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�
Declaration Of Kent M. Harvey





I, Kent M. Harvey, declare:


	I am the Senior Vice President, Chief Financial Officer, and Treasurer for Pacific Gas and Electric Company (PG&E).  In that capacity, I am responsible for the procurement of natural gas for PG&E’s residential and other high priority customers.  I make this declaration in support of PG&E’s Emergency Application For An Immediate Finding Of A Gas Supply Emergency And An Order Directing Southern California Gas To Provide Mutual Assistance.


PG&E’s public utility service territory encompasses an area of 70,000 square miles with a total population of approximately 13 million people.  PG&E provides service in all or portions of 48 out of 58 counties in California.  PG&E procures natural gas on behalf of approximately 3.9 million residential and small commercial customer accounts.  These are defined as “core” customers under California law and regulation.  PG&E also delivers natural gas to “non-core” customers, which includes a number of gas-fired electric power plants.  California is currently experiencing a crisis in its restructured electric markets.  This crisis now threatens to seriously impact PG&E’s ability to purchase and deliver natural gas to both core and noncore customers, including many of the electric generators that depend on natural gas.  In this declaration, I briefly explain how the current crisis is likely to immediately and catastrophically affect PG&E’s ability to provide natural gas to its core and non-core customers.   


	The Electric Market Crisis of 2000


       Beginning in June 2000, wholesale prices for electricity established by the California Power Exchange and Independent System Operator unexpectedly skyrocketed. At the same time, PG&E has been prevented from recouping its massive cost increases from ratepayers.  As a result, PG&E has been forced to pay far more to purchase electricity at wholesale than its retail revenues bring in.  This enormous spread between PG&E’s wholesale power costs and the frozen rates has created a staggering operational shortfall, which reached $6.6 billion as of December 31, 2000.


       Given PG&E’s staggering shortfall, the only way PG&E has been able to buy power for its customers has been to borrow money.  Unfortunately, PG&E has exhausted its ability to borrow.  Attached please find a form 8-K which PG&E Corp. filed with the Securities and Exchange Commission yesterday.  Given the developments described in that report, PG&E is now unable to borrow additional funds.  


The Current Natural Gas Crisis


5.	California’s on-going electric crisis is now threatening to impact PG&E’s natural gas customers.  PG&E purchases natural gas from approximately 20 to 30 suppliers on a daily, monthly and multi-monthly basis.  PG&E and most of these suppliers have entered into master agreements, which provide general contract terms and conditions for the sale of natural gas.  PG&E and its suppliers then enter into individual agreements for certain quantities of natural gas to be delivered during a set period of time at a set price.  These individual transactions are made under the terms of the master agreements.  Some of these transactions may be for a period as short as a day and others as long as 6 months to a year.  Under most of the master agreements, sellers deliver natural gas to PG&E and are paid a month later based on the agreed to price and any true-up between the parties.  PG&E’s Gas Procurement Department had contracted for approximately 1000 MMcf per day of gas from suppliers for core customers for deliveries of January, with lower amounts contracted for in February.   


6.     PG&E started receiving requests for “adequate assurances” from certain of its gas suppliers in December 2000.  These suppliers indicated they were concerned about PG&E’s financial condition and requested letters of credit from PG&E or accelerated payments for gas already delivered.  In an effort to ensure continued gas deliveries, PG&E agreed to provide accelerated payments to these suppliers.  However, as more suppliers began demanding such terms, we had no choice but to inform all of the suppliers that we could no longer make accelerated payments to any suppliers without having a detrimental effect on PG&E’s ability to pay its ongoing costs.  PG&E arranged a January 10th meeting with all of its gas suppliers to explain the current situation.


January 10, 2001 Meeting With Gas Suppliers


7.      I attended the January 10 meeting to personally describe the nature of PG&E’s current financial situation, and to assure the suppliers of PG&E’s continuing intent to pay them on a monthly basis in accordance with our long-standing practice.  Gordon Smith, PG&E’s Chief Executive Officer, joined me in the meeting to emphasize the importance of our continued business relationship, our commitment to pay them, and the grave implications of terminating our customers’ natural gas supply. 


8.      In the meeting, we explained the unprecedented nature of PG&E’s financial condition, which was triggered by the unexpectedly high wholesale prices which PG&E has had to pay for electricity.  We emphasized that, unlike wholesale electric costs, PG&E’s natural gas costs are recovered in the revenues it receives from its customers.  Under our normal monthly payment schedule, which has been the industry standard for many years, PG&E’s gas revenues are consistent with its costs over time. 


9.       I further explained that because PG&E cannot recover the high cost of wholesale electric power in its retail rates, it cannot provide accelerated payments or other forms of credit assurances to the natural gas suppliers, as some had requested.  To make such accelerated payments , PG&E would further aggravate its financial condition by losing almost two months of working capital, or about $500 million.  In short, suppliers’ demands for accelerated payments cannot be met because they would jeopardize PG&E’s financial viability. 	


	11.	I also explained that PG&E is pursuing various other alternatives to deal with the situation.  PG&E has asked the Governor to use his emergency powers to permit the State to provide temporary financial assistance sufficient to meet the demands of gas suppliers, such as by functioning as in interim purchaser or otherwise provide credit.  PG&E has also requested the Department of Energy use any emergency federal powers which can be brought to bear on this emergency.                              	


    Several Large Suppliers Have Terminated Or Threatened 


To Terminate Current Gas Deliveries


     Despite PG&E’s earlier accelerated payments and the assurances given at the January 10 meeting, one large supplier has already ceased gas deliveries to PG&E and others have threatened to follow.  J. Aron & Company (a subsidiary of Goldman, Sachs), whose volumes account for approximately 14 percent of the flowing supply used to serve our core customers this month, (138 MM already has terminated service as of January 9.  Another supplier, Western Gas Resources,  suspended gas deliveries effective January 13.  Sempra Energy, which now supplies over 12% of PG&E’s core gas supplies, requested additional credit assurance, and on January 16, declared PG&E in breach of the gas supply agreement.  Duke Energy (through two different affiliates) has requested additional credit assurances and has represented that Duke may suspend deliveries effective January 19.  In addition, Coastal Merchant Energy requested additional credit assurances by early next week.   The Duke and Coastal supplies together add up to approximately 11% of the flowing supplies used to serve core customers this month. I am concerned that, if such assurances are not provided, Sempra, Duke, and Coastal also will suspend deliveries.  In total, the volumes represented by the above-named companies constitute approximately 37 percent of PG&E’s January flowing supply for core customers.   As described above, other significant gas suppliers had demanded further assurances in December.  These suppliers may believe they are justified in terminating gas deliveries to PG&E at any time.  They supply approximately 34 percent of PG&E's January flowing supply for core customers.   Thus approximately 71% of PG&E's January flowing supply is at risk of termination.  


     On January 16, 2001, Standard and Poor’s cut the credit and debt rating of PG&E to low junk grades due to the “heightened probability of the utility’s imminent insolvency....”  On January 17, Moody’s followed suit.


The Impact Of Current And Threatened Terminations Will Be Immediate 


and Potentially Catastrophic For Northern California


	14.	With the supply terminations we already have suffered or will suffer under the notices we have received, our ability to serve core needs, and avoid curtailment of power plant deliveries, is gravely compromised.  The current and threatened terminations could leave millions of Californians without heat and could cause widespread electric blackouts throughout California.  


15.	In response to the current terminations, PG&E has been compelled to over-draw gas from storage in order to make up the lost volumes.  If PG&E’s service territory, which covers most of northern California, experiences a cold snap, or if the threatened terminations occur, PG&E will not have sufficient natural gas supplies for its core customers.  Under CPUC approved operating procedures, insufficient gas supplies for core customers would result in diversions of gas supplies away from non�core customers, including gas-fired electric generators. 


16.	In the event of a diversion of gas from non�core customers, I would expect that many affected non-core customers (including gas-fired generators), or their gas suppliers, would simply halt deliveries of gas into PG&E’s service territory and shut down their gas-fired operation.  Therefore, if diversions were to occur, I expect that much of the non-core supplies available for such diversions could simply disappear within a matter of two to three days.  Moreover, because approximately two-thirds of the divertible gas on PG&E’s gas system is consumed by electric generators, any diversions of non�core gas will decrease the level of electric generation in PG&E’s service territory and lead to a deepening of the supply crisis on the electric system.


17.	Once non-core customers stop bringing gas into California, then PG&E will have to apply extraordinary operating measures to its gas system in order to maintain sufficient pressure and prevent a total collapse.  Entire counties could lose gas service and would not have service reinstated until the gas system could be repressurized.  Repressurization would require the acquisition of significant volumes of gas, which would not be possible until PG&E’s credit was restored or other equivalent arrangements were made.  Gas outages also would require PG&E to go house-to-house in its service territory of over 3 million gas customers in order to re�light appliance pilot lights for affected customers, and could present serious safety issues if not handled with proper care and a substantial allocation of resources.  The immediate and potentially catastrophic impact of the current and threatened supply terminations is more fully described in the declaration of Kirk Johnson that is attached to PG&E’s Application.  Simply stated, the current and threatened gas supply terminations could leave millions of Californians in the dark and without heat at any time.


I declare under penalty of perjury under the laws of the State of California the foregoing is true and correct, and I executed this declaration on January 18, 2001 in San Francisco, California.











�
_____________________________________


Kent M. Harvey�
�
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