or loss on the
sale of each plant.

Any net gains from the sale of our Utility-owned
generation plants will be used to offset other transition
costs. As a result, we do not believe sales of any genera-
tion facilities to a third party will have a material
impact on our results of uperations.

The Utility is currently evaluating its options
related to its remaining non-nuclear generation facili-
ties, primarily the hydroelectric generation system. In
May 1998, the Utility notified the CPUC that it does
not plan to retain the hydroelectric assets as part of
the Utility. In December 1998, the Utility £' | with
the CPUC its proposed appraisal process for valuing
generation assets, primarily the hydroelectric system.
The Utility expects to receive a response to this
request in 1999,

At December 31, 1998, the book value of the
Utility’s net investment in hydroelectric generation
assets was $1.4 billion. If the Utility decides to dispose
of the hydroelectric generation assets by any method
other than a sale of the assets to a third party, a mater-
1al charge could result to the extent that the market
value of the assets exceeds their book value. The
market value of the hydroelectric assets 1s cxpected
to exceed their book value by a material amount,

Financlal Impact: The Utility's ability to continue
recovering its transition costs will be dependent on
several factors including: (1) the continued application
of the regulatory framework established by the CPUC

and state legislation, (2) the amount of transition costs
ultimately approved for recovery by the CPUC, (3) the
market value of the remaining Utility-owned genera-
tion tacilities, (4) future Utility sales levels, (5) future
Utility fuel and operating costs, (6) the extent to
which the Utility's authorized revenues to recover
distribution costs are increased or decreased (see
Regulatory Matters), and (7) the market price of eiec-
tricity. Given our current evaluation of these factors,
we believe that the Utility will recover its transition
costs under the terms of the approved transition plan.
However, a change in one or more of these factors
could affect the probatility of recovery of transition
costs and result in a material charge.

The Gas Business:

Restructuring of the natural gas ind 1stry on both the

national and the state level has give' choices to

California utility customers (o meer their gas supply

needs. The Gas Accord Settlement (Accord), a multi-

party settlement approved by the CPUC in 1997, con-
tinues the process of restructuring the gas industry in

California. The Accord was implemented in 1998, and

has four principal elements:

1. The Accord separates or “unbundles” the rates for
the Uulity's gas transportation system. The Utility
now offers transmission, distribution, and storage
services as separate and distinct services to its non-
core customers. Unbundling gives these customers
the opportunity to select from a menu of services
offered by the Utility and enables them to pay only
for the services that they use. Unbundling also
makes access to the transmission system possible for
all gas marketers and shippers, as well as noncore
end-users. As a result, the Accord makes the Utility's
transmission system more accessible to a greater
number of customers.

2. The Accord increases the opportunity for the
Utlity’s core customers to select the commodity gas
supplier of their choice. Greater customer choice
increases competition among suppliers providing gas
to core customers and reduces the Utility’s role 1n
purchasing gas for such customers. Despite these
changes, the Utlity continues to purchase gas as a
regulated supplier for those who request it, serving a

majority of core customers in its service territory,

23




Management's Discussion and Analysis

3. The Accord changes the way in which the Utility's
costs of purchasing gas for core customers through
2002 are regulated. The Accord replaces CPUC
reasonableness reviews with the core procurement
incentive mechanism (CPIM), a form of incentive
ratemaking that provides the Utility a direct finan-
cia' .ncentive to procure gas and transportation ser-
vices at the lowest reasonable costs by comparing
all procurement costs to an aggregate market-based
benchmark. If costs fall within a range {tolerance
band) around the benchmark, costs are considered
reasonable and fully recoverable from ratepayers.

If procurement costs fall outside the tolerance band,
ratepayers and shareholders share savings or costs,
respectively. The CPIM results for 1997 and 1998
had an immaterial impact on the Utility's results

of operations.

4. The Accord settied varions regulatory issues involy-
ing the Uulity and various other parties. Resolution
of these issues did not have a material adverse
impact on the Utility's or our financial position or

results of operations.

The Accord also establishes gas transmission rates
within California for the period from March 1998
through December 2002 for the Utlity’s core and
noncore custom 2rs and eliminates regulatory protec-
tion for variations in sales volumes for noncore trans-
mission revenues. As a result, the Utility s ar risk for
variations between actual and forecasted noncore
transmission throughput volumes. However, we do
not expect these variations to have a material adverse
impact on the Utility'’s or our financial position or
results of operations.

Rates for gas distribution services will continue to
be set by the CPUC and designed to provide the
Utility an opportunity to recover its costs of service
and include a return on its investment, The regulatory
mechanisms for setting gas distribution rates are dis-
cussed below under Regulatory Matters.

New England Electricity Market

Three New England states where our unregulated
businesses operate electric generation facihities
(Massachusetts, New Hampshire, and Rhode Island)
were, hke California, among the first states in the

24

country to introduce electric industry restructuring.
Connecticut also has passed electric industry restruc-
turing legislation. As a result of this restructuring, the
wholesale unregulated electricity market in New
England features a bid-based market and an indepen-
dent system operator.

In September 1998, PG&E Corporation, through
its indirect subsidiary USGen New England, Inc., com-
pleted the acquisition of a portfolio of electric genera-
tion assets and power supply contracts from New
England Electric System (NEES). (See Note 5 of Notes
to Consolidated Financial Statements.) The NEES
assets include hydroelectric, coal, oil, and natural gas
generation facilities with a combined generating
capacity of about 4,000 MW,

Including fuel and other inventories and transaction
costs, the financing requirements for this transaction
were approximately $1.8 billion, funded through $1.°
billion of USGen debt and a 425 million equity con-
tribution from PG&E Corporation. The net purchase
price has been allocated as follows: (1) electric generat-
ing assets of $2.3 billion, (2) receivable for support
payments of $0.8 bilhon, and (3) contractual obliga-
tions of $1.3 billion.

As part of the New England electric industry
restructuring, the local utility companies providing
service to retail customers were required to offer
Standard Offer Service (SOS) to their customers.
Retail customers may select alternative suppliers at
any time. The SOS is intended to provide customers
with a price benefit (the commodity electric price
offered to the retail customer is expected to be less
than the market price) for the first several years,
followed by a price disincentive that is intended to
stimulate the retail market.

Retail customers may continue to receive SOS
through June 30, 2002, in New Hampshire (subject to
eatly term v ation on December 31, 2000, at the discre-
tion of the New Hampshire Public Service Commis-
sion), through December 31, 2004, in Massachusetts,
and through December 31, 2009, in Rhode Island.
However, if any customers elect to have their elec-
tricity provided by an alternate supplier. they are pre-
cluded from going back to the SOS
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In connection with the purchase of the generation
assets, we entered into agreements to supply the elec-

tric capacity and energy requirements necessary for
NEES to meet its SO obligat:ons. NEES is respon-
sible for passing on to us the revenues generated from
the SOS.

Like California utilities, the New England utilities
entered into agreements with unregulated companies
to provide energy and capacity at prices which are
anticipated to be in excess of market prices. We
assumed NEES's contractual rights and duties under
several of these power-purchase agreements which in
aggregate provide for 806 MW of capacity. However,
NEES will make support payments to us toward the
cost of these agreements. The support payments by
NEES total $1.1 billion in the aggregate (undis-
counted) and are due in monthly instaliments from
September 1998 through January 2008. In certain
circumstances, with our consent, NEES may make a
full or partial lump sum accelerated payment.

Initially, approximately 90 percent of the acquired
operating capacity, including capacity and energy gen-
‘rated by other companies and provided to us under
power-purchase agreements, 1s dedicated to providing
services to custorers receiving SOS.

Regulatory Matters

The Utility is the only subsidiary with significant reg-
ulatory activity at tl.. ame. ltems affecting future
Utility authorized revenues include: the 1999 general
rate case, the 1999 cost of capital proceeding, the dis-
tribution performance based ratemaking application,
and the CPUC’s gas strategy order instituting rulemak-
ing. These items are discussed below. Any requested
change in authorized revenues resulting from any of
these proceedings would not impact the Utility's cus-
tomer electric rates through the wansition period
because these rates are frozen in accordance with the
electric tramsition plan. However, the amount of
remaining revenues providing for the recovery of
transitiv n costs would be affected.

The Utility's 1999 General Rate Case (GRC):
In December 1997, the Unlity filed 1ts 1999 GRC
application with the CPUC. During the GRC process,
the CPUC examines the Utility’s distribution costs to

deter nine the amount we can charge customers. The
Utility has requested rate increases to maintain and
improve gas and electric distribution reliability, safety,
and customer service. The requested revenues, as
updated, include an increase of $445 mullion in electric
base revenues and an increase of $377 million in gas
base revenues over authorized 1998 revenues. The
Office of Ratepayer Advocates (ORA) branch of the
CPUC has recommended a decrease of $80 u
electric revenues and an increase f $104 mli.. as
base revenues. However, recommendations by the
ORA do not represent the positions of the CPUC.

In December 1998, the CPUC 1ssued a decision on
interim rate rehief in the GRC. The decision granted
the Utility's request to increase its electric revenues by
$445 miliion and its gas revenues by $377 million on
an interim basis pending a deciston in the GRC. The
decision allows the Utility to reflect the revenue
increases, resulting from the Uulity request, in regula-
tory assets recorded under regulatory adjustment
mechanisms approved by the CPUC. The decision does
not increase any electric or gas rates charged to cus-
tomers on an interim basis. The regulatory assets will
be adjusted to reflect the final decision of the CPUC
in the 1999 GRC when the decision is issued. We
cannot predict the amount of revenue increase or
decrease the CPUC ultimately will approve. If the
CPUC issues an unfavorable decision for the Utility,
the ability of the Utility to earn its authorized rate of
return, at the current service levels, 1« the years 1999
through 2001 could be adversely affected. The current
procedural schedule provides for a final CPUC deci-
sion in March 1999,

The 1999 GRC will not affect the authorized rev-
enues of electric and gas transmission services or gas
storage services. The authorized revenues for gas trans-
mission and storage services are determined through
the Cas Accord and electric transmission revenues are
determined by the FERC as described below.

Electric Transmission:

Since April 1, 1998, all electric transmission r ‘venues
are authorized by the FERC. In December 1997, the
FERC issued an order which put into effect, subject to
refund, rates to recover annual electric transmission

revenues of $301 mullion from the Unlity's former
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If the CPUC imposed the recommended financial
conditions on PG&E Corporation without modi‘ica-
tion, such conditions cculd have an adverse impact on
our ability to implement our national energy strategy.

The Diablo Canyon Sunk Costs Audit:

In August 1998, an independent accounting firm
retained by the CPUC completed a financial verifica-
tion audit of the Utility’s Diablo Canyon plant
accounts as of December 31, 1996, The audit resulted
in the issuance of an unqualified opinion. The audit
verified that iablo Canyon sunk costs at December
31, 1996, were $3.3 billion of the total $7.1 billion
construction costs. (Sunk costs are costs associated with
Unlity-owned generating facilities that are fixed and
unavoidable and currently included in the Utlity
customers’ electric rates.) Tae independent accounting
firm also issued an agreed-upon special procedures
report which questioned $200 million of the $3.3
billicn sunk costs. The CPUC will review any pro-
posed adjustments to Diablo Canyon's recoverable

costs, which resulted from the report. At this time, the
Utility cannot predict what actions, if any, the CPUC
may take regarding the audit report.

Results of Operations

In this section, we present the components of our
results of operations for 1998, 1997, and 1996. The
table below shows for 1998, 1997, and 1996, certain
items from our Statement of Consolidated Income
detailed by (1) Utility, (2) wholesale and (3) retail
business operations of PG&E Corporation. (In the
“Teral” column, the table shows the combined results
of operations for these thiree groups.) The information
for PG&E Corporation (the “Total” column) excludes
all transactions b etween its subsidiaries (such as the
purchase of natural gas by the Utility from the unregu-
lated business operations). Following this table we dis-
cuss earnings and explain why the components of our
results of operations varied from the year before for
1998 and 1997.

wholesale
PG&E GT
{in miilions) Utility USGen Nw Texas PGAE ET PG&E ES Corp./Other  Eliminations Totai
1998
Operating revenues $8.924 $649 $237 $1,941 $8,509 $379 $ 8 $(705) $19.942
Operating expenses 7,048 489 101 1,896 8,528 470 3 (700) 17,935
Operating income (loss) 1,876 160 136 (55) (19) (91) 5 (5) 2,007
Other income, net 64
Interest expense 72
Income taxes $70 1
i R
18967 ,
Operating revenues . 2,495 $148 $233 $1,004 $4,808 $145 $13 $(446) $15,400 |
Operating expenses 7,664 176 127 1,023 4,840 190 98 (446) 13672
Operating income (loss) 1,831 (28) 106 (19) (52) (45) (85) - 1,728 ‘
Other income, net 201 :
Interest expense 665 |
Income taxes 548 |
Net income $ 716 |
ﬁ'
1996 |
Operating revenues $8,989 $105 $264 $ - $ 283 $ — $ 27 $ (58) $ 9,610 |
Operating expenses 7.479 118 136 - 283 - 56 __‘15_8)_._“7._719_“:
Operating incore (loss) 1,810 (13) 128 — - e (29) —_ 1,896 |
Other income, net 13 |
Interest expense 632 |
Income taxes LEs] 555
Net income $ 722
R it
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Overall Results:

PG&E Corporation:

et income increased to $719 million in 1998 from
$716 million 1n 1997 The increase in 1998 net income
was the result of a $279 million increase in operating
income, net of lower returns on the Utility's genera-
tion assets. This increase was offset partally by
increased interest costs for the Utility's rate reduction
bonds and debt associated with the recent unregu-
lated wholesale acquisitions of assets in Texas and
New England.

The operating income increase of $279 million
was primarily due to the growth of our wholesale and
retail operations which contributed $149 million of
the increase. This operating income increase was
achieved despite operating losses at PG&E ES and
PG&E GTT. USGen contributed positively to operat-
ing income which includes income generated from its
portfolio management activities.

The operating losses at PG&E ES reflect the con-
tinued start-up operations and the ‘mpact of the devel-
oping retail energy market. At PG&E GTT, the natural
gas liquids operations have been adversely affected by
the low price differential between natural gas liquids
(NGLs) prices and the cost of natural gas, which is
used to produce NGLs. In additien, low gas prices and
a narrow spread in the price of gas transported across
Texas have reduced PG&E GTT's transportation and
gas sales.

The 1998 net income also includes a loss on the
sale of our Australian energy holdings. The sale repre-
sented a significant premium in Australian currency of
PG&E Corporation’s 1996 investment in the assets.
However, there was a 22 percent currency devaluation
of the Ausiralian dollar against the U.S. dollar during
the past two years. The net transaction resulted in a
charge of approximately $23 million in the second
quarter of 1998, (See Note 5 of Notes to Consolidated
Financial Statements.)

Net income decreased from $722 million n 1996 to
$716 million in 1997. The 1997 net income includes
charges of approximately $51 million associated with
the write off of investnents in power generation pro-
jects at USGen, which were offset by the gain realized

on the sale of our interests in International Generation
Company, Ltd In April 1997, PG&E Enterprises, a

wholly owned subsidiary of PG&E Corporation, Id
its interest in Iuternational Generating Company, vtd.,
which resulted in an after-tax gain of $120 million.

Utility:
Net income for the Utility decreased $39 million in
1998 from 1997 due to the reduced rate of return on
generation assets and increased interest expense associ-
ated with the rate reduction bonds, discussed below.
Net income for the Utility increased $13 million
in 1997 from 1996, Net income for 1997 included a
gain on the buy out of a long-term gas contract. The
increase in 1997 1s also reated to the increase in rev-
enues associated with electric transmission and distrib-
ution system reliability, discussed below. This increase
1s partially offset by the reduction in returns on the
Utility's Diablo Canyon facility as required oy electric
indusiry restructuring legislation and spending for
system reliability and safety.

Operating Revenues:

Utility:

Utility operating revenues decreased $571 million in
1998 from 1997. This decrease is primarily due to: (1) a
$410 million decrease for the 10 percent electric rate
reduction provided to residential and small commercial
customers, which was partially offset by $108 mullion
of higher revenues due to increased consumption of
electricity by these customers; (2) a $151 million
decrease in revenues from medium and large electric
customers, many of whom are now purchasing thrir
electricity dir ctly from unregulated power generators;
(3) » 863 million decrease in sales to commercial and
agricultural electric customers resulting from their
lower demand for .crigation water pumping as a result
of heavier rainfall in the current year; and (4) a $100
million decrease for the termination of the volumetric
(ERAM) and energy cost [ECAC) revenue balancing
accounts. The ERAM and ECAC accounts were
replaced with the rransition cost balancing account,
whic' affects expenses, rather than revenues.

Utility operating revenues in 1997 increased $596
million from 1996. The largest portion of the increase
was due to eiectric transition cost _ecvwvery, which
began January 1, 1997, with respect to Jiablo Canyon.

A portion of the increase 1s due to inc eased revenues




associated with electric transmission and distribution
system reliability. There was also an increase in energy
COst revenues to recover energy cost increases and
changes in sales volumes provided by the Utility’s bal-
ancing account mechanisms in place in 1997 and 1996.
Under these mechanisms, energy revenues generally
equal energy costs and, thus, increases in the cost of
energy do not affect operating income.

Wholesale Unrigulated Business Operations:
Operating r.venues associated with wholesale unregu-
lated business operations increased $5,143 million in
1998 from 1997. This was primarily due to revenue
increases of $3,701 million from PG&E ET, $937 mil-
hien from PG&E GTT and $501 million from USGen.
Energy trading volumes grew at1 > = *T as growth
of PG&E Corporation and deregulation of the energy
markets continued. PG&E GTT's revenues increased as
a result of twelve months of revenue from the Texas
acquisitions versus seven months in 1997. USGen's rev-
enue increased as a result of an increase in the portfo-
lioc management activity and the acquisition of NEES
in 1998,

Owperating revenues associated with wholesale
-nregulated business operations increased $5,541
million in 1997 from 1996. This was primarily due
to a $4,525 million increase 1n energy commodities
revenues and an increase in revenues resulting from
our 1997 acquisitions.

Retail Unregulated Business Operations:
Retail unregulated business operations contributed
$379 million of revenue in 1998, an increase of $234
million from 1997. This increase is primarily due to
deregulation in California and the expansion of our
energy services business in the electric and gas com-
modity markets.

Operating revenues associated with retail unregu-
lated business operations totaled $145 million in 1997,
the first yoa. of operation.

Operating Expenses:

Utility:

Utility operating expenses in 1998 decrcased $616 mi’
lion from 1997. This decrease reflects a reduction in
the amount of amortization of transition costs, primarily

due to lower revinues from residential and small com- |
mercial customers discussed above in Operating |
Revenues-Utlity. Also contributing to the decrease in
operating expenses was a reduction in gas transpor-
tation demand charges of $134 million, due to the
expiration of contracted pipeline capacity.

Utlity operating expenses in 1997 increased $485
million from 1996. The increase was due primarily to

an increase in amortization of Diablo Canyon costs
which are being recovered as a transition cost as dis-

cussed above, an increase in cost of energy, and an

increase in expenditures associated with system relia-
bility. These increases were partially offset by a decrease
in expenses resulting from several charges in 1996 asso-
ciated with gas transportation commitments and a
litigation reserve.

Wholesale Unreguiated Business Operations:
Operating expenses for our wholesale unregulated
business operations increased $4,948 million in 1998
from 1997. This reflects the increase in the volumes
of energy commodities purchased at PG&E ET and
operating costs associated with our newly acquired
New England assets at USGen and the gas transpor-
tation assets at PG&E GTT.

Wholesale unregulated business operations operat-
ing expenses in 1997 increased 85,629 million from
1996, which reflects the increase in the volume of
energy commodities purchased due to our 1997
acquisitions.

Retail Unregulated Business Operations:
Retail unregulated business operations operating
expenses increased 8280 million in 1998 as compared
to 1997 This increase is primarily due to the expansion
of our energy services business.

Retail unregulated business operations operating
expenses totaled $190 riillion in 1997, the first year
of operation.

Other Income, Net:

Other income, net was $64 nmilhon in 1998 as com-
pared to $201 milhon in 1997 The decrease was pri-
marily due to the $23 million loss on the sale of our
Australian holdings, discussed above, and a $120 mil-

lion gain recorded in 1997,
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Management's Discussion and Analysis

Other income, net increased by $188 million in
1997 as compared to 1996 primarily due to a $120
million gain realized on the sale of interests in
International Generating Company, Ltd.

Interest Expense:
Interest expense increased $117 million in 1998 from
1997, This increase was primarily a result of increased
interest costs for the Utility'’s rate reduction bonds
and debt for the acquisition of the Texas and New
England assets.

Interest expense in 1997 increased $33 nullion from
1996 primarily due to interest costs related to the
Texas acquisitions,

Income Taxes:
Income taxes in 1998 increased $22 million from 1997,
The overall effective tax rate increased 0.9 percent in
1998 largely due to accelerated book depreciation and
amortization related to electric industry restructuring.
These increases were partially offset by a lowered
effective state tax rate resulting froni our expanded
business operations.

The effective tax rate decreased slightly in 1997 as
compared to 1996, resulting in a $7 million decrease in
1997 taxes.

Common Stock Dividend:

We sas» our common stock dividend on a number of
financial considerations, including sustainability, finan-
cial flexibility, and competitiveness with investment
opportunities of similar risk. Our current quarterly
common stock dividend is $.30 per common share,
which corresponds to an annualized dividend of $1.20
per common share. We continually review the level of
our common stock dividend taking into consideration
the impact of the changing regulatory environment
throughout the nation, the resolution of asset disposi-
tions, the operating performance of our business units,
and our capital and financial resources in general.

The CPUC requires the Utility to maintain its
CPUC-authorized capital structure, potentsally limit-
ing the amount of dividends the Utility may pay
PG&E Corporation. In 1998, the Utility was in com-
phance with its CPUC-authorized capitul structure.
PG&E Corporation and the Utility believe that the

Utility will continue to meet this requirement in the
future without affecting PG&E Corporation’s ability to
pay common stock dividends.

Liquidity and Financia! Resources

Cash Flows from Operating Activitirs:

Net cash provided by PG&E Corporation’s operating
activities totaled $2.3 billion, $2.6 billion, and $2.6 bil-
lion in 1998, 1997, and 1996, respectively. Net cash
vrovided by the Unlity’s operating activities totaled
$2.6 billion, $1.8 billion, and $2.6 billion in 1998,
1997, and 1996, respectively.

Cash Flows from Financing Activities:

PG&E Corporation:

We fund investing activities from cash provided by
operations after capital requirements and, to the extent
necessary, external financing. Our policy is to finance
our investments with a capital structure that minimizes
financing costs, maintains financial flexibility, and, with
regard to the Utility, complies with regulatory guide-
lines. Based on casn provided from operations and our
investing and disposition activities, we may repurchase
equity and long-term debt in order to manage the
overall size and balance of our capital structure.

During 1998, 1997, and 1996, we issued $63 mil-
lion, $54 million, and $220 million of common stock,
respectively, primarily through the Dividend Reinvest-
ment Plan, the Stock Option Plan, and the Long-Term
Incentive Plan. During 1997, we also issued $1.1 bil-
lion of common stock to acquire the natural gas assets
in Texas, During 1998, 1997, and 1996, we paid divi-
dends of $470 million, $524 million, and $844 mullion,
respectively.

During 1998, 1997, and 1996, we repurchased
$1,158 million, $804 million, and $455 million, respec-
tively, of our common stock. In February 1999, PG&E
Corporation used the remaining portion of an existing
authorization to repurchase 16.6 millhion shares at a
pr' of $30.25 per share.

In 1998, our unregulated business operations retired
$75 million of long-term debt and retired the notes
used in our acquisition of the Australian holdings.
During 1997, our unregulated business operations
issued $30 million and retired $109 million of long-
term debt. Also in 1997, we assumed $780 million of




long-term debt in connection with the acquisition of
the natural gas assets in Texas. In 1996, we entered into
additional loan agreements of $92 million to finance
the acquisition of our energy holdings in Australia.

We maintain a number of credit facilities through-
out our organization to support commercial paper pro-
grams, letters of credit, ard other short term liquidity
requirements. At PG&E Corporation, we maintain two
$500 nulhion revolving credit facilities, one of which
expires in November 1999 and the other in 2002, The
PG&E Corporation credit facilities are used to support
the commerical paper program and other liquidity
needs. The facility expiring in 1999 may be extended
annually for additional one-year periods upon agree-
ment between the lending institutions and us. There
was 8683 million of commercial paper outstanding at
December 31, 1998,

In September 1998, USGen obtained $1,675
million in revolving credit facilities. Of these, $575
million 1s specifically related to the New England
operations. Of the New England facility, $475 million
was used to execute a sale leaseback transaction related
to the newly acquired New England assets and subse-
quently cancelled. No amounts are outstanding under
the New England facilities at December 31, 1998,
USGen, itself, maintains two credit facilities of
$550 million each. One agreement expires in August
1999 and the other in 2003, These facilities were used
in the acquisition of the New England assets and for
general corporate purposes. The total amount out-
standing at December 31, 1998, backed by the facili-
ties, was $540 million in eurodollar loans and $233
million in commercial paper. Of these loans, $550 mil-
lton is classified as noncurrent in the consolidated bal-
ance sheet.

At December 31, 1998, PG&E GTT had 870
million of outstanding short-term bank borrowings
related to two separate credit facilities. These lines are
cancelable upon demand and bear interest at each
respective back’s quoted money market rate. The bor-
rowings are unsecured and unrestricted as to use.

PG&E GT NW maintains a $200 million reve, ang
credit facility which expires in the year 2000, At
December 31, 1998 and 1997, PG&E GT NW had out-
standing commercial paper balances of $104 million

and 880 million, respectively, supported by this revoly-
ing facility. These balances were classified as norcur-
rent obligations in the consolidated balance sheet.

Utility:

In 1998, the U ility repurchased $1.6 billion of its
common stock from PC&E Corporation to maintain
its authorized capital structure.

The Utlity’s long-term debt that either matured.
was redeemed. or was repurchased during 1998 totaled
$1.4 billion. Of this amount, (1) $249 million related
to the Unlity’s redemption of its 8% mortgage bonds
due October 1, 2025; (2) $252 million related to the
Utility's repurchase of various other mortgag: bond ;
(3) $397 million related to the maturity of
the Utility’s 5% % mortgage bonds; (4) $204 million
related to the other sch:-luled maturities of long-term
debt; and (5) $290 million related to rate reduction
bonds maturing.

In 1997 and 1996, the Utility redeemed or repur-
chased $225 million and $1,113 million, respectively,
of long-term debt to manage the overall balance of its
capital structure. In 1997, the Unlity replaced $360
million of fixed interest rate pollution control Londs
with the same amount o/ var e interest rate pollu-
he Utility replaced $988
million of variable interes: “ate and fixed intere  rate

tion control bonds. In 1%

pollution control mortgage onds and loan agreements
with the same amount of var. ble interest rate pollu-
tion control loan agreements

In 1998, the Utility redeemed its Series 7.44%
preferred stock with a face value of $65 million and
its Series 64% preferred stock with a face value of
$43 million. During 1997 and 1996, the Uulity did
not redeem or repurchase any of its preferred stock.

In December 1997, a subsidiary of the Utility
issued $2.9 billion of rate rec uction bonds through a
special purpose entity established by the California
Infrastructure and Economic Development Bank. The
proceeds were used by the Utility to retire debt and
reduce equity. (See Note 9 of Nates to Consolidated
Financial Statements.)

31

N R R



Managemeni's Discussion and Analysis

The Utility maintains a $1 billion revolving credit
facility, which expires in 2002. The Utility may extend
the facility annually for additional one-year periods
upon agreement with the banks. This facility is used to
support the Utility's commercial paper program and
other liquidity requirements. At December 31, 1998,
the Utility had $567 million of commercial paper

and $101 muibion of bank notes outstanding. No
amounts were cutstanding at December 31, 1997.

Debt Obligations and Rat> Reduction Bonds:
The table below provides informatio.. about our debt
obligations and rate reduction bonds at Dicccinber 31,
1998:

Expected maturity date 1999 2000 2001 2002 2003 Thereafter fotar

(dotlars in millions)

Utility:

Long-term debt
variable rate obligations - $200 $100 $ 738 $310 — $1,348
Fixed rate obligations $260 $266 $274 $ 382 $372 $2,802 $4.356
Average interest rate 6.2% 6.6% 8.0% 7.8% 6.3% 7.1% 7.1%

Rate reduction bonds $290 $290 $290 $ 290 $290 $1,161 $2.611
Average interest rate 6.1% 6.2% 6.2% 6.3% 6.4% 6.4% 6.3% |

Wholesale and Retail Unregulated

Business Operations: |

Long-term debt l
Variable rate obligations $ 7 $115 $ 12 $ 10 $560 $ 128 $ 829 I
Fixed rate obligations s $117 $94 § 126 B4B & T3 #1227 |
Average interest rate 10.4% 9.1% 9.1% 8.7% 9.9% 8.2% 8.6% J}

Cash Flows from Investing Activities:
The primary uses of cash for investing activities are
additions to property, plant, and equipment; unregu-
lated investments in partnerships; and acquisitions.
The Utility's estimated capital spending tor 1999 is
$1.7 ballion. Utility capital expenditures are based on
estimates prepared for the Unlity’s GRC, but exclude
capital expenditures for divested fossil and geothermal
power plants. These estimates may be reduced if the
CPUC authorized base revenues are significantly lower
than those requested by the Utility in its GRC filing.
In 1998, the Utility had proceeds of $501 million
from the sale of three fossil-fueled generation plants.
Also in 1998, PG&E Corporation sold its Australian
energy holdings, for proceeds of approximately $126
million. In 1997, PG&E Corporation sold its interest
in International Generating Company, Ltd., resulting
in an after-tax gain of approximately $120 million.
Also in 1998, the Utility agreed to sell three other
fossil-fueled generation plants and to sell its complex
of geothermal generation facilities. The winning bids
total $1,014 million. As of December 31, 1998, these
four plants had a combined book value of $523 million
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and had a combined capaciry of 4,289 MW.The sales
are subject to the approval of regulatory agencies,
including the CPUC, and conditioned upon the trans-
fer of various permits and licenses. The Utility expects
to complete the sale of these four plants in 1999.

Environmental Matters:
We are subject to laws and regulations established to
both maintain and improve the quality of the environ-
ment. Where our properties contain hazardous sub-
stances, these laws and regulations require us to remove
those substances or remedy effects on the environment.
At December 31, 1998, the Utility expects to spend
$296 million over the next 30 years for cleanup costs
at identified sites. If other responsible parties fail to
pay or expected outcomes change, then these cosis may
be as much as $487 mi'lion. Of the $296 mullion, the
Utility has recovered $104 million (including remedia-
tion of generation plants divested, discussed above) and
expects to recover another $160 million in future -ates.
The Utility mitigaies its cost by seeking recovery trom
insurance carriers ~ud other third parties. (See Note 15
of Notes to Cons Jdidated Financial Statements.)




The cost of the hazardous substance remediation

ultimately undertaken by the Utility is difficult to esti-
mate. A change in the estimate miy occur in the near
term due to uncertainty concerning the Utility's
responsibility, the complexity of environmental laws
and regulations, and the selection of compliance alter-
natives. The Utility estimated costs using assumptions
least favorable to the Utility, based upon a range of
reasonably possibie outcomes. Costs may be higher if
the Utility is found to be responsible for cleanup costs
at additional sites or expected outcomes change.

Year 2000:

The Year 2000 issue exists because many computer
progratus use only two digits to refer to a year, and
were developed without considering the impact of the
upcoming change i the century. If PG&E Corpora-
tion’s computer systems fail or function incorrectly
due to not being made Year 2000 ready, they could
directly and adversely affect our ability to generate or
deliver our products and services or could otherwise
affect revenues, safety, or rehability fcr such a period of
time as to lead to unrecoverable consequences.

Our plan to address the Year 2000 issues focuses on
mission-critical systems whose components are catego-
rized as in-house software. vendor software, embedded
systems, and computer hardware. The four phases of
our plan to address these systems are inventory and
assessment, remediation, testing, and certification.
Certification occurs when mission-c_ itical systems are
formally determined to be Year 2000 ready.

Our Year 2000 project 1s generally proceeding on
schedule. The following table indicates our Year 20060
progress as of January 11, 1999. The percentages in this
table reflect approximations based on a standardized
reporting system that combines subsidiary results to
provide a consistent, compuny-wide view.

Year 2000 Readiness of Mission-Critical Items

Remediation Testing  Certification
C " C P C e
Ir-house software 94% 91% 11% |
Vendor software 53% 26% 2% |
Embedded systems 95% 91% 0%
Computer hardware 92% 60% 0% |

Changes in company inventories, or issues uncov-
ered in subsequent phases for an item previously
reported as completed, may lead to downward adjust-
ments in percentages from period to period. Also, the
completion of these phases does not address external
interdependencies that could affect the ability of the
company to be Year 2000 ready. Even after systems are
certified, we may continue various kinds of testing
through the end of 1999

Although 91 percent of remediation and testing of
embedded systems has been completed, the remaining
9 percent in this area may require some of the more
challenging work.

In addition to internal systems, we also depend
upon external parties, including customers, suppliers,
business partners, gas and electric system operators,
government agencies, and financial institutions to sup-
port the functioning of our business. To the extent
that any of these parties are considered mission-critical
to our business and experience Year 2000 problems in
their systems, our mission-critical business functions
may be adversely affecred, To deal with this vulnerabil-
ity, we have another phased approach. The primary
phases for dealing with external parties are: (1)
inventory, (2) action planning, (3) risk assessment, and
(4) contingency planning. We have completed our
inventory and action planning phases for mission-
critical external parties. We expect to complete the
risk assessment by March 1999 and the contingency
planning phase by July 1999,

Although we expect our efforts and those of ou:
external parties to be largely successful, we recognize
that with the complex interaction of today's comput-
ing and communications systems, we cannot be certain
we will be completely successful. Therefore, contin-
gency plans for Year 2000 readiness are being devel-
oped and tested throughout 1999 to address our
external dependencies as well as any significant sched-
ule delays of mission-critical system work, should they
occur. These plans will take into account possible
interruptions of power, computing, financial, and com-
munications infrastructures. Due to the speculative
nature of contingency planning, however, ir is uncer-
tain whether these plans will be sufficicnt to remove
th. risk of material impacts on our operations resulting
from Year 2000 problems,
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In 1997 and through December 1998, we spent
zpproximately $108 million to assess and remediate
Yezr 2000 problems. About $64 million of this cost
was for software systems that we replaced for business
purposes generally unrelated to addressing Year 2000
readiness, but whose schedule we advanced to meet
Year 2000 requiresuents. The replacement costs for
these accelerated systems were capitalized. Our esti-
mate of future costs to address mission-critical Year
2000 issues is approximately $140 million. About
$60 million of these remaining Year 2000 costs will
be capitalized because they relate to the purchase
and installation of systems and equipment for general
business purposes and the remaining $80 million will
be expensed.

Based on our current s-hedule fer the completion
of Year 2600 tasks, we expect to secure Year 2000
readiness of our mission-critical systems by the end
of the third quarter of 1999. However, as our current
schedule is partially dependent on the efforts of third
parties, their delays may cause our schedule to change.

If we, or third parties with whom we have signifi-
cant business relationships, fail to achieve Year 2000
readiness of mission-critical systems, there could be a
mater:al adverse impact on the Utility’s and PG&E
Corporation’s financial position, results of operations,
and cash flows.

Inflation:

Financial statements, which are prepared in accordance
with generally accepted accounting principles, report
operating results in terms of historical costs and do not
evaluate the impact of inflation. Inflation affects our
construction costs, operating expenses, and interest
charges. In addition, the Utility’s electric revenues will
not reflect the impact of inflation due to the current
electric rate freeze. However, inflation at the levels
currently being experienced is not expected to have a
material adverse impact on the Utility's or our finan-

cial position or results of operations,

Price Risk Management Activities:

We have established a price risk management policy
which allows derivatives to be used for both hedging
and non-hedging purposes (a derivative 1s a contract
whose value is dependent on or derived from the value

of some underlying asset). We use derivatives for hedg-
ing purposes primarily to offset underlying commodity
price risks. We also participate in markets using deriva-
tives to gather market intelligence, create liquidity, and
maintain a market presence. Such derivatives include
forward contracts, futures, swaps, and options. Net
open positions often exist or are established due to
PGAE Corporation's assessment of its response 1o
changing market conditions. To the extent that PG&E
Cerporation has an open position, it is exposed to the
risk that fluctuating market prices may adversely
impace *os financial results. Our price risk management
policy and the trading and risk management policies of
our subsidiaries prohibit the use of derivatives whose
payment formula includes a multiple of some under-
lying asset.

PG&E Corporation prepares a daily assessment of
its portfolio market risk exposure using value-at-risk
and other methodologies that simulate future price
movements in the energy markets to estimate the size
and probability of future potential losses. The quan-
tification of market risk using value-at-risk provides
a consistent measure of risk across diverse energy
markets and products. The use of this methodology
requires a number of important assumptions including
the selection of a confidence level for losses, volatility
of prices, market hquidity, and a holding period.

PG&E Corporation utilizes historical data for cal-
culating the price volatility of PG&E Corporation’s
positions and how hkely the prices of those positions
will move together. The model includes all derivative
and commodity investments for its trading portfolio
and only derivative commodity investments for its
hedging portfolio (but not the related underlying
hedged position). PG&E Corporation expresses value-
at-risk as a dollar amount of the potential loss in the
fair value of its portfohio based on a 95 percent confi-
dence level using a one-day liguidation period.
Therefore, there 15 a 5 percent probability that a port-
folio will incur a loss in one day greater than its value-
at-risk. The value-at-risn is aggregated for PG&E
Corporation as a whole by correlating the duily returns
of the portfolios for natural gas, natural gas liquids, and
power tor the previous 22 trading days. PG&E
Corporation’s daily value-at-risk for commodity price

sensitive derivative instruments as of December 31,



1998, is $6.2 mullion for trading activities and $0.2
million for non-trading activities.

Value-at-risk has several limitations as a measure
of portfolio risk including, but not limited to, under-
estimation of the risk of a portfolio with significant
options exposure, inadequate indication of the expo-
sure of a portfolio to extreme price movements, and
the inability to addiess the risk resulting from intraday
trading activities.

In June 1998, the Financial Accounting Standards
Board issued Statement of Financial Accounting
Standards (SFAS) No. 133, Accounting for Derivative
Instruments and Hedging Activities, which is required
to be adopted in years beginning after June 15, 1999
The Statement permits early adoption as of the begin-
ning of any fiscal quarter. PG&E Corporation expects
to adopt the new Statement no later than January 1,
2000. The Statement will require PG&E Corporation
to recognize all derivatives, as defined in the State-
ment, on the balance sheet at fair value. Derivatives, or
any portion thereof, that are not effective hedges must
be adjusted to fair value through income. If derivatives
are effective hedges, depending on the nature of the
hedges, changes in the fair value of derivatives either
will be ffset against the change in fair value of the
hedged assets, liabilities, or firm commitments through
earnings or will be recogmzed in other comprehensive

income until the hedged items are recognized in earn-
ings. PG&E Corporation is currently evaluating what
the effect of SFAS No. 133 will be on the earnings
and financial position of PG&E Corporation. PG&E
Corporation uses the mark-to-market method of
accounting for its commodity trading and price risk
management activities.

In November 1998, the Emerging Issues Task Force
of the Financial Accounting Standards Board released
Issue 98-10, Accounting for Energy Trading and Risk
Management Activities. This Issue states that all
energy-related contracts entered into with the objec-
tive of generating profits on or from exposure to shifts
or changes in market prices be marked to market with
the gains and losses reflected in the income statement.
The Task Force stipulates implementation for fiscc|
years beginning after December 15, 1998. PG&E
Corporation does not believe that the effect of adop-
tion of this standard on earnings or the financial posi-
tion of PG&E Corporation will be material.

Lega! Matters:

In the normal course of business, both the Utility and
PG&E Corporation are named as parties in a number
of claims and lawsuits. (See Note 15 of Notes to
Consolidated Financial Statements for further discus-
sion of significant pending legal matters.)
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PG&E Corporation

Statement of Consolidated Income

(in millions, except per share amounts) Year ended December 31,

Operating Revenues
Utility
Energy commodities and services

Total operating revenues

Operating Expenses

Cost of energy for utility

Cost of energy commodities and services
Operating and maintenance, net

pfprociltion. amortization, and decommissioning

Cperating Income
Interest expense, net
Other income, net

Income Before Income Taxes
Income taxes

Net Income

Weighted Average Cormmmon Shares Outstanding
Earnings Per Common Share, Basic and Diluted
Dividends Declared Per Common Share

The accompanying Notes to the Consohidated Financial Statements are an integral part of this statement

1998 1997 1996 |
1
$ 8924 $ 9,495 $8,989
11,018 5,905 621
18842 15,400 9,610
3,029 3,287 3,142 |
10,194 5,481 356 |
3,103 3,052
1,609 1882 1 |
VRO ..o, ... ..o IO .
2,007 1,728 1,896 |
(782) (665) (632) |
S R A
1,289 1,264 1.277 |
... KSRGS 5
$ 0 & 1 $ 722
382 410 413 |
$ 380 85 A8 $ 1.75 |
$ 40 8 1. $ 1.77



PGA&E Corporation

Consolidated Balance Sheet

{in millions) Balance at December 31,

Assets
Current Assets
Cash and cash equivalents
Short-term investments
Accounts receivable
Customers, net
Regulatory balancing accounts
Energy marketing
Price risk management
Inventories and prepayments

Total current assets
Property, Plant, and Equipment
Utitity
Wholesale and retail unregulated business operations
Electric generation
Gas transmission
Construction work in progress
Other

Total property, plant, and equipment (at original cost)
Accumulated depreciatior and decommissioning

Net property, plant, and equipment
Other Noncurrent Assets

Regulatory assets

Nuciear decommissioning funds

Othe.rM

Totai noncurrent assets

Total Assets

1998 1997
i
$ 20 & 27|
55 1,160 |
1,856 1,514 |
- 458 E
507 830 |
1,416 500 |
835 626 |
RS SR, ...
4,955 5,325 |
|
23,996 23,764 |
1,967 - |
3,347 3.415 |
407 492 |
127 55 |
VG —— S —— ,,_-,,,...J‘
29,844 27,726 |
_(12,026) (11.617))
17,818 16,109 |
|
6,347 6,900 |
1,172 1,024
2,942 1,757 |
10461 9,681 |
$33,234  $31,115 |
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PG&E Corporation

Consolidated Balance Sheet |

{in mmiov!:) Balance a~l December 31, s ez 1998 1997
Liabilities and Equity :
Currert Liabilities |
Short-term borrowings $ 1,644 5 103 |
Current portion of long-term debt 338 659
Current portion of rate reduction bonds 290 290 |
Accounts payable | |
Trade creditors 1,001 754 | |
Other 443 466 | 3
Regulatory balancing accounts 79 - | ‘
Energy marketing 381 758 | ]
Accrued taxes 103 226 | |
Price risk management 1,412 512 | ‘
Other A S RO i 1,064 893 | }
Total current liabilities 6,755 4,661 |
Noncurrent Liabllities
Longterm debt 7,422 7,659
Rate reduction bonds 2,321 2,611
Deferred income taxes 3,861 4,029
Deferred tax credits 283 339 |
Other it - A 3 e 3,746 2,024 | |
Total noncurrent liabilities 17,633 16.662 |
Preferred Stock of Subsidiaries 480 595
Utility Obligated Mandatorily Redeemable Preferred Securities of Trust Holding Solely
Utliity Subordinated Debentures 300 300
Common Stockholders' Equity
Common stock, no par value, authorized 800,000,000 shares, |
issued and outstanding, 382,603,564 and 417,665,891 5,862 6,366
Reinvested earnings : s =it By 2.205 B ‘2.531 |
Total common stockholde s’ equity 8,066 8,897
C_q@mitments and Contmgencie_s (Notes 1, 2, 3, 4, 5, 14, 5"2_15’) e R R ke — -
Total Liabilities and Stockhoiders’ Equity $33,234 $31,115

The accompanying Notes to the Consohdated Financial Statements are an integral part of this statement
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PG&E Corporation
Statemen. of Consolidated Cash Flows

(in millions) For the year ended December 31,

Cash Flows From Operating Activities

Net income $ 719 $ 716 $ 722 |
Adjustments to reconcile net income to net cash provided by operating activities: :
Depreciation, amortization, and decommissioning 1,609 1,852 1,222 1
Deferred income taxes and tax credits-net (107) (159) (150) 1
Other deferred charges and noncurrent liabilities 18 121 116 |
Loss (gain) on sale of assets 23 (120) - |
Net effact of changes in operating assets and liabilities: }
Accounts receivable — trade (342) (242) (70) 1
Regulatory balancing accounts receivable 537 126 302 |
Inventories and prepayments (161) (4) 32 {
Price risk management assets and liabilities, net (16) 12 — '
Accounts payable — trade 247 210 217 }
Accrued taxes (123) (54) 36 i
Other working capital 199 (85) (6) E
Other-net TR SRR Ao, ROl | By
Net cash provided by oporat?_nj actwitleii o e 2,301 o 2,618 2.58.1_";
Cash Flows From lcvesting Activities ,
Capital expenditures (1619)  (1,822)  (1,230),
Acquisitions and investments in unregulated projects (1,779) (116) (229)’
Proceeds from sale of assets 1,106 146 el
Other-net i A 41 i 21 pls (1_2_(2 ‘
Net cash used by investing activities & i SRS TN (A7)
Cash Flows From Financing Activities |
Net borrowings (repayments) under credit facilitiv. 2,115 (587) (115)§
Long-term debt issued - 386 1,088 .
Long-term debt matured, redeemed, or repurchased (1,552) (961) (1,472) '
Proceeds from issuance of rate reduction bonds — 2,881 — ‘
Preferred stock redeemed or repurchased (108) -— - 1
Common stock issued 63 54 220
Common stock repurchased (1.158) (804) (455) ’
Dividends paid (470) (524) (844) 1
Other-net AT p b YL A EA Nit= A _(39)  (14)
Net cash used by financing activities s 2 (1,113 406 7#__.(77}_.75_9_2»_)_‘;
Net Change in Cash and Cash Equivalents (1.056) 1,253 (590) |
s it B K SRR, © ... AR . SR L .3
Cash and Cash Equivaients at December 31 $ 341 $ 1,397 $ 144
Supplemental disclosures of cash flow information
Cash paid for: |
interest (net of amounts capitalized) $ 774 $ 624 $ 598
Income taxes 770 801 640
The accompanying Notes 1o the Consolidated Financial Statements are an integral part of this statement
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PG&E Corporation

Statement of Consolidated Common Stock Equity

(doliars in millions)

Balance _Mnnhor 31, 1995

Net income
Common stock issued (9,290,102 shares)
Common stock repurchased (19,811,396 shares)
Casn dividends deciared

Common stock
Other

!nhngo q.qqnbov 32, 1000_

Net income
Holding company formation
Common stock issued (2,302,544 shares)
Acquis:tions (45,683,005 shares)
Common stock repurchased (33,823,950 shares)
Cash dividends declared

Common stock
Other
Solonce Docamber 88,2007
Net income
Common stock issued (2,028,303 .nares)
Common stock repurchased (37,090,630 shares)
Cash dividends declared

Common stock
Other

Balance December 31, 1998

Total
Additional Common
Common Paid-in Reinvested Stock
% 'Stock Capital » Eammg_g_ e VEouny
ik _$2070 83716  $2.813  $8599
722 722 |
a7 173 220 |
(99) (182) (174) (455)
(729) (729) |
TR BT EREOHCRIET . ... G L. BN .. I 8,364 |
716 716 |
3,710 (3,710) -
54 54 |
1,069 1,069 |
(496) (308) (804)
(485) (488)
sl o bt e 11 pESTNEReY. . OB L s
i s RSO SRR, . IO« .
719 719 |
63 63
(565) (593) (1,158)
(468) (466)
e B S Griay MR
$5,862 e $2,204 $8,066 |

Ihe accompanying Notes to the Consolidated Financial Statements are ap integral part of this statement
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Pacific Gas and Electric Company

Statement of Consclidated !ncome

(in millions) Year ended December 31,

f Electric utitity

1998 1997 1° .0
Operating Revenues ;
$7,191 $7.691 $7,160 |
Gas utility 1,733 1.804 1,829 |
Energy commodities and services - - 621 |
| NIt -
Total operating revenues 8,924 9,495 9,610
Operating Expenses
Cost of electric energy 2,321 2,501 2,261
Cost of gas 708 786 881
Cost of energy commodities and services — - 356
Operating and maintenance, net 2,581 2,629 2,994
Depreciation, amortization, and decommissioning : 5 o 1,5_38 : ;.748 71.222 |
Total operating expenses 7.048_ ity 664 7,714
Operating income 1,876 1,831 1.896 l
Interest expense, net (621) (570) (632)
Other income, net 103 116 46 |
i 387t i i
Income Before Income Taxes 1,358 1,377 1,310 |
Income taxes 629 609 555 |
s s SRAOH i ]
Net Income 729 768 158
v - 3 i
Preferred dividend requirement A 27 33 33
Income Avallable for Common Stock $ 702 $ 735 $ 722
The accompanying Notes to the Consolidated Financial Statements are an integeal part of this statement
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Pacific Gas and Electric Company

Censolidated Balance Sheet

|
1
(in millions) Balance at December 31, 1998 1907 ] ‘
Assets i |
Current Assets ' 1
Cash and cash equivalents $ 73 $ 80 ;
Short-term investments 17 1,143 | |
Accounts receivable }
Customers, net 1,283 1,204 |
Regulatory balancing accounts - 458 '
Related parties 14 459 {
inventories i
Fuel oil and nuclear fuel 187 207
Gas stored undergiound 130 102
Materials and supplies 159 189
Prepayments 50 et iﬁ_d
Total current assets 2,013 3,867 |
Property, Plant, and Equipment ‘
Electric 16,924 16,913 |
Gas 7,072 6,851
Construction work in progress 273 421 |
Total property, plant, and equipment (at original cost) 24,269 24,185 1
Accumuiated depreciation and decommissioning : (;1.397) (11,1%&
Net property, plant, and equipment 12,872 13,051 |
Other Noncurrent Assets '
Regulatory assets 6,288 6,846 :
Nuclear decommissioning funds 1472 1,024
Other 605 359
_ﬁTotaI noncurrent assets JEs! 5 PR K 3063 _~8:.2‘2~9«
Tota! Assets $22,950 $25,147

a2 |




Pacitic Gas and Electric Company

Consoiidated Balance Sheet

{in millions) Balance at December 31,

Liabilities and Equity
Current Liabliities
Short-term borrowings
Current portion of long-term debt
Current portion of rate reduction bonds
Accounts payable
Trade creditors
Related parties
Regulatory balancing accounts
Other
Accrued taxes
Deferred income taxes
Other

Total current liabilities
Noncurrent Liabilities

Long-term debt

Rate reduction bonds

Deferred income taxes

Deferred tax credits

Other

1998 ; y 199 7"
N8 -
260 580
290 290
718 441 |
60 134 |
79 -
a74 424 |
2 229 |
3 149 |
S8 - w7
3,012 2.774 |
5,444 6,218 |
2,321 2,611 |
3,080 3.304 |
283 338
2,045 1,810

Tota! noncurrent liabilities
Preferred Stock With Mandatcery Redemption Provisions
6.30% and 6.57%, outstanding 5,500,000 shares, due 2002-2009
Company Obligated Mandatorily Redeemabie Preferred Securities of Trust Holding
Solely Utility Subordinated Debentures
7.90%, 12,000,000 shares, due 2025
Stockholders’ Equity
Preferred stock without mandatory redemption provisions
Nonredeemable — 5% to 6%, outstanding 5,784,825 shares
Redeemavle — 4.36% to 7.04%, outstanding 5.973,456 shares
Common stock. $5 par value, authorized 800,000,000 shares;
issued and outstanding, 341,353,455 and 403,504,292
Additional paid in capital
Reinvested earnings

Total stockholders' equity
Commitments and Contingencies (Notes 1, 2, 3, 4, 5, 14, and 15)

Total Liabilities and Stockholders' Equity

The accompraying Notes to the Consohdar inancial dtatements are an integral part of this statement

13,153 14,281 |

137 137
300 300
145 145
142 257 |

1,707 2,018 |

2,094 2,564

2260 2671 |

6,348 7,655 |

$22,950 $25,147




Pacific Gas and Electric Company

Statement of Consolidated Cash Flows

{in millions) For the year ended December 31, 1998 1997 1996

: :

Cash Flows From Operating Activities

Net income $ 720 § 768 § 755 }
Adjustments to reconcile net income to net cash provided by operating activities: ;
Depreciation, amortization, and decommissioning 1,438 1,748 1,222 }
Deferied income taxes and tax credits-net (257) (182) (150) |
Other deferred charges and noncurrent liabilities 31 133 116 |
Met effect of changes in operating assets and liabilities: |
Accounts receivable 266 (582) (70)
Regulatory balancing accounts receivable 537 126 302 |
Inventories and prepayments (3) 12 32 ‘
Accounts payable — trade 203 (80) 217
Accrued taxes (227) (62) 36
Other working capital (50) (128) (6) |
Other-net A (39) . SO 127 ’
Net cash provided by operating activities 2,628 1,768 2,581 |
Cash Flows From Investing Activities
Capita! expenditures (1,382) (1,522) (1.230)&
Acquisitions and investments in unregulated projects — — (229)%
Proceeds from sale of generation assets 501 — e ,
R R S B G R SR S A S e
Notoesh usedbyimvestingsctiities 0 1e8%) (1.6 2 (1.879)]
Cash Flows From Financing Activities 1
Net borrowings (repayments) under credit facilities 668 (681) (115) |
Long-term debt issued - 355 1,088 |
Long-term debt matured, redeemed, or repurchased (1,413) (852) (1.472)5
Proceeds from issuance of rate reduction bonds — 2,881 — l
Preferred stock redeemed (108) —_ —_ :
Common stock repurchased (1,600) - - |
Dividends paid (444) (739) (844) |
LR R O R S R . OO RER, |
Net cash used by financing activities (2,902) 950 (1.592)i
Net Change In Cash and Cash Eguivaients (1,133) 1,079 (590) |
Cash and Cash Equivalents ot January2 123 144 734
Cash and Cash Equivalents at December 31 $ 90 $ 1,223 $ 144 »
Supplemental disclosures of cash flow information
Cash paid for:
Interest (net of amounts capita'ized) $ 600 $ 547 $ 598 ‘
Income taxes 1,118 841 6840

The sccompanying Notes to the Consolidated Financial Stater =nts are an itegral part of this statement




Pacific Gas and Electric Company

Statement of Consolidated Common Stock Equity,
Preferred Stock, and Preferred Securities

Preferred Preferred Company
Stock Stock Obligated
Total Without With Mandatorily
Agditional Common Mandatory Mandatory Redeemable
Common Paid-in Reinvested Stock Redemption Redemption Preferred
!gp_llau_m »mjmorls)_ E =~ _Stock 2 cP‘l‘f" i _7E|rm£grs Equity Provisions Provisions Securities
ll_llnoo December 31, 10'{ $2,070 it 33.7‘}6_ __82_813— Sg.59_9 ”8402 = 37137 i $300 ;
Net income 755 755 :
Common stock issued
(9,290,102 shares) 47 173 220 |
Common stock repurchased
(19,811,396 shares) (99) (182) (174) (455) ,
Cash dividends declared
Preferred stock (33) (33) f
Common stock (729) (729) '
Other 7 » ; L TR S IR, A L i 1‘
Balance December 31, 1996 2018 3710 2636 8,364 400 137 300 |
Net income 768 768
Hoiding company formation (1,146) (1,146)
Cash dividends declared ‘j
Preferred stock (33) (33) f
Common stock (699) (699) |
Other A B SNSRI RARE NSRS | SERSRIR. . A S SN Aot a SN
Balance December 31, 1997 2.018 __?_:_564_14‘_"__“2:91 3 - 725;?1 ; G 40? ! ___})3‘1 N -_300;
Net income 729 729 ;
Common stock repurchased |
(62,150,837 shares) (311) (481) (808) (1,600) f
Preferred stock redeemed {
(4,323,948 shares) (3) (3) (105)
Cash dividends declared
Preferred stock (28) (28) 1
Common stock (300) (300)
Other D i U e N R b L e e e W
Balance December 31, 1998 $1,707 $2.094 $2,260 $6,061 $287 $137 $300 |
The accompanying Notes to the Consolidated Financial Statements are an integral part of this statement
a5



Notes to Consolidated Financial Statements
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Notes to Conscolidated Financial Statements

them as assets or labilities. When the hedged transac-
tion occurs, PG&E Corporation recognizes the gain or
loss in operating expense. In instances where the antic-
ipated correlation of price movements does not occur,
hedge accounting is terminated and future changes in
the value of the derivative are recognized as gains or
losses. If the hedged item is sold, the value of the asso-
ciated derivative is recognized in income,

For regulatory reasons, the Utility manages price
risk independently from the activities in PG&E Cor-
poration’s unregulated business. In the first quarter of
1998, the CPUC granted approval for the "Jtility to
use financial instruments to manage price volatility of
gas purchased for the Utility’s electric generation port-
folio. The approval limits che Utility’s outstanding
financial instruments to $200 million, with downward
adjustments occurring as the Utility divests its fossil-
fueled generation plants. (See Utility Generation
Divestiture, below.) Authority to use these risk man-
agement instruments ceases upon the fuil divestiture of
fossil-fueled generation plants or at the end of the cur-
rent electric rate freeze (see Rate Freeze and Rate
R eduction, below), whichever comes first.

In the second quarter of 1998, the CPUC granted
conditional authority to the Utlity to use natural gas-
based firancial instruments to manage the impact of
naturz; gas prices on the cost of electricity purchased
pursuant to existing power-purchase contracts. Under
the authority granted in the CPUC decision, no nat-
ural gas-based financial instruments shall have an expi-
ration date later than December 31, 2001, Further, if
the rate freeze ends before December 31, 2001, the
Utility shall net any outstanding financial instrument
contracts through equal and opposite contracts, within
a reasonable amount of ume. Also dguring the fourth
guarter, the CPUC granted conditional authority to
the Utility to use natural gas-based financial instru-
ments to manage price and revenue risks associated
with its natural gas transmission and storage assets.

Property, Plant, and Equipment: Plant additions and
replacements are capitalized. The capitalized costs
include labor, materials, construction overhead, and
capitalized interest or an allowance for funds used dur-
ing construction: (AFUDC). AFUDC is the estimated
cost of debt and equity funds used to finance regulated
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plant additicns. The Utility recovers AFUDC in rates
through depreciation expense over the usetul life of
the related asset.

The original cost of retired plant and removal costs
less salvage value is charged to accumulated deprecia-
tion upon retirement of plant in service for the Uulity
and the unregulated businesses that apply SFAS No. 71.
For our wholesale and retail unregulated business
operations, the cost and accumulated depreciation of
property, plant, and equipment retired or otherwise
disposed of are removed from related accounts and
included in the determination of the gain or loss
on disposition.

Property, plant, and equipment is depreciated using
a straight-line remaining-life method. PG&E Corpora-
tion’s composite depreciation rates were 4.11 percent,
3.70 percent, and 3.37 percent for the years ended
December 31, 1998, 1997, and 1996, respectively.

The Utility's composite depreciation rates were 4.15
vercent, 3.52 percent, and 3.37 percent for the years
ended December 31, 1998, 1997, and 1996, respectively.

Gains and Losses on Reacquired Debt: Any gains and
losses on reacquired debt associated with regulated
operations that are subject to the provisions of SFAS
No. 71 are deferred and amortized over the remaining
original lives of the debt reacquired, consistent with
ratemaking principles. Gains and losses on reacquired
debt associated with unregulated operations are recog-
nized in earnings at the time such debt is reacquired.

Inventories: Inventories include material and supplies,
gas stored underground, nuclear fuel, and fuel oil.
Materials and supplies and gas stored underground are
valued at average cost. Stored nuclear fuel inventory is
stated at lower of average cost or market. Nuclear fuel
in the reactor is amortized based on the amount of
energy outpot. Fuel oil is valued by the last-in-first-
out method.

Cash Equivalents and Short-Term Investments: Cash
equivalents (stated at cost, which approximates market)
include working funds and consist primarily of
eurodollar time deposits, bankers acceptances, and



some commercial paper with original maturities of
three months or less.

Income Taxes: PG&E Corporation uses the liability
method of accounting for income taxes. Income tax
expense includes current and deferred income taxes
resulting from operations during the year. Tax credits
are amortized over the life of the related property.
PG&E Corporation files a consolidated federal
income tax r-.urn that includes domestic subsidiaries
in which it ownership is 89 percent or more. The
Utility aad various other subsidiaries are parties to a
tav ,naring arrangement with PG&E Corporation.
' G&E Corporation files consolidated state income tax
returns when apphicable. The Utility reports taxes on a
stand-alone basis.

Related Party Agreements: In accordance with various
agreements, the Utility and other subsidiaries provide
and receive various services from their parent, PG&E
Corporation. Services include the Utility’s provision
of general and administrative services. The Utility and
other subsidiaries receive general and administrative
services and financing from PG&E Corporation.
Corporate costs, such as administrative costs, interest,
and income taxes, are allocated to subsidiaries using a
variety of factors including their share of employees,
operating expenses, assets, and other cost causal
methods. Also, the Utility purchases gas transmission
services from PG&E GT NW.

Note 2: California Electric Industry Restructuring

In 1998, California became one of the first states in
the country to implement an electric industry restruc-
turing plan. California electric industry restructuring
has two major impacts on the financial statements. The
two major components are the competitive market
framework and the electric transition plan, which are
discussed below.

Competitive Market Framework: To create a competitive
generation market, a Power Exchange (PX) and an
Independent System Operator (ISO) began operating
in 1998, The Utility is required to sell to the PX all of
the electricity generated by its power plants and elec-

tricity acquired under contractual agreements with
unregulated generators. Also, the Utility is required to
buy from the PX all electricity needed to provide ser-
vice to retail customers that continue to choose the
Utility as their electricity supplier. The 1SO schedules
delivery of electricity for all market participants to the
transmission system. The Utility continues to own and
maintain a portion of the transmission system, but the
ISO controls the operation of the system.

For the year ended December 21, 1998, the cost of
energy for the Utility, reflected on the Statement of
Consolidated Income, is comprised of the cest of PX
purchases, ancillary services (standby power and ms-
cellaneous services) purchased from the 1SO, cost of
transmission, and the cost of Utility generation, net of
sales to the PX as follows:

For the year ended December 31 1998
(s miltions) 35 ‘]
Cost of fuel for electric generation $2,030 %
Cost of purchases from the PX 7238 |
Net cost of ancillary services 406

_F:‘[o_coedc fromr saies to 1'1‘_ PX (8;_8_)

Cost of electric energy $2,321

The Utility'’s cost of energy is recovered from retail
customers under the terms of the restructuring plan.

California Transition Plan: Market-based revenues
determined by the market through sales to the PX may
not be sufficient to recover (that is, to collect from
customers) all of the Utihity's generation costs. To allow
California investor-owned utilities the opportunity

to recover their transition costs (generation costs that
would not be recovered through market-based rev-
enues) and to ensure a smooth transition to a compe-
titive market, the California legislature developed 2
transition plan 1n the form of state legislation that was
passed in 1996. The transition plan will remain in
effect until the earlier of December 31, 2001, or when
the Utility has recovered its authorized transition costs
as determined by the CPUC, with provisions that cer-
tain transition costs can be recovered after the transi-
tion period. At the conclusion of the transition period,
the Utility will be at risk to recover any of its remain-
ing generation costs through market-based revenues.

The transition plan contains three principal elements
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Notes to Consolidated Financial Statements

consisting of the determination of: (1) an electric rate
freeze and rate reduction, (2) the recovery of transition
costs, and (3) divestiture of utility-owned generation
facilities, Each element is discussed below.

* Rate Freeze and Rate Reduction:

The first element of the transition plan 1s an electric
rate freeze and an electric rate reduction. In 1997 and
1998, the Utility held rates for iis larger customers at
1996 levels, and it will hold their rates at that level
until the end of the transition period. On January 1,
1998, the Utility reduced electric rates for its residen-
tial and small commercial customers by 10 percent
from 1996 levels, and it will hold their rates at that
level until the end of the transition period. Collectively,
these actions are called a rate freeze.

To pay for the 10 percent rate reduction, the Utility
refinanced $2.9 billion of its transition costs with the
proceeds of rate reduction bonds. (See Note 9.) The
bonds allow for the rate reduction by lowering the car-
rying cost on a porcion of the transition costs and by
deferring recovery of a portion of these transition costs
until after the transition period.

The frozen rates include a component for transition
cost recovery. Transition costs are being recovered from
all Utility distribution customers through a nonbypass-
able charge regardless of the customer’s choice of elec-
tricity supplier. As the customer charge for transition
costs is nonbypassable, the Utility does not believe
that the availability of choice to its customers will
have a material impact on its ability to recover
transition costs.

Revenues from frozen electric rates provade for
the recovery of authorized Utility costs, including
transmission and distribution service, public purpose
programs, nuclear decommissioning, and rate reduction
bond debt service. To the extent the revenues from
frozen rates exceed authorized Utility costs, the
remaining revenues constitute the CTC which recovers
the transition costs. These CTC revenues are subject to
seasonal fluctuations in the Utility's sales volumes and
certain other factors.

* Transition Cost Recovery:

Transition costs consist of: (1) above-market sunk costs
(sunk costs are costs associated with Utility-owned
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generation assets that are fixed and unavoidable and
currently included in the Utlity customers’ electric
rates) and future costs, such as costs related to plant
removal of Utility-own« d generation facilities, (2) costs
associated with the Utility'’s leng-term contracts to
purchase power at above-market prices from quahtying
facilities and other power suppliers, and (3) generation-
related regulatory assets and obligations. (In general,
regulatory assets are expenses deferred in the current
or prior periods to be included in rates in subsequent
periods.)

Above-market sunk costs result when the book
value of a facility is in excess of its market value.
Conversely, below-market sunk costs result when the
market value of a facility is in excess of its book value.
The total amount of generation facility costs to be
included as transition costs will be based on the aggre-
gate of above-market and below-market values. The
above-market portion of these costs 1s eligible for
recovery as a transition cost. The below-market portion
of these costs will reduce other unrecovered transition
costs. A valuation of a Utility-owned generation
facility where the market value exceeds the book value
could result in a material charge to Unlity earnings
if the valuation of the facility 1s determined based
upon any method other than a sale of the facility to a
third party. This is because any excess of market value
over book value would be used to reduce other transi-
tion costs.

The Utility will not be able to determine the exact
amount of above-market non-nuclear sunk costs that
wil! be recoverable as transition costs until a market
valuation process (appraisal, spin, sale, or other valua-
tion method) is completed for each of its generation
facilities. Several of these valuations occurred in 1997
and 1998, when the Utility agreed to sell seven of its
electric plants. The market value of these facilities
determined by these sales exceeded the book value
and will therefore reduce the amount of transition
costs to be recovered. In addition, in December 1998,
the Utility requested that the CPUC allow it to hire
appraisers to set the value of its hydroelectric genera-
tion system. (See Generation Divestiture below.) The
remainder of the valuation process is expected to be
completed by December 31, 2001. Nuclear sunk costs

were separately determined through a CPUC proceed-







Notes to Consolidated Financial Statements

accelerated recovery of the investment in Diablo
Canyon from a period ending in 2016 to a five-year
period ending December 31, 2001,

The Utility is amortizing its eligible transition cost,
including generation-related regulatory assets, over the
transition period in conjunction with available CTC
revenues. Effective January 1, 1998, the Utility started
collecting these eligible transition costs through the
nonbypassable CTC. During 1998, regulatory assets
related to electric utility restructuring decreased by
$609 million. This decrease reflects the recovery of
eligible transition costs of $486 million through accel-
erated amortization and $123 million through the gain
on the sale of generating plants.

During the transition period, the CPUC will
review the Utility's comphiance with the accounting
methods used by the Utlity to recover transition costs
and the amount of transition costs requested for recov-
ery. The CPUC is currently reviewing non-nucleas
transition costs amortized during the first six months
of 1998. The Uulity expects the CPUC to issue a
decision regarding this review in the second half
of 1999 Transitior costs that are disallowed by the
CPUC for collection from the Utility customers will
be written off.

In addition, in August 1998, an independent
accounting firm retained by the CPUC completed 1ts
financial verification audit of the Utility's Diablo
Canyon plant accounts at December 31, 1996. The
audit resulted in the issuance of an unqualified opin-
ion. The audit verified that Diablo Canyon sunk costs
at December 31, 1996, were $3.3 billion of the total
$7.1 billion construction costs. (Sunk costs are costs
associated with Utility-owred generating facilities that
are fixed and unavoidable and currentiy included in
the Utility customers’ electric rates.) The independent
accounting firm also issued an agreed-upon special
procedures report, requested by the CPUC, which
questioned $200 million of the $3.3 billion sunk costs.
The CPUC will review any proposed adjustments
to Diablo Canyon's recoverable costs, which resulted
from the report. At this time, the Utility cannot predict
what actions, if any, the CPUC may take regarding the
audit report.
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* Generation Divestiture:

In 1998, the Utility completed the sale of three fossil-
fueled generation plants for $501 million. These three
fossil-fueled plants had a combined book value at the
time of the sale of $346 million and had a combined
capacity of 2,645 megawatts (MW).

Also in 1998, the Utility agreed to sell three other
fossil-fueled generation plants and its complex of geo-
thermal generation facilities. The winning bids total
$1,014 million. As of December 31, 1998, these four
plants had a combined book value of $523 million and
had a combined capacity of 4,289 MW. The sales are
subject to the approval of regulatory agencies, includ-
ing the CPUC, and conditioned upon the transfer of
various permits and hcenses. The Utility expects to
complete the sale of these four plants in 1999,

The Utility will retain a hability for required envi-
ronmental remediation related to all of its fossil-
fueled generation and geothermal plants of any pre-
closing soil or groundwater contamination at the plants
it has or will sell. The Utility records its estimated ha-
bility for the retained environmental remediation
obligation as part of the determination of the gain or
loss on the sale of each plant.

Any net gains from the sale of the Utility-owned
generation plants will be used to offset other transition
costs. As a result, PG&E Corporatior does not believe
sales of any generation facilities to a third party will
have a material impact on its results of operations.

The Utility 1s currently evaluating its options
related to its remaining non-nuclear generation facili-
ties, primarily the hydroelectric generation system. In
May 1998, the Uulity notified the CPUC that it does
not plan to retain the hydroelectric generation assets as
part of the Utility. In December 1998, the Utility filed
with the CPUC its proposed appraisal process for valu-
ing generation assets, primarily the hydroelectric facili-
ties. The Unlity expects to receive a response to this
request in 1999

At December 31, 1998, the book value of the
Utility's net investment in hydroelectric generation
assets was $1.4 billion. If the Utility decides to dispose
of the hydroelectric generation assets by any method
other than a sale of the assets to a third party, a mater-
1al charge could result to the extent that the market
value of the assets exceeds their book value. The



market value of the hydroelectric assets is exp~cted to
exceed their book value by a material amount.

Finarcial Impact of Transition Plan: The Utility's ability
to continue recovering its transition costs will be
dependent on several factors, including: (1) the contin-
uec application of the regulatory framework estab-
lished by the CPUC and state legislation, (2) the
amount of transition costs ultimately approved for
recovery by the CPUC, (3) the market value of the
remaining Utility -owned generation facilities, (4)
future Utility sales levels, (5) future Utility fuel and
operating costs, (6) the extent to which the Utility's
authorized 1 “venues to recover distribution costs are
increased or decreased, and (7) the market price of
electricity. Given the current evaluation of these fac-
tors, PG&E Corporation believes that the Utility will
recover its transition costs under the terms of the
approved transition plan. However, a change in one or
more of these factors could affect the probability of
recovery of transition costs and result in a material
charge.

Note 3: Price Risk Management and Financial
fastruments

The following table is a summary of the contract or
notional amounts and maturities of PG&E Corpora-
tion’s contracts used for non-hedging activities related
to commodity price risk management as of December
31, 1998, Short and long positions pertaining to deriv-
ative contracts used for hedging activities as of
December 31, 1998 are immaterial.

Manimum
Natura! Gas and Purchass Sale Term in
Electricity Contracts {Long) (Shart) Years
(billions of MMBIy equivalents ™)
Hon-Hedging Activities
Swaps 6.12 5.94 8 |
Options 1.39 1.18 5 ,
Futures 0.44 0.46 4 i
Forward Contracts 308 383 |

“One MMB is equal to one milhon Bestish thermal unity. PG&E Corporation's electric
power contracts, measured in megawatts, were converted to MMBeu equivalents imsing 2
conversion factor of 10 MMBea's per | megawatt-hour

Maximum
Purchase Saie Term in
Natural Gas Liquids Contracts (Long) \3hort) Years
(millions of barrels)
Non-Hedying Activities
Swaps 15.13 2096 2
Options 19.24 17.69 1
Futures 24.16 25.18 1
Forward Contracts 5.01 5.9 2

Volumes shown for swaps represcat notional vol-
umes that are used to calculate amounts due unaer the
agreements and do not represent volumes exchanged.
Moreover, notional amounts are indicative only of
the volume of activity and are not a measure of
market risk.

The following table discloses the estimated fair val-
ues of price risk management assets and liabilities as of
December 31, 1998. PG&E Corporation’s net gains and
losses on swaps, options, futures, and forward contracts
held during the year for non-hedging purposes were
$69 million, $(49) million, $(63) million, and $101 mil-
lion, respectively. The ending and average fair values
and associated carrying amounts of derivative contracts
used for hedging purposes are not material as of
December 31, 1998,

Average Ending
Fair Value Fair Value
(in millions,
Assets
Non-Hedging Activities
Swaps $ 424 $ 947
Options 121 154
Futures 118 150
_F_qy_!a_rg Cuontracts 3t 342 499
Total $1,072 $1,750
Moncurremtportion 334
Current portion $1.416
R e
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In July 1997, PG&E Corporation completed its
acquisition of Valero Energy Corporation’s natural gas
business and a gas marketing business located in Texas.
PG&E Corporation issued approximately 31 million
shares of its common stock *» acquire Valero along
with the assumption of $780 million in long-term
debt, equating to a purchase price of approximately
$1.5 billion. The acquisition, was accounted for as
a purchase and accordingly, the purchase price has
been allocated to the assets acquired and the liabilities
assumed based on estimated fair values.

In September 1997, PG&E Corporation became the
sole owner of USGen, an independent power devel-
oper and manager; U.S. Operating Services Company,
USGen's operations and maintenance affiliate; and
USGen Pow 1 Services, L.P., USGen's power marketing
affiliate. Additionally, PG&E Corporation has acquired
all or part of interest in several power projects that are
affiliated with USGen.

in July 1998, PG&E Corporation sold its Australian
energy holdings. The sale represents a premium on the
price in local currency of PG&E Corporation’s 1996
investment in the assets. However, the transaction
resulted in a non-recurring charge of $.06 per share in
the second quarter of 1998, This charge was primarily
du: to the 22 percent currency devaluation of the
Australian dollar against the U.S. dollar during the past
two years.

In September (998, PG&E Corporation, through its
indirect subsidicry USGen New England, Inc., com-
pleted the acquisition of a portfolio of electric gener-
ating assets and power supply contracts from the New
England Electric System (NEES). The ac “aisition has
been accounted for using the purchase method of
accounting. Accordingly, the purchase price has been
allocated to the assets purchased and the labilities
assunied based upon a preliminary assessment of the
fair values at the date of acquisition.

Including tuel and other inventories and transaction
costs, PG&E Corporation’s financing requirements
were approximately $1.8 billion, funded through $1.3
billion of USGen debt and a $425 million equity con-
tribution from PG&E Corporation. The net purchase
price has been allocated as follows: (1) electric generat-
ing assets of $2.3 billion classified as property, plant,
and equipment; (2) receivable for suppori ayments

of $0.8 billion; and (3)contractual obligations of

$1.3 billion classified as current liabilities and other
noncurrent habilities. The NEES assets include hydro-
electric, coal, oil, and natural gas generation facilities
with a combined generating capacity of 4,000 MW, In
addition, L™ Gen assumed 23 multi-year power-pur-
chase agreements representing an additional 800 MW
of production capacity USGen entered into agree-
ments with NEES as part of the acquisition, which: (1)
provide that NEES shall make support payments over
the next ten years to USGen for the purchase power
agreements; and (2) require that USGen provide elec-
tricity to NEES under contracts that expire over the
next six to eleven years.

Note 6° Common Stock

PG&E Corporation: PG&E Corporation has author.zed
BOO million shares of no-par common stock of which
382,60.,"%4 and 417,665,891 shares were issued and
outstanding as of December 31, 1998 and 1997, respec-
tively.

As of December 31, 1997, the Board of Directors
had authorized the repurchase of up to $1.7 billion
of PG&E Corporation’s common stock on the open
market or in negotiated transactions. As part of this
authorization, in January 1998, PG&E Corporation
repurchased in a specific transaction 37 million shares
of common stock. As of December 31, 1998, approx-
imately $570 million remains available under this
repurchase authorization. In February 1999, PG&E
Corporation used this remaining authorization to
purchase 16.6 million shares at a price of $30.25 per
share. In connection with this transaction, PG&E
Corporation has entered into a forward contract with
ap investment institution. PG&E Corporation wiil
retain the risk of increases and the benefit of decreases
in the price of the common shares purchased through
the forward contract. This obligation will not be termi-
nated until the investment institution has replaced the
shares sold to PG&E Corporation through purchases
on the open market or through piivately negotiated
transactions. The contract 1s anticipated to expire by
vear-end.
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Utility: All of the Uulity’s stock outstanding 1s held by
PG&E Corporation. fin connectio’, with the formation
of the holding company, all of the Utility’s comimon
stock was converted on a shax: for share basis to PG&E
Corporation common stock.

The Utility has authorized 800 million shares of §5
par value common stock of which 341,353,455 and
403,504,292 shares are issued and outstanding at
December 31, 1998 and 1997, respectively.

The CPUC requires the Utility to maintain its
CPUC-authorized capital structure, potentially limit-
ing the amount of dividends the Utility may pay
PG&E Corporation. In 1998, the Utility was in com-
phiance with its CPUC-authorized capital structure.

Note 7: Preferred Stock and Utility Obligated
Mandatorily Redeemable Preferred Securities of
Trust | olding Solely Utility Subordinated
Debentures

Preferred Stock: The Utility has authorized 75,000,000
shares of $25 par value preferred stock which may

be issued as redeemable or nonredeeinable preferred
stock. At December 31, 1998 and 1997, the Utility

has 1ssued and outstanding 5,784.825 shares of non-
redeemable preferred stock.

At December 31, 1998 and 1997, the Utility has
issued and outstanding 5,973,456 and 10,297,404
shares of redeemable preferred stock, respectively. The
Utility's redeemable preferred stock is subject to
redemption at the Utlity’s option, in whole or in part,
if the Utility pays the specified redemption price plus
accumulated and unpaid dividends through the
redemption date. Annual cavidends and redemption
prices per share at December 31, 1998, range from
$1.09 to $1.76 and from $25.00 to $27.25, respectively.
In 1998, the Utility redeemed its Series 7.44% pre-
ferred stock with a face valus of $65 million. Also in
1998, the Unlity redeemed 1ts Series 64% preferred
stock with a face value of $43 million. During 1997
and 1996, the Utility did not redeem or repurchase any
of its preferred stock.

The Unlity's redeemable preferred stock with
mandatory redemption provisions consists of 3 million

shares of the 6.57% series and 2.5 million shares of the
6.30% series at December 31, 1998. The 6.57% series

and 6.30% series may be redeemed at the Utihty's
option beginning in 2002 and 2\ Y4, respectively, at par
value plus accumulated and unpaid dividends through
the redemption date. These series of preferred stock are
subject to mandatory redemption provisions entithing
them to sinking funds providing for the retirement of
stoc't outstanding.

Holders of the Utlity’s nonredeemable preferred
stock 5%, 5.5%, and 6% series have rights to annual
dividends per share ranging from $1.25 to { 0.

Dividends on ali preferred stock are cumu .ative. All
shares of preferred stock have voting rights and equal
preference in dividend and hquidation rights. Upon
liquidation or dissolution of the Utility, holders of pre-
ferred stock would be entitled to the par value of such
shares plus all accumulated and unpaid dividends, as
specified for the class and series. The estimaced fair
value of the Utility’s preferred stock with mandatory
redemption provisions at December 31, 1998 and 1997,
was $143 million and $146 million, respectively, based
on quoted market prices.

Utility Obligated Mandatorily Redeemable Preferred
Securities of Trust Holding Solely Utility Subordinated
Debentures: The Utility, tarough its wholly owned
subsidiary, PG&E Capital 1 (Trust), has outstanding 12
million shares of 7.90% cumulative quarterly income
preferred securities (QUIPS), with an aggregate liqui-
dation vaiue of $300 million. Concurrent with the
issuance of the QUIPS, the Trust issued to the Utility
371,135 shares of common securities with an aggregate
liquidation value of $9 million. The Trust in turn used
the net proceeds from the QUIPS offering and
issuance of the common stock securities to purchase
subordinated deben.ures 1ssued by the Unlity with a
face value of $309 million, an interest rate of 7.9 per-
cent, and a maturity date of 2025. These subordinated
debent-+ves are the only assets of the Trust. Proceeds
from the sale of the subordinated debentures were used
to redeer .. and repurchase higher-cost preferred stock.
The Utility's guarantee of the QUIPS, considered
together with the other obligations of the Utility with
respect to the QUIPS, constitutes a full and uncondi-
tional guarantee by the Utiiity of the Trust’s contrac-
tual obligations under the QUIPS 1ssued by the Trust,




The subordinated debentures may be redeemed at the
Utility's option beginning in 2000 at par value plus
accrued interest through the redemption date. The
procecds of any redemption will be used by the Trust
to redeem QUIPS in accordance with their terms.

Upon liquidation or dissolution of the Utility, hold-
ers of these QUIPS would be entitled to the liquida-
tion pret. rence of $25 per share plus all accrued and
unpaid dividends thereon to the date of payment. The
estimated fair value of the Utility’s QUIPS at Decem-
ber 31, 1998 and 1997, was $303 million and $304 mil-
lion, respectively, based on quoted marke: prices.

Note 8: Long-Term Debt

Long-term debt at December 31, 1998 and 1997, con-
sisted of the following:

December 31, 1998 1997
{in millions)
Utility long-term debt

First and refunding mortgage bonds

Maturity Interest rates
1999-2002 5.500% to 8.75% $ 682 $1,241
2003-2007 5.875% .0 6.250% 902 974
2008-2020 6.35% to 8.02% 160 160
2021-2026 5.85% to 8.80% 2,117 2,498
Principal amounts outstanding 3,861 4873
Unamortized discount net of premium (32) (42)
Total mortgage bonds 3.829 4,831
Pollution control ioan agreements,
variable rates, due 2010-2026 1,348 1,348
Unsecured medium-term notes,
5.37% to 8.45%, due 19992014 495 587
Other Utility long-term debt 29 32
Total Utility long-term debt 5,704 6,798
Current portion of long-term debt 260 580

Total Utility long-term debt, net of current portion 5,444 6,218
Long-term debt of wholesale and retail
unregulated business operations
First mortgage notes

10.02% to 11.50%, due 1999-2009 370 409 |
Senior notes
10.58%, due 1999-2000 69 105
7.10%, due 2005 250 250
Medium term notes
6.61% %0 9.29%. due 2000-2012 298 298
Senior debentures
7.80%, due 2025 148 148
Amounts outstanding under credit
facilities (See Note 10) 654 80 |
Other longterm debt 267 239__1
Tetal wholesale and retail unregulated business
operations longterm debt 2,056 1,520
Current portion of long-term debt 78 79
Long-term debt, net of current portion 1,978 1.&41__1
Total long-term debt $7,422 $7,659
Utility:

* First and Refunding Mortgage Bonds:

First and refunding mortgage bonds are issued in
series and bear annual interest rates ranging from
5.50 percent to 8.80 percent. All real properties and
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substantially all personal properties of the Utility are
subject to the lien of the bonds, and the Utility is
required to make semi-annual sinking fund paymenes
for the retirement of the bo. 's. Additional bonds may
be issued sub). o CPUC approval, up to a maximum
total amount outstanding of $10 billion assuming com-
pliance with indenture covenants for earnings coverage
and available property balances as security.

The Utility redeemed or repurchased $501 million
and $167 million of the bonds in 1998 and 1997,
respectively, with interest rates ranging from 6.25
percent to 8.80 percent. These bonds were to mature
from 2002 to 2026.

Included in the total of outstanding bonds at
December 31, 1998 and 1997, are $345 million of
bonds held in trust for the California Pollution
Control Financing Authority (CPCFA) w~ith interest
rates ranging from 5.85 percent to 6.625 percent
and maturity dates ranging from 2009 to 2023, In
additic - these bonds, the Uulity holds long-term
polluticu control loan sgreements with the CPCFA
as described below.

« Pollution Control Loan Agreements:

Pollution control loan - ements from the CPCFA
totaled $1,348 million at December 31, 1998 and 1997
Interest rates on the loans vary with average annual
interest rates. For 1998 the interest rates ranged from
2.56 percent to 3.68 percent. These loans are subject to
redemption by the holder under certain circumstances.
These loans are primarily secured by irrevocable letters
of credit which mature 2000 through 2003,

Wholesale and Retail Unregulated Business Operations:
Long-term debt of wholesale and retail unregulated
business operations consists of first mortgage bonds
and other secured and unsecured obligations.

The first mortgage notes are comprised of three
series due serially from 1999 to 2009, and are secured
by mortgages and security interests : . the natural gas
transmission and natural gas processing facilities and
other real and personal property of PG&E GTT. The
mortgage indenture requires semi-annual payments
with one-half of each interest payment and one-fourth
of each annual principal payment escrowed quarterly in

advance. The mortgage indenture also contains

covenants which restrict the ability of PG&E GTT to
incur additional indebtedness and precludes cash distri-
butions if certain cash flow coverages are not met.

Other long-term debt consists of project financing
associated with unregulated generation facilities, pre-
miums and other loans.

Repayment Schedule: At December 31, 1998, PG&E
Corporation’s combined aggregate amounts of matur-
ing long-term debt and sinking fund requirement.,
for the years 1999 through 2003, are $338 million,
$698 million, $480 million, $1,256 million and
$1,288 million, respectively. The Utility’s share of
those maturities and sinking fund requirements is
$260 million, $466 million, $374 million, $1,120 mil-
lion and $682 million, respectively.

Fair Value: The estimated fair value of PG&E
Corporation’s total long-term debt at December 31,
1998 and 1997, was $8.1 billion and $8.3 billion,
respectively. The estimated fair value of the Utility’s
total long-term debt at December 31, 1998 and 1997,
was $6.0 billion and $7.0 billion, respectively. The esti-
mated fair value of long-term debt was determined
based on quoted market prices, where available. Where
quoted market prices were not available, the estimated
fair value was determined using other valuation
techniques (for example, the present value of future

cash flows).
Note 8: Rate Reduction Bonds

In December 1997, PG&E Funding LLC (SPE), a spe-
cial-purpnse entity wholly owned by the Utihty, issued
$2.9 billion of rate reduction bonds to the California
Infrastructure and Economic Development Bank
Special Purpose Trust PG&E-1 (Trr 1), a special-pur-
pose entity. The terms of the bonds generally mirror
the terms of the pass-through certificates issued by the
Trust. The proceeds of the rate reduction bonds were

used by the SPE to purchase from the Utility the right,

known as “transition property,” to be paid a specified
amount from a nonbypassable tarift levied on residen-
tial and small commercial customers which was wutho-

rized by the CPUC pursuant to state legislation.




The rate reduction bonds have maturities ranging
from ten months to ten years, and bear interest at rates
ranging from 6.01 percent to 6.48 percent. The bonds
are secured solely by the transition property and there
15 no recourse to the Utility or PG&E Corporation.

At December 31, 1998, $2.6 billion of rate reduc-
tion bonds were outstanding. The combined expected
principal payments on the rate reduction bonds for
the years 1999 through 2003 are $290 million for
each year.

The estimated fair value of the rate reduction bonds
was $2.6 bilhon at December 31, 1998. The estimated
fair value of the bonds was determined based on
quoted market prices.

While the SPE is consolidated with the Utility for
prrposes of these financial statements, the SPE is
legally separate from the Utility. The assets of the SPE
are not available to creditors of the Utility or PG&E
Corporation, and the transition property 1s legally not
an asset of the Utility or PG&E Corporation.

Note 10: Credit Facilities

PG&E Corporation: &t December 31, 1998 and 1997,
PG&E Corporation had borrowed $2,298 million and
$183 million, respectively, under various credit facili-
ties discussed below. $654 million and $80 million of
these borrowings December 31, 1998 and 1997, respec-
tively are classified as long-term debt. (See Note B.)
The weighted average interest rate on the short-term
borrowings was 5.6 percent and 6.9 percent for 1998
and 1997, respectively. The carrying amount of short-
term borrowings approximates fair value.

PG&E Corporation maintains two $500 million
revolving credit facilities. One expires in November
1999 and the other in 2002. The facility expiring in
November 1999 may be extended annually for addi-
tional one-year periods upon agreement between
PG&E Corporation and the lending institutions.
These credit facilities are used to suppert PG&E
Corporation’s commercial paper program and other
Liquidity needs. At December 31, 1998, PG&E
Corporation had $683 million of commercial paper-
outstanding supported by these facilities. No amounts
were outstanding at December 31, 1997,

Utility: The Utility maintains a $1 billion reve.ving
credit facility which expires in 2002, The facility may
be extended annually for additional one-year periods
upon agreement between the Utility and the banks. At
December 31, 1998, the Utility had $567 million of
commercial paper outstanding and $101 million of
bank notes outstanding. No amounts were outstanding
at December 31, 1997,

Wholesale and Retail Unregulated Business Opera.ions:
USGen has $1,675 million in revolving credit facilities,
of which $575 million is specifically related to its New
England operations. The $575 million line is comprised
of a $100 million facility, expiring in 2003, and a

$475 million facility, used to execute a sale leaseback
transaction and subsequently cancelled. As of
December 31, 1998, no amounts were outstanding
under these facilities. The remaining facility 1s a $1.1
billion revolving credit agreement comprised of two
$550 million facilities, one of which expires in 2003,
and the other of which expires in August 1999, As of
December 31, 1998, the long-term facility has a $540
million eurodollar loan drawn on it, and it also sup-
ports $10 million of outstanding commercial paper.
Both are classified as noncurrent debt in the consoli-
dated balance sheet. (See Note 8.) As of December 31,
1998, the short-term facility supported $223 million in
outstanding commercial paper, which had a weighted
average rate of 5.6 percent,

PG&E GT NW maintains a $200 million revolving
credit facility which expires in the year 2000. At
December 31, 1998 and 1997, PG&KE GT NW had
outstanding commercial paper balances of $104 mil-
lion and $80 million, respectively, supported by this
revolving facility. These balances were classified as
noncurrent debt in the consolidated balance sheet,
(See Note B.)

PG&E GTT had $70 million and $100 million of
outstanding short-term bank borrowings related to two
separate credit facilities at December 31, 1998 and
1997, respectively. These lines are cancel ible upon
demand and bear interest at cach respective bank’s
quoted money market rate. The borrowings are unse-
cured and unrestricted as to use.
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Note 11: Nuclear Decommissioning

Decommissioning of the Utility’s nuclear power plants
15 scheduled to begin in 2015 with scheduled comple-
tion in 2034. Nuclear decommissioning means to safely
remove nuclear facilities from service and reduce resid-
ual radioactivity to a level that permits termination

of the Nuclear Regulatory Commission license and
release of the property for unrescricted use.

The estimated total obligation for nuclear decom-
missioning costs, based on a 1997 site study, is $1.5 bil-
lion in 1998 dollars (or $5.1 billion in future dollars).
This estimate assumes after-tax earnings on the tax-
qualified and nontax-qualified decommissioning funds
of 6.16 percent and 5.21 percent, respectively, as well
as a future annual escalation rate of 5.5 percent for
decommissioning costs. The des ommissioning cost
estimates are based on the plant location and cost
characteristics for the Utility’s nuclear plants. Actual
decommissioning costs are expected to vary from this
estimate because of changes in assumed dates of
decommissioning, regulatory requirements, technology,
and costs of labor, materials, and equipment. The esti-
mated total obligation 13 being recognized proportion-
ately over the license of each facility.

For the years ended December 31, 1998, 1597, and
1996, nuclear decommissioning costs recovered in rates
were $33 million per year, respectively. Based on the
1997 site study, the amount proposed to be recovered
in rates in 1999 and annually, until the commencement
of decommissioning, is $33 million. This amount 15
currently under review in the Utility’s 1999 General
Rate Case and will continue to be reviewed in future
nuclear decommissioning cost triennial proceedings.

At December 31, 1998, the total nuclear decommis-
sioning obligation accrued was $1.2 bilhion and is
in<luded in the balance sheet classification of accumu-
lated depreciation and decommissioning. Decommis-
sioning costs recovered in rates are placed in external
trust funds. These funds along with accumulated earn-
ings will be used exclusively for decommissioning and
cannot be released from the trust funds until autho-
rized by the CPUC.

The following table provides a suramary of amor-
tized cost and fair value, based on quoted market

prices, of these nuclear decommissioning funds:
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Year ended December 31, Maturity Dates 1998 1967
(in millions)
Amortized cost

U.S. government and

agency issues 19992028 $ 379 § 422

Equity securities - 246 257

Municipal bonds and other 1999-2030 164 <09
Gross unrealized holding gains 394 287
Gross unrealized holding losses (11) (12)
Fair value (net, of tax) $1,172  $1,024 |

The proceeds received from sales of securities
were $1.4 billion in each year in 1998 and 1997. The
gross realized gains on sales of securities held as avail-
able-for-sale were $52 million and $40 million, in 1998
and 1997, respectively, and the gross realized losses on
sales of securities held as available-for-sale were $39
million and $24 million, in 1998 and 1997, respectively.
The cost of debt and equity securities sold is deter-
mined by specific ideatification.

Under the Nuclear Waste Policy Act of 1982, the
Department of Energy (DOE) is responsible for the
permanent storage and disposal of spent nuclear fuel.
The Utility has signed a contract with the DOE to
provide for the disposal of spent nuclear fuel and high-
level radioactive waste from the Utility’s nuclear power
facilities. The DOE's current estimate for an available
site to begin accepting physical possession of the spent
nuclear fuel is 2010, At the projected level of operation
for Diablo Canyon, the Utility's facilities are sufficient
to store on-site all spent fuel pro-.uced thror gh
approximately 2006. It is likely that an intevim or per-
manent DOE storage facility will not be available for
Diablo Canyon's spent fuel by 2006, The Utility 1s
examining options for providing additional temporary
spent fuel storage at Diablo Canyon or other facilities,
pending disposal or storage at a DOE facility.



Note 12: Employee Benefit Plans

Several of PG&E Corporation’s subsidiaries provide
noncontributory defined benefit pension plans for
their employees. In addition, these subsidiaries provide
contributory defined benefit medical plans for certain
retired employees and their ehigible dependents and
noncontributory defined benefit life insurance plans for
certain retired employees (referred to collectively as
other benefits). For both pension and other benefit

plans, the Utility’s plan represents substantially all of
the plan assets and the benefit obligation. Therefore, all
descriptions and assumptions are based on the Utility’s
plan. The schedules below aggregate all of PG&E
Corporation’s plans.

The following schedule reconciles the plans’
funded status (the difference between fair value of plan
assets and the benefit obligation) to the prepaid or
accrued benefit cost recorded on the consolidated
balance sheet:

Pension Benefits Other Benefits
December 31. 008 1097 Ti908 1997
{in milltons)
Change In benefit obligation
Benefit obligation at January 1 $(4,457) $§(4,231) $(907) $(921)
Service cost for benefits earned (108) (102) (19) (22)
Interest cost (334) (315) (64) (64)
Plan amendments 1 (47) - o
Special term benefits - (11) - (15)
Actuarial gain (loss) (321) 16 (36) 63
Benefits and expenses paid pis 242 233 77 52
Benefit obligation at December 31 (4,977) (4.457) (949) (907)
Change In plan assets |
Fair value of plan assets at January 1 6,419 5,526 823 669 |
Actual return on plan assets 919 1,139 173 144 ;
Company contributions 27 2 18 48 |
Plan participant ontribution — — 13 11
Benefits and expenses paid & (261) (248) (76) (49)
Fair value of plan assets at December 31 7,104 6,419 951 823
Plan assets in excess of benefit obligation 2,127 1,962 2 (B4)
(Benefit obligation in excess of plan assets)
Unrecognized prior service cost 104 121 19 20
Unrecognized net loss (gain) (2,025) (2,133) 430) ' (37%)
Unrecognized net transition cbligation A s AL SR 20 A P e : ;. A 93 .. PR 333_._ﬂ
Prepaid (accrued) bensfit cost $ 285 § 43 $ (43) $ (46)

The Utbty's share of the plan’s assets in excess of
the benefit obligation for pensions in 1998 and 1997
was $2,134 million and $2,003 million, respectively.
The Utility’s share of the prepaid (accrued) benefit
cost for the pensions in 1998 and 1997 was $301
million and $60 million, respectively.

The plan assets of the Utility exceeded its share of
the benefit obligation for other benefits by $24 million
in 1998, In 1997, the Utility's share of the benefit
obligation in excess of the plan assets was $64 million.

The Utility’s share of the accrued benefit hability for
o.uer benefits in 1998 and 1997 was $26 million and
$29 milbon, respectively.

Unrecognized prior service costs and the net gains
are amortized on a straight-line basis over the average
remaining service period of active plan participants.
The transition obligations for pension benefits and
other benefits are being amortized over 17.5 years
from 1987

Net benefit income (cost) was as follows:
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Pension Benefits Other Benefits

December 31, 1998 19987 1986 1998 1997 1996
(in mitlions)

Service cost for benetits earned $(108) $(102) $(101) $(19) $(21) $(22) |
Interest cost (333) (316) (304) (64) (64) (66) |
Expected return on assets 567 486 434 73 60 49 i
Amortized prior service and transition cost (26) (22) (23) (28) (28) (28) |
Actuarial gain (loss) recognized 114 74 43 22 13 4 |
Benefit income (cost) $ 214 $ 120 $ 49 $(16) $(40) $(63) |

The Utility’s share of the net benefit income for
pensions in 1998, 1997, and 1996 was $215 million,
$123 million, and $49 million, respectively.

The Utility's share of the net benefit cost for other
benefits in 1998, 1997, and 1996 was $12 mullion, §38
million, and $61 million, respectively.

Net benefit income (cost) is calculated using
expected return on plan assets of 9.0 percent. The
difference between actual and expected return on plan
assets is included in net amortization and deferral and
is considered in the determination of future net benefit
income (cost). In 1998, 1997, and 1996, actual return
on plan assets exceeded expected return.

In conformity with SFAS No. 71, regulatory adjust-
ments have been recorded in the income statement and

s

balance sheet of the Utility which reflect the differ-
ence between Utility pension income determined for
accounting purposes and Utility pension income deter-
mined for ratemaking, which is based on a funding
approach.

The CPUC has also authorized the Unlity to
recover the costs associated with its other benefit plans
for 1993 and beyond. Recovery is based on the lesser
of the annual accounting costs or the annual contr:bu-
tions on a tax-deductible basis to the appropriate trusts,

The following actuarial assumptions were used in
determining the plans’ funded status and net benefit
income (cost). Year-end assumptions are used to com-
pute funded status, while prior year-end assumptions
are used to compute net benefit income (cost).

Discount rate
Rate of future compensation increases
Expected long-term rate of return on plan assets

The assumed health care cost trend rate for 1999 is
approximately 9.0 percent, grading down to an ulti-
mate rate in 2005 of approximately 6.0 percent. The
assumed health care cost trend rate can have a signifi-
cant effect on the amounts reported for health care
plans. A one percentage point change would have the
following effects:

1-Percentage 1-Percentage
{m milhons) Point Increase  Puint Decrease

Effact on total service and Interest

cost components $8 $ (7) |
Effect on postretirement benefit obligation $79 $(72)!

Long-term Incentive Program: PG&E Corporation
maintains a Long-term Incentive Program (Program)
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Fension Benefits J Other Benefits
1058 oA ARCPRUINE . . PSRN, .. . SRHOGN. . .. BSRR. . .
7.0% 7.5% 7.5% 7.0% 7.5% 7.5%
5.0% 5.0% 5.0% 5.0% 5.0% 5.0% |
2.9% 9.0% 9.0% 9.0% 9.0% 9.0%

which provides for grants of stock options to eligible
participants with or without associated stock apprecia-
tion rights and dividend equivalents. As of December
31, 1998, 24.5 milhon shares of common stock have
been authorized for award under the program with
100,844,471 shares still available under this plan. At
December 31, 1998, stock options on 11,225,564
shares, granted a. optéon prices ranging from $21.125
to $34.25, were outstanding, of which 2,440,008 were
exercisable. In 1998, 6,367,100 options were granted
at an average option price of $30.52, for an approxi-
mate value of $24,258,651 using the Black-Scholes
valuation method.

Outstanding stock options expire ten years and one

day after the date of grant and become exercisable on a




cumulative basis at one-third each year commencing
two years from the date of grant. In 1998, 1997, and
1996, stock options on 710,271; 235,315; and 72,960
shares, respectively, were exercisea at option prices
ranging fom $16.75 to $34.25. In addition, on January
4, 1999, PGKE Corporation granted 6,173,500 options
at $30.9375, the then current market price.

Note 13: income Taxes

The significant components of income tax expense were:

PG&E Corporation Utility
Year ended Decer-der 31, 1998 1997 1996 1998 1997 1996
(i millions)
Current $677 $707 $705 $886 $791 $7086
Deferred (52) (119) (132) (201) (142) (132)
Tax credits-net (55) (40) (18) (56) (40) (18)
Total income tax expense $570 $548 $555 $629 $609 $555
The significant components of net deferred income
tax hiabilities were:
PG&E Corporal. n 5 S Uity ¢
December 31, 1998 1997 1998 1997
{in millions) ]
Deferred income tax assets $1,219  $1,108 $ 843 § 962 |
Deferred income tar Uabilities: E
Regulatory baiancing accounts 43 311 40 311 :
Plant in service 3,722 3,621 2,930 4,144 '
Income tax regulatory asset 391 430 381 420 |
Other Bl 968 924 555 540 #'
T_ggnl deferret! income tax liabilities il 5,124 5,286 3,906 4,415
Total net deferred income taxes $3905 $4,178 $3,063 $7 .3
] e |
Classification of net deferred income taxes: “
included in current liabilities $ 44 $ 14y $ 3 $ 149 |
i
Included n noncurrent liabilities 3,861 4,029 3,060 3,304 ]
Total net deferred income taxes $3,905 $4.178 $3,063 $3.453 f
The differencas between income taxes and amounts
determined by applying the federal statutory rate to income
before income tax expense were:
3 PG&E Corporation Utitity TR
Year ended December 3. 1998 1907 1996 1998 1997 1998
Federal statutory it ome tax rate 35.0%  350%  35.0% 35.0%  350%  35.0% |
Increase (decrease) in income tax rate resulting from: |
State income tax (net of federal benufit) 3.3 5.3 38 6.6 4.6 37 ‘
Effect of regulatory treatment of depreciation differences 10.4 81 6.0 9.8 75 5.9
Tex credits-net (4.3) (3.2) (1.4) (4.1) (2.9) (1.4) |
Effact of foreign earnings &t different tax rate 6 (2.2) o o e g
Other-net A R LI e R e R " .. AL s
Eftoctive tex rate 44.2% 43.3% 43.4% 46.3% 44 2% 42 4%
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Historically, the benefits of certain temporary dif-
ferences have been utilized to reduce the Utlity's
customers rutes. Accordingly, a regulatory asset has
been recorded reflecting the pre-tax amount that will
be recovered from customers as the temporary differ-
ence reverses. In connection with the California elec-
tric restructuring plan, the Utility 1s collecting the
regulatory asset over four years.

Note 14: Commitments

Utility:

* Letters of Credit:

The Utility uses $385 million in standby lewters of
credit and surety bonds to secure future workers’ com-
pensation labiliti=s.

¢ Restructuring Trust Guarantees:

Tax-exempt restructuring trusts have been established
to oversee the development of the operating frame-
work for the competitive generation market in
California. (See Note 2.) The CPUC has authorized

¢ “‘ornia utilities to gua.autee bank loans of up to

$ ' million to be used by the trust: . - this purpose.
_.der this authorization, the Utility has guaranteed up
to a siaximum of $135 million of these loans. The bank
loans will be repaid and the guarantees removed when
the trusts obtain proceeds from permanent financing or

rate recovery.

¢ Power-Purchase Contracts:

By federal law, the Utlity is required to purchase elec-
tric energy and capacity provided by cogenerators and
small power producers. The CPUC established a series
of power-purchase contracts and set the applicable
terms, conditions, price options, and ehigibility require-
ments.

Under these contracts, the Utility 1s required to
make payments only when energy is supphied or when
capacity commitments are met. The total cost of these
payments is recoverable in rates. The Utility's contracts
with these power producers expire on various dates
through 2028 Total energy payments are expected to
decline in the years 1999 through 2001, Total capacity
payments are expected to remain at current levels dur-
ing this period. Deliveries from these power producers
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account for approximately 23 percent of the Utility's
1998 electric energy requirements, and no single con-
cract accounted for more than five percent of the
Utility’s energy needs.

The Utlity has negotiated early termination or sus-
pension of certain power-purchase contracts. These
amounts are expected to be recovered in rates and as
such are reflected as deferred charges in the accompa-
nying balance sheet. At December 31, 1998, the total
discounted future payments remaining under early ter-
mination or suspension contracts is $48 million.

The Uulity also has contracts with various irriga-
tion districts and water agencies to purchase hydro-
eleceric power. Under these contracts, the Utility must
make specified semi-annual minimum payments
whether or not any energy is supplied (subject to the
supplier’s retention of the FERC's authorization) and
variable payments for operation and maintenance costs
mcurred by the suppliers. These contracts expire on
various dates from 2004 to 2031. These costs are also
recoverable in rates. At December 31, 195%, the undis-
counte”’ future m’ mum payments under  <se con-
tracts are $32 niilhon for each of the yean
through 2003 and a total of $280 million for
thereafter. Irrigation district and water agency ue. o
eries in the apsregate account for approximi tely
7.5 percent of the Utility’s 1998 electric enzrgy
require.uents.

The amount of energy received and the total
payments made under all of these power-purchase

contracts were:

Year ended December 31, 1008 1997 1996
{in mmuo:';l A i b

Kilowatt-hours received 25,994 24,389 26,056
Energy payments 943 1,157 1,136
Capacity payments 529 538 521

Irrigation district and water

|
|
|
|

}

agency payments 53 56 52 |

¢ Natural Gas Transportation Commitments:

The Utility has long-term gas transportation service
contracts with various Canadian and interstate pipeline
companies. For the duration of these contracts, the
Utility has agreed to pay the pipeline companies an
amount each year for capacity rights on their pipelines.
The amount that the Utility pays each year varies due
to changes in the rates of the pipeline companies. The




total amounts the Utility paid under these contracts
were $113 million, $255 million, and $269 million ir.
1998, 1997, and 1996, respectively. These amounts
include payments madc by the Utility to PG&E GT of
$49 militon, $49 million, and $57 million in 1998,
1997, and 1996, respectively.

The Unlity’s obligations related to capacity held
parsuant to long-term contracts on various pipelines
are as follows:

(i mithons)
1999 $102
2000 102
2001 99
2002 83
2003 83 |
Thereatter 188 |
Total $657

As a result of regulatory changes, the Utility no
longer procures gas for most of its industrial and larger
commercial (noncore) customers, resulting in a
decrease in the Utility's need for cupacity on these
pipelines. Despite these changes, the Utility continues
to procure gas for substantially all of its residential and
smaller commercial (core) customers and its noncore
custam=c *  -hoose bundled service. To the extent
that th i current capacity holdings exceed
demanu . gas transportation by its customers, the
Urtility wi  ontinue its efforts to broker such excess

capacity.

Wholesale and Retail Unregulated Business Operations:
* Power-Purchase Contracts:

As a part of the acquisition of a portfolio of electric
generating assets and power sapply contracts from
NEES (See Note 5), NEES transferred to USGen con-
tractual rights and duties under several power-purchase
contracts with chird-party independent power produc-
ers, which in the aggregate provide for approximately
800 MW of capacity. Under the transfer agreement,
USGen is required to pay to NEES amounts due to the
third-party power producers under the power-purchase
congrects, USGen's payment obligations to NEES are
reduced by NEES's monthly payment obligation,
which equals, in the aggregate, approximately $1.1 bil-
lion, payable 1n monthly installments from September

1998 through January 2008, In certain circumstances,
NEES, with the consent of USGen, will make a full or
partial lump-sum accelerated payment of the monthly
payment obligation to such party as USGen may
direct. The approximate dollar obligations under these
agreements are as follows:

(in millions)
1999 $ 261 |
2000 272 |
<301 263
2002 238
2003 217
Thereafter 2,024

Total $3,275

« Natural Gas Transportation Commitments:

As a part of the acquisition of a portfolio of electric
generating assets and power supply contracts from
NEES (See Note 5), NEES transferred to USGen four
natural gas purchase agreements with contract expira-
tions ranging from October 2008 to October 2013, as
well as eleven natural gas transportation contracts with
contract expirations ranging from October 2006 to
October 2014. The approximate dollar obligations
under the natural gas transportation agreements are as

follows:

{in milhions)

1099 $ 58

2000 58 !

2001 ‘

2002

2003 57

Thereafter 465_4
Total $754

* Standard Offer Agreements:

As a part of the acquisition of a portfolio of electric
generating assets and power supply contracts from
NEES (See Note 5), USGen entered into agreements
to supply the electric capacity and energy necessary for
NEES to meet its obligations to provide standard offer
service. The agreements to provide standard offer ser-
vice range in length from 6 to 1. years. The price per
MW hour 1s standard for all agreements. The approxi-
mate dollar obligations under the agreements are as
follows:

€5
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{in milfions)
1999 $ 788
2000 767
2001 712
2002 483
2003 345
Thereafter 302
Total $3,397

Note 15: Contingencies

Nuclear Insurance: The Utility has insurance for prop-
erty damage and business interruption losses as a mem-
ber of Nuclear Electric Insurance Limited (NEIL).
Under this insurance, if a nuclear generating facility
suffers a loss due to a prolonged accidental outage,
then the Utility may be subject to maximum retrospec-
tive assessments of $17 million (property damage) and
$5 million (business interruption), in each case per
policy period, in the event losses exceed the resources
of NEIL.

The Utility has purchased primary insurance of
$200 million for public liability claims resulting from a
nuclear incident, The Utility has secondary financial
protection which provides an additional $9.6 billion
in coverage, which is mandated by federal legislation.
It provides for loss sharing among utilities owning
nuclear generating facilities if a costly incident occurs.
If a nuclear incident results in claims in excess of $200
million, then the Utility may be assessed up to $176
million per incident, with payments in each year im-
ited to a maximum of $20 million per incident.

Environmental Remediation: The Unlity may be
required to pay for environmental remediation at sites
where the Utility has been or may be a potentially
responsible party under the Comprehensive Environ-
mental Response, Compensation, and Liability Act
(CERCLA) or the California Hazardous Substance
Account Act. These sites include former manufactured
gas plant sites, power plant sites, and sites used by the
Utility for the storage or disposal of potentially
hazardous materials. Under CERCLA, the Utility may
be responsible for rem *diation of hazardous substance:
even if the Utility did 1.t deposit those substances
on the site.

The Utility records a liability when site assessments

indicate remediation is probable and a range of reason-
ably likely cleanup costs can be estimated. The Utility
reviews its remediation liability quarterly for each
identified site. The liability is an estimate of costs for
site investigations, remediation, operations and mainte-
nance, monitoring, and site closure. The remediation
costs also reflect: (1) current technology, (2) enacted
laws and regulations, (3) experience gained at similar
sites, and (4) the probable level of involvement and
finanzial condition of other potentially responsible
parties. Unless there is a better estimate within this
range of possible costs, the Utility records the lower
end of this range.

The cost of the hazardous substance remediation
ultimately undertaken by the Uulity 1s difficult to esti-
mate. A change in the estimate may occv. in the near
term due to uncertainty concerning the Utility's
responsibility, the complexity of environmental laws
and regulations, and the selection of comphance
alternatives. The Utility had an accrued hability of
$296 million and $232 million at December 31, 1998
and 1997, respectively, for hazardous waste remediation
costs at identified sites, including divested fossil-fueled
power plants.

Environmental remediation at identified sites may
be as much as $487 million if, among other things,
other potentially responsible parties are not financially
able to contribute to these costs or further investiga-
tion indicates that the extent of contamination or nec-
essary remediation is greater than anticipated. The
Utility estimated this upper limit of the range of costs
using assumptions least favorable to the Utility, based
upon a range of reasonably possible outcomes. Costs
may be higher if the Utility i« found to be responsible
for cleanup costs at additional sites or expected out-
comes change.

Of the $296 million hability, discussed above,
the Utlity has recovered $104 million and expects
to recover another $160 million in future rates,
Additionally, the Utility mitigates its cost by seeking
recovery of its costs from insurance carriers and from
other third parties as appropriate.

Legal Matters:
* Chromium Litigation:
Several civil suits are pending against the Utility in

California state courts, The suits seek an unspecified



amount of compensatory and pun.tive damages for
alleged personal injuries and, in some cases, property
damage, resulting from alleged exposure to chromium
in the vicinity of the Utility's gas compressor stations
at Hinkley, Kettleman, and Topock, California. Two of
these suits also name PG&E Corporation as a defen-
dant. Currently, there are claims pending on behalf of
approximately 2,300 individuals.

The Utility is responding to the suits and asserting
affirmative defenses. The Utility will pursue appropri-
ate legal defenses, including statute of limitations or
exclusivity of workers’ compensation laws, and factual
defenses, including lack of exposure to chromium
and the inability of chromium to cause certain of the
illnesses alleged.

PG&E Corporation believes that the ultimate out-
come of these matters will not have a material impact
on its or the Utility'’s financial position or results of
operations.

* Texas Franchise Fee Litigation:

In connection with PG&E Corporation's acquisition
of Valero Energy Corporation, now known as
PG&E GTT, PG&E GTT succeeded to the litigation
described below.

PG&E GTT and various of its affiliates are defen-
danes in at least two class action suits and five separate
suits filed by various Texas cities. Generally, these cities
allege, among other things, that: (1) owners or opera-
tors of pipelines occupied city property and conducted
pipeline operations without the cities’ consent and
without compensating the cities; and (2) the ga; mar-
keters failed to pay the cities for accessing and utilizing
the pipelines located in the cities to flow gas under
city streets. Plaintiffs also allege various other claims
against the defendants for fallure te © .. e cides’
consent, Damages are not quantifies

In 1998, a jury trial was held in the .. arate suit
brought by the City of Edinburg (the City). This suit
involved, among other things, a particular franchise
agreement entered into by a former subsidiary of
PG&E GTT (now owned by Southern Union Gas
Company (SU)) and the City and certain conduct of
the defendaats.

On December 1, 1998, based on the jury verdict,
the court entered a judgment in the City’s favor, and

awarded damages of $5.3 million, and attorneys’ fees of
up to $3.5 millior plus interest. The court found that
various PG&E GTT and SU defendants were jointly
and severally hiable for $3.3 million of the damages and
all the attorneys’ fees. Certain PG&E GTT subsidiaries
were found solely liable for $1.4 million of the dam-
ages. The courr did not clearly indicate the extent to
which th - PG&E GTT defendants could be found
liable f.r the remaining damages. The PG&E GTT
defen ants intend to appeal the judgment.

P S&E Corporation believes that the ultimate out-
con ¢ of these matters could have a material adverse
im sact on its financial position or results of operations.

N te 16: Segment Information

FG&E Corporation’s reportable operating segments
rrovide different products and services and are subject
to different forms of regulation or jurisdictions. The
accounting policies of the reportable operating seg-
ments are the same as those described in Note 1.
PG&E Corporation’s reportable segments are des-
cribad below.

Utiiity: PG&E Corporation’s Northern and Central
California energy utility subsidiary, Pacific Gas and
Electric Company, provides natural gas and electric
service to one of every 20 Americans

Wholesale Unregulated Business Operations: PG&E
Corporation’s wholesale unregrlated business opera-
tions consist of USGen which develops, builds, oper-
ates, owns, and manages power generation facilities that
serve wholesale and industrial customers, PG&KE GT
which operates approximately 9,000 miles of natural
gas pipelines, natural gas storage facilities, and natural
gas processing plants in the Pacific Northwest and
Texas; and PG&E ET which purchases and resells
energy commodities and related financial instruments
in major North American markets, serving PG&E
Corporation’s other unregulated businesses, unaffiliated

utilities, and large end-use customers.
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Retail Unregulated Business Operations: PG&E
Corporation’s retail unregulated business operations
consist of PG&E ES which provides competitively
priced electricit_ natural gas, and related services to

lower overall energy costs for industrial, commercial,

and institutional customers.

Segment information for the years 1998, 1997, and

1996 was as follows:

Wholesale Retail
—— Corp. &
Utility usGen™ NW Texas®  PGAEET  PGLE €S Other” Eliminations Total
(in mitlions)
1998
Operating revenues $ 8919 §$ 645 § 185 $1640 $8183 $365 $ 8 $ (3 $19,942
Intersegment revenues' 5 4 52 301 326 14 — (702) -
Total operating revenues 8,924 649 237 1,941 8,509 379 ] (705) 19,942
Depreciation, amortization and
decommissioning 1,438 52 39 65 5 7 3 — 1,609
Interest expense’” (621) (43) (43) (rmn (7) (1) (30) 40 (782)
Other incame (expense) 76 18 3 13 5 (1) (6) (44) 64
Income taxes" 629 28 31 (47) (17) (41) (13) - 570
Net income 702 106 65 (711) (6) (52) (18) (7 719
Capital expenditures 1,396 98 49 39 12 38 1 - 1,633
Total assets at year-end $22,950 $3.844 $1,169 $2,655 $2555 $202 $601 § (742) $33,234
1997
Operating revenues $ 9495 § 148 § 186 § B00 $4,613 $145 $13 § - 815400
Intersegment reveriues” - - 47 204 195 — - (4486) -
Total operating revenues 9,495 148 233 1,004 4 808 145 13 (446) 15,400
Depreciati '\n, amortization and
decommissioning 1,748 19 38 33 3 1 10 — 1,852
Iinterest expense” (570) (5) (41) (26) (2) (1) (32) 12 (665)
Other income (expense) 83 (25) 1 13 3 -— 138 (12) 201
Income taxes™ 609 (17) 26 (8) (12) (17) (33) - 548
Net income 735 (41) 40 (24) (19) (29) 54 - 716
Capital expenditures 1,529 23 34 45 5 15 50 - 1,701
Total assets at year-end $25147 $ 989 $1,208 $2800 $1,452 $ 60 $370 $(911) $31,115
1996
Operating revenues $899 § 105 § 206 $ — § 283 $ — $27 § ~— § 98610
Intersegment revenues'’ - — 58 - — — - (58) —
Total operating revenues 8,989 105 264 - 283 - 27 (58) 9,610
Depreciation, amortization and
decommissioning 1,177 12 32 — — — 1 - 1,222
Interest expense™ (600) (7 (45) — - - 20 - (632)
Other income (expense) 20 9 (4) - — — (12) - 13
Income taxes™ 526 (6 3 - - — 4 - 558
Net income 706 (6) 50 - - — (28) - 722
| Capital expenditures 1,231 - 173 - - - — -~ 1,404
| Total assets at year-end $23567 §$ 881 81,772 ¢ -~ § ~— $ — $205 § (188) $26,237

“lutersegment clectric and gas revenues are recorded at market prices, which for the Urility and PG&E GT NW are tariffed rates prescribed by the CPUC

and FERC, respectively.

“Assers of PGAE Corporation are inclnded in the Other column exclusive of investment in its subsi  ries

"Nes interest expense incurred by PG&E Corporation 1s allocated to the segments using specific identification
“income tax expense for the Utility is computed on a stand-zlone basis. The balance of the consolidated incomy tax provision is allocated among the

unregulated wholrsale and retail segments

“ncome from eguity-method investees for 1998, 1997, and 1996 vas $113 mullion, $41 million, and $36 million, respectively, for USGen, and $3 milhon and

$2 million, respectively, for PGKE GT Texas




Quarterly Consolldated Financial Data (Unaudited)

Quarter ended

December 31 30 June 30 March 31

(in millions, excap! per share amounts)
1998
PG&E Corporation
Operating revenues $5,495 $5,307 $4,787 $4,353
Operating income 456 529 557 465
Net income 196 174 139
Earnings per common share, basic and diluted 51 46 .36
Dividends declared per common share .30 .30 .30
Common stock price per share

High 35.00 33.3 33.19 33.19

Low 30.44 30.0¢ 30.13 29.38
Utitity
Operating revenues $2,218 $2,563 $2,117 $2.026
Operating income 443 513 494 426
Income available for common stock 169 199 186 148
1997
PG&E Corporation
Operating revenues $4,889 $4,063 $3,082 $3,365
Operating income 265 628 371 464
Net income 94 257 183 172
Earnings per common share, basic and diluted 22 52 49 42
Dividends deciared per common share .30 .30 .30 .30
Common stock price per share

High 30.94 24 .94 25.00 24.25

Low 23.00 22,69 22.38 20.88
Utility
Operating revenues $2,401 $2,541 $2,279 $2,274
Operating income 390 626 370 445
Income available for common stock 180 269 122 164
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Report of Independent Public Accountants

To the Shareholders and the Board of Directors of PG&E Corporation and Pacific Gas and Electric Company:

We have audited the accompanying consolidated balance sheets of PG&E Corporation (a California corporation) and sub-
sidiaries and Pacific Gas and Electric Company (a California corporation) and subsidiaries as of December 31, 1998, and 1997,
and the related statements of consolidated income, cash flows, and common stock equity of PG&E Corperation and subsidiaries
and the related statements of consolidated income, cash flows and common stock equity, preferred stock and preferred securi-
ties of Pacific Gas and Electric Company and subsidiaries for each of the three years in the period ended December 31, 1998.
These financial statements are the responsibility of the management of PG&F Corporation and Pacific Gas and Electric
Compary. Our responsibility is to express an opinion on these financial statements based on our audits,

We conducted our audits ir accordance with generally accepted auditing standards. Those standards require that we plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examiining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In cur opinion, the financial statements referred to above present fairly, in all material respects, the financial positions of
PG&E Corporation and subsidiaries, and of Pacific Gas and Electric Company and subsidiaries, as of December 31, 1998, and
1997, and the results of their operations and their cash flows for each of the three years in the period ended Decomber 31,
1998, in conformity with generally accepted accounting principles.

ARTHUR ANDERSEN LLP
San Francisco, California
February 8, 1999

Responsibility for Consolidated Financial Statements

At both PG&E Corporation and Pacific Gas and Electric Company (the Utility) management is responsible for the integrity of
the accompanying consolidated financial statements. These statements have been prepared in accordance with generally
accepted accounting principles. Management considers materiality aad uses its best judgment to ensure that such statements
reflect fairly the financial position, results of operations, and cash flows of PG&E Corporation and the Unlity.

PG&E Corporation and the Utility maintain systems of internal controls supported by formal policies and procedures which
are communicated throughout PG&E Corporation and the Utility. These controls are adequate to provide reasonable assurance
that assets are safeguarded from material loss or unauthorized use and that necessary records are produced for the preparation of
consolidated financial statements. There are limits inherent in all systems of internal controls, based on recognition that the
costs of such systems should not exceed the benefits to be derived. PG&E Corporation and the Utility believe that their sys-
tems of internal control provide this appropriate balance. PG&E Corporation management also maintains a staff of internal
auditors who evaluate the adequacy of, and assess the adherence to, these controls, policies, and procedures for all of PG&E
Corporation, including the Utility.

Both PGXE Corporation’s and the Utility’s consolidated financial tatements have been audited by Arthur Andersen LLP,
PG&E Corporation’s independent public accountants. The audit includes a review of the internal accounting controls and per-
formance of other tests necessary to support an opinion. The auditors’ report contains an independent informed judgment as to
the fairness, in all material respects, of reported results of operations and financial position.

The Audit Committee of the Board of Directors for PG&E Corporation meets regularly with management, internal
auditors, and Arthur Andersen LLP, jointly and separately, to review internal accounting controls znd audsting and financial
reporting matters. The internal auditors and Arthur Andersen LLP have free access to the Audit Committee, which consists
of five outside directors. The Audit Committee his reviewed the financial data centained in this report.

PG&E Corporation and the Utility are commtted to {ull compliance with all laws and regulations and to conducting
business in accordance with high standards of ethical conduct. Management has taken the steps neceisary to ensure that all
employees and other agents understand and support this commisment. Guidance for corporate compliance and ethics 1s pro-
vided by an officers’ Ethics Committ=e and by a Legal Compliance and Business Ethics organization. PG&E Corporation and
the Utility believe that these effort« vrovide reasonable assurance that each of their operations is conducted in conformity with
applicable laws and with their cor * to ethical conduct.
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Shareholder Information

Shareholder Services Office
77 Beale Street, Room 2600
San Francisco, CA 94105

Call Toll Free 1.800.367.7731
Fax 415.973.7831

For financial and other information about PG&E
Corporation and Pacific Gas and Electric Company,
please visit our web sites, www.pgecorp.com and
WWw.pge.com.,

If you have questions about your account or need
copies of PG&E Corporation’s or Pacific Gas and
Electric Company's publications, please write or call
the Shareholder Services Office at:

Manager of Shareholdar Services
David M. Kelly

Mail Code B26B

P.O. Box 770000

San Francisco, CA 94177
1.80C.367.7731

If you have general questions about PG&AE
Corporation or Pacific Gas and Electric Company,
please write or call the Vice President and Corporate
Secretary’s Otfice:

Vice President and Corporate Secretary
Leslie H. Everett

One Market, Spear Tower, Suite 2400
San Francisco, CA 94105

415 267.7070

Securties analysts, portfolio managers, or other repre-
sentatives of the investment community should write
or call the Investor Relations Office:

Manager of Investor Relations

David E. Kaplan

One Market, Spear Tower, Suite 2400
San Francisco, CA 94105
415.267.7080

PG&E Corporation
General Information
415.267.7000

Pacific Gas and Electric Company
General Information
415.973.7000

Steck Held in Brokerage Accounts

(“Street Name")

When you purchase your stock and it is held for you
by your broker, the shares are listed with us in the bro-
ker's name, or “street name” We do not know the iden-
tity of the individual shareholders who hold their
shares in this manner — we simply know that a broker
holds a number of shares which may be held for any
number of investors. If you hold your stock in a street
name account, you receive all dividend payments, tax
forms, publications, and proxy materials through your
broker. If you are receiving unwanted duplicate mail-
ings, you should contact your broker to eliminate

the duplications.

PG&E Corporation Dividend Reinvestment Plan

If you hold PG&E Corporation or Pacific Gas and
Electric Company stock in your own name, rather than
through a broker, you may automatically reinvest divi-
dend payments from common and/or preferred stock
in shares of PG&E Corporation common atock
through the Dividend Reinvestment Plan (the “Plan").
You may obtain a Plan prospectus and enroll by con-
tacting the Shareholder Services Office. If your certifi-
cates are held by a broker (in “street name”), you are
not eligible to participate in the Plan.

Direct Deposit of Dividends

If you hold steck in your own name, rather than
through a broker, you may have your common and/or
preferred dividends transmitted to your bank electroni-
cally. You may obtain a direct deposit authorization
form by contacting the Shareholder Services Office.

Replacement of Dividend Checks

if you hold stock 1n your own name and do not
receive your dividend check within five business days
after the payment date, or if a check is lost or
destroyed, you should notify the Shareholder Services
Office so that payment may be stopped on the check
and a replacement mailed.

l.ost or Stolen Stock Certificates

If you hold stock in your own name and your stock
certificate has been lost, stolen, or in some way
destroyed, you should notify the Shareholder Services
Office immediately.
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PG&E Corporation

Pacific Gas and Electric Company
Annua! Meetings of Shareholders
Date: April 21,1999

Time: 10:00 a.m.

Location: Masonic Auditorium
1111 Cahifornia Street

San Francisco, California

A joint notice of the annual meetings, joint proxy state-
ment, and proxy form are being mailed with this annual
report on or about March 8, 1999, to all shareholders
of record as of February 22, 1999,

10-K Report

If you would like a copy of the 1998 Form 10-K
Report to the Securivies and Exchange Commission,
please contact the Shareholder Services Office, or visit
our veb sites, www.pgecorp.com and www.pge.com

1999 Dividend Payment Dates

Pacific Gas and

PG&E Corporation Electric Company
Common Stock Preterred Stock
January 15 February 15
April 15 May 15

July 15 August 15
October 15 Noveriiber 15

e Printed on recycled paper.
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Stock Exchange Listings
PG&E Corporation’s common stock 1s traded on the

New York, Pacific, and Swiss stock exchanges. The offi-
cial New York Stock Exchange symbol is “"PCG” but
PG&E Corporation common stock is listed in daily
newspapers under “PG&E" or "PG&E Cp”

Pacific Gas and Electric Company has 11 issues of
preferred stock and one preferred security, all of which
are listed on the American and Pacific stock exchanges.

Newspaper

Issue ____Symbol
First Preferred, Cumulative,
Par Value $25 Per Share
Redeemable:

7.04% PacGE pfu

6.57% PacGE pfY

6.30% PacGE pfZ

5.00% PacGE pfD

5.00% Series A PacGE pfE

4.80% PacGE pfG

4.50% PacGE pfH

4.36% Pa. pfl
Non-Redeemable:

6.00% PacGE pfa

5.50% PacGE pfB

5.00% PacGE pfC
Cumulative
Quarterly Income
Preferred Securities:

7.90% Series A PG&E Cap pfA

“lLocal newspaper symbols may vary




PG&E Corporation
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